Presidential Seminar Highlights
Sales Should Stabilize Late This Year
The three speakers who dealt with the state of the home building industry and the economy—David Berson, Ivy Zelman, and John Burns—agreed that sales should stabilize later this year. Given the pain and hardship that we’ve endured for the last couple years, that certainly was good news.

While the economists and analysts agreed that existing home inventory is likely to continue to increase this year due to rising foreclosures and a general inability to move real estate, they all expect government actions to liberalize credit later in the year.
“We expect the market to stabilize in the second half of the year,” said Berson, chief economist of PMI Group, adding that it would be sooner, except unsold inventory is simply too high. “The next eight months should see more liquidity [in the mortgage market]. “That, combined with recovery in the economy, argues for stability in the second half of the year.”

Berson said the economy is in a recession right now, but it should be short, because the first federal stimulus package “will put money in people’s pocket.” Taxpayers will qualify for up to $600 for a single person or $1,200 for a married couple filing a joint return.

This week, Senate leaders announced that they had agreed on a package that would provide: $4 billion in grants for state and local governments to buy foreclosed homes, a temporary $7,000 tax credit for those who buy either new or foreclosed properties, more money for counseling for homeowners facing foreclosure, and the ability for homebuilders to recover taxes already paid on built properties.

The industry will be helped by reductions in short-term rates, thanks to Fed cutting. But Berson noted that while fixed-rate mortgages (at 5.78, according to the Freddie Mac index) may be historically low, they should be lower given that 10-year Treasuries are at 3.5 percent. That’s a spread of 2.3 percent, high by historical standards.

Because of illiquidity problems, the mortgage market also suffers from an abnormally large spread between conforming and jumbo loans, he said. The historic spread of 15 to 25 basis points, he said, has widened to 100 to 125 basis points. “Normally these jumbo loans are securitized and sold off,” he said. “Not today. Fewer people want to buy.”

Builders will be helped by the fact that Freddie Mac and Fannie Mae can now buy mortgages of up to $729,750 in high-cost areas for a year, a provision that Congress is likely to extend. But since the GSEs haven’t bought any of these yet, it’s not clear what interest rates on these will be. The agencies cannot combine these large mortgages with others in securities, Berson said. 

The economist noted that we’re seeing a big increase in FHA-insured mortgages, especially since the agency can now insure them in high-cost areas. Ivy Zelman added that the biggest benefits are likely to be seen in Washington D.C., New York, Los Angeles, Orlando, Tampa, and Baltimore. 
Berson said he expects oil prices to drop from $100 a barrel to $75 or $80 after the summer Olympics, when the Chinese economy drops into “recession,” which would be only 4 or 5 percent annual growth.

Contrary to public perception, Berson said that in most cases people can’t afford an ARM payment because they couldn’t afford their mortgage to begin with. Most ARM holders haven’t had an upward adjustment, he said. And with the Fed easing rates, the upward adjustment may not be that great.

Burns Wants To Help Builders Make Good Business Decisions 
John Burns, president of John Burns Real Estate Consulting, who presented the group with an economic outlook that was similar to Berson’s, said his goal was to help builders make “good business decisions” this year. He identified several pockets of opportunity in today’s market.
First the bad news: Burns expects new home prices to drop this year, 10 percent on top of the 16 percent drop we’ve seen already. “We’re seeing big price declines everywhere, including Texas, where they’ve been discounting pretty hard.”

“We may see some stability in home sales very soon,” he said, explaining that he’s looked at actual county sales data in some hard-pressed markets that indicate the market is close to the bottom. This data is often better than “rounded” data on existing home sales from the National Association of Realtors.

Burns expects sales on a national basis to level out this year at about 4 million, which he believes is a long-term sustainable rate. In the meantime, we’ll see 4 million people who got into homeownership, and shouldn’t have, drop out of it.
Burns’ analysis of Las Vegas data indicated that in December one third of homes sold had been bought at the height of the market. And of those, nearly two-thirds were sold for less than the mortgage amount.

Burns predicted that the buyer’s market will continue for another three to four years. While builders will be competing for a shrinking pool of buyers, they have an opportunity to appeal to demographic segments such as active adults and single-person households that can’t find what they want in existing homes. He recommended that builders survey all buyers of new and existing homes in their markets—there are still millions of people buying homes each year.

“Monitor your market fundamentals,” he said. “We are getting close to a time when you could make the best land buys of the next 15 years…Look for distressed land below the cost of improvements near job centers. You could get filthy rich.” Builders probably won’t have much competition from vulture funds for this land, he said, “because they need quick returns.”

Impaired land in outlying areas is worth less than 30 percent of book value, Burns said, adding that it’s worth even less to a company that needs to produce cash flow now.
During the conference, Centex sold a bundle of land in outlying locations for 16 cents on the dollar. Centex had 12 bids on the land deal, which was spread over 11 states. The “real” price Centex received was increased by the tax losses the company could claim. Even so, the market for land seems to have reached a new low.
Builders need to determine the real value of the land on their books. “What would you pay for your land assets if you were to buy them today?” Burns asked. “That’s how you value your land.”
Burns predicted that more public builders will exit markets this year, not just because the fundamentals in those markets might be weak, but because they don’t have enough top management talent to go around.
Burns had plenty of advice for builders in their negotiations with banks. “You have to be able to tell the bank that you are a more efficient builder than anyone else in the market,” he said. Burns urged the builders to do realistic cash flow assessments, using information in their own backlog reports. “Assume discounts are permanent, assume market conditions will get worse—use the same assumptions that you’d use if you were buying from someone else.”

Builders who need lots to continue feeding their operation need to be patient, Burns said. Another alternative would be to do fee deals with banks that need to build out bankrupt communities. Privates who routinely pay off their loans have an advantage in getting these deals since they have better relationships with banks. In fact, public builders may not even have these relationships.

Ivy Differs with Her Colleagues on the Street

Ivy Zelman, CEO, Zelman & Associates said that Wall Street seems to think that the industry has reached bottom based on how investors are bidding up builder stocks. Investors seem to think that a federal stimulus package will bring back the market. Zelman believes the optimism is premature.
First, Zelman said that a “whole backlog” of homes in foreclosure is starting to come to market from the banks. They’ve already started hitting the market in the Inland Empire. Also, she said, banks are only now awakening to problems in their AD&C portfolios.

Zelman thinks that the tax rebates in the Senate bill should indeed help the market. And so should a recent statement by Fed Chief Ben Bernanke, who suggested that banks provide forbearance rather than foreclose on mortgages. He argued that in the long run this would be less expensive for them.

At the same time, Zelman noted that bank regulators had picked up their activity. Some recently asked banks to put aside more equity to cover potential loan losses. “This is going to result in a massive capital call,” she said. “Twenty-five percent of loans could fail if they were marked to market.”

As a result of massive losses from failed loans, Zelman said that banks are taking action to reduce headcount, exit markets, and in some cases are completely eliminating all AD&C lending programs.
Zelman presented some startling figures that illustrate the banking industry’s dependence on real estate. Large commercial banks have 49 percent of their assets in real estate (16 percent commercial and 33 percent residential). Small commercial banks are even more exposed; they have 67 percent of their assets in real estate (46 percent commercial and 21 percent residential). “We’re in a lot of trouble with the banks,” Zelman said. 
Meanwhile, delinquencies on AD&C loans are on the rise. Delinquencies have nearly doubled since 2005 to 3 percent. The percentage hasn’t been this high since 1990, according to data from the Federal Reserve. “Delinquencies are skyrocketing,” she said. 

Zelman believes that in the short run unsold inventory of existing homes will continue to rise, foreclosures will mount, and unemployment will increase due to weakness in the economy. She presented numbers, derived from five sources, forecasting a huge increase in first mortgage loan defaults (from 1.4 million to 1.9 million) and lost homes (from 870,000 to 1.3 million) 

 “The most positive thing we have going for us is that we aren’t building speculative inventory,” Zelman said. “We’ve put the brakes on the industry.”

Nevertheless, Zelman predicted another 20 percent decline in housing starts this year, from 736,000 to 565,000, with a pickup in 2009. She also said that existing home prices would probably fall another 8 percent this year and 3 percent next year. From 2007 to 2010, she expects home prices to fall 24 percent, after they increased 65 percent from 1996 to 2006.

Even with declines in existing home prices, she thinks new homes will be in a strong competitive position “because the costs have come out.”
Zelman believes it’s tough to say how much land prices have deflated because there were very few comps in 2007. Nevertheless, she thinks finished lots are off about 40 percent and raw land is off 60 percent. Lennar sold its lots to Morgan Stanley last year for 37 cents on the dollar, but after tax benefits were added back in, it was more like 60 cents, she said.
Public builders still have a ways to go before they finish taking impairments, she said. They have only taken 60 percent of impairments--$14 billion on owned land, $20 billion in options.

What Led Us Astray?
We thought that Jamie Pirrello, president and CEO of Vision Homes USA, made one of the most perceptive presentations of the conference. Speaking during a panel discussion on land plans for 2008, Jamie asked rhetorically what led home building executives astray during boom times.

He said that people tend to ignore the fact that extreme events, like the build up in sales and pricing that we enjoyed in the early part of the decade, tend to regress to the mean. That’s what appears to be happening now with home building sales, starts, and pricing, as all three fall back to historical norms.

Extreme success tends to breed overconfidence. “Individuals,” he said, “tend to be overconfident of the infallibility of their judgment when addressing moderate to complex situations.” They think that complex situations can be reduced to simple ones that require simple solutions, in other words.

Pirrello also pointed to something called the Confirmation Trap. This is when executives seek confirmation for what they think is true. They neglect to search for information in conflict with their beliefs.

This results in a “Groupthink” situation within companies. Executives foster an internal corporate environment that encourages conformity rather than vigorous exploration.

Finally, Pirrello talked about the problems of an escalation of commitment. This is the tendency that people have to escalate commitment to a “previously selected course of action to a point beyond which a rational decision making model would prescribe.”
How did these conditions manifest themselves in home building? In Pirrello’s mind, the industry failed to recognize that it operates under two business models, one for home building, one for land buying.


Home building is a manufacturing model, low in risk and return. It’s managed by efficiency measures such as ROE, ROC, and asset and inventory turns.
Land acquisition and entitlement, on the other hand, is a speculative model, high in risk and return. Pirrello said it’s critical to price equity appropriately. Historically, income-to-rent ratios have averaged 15 to 1. During the peak, fueled by exotic mortgages, they ran to 24 to 1. Now they are regressing to the mean.

“I don’t expect land values to appreciate in the near term,” he said, adding that he thinks vulture funds looking to buy land are getting in too early.
Why Not Make the Government Your Partner?
How come Steve Friedman, partner, Ernst & Young, gives the impression that he knows a lot more than he’s letting on? It’s probably because he does. He also has a wry sense of humor, especially for an accountant.
“Make the government your partner,” Friedman ironically advised, noting that the traditionally anti-government group can carry back their losses from land sales at least to 2005 and maybe longer if Congress passes pending legislation.
Friedman basically advised that builders try to get land off their books to generate cash flow. He said that private builders have an open window to do this. The two big land sales, by Lennar and Centex, were done at the end of fiscal years. “No other public builder has a year-end until October 31st,” he said.
Friedman said there are at least three ways for builders to sell off their land—they can sell it to a JV like Lennar did, they can do a broadcast sale like Centex did, or they can take the lunch bucket approach. Orleans Home Builders took the blue-collar approach late last year when it did several local transactions that raised about $30 million in cash.

Friedman warned that if the spring selling season doesn’t work out for public builders, privates should be prepared for many more Deals of the Century, maybe even weekly Deals of the Century. The publics, he said, are looking at weekly cash flow reports, and private builders need to do the same.
Friedman told the builders that they need to reduce their SG&A and interest carry; they need to get rid of the debt creating the interest carry. They need to strategically exit excess land positions. “Time is not on your side,” Friedman said.
Friedman expects a big push on AD&C loans from the banks. “Project lenders have been in denial for a year,” he said, adding that the Fed recently told two community banks that they can raise new equity funds or they can be taken over.”
The accountant’s advice to builders was to scrub their balance sheet, analyze and reanalyze impairments. “When you look at your balance sheet, are you comfortable with it?” Friedman asked. “As Warren Buffet says, every day that you don’t sell an asset you buy it back.”

Banks want to see weekly cash flow reports. If you can’t do this, banks will put you on a “short leash.” You need to have people in place to do this analysis.
“In this market, year-over-year and quarter-over quarter results don’t count – weeks do! You need to have realistic 13-week cash flow statements. Prepare realistic pro-formas at today’s absorption and pricing.”

Scott Sedam Offers Six-Figure Savings

Most builders, says productivity consultant Scott Sedam, are not serious about reducing costs. If they were they would be doing the following 20 things. Unfortunately, we only wrote down 18. 
1. Do you track the numbers of days it takes to build each plan? If not, it’s probably taking you too long.

2. Do you own the take-off? Otherwise, you are probably buying excess material.

3. Do you have formal plan reviews with subs and suppliers? It can probably save you six-figure money.

4. Do you schedule regular monthly reviews of existing plans, then implement and track the results?

5. Are you buying on total costs, not initial price? For each vendor, you need to know you variances, rework, warranty cost, and schedule adherence. There’s more money to be saved here than cutting initial costs.
6. Do you always start a project with signed contracts, scopes of work and pricing for each model, elevations, and special options? Purchasing needs time to get numbers for each plan, but rarely gets it. By jamming a plan out early, you may wind up spending $5 for every $1 you think you save.

7. Do you have the best crews doing your work? Ask your supers—subs have good crews and bad crews. You need to ask for the best.

8. Do you know the state workers comp “mod factor” for each of your subs? Get data for the last three years on each of your subs.

9. Do you work from architect or engineer plans? Never accept them as working drawings. Architects don’t give you enough detail to build; engineers may leave out details to protect against liability. He knows a framer in Chicago who took 7.5 percent of the material out of a plan.
10. Do you have a documented field audit system for major building materials? If you just count how many studs or windows are delivered, word will go back to your supplier. 

11. Do you know your yield percentage on framing material? This is the amount of lumber that’s actually in the home versus how much you bought.
12. Do you know how much concrete, lumber, and other building materials you use to build a home compared to how much your competitors use?
13. Do you know all your warranty service items by frequency and cost? Do you know them by product type, plan, and trade?
14. Do you broom clean each home at the end of the day? Clean jobsites are the most productive jobsites.
15. Do you know the value of your on-site inventory as a monthly average in dollars?

16. Do you know the value of your off-site inventory your suppliers and trades are carrying on your behalf?

17. Do you know the true total costs of errors and omissions? What does it cost you to miss one outlet in the second floor master?

18. Do you know the true cost of the options that you add to your homes? Make sure they are features that buyers really want rather than ones you want to see in your homes.

19. Do you sit down with your suppliers to ask what you can do to reduce their inventory? That’s the key to helping them lower their prices to you.

20. Do you track and use data on total cost over time on procurement, construction, warranty, and ownership?

Marianne Cusato Presents a 10-Point Plan for Better-Looking Houses

Marianne Cusato, principal of the architectural firm bearing her name, understands her audience—builders. She knows that they want to produce better-looking homes. But they want to do it within a budget.

That’s why virtually every time Cusato, one of the designers of the Katrina Cottages, recommended adding features that cost money she suggested taking something off the house that would save money.

Cusato suggested that builders save money by simplifying their plans, particularly roof massing, and deleting unnecessary features such as unusable porches and oversized entries. She told the audience to spend money instead on features that create more authentic, better-looking houses--usable porches, shutters that look like they will work, and four-sided architecture.
Here’s her 10-point plan:

1. Create an outdoor room. Homes read much larger, live better, and provide greater value when they have a porch.  

2. Downplay the garage. We own cars; they shouldn’t own us. People need to share the street with cars.

3. Think about the roof plan. Gables just cost money. Simple massing is the best way forward for cost savings. What value does it have to create a floor plan that you can’t put a roof on? Do your roof plan and elevations first, as you are thinking about the floor plan.

4. Create four-sided architecture. It’s an extraordinary luxury when you can get cross-breezes in rooms because you have operable windows on more than one side. People will just like the room better.

5. Remember: Less is More. You don’t need a big entry feature on your house; bring it down to human scale. Spend the money on things people will touch, like nice front door hardware.

6. Don’t treat materials like wallpaper. Treat materials like they would have originally been used—brick would be used as a foundation. Also, chop siding horizontally, not vertically. You can feel when things are done the right way.

7. Use common sense. Don’t put porches or shutters on houses unless you are going to make them usable, or look like they are usable.

8. Avoid giant entry features, the so-called lawyer’s foyers. Design your entries around people; give them human scale.

9. Use color; it’s an affordable way to add value. Color brings life to the street. Smaller houses can be brighter. Don’t avoid white, either.

10. Avoid transoms. Windows shouldn’t have transoms. Rooms feel better without them. 
Here’s a Plan for Getting More Out of Your Design Center

Builders are feeling a lot of pressure on the option front these days, pressure to just give them away. Jane Meagher, president of Success Strategies, suggested instead that builders try to create even more value in options, and that they do it by emphasizing their design center. Here are her suggestions.

1. Take control of the options you sell in your store. Don’t sell everything that your supplier drops off. Don’t display anything that’s not available—a retailer wouldn’t.

2. Think like a retailer. Create great displays that unleash in buyers a latent desire to buy. Create excitement by promoting a special buy every quarter. 
3. Give your buyers time to make option decisions. It’s hard to make 200 decisions in two hours. Give buyers the information in advance.

4. Map your option process, from start to close. Then make sure it’s followed.

5. Position products in your design center to draw eyes to the best-selling, highest-margin products.

6. Don’t worry about fully executing an idea. You can have success even if you only partially execute the idea. 

7. Create a warm, inviting retail environment in your design center. Remember: buyers buy on emotion and justify on facts. When buyers enter your design center, they need to leave stress behind.

8. Capitalize on vendors for training. Buyers who watch television shows may know more about product features than your salespeople. Design center personnel need as much training as your salespeople.
9. Promote your design center experience on your web site. Make sure there’s a design center button on your web site, and that you promote the ability to create a dream home.

10. Use your design center team as salespeople. Consider on weekends sending them to your models with samples.

11. Sell options and upgrades even if you are selling entry-level homes. Today’s buyers want to leave their imprint on everything they buy.
12. Consider a centralized design center. Buyers will drive an hour to get to a centralized design center, if it’s worth the trip. Builders can benefit from the ability to do events more cheaply and not building design centers at each community.

13. Ask trade partners to contribute to the cost of building a design center. Vendors should be expected to contribute product at no cost. They may even be willing to pay for the cost of displaying their product. 

Trust is a Five-Letter Word

Bob Mirman gave a very personal and enlightening presentation on the subject of trust in business. He managed to relate what had happened to his business—he got too distant from day-to-day operations and released a malfunctioning product to builder clients—to what can happen between builders and their customers.

Mirman, the CEO of Eliant, said that trust is the basis of all relationships, especially referrals. “But it’s a declining commodity.”

He displayed the results of a Trust in Business survey done by the Gallup Organization. It showed the public holds the real estate industry in very low regard. Among the industries listed, only auto dealers rate lower than real estate in terms of trust.

What creates distrust, Mirman asked? Unreasonable charges or fees, for one thing, like the unexpected ones you might get upon check out from an auto rental firm or a hotel. Poor service, like the kind you might get from a bad retailer, is another. The third is a failure to meet promises, the home building industry’s Achilles heel, especially when it comes to delivery deadlines.

“Buyers today are predisposed not to trust us,” he said. “We’ve created a society where people believe business can’t be trusted. Too many companies earn profits at the expense of a customer relationship,” he said, specifically referring to problems with subprime mortgages. 
Even companies that enjoy a great customer service image can see it evaporate virtually over night. That was the case with Jet Blue, which was the darling of the airline industry. Last year, Jet Blue’s Flight 751 held passengers on the tarmac for more than nine hours, with little to eat or drink. The public relations disaster ended its perceived advantage.

Mirman said that as his company got bigger during the early part of the decade, and he brought in more and more customers, he got the perception that he was infallible. “We never considered that anything bad would happen.”

His view of the business landscape wore off on everyone who worked for him. “The CEO sets the tone for a company; everyone else follows….Success and arrogance often go hand in hand.”
As Mirman’s company grew, he became less involved in day-to-day operations. As a result, he didn’t carefully scrutinize a new release of his customer service rating product. When it crashed, it directly affected some executive clients, whose compensation was based on his data.

Mirman said he learned his lesson. He hired a competent CIO to fix things. He also created a client advisory board.
