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Overview 
The NASDAQ Composite Index peaked in March of 2000 as speculative buying bid up share prices of 

many technology and Internet companies to absurd levels. Nearly 7 years removed from those frothy 
excesses, the bellwether index for technology companies remains well below that record close. We don’t have 
to remind those investors speculating in 1999 and 2000 that many of their investments made during that time, 
if held today, remain well under water. Those who were fortunate to have purchased shares of Homebuilding 
stocks back in 2000, however, have enjoyed a great run.  

In our view, the bursting of the technology bubble paved the way for the creation of a Real Estate 
bubble. In order to alleviate the impact of a slowing economy as the tech bubble began to deflate, the Fed 
lowered rates 13 times between January 2001 and June 2003. In June 2003, the fed funds rate landed at 
1.0%, down from 6% when the Fed began its easing campaign. Partially fueled by these rate cuts, the 
5 largest homebuilders have posted a return of 663% on average since the peak of the NASDAQ (March 10, 
2000) – a seven-fold increase in value. At the recent peak in Homebuilding shares (July 2005) these 
5 homebuilders had increased by over 1000% on average or more than 11 times their March 2000 value.  

In addition to the rate cuts, the meteoric rise in homebuilder shares was also facilitated by abundant 
liquidity and a shifting of assets from equities. The same excesses experienced during the technology bubble 
have appeared in the housing sector in recent years. During the technology bubble years “day trading” 
became a popular past time as “investors” sought to profit from large intra-day security price moves. The 
housing industry has experienced a similar phenomenon know as “flipping” where an “investor” profits by 
purchasing a piece of property (condo, single family home etc.) and sells it in a relatively short time period for 
a gain. Anecdotal evidence of irrational exuberance in the real estate market is plentiful in recent years. There 
have been many reports that a single Condo has changed hands numerous times before it was even 
constructed! 

S&P Homebuilding Index 

  2003 2004 2005 2006                Jan 2007 

  Source: BigCharts.com 
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The hangover many investors suffered after the Internet bubble collapsed was painful. Two and a half 
years after reaching its peak, The NASDAQ Composite Index bottomed in September 2003, 77% below its all 
time highs. Today, the index remains 48% below its all time high. We believe that the real estate markets will 
follow a similar path. In July 2006, homebuilder shares were on average 50% below their July 2005 peak 
reflecting deteriorating fundamentals in the housing industry, an impending slow down in the economy and 
less favorable interest rate environment (the fed raised rates 17 times between June 2004 and June 2006 
bringing the fed funds rate to 5.25% from 1%). Anticipating a quick recovery (or end of the current housing 
slowdown), investors have bid up homebuilding stocks by approximately 35% on average from their July 2006 
lows. Homebuilders are now trading about 31% below their 2005 peak levels. We view the rally as premature 
and see further downside. While the homebuilders, unlike Internet stocks during the bubble years, have posted 
impressive operating results over the past several years to support their stock prices, we see challenges 
ahead. Earnings estimates are now being slashed as the housing market has started to cool. The potential for 
many homebuilders to report negative earnings in the coming years is real. At current prices, and despite a 
recent announcement by the Federal Open Market Committee about “some tentative” signs of a stabilizing 
housing market, we believe the homebuilders offer an attractive short. Our rationale supporting our short 
thesis on homebuilder stocks follows. 

Real Estate Price Appreciation Unprecedented and Unsustainable, In Our View. 
The environment over the past several years has been very favorable for the real estate markets. It 

probably couldn’t have been much better. Mortgage rates have reached astonishing lows, GDP growth has 
been strong (20 consecutive quarters of positive real GDP growth through the third quarter of 2006) and the 
unemployment rate has hovered near all time lows (currently at 4.5%). All of these factors have contributed to 
the record flow of assets directed towards real estate markets in general and the housing markets in particular. 

Unemployment and Wage Rates 
                 Seasonally Adjusted                  Mortgage Rates 

Source: Wachovia Economics Group Source: Wachovia Economics Group 

 
    Source: U.S. Bureau of Economic Analysis 
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Having been burned by the NASDAQ collapse, many have preferred to commit funds towards “safer” 
real estate/housing investments. As a result, housing prices have soared to unprecedented levels. A recent 
article in Forbes Magazine noted that since the end of 2001 disposable personal income has risen by 25%, yet 
home prices have increased by over 50% and in some markets 100% or more.  

Noted Yale economist, and housing expert, Robert J. Shiller has constructed an index of American 
housing prices dating back to 1890. The index, illustrated below, is based on sale prices of standard existing 
homes, not new construction, to track the value of housing as an investment over time. It presents housing 
values in consistent terms over 116 years, factoring out the effects of inflation. The 1890 benchmark is 100 on 
the chart. If a standard house sold in 1890 for $100,000 (inflation-adjusted to today’s dollars), an equivalent 
standard house would have sold for $66,000 in 1920 (66 on the index scale) and $199,000 in 2006 (199 on the 
index scale, or 99% higher than 1890).* 

 

 

BOOM TIMES  Two gains in recent decades 
were followed by returns to levels consistent 
since the late 1950s. Since 1997, the index has 
risen about 83 percent. 

DECLINE AND RUN-UP  Prices dropped as 
mass production techniques appeared early in 
the 20th century. Prices spiked with post-war 
housing demand. 

 
Inflation Adjusted Home Values 

 

Source: Irrational Exuberance, 2nd Edition, 2006, by Robert Shiller via the New York Times  
* Index description from the New York Times, 8/26/06 

 

While the index may have its flaws given the difficulty of comparing a 21st century “standard” home 
with an 18th century home, there is no debate about the magnitude of the current boom in home prices. The 
chart below on the left displays the same home price index illustrated above, but is compared with other 
measures including a building-cost index, population growth, and the yield on the 10 year treasury bond. 
Home prices have clearly risen by a disproportionate amount.  
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Home Prices Outpace Building Costs 

 
           Source: Irrational Exuberance via Barron’s 

Median Housing Price Trend 
1970-2005, Projected to 2009 

 
   Source: CFA Magazine 
      1970                        2009

 

The chart on the right above shows the displays median home price relative to their historical trend 
dating back to 1970. According to the graphic, at year-end 2005 median home prices were 40% greater than 
the trend line would indicate, suggesting substantial downside from current levels.  

As home prices have moved up, affordability has declined to record lows. The National Association of 
Realtors Affordability Index measures affordability factors for all homebuyers making a 20% downpayment, 
with an index of 100 defined as the point where a median-income family has the exact amount of income to 
purchase a medium priced existing home. The chart below illustrates the increase in home prices contrasted 
with the decline in affordability (note: a declining affordability index indicates housing has become less 
affordable). 

Median New Home Price vs. Affordability Index 
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Cracks Appear In The Housing Industry 

The cracks began to appear in the housing industry during 2005, accelerating during much of 2006, 
though rampant speculative activity was evident much earlier. Across America, real estate investment clubs 
began to gain in popularity. Money magazine postulated in an October 2004 article: “Hmm, substitute the 
words tech stocks for real estate, margin loan for interest-only mortgage, and the housing boom takes on an 
ominously familiar tone. The question isn’t whether home values across the country will vaporize all at once, 
as the NASDAQ did (they won’t). It’s whether too many people are acting as if nothing bad can happen.” 

Median condo and single family home price started increasing at a much slower pace during 2005. In 
the later half of 2006, prices began falling.  

Median Condo and Single Family Home Price 
Year-over-Year Percent Change 

 
Source: Wachovia Economics Group 

Home inventories are rising and sales of existing homes are falling. The current supply of homes is 
has accelerated over the past year and a half to new highs. We believe home prices will continue to 
experience price pressure. 

Existing Home Sales vs. Inventory of Homes for Sale 
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The Housing Market Index of the National Association of Homebuilders, a measure of builder 
sentiment, which tracks traffic from prospective buyers among other measures has registered its lowest level 
since 1991. A reading over 50 indicates that more builders view sales conditions as good than poor. 

New Home Sales 
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Source: Wachovia Economics Group     Source: NAHB/Wells Fargo Housing Market Index. 

The Worst Is Not Over – We Anticipate Further Downside 
With shares of publicly traded homebuilders already experiencing spectacular falls from their peaks 

July 2005 peaks, isn’t it time to buy? We don’t think so. Below we present our rationale for why the housing 
market will continue to be pressured, dragging down the shares of the publicly traded homebuilders. 

We See Pressure on Home Prices Mounting 
For the full year 2006, the median existing-home price increased 1.1% to 222,000 from 219,600 in 

2005 according to the National Association of Realtors. Meanwhile, the median price of a new home sold in 
2006 rose by 1.8% to $245,300. While home prices for new and existing homes were up in 2006, their growth 
rate is down substantially from 2005 when the median existing and new home price increased, 12% and 9%, 
respectively. On a monthly basis, home prices have just recently started to experience year over year 
declines. In August 2006, the median home price of existing homes declined by 1.7%, the first year over year 
decline since 1995. Home prices are clearly beginning to decelerate and, in, fact may be headed for 
substantial declines in 2007, in our view.  

Although monthly data released on home prices has shown weakness in recent months, we believe 
the data is substantially overstating the current housing market conditions. 

The reported data on home prices is based upon homes that have been officially sold. Homes that are 
sitting on the market, especially those where the seller has reduced the asking price are clearly not reflected in 
the home price data. According to the chart below, on average, over 38% of houses for sale in the 18 markets 
listed above have recently seen their selling price reduced.  

There are a couple of other factors that are skewing home price data upwards, masking the true 
decline home prices. Incentives that builders offer to move inventory don’t get reflected in the sales price data 
of new homes and properties that tend to be sold the first during the beginning of a slowdown tend to be the 
most attractive, creating an upward bias on the price data.  
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Sellers Reducing Prices 

 
% change in number of homes and 
condos listed from Oct. to Nov. 2006 

% of homes whose prices have 
been reduced as of 12/4/06 

Source: Wall Street Journal 

Housing Supply (In Months) – Monthly Data 2006 
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*2006 is estimated based on Preliminary data for year-end 
Source: National Association of Realtors 

As the above chart illustrates, there is a rapidly growing supply of homes hitting the market. Although 
the supply of existing homes declined in December 2006, it remains well above levels at the end of 2005. We 
believe housing prices will continue to be pressured. 
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Homebuilders Still Cautious 
The S&P homebuilding index is up by approximately 33% since its July 2006 low. While investors in 

publicly traded homebuilder stocks believe the worst is over, homebuilder executives are reluctant to call a 
trough in the housing market. The following are recent comments from the leaders of two of the nation’s 
largest homebuilders: 

On January 2, 2007, Stuart Miller, Chief Executive of Miami-based homebuilder Lennar Corp said 
“Market conditions continued to weaken throughout the fourth quarter and we have not yet seen tangible 
evidence of a market recovery. ” 

On January 23, 2007 Donald Tomnitz Chief Executive of D.R. Horton, the nation’s largest homebuilder 
noted during the company’s 1QFY2007 earnings conference call, “We’re in the very early stages” of the 
current housing slowdown. “Most of these downturns are longer and deeper, and right now we don’t see 
anything on the horizon that would change that opinion.” He added, “We continue to see a very challenging 
industry environment for fiscal 2007.”  

In our view, many investors are underestimating the severity of the downturn ahead and purchasing 
shares of homebuilders based on hope rather than a sign that fundamentals are improving.  

Exotic/Subprime Loans That Fueled The Boom Are Likely To Contribute To Housing Bust 
In addition to the favorable credit environment, easy lending standards have resulted in record levels 

of homeownership during the current cycle. The American dream of home ownership is alive and well. There 
are very legitimate reasons for owning a home. It’s often more affordable to own when considering  
interest rate deductions borrowers receive on their mortgage. Homes also tend to appreciate in value over the 
longer term.  

Home Ownership Rate 1965 - 2006 (%) 
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Source: U.S. Census Bureau, Housing and Household Economic Statistics Division 

 

Home ownership rates have risen sharply over the past few years. We believe these levels are 
unsustainable, however, and look for the homeownership rate to decline in the coming years. A contributing 
factor to the rise in home ownership has been the increased use of exotic mortgages (adjustable rate 
mortgages and interest-only mortgages) and subprime loans. According to First American Loan Performance, 
over 30% of the mortgages for home purchases during 2005 were interest-only mortgages, while nearly 10% 
were option ARMs (adjustable rate mortgages). ARMs typically have low introductory rates, while interest-only 
loans allow borrowers to pay interest only in the early years of the loan. The increased popularity of these 
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products in recent years suggests that borrowers are purchasing homes they otherwise couldn’t afford. As 
payments on these loans reset, we believe many borrowers will find themselves in trouble.   

Exotic Mortgages 

 

 

Source: First American Loan Performance  
via the Wall Street Journal 

Under Pressure 
Percentage of new subprime mortgages on which 
payments were at least 60 days late by October:* 

 
Source: the Wall Street Journal 

Subprime loans are up almost 6 fold since 2000 and we are now just beginning to see delinquencies 
materialize. We suspect these loans have also factored in to the record levels of homeownership in the U.S. 
With delinquencies on the rise, it is likely downward pressures on home prices experienced in recent months 
will continue. Potentially more troubling, however, is that defaults are increasing among those with good credit 
records. A recent report in the Wall Street Journal noted that housing counselors are also hearing from a 
growing number of middle-and upper-middle-income borrowers who borrowed heavily to finance spending or 
buy a house they could barely afford.  

 
Source: Mortgage Bankers Association via the New York Times 
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Many of the exotic mortgages discussed earlier are concentrated in the subprime sector, where newly 
issued loans were quickly sold and chopped into a wide range of asset backed securities. Recent data shows 
that investors’ previously insatiable appetite for these asset backed securities may be declining, as investors 
reassess the higher than anticipated defaults in the subprime sector. A set of indices (called ABX-HE) 
that track the cost of using credit default swaps to buy default insurance on securities backed by subprime 
mortgages. The hike in defaults and borrowers behind in their payments has driven the index lower, and it now 
stands near the lowest levels since the index began trading in July of 2005. First year defaults on subprime 
loans packaged into mortgage backed securities are approximately 3 times 2003-2004 levels. We note the 
increased default rates are occurring during a period of relatively robust economic growth and low historic 
interest rates. Any material change from the anticipated ‘Goldilocks’ economic scenario could cause a material 
increase in subprime defaults. 

Substantial Decline In Housing Starts Usually Foreshadows A Recession 
While we don’t view a recession as necessary to support our short thesis on homebuilders, if one 

occurs, the downside in home prices and homebuilder shares would likely be much greater than we anticipate. 

 
Housing Starts 

 

Recessions Recessions 

Source: Guerite Advisors 

According to Guerite Advisors, each time housing starts have fallen more than 25% from their 
most recent peak, a recession has followed (the exception being in 1967 which led to an economic 
contraction). 
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Where Is the Bottom In Housing Stocks? 

KB Home’s 2005 annual report cover released less than a year after housing stocks peaked in July 
2005 is likely to have signaled the high water mark for the current housing cycle, in our view. The cover, with 
its bright blue-sky background, depicts a ceiling fan suspended from the sky with the caption “There Is No 
Ceiling”.   

We Look For Homebuilders To Bottom At Under Book Value 
 

U.S. Homebuilders Historical Valuations

Company 
Technical 
Olympic 

CI 
Comm.

Meritage 
Homes 

Brookfield 
Homes 

Standard 
Pacific 

Hovnanian 
Ent. 

Beazer 
Homes 

Ryland 
Group 

Walter 
Industries 

MDC 
Holdings

NVR 
Inc. 

KB 
Home 

Toll 
Brothers Centex Lennar 

Pulte 
Homes 

DR 
Horton 

Symbol TOA WCI MTH BHS SPF HOV BZH RYL WLT MDC NVR KBH TOL CTX LEN PHM DHI 
High 2.0 2.3 3.0 5.8 1.9 2.7 2.0 2.8 7.7 2.1 7.8 2.8 3.3 2.3 2.4 2.1 4.7 
Low 0.6 0.5 0.6 0.7 0.8 0.6 0.7 0.8 0.7 0.9 2.2 1.2 0.9 0.8 1.1 0.7 1.0 P/B 

Current 0.5 0.8 1.1 3.0 0.9 1.1 1.0 1.5 1.5 1.2 3.4 1.4 1.5 1.2 1.4 1.3 1.3 

Average P/B 1.4                 
Ex. Outliers 1.2   *       *       

 P/B Average Low 0.8                 
High/low P/B ratios are for fiscal years 2001-2005.  Current figures reflect MRQ book value and share price as of 1/30/07.  
* Denotes Outliers. 

According to the above table, the average low price to book multiple that homebuilders have traded at 
from 2001 through 2005 is 0.8x book value. During the 1990/1991 recession, homebuilders traded all the way 
down to 50% of book value. While we don’t believe they will reach that low this time around, we think such 
levels are conceivable. With homebuilders currently trading on average at 1.2x book value, we see 
homebuilders trading down to at least 80% to 90% of book value, or a 25% to 35% decline from current levels.  

Is Book Value Overstated? 
Further downside is possible, however, as book value looks increasingly vulnerable. Many 

homebuilders utilize joint ventures and enter into options agreement to purchase land for future use. During 
good times, homebuilders benefit from these arrangements, as they do not require a large capital commitment. 
Additionally, through certain option and some joint ventures, companies do not have to put the land, and more 
importantly, the debt on their balance sheet. Unfortunately, when conditions in the industry head south, 
homebuilders could find it advantageous to walk away from their option and joint venture investments. In some 
cases, a homebuilder will guarantee the debt of a joint venture in order to secure lower rates from a lender. 
These arrangements are likely to cause headaches for homebuilders should conditions deteriorate to the point 
where the homebuilder is forced to put the debt on its balance sheet.  

In recent months many homebuilders have started to report write-offs related to their land inventory 
and options they have entered into to purchase land. We don’t view this as a good sign as it is an indication 
that it is uneconomical for homebuilders to continue constructing new homes, putting future earnings at risk. 
The following summarizes write-downs recently announced by a few of the major homebuilders: 

On January 16, 2007, KB Home announced that it would take an inventory impairment of $255 million 
for the quarter ending November 30, 2006. Additionally, KB Home said it would take an $88 million charge 
related to land option contracts. The charges represent approximately 1.1% of the company’s book value. 

On January 18, 2007, Pulte Homes provided preliminary results for the fourth quarter and said it 
anticipates that impairments and land-related charges will be in the range of $330 million to $350 million for 
the fourth quarter. The charges represent 0.5% of the company’s book value. 
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On January 23, 2007, Centex said it will write down its land value by $297 million and record a $138 
million loss on options to buy land that are being abandoned. The charges represent about 1% of the 
company’s book value. 

On January 17, 2007, Lennar said it will take write-offs of option deposits and pre-acquisition costs of 
$111 million and valuation adjustments of $383 million. The charges represent about 1% of book value. 

While the charges reported to date have been relatively minor, we believe we are just scratching the 
surface of what is likely to come. As the housing slowdown gathers steam, we believe that homebuilders could 
continue to write off their land options and reduce the value of their land inventory.  

We Don’t Believe Comparison with 1990/1991 is Valid 
Housing bulls often cite the 1990/1991 period and subsequent rally as a good proxy for the path that 

homebuilder shares will take this time around. According to the bulls’ argument the conditions facing 
homebuilders during the current downturn are very similar to those experienced during 1990. Orders are 
declining at double-digit rates and earnings per share are plummeting as they were back then. Correctly 
anticipating improving conditions ahead in the early 1990s, housing shares rallied smartly in a short period of 
time.  

We do not believe the comparison is valid. During the late 1980s the home price advance prior to the 
downturn was much more muted than what we have seen this time around. Additionally, the share price 
increase of the homebuilders occurred subsequent to a recession. According to historical data, stocks tend to 
experience strong performance coming out of declining periods of economic growth. We are clearly not 
experiencing declining growth now. Given the sharp run-up in prices over the past few years, we believe it will 
be many years before industry conditions improve. In our view it will be several more years before a recovery 
in homebuilder shares materializes. 

Over the Long Term, Homebuilders Should Benefit from a Number of Tailwinds. Near Term, We Believe 
Homebuilders Will Not Be Immune from Speculative Excesses of Recent Years 

Homebuilder bulls will cite a number of tailwinds that homebuilders will benefit from in the years to 
come including: 

• Homebuilding is a highly fragmented industry. The top ten homebuilders control just 15% of 
the market so there are plenty of growth opportunities as they increase market share. 

• Large homebuilders derive substantial benefit from economies of scale – everything from the 
purchasing materials to legal costs and land purchases. As homebuilders increase their 
market share, these benefits will only increase.  

• Baby Boomers will soon be retiring en masse so there will be a substantial demand for second 
homes. 

• Homebuilders stand to benefit from the growing immigrant population  

• Homebuilders are insulated from low cost foreign competition. 

We have not overlooked the aforementioned benefits. These factors are likely to prove true over the 
long term. However, in the near term, we believe the positives will be outweighed by the unwinding of the 
speculative excess that have driven home prices to unsustainable levels.  
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Short Recommendations: 

“REAL bubbles pop. They are fully formed one moment and gone the next. Financial bubbles 
rarely meet with such a definitive end, which has always been the biggest problem with the metaphor. 
They let out air in unpredictable bursts, and it’s usually impossible to figure out whether they have finished 
deflating or are just starting to.” 

 – The New York Times, 8/27/06 

Earnings Visibility of Homebuilders is Extremely Limited 

    Price/ Debt/     Low  Avg  High   2007   Low   Avg   High     
  29-Jan-07 Market Book Market Dividend 52 Week   2007E 2007E  2007E  # of   2007E   2007E   2007E   Year Ago  TTM 

Company Ticker Price Cap Value Cap Yield High/Low   EPS EPS  EPS  Est.  P/E  P/E  P/E  EPS  P/E 
DR Horton Inc. DHI $27.90 $8,850 1.3x 58.2% 2.2% $39.07/$19.52  $0.89 $1.80  $  2.38      14         31.3        15.5       11.7  $    3.90      7.2 
Pulte Homes Inc. PHM $32.64 $8,310 1.3x 62.5% 0.5% $41.48/$26.02  $0.75 $1.60 $2.30      16         43.5        20.4       14.2  $    5.47      6.0 
Lennar Corp. LEN $51.81 $8,210 1.4x 46.0% 1.2% $64.3/$38.66  -$0.40 $2.45  $  3.27      17   NM         21.1       15.8  $    3.69    14.0 
Centex Corp. CTX $50.72 $6,020 1.2x 104.8% 0.3% $74.13/$42.9  -$0.25 $0.12  $  0.25      12   NM       422.7     202.9  $    9.67      5.2 
Toll Brothers Inc. TOL $32.37 $5,000 1.5x 47.0% N/A $36.05/$22.22  $1.50 $1.75  $  1.99      18         21.6        18.5       16.3  $    4.17      7.8 
KB Home KBH $51.47 $4,700 1.4x 76.2% 1.9% $77.85/$37.89  $2.80 $4.23 $6.94      14         18.4        12.2         7.4  $    9.53      5.4 
NVR Inc. NVR $640.43 $3,580 3.3x 10.4% N/A $846.75/$386.55  $44.00 $53.09  $61.70       5         14.6        12.1       10.4  $  88.08      7.3 
MDC Holdings Inc. MDC $57.28 $2,580 1.2x 44.6% 1.7% $68.58/$39.26  $1.00 $2.46 $4.08       9         57.3        23.3       14.0  $  10.99      5.2 
Ryland Group Inc. RYL $53.98 $2,300 1.5x 41.3% 0.9% $74.64/$33.86  $2.85 $3.87  $  5.50      13         18.9        13.9         9.8  $    7.83      6.9 
Hovnanian Enterprises Inc. HOV $31.33 $1,940 1.1x 122.2% N/A $49.46/$24.79  -$0.45 $1.38  $  2.50      11   NM         22.7       12.5  $    2.14    14.6 
Standard Pacific Corp. SPF $26.17 $1,690 0.9x 139.6% 0.6% $40.73/$20.24  $0.75 $1.63 $2.53      12         34.9        16.1       10.3  $    6.30      4.2 
Beazer Homes USA Inc. BZH $42.13 $1,650 1.0x 111.5% 0.9% $75.95/$35.96  -$2.30 $0.36  $  3.58      10   NM       117.0       11.8  $    8.89      4.7 
Walter Industries Inc. WLT $27.48 $1,200 1.5x 270.0% 0.6% $71.45/$25.25  $3.37 $3.63 $4.15       4          8.2         7.6          6.6  $    3.18      8.6 
Meritage Homes Corp. MTH $42.50 $1,110 1.1x 71.0% N/A $68.34/$34.44  $0.75 $2.47  $  3.71       8         56.7        17.2       11.5  $    8.27      5.1 
Brookfield Homes Corp. BHS $35.82 $951 3.0x 70.0% 1.1% $53.45/$22.04  $1.00 $1.00 $1.00       1         35.8        35.8       35.8  NA   NA
WCI Communities Inc. WCI $20.43 $855 0.8x 239.7% N/A $29.35/$13.73  -$1.50 ($0.31) $1.06       7   NM        (65.9)       19.3  $    4.00      5.1 
Technical Olympic USA Inc. TOA $9.12 $543 0.5x 202.4% 0.7% $23.65/$6.55  $0.00 $0.90 $1.85       7   NM        10.1         4.9  $    3.65      2.5 

            Average:        31.0        17.6       13.3      6.9 
                  
* EPS and revenue estimates are based on average First Call estimates             

 

The table above contains a list of 17 publicly traded homebuilders. Based upon the average 2007 
earnings estimates (compiled by Yahoo!) all but one company is expected to post a profit this year. What is 
striking, though not surprising, is the wide range of earnings estimates for each individual company for 2007. 
For example, Lennar Corp has a high estimate of “$3.27 a share” and a low estimate calling for a loss of 
“$0.40 a share”. There are several other companies on the list that have similarly wide ranges in their earnings 
estimates. While only one company has a negative average earnings estimate for next year, 6 companies 
have a low estimate calling for zero or negative earnings for 2007. 

According to the data, the average trailing P/E for all 17 Companies is 6.9x trailing earnings. The 
range of average P/E based on the low and high earnings per share estimates, excluding outliers, is 13.3x-31x 
with an average of 17.6x. Given the wide estimated earnings homebuilding stocks are not trading on the basis 
of earnings estimates, but rather momentum and sentiment in our view.  

Short Recommendation: Dow Jones U.S. Home Construction Index Fund (ITB, $42.66) 
There are a number of different ETF’s for the home building industry out there, but one of the best 

proxies for publicly traded homebuilders is the iShares Dow Jones U.S. Home Construction Index Fund. The 
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fund is listed on the NYSE (Ticker: ITB) and seeks investment results that correspond generally to the price 
and yield performance, before fees and expenses, of the Dow Jones Select Home Construction Index. Unlike 
other homebuilder ETF products, all of the holdings of the fund (as of January 2007) were publicly traded 
homebuilders. Listed below are the top ten holdings of the Dow Jones Home Construction Index and their 
corresponding weight. 

Dow Jones U.S. Home Construction Index Fund (ITB) 
Top Ten Holdings 

January 2007 
COMPANY NAME TICKER % Weight
Lennar Corp. LEN 6.5% 
D.R. Horton Inc. DHI 6.4% 
Pulte Homes Inc. PHM 6.3% 
Centex Corp. CTX 5.8% 
Toll Brothers Inc. TOL 5.7% 
KB Home KBH 5.7% 
NVR Inc. NVR 5.4% 
Ryland Group Inc. RYL 5.2% 
M.D.C. Holdings Inc. MDC 5.0% 
Beazer Homes USA Inc. BZH 4.8% 

  Top Ten % of Total: 56.8% 
 

The current housing boom has not been isolated to one particular market. Although some markets 
have seen more price appreciation than others, most regions of the country have participated to some degree 
in the boom. The homebuilders listed above are all are geographically diverse, though some do more 
concentration to certain regions than others. Also, some of these homebuilders have a disproportionate 
exposure to the faster growing markets such as California, Las Vegas and Florida that have experienced more 
unsustainable price appreciation. As such, we believe shorting the Dow Jones U.S. Home Construction Index 
Fund is an excellent way to benefit from an underperforming real estate market. We have noticed in recent 
years that the homebuilder stocks as a group have tended to have a high correlation with each other as they 
generally peak and trough at around the same time, often within days of each other.  

There are a few individual homebuilders that we view as particularly vulnerable (see below), but  
that strategy would carry a much higher risk profile than shorting a basket of homebuilders, in our view. 
Another advantage of shorting an ETF such as the ITB, is that investors have the ability to short them without 
an uptick.  

Short Recommendation: Summary of Individual Stocks 
In identifying individual stocks as short candidates we focused on a few key criteria. First of all, we 

sought out homebuilders with leverage to particular markets that have experienced a disproportionate increase 
in home prices. Real estate markets/segments that saw a large number of speculators (read: Florida and 
condominium) registered high on our list. Secondly, we singled out companies with high leverage. We believe 
leverage could become overwhelming for some companies as the current housing boom gathers steam. 
Thirdly, we focused on companies with a large amount of option payments and joint venture investments on 
the balance sheet. In our view, these companies could experience substantial hits to book value as 
homebuilders find it more economical to walk away from their downpayments. Fourth, we looked for 
companies with exposure to first-time home buyers. We view these companies as vulnerable as lenders 
tighten standards. Finally, we targeted companies with little geographic diversity. The following is a brief 
summary of our list of most attractive short candidates: 
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WCI Communities (WCI, $21.65) has substantial exposure to the Florida real estate market. 85% of 
2005 revenues were derived from Florida, while 40% came from tower residences (condominiums), most of 
which were built in Florida. WCI’s shares have rallied 56% since bottoming in August 2006. Despite the 
presence of activist investor Carl Icahn, we believe the shares look vulnerable. NVR’s (NVR, $692.52) option 
deposits on land account for nearly 60% of the Company’s book value. Additionally, the Company has heavy 
exposure to hot markets in the Mid-Atlantic region including Maryland, Washington D.C. and Virginia. As with 
NVR, Lennar (LEN, $54.22), has a meaningful amount of options (23% of book value) to purchase land on its 
balance sheet. Additionally, Lennar’s exposure to joint ventures as of 8/31/06 was $1.5 billion or 26% of book 
value. KB Home (KBH, $54.22) has a disproportionate amount of exposure to overheated western markets 
including California and Las Vegas. Additionally, with the Company being probed by the SEC for its stock 
option practices, further share price pressure could result. M.D.C. Holdings (MDC, $58.27) is a homebuilder 
whose customers tend to be first-time home buyers. We believe the shares are vulnerable, especially as 
lenders are likely to tighten credit standards in wake of rising defaults.  

Where We Could Be Wrong? 
We acknowledge that a short on homebuilding stocks is not without its risks. Despite the recent rally in 

the homebuilders, their shares remain well below their highs. The economic environment continues to be 
robust. According to recent comments by the Fed, GDP growth is strong and housing has shown “some 
tentative” signs of stabilizing. Should the economy experience a near perfect environment of continued 
strength and low inflation, perhaps excess housing inventory could be worked off in a more orderly fashion 
than we envision. However, history would suggest that this assumption requires a huge leap of faith. 
Ultimately, we believe homebuilders will succumb to the extremes of the extraordinary recent run-up in home 
prices. It wouldn’t surprise us if their decline is much greater than we anticipate.  
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