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Introduction

Conditions for Arizona’s home buyers are — arguably — more difficult today than they've ever been. Interest
rates on a new 30-year mortgage loan are over 7%, which is higher than they've been since 2001. At the
same time, home prices have risen 60% since 2020. While Arizonans are making more money than ever,
incomes are not keeping pace with the cost of housing - only briefly in late 2006 has it taken as much
work to afford a mortgage at prevailing hourly wages. To capture this, CSl created its Home Buyers ‘Misery
Index’, which at the current rate of 102.6 remains near all-time highs going back to 1989.

Still, despite these conditions home prices have proven resilient. Prices are barely down from their 2022
peak, and actually started rising again earlier this year. It now appears that rising interest rates didn't just
depress housing demand but supply too. In a healthy market, many home buyers are also home-sellers
(existing homeowners who are changing where they live); today, because of low legacy rates and high
market rates, fewer are willing to do that. This is limiting the supply of homes available to meet even
the meager remaining demand and leaving home builders to try and fill the gap. The net result thus far
has been sustained elevated home prices as lower demand appears to be being offset by lower supply,
keeping prices stable.
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Key Findings

The Phoenix home buyers ‘Misery Index’ was 102.6 (+2.4 points) in August. The Index is now
down less than 1% from its all-time peak set in June 2022 and up 61% from just 3 years ago.
Conditions for buyers stopped improving and started getting worse again in March 2023.

The long-run average value of the Index is O.

Home prices have proven surprisingly stable in the face of both high interest rates and high prices.
Average prices in the Phoenix market bottomed out in early 2023 and by some measures are rising
again. On a year-over-year basis, local housing prices are flat, and even compared to their peak are
down only about 6%.

At peak in mid-2022, over 55% of all homes for sale in the United States were new construction
(before 2020 the figure was closer to 20%). In addition, the cost of new homes has fallen much faster
than the housing market overall - down 12.1% year-over-year, versus virtually flat for the total market.

Volume in the housing market is drying up. There are 15% fewer homes available for sale today than
there were in September 2022 (and 46% fewer than in September 2018). Rising interest rates
and changing dynamics since 2020 appear to have depressed both supply and demand and shifted
the market away from the sale of existing homes (with homeowners now sitting on lower-rate
mortgages) and towards newly-built homes. This is limiting price declines.

In August and at the prevailing wage rate of $32.03, an average household would need to
work 71 hours/month just to service a typical 30-year mortgage. This is nearly double the
time-cost of a mortgage in December 2020 (about 37 hours).

The last time 30-year mortgage rates were over 7% for a substantial length of time, demand collapsed
faster than supply could adjust and both prices and mortgage rates fell. It remains to be seen whether
that pattern will repeat this year; average rates have been over 7% for seven consecutive weeks, as of
September 28th.’

While this phenomenon really is national, it is exaggerated in the Phoenix area. Home prices here

rose faster than anywhere else after 2020 but prices fell only moderately and for a few months before
stabilizing. Local home building and new permit activity remains elevated even as overall market volume
is lower. But Phoenix continues to attract new movers from other states, many of whom may want to buy
a home at the first sign of declines in prices and/or interest rates (as happened early this year). This makes
predicting home price declines difficult despite apparently miserable conditions.
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Continued High Prices & Interest Rates
Weigh on Market Sentiment

In August, the Phoenix home buyers ‘Misery Index’ was 102.6 — an increase of 2.4 points from July due to
both higher prices and higher 30-year mortgage rates. The Index is now down less than 1% from its all-
time peak set in June 2022.

Interestingly, it now appears clear that rising interest rates depress both demand for and supply of
housing. This led to the unexpected result of mostly stable home prices, even in markets with the largest
price increases since the pandemic (like Phoenix). For context, average home prices in the Phoenix area
have declined just 6% from their mid-2022 peak (after rising more than 70% since the end of 2019) to
$422,800 in August'. Local prices actually began rising again in early 2023, following a brief decline in 3

O-year mortgage rates'.
y 939 Figure 1
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and home pl’iCES have not After months of gradual improvement, the Phoenix-area buying conditions have worsened as prices have stopped

falling and interest rates have again spikes above 7%.
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As a reminder, the ‘Misery

Index’ sums normalized and equally weighted home prices and 30-year mortgage rates to measure
effective costs of home buying relative to historical levels. The index is set to a long-run average value
of 0. Conditions better than the long-run average are represented with negative numbers, and relatively
more expensive conditions with positive values. Interestingly, excluding the two high-volatility periods of
the ‘housing market bubble’ in the early 2000's and the current pandemic-period, the index is relatively
flat — generally rising home prices over time have been offset by an almost equally fast decline in interest
rates.

'This suggests there is significant opportunity-hungry demand for housing - any apparent pause in 30-year borrowing rates results in rapid demand

changes (faster than supply can or is willing to keep up with), causing prices to rise again.
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After initially falling Figure 2
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decline.

Home prices have proven unexpectedly stable in the face of both high interest rates and high
prices. Interest rates remaining above 7% may again dampen prices, but at this point it seems unlikely
that prices will decline substantially during the current market correction. Instead, volatility has manifested
more on the supply side than the price side; there are fewer homes on the market today than there were
before the pandemic.
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The Supply Side of the Market is Changing

Intuition and market history tell us home buyers should be acutely sensitive to borrowing costs, and that
rising interest rates (in the form of 30-year mortgage rates) should depress both demand and, ultimately,
home prices. However, one potentially counter intuitive result during the current cycle has been the
depression of supply, as well.

While reliable long-run data on the relative contribution of new and existing units to the overall supply

of homes for sale in the United States is sparse, Zillow Data has a series reporting its estimate of the

total number of units for sale in any given month since 2018". The Census Bureau’s monthly Survey of
Construction in turn provides data on the number of newly built homes for sale. Together, these two data
sets combined provide an interesting insight into what has happened over the past 5 years, and why home
prices have been surprisingly stable recently.

In March 2018, new construction composed approximately 20% of the total supply of housing for sale
in the United States. By the end of 2020 (the peak of pandemic-era disruptions and the beginning of the
current boom-bust housing cycle), the supply of homes for sale had fallen by more than 40%; nearly a
third of those were now new-construction. At the time, 30-year mortgage rates were 2.75%.

Since then: prices have increased by a third; mortgage rates have risen to more than 7%; and the number
of homes for sale has remained at about half its pre-pandemic level. However, the number of new homes
on the market has increased from about 300,000 units in January 2021 to 436,000 units in August 2023
(47% of total supply). At peak in mid-2022, over 55% of all homes for sale in the United States were

new construction. In general, we would expect existing homeowners to provide a crucial part of the
overall supply of housing for sale and available to buyers at any given time - especially at the lower- and
middle-end of the market. We can imagine the case where a mid-career homeowner moves from their
starter home to a larger, higher-end product (perhaps a new build); this frees up their existing home to a
younger, first-time home buyer. This dynamic appears to be drying up - since 2020 existing homeowners
have been putting homes on the market at much lower rates than they were during the two prior years.
This can no longer be easily attributed to pandemic-era disruptions. Instead, it may be that existing
homeowners have ‘locked in’ relatively low-rate mortgages and are unable or unwilling to acquire
a newer home at much higher interest rates. One always needs shelter; for most, the only time they
will sell their existing home is when they plan to move to a new one (and most of them, in turn, will
finance).
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Home builders have attempted to “fill the gap” in response to these changing market conditions but are
capacity-constrained - even before the Great Recession, less than 100,000 units annually were permitted
for construction; more recently the figure is closer to 50,000 units. According to the National Association
of Realtors, more than 5.3 million existing homes alone were sold in the United States in 2019 (or likely
about 106,000 in the Arizona market)'.

Still, there exists some evidence builders are responding (though limited given large lags in data
availability). Since 2020 the number of new residential building permits issued in Arizona has increased

to an average of over 60,000/year (from 41,000/year for the three years prior), while according to the
Census Bureau, nationally both the lot sizes and square footage of newly built single-family homes has
declined. Also, according to the Census Bureau, the national share of new building permits issued for
single-family units has declined from 66% in 2013 to 62% today. While these shifts may be part of a larger,
gradual shift in the characteristics of American homes, the trend seems to have accelerated since 2020
and is indicative of a change in the type of product being offered: suggestive that builders are increasingly
trying to satisfy the middle- and lower-ends of the market to meet the demands of younger and first-time
buyers in response to less availability of existing homes for resale.

This ultimately enables builders to offer newly built products at a lower price point (down 12% in the past
year, according to the Census Bureau). The strongest indicator, though, is the disparate movement in the
prices of new builds relative to overall home prices: declining prices for new homes even as overall home
prices are flat or increasing over the past year suggests the type of product being built and sold today is
different from that being offered as recently as last year. Plausibility of this story is further supported by
anecdotal data shared by the Arizona Home Builders Association that resolution of pandemic-era supply
chain issues has again shorted the local build-time for new homes to less than one year (giving builders
the flexibility to respond

euozuy ul Ayjiqepioyyy buisnoH // £20Z 4380100

more rapidly to changing Figure 3
market conditions). Home Prices & Inventory Since 2022 Peak
Since mid-2022, overall home prices have been flat in the United States - the market has been characterized by declining
Th th t inventory (especially a decline in existing-home inventory) and rapid adjustment in the new-home markat.
IS May mean that average

and median home prices 0ux

. . 0% |
distort the impact of the
current market on
(at least) first-time buyers
- they may be buying a ]
different product today
than they were previously
(newer construction), while 1%
the true result is less overall
mobility in the market

homeowners remain 15%
(
A -154%
|n-p|ace Ionger). Median New Home Price Zillaw Typical Home valug New Hames For Sale Total Homes Far Sale

Source S, Census Buresy, Tillaw Data

Common Sense Institute :: CommonSenselnstituteAZ.org



https://CommonSenseInstituteaz.org

Mortgage Affordability Has Been Decreasing Again Since
Mid 2023

After peaking in Arizona in mid 2022 (July for prices and October for interest rates), both mortgage rates
and home prices were falling until mid 2023. As a result, mortgage affordability improved from a 2022
peak of $2,350/month and 76 work hours at the average hourly wage to $2,066/month and 64 hours of
work by April 2020. Since then, though, both prices and interest rates have again been rising.

In August and at the prevailing wage rate of $32.03, an average household would need to work
71 hours/month just to service a typical 30-year mortgage payment.

Since 1989, a household has needed to work on average about 44 hours/month to meet current
mortgage service costs. In addition, there is a ‘soft ceiling’ at about 72 hours/month in average household
time given typical underwriting standards and lender expectations that no more than 28% of monthly
income go to mortgage
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This is again indicative that housing costs are continuing to settle at a new and elevated level relative to

their prior 40-year trends but continue to bounce off of the 72-hour ceiling through either price or
rate reductions.

Figure 5
Arizona Home Prices, Mortgage Payments, and Work Requirements
Required Change
12/2015 $210,302 3.96% §799.72 $23.23 34.43 6.83%
12/2016 $224,482 4.20% $877.99 $24.07 36.48 5.96%
12/2017 $240,926 3.95% $914.63 $25.42 35.98 -1.36%
12/2018 $259,978 4.64% $1,070.88 $25.86 41.41 15.09%
12/2019 $276,948 3.72% $1,022.30 $26.92 37.98 -8.29%
12/2020 $316,220 2.68% §1,023.93 $27.92 36.67 -3.43%
12/2021 $405,893 3.10% $1,386.23 $29.16 47 54 29.63%
12/2022 $432,055 6.36% $2,152.98 $30.84 69.81 46.85%
Source: Bureau of Labor Statistics, Freddie Mac, Zillow Data ." COMMON
adll SENSE
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Arizona’s Housing Shortage Is Increasingly
Demand-Driven

CSl’s estimate of the housing shortfall in Arizona peaked at 104,100 units in 2020. Since then, it
has declined every year - reaching 74,000 units last year and projected to fall further to 68,300 units next
year. While new home construction has accelerated since 2020 (over 65,000 residential building permits
were issued in 2021 - the most since 2005), population growth has picked up as well, and construction
alone cannot fully explain the declining shortage. Instead, it appears that demand for housing has fallen
since 2020 due to a combination of social and market factors.

Since 2020, Arizona home builders are on pace to have added over 143,000 new housing units by the
end of 2023, according to Census Bureau permit data and CSI projections. This is the fastest pace of
home construction since before the Great Recession. While construction activity is slowing in response to
changing market conditions, the sector is likely to remain more active relative to the ten-year post-Great
Recession period through at least 2024.

For context, since peaking at over 65,000 permits issued in 2021 new residential building permit issuances
are on pace to decline to about 51,000 this year (-22%)". However, this is still a relatively high rate of new
construction - over the 12-year period between 2008 and 2019 only about 27480 residential building
permits were issued annually.

On the other hand, over the last three years the state will also have added over 358,000 new residents -
largely driven by the fastest pace of domestic in-migration since the Great Recession. On a population
adjusted basis, the housing stock today is smaller than it was in 2020. But the market clearly

has more slack today than it did then; average residential vacancy rates have risen from 2.2% to 3.3%,
and according to Zillow Data the average time-to-pending for residential listings in the Phoenix metro
market has increased from just 18 days in June 2021 to 42 days in August 202*. All of this implies the
increased slack (and smaller shortfall) must be coming from reduced demand for housing. And as we
asserted above, in a healthy market there are 4-5 existing housing units available for every new home for
sale - meaning supply and demand are inextricably intertwined, and reduced demand among existing
homeowners also results in less supply of housing available to other buyers.
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CSl Arizona's projected housing supply deficit exploits the historical correlation observed between the
change in home prices and the effective housing vacancy rate (weighted across both the rental and
owner-occupied housing stock). Since 1986 the average effective vacancy rate for Arizona housing
has been 5.00%. In 2009 - at the peak of the Great Recession and during a period of rapid home price
depreciation - the vacancy rate reached its contemporary peak of 8.41%. In 2019, heading into the

pandemic and the current period of unusually volatile home prices, vacancy rates were already relatively
low at 2.88%. As of 2021 the rate had fallen to just 2.20% - the lowest Arizona vacancy rate on record and

suggesting an extremely tight state housing market.

To estimate the housing deficit implied by deviations of county-by-county and statewide vacancy rates

from their long-run average, CSI determined how many new housing units would need to be added to the
existing stock to bring (assuming these new units immediately became available for purchase or rent) the

local vacancy rate back up to 5.0%.

The core presumption is that at an effective average vacancy rate of 5.0% across the states housing
markets, there is sufficient housing liquidity to give buyers necessary choice, but not so much as to
prevent sellers from completing a timely sale. Home price appreciation during these times should be
reasonable and constrained by prevailing inflation. When the vacancy rate is below this figure, we assume

there is insufficient supply
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of willing home sellers Figure 6
relative to buyers, and
prices will rise more Arizona's Housing Shortage, By County, Since 2020
icklv th | The decline in the 2022 statewide shortfalls is attributable to both increased homebuilding and reduced
quickly than genera housing demand.
Inﬂatlon' Conversely' Count 2020 2021 2022 Shortfall as % of 5-year Construction 2023 Deficit 2024 Deficit
When the reverse iS true, ¥ Deficit Deficit Deficit Existing Meeded Est. Est.
. . Apache County 957 1,002 -1,039 3.52% 107 -1,023 1,120
we assume |nﬂat|on-

d' d . 1 fall Cochise County  -2,193 1,424 1,315 2.14% 500 1,281 1,375
a JUSte prices will Tall. Coconino County  -2,467 -1,538 -1,403 1.95% 864 1,373 1,067
The intuition here is like Gila County 967 4172 -830 2.48% 202 811 979
the information revealed Graham County ~ -272 -404 216 1.48% 100 209 182
by unemp|oyment rates Greenlee County  -63 11 -43 0.92% nfa 41 8
in the |ab0r market. La Paz County -243 -379 -185 1.29% nfa 177 -227

. Maricopa County ~ -60,520 -59,195 -43,894 2.35% 40,238 -44,083 -45,721
generally, periods of
Mohave County ~ -3,652 -4,755 -4,560 3.78% 2,654 -4,569 -4,955
low unemployment
. Navajo County 922 2,228 2,136 3.67% 630 2,111 1,681
are marked by rapld Pima County -14,796 13,324 -6,409 0.13% 4,836 623 902
wage Increases, and the Pinal County  -6,768 5314 5118 2.78% 5,696 5154 -5,952
converse Is assoaated Sag;zr(.:t;uz 537 666 462 2399 299 458 212
with falling wages.
Yavapai County  -5226 -5,124 -4,964 3.94% 3,100 -4,971 5,116
Yuma County -1,817 3,347 -3,209 3.32% 1,505 -3,167 -4,060
Lhleis 104094 98204 74236 2.14% 60,816 -68,321 70917
Shortage
Source: US Census Bureau, CSI estimates « Out-year forecast values are based on current trends and forecasts in permits, 'cuMMﬂ"
population growth, and demand (measured by vacancy rates). They may not align with projected unit need given 2022 market .’
actual market conditions. l‘l S‘EINSF
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The Bottom Line

The housing market in Arizona has settled at a new equilibrium where
interest rates, prices, and overall costs of ownership are higher than
they have been in the past. Prices probably won't fall much further than
they already have, and probably won't rise quickly again either. Instead,
overall volume in the market will stay subdued - there will be fewer buyers
and sellers of homes, and the new construction share of that sales volume
will be higher, until interest rates decline or existing homeowners change

their preferences.
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Appendix

The following figures track the progress - by county - of new home permitting relative to our estimated
pace needed to eliminate the state’s housing shortfall, given future projected population growth and
holding demand constant. As we have discussed, demand appears to have declined since 2020, and
demand changes could continue.

Arizona Average Monthly Housing Unit Permits Needed vs. Issued
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Cochise County Average Monthly Housing Unit Permits Needed vs. Issued
B Permits Needed in Cochise County B Permits Issued in Cochise County
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Coconino County Average Monthly Housing Unit Permits Needed vs. Issued

B Permits Needed in Coconino County ll Permits Issued in Coconino County
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Gila County Average Monthly Housing Unit Permits Needed vs. Issued

B Permits Needed in Gila County [ Permits Issued in Gila County
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Graham County Average Monthly Housing Unit Permits Needed vs. Issued

B Permits Needed in Graham County @ Permits Issued in Graham County
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Greenlee County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in Greenlee County ll Permits Issued in Greenlee County
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La Paz County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in La Paz County ll Permits Issued in La Paz County
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Maricopa County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in Maricopa County [l Permits Issuad in Maricopa County
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Mohave County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in Mohave County [l Permits Issued in Mohave County

280

260 /-\

240

220
200 1
180
160
140
120

100 H

Permits Needed and Issued

80 4
60
40

20 4

0
2 v v 2 v v
v v A HA e !
Sbo Qé) \!\'b\ vgx ‘!@‘\ )\)Q

9
<
>
=)
=)
>
i

Source: HUD and CSI Estimates

euozuy ul Ayjiqepioyyy buisnoH // £20Z 4380100

Common Sense Institute :: CommonSenselnstituteAZ.org

20


https://CommonSenseInstituteaz.org

Navajo County Average Monthly Housing Unit Permits Needed vs. Issued

B Permits Needed in Navajo County l Permits Issued in Navajo County
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Pima County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in Pima County @ Permits Issued in Pima County
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Pinal County Average Monthly Housing Unit Permits Needed vs. Issued

B Permits Needed in Pinal County [l Permits Issued in Pinal County
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Santa Cruz County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in Santa Cruz County @Permits Issued in Santa Cruz County
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Yavapai County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in Yavapai County @ Permits Issued in Yavapai County

500
450
400 +
350 4

300 4

/\
250
200 4
150
100 4

50

Permits Needed and Issued

0
0 - SRR

v
v &£ £ v Vv : £ : v H v : v v v
N T A R R R

Source: HUD and CSI Estimates

Yuma County Average Monthly Housing Unit Permits Needed vs. Issued

@ Permits Needed in Yuma County [l Permits Issued in Yuma County
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