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FINANCIAIL BHIGHILIGHTS - UNAUDITED (dollars in thousands, except per share amounts)

2003 002 2001 2000 1999 1998 1997
L Income Statement Data
Home closing revenue $1,461,981  $1112,439 $ 742576 $ 515428 $ 334,007 $ 255985 $ 149,385
Home closing gross margin 19.9% 19.2% 21.2% 20.2% 19.1% 20.1% 16.7%
Net carnings $ 94406 $ 69937 § 50659 $ 35762 $ 18,945 24,003 @ 14,237 ®
Net margin 6.4% 6.2% 6.8% 6.9% 5.5% 9.3% 9.5%
Diluted earnings per share @ $ 684 $§ 531 $ 430 $ 313 $§ 157 § 196 $ 134
IL. Operating Data
Average price of homes closed $ 259 § 243§ 227  §$ 231§ 203 3 198 § 232
Homes closed 5,642 4,574 3,270 2,227 1,643 1,291 644
Homes ordered 6,152 4,504 3,016 2,480 1,840 1,466 693
Dollar value of homes ordered $1,634,988  $1,161,899 § 700,104 $ 604,444 $ 388,158 $ 283,746 $ 157479
Order backlog 2,580 2,070 1,602 1,246 885 688 472
Dollar value of order backlog $ 710,771 $ 537,764 $ 374951 $ 309,901 $ 199,445 $ 145294 § 98,963
Actively selling communities ® 123 108 64 54 44 33 28
I11. Balance Sheet Data :
Real estate $ 678,011 $ 484970 $ 330,238 $ 211,307 $ 171,012 $ 104759 $ 63,955
Total assets 954,539 691,788 436,715 267,075 226,559 152,250 96,634
Notes and loans payable 351,491 264,927 177,561 86,152 85,937 37,205 22,892
Stockholders’ equity 411,895 317,308 176,587 121,099 90,411 72,279 46,365
Book value per share @ $ 31.26 $ 2424 $ 1609 $ 1185 $ 855 $ 677 $ 446
IV. Return Data @
Return on average assets 11.5% 12.4% 14.5% 14.5% 10.0% 19.3% 16.8%
Return on average equity 25.9% 28.3% 34.2% 33.8% 23.3% 40.5% 38.8%

(1) 1997 and 1998 net earnings include income and gains from residual and loan assets that were disposed of by the end of 1998 and the benefit from Meritage’s net operating loss
carryforward which was completely utilized during 1998, both obtained from our predecessor. These items contributed approximately $8.0 and $8.8 million to our 1997 and 1998 net

earnings, respectively.

(2) All per share results have been restated to reflect our April 2002 stock split.

(3) During the fourth quarter of 2003, we changed our methodology for counting actively selling communities in Texas. Accordingly, prior year amounts have been restated to be consistent with the
current year presentation.

(4) Retumn on average assets is defined as net eamings divided by average total assets for the year. Return on average equity is defined as net earnings divided by average stockholders' equity for the year.

The annual report contains forward-looking statements within the meaning of the Private Securities Litigation Reform Act of 1995. These statements are based on the current beliefs and
expectations of management and are subject to significant risk and uncertainties. These uncertainties and other factors that may affect our future operating results and financial condition
are set forth in our Annual Report on Form 10-K under the caption “Management’s Discussion and Analysis of Financial Condition and Results of Operations—Factors That May Affect
Our Future Results and Financial Condition.”
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capital efficiently and to generate strong cash flows to fund the acquisition of
additional land or homebuilding operations.

Strong margins. Our focus on achieving high margins results in greater
profitability during strong economic periods and also enables us to realize lower
break-even points and higher pricing flexibility during slower economic periods.
In addition to maintaining low overhead costs, we actively manage construction
costs and pricing and marketing strategies in order to maximize margins. We
seek to optimize our mix of available housing upgrades and customization
features to offer the highest value to customers at the lowest cost. Within our
pricing structure we provide our sales and marketing professionals with the
autonomy and flexibility to respond rapidly to changing market dynamics by
customizing our sales programs and customer incentives.

Experienced management team with significant equity ownership. Members
of our senior management team have extensive experience in the homebuilding
industry as well as in each of the local markets that we serve. Our co-chief
executive officers and senior executives average over 18 years of homebuilding
experience and each has delivered successful results through varying
homebuilding cycles. In addition, at December 31, 2003, our co-chief executive
officers together beneficially owned approximately 18% of our outstanding
common stock.

Product breadth. We believe that our product breadth and geographic
diversity enhance our growth potential and help to reduce exposure to economic
cycles. In Arizona, we serve the first-time, move-up, and the active adult
markets. We also build within the Arizona luxury market, and since 2002, in the
Texas and California luxury markets, which are characterized by unique
communities and distinctive luxury homes. In Texas we mainly target the first
and second-time move-up markets, and in California and Nevada, we focus
primarily on move-up homes.

Business Strategy

We seek to distinguish ourselves from other production homebuilders
through business strategies focused on the following:

Focus on high growth markets. Our housing markets are located in four
rapidly growing Sunbelt states; Texas, Arizona, California and Nevada. These
areas are generally characterized by high job growth and in-migration trends,
creating strong demand for new housing, and we believe they represent attractive
homebuilding markets with opportunities for long-term growth. We believe our

operations in these markets are well established and that we have developed a
reputation for building distinctive quality homes within our markets.

Expand into new and within existing markets. We continuously evaluate
expansion opportunities through strategic acquisitions of other homebuilders and
internal growth through expansion of our product offering in existing markets or
start-up operations in new geographic markets. In pursuing expansion, we
explore markets with demographic and other growth characteristics similar to
our current markets and seek the acquisition of entities with operating policies,
cash flow and earnings-focused philosophies similar to ours.

In the past six years we have successfully completed six acquisitions
(including our January 2004 acquisition of Citation Homes of Southern
California), enabling us to substantially increase our revenne and earnings,
expand our geographic footprint, increase our market share in existing markets
and add new product lines, such as active adult housing for the Arizona
retirement market.

Maintain low cost structure. Throughout our history, we have focused on
minimizing construction costs and overhead, and we believe this attention is a
key factor in maintaining high margins and profitability. We reduce costs by:

o using subcontractors for home construction and site improvement on
a fixed-price basis;

o obtaining favorable pricing from subcontractors through long-term
relationships and high volume;

o reducing interest carry by minimizing our inventory of unsold or
speculative homes and minimizing the home construction cycle;

o  generally beginning construction on a home once it is under contract,
we have received a satisfactory earnest money deposit and the buyer
has obtained preliminary approval for a mortgage loan;

o munimizing overhead by centralizing certain administrative activities;
and

o monitoring homebuilding production, scheduling and budgeting
through management information systems.

Superior design, quality and customer service. We believe we maximize
customer satisfaction by offering homes that are built with quality materials and
craftsmanship, exhibit distinctive design features and are situated in premium
locations. We believe that we generally offer higher caliber homes in their
defined price range or category compared to those built by our competitors. In
addition, we are committed to achieving the highest level of customer
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Land Acquisition and Development

We typically acquire land only after necessary entitlements have been
obtained so that development or construction may begin as market conditions
dictate. The term “entitlements” refers to development agreements, tentative
maps or recorded plats, depending on the jurisdiction within which the land is
located. Entitlements generally give the developer the right to obtain building
permits upon compliance with conditions that are ordinarily within the
developer’s control. Even though entitlements are usually obtained before land
is purchased, we are still required to secure a variety of other governmental
approvals and permits during development. The process of obtaining such
approvals and permits can substantially delay the development process. For this
reason, we may consider, on a limited basis, purchasing unentitled property in
the future when we can do so in a manner consistent with our business strategy.
Although historically we have generally developed parcels ranging from 100 to
300 lots, in order to achieve and maintain an adequate inventory of lots, we are
beginning to purchase larger parcels, in some cases with joint venture partners.

We select land for development based upon a variety of factors, including:

o  extensive internal and external demographic and marketing studies;

o project suitability, which generally means developments with fewer
than 300 lots;

o  suitability for development generally within a one to four-year time
period from the beginning of the development process to the delivery
of the last home;

o  financial review as to the feasibility of the proposed project, including

projected profit margins, returns on capital employed, and the capital

payback period;

the ability to secure governmental approvals and entitlements;

results of environmental and legal due diligence;

proximity to local traffic corridors and amenities; and

management’s judgment as to the real estate market and economic

trends, and our experience in particular markets.

o o ©o ©

We acquire land through purchases and rolling option contracts. Purchases
are generally financed through our revolving credit facility or working capital.
Acquiring our land through rolling option contracts allows us to control lots and
land through third parties who own or buy properties on which we plan to build
homes. We enter into option contracts to purchase finished lots at a certain price
during a specified period of time from these third parties as home construction
begins. These contracts are generally non-recourse and typically require the
payment of non-refundable deposits of 1% to 15% of the sales price. At
December 31, 2003, we had approximately $106.8 million in cash deposits and
$17.5 million in letters of credit deposits on real estate under option or contract.
The total value of land under option at that time was approximately $1.1 billion.
Additional information relating to our lots and land under option is presented in
Note 3 — Variable Interest Entities and Consolidated Real Estate Not Owned, in
the accompanying consolidated financial statements.

Once we acquire land, we generally initiate development through
contractual agreements with subcontractors. These activities include site
planning and engineering, as well as constructing road, sewer, water, utilities,
drainage, recreation facilities and other refinements. We often build homes in
master-planned communities with home sites that are along or near a major
amenity, such as a golf course.

We develop a design and marketing concept for each project, which
includes the determination of size, style and price range of homes. For these
projects, we also determine street layout, individual lot size and layout, and
overall community design. The product line offered in each project depends
upon many factors, including the housing generally available in the area, the
needs of a particular market, and our lot costs for the project; though we are
sometimes able to use standardized design plans for a product line.

To a limited extent, we may use joint ventures to purchase and develop land
where such arrangements are necessary to acquire the property or appear to be
otherwise economically advantageous. At December 31, 2003, we were

involved in five joint ventures related exclusively to land acquisition or
development, which are accounted for using the equity method of accounting.
Our investment in these entities was approximately $22.7 million at the end of
2003.
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Construction Operations

We are the general contractor for our projects and typically hire
subcontractors on a project-by-project or reasonable geographic-proximity basis
to complete construction at a fixed price. We usually enter into agreements with
subcontractors and materials suppliers on an individual basis after receiving
competitive bids. We obtain information from prospective subcontractors and
suppliers with respect to their financial condition and ability to perform their
agreements before formal bidding begins. Occasionally, we enter into longer-
term contracts with subcontractors and suppliers if we can obtain more favorable
terms to minimize costs of construction. Our project managers and field
superintendents coordinate and supervise the activities of subcontractors and
suppliers, subject the development and construction work to quality and cost
controls, and assure compliance with zoning and building codes. At December
31, 2003, we employed 438 construction operations personnel.

We specify that quality, durable materials be used in construction of our
homes and we do not maintain significant inventories of construction materials,
except for work in process materials for homes under construction. When
possible, we negotiate price and volume discounts with manufacturers and
suppliers on behalf of our subcontractors to take advantage of production
volume. Historically, access to our principal subcontracting trades, materials and
supplies has been readily available in each of our markets. Prices for these
goods and services may fluctuate due to various factors, including supply and

demand shortages that may be beyond the control of our vendors. We believe
that we have strong relationships with our suppliers and subcontractors.

We generally build and sell homes in clusters or phases within our larger
projects, which we believe creates efficiencies in land development and
construction, and improves customer satisfaction by reducing the number of
vacant lots surrounding a completed home. Our homes are typically completed
within four to nine months from the start of construction, depending upon home
size and complexity. Construction schedules may vary depending on the
availability of labor, materials and supplies, product type, location and weather.
Our homes are usually designed to promote efficient use of space and materials,
and to minimize construction costs and time. We typically have not entered into
any weather or materials commodity futures derivative contracts as we do not
believe they are particularly advantageous to our operations.

Marketing and Sales

We believe that we have an established reputation for developing high
quality homes, which helps generaie interest in each new project. We also use
advertising and other promotional activities, including our website at
www.meritagehomes.com, magazine and newspaper advertisements, brochures,
direct mailings, and the placement of strategically located signs in the immediate
areas of our developments.

We use furnished model homes as tools in demonstrating the competitive advantages of our home designs and various features to prospective homebuyers. We
generally employ or contract with interior and landscape designers who are responsible for creating an attractive model home with many built-in options for each
product line within a project. We generally build between one and four model homes for each actively selling community, depending upon the number of homes to be
built in the project and the products to be offered. Often, we lease our model homes from institutional investors who own the homes for investment purposes or from
buyers who do not intend to occupy the home immediately. A summary of model homes owned or leased at December 31, 2003, follows:

Model Homes Model Homes Monthly Lease Models Under

Owned Leased Amount Comnstruction
Texas 67 64 $ 48,400 18
Arizona 19 104 119,300 16
California 3 47 63,800 26
Nevada 4 8 7,000 -
Total 93 223 $ 238,500 60
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warranty reserve at December 31, 2003 was $9.3 million, which covered
approximately 7,377 homes under warranty at that time.

Competition and Market Factors

The development and sale of residential property is a highly competitive
industry. We compete for sales in each of our markets with national, regional,
and local developers and homebuilders, existing home resales, and to a lesser
extent, condominiums and rental housing. Some of our competitors have
significantly greater financial resources, lower costs and/or more favorable land
positions than we do. Competition among both small and large residential
homebuilders is based on a number of interrelated factors, including location,
reputation, amenitics, design, quality and price. We believe that we compare
favorably to other homebuilders in the markets in which we operate due to our:

o  experience within our geographic markets which allows us to develop
and offer new products;

o ability to recognize and adapt to changing market conditions,
including from a capital and human resource perspective;

o ability to capitalize on opportunities to acquire land on favorable
terms; and )

o reputation for outstanding service and quality products.

Government Regulation and Environmental Matters

We acquire most of our land after entitlements have been obtained, which
provide for zoning and utility services to project sites and give us the right to
obtain building permits. Construction may begin almost immediately on such
entitled land upon compliance with and receipt of specified permits, approvals
and other conditions, which generally are within our control. The time needed to
obtain such approvals and permits affects the carrying costs of unimproved
property acquired for development and construction.  The continued
effectiveness of permits already granted is subject to factors such as changes in
government policies, rules and regulations, and their interpretation and
application. To date, the government approval processes discussed above have
not had a material adverse effect on our development activities, although there is
no assurance that these and other restrictions will not adversely affect future
operations.

Local and state governments have broad discretion regarding the imposition
of development fees for projects under their jurisdictions. These fees are
normally established when we receive recorded maps and building permits. In

10

addition, communities occasionally impose construction moratoriums. Because
most of our land is entitled, construction moratoriums generally would affect us
if they arose from health, safety or welfare issues, such as insufficient water,
electric or sewage facilities. We could become subject to delays or may be
precluded entirely from developing communities due to building moratoriums,
“no growth” or “slow growth” initiatives or building permit allocation
ordinances, which could be implemented in the future.

We are also subject to a variety of local, state, and federal statutes,
ordinances, rules and regulations concerning the protection of health and the
environment. In some markets, we are subject to environmentally sensitive land
ordinances that mandate open space arcas with public elements in housing
developments, and prevent development on hillsides, wetlands and other
protected areas. We must also comply with flood plain restrictions, desert wash
area restrictions, native plant regulations, endangered species acts and view
restrictions. These and similar laws may result in delays, cause substantial
compliance and other costs, and prohibit or severely restrict development in
certain environmentally sensitive regions or areas. To date, compliance with
such ordinances has not materially affected our operations, although it may do so
in the future.

We usually will condition our obligation to acquire property on, among
other things, an environmental review of the land. To date, we have not incurred
any unanticipated liabilities relating to the removal of unknown toxic wastes or
other environmental matters. However, there is no assurance that we will not
incur material liabilities in the future relating to toxic waste removal or other
environmental matters affecting land currently or previously owned.

Employees and Subcontractors

At December 31, 2003, we had approximately 953 full-time employees,
including 293 in management and administration, 222 in sales and marketing,
and 438 in construction operations. Our employees are not unionized, and we
believe that we have good employee relationships. We believe we provide
competitive group life and medical insurance programs for full-time employees
at each location. The Company pays for a substantial portion of the insurance
costs, with the balance contributed by the employees. We also have a 401(k)
savings plan, which is available to most of our employees.

We act solely as a general contractor, and all construction operations are
conducted by our project managers and field superintendents who manage third
party subcontractors. We use independent contractors for construction,




"€00T ‘1€ 12quIada(] papud
Ienb ay) Sunnp SI9pIOY AILINOSS JO I0A B 0) PANTUIQNS 2I9M SISNBW ON

ISPIOH AILINIIS JO IO A B ©) SIIPPLA] JO UCISSIWGNS *f W]

*$SMO[J YSe9 10 Suorje1ado JO sI[nsal ‘UonIpuod [eroueury
pareprjosucd uno uodn joedwll 9SI9ApE [BLIBIEWU B 9ABY [[IM SIdNEW 3s9Y)
JO JUOU 1BY) JAJT[AQ 9Ay "SWIE[D JSUIOISND [BIJUAS puE SANSSI UONBPUNO] ‘S103Jop
UOTIOMUISUOD JWIOY JO UONDILOI 0] 2JE[dl SIdJRW IS JO JSOJA PIIvWNSd

[ R

Ajqeuosear 9q ued sso[ [enudjod 3y pue ojqeqord parepisuoo s1 amsodxo
JleWIN[N MO 2JOUM SWIIE[D PaLI9sse pue uonegnip o) pAlefal SISSO[ I0] PIAIISA
$1500 JUSWAMAS pue sasuadxa [eS9] ponudde ul 00O‘0ZL$ A[eunxoidde pey
M ‘€O0T ‘1€ 1aquIoa( 1V '2[qeqold paIaplISuod Jou aie SIajew ISyl 01 pae[al
sasso] [enuajod Kue ‘sased jsowr Ul ‘pue AJUIeLIAD Yiim pIjewn)se aq jouued ‘Aue
J1 “Aiqiqisuodsar [eroueulj pue [eS9] ajewnin no ‘sionew uonedny Jurpuad jo
Kuofew a2y} 01 10adsar Ylipy, -aoueInsul £ PardA0d 218 YOIym JO QUWIOS ‘Ssaursng
Ino 031 [eluapioul s3uipaadold [eS3] JuUNNOI SNOLBA Ul PIA[OAUL 1B IpA

SSUIPIIDOLJ [BSY] °§ WY

£€CT 00S°8€T $ 00£°911 006181 $ [el0],

- - 00£°CY 009°ST esodio)

8 000°L 0009 00€°6 BPRAIN

Ly 008°€9 005°0¢ 00LVE BILIOJIED)

Y01 00€°611 002°6T 006°'¢9 BUOZLIY

¥9 00%'81 $ 00€°8¢ 00v‘8¥ $ Sex9,
SOWIOH [OPOJAl UNoWy ISey| a3r)00, 21eNbg JUROW Y JSBY ]
Jo Jaquunpj [PPOIAl ATUIUOTAT arewrxoiddy dYJO A[YPUON

‘sjuowrdas Superado Ino Jo Yora J10J 911)s9 [BAI PASLI[ INO SOZUBWIWINS [OPAYDs JuImo[[of Y],

00687 Ajdoreunxoidde sy Junoure asea] Appuow 9yeda138e o
-suondo [emausl SNOLIBA UHA ‘SIIUOW g4 0} Stpuow 321y} woly Surduel SuLId) yim
§10] PUB SOUIOY [3POW €T 1O} SISEI] PBY OS[E aM ‘€007 ‘1€ 19quidada( JO sy

‘suud) 9[qeredwod
JBYMIWO0S U0 SAM[IdR] NI UlelqO IO WY} Maual o} 1padxe am  ‘saseof
3unsixa o jo uonendxa uodn pue ‘Gz (Edy pue $Q7 1snSny usamiaq andxa
S3SBI[ AS3YJ, "SIOLYJO 2ANNIIXa pue erodiod pue suoisialp Junerado Ino 10j
s)oofTew Ino ut 9oeds 901330 Jo 100] arenbs O¢‘911 Arerewnxoidde jo ojedaisde
UE 9SB3] 9AW "UONOESUEI) SUd} S, ULIR UB Ul UIB)QO PINOJ 9m ISOY) 0] Ie[IWIS 918
95®9[ Y] JO SWLIR) Y} pue eale Y ul adeds a[qeredwrod 10] sajer Pm dANNdwod
SI 9)Bl 9SBI[ OUB[J SY) IBY) SADI[IQ A4 "USULITRYD-0D INO JO U0 AQ AJ[eIoLauaq
paumo Auedwod e woi pases] s1 Surp[ing 2y pue OOz Ay Ul samdxo ase9|
oueld 9yl "9z Areniga ul sendxo osesj 9[EpPSN0IS YL, ‘SeX’], ‘Ouelq pue
‘RUOZUIY ‘3[ePsN0oS ur pojedo] soruadoxd pased are sdo1y30 gjeiodiod g

sstpredony 7 wapg

‘uol[[iu g ¢¢ Ajarewixoidde
sems sarmuaa juiol o jo s3urures xey-oud ¢oQg JO oIByS InQ  "SOIMUAA
jutof 201A13s apn pue Jferoyolq IFeFuow ul pASIAUL )O0‘008$ Alewrxordde
peY OS[E 9 A4 "PUE] JO 2fes Jo/pur Juawidojaaap ‘oseyaind ay) ur POAJOAUT SAUMIUA
jutof ur payseaur uorfru /-zz$ Aferewrnxoidde pey am ‘gQ0g ‘1€ 100 1Y “sh
£q pjos aIe sowioy pajepal a3 [nun syjoid Aue J9Jop pealsul ng ‘sarmuoa Juiof
oy wioyy aseyound am Je) puey Jo s1o] woiy syjoid 9z1ug0091 j0U Op 24, PUE[ JO
ares 10/pue Juswrdo[aasp ‘oseyaind o) pue $O01AI9s I[N ‘dFeraxoiq 28eIuow ul
PIA[OAUI OIB SUMUIA JUI0[ 9504, "IS2IJUI FUI[[ONUOD B UBY) SSI] 9ABY M YIIym
w sonyed panyy juopuodopur yiim sormuaa Juiof [eroaos ur ojedonred o

sa4mua A Jurof

*$1010E1U09 Juspuadepul pue s10)0enUOaqNS 1IN0 Yim sdiysuornefal
POOS UIRUIBII 0] QJALIS OM pUR ‘SIOIAISS SUISIIOApPE pue  [EANOS}IYOIR




Executive Officers of the Registrant

The executive officers of the Company are elected each year at an organizational meeting of the Board of Directors, which follows the annual meeting of the
stockholders, and at other Board of Directors meetings as appropriate.

The names, ages, positions and business experience of our executive officers are listed below (all ages are as of March 1, 2004). There are no understandings
between any of our executive officers and any other person pursuant to which any executive officer was appointed to his office.

Name Age Position

Steven J. Hilton 42 Co-Chairman of the Board and Chief Executive Officer

John R. Landon 46 Co-Chairman of the Board and Chief Executive Officer

Larry W. Seay 48 Chief Financial Officer, Vice President-Finance and Secretary
Richard T. Morgan 48 Vice President and Treasurer

Steven J. Hilton co-founded Monterey Homes in 1985, which merged with the Company’s predecessor in December 1996. Mr. Hilton was chairman and chief
executive officer from January 1997 through July 1997 and has been co-chairman and CEO since July 1997.

John R. Landon founded Legacy Homes in 1987, which combined with the Company in July 1997. Mr. Landon has been co-chairman and CEO since July 1997.

Larry W. Seay has been chief financial officer and vice president-finance since December 1996 and was named as secretary in 1997. Mr. Seay served as treasurer
from 1997 to 2002.

Richard T. Morgan has been vice president since April 1998 and was appointed the Company’s treasurer in 2002.
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Historical Consolidated Financial Data
Years Ended December 31,
($ in thousands, except per share amounts)

2003 2002 2001 2000 1999
Statement of Earnings Data:
Total closing revenue $ 1,471,001 $ 1,119,817 $ 744,174 $ 520,467 $ 341,786
Total cost of closings (1,178,484) (904,921) (586,914) (415,649) (277,287)
Gross profit 292,517 214,896 157,260 104,818 64,499
Commissions and other sales costs (92,904) (65,291) (41,085) (28,680) (19,243)
General and administrative expenses (53,929) (41,496) (36,105) (21,215) (15,100)
Other income, net 5,776 5,435 2,884 1,847 2,064
Interest expense - - - ) 6)
Earnings before income taxes 151,460 113,544 82,954 56,762 32,214
Income taxes" (57,054) (43,607) (32,295) (21,000) (13,269)
Net earnings $ 94,406 $ 69937 $ 50,659 $ 35762 $ 18945
Net earnings per common share: @
Basic $ 7.24 $ 5.64 $ 4.78 $ 3.46 $ 1.75
Diluted $ 6.84 $ 5.31 $ 4.30 $ 3.13 $ 1.57
Balance Sheet Data (December 31):
Real estate $ 678,011 $ 484,970 $ 330,238 $ 211,307 $ 171,012
Total assets 954,539 691,738 436,715 267,075 226,559
Loans payable and senior notes 351,491 264,927 177,561 86,152 85,937
Total liabilities 542,644 374,480 260,128 145,976 136,148
Stockholders’ equity 411,895 317,308 176,587 121,099 90,411
Supplemental Financial Data:
Cash provided by (used in):
Operating activities $  (56,894) $ 1,050 $ (16,411) $ 6,252 $ (36,337)
Investing activities (29,220) (149,691) (76,465) (8,175) (9,952)
Financing activities 84,313 151,858 91,862 (7,102) 47324

2001 includes a $382,651 loss related to the net effect of early extinguishments of long-term debt. Previously this amount, net of the tax effect of $149,234, was reported
as an extraordinary item. We have reclassified this loss as general and administrative expense and income tax benefit, respectively, to conform with the requirements of
SFAS No. 145, which was effective January 31, 2003.

@ 1999-2001 amounts have been adjusted to reflect a 2-for-1 stock split in the form of a stock dividend that occurred in April 2002.
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implementing FIN 46 and FIN 46R, and the ability to estimate expenses and
accruals, including legal and warranty reserves. Should we under or over
estimate costs to complete individual projects, gross margins in a particular
period could be misstated and the ultimate recoverability of costs related to a
project from home sales may be uncertain. Furthermore, non-refundable
deposits paid for land options or contracts may have no economic value to us if
we do not ultimately purchase the land. Our inability to accurately estimate

Home Closing Revenue, Home Orders and Order Backlog

expenses, accruals, or an impairment of real estate or goodwill could result in
charges, or income, in future periods, which relate to activities or transactions in
a preceding period. The estimates and assumptions we make relating to our
implementation of FIN 46R, if not accurate, could result in us incorrectly
including, or excluding, respectively, certain contractual land acquisition
arrangements as variable interest entities in, or from, respectively, our
consolidated financial statements.

The tables provided below show operating and financial data regarding our homebuilding activities (dollars in thousands).

Years Ended December 31,

2003 2002 2001

Home Closing Revenue
Total

Dollars $ 1,461,981 $ 1,112,439 $ 742,576

Homes closed 5,642 4,574 3,270

Average sales price $ 259.1 $ 2432 $ 227.1
Texas

Dollars $ 577,330 $ 387,264 $ 259,725

Homes closed 2,828 2,090 1,518

Average sales price $ 204.1 $ 185.3 $ 171.1
Arizona

Dollars $ 415,709 $ 445,275 $ 325918

Homes closed 1,515 1,735 1,343

Average sales price $ 2744 $ 256.6 $ 242.7
California

Dollars $ 334,677 $ 245,640 $ 156,933

Homes closed 735 594 409

Average sales price $ 455.3 $ 413.5 $ 383.7
Nevada *

Dollars $ 134,265 $ 34,260 n/a

Homes closed 564 155 n/a

Average sales price $ 238.1 $ 221.0 n/a

* Amounts are for Perma-Bilt, acquired October 1, 2002
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Order Backlog
Total
Dollars
Homes in backlog
Average sales price

Texas
Dollars
Homes in backlog
Average sales price

Arizona
Dollars
Hormes in backlog
Average sales price

California
Dollars
Homes in backlog
Average sales price

Nevada *
Dollars
Homes in backlog
Average sales price

Years Ended December 31,

2003 2002 2001
710,771 $ 537,764 374,951
2,580 2,070 1,602
275.5 $ 259.8 2341
241,419 $ 218,899 115,651
1,119 1,085 693
2157 $ 201.8 166.9
238,359 $ 144,155 205,985
832 466 776
286.5 $ 300.3 2654
177,355 $ 136,927 53,315
405 333 133
4379 $ 4112 400.9
53,638 $ 37,783 n/a
224 186 n/a
2395 $ 203.1 n/a

* Amounts are for Perma-Bilt, acquired October 1, 2002
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of homes in backlog at December 31, 2002 resulted mainly from our Hammonds
and Perma-Bilt acquisitions, which contributed 558 homes with a sales value of
approximately $117.3 million to our December 31, 2002 backlog. Backlog in

Other Operaiing Information

our Monterey Phoenix and Austin divisions decreased in 2002 due to a slowing
in demand for luxury homes in Phoenix and a weaker local economy in Austin.

Years Ended December 31,

Home Closing Gross Profit
Dollars
Percent of home closing revenue

Commissions and Other Sales Costs
Dollars
Percent of home closing revenue

General and Administrative Expenses
Dollars
Percent of total revenue

Income Taxes
Dollars
Percent of earnings before income taxes

Home Closing Gross Profit. Home closing gross profit represents home
closing revenue less cost of home closings. Cost of home closings include
developed lot costs, direct home construction costs, an allocation of common
community costs (such as model complex costs and architectural, legal and
zoning costs), interest, sales tax, warranty, construction overhead and closing
costs. Home closing gross profit was 19.9% of home closing revenue in 2003,
up from 19.2% in 2002. The improvement in gross margin was primarily due to
the absence of purchase accounting adjustments relating to the Hammonds and
Perma-Bilt acquisitions, which, combined, amounted to $5.5 million in 2002.
Home closing prices increased at a greater rate than cost of home closings, also
contributing to the gross margin improvement. Average home closing prices
were up 7% in 2003 while the average cost of home closings increased only 6%.

(§ in thousands)

2003 2002 2001
291,282 $ 214,096 $ 157,136
19.9% 19.2% 21.2%
92,904 $ 65,291 $ 41,085
6.4% 5.9% 5.5%
53,929 $ 41,496 $ 36,105
3.7% 3.7% 4,9%
57,054 $ 43,607 $ 32,295
37.7% 38.4% 38.9%

The dollar increase in gross profit for the year ended December 31, 2002
over 2001 is attributable to a 50% increase in home closing revenue during 2002.
The gross profit margin on home closings decreased to 19.2% in 2002, primarily
due to the effect of writing up certain assets acquired in conjunction with
purchase accounting for the Hammonds and Perma-Bilt acquisitions, which,
combined, effectively increased cost of home closings by $5.5 million in 2002.
We also experienced a decrease in gross profit margin on home closings in 2002
due to the lower margins generally achieved by Hammonds in comparison to the
Company as a whole, and to increased competitive pressures in some of our
markets.
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Cash flows for each of our communities depends on the status of the
development cycle, and can differ substantially from reported earnings. Early
stages of development or expansion require significant cash outlays for land
acquisitions, plat and other approvals, and construction of model homes, roads,
utilities, general landscaping and other amenities. Because these costs are
capitalized, income reported for financial statement purposes during those early
stages may significantly exceed cash flow. Future cash flows may significantly
exceed earnings reported for financial statement purposes, as cost of sales
includes charges for substantial amounts of previously expended costs.

We enter into various options and purchase contracts for land as a normal
course of business. Except for our specific performance options, none of these
agreements require us to purchase lots. Generally, our options to purchase lots
remain effective so long as we purchase a pre-established minimum number of
lots each month or quarter, as determined by the respective agreecment. The pre-
established number is typically structured to approximate our expected rate of
home construction starts. At December 31, 2003, we had entered into purchase
agreements with an aggregate purchase price of $1.1 billion, on which we had
made deposits of approximately $106.8 million in cash along with approximately
$17.5 million in letters of credit. Additional information regarding our purchase
agreements and related deposits is presented in Note 3 — Variable Interest
Entities and Consolidated Real Estate Not Owned in the accompanying
consolidated financial statements.

In December 2003 we increased the committed balance of our unsecured
credit facility by $150 million, raising the total commitment to $400 million.
The facility is with a consortium of banks, led by Guaranty Bank and Bank One,
NA. The revised agreement also lengthened the term of the facility by 18
months, extending the maturity date to May 2007, and expanded the number of
banks participating in the facility from seven to ten.

At December 31, 2003, there was a balance of $62.9 million outstanding
under our senior unsecured revolving credit facility and approximately $25.1
million was outstanding in letters of credit that collateralize our obligations
under various land purchase and other contracts. After considering our most
restrictive bank covenants, our borrowing availability under the bank credit
facility was approximately $160 million at December 31, 2003, as determined by
borrowing base limitations defined by our agreement with the lending banks.

This credit facility contains certain financial and other covenants, including
covenants:

22

requiring us to maintain tangible net worth of at least $180 million plus 50%
of net income earned since January 1, 2003 plus 75% of the aggregate net
increase in tangible net worth resulting from the sale of capital stock and
other equity interests (as defined);

prohibiting our ratio of indebtedness (including accrued expenses) to
tangible net worth from being greater than 2.25 to 1;

requiring us to maintain a ratio of EBITDA (including interest amortized to
cost of sales) to interest incurred (as defined) of at least 2.0 to 1;

prohibiting the net book value of our land and lots where construction of a
home has not commenced to exceed 125% of tangible net worth and
prohibiting the net book value of our raw land where grading or
infrastructure improvements have not begun to exceed 20% of tangible net
worth;

limiting the number of unsold housing units and model units that we may
have in our inventory at the end of any fiscal quarter as follows:

(1) unsold homes cannot exceed 25% of the number of home closings
within the four fiscal quarters ending on such date; and

(2) model homes cannot exceed 10% of the number of home closings
within the four fiscal quarters ending on such date; and

o prohibiting us from entering into any sale and leaseback transaction,

excluding the sale and leaseback of model homes and prohibiting us from
creating or incurring any off-balance sheet liability. For purposes of our
credit facility, off-balance sheet liabilities include:

(1) certain liabilities arising under asset securitization transactions;

(2) monetary obligations under synthetic leases, tax retention or off-balance
sheet lease transactions that upon the application of any debtor relief
law to us would be characterized as indebtedness;

(3) any other monetary obligation with respect to any transaction which
upon the application of any debtor relief law to us would be
characterized as indebtedness or which is the functional equivalent of or
takes the place of borrowing but which does not constitute a liability on
our consolidated balance sheet.
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of approximately $1.1 billion, by making deposits of approximately $106.8
million in the form of cash and approximately $17.5 million in letters of credit.

We also obtain letters of credit and performance, maintenance, and other

bonds in support of our related obligations with respect to the development of
our projects. The amount of these obligations outstanding at any time varies

Contractual Obligations

depending on the stage and level of our development activities. In the event the
letters of credit or bonds are drawn upon, we would be obligated to reimburse
the issuer of the letter of credit or bond. At December 31, 2003, we had
approximately $7.6 million in outstanding letters of credit and $147.4 million in
performance bonds for such purposes. We believe it is unlikely that any of these
letters of credit or bonds will be drawn upon.

The following is a summary of our contractual obligations at December 31, 2003, and the effect such obligations are expected to have on our liquidity and cash

flows in future periods (in thousands):

Payments Due by Period

More

Less than 4-5 Than 5

Total 1 Year 1-3 Years Years Years
Principal, senior notes $ 280,000 - -- - $ 280,000
Interest, senior notes 202,475 $ 27,300 $ 54,600 $ 54,600 65,975
Revolving construction facilities 62,900 - 62,900 - -
Other borrowing obligations 600 600 - - --
Operating lease obligations 9,882 4,373 3,673 1,489 347

Specific performance option

obligations 17,653 10,376 7,277 -- -
Total $ 573,510 $ 42,649 $ 128,450 $ 56,089 $ 346,322

We do not engage in commodity trading or other similar activities. We had no derivative financial instruments at December 31, 2003 or 2002.

As a part of our model home construction activities, we enter into lease
transactions with third parties, the monthly payments for which are typically
calculated by applying the LIBOR rate to the agreed upon basis of the leased
asset. At December 31, 2003, the total lease basis of model homes under these
lease agreements, including land and construction costs, was approximately
$49.8 million, all of which is excluded from our balance sheet. Our obligations
under these leases are included in the table above within the operating lease
obligation category. See Notes 3 and 12 to our consolidated financial statements
included in this report for additional information regarding our contractual
obligations.

24

Consolidated Cash Flow

Our cash and cash equivalents at December 31, 2003 decreased by
approximately $1.8 million from the balance at the end of the prior year. This
decrease reflects a net usage of cash in operating activities of approximately
$56.9 million, compared with $1.1 million provided in 2002. Net cash used for
operating activities in 2001 was $16.4 million. The increase in cash used in
operations in 2003 resulted mainly from increased purchases of real estate to be
used in our homebuilding operations. The change in cash provided of $1.1
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Although land-banking and purchase arrangements entered into prior to
December 31, 2003 are exempt from these information requirements, provided
exhaustive efforts have been made to obtain such information, land transactions
entered into in the first quarter of 2004 and forward must satisfy these standards.
For transactions entered into prior to 2004, we have made exhaustive efforts to
obtain relevant information and we will continue to make similar efforts in future
periods as required.

We are currently in the process of contacting property owners that, in the
first quarter of 2004, entered into contractual arrangements to sell us property to
obtain the relevant certifications and information to satisfy these standards. No
assurances can be given that we will be able to obtain such information on a
timely basis. To the extent we are unable to obtain relevant information from
sellers, we anticipate that we would either purchase the lots and land subject to
these option agreements, cancel these option agreements and write off any
earnest money or option deposits related to them, or sell and assign our interest
in these option agreements to an independent third party. Although there can be
no assurances, we believe that the impact on our business and financial position
of either purchasing the lots and land subject to these option agreements or
canceling these option agreements would not be material.

In the future, we intend to limit most of our transactions to sellers than can
supply the necessary certifications or required financial information to us.

Factors That May Affect Qur Future Results and Financial Condition

Future operating results and financial condition depend on our ability to
successfully design, develop, construct and sell homes that satisfy dynamic
customer demand patterns. Inherent in this process are factors that we must
successfully manage to achieve favorable future operating results and financial
condition. These operating and financial factors, along with many other factors,
could affect the price of our common stock and notes. Potential risks and
uncertainties that could affect future operating results and financial condition

~ could include the factors discussed below.

Homebuilding Industry Factors. The homebuilding industry is cyclical and
is significantly affected by changes in economic and other conditions such as
employment levels, availability of financing, interest rates, and consumer
confidence. These factors can negatively affect demand for, cost of and pricing
of our homes. We are subject to various risks, many of which are outside of our
control, including delays in construction schedules, cost overruns, changes in
governmental regulations (such as no- or slow-growth initiatives), increases in

real estate taxes and other local government fees, and raw materials and labor
COosts.

We are also subject to the potential for significant variability and
fluctuations in the cost and availability of real estate. ~ Although historically we
have generally developed parcels ranging from 100 to 300 lots, in order to
achieve and maintain an adequate inventory of lots, we are beginning to
purchase larger parcels, in some cases with a joint venture partner. Write-downs
of our real estate could occur if market conditions deteriorate and these write-
downs could be material in amount. Write-downs may also occur if we purchase
land at higher prices during stronger economic periods and the value of that land
subsequently declines during slower economic periods.

Home Warranty Factors. Construction defect and home warranty claims are
common in the homebuilding industry and can be costly. While we maintain
product liability insurance and generally require our subcontractors and design
professionals to indemnify us for liabilities arising from their work, we cannot
assure you that these insurance rights and indemnities will be adequate to cover
all construction defect and warranty claims for which we may be held liable. For
example, we may be responsible for applicable self-insured retentions, which
have increased recently, and certain claims may not be covered by insurance or
may exceed applicable coverage limits.

Increased Insurance Costs. Recently, lawsuits have been filed against
builders asserting claims of personal injury and property damage caused by the
presence of mold in residential dwellings. Some of these lawsuits have resulted
in substantial monetary judgments or settlements. We believe that we have
maintained adequate insurance coverage to insure against these types of claims
for homes completed before October 1, 2003. Insurance carriers have been
excluding claims from policies arising from the presence of mold for many
builders and, as of October 1, 2003, our insurance policy began excluding mold
coverage. We believe we have sufficient retentions to protect against these types
of claims related to homes completed after September 30, 2003. If our retentions
are not sufficient to protect against these types of claims or if we are unable to
obtain adequate insurance coverage, a material adverse effect on our business,
financial condition and results of operations could result if we are exposed to
claims arising from the presence of mold in the homes that we sell.

Partially as a result of the September 11, 2001 terrorist attacks, the cost of
insurance has risen, deductibles or retentions have increased significantly, and
the availability of insurance has diminished. Significant increases in our cost of
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We cannot be certain that our cash flow will be sufficient to allow us to pay
principal and interest on our debt and meet our other obligations. If we do not
have sufficient funds, we may be required to refinance all or part of our existing
debt, sell assets or borrow additional funds. We cannot guarantee that we will be
able to do so on terms acceptable to us, if at all. In addition, the terms of
existing or future debt agreements may restrict us from pursuing any of these
alternatives.

Operating and Financial Limitations. The indenture for our senior notes
and the agreement for our senior unsecured credit facility impose significant
operating and financial restrictions on us. These restrictions limit our ability,
among other things, to:

incur additional indebtedness;

pay dividends or make other disiributions;

repurchase our stock;

make investments;

sell assets;

enter into agreements restricting our subsidiaries’ ability to pay dividends;
enter into transactions with affiliates; and

consolidate, merge or sell all or substantially all of our assets.

¢ 0 0 O o ¢ O ¢

In addition, the indentures for our senior notes and our senior unsecured
credit facility require us to maintain a minimum consolidated tangible net worth
and our credit facility requires us to maintain other specified financial ratios. We
cannot assure you that these covenants will not adversely affect our ability to
finance our future operations or capital needs or to pursue available business
opportunities. A breach of any of these covenants or our inability to maintain
the required financial ratios could result in a default in respect of the related
indebtedness. If a default occurs, the relevant lenders could elect to declare the
indebtedness, together with accrued interest and other fees, to be immediately
due and payable.

Government  Regulations;  Environmental — Condirions.  Regulatory
requirements could cause us to incur significant liabilities and costs and could
restrict our business activities. We are subject to local, state and federal statutes
and rules regulating certain developmental matters, as well as building and site
design. We are subject to various fees and charges of government authorities
designed to defray the cost of providing certain governmental services and
improvements. We may be subject to additional costs and delays or may be
precluded entirely from building projects because of “no-growth” or “slow-
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growth” initiatives, building permit ordinances, building moratoriums, or similar
government regulations that could be imposed in the future due to health, safety,
welfare or environmental concerns. We must also obtain licenses, permits and
approvals from government agencies to engage in certain activities, the granting
or receipt of which are beyond our control, but could cause delays in our
homebuilding projects.

We are also subject to a variety of local, state and federal statutes,
ordinances, rules and regulations concerning the protection of health and the
environment. Environmental laws or permit restrictions may result in project
delays, may cause substantial compliance and other costs and may prohibit or
severely restrict development in certain environmentally sensitive regions or
geographic areas. Environmental regulations can also have an adverse impact on
the availability and price of certain raw materials, such as lumber.

Future Expansion. We may continue to consider growth or expansion of
our operations in our current markets or in other areas of the country. Our
expansion into new or existing markets could have a material adverse effect on
our cash flows or profitability. The magnitude, timing and nature of any future
expansion will depend on a number of factors, including suitable acquisition
candidates, the negotiation of acceptable terms, our financial capabilities and
general economic and business conditions. New acquisitions may result in the
incurrence of additional debt. Acquisitions also involve numerous risks,
including difficulties in the assimilation of the acquired company’s operations,
the incurrence of unanticipated liabilities or expenses, the diversion of
management’s attention from other business concerns, risks of entering markets
in which we have limited or no direct experience and the potential loss of key
employees of the acquired company.

Dependence on Key Personnel. Our success largely depends on the
continuing services of certain key employees, including our Co-Chief Executive
Officers, Steven J. Hilton and John R. Landon, and our continued favorable
development depends on our ability to attract and retain qualified personnel. We
have employment agreements with Messrs. Hilton and Landon, but we do not
have employment agreements with certain other key employees. We believe that
Messrs. Hilton and Landon each possess valuable industry knowledge,
experience, and leadership abilities that would be difficult in the short term to
replicate. The loss of the services of key employees could harm our operations
and business plans.

Dependence on Subcontractors. We conduct our construction operations
only as a general contractor. Virtually all architectural and construction work is
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Important factors currently known to management that could cause actual results
to differ materially from those in forward-looking statements, and that could
negatively affect our business are discussed in this report under the heading
“Management’s Discussion and Analysis of Financial Condition and Results of
Operations — Factors That May Affect Our Future Results and Financial Condition.”

Forward-looking statements express expectations of future events. All
forward-looking statements are inherently uncertain as they are based on various
expectations and assumptions concerning future events and they are subject to
numerous known and unknown risks and uncertainties that could cause actual
events or results to differ materially from those projected. Due to these inherent
uncertainties, the investment community is urged not to place undue reliance on
forward-looking statements. In addition, we undertake no obligations to update
or revise forward-looking statements to reflect changed assumptions, the
occurrence of anticipated events or changes to projections over time. As a result
of these and other factors, our stock and note prices may fluctuate dramatically.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

We are exposed to market risk primarily related to potential adverse changes
in interest rates on our existing revolving credit facility. The interest rate relative
to this borrowing fluctuates with the prime and Eurodollar lending rates. As of
December 31, 2003, we had approximately $62.9 million drawn under our
revolving credit facility that is subject to changes in interest rates. An increase
or decrease of 1% in interest rates would change our annual debt service
payments by approximately $630,000 per year. We do not enter into, or intend
to enter into, derivative financial instruments for trading or speculative purposes.

Our fixed rate debt is made up primarily of our $280.0 million in principal
of our 9.75% senior notes. Except in limited circumstances, we do not have an
obligation to prepay our fixed-rate debt prior to maturity and, as a result, interest
rate risk and changes in fair value should not have a significant impact on the
fixed rate borrowings until we would be required to refinance such debt.

The following table presents our debt obligations, principal cash flows by maturity, weighted average interest rates and estimated fair market value.

For the Year Ended December 31,

Fair Value

2004 2005 2006 2007 2008  Thereafter Total at 12/31/03
(dollars in millions)
Long term debt:
Fixed rate $ 06 ~ - - - $ 2800 $ 2806 $ 313.6®
Average interest rate 7% -- -- -- - 9.75% 9.74% n/a
Variable rate - ~ -~ $ 629 - - $ 629 $ 629
Average interest rate - - - @ - - - n/a

® Prime or LIBOR plus 2.0%.

® Pair value of our fixed rate debt at December 31, 2003, is based on quoted market prices by independent dealers.

© Qur revolving credit facility carries a variable interest rate which is comparable to current market rates, therefore the cost

basis approximates fair value.

Our operations are interest rate sensitive. As overall housing demand is adversely affected by increases in interest rates, a significant increase in mortgage interest
rates may negatively affect the ability of homebuyers to secure adequate financing. Higher interest rates could adversely affect our revenues, gross margins and net

income and would also increase our variable rate borrowing costs.

Itemn 8. Financial Statements and Supplementary Data

Our consolidated financial statements as of December 31, 2003 and 2002 and for each of the years in the three-year period ended December 31, 2003, together
with related notes and the report of KPMG LLP, independent auditors, are on the following pages. Other required financial information is more fully described in

Item 15.
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MERITAGE CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

December 31,

2003 2002
(In thousands, except share data)
Assets
Cash and cash equivalents $ 4,799 $ 6,600
Real estate 678,011 484,970
Consolidated real estate not owned 18,572 -
Deposits on real estate under option or contract 105,870 77,516
Receivables, net 8,716 8,894
Deferred tax asset, net 1,204 2,701
Goodwill 75,645 73,785
Property and equipment, net 23,669 14,007
Prepaid expenses and other assets 14,525 13,941
Investments in unconsolidated entities 23,528 9,374
Total assets $ 954,539 $ 691,788
LLiabilities

Accounts payable $ 80,737 $ 52,133
Accrued liabilities 67,411 41,329
Home sale deposits 25,352 16,091
Liabilities related to consolidated real estate not owned 17,653 -
Loans payable 63,500 109,927
Senior notes 287,991 155,000
Total liabilities 542,644 374,480

Steckholders’ Equity
Common stock, par value $0.01. Authorized 50,000,000
shares; issued and outstanding 15,479,558 and 15,227,460
shares at December 31, 2003 and 2002, respectively 155 152

Additional paid-in capital 202,678 197,320
Retained earnings 242,615 148,209
Treasury stock at cost, 2,302,226 and 2,137,926 shares at
December 31, 2003 and 2002, respectively (33,553) (28,373)
Total stockholders’ equity 411,895 317,308
Total liabilities and stockholders’ equity h Y 954,539 $ 691,788

See accompanying notes to consolidated financial statements
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MERITAGE CORPORATION ANID SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Years Ended December 31, 2003, 2002 and 2001

(In thousands)
Additional
Number of  Comumon Paid-In Retained Treasury
Shares Stock Capital [Earnings Stock Total

Balance at December 31, 2000 11,846 $ 118 $ 104,384 $ 27613 $( 11,016) $ 121,099
Net earnings - - - 50,659 - 50,659
Tax benefit from stock option

Exercises - - 2,486 - - 2,486
Exercise of stock options 768 8 2,542 -- - 2,550
Purchase of treasury stock - -- - - (207 207
Balance at December 31, 2001 12,614 126 109,412 78,272 ( 11,223) 176,587
Net earnings -- - - 69,937 -- 69,937
Tax benefit from stock option

Exercises - - 5,222 - - 5,222
Exercise of stock options 601 6 3,006 -- -- 3,012
Purchase of treasury stock - -- - - ( 17,150) (17,150)
Issuance of common stock

upon public offering 2,012 20 79,680 - - 79,700
Balance at December 31, 2002 15,227 152 197,320 148,209 ( 28,373) 317,308
Net earnings -- - -- 94,406 - 94,406
Tax benefit from stock option

Exercises - - 2,805 - - 2,805
Exercise of stock options 252 3 2,542 - - 2,545
Purchase of treasury stock -- -- -- -- ( 5,180) (5,180)
Stock option expense -- -~ 11 . - - 11
Balance at December 31, 2003 15479 $ 155 § 202,678 $ 242615 $( 33.553) $ 411.895

See accompanying notes to consolidated financial statements
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MERITAGE ﬁ@%ﬁ©§%=©2 AND SUBSIDJARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001

NOTE 1 - BUSINESS AND SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Organization. We are a leading designer and builder of single-family homes
in the rapidly growing Sunbelt states of Texas, Arizona, California and Nevada.
We focus on providing a broad range of first-time, move-up and luxury homes to
our targeted customer base. We have operated in Arizona since 1985, in Texas
since 1987 and in Northern California since 1989. In 2002 we acquired
Hammonds Homes (Hammonds), a builder of primarily move-up homes in
Houston, Austin and Dallas, Texas, and Perma-Bilt Homes (Perma-Bilt), a
homebuilder that serves the move-up market in the Las Vegas, Nevada area. We
entered the Inland Empire region of the greater Los Angeles area in January 2004
with our acquisition of Citation Homes of Southern California (Citation) (see Note
5.

We operate in Texas as Legacy Homes, Monterey Homes, and Hammonds
Homes; in Arizona as Monterey Homes, Hancock Communities, and Meritage
Homes; in Northern California as Meritage Homes; and in Nevada as Perma-Bilt
Homes. At December 31, 2003, we were actively selling homes in 123
communities, with base prices ranging from $98,000 to $730,000. We have four
operating and reporting segments: Texas, Arizona, California, and Nevada. Our
Corporate division is a non-operating segment that supports the operations of our
other segments. Corporate acts as the Company’s internal source of financing,
develops and coordinates new business development and operating efficiencies and
performs the activities related to being a publicly traded entity. See Note 11 to our
consolidated financial statements included in this report for information regarding
our segments.

Basis of Presentation. The accompanying consolidated financial statements
have been prepared in accordance with accounting principles generally accepted in
the United States of America and include the accounts of Meritage Corporation
and those of our consolidated subsidiaries. All significant intercompany balances
and transactions have been eliminated in consolidation, and certain prior year
amounts have been reclassified to be consistent with current year financial

statement presentation. In our opinion, the consolidated financial statements
reflect all adjustments, consisting only of normal recurring adjustments, necessary
to present fairly our financial position and results of operations for the periods
presented. Financial results include the operations of Hancock Communities
(Hancock) from May 31, 2001, Hammonds from July 1, 2002 and Perma-Bilt from
October 1, 2002, the effective dates of the acquisitions (see Note 5).

Cash and Cash Equivalents. Liquid investments with an initial maturity of
three months or less are classified as cash equivalents. Amounts in transit from
title companies for home closings of approximately $3.3 million and $5.2 million
are included in cash and cash equivalents at December 31, 2003 and 2002,
respectively.

Real Estate. Real estate consists of finished home sites and home sites under
development, completed homes and homes under construction, and land held for
development. Costs capitalized include direct construction costs for homes,
development period interest and certain common costs that benefit the entire
community. Common costs are incurred on a community-by-community basis and
allocated to residential lots based on the number of lots to be built in the project,
which approximates the relative sales value method. Common costs incurred prior
to construction are allocated to the land parcel benefited, based on the relative fair
value of the parcel prior to construction.

An impairment loss is recorded when events or changes in circumstances
indicate that the carrying amount of an asset may not be recoverable from the cash
flows generated by future disposition. In such cases, amounts are carried at the
lower of cost or estimated fair value less disposal costs.

Deposits paid related to land options and contracts to purchase land are
capitalized when incurred and classified as deposits on real estate under option or
contract until the related land is purchased. The deposits are then transferred to
real estate at the time the lots are acquired. Deposits are charged to expense if the
land acquisition is no longer considered probable.
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

Stock-Based Compensation. We have a stock-based employee compensation
plan under which officers, key employees, non-employee directors and consultants
may be granted options to purchase shares of our authorized but unissued common
stock. This plan is described more fully in Note 7. We apply the intrinsic value-
based method of accounting prescribed in Accounting Principles Board (“APB”)
Opinion No. 25 “Accounting for Stock Issued to Employees”, as allowed by SFAS
No. 123 “Accounting for Stock-Based Compensation” and SFAS No. 148,
“Accounting for Stock-Based Compensation — Transition and Disclosure.” Under
this method, compensation expense is recorded on the date of the grant only if the
market price of the underlying stock on the date of the grant was greater than the
exercise price. SFAS No. 123 established accounting and disclosure requirements

As reported
Deduct*
Pro forma

Net earnings

As reported
Pro forma

Basic ecarnings per share

Diluted earnings per share As reported

Pro forma

* Deduct: Total stock-based employee compensation expense determined under fair value based method for awards, net of related tax effects.

assumptions used to determine fair value.

We have generally granted options only to our employees and non-employee
directors. To date, the amount of compensation expense recorded in association
with granting options has been approximately $11,000.

Goodwill. Upon our January 1, 2002 adoption of Statement of Financial
Accounting Standards (SFAS) No. 142, “Goodwill and Other Intangible Assets”,
goodwill is no longer subject to amortization. Our goodwill amortization for the
year 2001 was approximately $4.3 million. Had we not amortized goodwill in

using a fair value-based method of accounting for stock-based employee
compensation plans. As allowed by SFAS No. 123, we continue to apply the
intrinsic value-based method of accounting described above, and have adopted the
disclosure requirements of SFAS No. 123. We have not issued options with
exercise prices below the market value on the date of the grant; therefore, we have
not recognized compensation expense relating to below-market grants for our
stock-based plan. Had compensation cost for this plan been determined pursuant
to SFAS No. 123, our net earnings and earnings per share would have been
reduced to the following pro forma amounts. For the purpose of this disclosure,
the value of the options is estimated by applying a Black-Scholes option pricing
model and amortized to expense over the options’ vesting periods.

Years Ended December 31,

2003 2002 2001
$ 94,406 $ 69937 % 50,659
(3.541) (2,237) (1.464)
$ 90,865 $ 67,700 % 49,195
$ 724  § 564 § 4.78
$ 697 § 546 % 4.64
$ 684 § 5.31 $ 430
$ 658 § 514  § 4.18

See Note 7 for

2001, our net earnings would have been approximately $53.3 million, with basic
earnings per share of $5.02 and diluted earnings per share of $4.52.

Although goodwill is no longer subject to amortization, it is subject to at least
an annual assessment for impairment by applying a fair value-based test. If the
carrying amount of the net assets of an identified reporting unit exceeds the fair
value of that reporting unit, goodwill is considered to be impaired. We continually
evaluate whether events and circumstances have occurred that indicate the
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

to them, or sell and assign our interest in these option agreements to an
independent third party. We believe that the impact on our business and financial
position of either purchasing the lots and land subject to these option agreements
or canceling these option agreements would not be material.

In the future, we intend to limit most of our transactions to sellers than can
supply the necessary certifications or required financial information to us.

NOTE 2 - REAL ESTATE AND CAPITALIZED INTEREST

Real estate at December 31 consists of the following (in thousands):

2003 2002

Homes under contract under construction $ 281,931 $ 191,761
Finished home sites 166,456 123,500
Home sites under development 97,141 66,552
Unsold homes, completed and under 96,576 55,273
construction
Model homes 22,170 19,160
Land held for development 13,737 28.724

$ 678,011 $ 484,970

We capitalize all development period interest costs incurred in connection with
the development and construction of real estate. Capitalized interest is allocated to
real estate when incurred and charged to cost of closings when the related property
is closed. Summaries of interest incurred and interest capitalized follow (in
thousands):

Years Ended December 31,

2003 2002
Capitalized interest, beginning of year $ 8,781 $ 8,746
Interest incurred and capitalized 26,580 19,294
Amortization to cost of home and land
closings (22,287 (19,259)
Capitalized interest, end of year $ 13,074 $ 8,781

40

NOTE 3 - VARTABLE INTEREST ENTITIES AND CONSOLIDATED
REAL ESTATE NOT OWNED

Vartable Interest Enfities

Pursuant to FIN 46R, a variable interest entity, or VIE, is created when (i) the
equity investment at risk is not sufficient to permit the entity to finance its activities
without additional subordinated financial support from other parties or (ii) equity
holders either (a) lack direct or indirect ability to make decisions about the entity,
(b) are not obligated to absorb expected losses of the entity or (c) do not have the
right to receive expected residual returns of the entity if they occur.

Based on the provisions of FIN 46R, we have concluded that when we enter
into option or purchase agreements to acquire land or lots from an entity and pay a
non-refundable deposit, a VIE is created because we are deemed to have provided
subordinated financial support, which refers to variable interests that will absorb
some or all of an entity’s expected losses if they occur. For each VIE created,
where the fair value of the land or lots under contract are not more than half of the
total fair value of the entity’s assets, we are considered to have a variable interest
in specified assets only and not the entity. For each VIE created, where the fair
value of the land or lots under contract are more than half of the total fair value of
the entity’s assets, then we compute expected losses and residual returns based on
the probability of future cash flows as outlined in FIN 46R. If we are deemed to be
the primary beneficiary of the VIE, because we are obligated to absorb the majority
of the expected losses or receive the majority of the residual returns, we will
consolidate the VIE in our consolidated financial statements. As of December 31,
2003, we have not consolidated any VIEs.

FIN 46R was effective immediately for VIEs created after January 31, 2003.
We adopted FIN 46R upon its issuance. For entities created on or before January
31, 2003, FIN 46R must be applied at the beginning of our quarter ending March
31, 2004. Entities created before December 31, 2003, and for which sufficient
information to apply the provisions of FIN 46R cannot be obtained, are not subject
to the interpretation so long as exhaustive efforts have been made to obtain the
information.
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Consolidated Real Estate Not Owned

At December 31, 2003, the amount of lot option contracts recorded on our
balance sheet under the category “Consolidated real estate not owned” is
approximately $18.6 million, all of which represents the estimated fair value of

NOTE 4 - LOANS PAYABLE AND SENIOR NOTES

Loans payable at December 31 consist of the following:

specific performance options. The corresponding credit relating to these assets
of $17.7 million is included under the category “Liabilities related to
consolidated real estate not owned”, which is net of option deposits totaling
approximately $0.9 million.

$400 million unsecured revolving credit facility maturing May 2007 with
extension provisions, with interest payable monthly approximating prime
(4.0% at December 31, 2003) or LIBOR (approximately 1.165% at December

31, 2003) plus 2.0%.

Acquisition and development seller carry back financing, interest payable at a

fixed rate of 15% per annum; paid in full during 2003.

Acquisition and development seller carry back financing, interest payable at a
fixed rate of 7% per annum, principal and interest payable at July 3, 2004,

secured by first deed of trust on real estate.
Total loans payable

. At December 31, 2003, our outstanding 9.75% senior notes due 2011 totaled
approximately $288.0 million, which includes $155.0 million in principal amount
issued in May 2001, and add-ons of $51.5 million and $81.5 million, including
unamortized premiums, issued in February 2003 and September 2003, respectively.
The add-on offerings of $50 and $75 million in aggregate principal amount of our
9.75% senior notes were issued at prices of 103.25% and 109.0% of their face
amounts with a yield to worst 9.054% and 7.642%, respectively, and together with
the May 2001 offering, constitute a single series of notes.

The bank revolving credit facility and senior unsecured notes contain
covenants which require maintenance of certain levels of tangible net worth,
compliance with certain minimum financial ratios, place limitations on the
payment of dividends and redemptions of equity, and limit certain investments, the
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2003 2002
(im thousands)
$ 62,900 $ 107,565
— 2,362
600 -
$ 63,500 $ 109,927

incurrence of additional indebtedness, asset dispositions, mergers and creations of
liens, among other items. After considering our most restrictive bank covenants,
our borrowing availability under the bank credit facility was approximately $160
million at December 31, 2003, as determined by borrowing base limitations
defined by our agreement with the lending banks. As of and for the year ended
December 31, 2003, we were in compliance with these covenants.

Obligations to pay principal and interest on the bank credit facility and senior
unsecured notes are guaranteed by all of our subsidiaries, each of which is directly
or indirectly 100% owned by Meritage Corporation (Guarantor Subsidiaries), other
than certain minor subsidiaries (collectively, Non-Guarantor Subsidiaries). Such
guarantees are full and unconditional, and joint and several. Separate financial
statements of the Guarantor Subsidiaries are not provided because Meritage
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

The following unaudited pro forma financial data for the years ended
December 31, 2002 and 2001 has been prepared as if the acquisitions of the assets
and liabilities of Hancock on May 30, 2001, Hammonds on July 1, 2002, and
Perma-Bilt on October 1, 2002 had occurred on January 1, 2001. Unaudited pro
forma financial data is presented for informational purposes only and is based on
historical information. This information may not be indicative of our actual
amounts had the transactions occurred on the dates listed above, nor does it purport
to represent future periods (in thousands except per share amounts):

Years Ended December 31,

2003 2002 2001
(actual) (pro forma)
Revenue $ 1,471,001 $ 1,269,703 $ 1,063,733
Net earnings 94,406 75,568 69,569
Diluted EPS 6.84 5.74 5.91

Goodwill. Goodwill represents the excess of the purchase price of our
acquisitions over the fair value of the assets acquired. The acquisitions of
Hammonds, Perma-Bilt and Hancock were recorded using the purchase method of
accounting with the results of operations of these entities included in our
consolidated financial statements as of the date of the acquisition. The purchase
prices were allocated based on estimated fair value of the assets and liabilities at
the date of the acquisition. Intangible assets equal to the excess purchase price
over the fair value of the net assets of $21.3 million, $17.2 million and $11.4
million for Hammonds, Perma-Bilt and Hancock, respectively, were recorded as
goodwill, which is included on the consolidated balance sheet. The Hancock
goodwill was being amortized on a straight line basis over a period of twenty years
during fiscal 2001.

The changes in the carrying amount of goodwill related to our reportable segments for the years ended December 31, 2002 and 2003 were as follows (in thousands):

Texas Arizona California Nevada Total

Balance at December 31, 2001 $ 13,457 $ 15,084 $ 1,828 -- $ 30,369
Goodwill acquired during the

year 21,250 -- - % 17,228 38,478
Increase due to earn-out

agreements - 4,571 -- 367 4,938
Balance at December 31, 2002 34,707 19,655 1,828 17,595 73,785
Increase due to earn-out

agreements - 168 -~ 1,692 1,860
Balance at December 31, 2003  § 34,707 $ 19823 $ 1,828 $ 19287 $_ 75645

Under the guidelines contained in SFAS No. 142, “Goodwill and Other
Intangible Assets”, management selected January 1 as the date of our annual
goodwill impairment testing. During 2003 and 2002, management performed an
analysis concerning potential impairment of goodwill carried and determined that
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no impairment existed. During the first quarter of 2004, we will complete our
analysis concerning potential impairment of the goodwill carried on our balance
sheet at December 31, 2003.
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

The fair value for these options was established at the grant date using a  Other Options
Black-Scholes option pricing model with the following weighted average

assumptions for the years presented: In connection with our merger and combination with Legacy Homes, Messrs.
Hilton and Landon each received 333,334 (adjusted for our 2-for-1 stock split)
2003 2002 2001 non-qualified stock options with three year vesting periods. The exercise price of
Expected dividend yield 0% 0% 0% these options was $2.625 (adjusted for our 2-for-1 stock split) per share, which was
Risk-free interest rate 3.33% 4.57% 479% negotiated at the time of the transactions. All of these options were exercised by
Expected volatility 54.66% 54.93% 55% December 31, 2002.
Expected life (in years) 7 7 6
Weighted average fair value
of options $ 19.11 $ 2348 % 8.32

Summary of stock option activity:
Years Ended December 31,

2003 2002 2001
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Options Price Options Price Options Price
Options outstanding at beginning
of year: 1,318,350 $ 1798 1,620,726 $ 9.06 1,788,000 $ 437
Granted 349,000 $ 32.66 320,000 $ 38.76 643,900 $ 1517
Exercised (252,098 $ 1009 600,956y $ 4.83 (768,294) § 332
Canceled (68,740) $ 28.16 (21,4200 $ 17.25 (42,880) $ 7.88
Options outstanding at end of year 1,346,512 $ 2274 1,318350 $ 1798 1,620,726 $ 9.06
Options exercisable at end of year 358,855 285,690 588,588
Price range of options exercised $2.81 - $38.59 $2.625-$14.43 $2.625 - $8.82
Price range of options outstanding $2.81 - $52.48 $2.81 - $45.80 $2.625 - $20.89

Total shares reserved at end of year 1,404,052 1,656,150 1,657,108
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

The actual tax provision differs from the expected tax expense computed by
applying the applicable United States federal corporate tax rate of 35% and the
composite state tax rates, which range from zero to 8.84% to the income before
taxes for the years ended December 31, 2003, 2002 and 2001. This is principally
due to merger/acquisition costs and other various income and expense items that
are not deductible for tax purposes, including certain meal and entertainment
deductions.

Deferred tax assets and liabilities have been recognized in the consolidated
balance sheets due to the following temporary differences at December 31, 2003
and 2002 (in thousands):

2003 2002
Deferred tax assets:
Warranty reserve $ 2,866 $ 1,854
Real estate and fixed asset
basis differences 1,449 2,296
Wages payable 1,034 690
Other 157 761
Total deferred tax assets 5,506 5,601
Deferred tax liabilities:
Deductible merger/
acquisition costs (4,302) (2.900)
Net deferred tax asset $ 1,204 $ 2,701

We believe it is more likely than not that future operating results will generate
sufficient taxable income to realize the net deferred tax asset.
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NOTE 9 - SUPPLEMENTAL DISCLOSURE OF CASH FLOW
INFORMATION

Additional information related to our Consolidated Statements of Cash Flows
follows (in thousands):

The 2002 acquisitions of Hammonds and Perma-Bilt and the 2001
acquisition of Hancock resulted in the following changes in assets
and labilities:

2002 2001

Increase in real estate $ (99,836) $  (54,545)
Increase in deposits on real

estate under option or contract (3,176) (8,899)
Increase in receivables and

other assets (3,514) (543)
Increase in goodwill (38,479) (11,423)
Increase in property and

equipment (2,481) (1,632)
Increase in accounts payable

and accrued liabilities 14,142 6,890
Increase in home sale deposits 2,692 2,503
Increase in notes payable 1,070 1,890
Net cash paid for acquisition $ (129582) $  (65,759)

2003 2002 2001
Cash paid during the year for:

Interest $26,154 $18613 $ 14,722
Income taxes $ 54315 $35404 $31,160
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

it became impractical to place a division in one or the other category. Accordingly,
the current structure summarizes our divisions by the states in which they are
located. We have restated the corresponding items of segment information for
earlier periods presented.

Operational information relating to our business segments follows.
Information has been included for Hancock from May 30, 2001, Hammonds from
July 1, 2002 and for Perma-Bilt from October 1, 2002, the effective acquisition
dates. Certain information has not been included by segment due to the
immateriality of the amount to the segment or in total. We evaluate segment
performance based on several factors, of which the primary financial measure is
earnings before interest expense, interest amortized to cost of sales, and income
taxes (EBIT). EBIT is a non-GAAP financial measure. For purposes of
Regulation G, a non-GAAP financial measure is a numerical measure of a
registrant’s historical or future financial performance, financial position or cash
flows that excludes amounts, or is subject to adjustments that have the effect of
excluding amounts, that are included in the most directly comparable measure
calculated and presented in accordance with GAAP in the statement of earnings,
balance sheet, or statement of cash flows (or equivalent statements) of the issuer; or
includes amounts, or is subject to adjustments that have the effect of including

A reconciliation of reported net earnings to EBIT follows (in thousands):

amounts, that are excluded from the most directly comparable measure so
calculated and presented. In this regard, GAAP refers to generally accepted
accounting principles in the United States.

The most directly comparable GAAP financial measure is net earnings. EBIT
is presented here because it is a widely accepted financial indicator used by
investors and analysts to compare and analyze homebuilding companies on the
basis of operating performance. Our management believes that EBIT reflects
changes in our operating results, especially changes in our net earnings, and believe
it to be an effective measure of operating performance. EBIT as presented may not
be comparable to similarly titled measures reported by other companies, including
homebuilding companies, because not all companies calculate EBIT in an identical
manner and, therefore, is not necessarily an accurate means of comparison between
companies. EBIT is not intended to represent cash flows for the period or funds
available for management’s discretionary use nor has it been presented as an
alternative to operating income or as an indicator of operating performance and it
should not be considered in isolation or as a substitute for measures of performance
prepared in accordance with generally accepted accounting principles in the United
States of America.

Year Ended December 31,
2003 2002 2001
Net earnings $ 94,406 $ 69,937 $ 50,659
Income taxes 57,054 43,607 32,295
Interest 22287 19,259 13,303
EBIT . $ 173,747 $ 132,803 $ 96,257
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

In the normal course of business, we provide standby letters of credit and
performance bonds issued to third parties to secure performance under various
contracts. At December 31, 2003, we had outstanding letters of credit of $25.1
million and performance bonds of $147.4 million. We do not believe it is probable
that these letters of credit or bonds will be drawn upon.

As a part of our model home construction activities, we enter into lease
transactions with third parties, the monthly lease payments for which are calculated
by applying the LIBOR rate to the agreed upon basis of the leased asset. At
December 31, 2003, the total lease basis of model homes under these lease
agreements, including land and construction costs, is approximately $49.8 million,
all of which is excluded from our balance sheet.

We lease office facilities, model homes and equipment under various operating
lease agreements. Approximate minimum lease payments for non-cancelable operating

leases as of December 31, 2003, are as follows (in thousands):

Years Ended December 31,

2004 $ 4373
2005 2,340
2006 1,333
2007 991
2008 498
Thereafter 347

$ 9.882

Rent expense approximated $8.1 million, $3.4 million and $2.5 million in
2003, 2002 and 2001, respectively, and is included as general and administrative
expense or as commissions and other sales costs on our statements of earnings.

We have certain obligations related to post-construction warranties and defects
related to homes closed. Our reserves are estimated based on historical data and
trends with respect to similar geographic areas and product types. We believe our
reserves are adequate to cover potential costs for materials and labor related to
post-construction warranty-type claims. A summary of changes in our warranty
reserves follows:

Years Ended December 31,

2003 2002
Warranty reserve, beginning of year $ 0,676 $ 4,071
Additions to reserve 7,498 7,041
Warranty claims 4,921 (4,436)
Warranty reserve, end of year 3 9,253 § 6,676

Warranty reserves are included in accrued liabilities within the accompanying
consolidated balance sheets. Additions to warranty reserves are included in cost of
sales within the accompanying statements of earnings.
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMIENTS (continued)

PART TII
Itemn 10. Directors and Executive Officers of the Registrant

Except as set forth herein, the information required by Item 10 regarding our
directors is incorporated by reference from the information contained in our 2004
Proxy Statement (which will be filed with the Securities and Exchange
Commission no later than 120 days following the Company’s fiscal year end). The
information required by Item 10 regarding our executive officers appears under
Itemm 4 of Part I of this Annual Report on Form 10-K as permitted by General
Instruction G(3).

The Company has adopted a code of ethics that applies to all directors, officers
and employees of the Company, including the Chief Executive Officers, Chief
Financial Officer and Chief Accounting Officer. A copy of our Code of Ethics has
been filed as an exhibit hereto.

Item 11. Executive Compensation

Information required in response to this item is incorporated by reference to
our definitive proxy statement, which will be filed with the SEC within 120 days
following the Company’s fiscal year end.

ltem 12, Security Ownership of Certain Beneficial Owners and Management
and Related Stockholder Matters

Information required in response to Item 12 is incorporated by reference from
our definitive proxy statement, which will be filed with the SEC within 120 days
following the Company’s fiscal year end.

Itemn 13. Certain Relationships and Related Transactions
Information required in response to Item 13 is incorporated by reference from

our definitive proxy statement, which will be filed with the SEC within 120 days
following the Company’s fiscal year end.

ltem 14, Principal Accountant Fees and Services

The following table presents fees for professional audit services rendered
by our principal accountant, KPMG LLP, for the audit of our annual financial
statements for 2003 and 2002, and fees billed for other services rendered by
KPMG LLP.

2003 2002
Audit fees $ 459,089 $ 361319
Audit related fees @ 12,000 11,000
Audit and audit related fees 471,089 372,319
Tax fees @ 528,491 119,893
All other fees -- -
Total fees $ 999580 $ 492212

" Audit fees consisted principally of fees for audit and review services,

services related to various SEC filings and related research and the 2003
senior note add-ons. In 2002, audit fees consisted primarily of fees for audit
and review services, services related to the acquisitions of Hammonds and
Perma-Bilt, and our equity offering.

@ Audit related fees consisted of fees related to the audit of our 401(k) Plan.

® Tax fees consisted of fees for income tax consulting and tax (including state
and local tax procurement) compliance, including preparation of original and
amended state and federal income tax returns, refund claims and IRS tax
audit assistance.

Each year, the audit committee approves the annual audit engagement in
advance. The committee has also established procedures to pre-approve all non-
audit services provided by the principal independent accountants. All 2003 non-
audit services listed above were pre-approved.
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MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

(c) Exhibits

Exhibit
Number
2.1

2.2

2.2.1

23

2.3.1

24

3.1

32

33

41

4.2

Description

Agreement and Plan of Reorganization, dated as of September 13, 1996, by and among
Homeplex, the Monterey Merging Companies and the Monterey Stockholders

Master Transaction Agreement, dated May 7, 2001, by and among the Company, Hancock-
MTH Builders, Inc., HC Builders, Inc. and Hancock Communtties, L.L.C.

Amendment No. 1 to Master Transaction Agreement dated May 30, 2001, by and between
Meritage Corporation, Meritage-MTH Communities, Inc., HC Builders, Inc., Hancock
Communities, L.L.C. and American Homes West, Incorporated

Master Transaction Agreement, dated June 12, 2002, by and among the Company, MTH
Homes-Texas, L.P., Hammonds Homes Ltd., Crystal City Land & Cattle, Ltd., Hammonds
Homes I, LLC, Crystal City I, LLC and Ronnie D. Hammonds

Amendment No. 1 to Master Transaction Agreement, dated June 12, 2002, by and among
the Company, MTH Homes-Texas, L.P., Hammonds Homes Ltd., Crystal City Land &
Cattle, Ltd., Hammonds Homes I, LLC, Crystal City 1, LLC and Ronnie D. Hammonds
Master Transaction Agreement, m&ma October 7, 2002, by and among the Company, MTH-
Homes Nevada, Inc., Perma-Bilt, A Nevada Corporation, and Zenith National Insurance

Corp.

Amendment to Articles of Incorporation of Meritage Corporation
Restated Articles of Incorporation of Meritage Corporation

Amended and Restated Bylaws of Meritage Corporation

Form of Specimen of Common Stock Certificate

Indenture, dated May 31, 2001, by and among the Company, the Guarantors named therein
and Wells Fargo Bank, N.A.

Page or Method of Filing

Incorporated by reference to Exhibit 2 of Form S-4 Registration
Statement No. 333-15937.

Incorporated by reference to Exhibit 2.1 of Form 8-K dated May
10, 2001.

Incorporated by reference to Exhibit 2.1 of Form 8-K dated June 6,
2001.

Incorporated by reference to Exhibit 10.1 of Form 8-K dated July
12, 2002.

Incorporated by reference to Exhibit 10.2 of Form 8-K dated July
12, 2002.

Incorporated by reference to Exhibit 10.1 of Form 8-K/A dated
October 7, 2002.

Incorporated by reference to Exhibit 3.1 of Form 10-Q for the
quarterly period ended September 30, 1998.

Incorporated by reference to Exhibit 3 of Form 8-K dated June 20,
2002.

Incorporated by reference to Exhibit 3.3 of Form S-3 Registration
Statement No. 333-58793.

Incorporated by reference to Exhibit 4.2 of Form S-3 Registration
Statement dated May 1, 2002.

Incorporated by reference to Exhibit 4.1 of Form 8-K dated June 6,
2001.




€00¢
‘g Anf patep [-§ uliog Jo 01 NqYX5] 0 3duIdyaI Aq pojerodioduf

"€€6601-£€€ "ON WWAIARIG

uonens13oy ‘¢-§ ulog Jo L0} NqIYxg 01 90u10)as Aq pajelodioouf
"T00T ‘¢ AInf pAjep Juswder§

uonenNSIZNY §-S U0 JO | NqQIyxH 03 20u12ja1 £q paresodiosuf

“SI2PJOYI01S JO SUNIDJA [enuuy [(OZ Y
10 1uaWalelg AX0Ig 9U) JO g NqIYXF 0) 30ua19Ja1 £q paretodioou]
‘Ynmauay pofig

*€007 ‘€7 12q0100) pajep Juawael§ uonensisoy
€-S WO JO |70l NqIyxy 01 20ud19jal Aq pajerodiodu]

"€00T ‘1€ YdTeN
Parep M-01 Wwiog jo 1°0] Nqyxy 0} 2oua1aja1 Aq parerodiodu|

"€00T “€T 12q0120 pajep Juauistels
uonensiday] $-S Wiog Jo ¢'7'y NQIYXH 01 douasajal Aq paresodioou]

"€00T ‘1€ YdMeN
Pa3ep M-01 W0 JO ¢ ¢ NAIYXH 0] 3ouarajar Aq parerodiosy]
"€00T ‘1€ YoIEN
PaIEp M-0] WO JO € €' NQIYxXH 0) 0Ua9Ja1 £q pajerodiodu]

"€00T ‘1€ YoIeN
pajep Y-01 ULOg JO 7'¢{ MQIUXT 01 99uaIs)a1 Aq parerodiodu]

"€00T ‘1€ YoreN
Pa1Ep M-01 WO JO 1'C'H NQIYXH 0} 0UdIa)a1 AQ pajesodioou]

SuLfLy JO POYIITA IO IBe

LS

+UOpUET 7Y UYof pue UOITH
‘[ U9ANS pue Kuedio)) Yy udsamiaq JuawaIdy Jwawko[dwy jo wio,] aaneuasardoy

KBS A\ ALre] pue Auedwio)) a1 usamiaq JudwaaIdy Juswiojdwy

uejd uond( y201§ 95BILIIA] popudwy

#UE[d SADUL0U[ [ENUUY [00T

01319y} S19PUS] I3YJ0 Y] PUE Nueg [RUONIEN] 193] ‘YN ‘SuQ jueg “jueg Aueiens)
‘Kuedwo)) ay) Juoure ‘gOO7 ‘¢ JOGUIID(] PAIeP “UAWIITY JIPIL) 0) JUIWPUIWY PUOIIS

013J3Y]) SI9PUI] JAYI0 Y} PuB YN ‘Ou() Jueq Yueq [euonjep 1994 Jueq Aueienn)
‘Auedwio)) oy Suowte ‘coOg 8 Jequardag pajep WswadIy JIPa1)) 0] WUSWPUSUTY ISIL]

0]313Y) SI9pus] IAYI0 ) pue YN ‘QuQ yueg “ueq [euonel 193] Yueq Aueienn
‘Kuedwo)) ap Suowre pue £q ‘700T ‘71 1qUIOS(] PRIEP ‘TUdUIAAISY 11Pa1) UOTIA (ST

‘'V'N 2queq o81e] S[[9p PUe UIISY) patlleu sIojuelent) ay)
“d7T ‘sieudieA spuouieH-£0e3a ()T ‘9[eA0Y UOISSIJA] St umouy A[feuriof) Oy ‘0D
HLI ‘Auedwo)) ayy Fuowe pue £q ‘C0T ‘77 1sndny parep ‘axmuapu] [euswajddng yyig

VN Ofueq od1ed S[[2A\ PUE UI2IL)) pawiey sIojueIens) syl ‘)] ‘oeAed-HILIA

‘fuedwo)) sy) uowe pue Aq 00T ‘61 ATenIgaj pojep ‘Imuapy] [elwow(ddng yunoq

"V'N “Jueg 03Ieq S[[9M PUE UISISY) PIWEU SIOJUBIENL) Y] ' OUJ ‘EPBADN SOUWOH

-HLWN ‘Auedwo)y ayi Suowre pue £q ‘7007 ‘ 1Z 190100 parep “vimuapu] [eluawa(ddng payg,

, "V'N Sjueg] 08I S[[9A PUE UIQIDdY) pawreu
siojueienc) ay) “ouy ‘I 41 SeXoL-HLIA “oUl ‘TI dD SeXda-HLIA “d"T ‘Sexo]-sowoHy
HIW ‘Auedwo)y ay) Suowe pue Aq ‘7007 ‘Z1 AM[ parep ‘emuapu] reyuawsjddng puosog

V'N Yueg 031e] Spom
PUE UISJ3Yy) paleu siojueiens) ay) )T Y ‘SSUIP[OH 9TeILdA] )T ‘2IMUd A Yied Udny
‘uedwo) sy Suowe pue Aq ‘100 ‘07 Pqualdag palep ‘amuapu] feiuowa]ddng 1siL]

uopdLadsI(y

(penunued) SENAWHALYLS TVIDONVNIA CALVAITOSNOD OL SALON
SHIEIVIAISENS ANV NOLLYVIOLAOD ED VLA

S0l

01

£0l

44!

ol

"ol

1°01

STy

ey

£y

ey

1'ey
J3quITN
QYR



Exhibit
Number
10.6
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10.10

10.11

10.12

14

21

23

24

31.1

31.2

31.3

32.1

322

323

MERITAGE CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

Description

Representative Form of Change of Control Agreement between the Company and Steven J.

Hilton and John R. Landon*
Change of Control Agreement between the Company and Larry W. Seay*

Change of Control Agreement between the Company and Richard T. Morgan*

Deferred Bonus Agreement-2001 Award Year- between the Company and Larry W. Seay*

Deferred Bonus Agreement-2002 Award Year- between the Company and Larry W. Seay*
Deferred Bonus Agreement-2001 Award Year- between the Company and Richard T.
Morgan*

Deferred Bonus Agreement-2002 Award Year- between the Company and Richard T.
Morgan*

Code of Ethics

List of Subsidiaries

Consent of KPMG LLP

Powers of Attorney

Rule 13a-14(a)/15d-14(a) Certificate of John R. Landon, Co-Chief Executive Officer
Rule 13a-14(a)/15d-14(a) Certificate of Steven J. Hilton, Co-Chief Executive Officer
Rule 13a-14(a)/15d-14(a) Certificate of Larry W. Seay, Chief Financial Officer
Section 1350 Certification of John R. Landon, Co-Chief Executive Officer

Section 1350 Certification of Steven J. Hilton, Co-Chief Executive Officer

Section 1350 Certification of Larry W. Seay, Chief Financial Officer

Page or Method of Filing

Incorporated by reference to Exhibit 10.2 of Form 8-K dated July 8,
2003.

Incorporated by reference to Exhibit 10.5 of Form S-4, Registration
Statement No. 333-109933.

Incorporated by reference to Exhibit 10.6 of Form 10-Q for the
quarterly period ended March 31, 2000.

Incorporated by reference to Exhibit 10.2 of Form 8-K dated June
20, 2002.

Incorporated by reference to Exhibit 10.10 of Form 10-K dated
March 31, 2003.

Incorporated by reference to Exhibit 10.3 of Form 8-K dated June
20, 2002.

Incorporated by reference to Exhibit 10.12 of Form 10-K dated
March 31, 2003.

Incorporated by reference to Exhibit 14 of Form 10-K for the year
ended December 31, 2002.

Filed herewith.

Filed herewith.

See signature page.

Filed herewith.
Filed herewith.
Filed herewith.
Filed herewith.

Filed herewith.

Filed herewith.

*Indicates a management contract or compensation plan.
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EXHIBIT 31.1

SECTION 302 CERTIFICATION

I, John R. Landon, certify that:
I. I have reviewed this annual report on Form 10-K of Meritage Corporation;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light
of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of
operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e)
and 15d-15(e)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this report is being
prepared;

b) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the disclosure controls
and procedures, as of the end of the period covered by this report based on such evaluation; and

¢) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s
fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting;
and

5. The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant's auditors and the
audit committee of registrant's board of directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely affect the
registrant's ability to record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant's internal control over financial reporting.

Date: March 12, 2004

/s/ John R. Landon
John R. Landon
Co-Chief Executive Officer
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EXHIBIT 31.3

SECTION 302 CERTIFICATION

I, Larry W. Seay, certify that:
1. T'have reviewed this annual report on Form 10-K of Meritage Corporation;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light
of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of
operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(¢)
and 15d-15(e)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this report is being
prepared;

b) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the disclosure controls
and procedures, as of the end of the period covered by this report based on such evaluation; and

¢) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s
fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting;
and

5. The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant's auditors and the
audit committee of registrant's board of directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely affect the
registrant's ability to record, process, mcaiwaNn and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant's internal control over financial reporting.

Date: March 12, 2004

/s/ Larry W. Seay
Larry W. Seay
Chief Financial Officer
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EXHIBIT 32.2
CERTIFICATION PURSUANT TQO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906 OF THIE SARBANES-OXLEY ACT OF 2002
In connection with the Annual Report of Meritage Corporation (the “Company”) on Form 10-K for the period ending December 31, 2003, as filed with the Securities
and Exchange Commission on the date hereof (the “Report™), I, Steven J. Hilton, Co-Chief Executive Officer of the Company certify, to the best of my knowledge, that:

(1) The Report ?.:% complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.

MERITAGE CORPORATION,
a Maryland Corporation

By /s/ _STEVEN J. HILTON
Steven J. Hilton
Co-Chief Executive Officer

March 12, 2004
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CORPORATE INFORMATION - www.meritagehomes.com
Corporate Offices: Annual Meeting Corporate Counsel Form 10-K

May 12, 2004 at 10:00 a.m. Snell & Wilmer L.L.P. A copy of our Annual Report on
Meritage Corporation The Crescent Club Phoenix, AZ Form 10-K, as filed with the
4050 West Park Boulevard 200 Crescent Court, 17th Floor United States Securities and
Plano, TX 75093 Dallas, TX 75201 Independent Auditors Exchange Commission, is
800-210-6004 214-953-4343 KPMG LLP available without charge upon

Phoenix, AZ written request to:

Meritage Corporation
8501 East Princess Drive
Suite 290 _
Scottsdale, AZ 85255
480-609-3330

Certifications

Transfer Agent & Registrar
Mellon Investor Services LLC
85 Challenger Road
Ridgefield Park, NJ 07600
www.melloninvestor.com
800-356-2017

Corporate Communications
Jane S. Hays

Meritage Corporation

4050 West Park Boulevard
Plano, TX 75093
972-543-8123

Investor Relations
Vicki L. Biggs

8501 East Princess Drive
Suite 290

Scottsdale, AZ 85255
480-609-3330

Copies of our CEO/CFO certifications filed with the SEC regarding the quality of our public disclosure are filed at Exhibits 31.1 - 31.3 of our Form 10-K.

We will file the annual CEQ certification required by NYSE within 30 days of our 2004 Annual Meeting of Stockholders.

Common Stock Price Range

Our common stock is traded on the New York Stock Exchange, Symbol MTH.

2003 Quarter Ended High
March 31 $37.85
June 30 53.80
September 30 54.60
December 31 69.60

Low 2002 Quarter Ended High Low
$29.00 March 31 $35.12  $23.28
33.05 June 30 47.10 31.22
42.10 September 30 46.25 26.38
47.05 December 31 42.20 28.90

As of March 5, 2004, there were approximately 198 holders of record representing an estimated 3,159 beneficial owners of Meritage common stock.

The Company does not pay dividends on its

common stock.

Home photos opposite, clockwise from top left:
The Westridge / Plan 6909 ¢ McKinney, TX
The Tropani / Plan 9103 » Scottsdale, AZ

The Venetian / Plan 9104 o Scottsdale, AZ
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