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2011 Second Quarter Homebuilder Comparables

It was a very tough summer for
the homebuilders.

The season got off to a rocky
stock, with stock prices falling
along with the broader market.

Then, second quarter earnings
reports were terrible. The indus-
try faced tough comparisons
against last year’s sales pop
from the federal housing tax
credit. With the especially disap-
pointing 2011 first quarter re-
sults, anyone who pays attention
to the industry knew that this was
going to be a rough quarter.
Thus, earnings reports, with only
a few exceptions, were in line
with expectations, but the market
punished the stocks anyway.

Finally, Homebuilder stocks
plunged 28.8% from July 29 to
August 19, due to fears of an
economic slowdown, as the
broader market fell 11.7%.

As noted, second quarter results
for the builders were awful.
Revenues for the 12 builders
included in this comparables
analysis fell 26.9% on average.

Performance Metrics

Common stock and valuation

Net income, EPS and sustainable growth

Revenues and margins

Debt levels and alternative leverage measures
EBITDA and capitalized interest

Asset efficiency and cash flow

Closings and net new orders

Backlogs and percentage of backlog delivered

Financial services

Unit closings were down 28%,
while average prices rose 1.8%.

The drop in revenues put more
pressure on operating margins.
The average builder reported a
second quarter operating margin
of -6.4%, compared with -2.7%
last year.

An especially poor showing by
Hovnanian skewed the average
operating margin in the 2010
second quarter. Without HOV,
average builder operating mar-
gins for last year’'s second quar-
ter were positive at 0.6%.

Gross margins, before amortized
interest, declined by 40 basis
points to 16.8%. Amortized inter-
est, as a percent of sales, was
5.1%, up from 4.6% last year.

So gross margins after amortized
interest declined by 90 bp to
11.7%.

By my estimates, impairments
reduced gross margins by 231
basis points in the 2011 second
quarter, compared with 221 bp
last year. | assume that most
builders do not include write-offs
of option costs in cost of sales;
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but for comparison purposes,
these write-offs amounted to 40
bp (of revenues) vs. only 5 bp
last year.

The average SG&A expense
ratio increased by 2.5 percent-
age points to 16.5%, primarily
because of low sales volume.

Other items, such as joint ven-
ture gains and losses and inter-
est expensed directly (i.e. not
capitalized into inventories) re-
duced operating margins by 1.4
percentage points, up from 1.1
last year.

With the drop in sales and oper-
ating margins, the average
builder reported a loss of $9.1
million, compared with a profit of
$12.2 million.

Similarly, average EBITDA lev-
els, adjusted for impairments
charges and write-offs, on a roll-
ing 12 month basis, declined
from $123.6 million to $82.8 mil-
lion. Impairments and write-offs,
used in this calculation, averaged
$202 million in the 2010 second
quarter, compared with $107.5
million in the 2011 second quar-
ter. Given that it has been nearly
five years since the peak of the
market and impairment charges
have been low for about 18

(Continued on page 11)
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COMMON EQUITY

Total Number Book Latest Price Latest 12
Latest Ticker Common | of Shares | Value per Share to Book Months PE
Quarter Equity Outstand. Share Price Value EPS Multiple
D.R. Horton, Inc. 6/30/11 DHI 2,591,200/ 315,818 $8.20 $9.58 117 $0.09 NM

KB Home 5/31/11 KBH 443,452 77,005 $5.76 $5.67 0.98 $2.17) NM
I B 50
6/30/11 926,97 ($1.93)

($0.18)

6/30/11 498,797,

($3.52)

6/30/11 2,049,727

6/30/11 ($0.11)

1,141,308 130,906 $32.94 $59.81 $0.99
MEDIANS 712,888 85,730 $10.21 $9.80 0.98 ($1.00) 25

Homebuilder stocks suffered mightily throughout the summer; but there have been some tentative signs that their
stock prices have started to stabilize, which could set the stage for a rebound. From the mid-June to early September,
the Lark Research Homebuilder Stock Index fell 27.9%, worse than the losses of 9.2% and 13.8% on the S&P 500
and Russell 2000. From August 19 to September 9, however, the Index gained 5.9%, better than the gains of 1.2%
on the S&P and 1.7% on the Russell.

The average price-to-book value ratio, adjusted for the liquidation values of preferred shares outstanding and exclud-
ing HOV, which has negative common equity, is now 1.24 times. This is down from 1.69 times in my previous report.
This is about the middle of the historical range, which spans from below 1.00 at the trough of the cycle to around 2.5
times at the peak of the cycle..

The average price-to-tangible book ratio for those companies reporting goodwill and intangibles is now 1.35 times.
The number of companies still carrying goodwill and intangibles on their balance sheet has declined to four from ten
nearly three years ago. Six builders have written off goodwill entirely. As a result of goodwill write-offs, the difference
between gross and tangible book value ratios is now small for most builders.

Excluding those builders with reported losses, the average trailing 12 month P/E multiple is 28 times. Consensus esti-
mates anticipate that four of the twelve builders will report a profit in 2011 and nine will be profitable in 2011.

Total common equity excludes accumulated other comprehensive income of $0.3 million for D.R. Horton, $6.2 million
for MDC and $1.5 million for Ryland, but includes accumulated other comprehensive losses of $22.7 million for KB
Home, $1.5 million for Pulte, $11.9 million for Standard Pacific and $0.2 million for Toll Brothers.

EPS (and EBITDA) include gains on debt retirement (and estimated EPS impact) for KBH ($3.6 million, $0.03) and
LEN ($5.8 million, $0.02), $0.07) and charges for debt retirement costs for DHI ($8.9 million, $.02), HOV ($3.0 million,
$0.02) , MHO ($8.4 million, $0.29), PHM ($42.5 million, $0.07), RYL ($0.9 million, $0.01), SPF ($24.8 million, $0.08)
and TOL ($3.9 million, $0.02). EPS impact of debt extinguishment is estimated by applying a 35% tax rate to pre-tax
gains or losses.

Goodwill Tangible Equity Results here are not adjusted for inventory impairments

And Other Book Book Val. | Price-to- and land deposit write-offs.

Intangibles| Value |Per Share|Book Mult. Figures in the tables on this page and throughout most
of this report are based on stock prices as of September

9, 2011.

PHM 409,439 | 1,640,288 $4.28 1.00
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NET INCOME AND EPS GROWTH

Latest Quarterly Latest 12 Months
Quarter Net Percent Percent Net Percent LTM Percent
Date Income Change EPS Change Income Change EPS Change

Lo

6/30/11

5/31/11

6/30/11

6/30/11

6/30/11

AVERAGES
MEDIANS

($0.09)

(136,263)
(40,970)

($1.00)

The average builder reported a first quarter net loss of $9.1 million and an average EPS of 0.34. (The difference is due
to the stronger EPS impact of NVR, which has very few shares outstanding. Comparable figures for last year were an
average net profit of $12.2 million and EPS of $0.82. Excluding NVR, the average net loss per share was $0.22 com-
pared with a loss of $0.12 last year. On a rolling 12 month basis, the average loss was $136.2 million, compared with a
loss of $41.7 million last year. The figures suggest that performance deteriorated markedly in the 2011 second quarter.

The average builder has reported a 12-month return on sales of -7.4% and return on assets of -4.0%. Return on equity
was also -4.2%. Over the past 12 months, the average ratio of sales-to-assets has slipped from 0.67 to 0.58 times. The
average ratio of assets-to-equity, excluding HOV, increased from 2.93 to 3.00 times. Only five builders - DHI, KBH, LEN,
MDC and RYL - currently pay a dividend. Return on equity figures are distorted both by ongoing reported net losses
and, in the case of a few builders, equity book values that are near or below zero.

SUSTAINABLE GROWTH

D.R. Horton, Inc.

.'MDC Holdings, Inc.

‘Meritage Corp.

‘Pulte Corporation

--Standard Pacific Corp.

-0.7%

0.5%

0.62

0.80%
oo

-31.52%

-5.71%

Return on | Return on | Return on Sales/ Assets/ Net Inc./ | Dividend [ Sustainabl
Sales Equity Assets Assets Equity Sales Payout Growth
(LTM) (LTM™) (LTM) (LTM™) (LTM) Ratio Rate

0.8% 1.1% 2.12 175.1%

0.0%

-0.8%
2o

AVERAGES
MEDIANS

-7.4%
-6.4%

-4.0%
-2.8%

-7.42%
-6.44%

11.0%
0.0%
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REVENUE GROWTH

Latest [Sales or| Housing | Revenue | Housing | Revenue | Housing | Revenue | Housing | Revenue
Quarter | Revs. | revenues | growth | revenues | growth | revenues | growth | revenues | growth
End (latest qtr.) | (latest qgtr.) |(2 prior qgtr)|(2 prior gtr)|(3 prior gtr)|(3 prior gtr)|(4 prior gtr)|(4 prior qtr)
D.R. Horton, Inc. 6/30/11 | (HL) 975,400 | -29.2% 733,100 | -18.3% 767,000 | -30.8% 925,700 -8.7%
HoV :

5/31/11

6/30/11 163,587 16.1% 251,567

Meritage Corp. 6/30/11

6/30/11 783,767 1,157,345 : 1,030,755
6/30/1 143,699

i : 3
AVERAGES -26.9% | 334,327 [ -13.0% -22.0%
MEDIANS -28.3% | 222,547 | -15.5% -23.1% -10.0%

The average builder reported a 26.9% decline in second quarter revenues vs. a 33.3% increase in the 2010 second quar-
ter. First quarter revenues had declined by 13.0%. The drop in 2011 second quarter revenues was due to a tough prior
year comparison, which was aided by the expiration of the federal housing tax credit. Given the recent decline in the stock
market, it is unlikely that we will begin to see positive revenue comparisons until the fourth quarter of 2011 at the earliest
and more likely in 2012, but any improvement is predicated upon a continuation of the economic recovery.

MARGINS
Latest Latest Quarter Last 12 Months
Quarter |Gross Mgn.|Gross Mgn.| SG&A/ | Oper. Prof. |Gross Mgn.|Gross Mgn.| SG&A/ | Oper. Prof.
End (w/o cap int)| (w/cap int) Sales Margin  |(w/o cap int)| (w/cap int) Sales Margin
D.R. Horton, Inc 6/30/11 14.6% 14.1%

KB Home 5/31/11 14.5% 7.3% 23.2% -26.1% 21.3% 15.3% 17.5%

.MDC Holdings, Inc. 6/30/11 11.6% 9.0% 23.6% -14.6% 15.4% 12.8% 24.5% -11.7%

Meritage Corp

Pulte Corporation

Standard Pacific

AVERAGES 16.8% 11.7% 16.5%

MEDIANS 17.5% 13.2% 15.9%

Average operating margins were -6.4%, compared with -2.7% last year. This quarter’s margins were heavily influenced
again by Hovnanian and KB Home, which both took more charges for impairments and other factors. Four out of 12 build-
ers reported positive operating margins in the quarter. Gross margins before amortized interest were 16.8%, a decline of
0.4 percentage points from last year. Amortized interest equaled 5.1% of revenues, up from 4.6% last year. So net gross
margins declined by 0.9 percentage points to 11.7%. The average SG&A expense ratio rose from 14.0% to 16.5%, while
other expenses reduced margins by 140 bp this quarter, compared with 110 bp last year. Lower sales volume explains
most of the decline in operating profit margins.

© 2011 All rights reserved
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DEBT LEVELS

Latest Total Common Total Debt-to Debt-to Debt-to
Quarter | Cash and Debt Preferred | Equity Capitali- Total Sales Inventory
End Mkt. Sec. Stock | Book Val.| zation Capital
D.R. Horton, Inc. 6/30/11 1,138,100 | 1,880,400 0| 2,591,200 | 4,355,300 43.2% 55.5% 53.7%

KB Home 5/31/11 627,196 0 443,452 | 2,135,111 79.2% 119.8% 89.3%

MDC Holdings, Inc. 6/30/11

57.5% 148.9% 145.5%

Meritage Corp. 6/30/11 366,783 606,095 0 498,797 | 1,104,892 54.9% 71.6% 76.9%

Pulte Corporatio

6/30/11

Standard Pacific Cor 6/30/11

AVERAGES 767,300 | 1,538,848 57,263 | 1,141,308 | 2,727,726 58.1% 100.1% 83.0%
MEDIANS 778,321 | 1,501,174 0 712,888 | 2,049,909 56.2% 109.1% 83.1%

The average ratio of debt-to-total capitalization increased from 56.1% last year to 58.1%. (For purposes of this calculation,
preferred stock is not included as debt.) Average cash balances declined 32.6% to $767 million. (I exclude restricted cash
from cash balances.) Average debt levels declined 2.3%. Equity book values, excluding preferred stock, decreased to
$1.14 billion from $1.27 billion a year ago. At the same time, housing and land sales, on a rolling 12 month basis, fell
19.0% to $1.69 billion and inventories rose 5.7% to $2.02 billion. The increase in inventories reflect efforts by builders to
increase their community counts in anticipation of higher sales. The concern at this time, however, is that with slowing
sales, inventory increases could lead to another modest round of losses and inventory write-downs. Questions remain as
to the extent of off-balance sheet liabilities from joint ventures and other similar arrangements, although they are certainly
down from levels at the 2007 market peak. Excluding financial services debt, the average debt-to-capital ratio was 58.5%,
up from 55.6% last year. Average financial services debt decreased 24.8% to $46.1 million. The average debt-to-cap ratio
with financial services debt was 59.5%, up from 56.8% last year.

ALTERNATIVE LEVERAGE CALCULATIONS

Latest Excl. Fin. Serv. Debt Incl. Fin. Services Debt
Quarter HB Total Debt-to- Fin. Serv. Total Total Debt-to-
Date Capital Capital Debt Debt Capital Capital

6/30/11 4,355,300

116,300 1,880,400 4,471,600

.l;/iDC Holdings, Inc. 6/30/11 1,243,273 | 2,170,251 57.3% 8,988 1,252,261 2,179,239 57.5%

Meritage Corp.

6/30/11 606,095 | 1,104,892 54.9% 0 606,095 1,104,892 54.9%
s o 5 o

6/30/11 3,332,263 | 5,381,990 61.9% 0 3,332,263 5,381,990 61.9%

Pulte Corporation

Standard Pacific Corp 6/30/11

AVERAGES 1,516,026 | 2,714,597 58.5% 46,084 | 1,562,110 2,760,681 59.5%
MEDIANS 1,463,785 | 2,032,472 58.3% 33,503 1,501,174 2,049,909 58.9%

© 2011 Allrights reserved
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Adjusted EBITDA Multiples and Ratios

Latest Adjusted Book Market Market Market Total Adjusted Adj.
Quarter EBITDA | Value of Value of Value of Cap/ Adj. | Debt/ Adj. | EBITDA | EBITDA/
End LTM Debt Equity Capitalizatio| EBITDA EBITDA Margin | Int. Incur.
D.R. Horton, Inc. 6/30/11 223,000 1,880,400 | 3,025,537 | 4,905,937 22.0 8.4 6.6% 1.6

MDC Holdings, Inc.

Meritage Corp

Pulte Corporation 6/30/11 | (209,624) | 3,332,263 | 1,646,122 4,978,385 NM NM -5.4% 0.9)

Standard Pacific Corp

AVERAGES 82,818 1,538,848 | 1,328,310 2,867,157 25.2 13.0 4.5% 20.5
MEDIANS 31,387 | 1,501,174 686,360 | 2,108,278 22.0 115 4.1% 0.5

The average trailing 12 month EBITDA level for the second quarter, adjusted for impairments and gains/losses on debt re-
tirement, was $82.8 million, compared with $123.6 million last year. The average market capitalization was down 8.8% to
$2.87 billion. Thus, the market value of equity (including preferred stock) was down 15.3% to $1.33 billion. Dividing the
average market cap by the average adjusted EBITDA yields a multiple of 34.6 times. The average total debt-to-EBITDA
ratio was 18.6, calculated in a similar way. Adjusted EBITDA margins deteriorated to 4.5% from 6.0% last year. The aver-
age EBITDA/interest incurred ratio, excluding NVR, was 0.7 times.

Capitalized interest as a percent of inventories declined from 8.3% to 7.9%. Some builders do not allocate impairments to
capitalized interest, which renders this measure less useful.

Builders expensed 92% of interest incurred, compared with 120% last year. For the latest 12 months, builders expensed
96% of interest incurred, down from 118% last year.

INTEREST CAPITALIZED AND EXPENSED

Latest Total Cap. Int. | Cap. Int. Latest Quarter Last 12 Months
Quarter | Inventory | incl. in as % of Interest Int Exp Int Exp/ Interest Int Exp Int Exp/
End Inventory | Inventory | Incurred & Amort  IntIncur | Incurred & Amort  Int Incur

D.R. Horton, Inc. 6/30/11 | 3,500,800 84,400 2.4% 31,400 35,300 | 112.4% | 136,800 | 150,200 | 109.8%

111.0% 122.1%

KB Home 5/31/11

Pulte Corporation 6/30/11 | 5,033,282 358,806 7.3% 56,263 42,211 75.0% | 242,781 | 194,597

Standard Pacific 6/30/11

Yol Brot s :
AVERAGES 2,016,746 146,140 7.9% 26,365 24,514 91.9% | 102,973 | 100,489 96.4%
MEDIANS 1,203,887 110,635 8.0% 28,924 22,539 95.1% | 114,889 89,664 99.1%

© 2011 Allrights reserved
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ASSET EFFICIENCY

Latest Total Housing | Inventory | Consol. Adjusted | Adjusted Days Days

Quarter Inventory | Cost of SIs | Turnover | Inventory Total Inventory | Receiv | Payable
End (last12 mo.) Not Owned | Inventory | Turnover able & Accr.

6/30/11 3,500,800 3,500,800 0.8 NA 109

D!

MDC Holdings, Inc. 6/30/11 . 860,748

“Meritage Corp. 6/30/11

_Pulte Corporation 6/30/11 5,033,282 | 3,573,253
Ryl o
 Standard Pacific Corp.| 6/30/11

AVERAGES 2,016,746 | 1,486,310 0.964 1,962,476 0.987
MEDIAN 1,203,887 | 1,233,584 0.8 13,845| 1,171,785 0.8 11

Inventory turnover declined from 1.40 times to 0.96 times. Excluding FIN 46 inventories, average turnover decreased
from 1.46 times to 0.99 times. Average inventories increased 5.7% to $2.02 billion. Average trailing 12 month cost of
sales declined 22.2% to $1.49 billion. Inventory impairments declined from $136.7 million to $80.1 million in total.
Average trailing 12 month housing sales decreased 18.9% to $1.68 hillion. Days receivable declined from 17 days to
13 days, while days payable rose from 93 days to 102 days.

CASH FLOW

Latest Quarter Last 12 Months

Latest | Operating | Investing | Financing | Net Chg. Operating Investing Financing | Net Chg.
Quarter | Activities | Activities | Activities in Cash Activities Activities Activities in Cash
D.R. Horton, Inc. 6/30/11 (240,100)

5/31/11

6/30/11 | (61,180)| (100,040) (217,726)|  (490,004) (99,787)

6/30/11 | (121,963) (5,475) (114,500)|  (351,990) (40,520)
AVERAGES (47,681) 418 | (36,764)| (84,026)| (140,014) (974)| (182,050)| (323,038)
MEDIANS (46,493)|  (3,409) (8,553)| (73,239) (79,217) (6,943)| (68,486)| (155,373)

The average builder used $47.7 million in cash from operating activities, compared with $36 million of cash generated
last year. For the latest 12 months, the average builder used $140 million from operating activities, compared cash gen-
erated of $256 million last year. Cash flow from operations was used to cover operating costs and increase inventories,
as many builders have begun increasing their active selling communities. Cash was also used to reduce debt.

© 2011 All rights reserved
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UNIT SALES DATA - CLOSINGS

Latest Latest Quarter Last 12 Months
Quarter Unit % Avg Sales % Unit % Avg Sales %
End Closings | Change Price Change | Closings | Change Price Change

D.R. Horton, Inc. 6/30/11 4,555 -33.1% 214 5.6% 15,989 -25.3% 212 3.3%

5/31/11

MDC Holdings, Inc.

Standard Pacific Corp.| 6/30/11 610 -31.5% 335 -5.7% 2,267 -30.5% 337 3.7%

AVERAGES 1,637 -28.0% 286 1.8% 6,422 -21.2% 289 3.6%
MEDIANS 939 -29.0% 252 2.5% 3,635 -21.5% 260 3.2%

2011 second quarter unit closings declined 28.0%, while average prices rose 1.8%. Average unit closings rose 1.9% in
2010 Q1 and 34.6% in 2010 Q2 before falling 13.3% in 2010 Q3, 24.2% in 2010 Q4 and 13.4% in 2011 Q1. Net new
unit orders rose 3.7% on the 2011 second quarter, compared to a drop of 16.3% in the 2010 second quarter. The se-
qguence of orders is as follows: a gain of 17.5% in 2010 Q1, and then declines of 16.3% in 2010 Q2, 23.8% in 2010 Q3,
10.6% in 2010 Q4 and 15.8% in the 2011 first quarter. The average gain in the dollar value of new orders was 6.1% in
the 2011 second quarter. Assuming that the economic recovery continues, order comparisons should be less unfavor-
able going forward, especially with the increase in average community counts. 2011 third quarter orders may be rela-
tively flat, given the recent turmoil in the financial markets which has kept buyers on the sidelines.

UNIT SALES DATA - NET NEW ORDERS

Latest Quarter Last 12 Months
Latest New New New New
Quarter Orders % Orders % Orders % Orders %
End in units Change in $000s | Change in units Change in $000s Change

D.R. Horton, Inc. 6/30/11 4,874 -1.0% | 1,067,400 4.1% 17,159 -15.9% 3,617,500 | -14.3%

KB H 5/31/11

MDC Holdings, Inc. 6/30/11 1,064 4.8% 328,982 17.2% 3,084 -14.3% 914,982 -7.9%

6/30/11

Pulte Corporation 6/30/11 4,222 0.1%

Standard Pacific Cor 6/30/11

AVERAGES 1,921 3.7% 512,674 6.1% 6,556 -12.5% 1,720,656 | -10.7%
MEDIANS 1,117 1.4% 369,503 3.9% 3,846 -11.9% 1,197,343 | -10.0%

© 2011 Allrights reserved
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BACKLOG DATA

Latest Backlog % % Backlog % % Avg. Price| Backlog
Quarter inunits | Change [ Change | in$000s | Change | Change |in Backlog| as % of
End (latest qtr) | (prior qgtr.) | (prior yr.) | (latest qtr) | (prior gtr.) | (prior yr.) | (latest gtr) |[LTM Clos.

Horton, In

KB Home

MDC Holdings, Inc
Meritage Corp.
Pulte Corporation

Standard Pacific Corp

6/30/11

5/31/11 2,422

6/30/11

6/30/11

6/30/11

AVERAGES

686,061

300

MEDIANS

484,558

268

With the increase in orders, average backlogs rose 8.3% in units and 7.3% in dollar value, both against prior year
levels. Many builders are beginning to boost community counts, which should make the decline in backlogs less
unfavorable against prior year comparisons over time.

Builders on average delivered 77.5% of their opening backlogs during the 2011 second quarter, compared with
85.3% in the 2010 second quarter.

PERCENTAGE OF BACKLOG DELIVERED

KB Home

MDC Holdings, Inc

Meritage Corp.

Pulte Corporation

Standard Pacific Corp.

5/31/11

6/30/11
6/30/11

6/30/11

6/30/11

97.3%

92.3%

Latest One Two Three Four Average

Quarter Latest Quarter Quarters Quarters Quarters Latest 4

Date Quarter Ago Ago Ago Ago Quarters
6/30/11

107.8%

108.5%

99.5%

AVERAGES

77.5% 76.8%

83.3%

75.2%

85.2%

78.2%

MEDIANS

73.1% 74.9%

85.3%

71.0%

81.5%

75.9%

© 2011 All rights reserved



Page 10 NET REALIZABLE VALUE

FINANCIAL SERVICES SEGMENT

Latest Total Total Total Operating Op. Inc./ Pretax
Quarter Assets Capital Revenues Income Tot. Revs. | Return on
End Invested | (last 12 mo.) | (last 12 mo.) Capital

6/30/11 199,300

5/31/11

6/30/11

6/30/11

6/30/11

AVERAGES

MEDIANS

From the table below, which includes the results of DHI, HOV, KBH, LEN, MDC, NVR, PHM and SPF, average total as-
sets fell 12.0% vs. prior year levels. Capital invested was down 12.8%. On a trailing 12 month basis (R12), average
revenues declined 7.5%, but operating income increased 14.6%, with all of the gains coming over the prior three quar-
ters. For the quarter, average financial services revenue fell 19.5% and operating income fell 67.2%. Return on aver-
age assets (R12) rose from 5.1% to 5.8%, while the average return on capital (R12) rose from 10.2% to 11.3%.

Figures after 09Q3 on the table below are not directly comparable to prior quarters, because Centex dropped out of the
analysis group as a result of its acquisition by Pulte. Likewise, the table below has excluded RYL since 06Q2, because
it dropped most disclosures on its financial services operations. Thus the quarterly figures are not exactly comparable,
but should provide a reasonable indication of trends in financial services returns and profits.

Average Performance of Financial Services Operations of Large Homebuilders

Total Capital Capital/ R12 R12 Oper ol/ Ret. on Ret. on Avg.
Assets Invested Assets Revenues Income Revenues  Avg. Assets Capital
11Q2 189,092 92,349 48.8% 73,319 10,357 14.1% 5.8% 11.3%
11Q1 151,487 83,628 55.2% 78,603 14,329 18.2% 7.7% 15.0%
10Q4 189,470 100,441 53.0% 79,473 15,141 19.1% 8.2% 16.0%
10Q3 185,231 91,181 49.2% 77,572 11,008 14.2% 6.2% 12.2%
10Q2 214,975 105,900 49.8% 79,238 9,034 11.4% 5.1% 10.2%
10Q1 144,942 79,843 55.1% 74,633 7,433 10.0% 4.3% 8.9%
09Q4 165,361 84,274 51.0% 76,366 5,499 7.2% 3.0% 6.5%
09Q3 181,960 85,811 47.2% 75,323 5,172 6.9% 2.7% 5.8%
09Q2 195,232 82,366 42.2% 84,380 129 0.2% 0.1% 0.1%
09Q1 190,515 84,262 44.2% 93,808 (946) -1.0% -0.4% -0.9%
08Q4 211,098 106,867 50.6% 107,131 1,067 1.0% 0.4% 0.9%
08Q3 241,835 118,273 48.9% 117,577 (88) -0.1% 0.0% -0.1%
08Q2 267,004 129,784 48.6% 127,820 2,958 2.3% 0.9% 2.3%
08Q1 264,488 102,055 38.6% 139,015 7,858 5.7% 2.1% 6.2%
07Q4 347,847 140,813 40.5% 153,212 16,985 11.1% 3.8% 13.1%
07Q3 396,234 144,308 36.4% 179,055 38,906 21.7% 7.3% 30.9%
07Q2 499,732 123,269 24.7% 199,442 59,958 30.1% 9.8% 49.7%
0701 536,260 110,794 20.7% 211,574 66,794 31.6% 8.2% 51.0%
06Q4 703,155 125,233 17.8% 216,928 69,124 31.9% 6.9% 53.6%

© 2011 Allrights reserved



VOL. 14, ISS. 6

(Continued from page 1)
months, there is now less
justification for adjusting
EBITDA for impairments.
Most impairment charges
taken today are likely to be
attributable to costs in-
curred at or near the cur-
rent period, which sug-
gests that they belong in
current measures of profit-
ability. However, roughly
about half of the current
quarter’s average impair-
ment charges are attribut-
able to a $656 million
goodwill impairment
charge taken by Pulte in
the 2010 third quarter.
This fits the definition of a
one-time or unusual
charge and hence should
be added back.

The decline in average
builder profitability was
accompanied by a deterio-
ration in balance sheet
metrics. Debt levels, on
average, declined 2.3%,
but equity book values
declined by 10.2%. As a
result, the average ratio of
debt-to-total capitalization
increased from 56.1% in
10Q2 t0 58.1% in 11Q2.

Figure 1

(SEPTEMBER 2011)

Meanwhile, inventories
increased 5.7% on aver-
age, so that the average
inventory turnover ratio
declined sharply from 1.40
times to 0.96 times. This
rise in inventories in the
face of the sharp drop in
revenues was due primar-
ily to an increase in active
subdivisions by nearly all
of the builders.

The rise in inventories
combined with the re-
ported net losses over the
past year has drained
cash from homebuilder
coffers. On average, cash
balances of these builders
declined by 32.6% year-
over-year..

Most valuation measures
(at least those that are
calculated on current or
expected profits), suggest
that the market already
implicitly anticipates a re-
covery in homebuilder
profitability. For example,
the average P/E ratio, cal-
culated only for the three
builders that have reported
a profit in the latest 12-
month period, is 28, com-
pared with 26 last year.

Forward P/E multiples,
calculated only for those
builders that are antici-
pated to report a profit in
2011 and 2012 are 43
and 23, respectively.

The average EBITDA
multiple is 21.2 times,
which is also well above
market averages.

It is a fair bet, therefore,
that homebuilder share
prices could be vulner-
able to further declines,
even from these ex-
tremely low levels, if prof-
its do not improve over
the next couple of years.

On the other hand, given
the operating leverage
inherent in the business
and recent bargain land
purchases, profits could
rebound sharply with
even a modest improve-
ment in sales.

On balance, the recent
declines in homebuilder
share prices, while seem-
ingly excessive, are not
totally inappropriate in
light of concerns about
the sustainability of the

Lark Research Homebuilder Stock Index vs. S&P 500 and Russell 2000

(Dec. 28, 2007 = 100)
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economic recovery and
the deterioration in build-
ers’ leverage and liquidity
measures. Clearly, these
publicly-traded builders
have taken a presumably
calculated risk by expand-
ing their active subdivi-
sion counts by 5%-10%
on average in anticipation
of at least a modest im-
provement in new home
sales. For the most part,
these new subdivisions
were added in attractive
locations and at bargain
prices. In many cases,
they are smaller in size
than the typical subdivi-
sion, which should help to
limit downside risk.

Perhaps the one bright
spot for the quarter,
therefore, was that new
orders were up 3.7% on
average. This was less
than the estimated growth
in community counts, so
sales per subdivision are
still on the decline. But
the new order data sug-
gests that the new homes
market has been stable
over the past year, which
is a good sign, especially
since it has been operat-
ing without the aid of fed-
eral tax stimulus.

Up until the summer sell-
off and August madness,
more builders were ex-
pressing cautious opti-
mism about the outlook
for their businesses.
Many were reporting in-
creases in traffic levels
and an improvement in
the apparent readiness of
buyers to commit to a
purchase. Coupled with
their recent new subdivi-
sion openings and further
efforts to reduce operat-
ing costs, many were
optimistic about returning
to or improving profitabil-
ity in the second half of
the year. Now with the
August sell-off, which has

(Continued on page 12)
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affected buyer traffic, they are clearly
more guarded in their outlooks.

, ) | Pay by: Check O (Payable to Lark Research, Inc.) Bill Me O
Yet, despite the seemingly never- |

ending parade of new negative devel- i "= = = =TT EEEEEEEEEEEEEEEm———
opments both in the U.S. and espe-
cially in Europe, the damage has so far
been contained primarily to the equity
markets. Bond prices, with the excep-
tion of high yield, are flat or up. Inter-
est rates on money market obligations
are still quite low. If this continues, it
suggests that what we are witnessing
is primarily a stock market correction.

From a fundamental view, there is still
a mixed picture on the longer-term
outlook for the housing sector. On the
one hand, inventories of existing
homes, and especially vacant homes
being held off the market, are high.
Add to this the potential 1-2 million
houses that could come on to the mar-
ket, if their owners are unable to cure
the defaults on their mortgages. Be-
cause of these supply sources, some
economists have suggested that no
new homes should be built for several
years to absorb this excess supply.

high. More buyers should come off the
fence, if confidence in the economic
outlook improves.

In addition, the Obama administration,
for better or worse, appears to be fo-
cused on addressing the problems in
housing. In his jobs speech last week.
President Obama proposed refinanc-
ing a large number of homeowners at
around 4%, which could put $2,000-
$3,000 of annual disposable income in
their pockets. On the other front, fed-
eral housing regulators and state attor-
neys general are pushing the banks to
undertake a new mortgage modifica-
tion effort that would enable more sig-
nificant principle reductions to stave off
foreclosures. If these efforts succeed,
it should provide at least a temporary
boost to both the economy and hous-
ing market.

Admittedly, given the fragile nature of
the economic recovery, a stock market
correction has the potential to damage
consumer confidence, so it cannot be
taken lightly. Still, there are positive
signs out there - for example, in indus-
trial production, auto and retail sales,
durable goods orders and others - that
suggest that sentiment about the econ-
omy can bounce back.

On the flip side, the working through of
this excess supply has so far been
orderly. Distressed sales account for
roughly a third of existing home sales.
Although there have been concerns
about a further slide, prices have in
fact moved up over the past three
months. All of this suggests that these
sales are being managed successfully
to avoid another steep slide in house
prices.

Figure 1 on the previous page shows
that the Lark Research Homebuilder
Stock Index has broken through key
support levels of around 82 or so.
Those support levels, by my eye,
stretch back to 2002. With the excep-
tion of the recent breach and a bigger
one during the 2008-2009 financial
crisis, the Index has been essentially
trading in a wide range for the past
three years. The latest decline looks
like a retest of the 2008-2009 lows,
which so far has held. While it may
take some time to regain its footing,
the Index could very well bounce back
sharply, if recent history is a guide.

On balance, therefore, while the pub-
licly-traded builders still face significant
risks, | think that it is a good bet that
they will be able to report improved
performance over the next year that
should lead to a meaningful rebound in
their share prices. While some build-
ers are clearly closer to the edge than
others, | believe that all should see
higher stock prices, as long as even a
modest recovery in housing begins to
take hold by the beginning of next
year.

At the same time, there is some evi-
dence of pent-up demand for housing.
Reports in the press and from builders
suggest that many buyers remain on
the sidelines because of concerns
about the economy; but they recognize
that affordability - the combination of
low house prices and exceptionally low
mortgage rates - is near an all-time
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