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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the quarterly period ended June 30, 2018.

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the transition period from to

001-07395

Commission File Number

AV HOMES, INC.
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(Exact name of registrant as specified in its charter)

Delaware 23-1739078
(State or other Jurisdiction of Incorporation or Organization) (I.R.S. Employer Identification No.)

6730 N. Scottsdale Rd., Suite 150, Scottsdale, Arizona 85253
(Address of Principal Executive Offices) (Zip Code )

(480) 214-7400

(Registrant’s telephone number, including area code)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes  No

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yes  No

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
smaller reporting company, or an emerging growth company. See the definitions of “large accelerated filer,” “accelerated
filer,” “smaller reporting company,” and “emerging growth company” in Rule 12b-2 of the Exchange Act.

Large Accelerated filer Accelerated filer Non-accelerated filer Smaller reporting company Emerging growth company

If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards provided pursuant to Section 13(a) of the
Exchange Act
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes  No

As of July 20, 2018, there were 22,361,511 shares of common stock, $1.00 par value, issued and outstanding.
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PART I. Financial Information

ITEM 1. FINANCIAL STATEMENTS

AV HOMES, INC. AND SUBSIDIARIES
Consolidated Balance Sheets

(in thousands, except per share amount)

Assets

Cash and cash equivalents
Restricted cash

Receivables

Land and other inventories
Property and equipment, net
Prepaid expenses and other assets
Deferred tax assets, net

Goodwill

Total assets

Liabilities and Stockholders’ Equity

Liabilities

Accounts payable

Accrued and other liabilities
Customer deposits

Estimated development liability
Senior debt, net

Total liabilities

Stockholders’ Equity

Common stock, par value $1 per share
Additional paid-in capital

Retained earnings

Treasury stock
Total stockholders’ equity
Total liabilities and stockholders’ equity

June 30,

2018

(unaudited)

$ 115,978
1,794
4,366
731,552
39,948
21,693
70,079
39,023

$ 1,024,433

$ 40,542
33,418
13,730
31,363
473,086
592,139

22,472
406,292
6,549
435,313
(3,019)
432,294

$ 1,024,433

December 31,
2017

$ 240,990
1,165
13,702
603,851
32,664
17,117
70,365
30,290

$ 1,010,144

$ 35,810
29,193
9,507
31,556
472,108
578,174

22,475
404,859
7,655
434,989
(3,019)
431,970

$ 1,010,144
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See notes to consolidated financial statements (unaudited).
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AV HOMES, INC. AND SUBSIDIARIES
Consolidated Statements of Operations

(in thousands, except per share amounts)

(unaudited)

Three Months Ended Six Months Ended

June 30, June 30,

2018 2017 2018 2017
Revenues
Homebuilding $ 198,656 $ 196,884 $ 343,801 $ 345,544
Amenity and other 4,289 4,125 9,107 8,762
Land sales 615 185 2,660 2,436
Total revenues 203,560 201,194 355,568 356,742
Expenses
Homebuilding cost of revenue 164,055 162,600 285,032 285,465
Amenity and other 4,106 3,566 9,350 7,896
Land sales 207 180 438 1,162
Total real estate expenses 168,368 166,346 294,820 294,523
Selling, general and administrative expenses 28,718 27,014 54,233 49,385
Interest income and other (581) (253) (850) (258)
Interest expense 3,012 3,685 6,403 4,522
Loss on extinguishment of debt — 2,933 — 2,933
Total expenses 199,517 199,725 354,606 351,105
Income before income taxes 4,043 1,469 962 5,637
Income tax expense 1,044 822 306 2,551
Net income $ 2,999 $ 647 $ 656 $ 3,086
Basic earnings per share $0.13 $ 0.03 $ 0.03 $ 0.14
Basic weighted average shares outstanding 22,584 22,487 22,577 22,479
Diluted earnings per share $0.13 $ 0.03 $ 0.03 $ 0.14
Diluted weighted average shares outstanding 22,925 22,800 22,908 22,785

See notes to consolidated financial statements (unaudited).
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AV HOMES, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows
(in thousands)

(unaudited)

Six Months Ended June 30,

2018 2017
Operating Activities
Net income $ 656 $ 3,086
Adjustments to reconcile net income to net cash used in operating activities:
Depreciation and amortization 4,261 3,585
Amortization of share-based compensation 1,460 1,529
Change in fair value of contingent consideration (1,294) —
Impairment charges 1,222 219
Loss on extinguishment of debt — 2,933
Deferred income taxes, net 286 2,394
Other adjustments 143 366
Changes in operating assets and liabilities:
Receivables 9,336 1,327
Land and other inventories (101,029) (46,457)
Prepaid expenses and other assets (4,227) (4,022)
Accounts payable, estimated development liability, and accrued and other
liabilities 6,807 (6,599)
Customer deposits 4,154 5,689
Net cash used in operating activities (78,225) (35,950)
Investing Activities
Investment in property and equipment (3,685) (1,256)
Business acquisitions (42,423) (41,053)
Other investing activities — (12)
Net cash used in investing activities (46,108) (42,321)
Financing Activities
Proceeds from issuance of debt — 400,000
Gross proceeds from senior secured credit facility — 30,000
Payments of senior secured credit facility — (30,000)
Debt issuance costs — (8,091)
Principal payments of senior debt — (47,248)
Contingent consideration and other financing activities (50) (2,782)
Net cash provided by (used in) financing activities (50) 341,879
Increase (decrease) in cash, cash equivalents and restricted cash (124,383) 263,608

Cash, cash equivalents and restricted cash at beginning of period 242,155 69,023
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Cash, cash equivalents and restricted cash at end of period

Supplemental cash flow information:

Interest paid, net of capitalized interest

Income taxes paid

Supplemental non-cash investing activity:

Accrual of contingent consideration as of the acquisition date

See notes to consolidated financial statements (unaudited).
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$ 117,772

$ 5,017
$ 190

$ 2,418

$ 332,631

$ 1,530
$ 580

$ 1,818
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AV HOMES, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (unaudited)

June 30, 2018

Note 1 - Summary of Significant Accounting Policies

Basis of Presentation

The accompanying consolidated financial statements include the accounts of AV Homes, Inc. and all subsidiaries,
partnerships and other entities in which AV Homes, Inc. (“AV Homes,” “we,” “us,” “our,” or “the Company”) has a controllin,
interest. The interim consolidated financial statements have been prepared, without audit, pursuant to the rules

and regulations of the Securities and Exchange Commission (the “SEC”). Accordingly, they do not include all
information and footnotes required by U.S. generally accepted accounting principles (“GAAP”) for complete financial
statements. These statements reflect all normal and recurring adjustments that, in the opinion of management, are
necessary to present fairly the financial position, results of operations and cash flows of AV Homes as of June 30,
2018 and for all periods presented. These statements should be read in conjunction with our consolidated financial
statements and notes thereto included in AV Homes’ Annual Report on Form 10-K for the year ended December 31,
2017. All significant intercompany accounts and transactions have been eliminated in consolidation. For comparative
purposes, certain prior year amounts have been reclassified to conform to the current year presentation. We have no
components of comprehensive income; therefore, net income and comprehensive income are the same for the three
and six months ended June 30, 2018 and 2017.

Definitive Merger Agreement with Taylor Morrison Home Corporation

On June 7, 2018, we entered into an Agreement and Plan of Merger (the “Merger Agreement”) with Taylor Morrison
Home Corporation, a Delaware corporation (“Taylor Morrison”), Taylor Morrison Communities, Inc., a Delaware
corporation and an indirect subsidiary of Taylor Morrison (the “Intermediate Parent”), and Thor Merger Sub, Inc., a
Delaware corporation and an indirect subsidiary of Taylor Morrison (the “Merger Sub”), pursuant to which Merger Sub
will be merged with and into the Company (the “Merger”), with AV Homes continuing as the surviving entity in the
Merger as an indirect subsidiary of Taylor Morrison. As a result of the merger, we will cease to be a publicly traded
company.

Subject to the terms and conditions set forth in the Merger Agreement, at the effective time of the Merger (the
“Effective Time”), each issued and outstanding share of common stock, par value $1.00 per share, of AV Homes (the
“Company Common Shares”) (excluding any shares (i) subject to vesting, repurchase or other lapse restriction granted

11
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under a Company equity plan that is outstanding immediately prior to the Effective Time; (ii) held by any stockholder
who properly demands and perfects his, her or its appraisal rights with respect to such shares; or (iii) owned directly
by the Company (or any wholly owned subsidiary of the Company, Taylor Morrison or Merger Sub immediately prior
to the Effective Time)) will be converted into the right to receive and become exchangeable for (A) 0.9793 validly
issued, fully paid and nonassessable shares of Class A common stock, $0.00001 par value per share, of Taylor
Morrison (“Taylor Morrison Shares”), pursuant to applicable election procedures (subject to the pro ration as described
below, the “Stock Election Consideration); (B) $21.50 in cash, without any interest thereon, pursuant to applicable
election procedures (subject to the pro ration as described below, the “Cash Election Consideration”); or (C) $12.64 in
cash, without any interest thereon, and 0.4034 validly issued, fully paid and nonassessable Taylor Morrison Shares
(the “Mixed Election Consideration” and, together with the Cash Election Consideration and the Stock Election
Consideration, the “Merger Consideration”). The per share Cash Election Consideration and Stock Election
Consideration are subject to adjustment pursuant to the terms of the Merger Agreement such that the aggregate
Merger Consideration will consist of approximately 58.8% cash and approximately 41.2% Taylor Morrison Shares.
No fractional Taylor Morrison Shares will be issued in the Merger, and the Company stockholders will receive cash in
lieu of any fractional shares.

The completion of the Merger is subject to the satisfaction or waiver of certain customary conditions, including (i) the
adoption of the Merger Agreement by our stockholders, (ii) the absence of any law or order prohibiting the Merger,
(iii) the effectiveness of the registration statement on Form S-4 filed by Taylor Morrison and the approval for listing
on the NYSE of the Taylor Morrison Shares to be issued pursuant to the Merger; (iv) the absence of a material adverse
effect on AV Homes and (v) certain other customary conditions relating to the parties’ representations and warranties
in the Merger Agreement and the performance of their respective obligations. The Merger is not subject to approval
by the stockholders of Taylor Morrison or to any financing condition and Taylor Morrison represents and warrants in
the Merger Agreement that it will have at the Effective Time cash on hand and available borrowing capacity sufficient
in the aggregate to fund all of its payment obligations under the Merger Agreement and in connection with the
transactions contemplated under the Merger Agreement, including the Merger.

12



Edgar Filing: AV Homes, Inc. - Form 10-Q

Table of Contents

The Merger Agreement contains certain termination rights, including (i) in the event that the parties mutually agree to
termination, (ii) for either of the Company or Taylor Morrison, if the Merger is not consummated on or before
December 7, 2018, (iii) for either of the Company or Taylor Morrison, if any law or order permanently prohibits
consummation of the Merger, (iv) for either of the Company or Taylor Morrison, if the requisite approval of the
Company’s stockholders is not obtained, (v) for either of the Company or Taylor Morrison, if the other party is in
breach of its respective representations and warranties or covenants under the Merger Agreement such that a closing
condition is not satisfied (subject to notice and cure and other customary exceptions), (vi) for Taylor Morrison, if the
Company’s board of directors changes its recommendation to the Company’s stockholders or (vii) for the Company, in
order to enter into an agreement providing for a superior alternative transaction.

The Merger Agreement provides that, in connection with the termination of the Merger Agreement under specified
circumstances, the Company may be required to pay to Taylor Morrison a termination fee equal to $18,472,000 in
cash.

Concurrently with the execution and delivery of the Merger Agreement, on June 7, 2018, Taylor Morrison and TPG
Aviator, LP (“TPG”) entered into a voting agreement (the “Voting Agreement”) to become effective immediately
following approval from the Company’s board of directors of the Voting Agreement and the Merger Agreement.
Pursuant to the terms of the Voting Agreement, TPG agreed, among other things, to vote all outstanding Company
Common Shares currently held or thereafter acquired by TPG in favor of the adoption of the Merger Agreement and
against any proposal by third parties to acquire the Company, and to take certain other actions in furtherance of the
transactions contemplated by the Merger Agreement, including electing to receive solely Stock Election
Consideration, in each case subject to the limitations set forth in the Voting Agreement.

The foregoing description of the Merger Agreement and Voting Agreement is only a summary, does not purport to be
complete and is qualified in its entirety by reference to the full text of such agreements, which have been filed as
Exhibit 2.1 and Exhibit 99.1, respectively, to our Current Report on Form 8-K that was filed with the SEC on June 7,
2018.

Use of Estimates

The preparation of our consolidated financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the amounts reported in the financial statements and accompanying notes.
Actual results could differ from those estimates.

Cash and Cash Equivalents and Restricted Cash

13
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We consider all highly liquid investments purchased with an initial maturity of three months or less to be cash
equivalents. As of June 30, 2018, our cash and cash equivalents were invested primarily in money market
accounts. Due to the short maturity period of the cash equivalents, the carrying amounts of these instruments
approximate their fair values.

Our cash items that are restricted as to withdrawal or usage include deposits of $1.8 million and $1.2 million as of
June 30, 2018 and December 31, 2017, respectively. Our restricted cash is comprised mainly of customer deposits
held in a third-party escrow account and cash held to guarantee our performance to construct improvements in certain
communities.

The following table provides a reconciliation of cash, cash equivalents and restricted cash reported within the
consolidated balance sheets to the amounts shown in the consolidated statements of cash flows as of June 30, 2018
and 2017 (in thousands):

June 30, June 30,

2018 2017
Cash and cash equivalents $ 115,978 $ 331,227
Restricted cash 1,794 1,404

Total cash, cash equivalents and restricted cash $ 117,772 $ 332,631

Receivables

Receivables primarily consist of amounts in transit or due from title companies for home closings and for rebates.

14



Edgar Filing: AV Homes, Inc. - Form 10-Q

Table of Contents

Land and Other Inventories and Homebuilding Cost of Revenue

Land and other inventories include expenditures for land acquisition, land development, home construction,
construction costs for amenities, and direct and allocated indirect costs, including interest cost capitalized until
development and construction are substantially completed. These costs are assigned to components of land and other
inventories based on specific identification, relative sales value, or area allocation methods.

Land and other inventories are stated at cost unless the asset is determined to be impaired, in which case the asset is
written to its fair value, in accordance with Accounting Standards Codification (“ASC”) 360, Property, Plant and
Equipment (“ASC 360”).

Homebuilding cost of revenue is comprised of direct and allocated costs, including estimated future costs for the
limited warranty we provide on our homes. Land acquisition, land development and other common costs are generally
allocated on a relative sales value or area allocation basis to the homes or lots within the applicable community or land
parcel. Land acquisition and land development costs include related interest and real estate taxes during the period of
time under development.

We evaluate our land and other inventories for impairment on a quarterly basis in accordance with ASC 360 to reflect
market conditions, including a consideration of supply of new and resale homes for sale in the respective market, level
of foreclosure activity and competition. For assets held and used, if indicators are present, we perform an impairment
test by comparing the estimated future undiscounted cash flows to be generated by the asset to its carrying value. If
such cash flows are less than the asset’s carrying value, the carrying value is written down to its estimated fair value.
Generally, fair value is determined by discounting the estimated cash flows at a rate commensurate with the inherent
risks associated with the asset and related estimated cash flow streams. The discount rate used in the determination of
fair value would vary, depending on the state of development. Assumptions and estimates used in the determination of
the estimated future cash flows are based on several factors, including expectations of future operations and economic
conditions. Changes to these assumptions could significantly affect the estimates of future cash flows, which could
affect the potential for future impairments. Due to the uncertainties of the estimation process, actual results could
differ significantly from such estimates.

During the three and six months ended June 30, 2018, our impairment assessments resulted in $0.6 million and $1.2
million of impairment charges, respectively, and are included in homebuilding cost of revenue in the consolidated
statements of operations. During the three and six months ended June 30, 2017, our impairment assessments resulted
in $0.1 million and $0.2 million, respectively.

Property and Equipment, net

15
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Property and equipment, net are stated at cost less accumulated depreciation, and depreciation is computed by the
straight-line method over the following estimated useful lives of the assets: land improvements 5 to 15 years;
buildings and improvements 3 to 40 years; and machinery, equipment and fixtures 3 to 10 years. Maintenance and
operating expenses of equipment utilized in the development of land are capitalized to land inventory. All other
repairs and maintenance are expensed as incurred.

Property and equipment includes amenity assets such as club facilities on properties we own. The cost of amenity
assets includes expenditures for land acquisition, construction, land development and direct and allocated costs.
Property and equipment owned and constructed by us also includes interest cost incurred during development and
construction.

Each reporting period, we review our property and equipment for indicators of impairment in accordance with ASC
360. For our amenities, which are located within our housing communities, indicators of impairment are similar to
those of our housing communities (described above), as these factors may impact our ability to generate revenues at
our amenities or cause construction costs to increase. In addition, we factor in the collectability and potential
delinquency of the fees due for our amenity memberships. During the three and six months ended June 30, 2018 and
2017, we did not identify indicators of impairment for our property and equipment.

16
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Investments in Unconsolidated Entities

We participate in entities in which we own less than 100% of the equity interests. One entity in which we have a 58%
equity interest was formed for the purpose of acquiring and developing land in our Encore active adult community in
Arizona, while the other is a mortgage joint venture in which we have a 50% equity interest that was formed in the

fourth quarter of 2017 to serve as a preferred lender for homebuyers in our markets, along with other related services.

We determine the method for accounting for our investments at inception or upon a reconsideration event. We share in
the profits and losses of unconsolidated entities generally in accordance with our ownership interests. Earnings from
investments in unconsolidated entities is included within interest income and other in our consolidated statements of
operations. We and our equity partners make initial and ongoing capital contributions to these unconsolidated entities
on a pro-rata basis. The obligation to make capital contributions is governed by each unconsolidated entity’s respective
operating agreement or other governing documents. The balance of our investments in unconsolidated entities was
$0.2 million and $0.3 million as of June 30, 2018 and December 31, 2017, respectively, and is included in prepaid
expenses and other assets in our consolidated balance sheets.

Goodwill

Goodwill arises from business combinations and represents the excess of the consideration transferred for an acquired
entity over the net fair value amounts that were assigned to the identifiable assets acquired and the liabilities assumed.
Goodwill is tested for impairment at the reporting unit level on an annual basis and between annual tests if an event
occurs or circumstances change that would more likely than not reduce the fair value of the reporting unit below its
carrying value. There were no indicators of impairment during the three and six months ended June 30, 2018 and
2017.

Revenue Recognition

We recognize homebuilding, amenity and land sales revenues in accordance with ASC 606, Revenue from Contracts
with Customers (“ASC 606”), which requires revenue to be recognized in a manner to depict the transfer of goods or
services to a customer at an amount that reflects the consideration expected to be received in exchange for those goods
or services.

Our homebuilding contracts require us to construct and deliver homes to our customers. The transaction price is stated
in the final sales contract that is signed by the customer. Homebuilding revenue is recognized at closing when
payment is due and when title to and possession of the property are transferred to the homebuyer.

17
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We own and operate certain amenities pursuant to recorded mandatory club plans, which require us to provide
members with access to amenity facilities in exchange for the payment of club dues. We collect club dues and other
fees from our members, which are billed on a monthly basis. Our performance obligation is to make available the club
amenities on an ongoing basis. Accordingly, we recognize revenue over the period for which dues have been paid.
Revenue from our golf club operations is also included in amenity revenue and is recognized as the service is
provided.

Our contracts for sales of land involve the selling of real property. The transaction price is stated in the final sales
contract that is signed by the customer. Land sales revenue is recognized at closing when payment is due and when
title to and possession of the real property are transferred to the buyer.

We report our revenue from contracts with customers by type of good or service and by geographical regions, as we
believe this achieves the disclosure objective to depict how the nature, amount, timing and uncertainty of revenue and
cash flows are affected by economic factors. See the accompanying consolidated statements of operations and
segment operating statements in Note 7, Segment Information, for our disaggregated revenue disclosures.

We have contract assets that consist of cash from home closings held in escrow for our benefit, typically for less than
five days, which are considered deposits in-transit and classified as cash. Contract liabilities include earnest money
deposits collected from home or land buyers pursuant to our written sales contracts. These deposits remain classified
as liabilities and are recognized as revenue at the time of closing when full payment is received. If a contract is
cancelled by a customer and the related deposit is non-refundable, the deposit is recognized as homebuilding or land
sales revenue. See the accompanying consolidated balance sheets for our customer deposits balances as of June 30,
2018 and December 31, 2017. During the three and six months ended June 30, 2018, we recognized $4.5 million and
$8.7 million, respectively, of homebuilding revenue that

7
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was included in our customer deposit liability balance as of December 31, 2017. See Warranty Costs within this Note
1, Summary of Significant Accounting Policies, for information on warranties and related obligations.

A number of practical expedients are available in the application of the recognition and measurement principles with
ASC 606. We have elected to apply the portfolio approach to our homebuilding and amenity contracts rather than
evaluating individual contracts since the characteristics of each type of contract are similar. We reasonably expect that
this election will not be materially different from the impact of applying ASC 606 on an individual contract basis. In
addition, since our homebuilding and land sale contracts are typically completed in less than a year, we have not
disclosed the transaction price for the remaining performance obligations as of the end of each reporting period or
when we expect to recognize this revenue. For amenity contracts, we have elected to use the invoice practical
expedient since we determined that we have a right to invoice an amount that corresponds directly with the value to
the customer of our performance completed to date. See Recent Accounting Pronouncements within this Note 1,
Summary of Significant Accounting Policies, for further discussion.

Sales Incentives

When sales incentives involve a discount on the selling price of the home, we record the discount as a reduction of
revenue at the time of home closing. If the sales incentive requires us to provide a free product or service to the
customer, the cost of the free product or service is recorded as homebuilding cost of revenue at the time of home
closing. This includes the cost related to optional upgrades and seller-paid financing costs, closing costs, homeowners’
association fees, or merchandise.

Advertising Costs

Advertising costs are expensed as incurred. During the three and six months ended June 30, 2018, advertising costs
were $1.0 million and $2.0 million, respectively. During the three and six months ended June 30, 2017, advertising
costs were $1.0 million and $1.9 million, respectively. Advertising costs, sales commissions and closing costs are
included in selling, general and administrative expenses in the accompanying consolidated statements of operations.

Warranty Costs

Warranty reserves for homes are established to cover estimated costs for materials and labor with regard to
warranty-type claims to be incurred subsequent to the closing of a home. Reserves are determined based on historical
data and other relevant factors. We have, and require our subcontractors to have, general liability, property, workers’
compensation, and other business insurance. These insurance policies protect us against a portion of our risk of loss
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from claims, subject to certain self-insured per occurrence and aggregate retentions, deductibles, and available policy
limits. We may have recourse against subcontractors for certain claims relating to workmanship and materials.
Warranty reserves are included in accrued and other liabilities in the accompanying consolidated balance sheets.

During the three and six months ended June 30, 2018 and 2017, changes in the warranty reserve consisted of the
following (in thousands):

Three Months Ended Six Months Ended

June 30, June 30,

2018 2017 2018 2017
Accrued warranty reserve, beginning of period $ 4,623 $ 3,490 $ 4916 $ 4,033
Reserve provided 1,363 1,393 2,360 1,809
Payments (1,280) (1,019) (2,570) (1,978)
Accrued warranty reserve, end of period $ 4,706 $ 3,864 $ 4,706 $ 3,864

Income Taxes

Our effective tax rate for the three and six months ended June 30, 2018 was 25.8% and 31.8%, respectively. Our

effective tax rate for the three and six months ended June 30, 2017 was 55.9% and 45.3%, respectively. Our effective

tax rate is impacted by a number of factors, the most significant of which is the enactment of the Tax Cuts and Jobs

Act (“TCJA”) on December 22, 2017. In accordance with Staff Accounting Bulletin No. 118 (“SAB 118”), we remeasured
the deferred tax assets as of December 31, 2017, based on the corporate income tax rate change from 35% to 21%. As

of June 30, 2018, we have not recorded any adjustments to these estimates. We expect our final accounting for the

TCJA under SAB 118 to be completed in the third quarter of 2018 when the 2017 income tax returns are filed.
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We evaluate our deferred tax assets each period to determine if a valuation allowance is required based on whether it
is “more likely than not” that some portion of the deferred tax assets would not be realized. The ultimate realization of
these deferred tax assets is dependent upon the generation of sufficient taxable income during future periods. We
conduct our evaluation by considering all available positive and negative evidence. This evaluation considers, among
other factors, historical operating results, forecasts of future profitability, the duration of statutory carryforward
periods, and the outlooks for the U.S. housing industry and broader economy. As of June 30, 2018, we do not have a
valuation allowance related to our deferred tax assets.

The accounting for deferred taxes is based upon estimates of future results. Differences between estimated and actual
results could result in changes in the valuation of our deferred tax assets that could have a material impact on our
consolidated results of operations or financial position. Changes in existing tax laws could also affect actual tax results
and the realization of deferred tax assets over time.

Unrecognized tax benefits represent the difference between tax positions taken or expected to be taken in a tax return
and the benefits recognized for financial statement purposes. As of June 30, 2018, we had no unrecognized tax
benefits.

Any interest or penalties assessed have been immaterial to our financial results. In the event we are assessed any
interest or penalties in the future, we plan to include them in our consolidated statements of operations as income tax
expense.

Share-Based Compensation

The Amended and Restated 1997 Incentive and Capital Accumulation Plan (2011 Restatement), as amended
(“Incentive Plan”), and the 2015 Incentive Compensation Plan (the “2015 Plan”) provide for the grant of stock options,
stock appreciation rights, stock awards, performance awards, and stock units to officers, employees and directors of
AV Homes. The exercise prices of stock options granted under the Incentive Plan and the 2015 Plan may not be less
than the stock exchange closing price of our common stock on the date of grant. Stock option awards under the
Incentive Plan and 2015 Plan generally expire 10 years after the date of grant.

As of June 30, 2018, there were an aggregate of 1.2 million shares available for grant under the 2015 Plan and 0.7
million shares reserved for future issuance relating to stock options, performance share units, and restricted stock units
previously awarded and currently outstanding under the 2015 Plan. Additionally, as of June 30, 2018, an aggregate of
0.4 million shares of our common stock were reserved for future issuance in connection with options and restricted
stock units previously awarded under the Incentive Plan.
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Earnings Per Share

Basic earnings per share is computed by dividing net income by the weighted average number of common shares
outstanding for the period. Diluted earnings per share reflects the potential dilution that could occur if securities or
other contracts to issue common stock were exercised or converted into common stock or resulted in the issuance of
common stock that then shared in the earnings of AV Homes. The computation of diluted earnings per share for the
three and six months ended June 30, 2018 did not assume the effect of convertible notes because the effects were
antidilutive. The computation of diluted earnings per share for the three and six months ended June 30, 2017 did not
assume the effect of employee stock options or convertible notes because the effects were antidilutive.
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The following table represents a reconciliation of the net income and weighted average shares outstanding for the
calculation of basic and diluted earnings per share for the three and six months ended June 30, 2018 and 2017 (in
thousands, except per share amounts):

Three Months Ended Six Months Ended

June 30, June 30,

2018 2017 2018 2017
Numerator:
Basic net income $ 2,999 $ 647 $ 656 $ 3,086
Effect of dilutive securities — — — —
Diluted net income $ 2,999 $ 647 $ 656 $ 3,086
Denominator:
Basic weighted average shares outstanding 22,584 22,487 22,577 22,479
Effect of dilutive securities 341 313 331 306
Diluted weighted average shares outstanding 22,925 22,800 22,908 22,785
Basic earnings per share $0.13 $ 0.03 $ 0.03 $0.14
Diluted earnings per share $ 0.13 $ 0.03 $ 0.03 $0.14

Recent Accounting Pronouncements

In January 2017, the FASB issued ASU No. 2017-01, Business Combinations (Topic 805), Clarifying the Definition
of a Business (“ASU 2017-01”). ASU 2017-01 clarifies the definition of a business with the objective of addressing
whether transactions involving in-substance nonfinancial assets, held directly or in a subsidiary, should be accounted
for as acquisitions or disposals of nonfinancial assets or of businesses. ASU 2017-01 was effective for us for the fiscal
year and interim periods beginning January 1, 2018 and was applied prospectively. The adoption of ASU 2017-01 did
not have a material impact on our consolidated financial statements.

In August 2016, the FASB issued ASU No. 2016-15, Statement of Cash Flows (Topic 230): Classification of Certain
Cash Receipts and Cash Payments (“ASU 2016-15"). ASU 2016-15 reduces the existing diversity in practice in financial
reporting across all industries by clarifying certain existing principles in ASC 230, Statement of Cash Flows (“ASC
230”), including providing additional guidance on how and what an entity should consider in determining the
classification of certain cash flows. Additionally, in November 2016, the FASB issued ASU No. 2016-18, Statement

of Cash Flows (Topic 230), Restricted Cash (“ASU 2016-18"). ASU 2016-18 clarifies certain existing principles in ASC
230, including providing additional guidance related to transfers between cash and restricted cash and how entities
present, in their statement of cash flows, the cash receipts and cash payments that directly affect the restricted cash
accounts. Both ASU 2016-15 and ASU 2016-18 were effective for us for the fiscal year and interim periods beginning
January 1, 2018 and were applied on a retrospective basis. The adoption of ASU 2016-15 and ASU 2016-18 resulted

in changes in the presentation of certain items within the consolidated statements of cash flows, including the
presentation of restricted cash, which decreased net cash used in operating activities by $0.2 million during the six
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months ended June 30, 2017. The adoption did not have a material impact on our consolidated financial statements.

In February 2016, the FASB issued ASU No. 2016-02, Leases (Topic 842) (“ASU 2016-02”). ASU 2016-02 will require
organizations that lease assets—referred to as “lessees”—to recognize on the balance sheet the assets and liabilities for the
rights and obligations created by those leases. Under ASU 2016-02, a lessee will be required to recognize assets and
liabilities for leases with lease terms of more than twelve months. Lessor accounting remains substantially similar to
current GAAP. In addition, disclosures of leasing activities are to be expanded to include qualitative along with

specific quantitative information. ASU 2016-02 is effective for us for fiscal years and interim periods beginning

January 1, 2019. The standard mandates a modified retrospective transition method. We continue to evaluate the

impact of adopting this guidance on our consolidated financial statements.

In May 2014, the FASB issued ASU No. 2014-09, Revenue from Contracts with Customers (“ASU 2014-09”). The
standard is a comprehensive new revenue recognition model that requires revenue to be recognized in a manner to
depict the transfer of goods or services to a customer at an amount that reflects the consideration expected to be
received in exchange for those goods or services. ASU 2014-09 also affects certain industry-specific cost guidance.
The FASB has also issued several updates to this standard. The standard was effective for us for annual and interim
periods beginning January 1, 2018.

10
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We have applied the provisions of ASU 2014-09 on a modified retrospective basis to contracts that were not
completed as of January 1, 2018 and concluded that there was no material change to the amount or timing of our
homebuilding, amenity and other, and land sales revenues. Our homebuilding revenue currently includes forfeited
customer deposits and did not change under the new standard. However, the standard impacted the timing of
recognition for certain selling costs related to model homes and sales offices. Prior to the adoption of ASU 2014-09,
for selling communities, these costs were capitalized as land and other inventories and expensed as homes in the
communities were closed in accordance with ASC 970-340. Upon adoption of ASC 2014-09, these capitalized selling
costs were recorded as property and equipment in the amount of $5.3 million, while the remaining costs that would
have been expensed under the new guidance are reflected as a $1.8 million reduction of retained earnings on January
1,2018.

Note 2 - Business Acquisitions

On January 8, 2018, we acquired substantially all of the assets and assumed certain liabilities of MMLC Texas
Builders, LLC (“Oakdale-Hampton Homes”) for $44.8 million, including an earn-out, which remains subject to
customary post-closing adjustments. A portion of the aggregate consideration equal to $0.6 million was placed in a
third-party escrow account as security for Oakdale-Hampton Homes’ indemnification and other obligations under the
purchase agreement. Oakdale-Hampton Homes acquires developed land and constructs single-family homes in the
Dallas-Fort Worth, Texas area. This acquisition marks our entry into a new key growth market. The results of
Oakdale-Hampton’s operations are included in our consolidated financial statements from the acquisition date of
January 8, 2018.

The Oakdale-Hampton Homes acquisition was accounted for in accordance with ASC 805, Business Combinations
(“ASC 805). We recorded the acquired assets and liabilities at their estimated fair values. We determined the estimated
fair values with the assistance of appraisals or valuations performed by independent third-party specialists, discounted
cash flow analyses, quoted market prices where available, and estimates by management. To the extent the
consideration transferred exceeded the fair value of the net assets acquired in this transaction, such excess was

assigned to goodwill.

The following table summarizes the calculation of the fair value of the total consideration transferred to
Oakdale-Hampton Homes and its preliminary allocation to the assets acquired and liabilities assumed as of the
acquisition date (in thousands):

Fair value of consideration transferred:
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Cash paid for net assets $ 42,423
Contingent consideration (earn-out) 2,418
Total consideration transferred $ 44,841

Assets acquired and liabilities assumed:

Assets

Receivables and other assets $ 719
Land and other inventories 34,933
Property and equipment 798
Trade name 560
Goodwill 8,733
Total assets acquired 45,743
Liabilities

Accounts payable 749
Accrued and other liabilities 84
Customer deposits 69
Total liabilities assumed 902
Total net assets acquired $ 44,841
Fair Value

Receivables and other assets, property and equipment, accounts payable and accrued and other liabilities were
generally stated at historical carrying values given the short-term nature of these assets and liabilities.

11
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We determined the fair value of land and other inventories on a lot-by-lot basis primarily using market comparable
land and home sales transactions combined with our estimates related to expected average home selling prices and
sales incentives, expected sales paces and cancellation rates, expected land development and construction timelines,
and anticipated land development, construction, and overhead costs. Such estimates must be made for each individual
community and may vary significantly between communities. The fair values of identified intangible assets were
determined using discounted cash flow models.

The $0.6 million of acquired intangible assets relates to trade names that are being amortized over 2.5 years.
Amortization expense for the three and six months ended June 30, 2018 was $0.1 million for each period, and is
included in selling, general and administrative expenses in the consolidated statements of operations.

We estimated the preliminary fair value of acquired assets and liabilities as of the date of acquisition based on
information available at that time. The valuation of these tangible and identifiable intangible assets and liabilities is
subject to further management review and may change.

Transaction and Integration Costs

Transaction and integration costs directly related to the Oakdale-Hampton Homes acquisition, including legal and
accounting fees, were expensed as incurred in accordance with ASC 805.

Goodwill

As of the acquisition date, goodwill consisted primarily of the expected economic value attributable to gaining access
to a new market with immediate revenue opportunities through an established backlog and assembled workforce. All
of the goodwill is expected to be deductible for income tax purposes and is assigned to the Texas reporting segment.

Supplemental Pro Forma Information

The following represents pro forma operating results as if Oakdale-Hampton Homes had been included in our
consolidated statements of operations as of the beginning of the fiscal year presented (in thousands, except per share
data):
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Three
Months
Ended Six Months Ended
June 30,
2017 June 30, 2017
Revenue $ 212481 $ 383,643
Net income 1,391 5,052
Basic earnings per share 0.06 0.22
Diluted earnings per share 0.06 0.22

The supplemental pro forma operating results have been determined after adjusting the operating results of
Oakdale-Hampton Homes to reflect additional expense that would have been recorded assuming the fair value
adjustments to inventory and intangible assets had been applied as of January 1, 2017. These results may not be
indicative of future operating results.

Note 3 - Land and Other Inventories

As of June 30, 2018 and December 31, 2017, land and other inventories consisted of the following (in thousands):

June 30, December 31,
2018 2017
Land held for future development $ 29,760 $ 29,312
Land developed and in process of development 387,056 351,798
Homes completed or under construction 314,736 222,741
Total $ 731,552 $ 603,851

We capitalize interest to inventories during the period of development in accordance with ASC 835, Interest (“ASC
835””). Homebuilding interest capitalized to inventory is included in homebuilding cost of revenue as related units or
lots are closed. To the extent our homebuilding debt exceeds our qualified assets, as defined in ASC 835, we expense
a portion of interest incurred. Qualified homebuilding assets consist of land, lots and homes that are under
development or construction, excluding finished unsold homes or finished models.

12
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The following table represents interest incurred, interest capitalized, and interest expense for the three and six months
ended June 30, 2018 and 2017 (in thousands):

Three Months Ended Six Months Ended

June 30, June 30,

2018 2017 2018 2017
Interest incurred $ 8,518 $ 9,318 $ 17,036 $ 15,523
Interest capitalized (5,506) (5,633) (10,633) (11,001)
Interest expense $ 3,012 $ 3,685 $ 6,403 $ 4,522

Note 4 - Senior Debt

As of June 30, 2018 and December 31, 2017, senior debt, net consisted of the following (in thousands):

June 30, December 31,

2018 2017
6.625% Senior Notes due 2022 $ 400,000 $ 400,000
6.00% Senior Convertible Notes due 2020 80,000 80,000
Senior Unsecured Credit Facility — —
Total senior debt 480,000 480,000
Deferred debt issuance costs (6,883) (7,853)
Debt discount 3D 39)
Total senior debt, net $ 473,086 $ 472,108

6.625% Senior Notes due 2022

On May 18, 2017, we completed a private offering of $400.0 million of our 6.625% Senior Notes due 2022 (the
“6.625% Notes”). The proceeds of the 6.625% Notes were used to (i) fund the repurchase and redemption of the $200.0
million in aggregate principal amount of our outstanding 8.50% Senior Notes due 2019 and (ii) pay amounts
outstanding under our senior secured credit facility, totaling $30.0 million. We intend to use the remaining proceeds

for general corporate purposes, which may include the financing of acquisitions. The 6.625% Notes mature on May

15, 2022, unless earlier redeemed or repurchased. Interest on the 6.625% Notes is payable semi-annually in arrears in
cash on May 15 and November 15 of each year, commencing November 15, 2017.
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We have the option to redeem all or a portion of the 6.625% Notes at any time on or after May 15, 2019 at certain
redemption prices, plus accrued and unpaid interest, if any, to but excluding the date of redemption. At any time prior
to May 15, 2019, we have the option to redeem up to 35% of the original principal amount of the 6.625% Notes with
the proceeds of certain equity offerings by us at a redemption price of 106.625% of the principal amount of the
6.625% Notes, plus accrued and unpaid interest, if any, to but excluding the date of redemption, provided that at least
65% of the original aggregate principal amount of the 6.625% Notes remains outstanding after such redemption. Prior
to May 15, 2019, we may redeem some or all of the 6.625% Notes at a redemption price equal to 100% of the
principal amount of the 6.625% Notes, plus accrued and unpaid interest, if any, to but excluding the applicable
redemption date plus the applicable “make-whole” premium.

The indenture governing the 6.625% Notes contains covenants that limit our ability and the ability of certain of our
subsidiaries to (i) pay dividends, or make other distributions or redeem or repurchase our capital stock; (ii) prepay,
redeem or repurchase certain debt; (iii) incur additional and guarantee indebtedness; (iv) issue certain preferred stock
or similar equity securities; (v) make loans and investments; (vi) incur liens; (vii) sell assets; (viii) enter into
transactions with affiliates; (ix) enter into agreements restricting our subsidiaries’ ability to pay dividends; and (x)
consolidate, merge or sell all or substantially all assets. These covenants are subject to important exceptions and
qualifications.

The indenture further provides that upon certain specified change of control events, certain covenants will no longer
apply to the 6.625% Notes and will be replaced with new covenants (a “Covenant Replacement Event”). Additionally, if
we experience specific kinds of changes in control that do not result in a Covenant Replacement Event or, if following

a Covenant Replacement Event, we experience a subsequent change of control that results in a downgrade of the

rating assigned to the 6.625% Notes, holders of the 6.625% Notes will be entitled to require us to purchase all or a
portion of the 6.625% Notes at 101% of their principal amount, plus accrued and unpaid interest to but excluding the
date of repurchase.

13

30



Edgar Filing: AV Homes, Inc. - Form 10-Q

Table of Contents

6.00% Senior Convertible Notes due 2020

On June 23, 2015, we completed a private offering of $80.0 million aggregate principal amount of 6.00% Senior
Convertible Notes due 2020 (the “6.00% Notes”). The proceeds of the 6.00% Notes were used to (i) repurchase 7.50%
Senior Exchange Convertible Notes due 2016 and 7.50% Senior Convertible Notes due 2016 and (ii) pay
approximately $1.5 million of accrued interest (in respect of the notes being exchanged or repurchased) and premium
(in respect of the notes being repurchased). The 6.00% Notes will mature on July 1, 2020, unless earlier repurchased
or converted. The 6.00% Notes are governed by the Indenture dated February 4, 2011 and the Third Supplemental
Indenture dated June 23, 2015 between us and the trustee named therein. The 6.00% Notes bear regular cash interest
on the principal amount of each note, payable semi-annually in arrears on January 1 and July 1 of each year, beginning
on January 1, 2016.

The 6.00% Notes were issued pursuant a series of separate, privately negotiated note purchase agreements entered into
on June 17, 2015 by us and certain qualified institutional buyers. TPG Aviator, L.P. (“TPG”) purchased $20.0 million
aggregate principal amount of the 6.00% Notes for $20.0 million in cash and waived its rights to purchase additional
6.00% Notes, resulting in a fully diluted beneficial ownership for TPG of approximately 43.8% of our common stock
at the time of the transaction. Pursuant to the terms of our Related Person Transaction Policy, the audit committee of
our board of directors reviewed and approved the terms of the 6.00% Notes and TPG’s purchase of 6.00% Notes.

Senior Unsecured Credit Facility

On May 18, 2017, we entered into an unsecured revolving credit agreement (the “Senior Unsecured Credit Facility”)
with each of the financial institutions party thereto, JPMorgan Chase Bank, N.A., as administrative agent, and
Citibank, N.A., as syndication agent.

The Senior Unsecured Credit Facility includes a revolving credit facility in an aggregate principal amount of up to
$155.0 million, with an “accordion” feature that allows us, with the consent of the lenders, to increase the aggregate
amount to $250.0 million. The facility includes a letter of credit sub-facility in an amount equal to 50% of total
commitments then in effect. The maximum amount available under the Senior Unsecured Credit Facility is limited to
the lesser of (i) $155.0 million (subject to increase pursuant to the “accordion”) and (ii) an amount equal to the
borrowing base minus our consolidated senior debt. As of June 30, 2018, we had sufficient qualified assets in the
borrowing base to cover borrowings of up to $149.2 million and had no borrowings outstanding.

Interest is payable on revolving credit borrowings at variable rates determined by the applicable LIBOR plus 3.25% or
the prime rate plus 2.25%, at our election. We pay quarterly fees of 0.50% per annum on the unused portion of the
lenders’ commitments under the Senior Unsecured Credit Facility to the lenders.
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The Senior Unsecured Credit Facility expires on July 28, 2020. Upon expiration, all borrowings become due and
payable. We may prepay loans borrowed under the Senior Unsecured Credit Facility or reduce the commitments
thereunder at our option, without any prepayment fee or penalty.

The Senior Unsecured Credit Facility is guaranteed by certain of our subsidiaries, and we have the option to add or
remove guarantors from time to time, subject to certain limitations.

We were in compliance with all financial covenants as of June 30, 2018.

Note 5 - Estimated Development Liability

The estimated development liability consists primarily of utility completion obligations in Rio Rico, Arizona and
Poinciana, Florida for more than 8,000 home sites previously sold, prior to 1980. The estimated development liability
is reduced by actual expenditures and is evaluated and adjusted, as appropriate, to reflect management’s estimate of
potential costs. In addition, we obtain third-party engineer evaluations on an annual basis and adjust this liability to
reflect changes in the estimated completion costs. Cash expenditures associated with these obligations were

$0.1 million and $0.2 million during the three and six months ended June 30, 2018, respectively, and were $0.2
million and $0.3 million during the three and six months ended June 30, 2017, respectively. Future increases or
decreases of costs for construction, material and labor, as well as other land development and utilities infrastructure
costs, may have a significant effect on the estimated development liability. The balance of the estimated development
liability was $31.4 million and $31.6 million as of June 30, 2018 and December 31, 2017, respectively.
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Note 6 - Commitments and Contingencies

Leg