
Real Estate (Homebuilding)
United States
Industry Type (09/10/07):                               Cyclical

Key Indices:                                                     S5REAL
Recommendation:                                              HOLD
Top Picks: JOE, IRS, AXR, BXG, CTO
Description and Summary:  
The homebuilding industry can be divided into two main categories: conventional site-built homes and manufactured houses.  Site-built are assembled on a piece of land that is already sold. Manufactured homes are produced in an assembly-line format at a typical factory, and then shipped in pieces to a designated located and built back together.  While these homes have low cost around $55K they currently only make up about 10% of the market.  

Despite recent consolidation, the industry remains highly fragmented.  Companies range from small regional businesses that build a few homes a year to those mammoth companies that build hundreds of thousands of homes in a given year.  There is still a lot of disconnect in the industry which specifically creates problems in bear markets.      

International Competitive Structure: 

While many large builders have expanded to have a national presence there is a limited amount of international competition.  The building industry does not foster international competition because most competition is regional.  Most companies stay away from international ventures as most real estate abroad is so different from what they know and do in their local market in America.     
Strengths:

1.  Expansion.  Many large builders have expanded their business models to include additional services other than building.  These included lending branches, in-house contractors, and a variety of home products.  This expansion has helped diversify against some risk that is prevalent in the highly cyclical housing industry.  Many institutions are now able to reach a larger target market and often provide multiple services to one customer.     


2. Low interest rates & Home refinancing.  Even though interest rates have raised a few points from their historic lows a year or two ago they are still extremely low.  There are talks that the Fed will lower the fed funds rate which ultimately could lower lending rates as well.  Homeowner refinancing brings more money into the economy, as homeowners increase their available spending cash.
3. Lower home prices.  Despite credit turmoil effecting loans and home purchases, both new and resale homes have seen price decreases.  Creating opportunities for possible buyers.
Weaknesses:

1.    Unsold inventory is at an extremely high level, which will be increased significantly as mortgage foreclosures continue to ramp up through 2008. With many defaults, bankruptcies, foreclosures and heightened lending standards there is more supply than demand.  Most builders over forecasted the  real estate demand for this year and are left with an unusual amount of land and properties to get rid of.  If unable to dispose of these high inventories they will be strapped for cash and margins will continue to decrease.  
2. Credit crunch.  There are apparent problems in the lending and real estate industry.  Even with historically low interest rates, the credit crunch will continue to suppress demand.  Credit problems are no longer isolated to the sub-prime sector.  Problems have crept into Alt A loans.  Between these two sectors they make up 40% of all loans.  Recent concerns have the market extremely nervous about the depth of problems in real estate.  
3.  Unemployment problems. Construction spending accounts for almost 10 percent of the nation's economy. As a result of the downturn, major home builders Pulte Homes and Centex have each cut 10 percent of their work force. That leaves thousands of workers without jobs.
Opportunities/Trends:

1.  Baby boomers.  Current projections predict over the next five years the age group from 45-65 will move up in homes and substantially increase purchases in second homes.  Many builders can capture some significant revenues by focusing on the products the baby boomers will be seeking. 
2. Commercial building is booming.  Presenting the opportunity for laid off home builders to find work, and continue to put value and money into the economy.      
Threats:

1. Future Credit Problems. There are still $600 Billion in ARM loans outstanding.  If interest rates rise there could be another down turn in the credit market.  It often takes many months for loans to go into default and then into foreclosure, so by the end of the year there could be further credit problems that the market is not currently aware of.      

Key Valuation Ratios to Watch:
Backlog, Gross Margins, New Starts, Operating Margins, Shareholders Equity, and Inventory

Key Items to Watch:
GDP. Interest Rates. Unemployment Rate. Consumer Confidence. Retail Sales.  New Residential Construction. Vacancy Rates. Net Absorption.

Return Performance versus the S&P 500 (in %):
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-2.81



SPX
10.7
4.8
15.6
5.4     -37.25
Excess     17.4     7.4
25.7   -21.7     -40.16
GDP          4.2       3.5     2.9       2.2      .8
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