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Investment Thesis
Last December, this publication recommended the purchase of shares of Brookfield Homes
Corp. Since that time, that company has merged with the residential segment of Brookfield
Office Properties to create an entity known as Brookfield Residential Properties, Inc. At
the current time, the company is trading at approximately a 30% discount to its tangible
book value. More importantly, unlike some of its peers in the housing industry, Brookfield
Residential is actually profitable and free cash flow positive. The company earned
approximately $20 million in the second quarter of 2011, which ended on June 30, and it
would have recorded a similar level of profitability in the first quarter, were it not for a $76
million valuation allowance against its US deferred taxes, which took place at the time of
the merger. That allowance is reversible should market conditions improve in the US.
Assuming that the company can sustain quarterly earnings of $20 million, it will generate
$80 million per year, which implies a P/E ratio of 8x these run-rate earnings. It would
further imply that the discount to tangible book value would widen by $80 million per
year, so that 12 months from now it would trade at a 35% discount to tangible book value,
should its stock price be unchanged. However, management does not merely expect
earnings to remain at current levels but, rather, anticipates a much stronger second half of
the year given the underlying strength in the company’s Canadian markets. To illustrate
this point, the average price of an existing home in Canada rose 7.7% year-over-year in
August to $349,916, according to the Canadian Real Estate Association, which should be
compared to the 25% decline over the past four years to $168,300 for the national median
existing home price in the US.
Brookfield Residential’s profitability and market valuation is a reflection of what is
possibly the worst housing environment in the US since measures began to be recorded,
and approximately half of the 108,000 lots controlled by the company are located in the
US. While the situation could clearly get worse before it improves, there are many factors
that point to a reversal in the housing market over the next few years, such as a
“normalized” demand of around one million units per year, which is almost four times the
current rate of sales. Should such a reversal materialize, the company’s profitability will
likely improve significantly. If the situation does not improve over the next 2-3 years and
if, instead, Brookfield Residential realizes losses of close to $300 million over the period,
which would be unprecedented, then the tangible book value of the company would be
almost exactly equal to the current market capitalization. Therefore, if at that time
Brookfield Residential trades at 1.0x tangible book value, shareholders will not experience
any material losses compared to current levels and may even outperform the return of
Treasury bonds over the same time period.
On the other hand, should Brookfield Residential’s return on equity approach 20%, which
is significantly below the ROE experienced by many US homebuilders in the middle of the
last decade, the company could earn as much as $200 million per year. At 10x earnings,
the shares would be worth close to $20, or approximately a triple from current levels. If it
P a g e |2

© Horizon Kinetics LLC™ 2011

THE CONTRARIAN RESEARCH REPORT

takes three years to reach such an ROE, the book value of the company may advance to
around $1.5 billion at the time, which would indicate a fairly conservative 1.35x book
valuation at the end of the three year period.
A similar valuation can be reached if one assumes that Brookfield Residential will
eventually generate an operating margin of 12.6%, which represents the average level of
Brookfield Homes for the pre-bubble period of 1997-2002, and that the amount of
revenues from the US market will eventually normalize, which in this case is equivalent to
a quadrupling from current levels. The company would then generate revenues of just over
$2.0 billion and net income of around $164 million (assuming the Canadian operations
remain at current levels). At a 10x P/E, the shares would be worth approximately $16.
Consequently, with what appears to be fairly limited downside, should the housing market
take a turn for the worse or stay flat over the next few years, and substantial upside
potential should the housing market stabilize or improve to historical levels, shares of
Brookfield Residential Properties are recommended for purchase.

Company Description
The company formerly known as Brookfield Homes Corporation changed its name to
Brookfield Residential Properties Inc. in April 2011 after merging with Brookfield
Properties’ residential operations (formerly known as Carma Developers). Following the
merger, which created the sixth largest residential platform by land and housing assets in
North America, Brookfield Residential now develops land for its own communities and
sells lots to other homebuilders and third parties in the US as well as in Canada. In its own
communities, the company designs, constructs and markets single-family and multi-family
homes, primarily focusing on the move-up and luxury homebuyers. Brookfield
Residential’s US operations focus exclusively on strategic coastal market areas that have
historically strong housing demand and constrained supply of developable land in close
proximity to job centers. The company also sources and evaluates land acquisitions,
engages in site planning, obtaining entitlements, developing the land, product design,
constructing, marketing and selling homes and homebuyer customer service.
Like most other land developers/homebuilders, the company has been negatively affected
by the decline in the housing market, as evidenced by the almost 90% decline an investor
in predecessor company Brookfield Homes would have experienced over the past six years
or, alternatively, the 50% decline in Brookfield Residential’s shares since April of this
year. That being said, Brookfield Residential does not share all the troubles associated with
most US homebuilders, since it has gained significant exposure to the Canadian
homebuilding market, which has not experienced a decline commensurate to the one in the
US but, instead, has continued to improve throughout the past decade. Also, Brookfield
Homes was also able to take advantage of other developers’ distress, acquiring, at
foreclosure sales, 3,212 lots under development for just $30 million in 2009, which
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amounts to less than $10,000 per lot. The company currently controls approximately
108,000 lots, with around 56,000 located in Canada (Calgary, Edmonton and Toronto) and
52,000 in the US (Austin, Denver, Los Angeles, Sacramento, San Francisco, San Diego,
and the Washington D.C. area). Brookfield Asset Management controls 71% of Brookfield
Residential’s shares.
Brookfield Residential also build homes in all three Canadian markets and four of the U.S.
markets (San Francisco Bay Area, Southland/Los Angeles, San Diego/Riverside and
Washington DC Area). The company’s product platform consists of single-family
detached homes, semi-detached homes, townhomes and condominium units. Brookfield
Residential’s strategic land holdings in Alberta are its largest assets and, combined, the
company holds assets worth approximately $2.6 billion.
The following table outlines the lots controlled as of June 30, 2011:
Housing & Land
Owned Options
Lots controlled:
Calgary
Edmonton
Toronto
Canada:
Northern California
Southland / Los Angeles
San Diego / Riverside
Other
California
Denver
Austin
Washington D.C. Area
Central and Eastern US
Total June 30, 2011

28,002
17,647
9,461
55,110
3,264
903
8,505
194
12,866
10,722
14,909
2,521
28,152
96,128

Unconsolidated Entities
Owned
Options

Total Units
June 30,2011

1,064

0
—
2,351
—

56,174
8,379
4,672
8,553

5,115

1,064
—
1,418
48
56
1,522

2,351

21,854

1,113
1,113
6,228

1,025
1,025
3,611

—
0
2,351

4,659
30,290
108,318

5,115

Out of these lots, 53,506 are entitled lots whereas 54,812 are not entitled. The term
‘entitled’ refers to the pre-construction process of obtaining the permitting, getting the land
use approved, utility easements approved, etc. Once these pre-construction requirements
are met, the land is entitled and the building process may begin. The company owns 90%
of the controlled lots outright while the remaining 10% are either controlled by options or
by unconsolidated entities. Even though Brookfield Residential now controls
approximately five times as many lots as Brookfield Homes did in 2003, the market
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capitalization of the company is now significantly below the $900 million at which
Brookfield Homes traded in the fourth quarter of 2003.
Market Conditions
While home affordability in the US has improved significantly over the past five years, as
the cost of rental housing is approaching monthly home ownership costs, the population in
general is not purchasing homes to the extent they used to. Most likely, the primary factors
for this includes more stringent borrowing standards, larger down payment requirements,
and the fact that home prices have declined for years, which instills the sentiment that
prices will be lower in the future so one will be best served by holding off on any
purchases. The difference between the market sentiment in 2005-2006 cannot be more
stark, as homebuyers of that period were mostly concerned about buying as soon as
possible, before prices rose to unobtainable levels. However, the current sentiment could
change quickly when some degree of confidence returns to the marketplace, perhaps before
the shadow inventory is entirely eliminated.
In Canada, by contradistinction, home prices have continued to rise to new highs:

Source: the Case-Shiller Index for 20 cities, the Teranet-National Bank 6 city composite.

In fact, home prices in Canada are approximately 20% higher compared to early 2007,
whereas they are approximately 25% lower in the US over the same period. Partly because
of this development, some economists have expressed concerns about a housing bubble in
Canada. However, when using average prices, one has to consider that there are substantial
regional differences in Canada and record price levels in Vancouver and Toronto are
skewing the nationwide averages. Brookfield Residential does not operate in these
markets.
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In contrast, house prices in Alberta remain 5 to 10% below the peak of 2007/2008 and the
company’s management team is very optimistic about the future in Alberta given the more
than $100 billion of projects scheduled for Northern Alberta oil and gas exploration. The
resultant job creation is expected to create substantial demand in both Calgary and
Edmonton for land and housing operations. Brookfield Residential has a very strong
presence in Alberta and has approximately a 30% market share in Calgary. In fact, one out
of every five Calgary residents live in a Brookfield community.

The Housing Market May Recover Strongly – Faster Than Some Experts Predict
The Current Situation
Historically, the long-term demand for housing is a remarkably stable function of,
primarily, population growth plus an allowance for obsolescence. However, the shorterterm demand for single-family homes is subject to additional periodic influences from taxlaw, interest rate and vacancy rate changes, among other variables that affect affordability.
Nevertheless, historically, the demand for housing stock is governed more by its basic
limitations of population growth than by any other factor, and the long-term growth in the
housing stock has been on the order of 1.8% per year.
Home prices were propelled to unsustainable levels in the 2005-2007 period, fueled by
“creative mortgages”. Eventually this party came to an end as annual double-digit price
increases were ultimately unsustainable. When home prices started to decline, home
owners began to experience a negative wealth effect. The housing boom had made most
homeowners very well aware of the current market value of their homes and,
correspondingly, they felt richer when home prices went up and poorer when home prices
fell. Some homeowners even capitalized on the uptrend by refinancing their mortgages at
ever-rising valuations in order to withdraw cash, effectively using their homes as ATMs.
Since March 2007, the average and median prices for new single-family homes have
declined from $329,400 and $262,600, respectively, to $246,000 and $209,100
respectively, in August 2011.1 This represents declines of 25.3% and 20.4%, respectively,
and the latter figure is approaching an 8-year low. The median existing single-family home
price was $168,300 in August 2011, a decline of 25% from $224,000 in the second quarter
of 2007.2 As a result of this downturn, not only did most homeowners feel less wealthy
and, as a result, perhaps reigned in their spending, but more importantly, when the market
started to falter, there was an abrupt decline in demand for new homes. In turn, new home
sales and new home construction have fallen to historic lows. In August 2011, only

1
2

Source: National Association of Realtors
Source: The National Association of Realtors
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295,000 new homes were sold, on an annualized basis, compared to 1.2 million sold
annually only a few years ago.3
The housing boom clearly appears to be behind us. For example, adjusted for inflation
(using CPI less shelter), housing prices are now at levels first reached in 1989:

Therefore, all the gains from the housing boom, which primarily took place between 20002006, have been completely erased. In terms of home affordability, interest rates are at
their lowest point in modern history and mortgage rates reflect that with 30-year rates
below 4%, which should be compared to approximately 8% during most of the 1990s:

3

Source: Commerce Department
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Consequently, with inflation-adjusted house prices close to a 20-year low and with
mortgage rates at multi-decade lows, in theory, the current time appears to represent the
best housing affordability in modern history. Of course, the high unemployment rate, the
lack of a robust economic recovery and the restrictive lending practices of US banks,
among other factors, have served to curtail housing demand over the past few years. The
housing market is currently very depressed, regardless of which measure one chooses to
focus on. New home sales are at unprecedented levels:

At a rate of 295,000 units per year, home sales have not been lower since such measures
began in 1963. To put that statistic in its proper perspective, in December 2005, when the
housing bubble was still inflating, new home sales were at a seasonally-adjusted annual
rate of 1,269,000, or 4.5x higher than the recent experience.4
Furthermore, single family housing starts for August 2011 were at 417,000, according to
the U.S. Census Bureau. The chart below shows the last 43 years of housing starts:

4

Source: Commerce Department
P a g e |8

© Horizon Kinetics LLC™ 2011

THE CONTRARIAN RESEARCH REPORT

It is remarkable to note that the current level of housing starts represents at least a 43-year
low. Moreover, 40 years ago, at a time when clearly no bubble was in effect, the US
population was just above 200 million, housing starts were at a much higher level. In other
words, considering that the population now is around 310 million, housing demand should
be approximately 55% higher than in 1970.
According to the National Association of Realtors, sales of existing homes in the United
States decreased to 4.9 million units in 2008 from 5.7 million units in 2007 and 6.5 million
units in 2006 before increasing to 5.5 million units in 2009. The most recent reading of
existing home sales is an annualized rate of 5.03 million units in August 2011, or 23%
below the 2006 level.
Normalized Demand
Despite these negative trends, there are many reasons to expect a recovery in the housing
market, or at least a normalization to a level that accurately reflects the population growth
and the replacement of old and destroyed homes. It appears likely that at least 780,000 934,000 new single family homes are needed in the United States each year just to
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accommodate population growth and offset the wastage rate (homes destroyed or
demolished), as will be discussed below.
According to the latest data from the US Census Bureau, there are 117.2 million
households in the US, and the median house was built in 1975. Population growth in the
US has been 1.01% per annum, on average, since 1997 and, given that the population
currently is 310.2 million, that would indicate a population increase rate of approximately
3 million per year. If the same growth rate can be applied to the current households in the
US, and assuming that the 65.9% homeownership rate remains intact, it follows that the
natural rate of home building to accommodate the number of households that would prefer
to live in their own home is approximately 780,000 per year, or almost three times the
current level of new home sales. That figure does not include the number of homes that
will have to be rebuilt because of natural wastage, since many homes are lost to flood, fire,
neglect, earthquake, tornado, hurricane, and other causes, nor does it include demand for
second homes, vacation homes and investment purchases. While these figures are difficult
to calculate, assuming that approximately 6% of the housing stock is older than 70 years,
as indicated by the Census Bureau, and assuming further that these houses will all be
replaced over the next 30 years, then approximately 0.2% of all houses need to be replaced
every year. If a similar number of homes are destroyed each year, this would add demand
for 154,500 new homes per year, bringing the total demand to 934,500. In contrast, the
census bureau indicates that 295,000 (annualized) new single-family homes were sold in
August 2011. While there is a slight upward trend, if one excludes the impact of the ended
tax credit, the new home sales market needs to triple from the current level to reach the
800,000-900,000 rate, which appears to be a conservative estimate of the equilibrium of
natural demand.
Alternatively, as a measure of normalcy we can use the 1997 (long before the housing
bubble began to develop) Census Bureau figure of 804,000 homes sold, and adjust it for
increased population growth. The population growth during the period from 1997 to 2009
was 13.3% which, multiplied by the 1997 figure, gives the “natural rate” as 910,932 homes
per year. As the current rate of new home sales is 295,000 , there is an annual deficiency of
over 600,000 homes. It is also worthy of note that if the average selling price of a new
home is $246,000, is it was in August, one may multiply this figure by the number of
homes needed (615,932) to return to the normalized homebuilding rate. The resulting
figure of $152 billion would add approximately 1% of GDP to the economy, not counting
the boost from peripheral businesses such as home improvement, landscaping, and related
activities.
Furthermore, the homeownership rate of 65.9%, an 11-year low, may rebound in an
improving economy and housing market.5 As the chart below indicates, the

5

Source: Census Bureau
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of finished lots has been depleted substantially over the last few years as homebuilders
have reduced the scope of their operations. Therefore, there has been negligible
development of lots since the market began to show signs of weakness in 2006.
Furthermore, continued increase in environmental and other restrictions on obtaining
entitlements and development permits will likely result in a favorable supply/demand
situation as the market recovers.
Positive Trends
Besides the fact that housing affordability is at the most attractive levels ever, given the
lower price and record-low mortgage rates, there are other positive factors as well. For
example, inventories of existing homes have actually decreased meaningfully since the
housing downturn began, as the chart below indicates:

Source: NAR, HousingTracker

Using the NAR figures, there were over 4.5 million homes for sale in mid-2007 as well as
mid-2008, but that figure has now declined to approximately 3.0 million, or a decline of
close to 33%. It should be mentioned that these figures represent just “visible inventory”
(inventory listed for sales), as opposed to distressed inventory, and various other categories
of so-called “shadow inventory” too. That being said, it should still be considered
significant that the “visible” inventory is down to the lowest level since October 2005.
Using CoreLogic’s most recent figures, “shadow inventory” was 1.6 million units,
approximately half of which is made up of the serious (90+ days) delinquencies in the
chart below. Consequently, given that this shadow inventory was approximately 500,000
in early 2007, total inventory was approximately 5.0 million in early 2007 and is
approximately 4.6 million at the current time, indicating a slight improvement.
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Another positive indicator is the declining delinquency rates. After increasing from
approximately 0.5% in early 2007 to 4.0-5.5% in early 2010, these rates have improved
steadily over the past 20 months:

Source: Fannie Mae and Freddie Mac

Historically, a normal serious delinquency rate is below 1%, which means that at this pace
of decline, the delinquency rate may reach “normal” levels in 3-5 years. This would likely
be a faster process if the economy improves but, ironically, the economy may not improve
meaningfully until the housing market improves. The suggestion that housing is crucial to
economic recoveries is supported by the following chart:
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Source: BEA, NBER/Haver Analytics

While housing generally contributes substantially to any economic recovery, with
increases of over 30% in the first two years of recovery, in the current recovery (if that is
the appropriate term), housing has continued to be a drag.

Financial Review
Brookfield Residential’s objective is to achieve, upon sale, a certain margin in excess of
the sum of purchase, development and construction costs, as well as inventory carrying
costs during the several years or more required for the completion of the sales cycle.
Needless to say, the profit margin is highly dependent upon the final sales price and, as
these have been declining in the US over the past 4-5 years, the company’s normalized
profit margin has been temporarily depressed.
Focusing primarily on the US-based operations, in 2010, Brookfield Homes closed a total
of 575 homes, compared with 703 in 2009 and 1,618 in 2005. The breakdown of the
company’s home closings by market in the last six years is as follows:
P a g e | 14
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Units
Northern California
Southland/Los Angeles
San Diego/Riverside
Washington D.C. Area
Corporate and Other
Unconsolidated Entities
Total

2010
66
189
100
210
8
573
2
575

2009
121
204
136
232
6
699
4
703

2008
139
227
128
245
6
745
5
750

2007
131
258
150
272
14
825
14
839

2006
107
326
288
375
63
1,159
22
1,181

2005
192
221
611
556
2
1,582
36
1,618

The average home price in 2010 from directly owned projects was $510,000 compared to
$486,000 in 2009, an increase of 5%. The breakdown of the average home prices in the last
six years was as follows:
Average Selling Price
Northern California
Southland/ Los Angeles
San Diego/Riverside
Washington D.C. Area
Corporate and Other
Average:

2010

2009

2008

2007

2006

2005

$1,084,000
$437,000
$543,000
$381,000
$440,000

$845,000
$388,000
$507,000
$369,000
$635,000

$913,000
$413,000
$533,000
$499,000
$689,000

$921,000
$682,000
$597,000
$528,000
$831,000

$987,000
$725,000
$601,000
$592,000
$749,000

$1,036,000
$874,000
$618,000
$545,000
$586,000

$510,000

$486,000

$557,000

$656,000

677,000

$679,000

As the table indicates, Northern California was the primary driver of the increasing average
in 2010 with a 28% year-over-year increase. However, Brookfield Homes also sold 45%
fewer homes in that market in 2010 compared to the same period last year (66 versus 121).
Also, compared to 2009, average selling prices were higher in each of the four major
markets and the number of closings were lower across the board. Given the rapid decline in
closings, the merger with the Canadian assets have stabilized the company and even
though Brookfield Residential controls approximately the equivalent number of lots in the
US and Canada, its current financial result is very much driven by the Canadian
operations:
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Revenues
Canada
California
Central and Eastern US
Subtotal
Corporate & Other
Total
Segment Income (loss)
Canada
California
Central and Eastern US
Subtotal
Corporate & Other
Total

Three Months Ended
Six Months Ended
6/30/2011 6/30/2010 6/30/2011 6/30/2010
$147,888
$173,478
$291,671
$266,352
$71,475
$62,697
$96,850
$98,751
$16,179
$36,950
$27,151
$49,424
$235,542
$273,125
$415,672
$414,527
‐
‐
‐
‐
$235,542
$273,125
$415,672
$414,527
$40,380
‐$3,307
‐$2,917
$34,156
‐$7,953
$26,203

$57,361
$5,282
‐$474
$62,169
‐$4,915
$57,254

$79,937
‐$5,095
‐$8,779
$66,063
‐$13,921
$52,142

$87,428
$374
‐$5,169
$82,633
‐$4,915
$77,718

In thousands

Those operations generated 63% of revenues in the second quarter of 2011 and 64% in the
same period of 2010 while they have generated more than 100% of income in each of the
periods provided in the table above. However, should housing recover in the US, it is
possible that the US operations may reach a level that is commensurate with the Canadian
operations, given that the company controls approximately the equivalent number of lots
on the US and Canada. Also, given the $510,000 average selling price in 2010 for
Brookfield Homes, the US lots will likely continue to be priced higher than the Canadian
lots, particularly in a housing recovery in the US. The company’s average selling price of
homes was $369,000 in the second quarter, compared to $365,000 during the same period
last year, while its average selling price of lots was $146,000 compared to $152,000 during
the same period in 2010.
In the second quarter of 2011, which was also the first quarter since the merger was
completed, Brookfield Residential generated revenues of $236 million, a 13.6% decrease
compared to the same period in 2010. This was mainly the result of fewer home closings,
partially offset by an increase in lot sales. The company closed 1,008 lots and 240 homes
for the second quarter of 2011, compared to 647 lots and 480 homes during the same
period in 2010. While revenues from these activities can be volatile, sales were almost
identical for the first six months of 2011 as compared to the same period last year at $416
million and $415 million, respectively. Behind these figures are a 56% increase in land
revenue and a 34% contraction in home closings and housing revenue. Land sales
benefitted from an increase in average lot selling prices and the non-recurring land margins
from the change in business practice for lot sales in Alberta, which will be discussed
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further below. The decline in home closings was largely a result of the reduced backlog
entry in 2011 and the slow U.S. spring selling season.
Because of a change in business practice on lots sales in Alberta, title transfers are now
recorded at the time of sale of a lot, and not on the ultimate sale to a homebuyer, which
was the prior practice. As a consequence, management expects an after tax, non-recurring
benefit of approximately $38 million for the fiscal year 2011. This change had a positive
impact of $11 million to net income in the second quarter, which represents slightly more
than 50%. On a pre-tax basis, this accounted for a $15 million benefit. Approximately $30
million of the benefit has been collected in the first half of the year, which leaves another
$8 million to be collected primarily in the third quarter.
Brookfield Residential’s net income for the second quarter, ended June 30, 2011, totaled
$19 million, or $0.19 per share, compared to a net income of $39 million, or $0.34 per
share for the same period last year. Net loss for the first half of fiscal 2011 was $38
million, or $0.37 per share, compared to net income of $57 million or $0.46 per share for
same period in 2010, mostly because of increased interest expense of $14 million, and the
income tax valuation allowance of $76 million.
Valuation
Comparative Valuation
Brookfield Residential’s peer group of North American homebuilders currently trade at an
average of 1.15x book value, as the table below indicates:
Company
Beazer Homes
DR Horton
Hovnanian Ent.
KB Home
Lennar
MDC Holdings
NVR
Pulte Group
Ryland
Toll Brothers

Symbol
BZH
DHI
HOV
KBH
LEN
MDC
NVR
PHM
RYL
TOL

Brookfield Residential*

BRP

Price
$1.53
$9.64
$1.08
$6.47
$14.99
$18.51
$629.00
$4.23
$11.19
$15.53

Price/
Book
0.47x
1.18x
N/A
1.12x
1.06x
0.94x
2.07x
0.79x
1.05x
0.99x
1.15x

$6.62 0.71x

*) There are no analyst estimates for BRP so we use run-rate estimates instead.
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2011
P/E
N/A
30.1x
N/A
N/A
25.0x
N/A
23.8x
N/A
N/A
67.5x
36.6x

EV/
Rev
1.39x
1.09x
1.26x
1.05x
1.77x
1.43x
0.95x
0.95x
0.80x
2.22x
1.28x

EV/
FCF
N/A
131.9x
N/A
N/A
N/A
N/A
30.2x
N/A
N/A
N/A
81.0x

8.7x

1.60x

97.5x

Market
Cap.
$113MM
$3.0MMM
$103MM
$498MM
$2.8MMM
$879MM
$3.4MMM
$1.6MMM
$497MM
$2.6MMM

$657MM
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Since our original report in December 2010, the homebuilders have collectively lost 22%
of their market value, which should be compared to the 50% decline experienced by
holders of Brookfield Home’s shares over the period. This is rather remarkable given that
Brookfield Residential, as the company is now known, is arguably the healthiest
homebuilder in the table above. It is one of only five companies expected to be profitable
this year and just one out of just three companies which have generated positive free cash
flow in the past year. In addition, except for Beazer Homes, which is a company under
severe financial distress, Brookfield Residential is trading at the highest discount to
tangible book value in the table above, at 29%. In addition, on a P/E basis, the company is
trading at a multiple that is considerably lower than any of the other companies. Also, the
P/E ratio for Brookfield Residential, as stated, could be conservative, given that the
company has no analyst coverage and, thus, no consensus forecast for 2011 earnings per
share. Instead, we based our forecast on the run-rate of the previous quarter, but the
company has stated publicly that it expects the second half of the year to be stronger than
the first, so it is possible that the actual earnings will be even higher.
Perhaps one explanation for the poor stock market performance is that Brookfield Asset
Management controls 71% of Brookfield Residential’s shares and, therefore, given the
limited float, Brookfield Residential is less likely to be included in ETFs and industry
indices, as these usually focus on market capitalization and float when stocks are
considered for inclusion, rather than each stock’s fundamental merit or valuation.
Valuation Based on Cash Flow
Despite the difficult housing market in the US, prior to the merger Brookfield Homes
generated substantial amounts of cash flow, in a fairly steady and consistent manner as the
table below outlines:
Cash Flow From Operations
2002
2003
2004
2005
2006
2007
2008
2009
2010

$102 million
$209 million
$164 million
$60 million
$26 million
‐$44 million
$66 million
$137 million
$89 million

Some of this cash flow has been reinvested in its business, to acquire new land and build
communities. Because of these reinvestments, the company actually controlled more lots at
the time of the merger than it did seven years prior. Brookfield Homes has also returned
substantial amounts to shareholders through dividends or share buybacks since 2002 and
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spent $472 million to repay debt from 2008-2010. Given the average operating cash flow
of $90 million over this nine-year period, Brookfield Residential trades at an enterprise
value of approximately 13.0x this cash flow alone. This represents a free cash flow yield of
6.0%. However, in a normalized housing market that has new home sales of around one
million units per year, the company’s potential free cash flow could easily be twice as
high, as indicated by the 2003-2004 experience. Also, this does not take the Canadian
operations into account. While we lack historical information regarding the cash flow for
these operations, which was not broken out by its former parent Brookfield Office
Properties, based on the operating income history, these operations appear capable of
generating around $100 million in annual profits:
Canadian Operations – Operating Income
2010
2009
2008
2007
2006

$128 million
$114 million
$144 million
$237 million
$144 million

If the US and Canadian operations each were to generate $100 million in net profits, which
appears to be a possibility in a normalized market, Brookfield Residential currently trades
at approximately 3.5x such earnings. At 10x such earnings, the company would have a
$2.0 billion market capitalization, which equates to approximately $20 per share.
Valuation Based on ‘Normalized’ Profit Margins and Revenues
Historically, homebuilders appear to have been reasonably successful at maintaining gross
margins during a recession. It is, rather, a decline in sales volume that has a dramatic
impact on profitability, since the total dollars consumed by the administrative and
financing costs of maintaining a given level of business cannot be adjusted sufficiently in
the near term to meaningfully offset the larger-magnitude decline in revenues.
The past few years cannot be considered representative of the earnings power of the
homebuilders, given the all-time low in new home sales and the need to take substantial
impairment write-offs on unsold homes and land. Instead, one might focus on the 20002002 time period, which was a period of recession, and before ultra-low federal funds rates
began to fuel the ‘creative’ mortgages that ultimately contributed to the inflation of the
housing bubble. During that period the largest homebuilders in North America had the
following operating margins:
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Operating Margin
Company
DR Horton
Pulte Group
Lennar
NVR
KB Home
Ryland
Toll Brothers

2002
8.9%
9.6%
15.0%
16.4%
10.1%
18.0%
17.6%
13.7%

2001
8.7%
8.9%
14.3%
14.7%
8.4%
14.2%
17.8%
12.4%

2000
8.2%
8.2%
10.8%
12.2%
7.9%
10.7%
15.3%
10.5%

Brookfield Homes

10.3%

9.9%

8.8%

The net profit margins were as follows:
Net Profit Margin
Company
DR Horton
Pulte Group
Lennar
NVR
KB Home
Ryland
Toll Brothers

Brookfield Homes

2002
6.1%
6.1%
8.0%
10.8%
6.2%
6.6%
9.4%
7.6%
5.5%

2001 2000
5.9% 5.3%
5.6% 4.5%
7.5% 5.2%
9.3% 7.0%
4.7% 5.3%
4.9% 3.6%
9.6% 8.0%
6.8% 5.6%
5.5%

4.9%

In both cases, it appears Brookfield Homes’s profit margins were slightly below those of
its peer group, which can be explained by the fact that its communities were only
established in the late 1990s and, therefore, a lot of its assets were still dormant in the early
part of the decade. As the chart below indicates, in the ensuing three years, Brookfield
Residential’s operating and net profit margins widened significantly (3-4 fold) from the
2000-2002 time period:
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Brookfield Homes’s operating margin rose from around 10% prior to the formation of the
bubble to more than 30% at the peak in 2005, while its net profit margin, which hovered
around 5-6% before the bubble, expanded to just over 20% in 2005. Therefore, assuming
that the real estate market will normalize over the next few years, it may be conservative to
forecast a return to at least a 6-7% net profit margin, in line with what the large
homebuilders experienced 2000-2000, and perhaps even 10% or higher if new home sales
return to a level of around one million units per year.
Brookfield Homes’s revenues fell dramatically from the 2004-2005 peak, mostly as a
result of fewer homes sold:
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Therefore, the revenue decline is almost entirely related to the decline in home sales. In
fact, the average selling price was almost the same in 2010 as in the peak 2004-2005
period. Consequently, it is likely that once new home sales rebound from the current alltime low levels to a more normalized level, Brookfield Residential’s US-derived revenues
will rise by a commensurate percentage. For example, assuming that nationwide new home
sales recover to a rate of approximately 900,000 single family homes per year a few years
hence, from the current level of around 300,000 units, the company’s US home sales and
revenues could well expand three-fold as well.
Consequently, in this scenario, if the company can achieve annual revenues of $1.0 billion
from its US operations, driven by the resurgence in the market, its profit margins should
also return to the levels achieved when last its revenues reached that level, which indicates
a net profit margin of around 13.8%, which was achieved on average during the 2002-2006
time frame, in which Brookfield Homes reported average annual revenues of $972 million.
Thus, Brookfield Residential’s US operations would report net income of $138 million on
$1.0 billion in revenues in this example, indicating a price/earnings ratio of just over 4.7x
its US operations alone. Alternatively, if the US operations were valued at 12x such
earnings, they would be worth $1.65 billion. As far as the Canadian assets are concerned,
they were valued at $1.20 billion at the time of the merger just a few months ago, which
should be compared to the $1.17 billion enterprise value of Brookfield Residential at the
current time. Clearly, the upside is rather significant when the new home sales market
recovers.
Valuation Based on Assets
Just to provide an example of an alternative way to value the company, if we assume that
the company will slowly liquidate its inventory of lots over the next decade, without
incurring any further development costs, and assuming that the selling prices will be
equivalent to the average received in the first six months of 2011, depressed as those prices
may be, the gross proceeds to Brookfield Residential would be approximately $16.7
billion:
Lots controlled:
Canada
California
Central and Eastern US
Total

Total Units*
56,174
21,854
30,290
108,318

Average Selling Price
$141,000
$271,000
$94,000

*As of June 30, 2011
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Value (millions)
$7,921
$5,922
$2,847
$16,690
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Consequently, at an enterprise value of $1.175 billion, Brookfield Residential is trading at
approximately 7% of the value of its lots:

Market Capitalization
Net Debt
Enterprise Value

Stock Price
$6.70

Shares Outstanding
101.3

EV/Lot Value

Total (millions)
$679
$496
$1,175
7.0%

Potential investors can make their own assumptions regarding future selling prices, cost of
goods sold, tax consequences, discount rates and the time it will take to sell the lots, but
this exercise is primarily meant to highlight the significant difference in enterprise value
and potential value of the lots held.
Investment Summary
Brookfield Residential provides an investor exposure to the stable Canadian housing
market while at the same time providing attractive opportunities to benefit from a potential
housing recovery in the U.S. Given the fact that the company is profitable, cash flow
positive and trades at a discount of 29% to its tangible book value, investors can afford to
wait for a housing recovery, which is perhaps more than one can say for some of its
competitors.
While the housing market downturn resulted in a significant decline in revenues from 2005
to the current time, the situation is unlikely to continue much longer. Brookfield
Residential’s revenues have declined because considerably fewer homes have been sold in
the US, which is a reflection of the same trends in the nationwide real estate market. In
2005, new single-family home sales were 1.283 million units in the U.S., as compared to
an annual rate of 295,000 for August 2011. Thus, the overall market has declined by 77%
since 2005 and Brookfield Residential’s US-derived revenues are highly correlated to these
sales trends. However, in the long-run, demand for housing units is highly correlated to
population growth and the replacement of older or destroyed homes. That ‘normalized’
demand is approximately 900,000-1.0 million new homes per year.
While new single-family home sales in the US exceeded 1.0 million units every year
between 2003-2006, that excess supply should have been absorbed by the end of 2008 and
the shortfall in demand in the past three years can likely be explained by people’s
reluctance to buy a house in a weakening market, banks’ reluctance to approve mortgages
to anyone with less than stellar credit as well as a general concern about the economy and
the high unemployment rate. Even so, with around 280,000-380,000 new single family
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homes sold in 2009 – 2011, relative to the normalized demand of perhaps 950,000 per
year, a pent-up demand of approximately 1.7-2.0 million new homes may have been
created. Therefore, when foreclosure activity winds down and the economy and job market
improve, it is likely that the housing market will not only return to its normalized demand,
but overshoot to accommodate the pent-up demand in the first 2-3 years of recovery. As
such, it is possible that new home sales will soon return to a level of more than 1.0 million
units per year, which in and of itself will provide a substantial boost to the economy, the
job market and consumer confidence – a true virtuous cycle.
Homebuilders such as Brookfield Residential should be the primary beneficiaries of this
potential improvement in demand. The company has reduced its cost structure to the point
at which it is profitable at the current, depressed, level of new home sales in the US. With a
potential 4x increase in sales activity in the US, which should have a commensurate impact
on the company’s US-derived revenues, its profitability will probably increase strongly in
a recovering housing market.
From the time it was founded in 1997 to 2002, before the housing bubble started to inflate,
predecessor company Brookfield Homes experienced an average operating margin of
12.6%. Thus, if its Brookfield Residential’s revenues were to reach to the $2.0 billion level
(approximately a 4-fold increase relative to current run-rate of US-derived revenues and
assuming flat Canadian-derived revenues) with an operating margin of 12.6%, operating
income would be $252 million, with net income of approximately $164 million, assuming
a 35% tax rate. At 10x earnings, the company would then have a market capitalization of
$1.64 billion, indicating a share price of approximately $16. Consequently, with low
downside risk and strong potential upside, the company’s shares clearly appear to have an
asymmetrical return potential and, therefore, are recommended for purchase.
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BROOKFIELD RESIDENTIAL PROPERTIES INC.
CONSOLIDATED BALANCE SHEETS (in thousands of U.S. dollars)
June 30
2011
Assets
Land and housing inventory .............................................$ 2,192,157
Investments in unconsolidated entities …............................3 136,585
Receivables and other assets................................................ 4 233,963
Restricted cash ...................................................................... 5 18,048
Cash............................................................................................. 2,165
Deferred income tax assets..............................................................—
$ 2,582,918
Liabilities and Equity
Project specific and other financings ...................................$ 873,797
Notes payable ........................................................................ 498,235
Accounts payable and other liabilities......................................234,210
Deferred income tax liabilities.................................................. 13,609
Total liabilities...................................................................... 1,619,851
Other interests in consolidated subsidiaries................................34,117
Preferred shares.............................................................................1,748
Common shares.............................................................. ………93,383
Additional paid-in-capital ........................................................ 401,040
Treasury stock, at cost........................................................................—
Retained earnings........................................................................345,497
Non-controlling interest ................................................................ 5,818
Accumulated other comprehensive income ................................. 81,464
928,950
$ 2,582,918
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December 31
2010
$ 2,193,947
137,203
217,972
7,366
4,345
75,225
$2,636,058
$1,025,339
—
288,456
—
1,313,795
42,461
288,065
183,803
151,617
(110,807)
692,855
6,456
67,813
1,279,802
$ 2,636,058
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CONSOLIDATED STATEMENTS OF OPERATIONS
(all dollar amounts are in thousands of U.S. dollars, except per share amounts)
Three Months Ended June 30
Six Months Ended June 30
2011
2010
2011
2010
Revenue
Land ................................. $ 146,902
$ 97,966
$ 243,481
$ 155,943
Housing ............................... 88,640
175,159
172,191
258,584
235,542
273,125
415,672
414,527
Direct Cost of Sales
Land ..................................... (104,204)
(52,046)
(157,310)
(81,556)
Housing ................................. (76,498)
(141,355)
(148,253)
(211,753)
(180,702)
(193,401)
(305,563)
(293,309)
Selling, general & admin..... (19,237)
(25,596)
(45,594)
(48,758)
Equity in earnings / (loss) from
unconsolidated entities …….. 3,022
(743)
3,941
(61)
Depreciation ......................... (886)
(731)
(1,872)
(1,620)
Interest expense .................... (10,886)
—
(14,166)
—
Other (expense) / income....... (650)
4,600
(276)
6,939
Income Bef. Inc. Taxes.......... 26,203
57,254
52,142
77,718
Income tax expense ............... (7,366)
(17,908)
(91,071)
(21,901)
Net Income / (Loss) .............. 18,837
39,346
(38,929)
55,817
Other Comprehensive Income
Foreign currency translation..284
(35,566)
13,651
(9,021)
Comprehensive Income ......... $ 19,121
$ 3,780
$ (25,278)
$ 46,796
Net income / (loss) attributable to:
Brookfield Residential.......... $ 19,267
$ 39,216
$ (37,716)
$ 56,963
Non-controlling interests and other interests in
consolidated subsidiaries......... (430)
130
(1,213)
(1,146)
$ 18,837
$ 39,346
$ (38,929)
$ 55,817
Comprehensive Income / (Loss) Attributable to:
Brookfield Residential . $ 19,551 $
3,650
$ (24,065)
$ 47,942
Non-controlling interests and other interests in
consolidated subsidiaries..... (430)
130
(1,213)
(1,146)
$ 19,121
$ 3,780
$ (25,278)
$ 46,796
Common Shareholders Earnings / (Loss) per Share
Basic....................................... $ 0.19
$ 0.34
$ (0.37)
$ 0.46
Diluted ................................. $ 0.19
$ 0.34
$ (0.37)
$ 0.46
Weighted Average Common Shares Outstanding (in thousands)
Basic....................................... 101,187
101,343
101,187
101,343
Diluted .................................. 101,356
101,540
101,187
101,540
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