
Real Estate (Homebuilding)
United States
Industry Type (1/05/10):                                   Cyclical

Key Indices:                                                      S5REAL
Recommendation:                                                  Hold
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 factory, and then shipped in pieces to a designated location and assembled on-site. While these homes have a low cost (around $55K), they currently make up just 10% of the market.  

The industry is a hold. Public homebuilders have downsized their operations, reducing their debt exposure and raising cash. The largest public homebuilders look appealing from a liquidity standpoint and will likely survive the housing downturn. The winners will have excess cash and no outstanding debt maturing until at least 2011. However, homebuilding has fallen to 20% of its operating size since the 2005 peak.  This type of market movement makes accurate forecasting difficult. NetAdvantage expects renewed demand and market recovery beginning in late 2010.
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 differs from that located in the U.S.     
Strengths:

1.  Added services have improved performance.  Many large builders have expanded their business models to include additional services other than building, including lending branches, in-house contractors, and a variety of home products.  This has helped diversify against some risk in the highly cyclical industry.  


2. Low interest rates help turn houses. The Fed Funds rate is at a historical low, between 0 and 25 bps.  These low rates have translated into low mortgage rates. Fixed 30-yr mortgage rates for the first week of September 2009 was were at 5.25%.
3. Government officials are pursuing legislation to protect homeowners from foreclosure. Congress has proposed a multiyear interest rate freeze on subprime mortgages.  Also the FDIC supports using part of the $700 billion in bank bailout funds to broaden loan modifications to benefit homeowners and small business owners.
4. Companies have increased their cash positions.  TOL and MDC are examples of companies that tapped the debt markets when conditions were favorable. Their excess cash could be used to survive the downturn and gain share.
Weaknesses:

1. Erosion of average selling prices (ASP’s) has continued.  NetAdvantage estimates that average gross margins have decreased from the mid 20% range to between negative 10% and breakeven. Scaled down models and sales incentives have contributed to this decline. Until excess inventories in the housing market are reduced, this trend is expected to continue (into and through 2010). Downward trending ASP’s lead to increased impairment charges and lower margins.
2. Credit tightening by lenders decreases home sales.  Credit problems have spread from the sub-prime sector to all credit classes. This is perhaps the largest weakness/threat, as houses will not sell if buyers cannot get credit. Approved mortgages from captive finance divisions average FICO scores of 720 to 750.
3. High unemployment decreases demand in the homebuilding industry. Construction spending accounts for almost 10% of the nation's economy. Home builders Pulte Homes and Centex have each cut 10% of their workforce. Pervasive unemployment in all sectors of the economy affects the amount of qualified homebuyers.
Opportunities/Trends:

1.  Demographics are positive. Baby boomers will soon be upgrading homes.  Current projections predict that over the next five years the age group from 45-65 will move up in homes, increasing purchases in second homes.  New buyers (aged 25-34) and immigrants are also expected to boost demand beginning in 2010. 
Threats:

1. There are still many ARM loans outstanding.  If interest rates rise there could be another downturn in the credit markets.  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 anticipating.      
2. Continued foreclosures could depress the market even further.  The US Congress Joint Economic Committee (JEC) issued a report in October 2007 stating foreclosures could reach 1.3 million from 2007-2009 in subprime mortgages. These foreclosures would wipe out an estimated $71 billion in housing wealth directly, and $32 indirectly, by lowering the value of neighboring homes.
Key Valuation Ratios to Watch:
Backlog, Gross Margins, New Starts, Operating Margins, Shareholders Equity, Impairment Charges, and Inventory

Key Items to Watch:
GDP, Interest Rates, Unemployment, Consumer Confidence, Credit, Vacancy, and Net Absorption.
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