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A History of Growth

Meritage Homes Corporation is a
rapidly growing homebuilder that has
built more than 35,000 homes across
the Southwest. As illustrated on this
page, the Company has a history of
outstanding performance reflected in
sales growth and excellent returns to
its investors.

STOCK PRICE*

96 97 98 99 00 01 02 03 04

Stock price rose 70% during 2004, from $33.15 to
$56.35 ot yearend, and has shown sustained
growth with a 53% CAGR since Meritage became a
publicly traded homebuilder at the end of 1996.

(Dollars in millions, except per share amounts)

HOME CLOSING REVENUE ($) 2018
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Meritage is @ @5/37 company, as evidenced
by its 45% CAGR in home closing revenue
since 1997,

HOMES ORDERED (#)
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Meritage has noU:o_wNmQ on a positive
housing environment to deliver a 44% CAGR
in the number of homes ordered.

DILUTED EPS ($)* 5.03
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Meritage has consistently QOSQmG_ value for
its investors, with CAGR's of 33% for diluted
EPS and 38% for net earnings.

ORDER BACKLOG va 1,321
¢
oS
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Agég____
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00 01 02 04

m:o:@ Uonr_om in 2004, representing a 45%
CAGR, gives Meritage a solid base from
which to achieve an anficipated eighteenth
consecutive record year in 2005.

Compounded annual growth rates (CAGR) are from 1997 through 2004. This represents the Company’s performance since it became a publicly
traded homebuilder ot the end of 1996. *Stock price and diluted earnings per share (EPS) reflect January 2005 and Aprit 2002 24or1 stock splits.




To Our Stockholders:

All of us at Meritage are proud to have deliv-
ered another year of significantly increased
value to you in 2004. During the year our
share price appreciated 70%, and has shown
a compounded annual growth rate (CAGR) of
83% over the past five years. In 2004, we
completed our seventeenth consecutive year of
record revenue and net earnings, capped by a
diluted earnings-per-share (EPS) increase for the
year of 47% with a fiveyear CAGR of 45%.
Reflecting our confidence in the Company’s
future, we completed a twofor-one stock split

effective January 7, 2005.

We are operating in an indusiry that has consis-
tently been one of the most atfractive segments
of American business for the past decade. We
have maximized this opportunity to become a
leader in the consolidating U.S. homebuilding
industry — and have done so through organic
growth, sfrategic acquisitions and greenfield start-
up operations while mainfaining a conservatively
financed and sfrong balance sheet. Meritage has
an outstanding history of susiained growth and

value delivered for invesiors.  Although
improving, our industry's valuations
remain significantly less than those of
the overall market. However, we are
optimistic that investors will increasingly
recognize our performance and create
even more value for stockholders in the
future. We believe today’s positive
housing environment will continve at
least through this decade, and support
our ability to meet or exceed our goals.
Barring an unexpected shock to the economy,
and assuming reasonable inferest rafes, we
look forward to another year of record results in

2005.

Superior Growth Spans Two Decades

Meritage is a growth company, evidenced by
the numbers we and our predecessor companies
have consistently produced over time. Meritage
shares have performed as well or better than
many other growth stocks, with our stock price
reflecting a 53% CAGR since we became a pub-
licly fraded homebuilder at the end of 1996 —~

Co-Chairmen and Chief Executive Officers

Steven J. Hilton

John R. Landon
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Meritage is Unique in Ways that Favor
Our Continued Success

The opportunity to succeed abounds for public
homebuilders. However, we are different in
important ways from other public homebuilders.
We believe that the distinctive characteristics of
Merilage today create a unique advantage for
our confinued expansion, and that we have
more room to grow. While Meritage is a large
builder, we are smaller than most of our peers
and have achieved much of our extraordinary
growth operating in just four key sfafes in the
Southwest. Meritage currently has divisions in six
of the ten largest housing markets; and we believe
the opportunity for expansion into additional top
markets is fremendous.

Our growth sirategy is built upon the combination
of organic expansion, strafegic acquisitions and
greentfield startup operations. Ve entered three
new markets in 2004, moving into Llos Angeles/
Inland Empire through our acquisition of Citation
Homes of Southern California and into Denver and
Orlando with startup divisions.  In February 2005,

Meritage continues its expansion

® Sacramento . .
5 ®Denver across the United States, with new
@ San Francisco ... . . .
: ®Las Vegas divisions in Southern California,
. @Los Angeles Colorado and Florida.
@ Phoenix
@ Tucson
we complefed the e ® Dallas/Ft. Worth .

@ Austin PP .
' . @  Houston <« " Gighdo @ .
‘.mrmmabioa.oﬁm_,‘ ;

acquisition of

Colonial Homes of

Ft. Myers and

Naples to expand

our operations in

Florida. Even in our existing markets, there is still
much room for Merilage growth. VWe are among
the top ten builders in four of our thirteen markets;
our godl is to achieve that distinction in all of our
markets. We are in a position fo target, very
selectively, those markets that offer the greatest
opportunities.

f Ft. Myers/
aa ZmEmw.

Our Division Presidents average twenfy-one years
experience in homebuilding. Ve rely upon that
experience — along with feedback from their local
employee teams, suppliers and customers — to lead
to better product and location decisions based on
more thorough local knowledge. We continue 1o
target a moderate degree of financial leverage

solid historical performance, provides access fo \e
. . &
longterm capital at aifractive rates. VWe manage X
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Management is Optimistic about
Future Growth

We are optimistic that the Company can contin-
ve to meet or exceed our farget of 20 to 25%
annual growth in revenue and net earnings over
the next five years. VWe believe industry conditions
will remain positive for this period and beyond.
We expect the advaniages public builders enjoy
in accessing capital and land to continue. We
believe our cost advantages will mount as our
suppliers recognize the growth in our volume,
while consfraints on housing supply will support
pricing power. In 1997, publicly traded
builders in America controlled only about five
percent of the market. By 2004, U.S. public
builders” market share rose to an estimated
24%." While impressive, this leaves plenty of
room for further consolidation.

By contrast, in the United Kingdom where similar land
and capital issues have also driven consolidation,

public U.K. builders accounted for about 47%
market share in 2003. This compares to 17%
just ten years earlier.*”

*Public Homebuilders Council of America

|
“ . Five-Year
' Revenue Growth Goals

I
1

Our large public homebuilding peers, 08 '54.8 Billion
many of whom are three to five times larger ,

than Meritage, provide strong evidence
that we and other homebuilders can
manage growth effectively. Growth drives N —
the need for change. We recognize that, 08 $3.2 Billion o
as Meritage matures, we must continually
evaluate and adapt our business sfrategies, 05
resources, policies and procedures to | - | acTuaL
support our growth. We believe our success 04 $2.0 Billion

fo date shows that we are able o do so i R
effectively.

%
I
-
f

07 $3.9 wm._moa

,mn.o Billion

| ] provECTED

Assumes 20% to 25% annual growth,

a target that Meritage has consistently met
Investors appear to be particularly con- or exceeded.
cerned about the economy and interest |
rates.  Should the economy strengthen |
further, we believe increased housing demand

driven by job growth and improved consumer

confidence would mostly offset any increase in

inferest rates.  In a different scenario with slower

economic expansion, interest rates typicallly

would remain low and support demand for

housing. In either case, many economists

**UBS / The UK Housing Market
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“ — z>zn—>—- —..— —Q—.— —-—o—.—.—.m - : z>c U—.—-m U (Dollars in thousands, except per share amounts)

2004 2003 2002 2001 2000 1999 1998 1997
L. Income Statement Data
Home closing revenue $2,015,742  $1461981 $1112439 § 742576 $ 515428 $ 334,007 $ 255985 $ 149,385
Home closing gross margin 19.9% 19.9% 19.2% 21.2% 20.2% 19.1% 20.1% 16.7%
Net earnings $ 138968 $ 94406 $ 69937 $ 50659 $ 35762 $ 18,945 § 24003 $ 14,237
Net margin 6.8% 6.4% 6.2% 6.8% 6.9% 5.5% 9.3% 9.5%
Diluted earnings per share @ $ 503 $ 342 $ 266 $ 215 $ 157 $ 079 $ 098 $ 067
IL Operating Data
Average price of homes closed $ 278 $ 259 % 243§ 227 $ 231 % 203 % 198 § 232
Homes closed 7,254 5,642 4,574 3,270 2,227 1,643 1,291 644
Homes ordered 9,007 6,152 4,504 3,016 2,480 1,840 1,466 693
Dollar value of homes ordered $2,604,948  $1,634988  $1,161,899 $ 700,104 $ 604444 $§ 388,158 $ 283,746 $ 157,479
Order backlog 4,408 2,580 2,070 1,602 1,246 885 688 472
Dollar value of order backlog $1,320,951 $§ 710,771 $ 537,764 $ 374951 § 309,901 $ 199,445 $§ 145294 § 98,963
Actively selling communities 139 123 108 64 54 44 33 28
1I1. Balance Sheet Dat
Real estate @ $ 867,218 $ 678,011 $ 484970 § 330,238 $§ 211,307 $ 171,012 § 104,759 § 63,955
Total assets @ 1,265,394 954,539 691,788 436,715 267,075 226,559 152,250 96,634
Notes/loans payable & other borrowings ©® 471,415 351,491 264,927 177,561 86,152 85,937 37,205 22,892
Stockholders’ equity 522,555 411,895 317,308 176,587 121,099 90,411 72,279 46,365
Book value per share @ $ 20.29 $ 1563 $ 1212 $§ 805 $§ 593 $ 428 $ 339 $§ 223
IV. Return Data @
Return on average assets 12.5% 11.5% 12.4% 14.5% 14.5% 10.0% 19.3% 16.8%
Return on average equity 29.7% 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 public predecessor (Homeplex Mortgage Investment Corporation.) 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 January 2005 and April 2002 stock splits.

(3) 2004 amounts include the construction costs and related debt associated with model homes which are owned and leased to us by others and that we use to market our communities. Such amounts were &
not included in our balance sheet for previous years. Reference is made to footnote (5) to the audited financial statements included in this annual report.

(4) Return on average assets is defined as net eamings divided by average total assets for the year. Retum on average equity is defined as net eamings 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 Operations — Factors That May Affect OQur
Future Results and Financial Condition.”
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meritage: a coined term from merit and heritage,
synonymous with the blending of fine ingredients to
create a superior result —

MERITAGE: o company whose formula of architectural
flair, attention to detail, focus on customers and uncommon
value has made it one of America’s largest and fastest
growing homebuilders.

It's the American Dream

At Meritage Homes Corporation, we believe the home is
the centerpiece of a family, where memories are made and
fraditions established. Our commitment has always been to
provide quality homes that represent excellent value in premium
neighborhoods. We are proud that homebuyers recognizing
this commitment have made us one of America’s most
successful homebuilders. Meritage continues to grow with
the steadfast goal of providing a very special place in
which families of any size and style can create their own
legacies.

As one of the country’s largest and fastest growing home-
builders, Meritage serves many of the most desirable housing

markets throughout the South and West, offering dream
homes that range from first homes 1o luxury. With its clear
focus on building the right home in the right location at the
right price, Meritage has become especially known for the
value it represents.

Meritage’s roots are deep and as diverse as its name
implies. The 1997 combination of already-established
Monterey Homes of Scoftsdale, Arizona and legacy Homes







of Dallas/Ft. Worth, Texas launched the Company’s national
growth platform, and led to the adoption of the Meritage
name in 1998. As the respective founders of Monterey
Homes and legacy Homes, Meritage Co-Chairmen and
Chief Executive Officers Steve Hilton and John Landon bring
complementary backgrounds and experience to the helm of
Meritage. The dual leadership at Meritage allows our
Co-Chairmen,/CEO's to spend more quality time with local
management while giving the Company the benefit of their
collaboration and collective experience on issues that drive
its strategic direction.

For seventeen consecutive years, Meritage has achieved
record growth and, since becoming a publicly fraded home-
builder, has succeeded at doubling in size every three 1o
four years. More than 35,000 American families call
Meritage home, and we expect to continue our
expansion through an unwavering commitment

fo quality, value, and our customers.

Meritage has been recognized for ifs
:vL

outstanding performance on many
fronts. The Company's growth
achievements have been acclaimed
in national business publications

____

Vicki Biggs

Chief Accounting Officer
Scottsdale, AZ __
L QR0 RO AR P

like Fortune and Professional Builder, while its home designs,
marketing and customer satisfaction programs have been
lauded on local, state and national levels. From our number
one ranking for fiveryear annualized total return on Forbes
Platinum 400 list, to our national awards for active-adult
home designs, to having been named Builder of the Year by
the Texas Association of Builders — the Meritage name is
known for excellence.

n_i
._ __ _
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communities at the most advantageous terms and prices in
each of our markets. Meritage acquires home sites through
a combination of purchase and rolling option contracts,
joint ventures and other shialegic alliances to ensure a supply
of desirable communities for the future. The practices we
follow to acquire land support both our priorities on home-
building and on fiscal conservatism.

Marketing programs appropriate to specific competitive

environments are employed fo drive cusfomers to our on-site

sales offices, where furnished model homes support our

professional and proven sales personnel. We sell most

homes with secured contracts prior fo the start of construction

and customize them to some degree for each buyer, which

we believe creates a higher level of satisfaction and sense

of value. This approach benefits Meritage by

™. providing us with a sfrong backlog of confracled

} [ sales.

. However,

| to safisfy

/., relocation buyers

\\ and others with

. \ immediate needs,

/ b Bereire e o Wealso keep a

j | Plano. X~ 4 controlled amount of
inventory homes under

construction at all times.

TR

Our ability to consistently deliver the right product at the
right price in the right location, we believe, translates into
value for our customers and our investors, as well as continued
growth opportunity for Meritage.

A Relationship and Success-Driven Culture

Few buying decisions are as intensely personal as purchasing
a home. Because of
this, Meritage has
naturally evolved as

a people-oriented
organization. We
believe our success
depends on the
relationships we make.
As we cultivate these
relationships — with
customers, employees
and subcontractors —
our business benefits.
longterm relationships
form the bedrock of .
our organization. In our view, they build trust and confidence,
which in turn establish reliability, a sense of commitment and

mutual respect. Meritage Homes encourages an entrepreneurial |
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Strong margins. We believe that our focus on achieving good marging
results in greater profitability during strong economic periods and also enables
us to realize lower break-even points and provides greater 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 secek 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-depth knowledge of the local markets that
we serve. Our co-chief executive officers and senior executives average over
19 years of homebuilding experience and each has delivered successful results
through varying homebuilding cycles. At March 3, 2005, our co-chief
executive officers together beneficially owned approximately 13% 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 any
specific 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. In 2005 we plan to begin
selling homes in our greenfield start-up markets in Orlando, Florida and
Denver, Colorado, where we initially plan to build within the first and second-
time move up markets. In addition, in February 2005 we completed our
acquisition of Colomal Homes of Flort Myers/Naples, Florida. Colonial
Homes builds within the first and second-time move up and multi-story
condominium markets. We are also exploring the entering of condominium
development opportunities in the other markets in which we operate. Most
recently, we announced our entry into Reno, Nevada, through a start-up
operation. We plan to begin delivering homes in Reno in mid-2006.

Business Strategies

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 six
rapidly growing Western and Southern states; Texas, Arizona, California,
Nevada, Colorado and Florida. These areas are generally characterized by
high job and population growth trends, creating strong demand for new
housing, and we believe they represent attractive homebuilding markets with
opportunities for long-term growth. Our operations in the Texas, Arizona,
California and Nevada markets are well established and we believe that we
have developed a reputation for building distinctive quality homes within these
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. We began start-up operations in the high growth markets of
Colorado and Florida in 2004 and we believe that these new geographic
markets possess demographic and growth characteristics that meet our growth
criteria.

In the past seven years we have successfully completed seven acquisitions
(including our February 2005 acquisition of Colonial Homes), enabling us to
substantially increase our revenue and earnings, expand our geographic
footprint, increase our market share in existing markets and develop new
product lines, such as active adult housing for the Arizona retirement market
and condominiums in certain Florida markets.

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:

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

e obtaining favorable pricing from subcontractors through long-term
relationships and high volume;
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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. We may consider, on a limited basis, purchasing unentitled property
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. In some cases these joint ventures purchase undeveloped land and
develop the land themselves.

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

e extensive internal and external demographic and marketing studies;

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

e 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.

We acquire land through options and land purchase contracts. Purchases
are generally financed through our revolving credit facility or working capital.
Acquiring our land through 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, 2004, we had approximately $132.6 million in cash
deposits and $44.8 million in letters of credit deposits on real estate under
option or contract. The total value of land under option or contract at that time
was approximately $1.7 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 tailored to each community,
which includes the determination of size, style and price range of homes. We
also determine street layout, individual lot size and layout, and overall
community design for these projects. The product lines offered depend 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.

We may use joint ventures from time to time to purchase and develop land
where such arrangements are necessary to acquire the property or appear to be
otherwise economically advantageous. At December 31, 2004, we were
involved in several joint ventures related exclusively to land acquisition or
development, which are accounted for using the equity or cost method of
accounting, as appropriate. Our investment in these entities was
approximately $50.6 million at the end of 2004.
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Construction Operations

We act as 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, 2004, we
employed approximately 540 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, matenals
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
beliecve 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 generate 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 to prospective
homebuyers the advantages of our home designs and various features. We
generally employ or contract with intertor 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. At December 31, 2004, we owned or leased 287 model
homes, with an additional 82 models under construction. Total monthly
payments for these models approximate $518,000, of which approximately
$307,000 is accounted for as interest on debt related to our model lease
program,

Our homes generally are sold by full-time, commissioned employees who
typically work from a sales office located in one of the model homes for each
project. At December 31, 2004, we had 260 sales and marketing personnel.
Our goal is to ensure that our sales force has extensive knowledge of our
operating policies and housing products. To achieve this goal, we train our
sales associates and conduct periodic meetings to update them on sales
techniques, competitive products in the area, financing availability,
construction schedules, marketing and advertising plans and the available
product lines, pricing, options and warranties offered. Our sales associates are
licensed real estate agents where required by law. Independent brokers also
sell our homes, and are usually paid a sales commission based on the price of
the home. Our sales associates assist our customers in selecting upgrades or in
adding available customization features to their homes, which we design to
appeal to local consumer demands. Occasionally we offer various sales
incentives, such as landscaping or interior upgrades, to attract buyers. The use
and type of incentives depends largely on economic and local competitive
market conditions.
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e 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

e 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 addition, communities occasionally impose construction
moratoriums. Because most of our land is entitled, construction moratoriums
generally would not affect us in the near term unless they arose from health,
safety or welfare issues, such as insufficient water, electric or sewage
facilities. In the long term, 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 areas 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
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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.

Beginning in late 2003, we established relationships with title insurance
companies in three states where we do business, pursuant to which one of our
subsidiaries receives a portion of the fees and premiums on title insurance
purchase by certain of our homebuyers and reinsures a portion of the policy
risk. The California Insurance Commissioner and regulators in other states are
investigating these types of arrangements. We are in the process of
terminating those arrangements that have not been expressly approved by a
state regulator. In total, these arrangements contributed approximately
$600,000 to our fiscal 2004 pre-tax earnings.

Employees and Subcontractors

At December 31, 2004, we had approximately 1,200 full-time employees,
including 400 in management and administration, 260 in sales and marketing,
and 540 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,
architectural and advertising services, and we strive to maintain good
relationships with our subcontractors and independent contractors.
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Executive Officers of the Registrant

The executive officers of the Company are elected each year at a 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, 2005). There are no understandings
between any of our executive ofticers and any other person pursuant to which any executive officer was appointed to his office.

Name Age Position
Steven J. Hilton 43 Co-Chairman of the Board and Steven J. Hilton co-founded Monterey Homes in 1985, which merged with the
Chief Executive Officer Company’s predecessor in December 1996. Mr. Hilton has been Co-
Chairman and CEO since July 1997.
John R. Landon 47 Co-Chairman of the Board and John R. Landon founded Legacy Homes in 1987, which combined with the
Chief Executive Officer Company in July 1997. Mr. Landon has been Co-Chairman and CEO since
July 1997.
Larry W. Seay 49 Chief Financial Officer, Larry W. Seay has been Chief Financial Officer and Vice President since
Vice President and Secretary December 1996 and was named as secretary in 1997.
Richard T. Morgan 49 Vice President and Treasurer Richard T. Morgan has been Vice President since April 1998 and was

appointed the Company’s Treasurer in 2002.
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The data in the table includes the operations of Hancock Communities, Hammonds Homes, Perma-Bilt Homes and Citation Homes since their dates of acquisition,

May 2001, July 2002, October 2002 and January 2004, respectively.

Q)]

2)

@)

Historical Consolidated Financial Data
Years Ended December 31,

(8 in thousands, except per share amounts)

2004 2003 2002 2001 2000
Statement of Earnings Data:
Total closing revenue $ 2,040,004 $1.471,001 $ 1,119,817 $ 744,174 $520,467
Total cost of closings (1,631,534) (1,178,484) (904,921) (586,914) (415,649)
Gross profit 408,470 292,517 214,896 157,260 104,818
Commissions and other sales costs (116,527) (92,904) (65,291) (41,085) (28,680)
General and administrative expenses (79,257) (53,929) (41,496) (36,105) (21,215)
Other income, net 12,072 5,776 5,435 2,884 1,839
Earnings before income taxes 224,758 151,460 113,544 82,954 56,762
Income taxes'" (85,790) (57,054) (43,607) (32,295) (21,000)
Net earnings $ 138,968 $ 94,406 § 69,937 $ 50,659 $ 35,762
Earnings per common share: @
Basic § 5.33 $ 3.62 b 2.82 $ 2.39 $§ 173
Diluted b 5.03 $ 3.42 $ 2.66 $ 2.15 ¥ 157
Balance Sheet Data (December 31):
Real estate $ 867,218 $ 678,011 $ 484,970 $ 330,238 $211,307
Total assets ) 1,265,394 954,539 691,788 436,715 267,075
Senior notes, loans payable and other 471,415 351,491 264,927 177,561 86,152
borrowings
Total liabilities and minority interest 742,839 542,644 374,480 260,128 145,976
Stockholders’ equity 522,555 411,895 317,308 176,587 121,099
Supplemental Financial Data:
Cash provided by (used in):
Operating activities $ 60,171 $ (50,302) $ 1,050 $(16,411) $ 6,252
Investing activities (81,804) (35,812) (149,691) (76,465) (8,175)
Financing activities 64,710 84,313 151,858 91,862 (7,102)

2001 includes a $383 loss related to the net effect of early extinguishments of long-term debt. Previously this amount, net of the tax effect of $149, 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.

2000-2001 amounts have been adjusted to reflect a 2-for-1 stock split in the form of a stock dividend that occurred in April 2002 and all amounts have been adjusted to
reflect a 2-for-1 stock split in the form of a stock dividend that occurred in January 2005.

The Company recently determined that costs associated with models that we use to market our communities and that are built by us on lots owned by a third-party and
leased from them during our sales process, are required to be included in the Company’s financial statements. We do not legally own the models, but we are reimbursed
by the owner for our construction costs, and we have the right but not the obligation to purchase these homes. For accounting purposes we are deemed to be the owner due to
our “continuing involvement” with these assets. At December 31, 2004, the amount of real estate and notes and loans payable relating to such homes was $53.8 million.
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Approximately $3.2 million of the 9.75% senior notes remain outstanding and
subject to tender until March 23, 2005.

This discussion and analysis of financial condition and results of
operations is based upon our consolidated financial statements, which have
been prepared in accordance with accounting principles generally accepted in
the United States of America.

Critical Accounting Policies

We have established various accounting policies which govern the
application of accounting principles generally accepted in the United States of
America in the preparation and presentation of our consolidated financial
statements. Our significant accounting policies are described in Note | of the
consolidated financial statements. Certain of these policies involve significant
judgments, assumptions and estimates by management that have a material
impact on the carrying value of certain assets and liabilities, and revenue and
costs. The judgments, assumptions and estimates we use and believe to be
critical to our business are based on historical experience, knowledge of the
accounts and other factors, which we believe to be reasonable under the
circumstances. We evaluate our judgments and assumptions on an on-going
basis. Because of the nature of the judgments and assumptions we have made,
actual results may differ from these judgments and estimates, which could
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have a material impact on the carrying values of assets and liabilities and the
results of our operations.

The accounting policies that we deem most critical to us, and involve the
most difficult, subjective or complex judgments, include our estimates of costs
to complete our individual projects, the ultimate recoverability (or impairment)
of these costs, goodwill impairment, the likelihood of closing lots held under
option or contract, the ability to determine the fair value of consolidated real
estate not owned and liabilities related to such, certain estimates and
assumptions related to the application of Financial Accounting Standards
Board Interpretation No. 46, “Consolidation of Variable Interest Entities, an
interpretation of ARB No. 517 (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
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
application of FIN 46R, if not accurate, could result in us incorrectly including
or excluding certain contractual land acquisition arrangements as variable
interest entities in, or from, respectively, our consolidated financial statements.
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Years Ended December 31,

2004 2003 2002

Home Orders
Total

Dollars 3 2,604,948 $ 1,634,988 $ 1,161,899

Homes ordered 9,007 6,152 4,504

Average sales price $ 289.2 $ 265.8 $ 258.0
Texas

Dollars $ 752,770 $ 599,850 $ 417,158

Homes ordered 3,518 2,862 2,134

Average sales price $ 214.0 $ 209.6 $ 195.5
Arizona

Dollars $ 884,771 $ 509,913 $ 383,445

Homes ordered 3,490 1,881 1,425

Average sales price $ 2535 $ 271.1 b 269.1
California

Dollars $ 821,266 $ 375,105 $ 329,252

Homes ordered 1,582 807 794

Average sales price $ 519.1 $ 464.8 $ 414.7
Nevada

Dollars $ 146,141 $ 150,120 $ 32,044

Homes ordered 417 602 151

Average sales price $ 350.5 $ 2494 $ 212.2

18




61

1¢0C S6tc $ pee
981 bee LeT
€8L°LE 8€9°€S $ €0T°6L
Iy 6'LEY $ 0°¢9¢
£ee Sov S69
LT69ET SSELLL $ 1LT16€
£'60¢ §98¢ $ 6°69C
99 (4% 166°1
SSIpyl 65€°8€T $ LBELES
8'10¢ L'S1T $ 801¢C
S80°1 611°1 S8P°1
668°81C 61¥° 11T $ 060°€1€
865C GSLT $ L66T
0L0°T 085°C 80t
Y9LLES TLLOTL $ 1S6°0Z€°1
2007 £007 $00T

‘L€ JaqUIdI( PIPUY SABI X

9ouid sojes a3e1oAy
Jopyoeq ul SOWOH

s1e[jo(
EPEAIN

2oud sajes o3eloAy
Foprorq ur soWOH
sIe[[o(]

EUONES)

20uid so[es a3eIoAY
Soporq ur SSWOH
sIe[jo(q

007y

901id sajes agel1oAy
Sopoeq ur sowoy
sre[joq

SEXdL

2o1d sajes a8eIdAy
Sopjoeq w1 sawoy
sre[joq

810,

doppaeyq 10pi10




Home Closing Revenue. Home closing revenue in 2004 increased 38%
to a Company record of $2.0 billion, compared to $1.5 billion in 2003.
Contributing to our 2004 record year in home closing revenue was beginning
2004 with a record year-end order backlog of $710.8 million. Additionally,
our record high home closing revenue benefited from a 7% increase in the
average sales price of homes closed and a 29% increase in the number of
homes closed led by our Arizona and California regions where the housing
markets are very strong in general and where we believe we have honed our
competitive advantage. We have benefited from continued strong demand in
our markets where we have positioned ourselves to have the right product at
the right price and in the right locations. We increased the number of actively
selling communities through organic growth as well as our January 2004
acquisition of Citation Homes in the Southern California market. The number
of closings in our Texas region increased 11% to 3,152 in 2004, reflecting
somewhat more competitive market conditions. Our Arizona region posted a
54% increase in the number of homes closed in 2004 to 2,331. The increase in
Arizona is primarily due to the increase in closings of more affordable homes
in Arizona, particularly in our Active Adult communities in Arizona,
representing a shift in our historical product mix in this market. The average
closing price per home in Arizona declined 8% in 2004 as a result of this shift
in product mix. Our California region, which offers our highest priced homes,
posted an 86% increase in the number of homes closed, resulting in an 88%
increase in home closing revenue in 2004. The increase in home closings in
California is primarily due to a generally strong housing market and a 29%
increase in actively selling communities. In Nevada, closings were off
moderately for the year because we sold out of several communities faster than
anticipated in 2003, before our replacement communities were open for sales.
In 2004, we benefited from increasingly positive demographic factors in the
Southern and Western United States, an increasing home ownership rate and
favorable employment statistics.

Home closing revenue in 2003 increased 31% over 2002, resulting
primarily from a 23% increase in the number of homes closed and a 7%
increase in the average sales price year over year. We benefited from an
increase in the number of communities that closed homes, from continued
strong demand for homes and from an overall increase in the U.S. home
ownership rate in 2003, which was at an all-time high of 68.6% at the end of
the year. The number of home closings in Texas increased 35% to 2,828 from
2,090, mainly representing the full-year impact of our mid-year 2002
Hammonds acquisition. While the slower demand experienced in both our
Austin and Monterey Phoenix divisions in 2002 stabilized in 2003, the number
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of home closings in California was up 24% in 2003, resulting from the strong
California homebuilding market and an increase in actively selling
communities. The number of homes closed in Nevada increased from 155 to
564, due to the full-year impact in 2003 of our fourth quarter 2002 acquisition
of Perma-Bilt. Somewhat offsetting these increases was a reduction in the
number of home closings in Arizona of 13%, due to the earlier than
anticipated sell out of some communities and delays in opening their
replacements. The overall 7% increase in the average home closing price was
primarily the result of a shift in mix toward our higher-priced homes,
particularly in California.  As a whole, we benefited from positive
demographic factors, an historically high home ownership rate and generally
favorable employment statistics.

Home Orders. Home orders for any period represent the aggregate sales
price of all homes ordered by customers, net of cancellations. We do not
include orders contingent upon the sale of a customer’s existing home as a
sales contract until the contingency is removed. Historically, we have
experienced a cancellation rate of approximately 25% of the gross sales, which
we believe is consistent with industry norms. We ended the 2004 fiscal year
with 9,007 homes ordered compared to 6,152, representing a 46% increase in
home orders. Our Arizona and California regions posted particularly strong
results, primarily due to healthy housing markets in both states as well as
communities that are thoughtfully designed, in good locations and that meet
the needs of our homebuyers. Orders in Arizona rose 86% due to newly
opened communities and the diversification of our product offerings to take
advantage of emerging demographic trends such as maturing baby boomers in
the form of Active Adult communities. Our Active Adult communities
generated 786 sales orders in 2004, as compared to 302 in 2003. In California,
sales orders increased 96% primarily due to an increase in active communities
in Northern California, the acquisition of Citation Homes in January 2004 and
continued strong demand for homes. During the latter half of 2004, we
opened several new communities in Nevada for sales, tripling our number of
actively selling communities to six. Overall, our home orders in Nevada
declined to 417, but our fourth quarter orders reflected the increase in our
actively selling communities by generating a 56% increase in the quarter, year-
over-year, which is evidence that the Nevada housing market is strong.

The dollar value of sales contracts in 2003 increased 41% over 2002.
This increase was driven by a 37% increase in the number of new home orders
and a 3% increase in average selling price. The number of new home orders
increased by 34% in Texas, a portion of which represents the full-year impact
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Other Operating Information
Years Ended December 31,

(8 in thousands)

2004 2003 2002
Home Closing Gross Profit
Dollars $ 400,287 $ 291,282 $ 214,096
Percent of home closing revenue 19.9% 19.9% 19.2%
Commissions and Other Sales Costs
Dollars $ 116,527 § 92,904 $ 65,291
Percent of home closing revenue 5.8% 6.4% 5.9%
General and Administrative Expenses
Dollars $ 79,257 $ 53,929 $ 41,496
Percent of total revenue 3.9% 3.7% 3.7%
Income Taxes
Dollars h) 85,790 $ 57,054 $ 43,607
Percent of earnings before income taxes 38.2% 37.7% 38.4%

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 as a percentage of home closing revenue was consistent in 2004 and 2003 at
19.9%.

Home closing gross profit as a percentage of home closing revenue was 19.9% in 2003, up from 19.2% in 2002. This improvement can be attributed to home
closing prices in 2003 increasing at a greater rate than cost of home closings. Average home closing prices were up 7% in 2003 while the average cost of home
closings increased by 6%.

Land Closings. The sale of land is not a significant component of our business plan and takes place occasionally as we sell excess land that is not needed in our
homebuilding operations. Incidental sales of land may continue in the future, but could fluctuate substantially. A summary of land closings is presented below:

Years ended December 31,
(in thousands)

2004 2003 2002
Land closing revenue $ 24,262 $ 9,020 $ 7,378
Cost of land closings (16,079) (1,785) (6,578)
Land closing gross profit $ 8,183 $ 1,235 $ 800

Land closings for the year ended December 31, 2004 primarily related to one land closing in Nevada during the third quarter of 2004 for $19.2 million, which
resulted in a $7.1 million gain.
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approximately $210.7 million at December 31, 2004, 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:

e requiring us to maintain tangible net worth of at least $225 million
plus 50% of net income earned since January 1, 2004 plus 75% of the
aggregate net increase in tangible net worth resulting from the sale of
capital stock and other equity interests (as defined);

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

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

e 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;

e 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

e 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;
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(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.

Notwithstanding the above, our credit facility specifically provides that
liabilities (i) under rolling options and similar contracts for the acquisition of
real property and (ii) arising under model home leases, and (iii) liabilities
arising under guarantees shall not be deemed off-balance sheet liabilities.

We have outstanding $280 million in aggregate principal amount of
9.75% senior notes due 2011, which were originally issued in May 2001 and
subsequent add-on financings in February 2003 and September 2003.

In April 2004, we issued $130.0 million in principal amount of 7.0%
senior notes due 2014. Approximately $129.4 million of this amount was used
to pay down our senior unsecured credit facility.

The indentures for our 9.75% senior notes and our 7.0% senior notes
require us to comply with a number of covenants that restrict certain
transactions, including covenants:

e limiting the amount of additional indebtedness we can incur unless
after giving effect to such additional indebtedness, either (i) our fixed
charge coverage ratio would be at least 2.0 to 1.0 or (ii) our ratio of
consolidated debt to consolidated tangible net worth would be less
than 3.0 to 1.0, provided, however, this limitation does not apply to
most types of inter-company indebtedness, purchase money

indebtedness up to $15 million, non-recourse indebtedness and other
indebtedness up to $15 million;

e generally limiting the amount of dividends, redemptions of equity
interests and certain investments we can make to $10 million plus (i)
50% of our net income since June 1, 2001 plus (ii) 100% of the net
cash proceeds from the sale of qualified equity interests, plus other
items and subject to other exceptions;
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In August 2004, the Board of Directors approved a new stock buyback
program, authorizing the expenditure of up to $50 million to repurchase shares
of our common stock. As of December 31, 2004, no shares were purchased
under this program. No date for completing the program has been determined,
but we will purchase shares subject to applicable securities law, and at times
and in amounts as management deems appropriate.

Effective April 1, 2004, the construction costs and related debt associated
with model homes which are owned and leased to us by others that we use to
market our communities are included in our balance sheet. We do not legally
own the model homes, but we are reimbursed by the owner for our
construction costs, and we have the right, but not the obligation, to purchase
these homes. Although we have no legal obligation to repay any amounts
received from third-party owners, the amounts are recorded as debt and are
typically deemed repaid when we simultancously exercise our option to
purchase the model home and sell such model home to a third-party home
buyer. Should we elect not to exercise our rights to purchase these model
homes, the model costs and related debt under the model home lease program
will be eliminated upon the termination of the lease, which is generally
between one and three years from the origination of the lease.

Off-Balance Sheet Arrangements

We often acquire finished building lots at market prices from various
development entities under fixed price purchase agreements. This lot
acquisition strategy reduces the financial requirements and risks associated
with direct land ownership and land development. Under these purchase
agreements, we are usually required to make deposits in the form of cash or
letters of credit, which may be forfeited if we fail to perform under the
agreement. At December 31, 2004, we had entered into purchase agreements
with an aggregate purchase price of approximately $1.7 billion, by making
deposits of approximately $132.6 million in the form of cash and
approximately $44.8 million in letters of credit.

Occasionally, we enter into land development joint ventures. The
Company and/or its partners occasionally provide limited repayment
guarantees on debt of certain unconsolidated entities on a pro rata share basis.
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At December 31, 2004, the Company had limited repayment guarantees of
$16.1 million.

We and our joint venture partners are also typically obligated to the
project lenders to complete land development improvements if the joint
venture does not perform the required development. Provided we and the
other joint venture partners are in compliance with these completion
obligations, the project lenders would be obligated to fund these improvements
through any financing commitments available under the applicable joint
venture development and construction loans. In addition, we and our joint
venture partners have from time to time provided unsecured environmental
indemnities to joint venture project lenders. In some instances, these
indemnities are subject to caps. These indemnities obligate us to reimburse
the project lenders only for claims related to environmental matters for which
such lenders are held responsible. As part of our project acquisition due
diligence process to determine potential environmental risks, we generally
obtain an independent environmental review from outside consultants.

Additionally, we and our joint venture partners have agreed to indemnity
third party surety providers with respect to performance bonds issued on
behalf of certain of our joint ventures. If a joint venture does not perform its
obligations, the surety bond could be called. If these surety bonds are called
and the joint venture fails to reimburse the surety, we and our joint venture
partners would be obligated to indemnify the surety. These surety indemnity
arrangements are generally joint and several obligations with our other joint
venture partners. As of December 31, 2004, there were approximately $13.4
million of surety bonds outstanding subject to these indemnity arrangements.
None of these bonds have been called to date and we believe it is unlikely that
any of these bonds will be called.

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
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, 2004, we
had approximately $5.2 million in outstanding letters of credit and $171.5
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.
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In December 2004, FASB issued Statement of Financial Accounting
Standard (“SFAS”) No. 123 (revised 2004), “Share-Based Payment” (“SFAS
123R™), effective for periods beginning after June 15, 2005. SFAS 123R
requires that all stock-based compensation be treated as a cost that is reflected
in the financial statements. The Company is required to adopt the new
standard for its interim period beginning July 1, 2005, and we are currently
reviewing the effect of this statement on our consolidated financial statements.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of
Nonmonetary Assets, an Amendment of APB No. 29”. SFAS No. 153
amends APB Opinion No. 29 to eliminate the exception for nonmonetary
exchanges of similar productive assets and replaces it with a general exception
for exchanges of nonmonetary assets that do not have commercial substance.
A monetary exchange has commercial substance if the future cash flows of the
entity are expected to change significantly as a result of the exchange. This
statement 1s effective for the Company on January 1, 2006. The adoption of
SFAS No. 153 is not expected to have a material effect on our consolidated
financial statements.

Factors That May Affect Our 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.

Interest Rates and Mortgage Financing. In general, housing demand is
adversely affected by increases in interest rates and housing costs and the
unavailability of mortgage financing. Most of our buyers finance their home
purchases through third-party lenders providing mortgage financing. If
mortgage interest rates increase and, consequently, the ability of prospective
buyers to finance home purchases is adversely affected, home sales, gross
margins and cash flow may also be adversely affected and the impact may be
material. Interest rates are currently near historically low levels, however, it is
impossible to predict future increases or decreases in market interest rates. In
addition, homebuilding activities depend upon the availability and costs of
mortgage financing for buyers of homes owned by potential customers, as
those customers (move-up buyers) often must sell their residences before they
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purchase our homes. Any reduction of financing availability could adversely
affect home sales.

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 Subcontractors. We conduct our construction operations
only as a general contractor. Virtually all architectural and construction work
is performed by unaffiliated third-party subcontractors. As a consequence, we
depend on the continued availability of and satisfactory performance by these
subcontractors for the design and construction of our homes. We cannot
assure you that there will be sufficient availability of and satisfactory
performance by these unaffiliated third-party subcontractors. In addition,
inadequate subcontractor resources could have a material adverse affect on our
business.

Operating and Financial Limitations. The indentures 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
and the ability of our subsidiaries, among other things, to:

e incur additional indebtedness or liens;

e pay dividends or make other distributions;

e repurchase our stock;

¢ make investments;

e sell assets;

e enter into agreements restricting our subsidiarics’ ability to pay
dividends;

e enter into transactions with affiliates; and

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




"SZUILIRS PUB SMO[J YSED ‘ONUIADI INO UI
9SEDIOIP B 3SNEI P[NOJ SIUIAS S} JO AUy “s[elssjewr Juipjing Jo A)jiqe[ieAe
1o 3uud ag1 ur suonemony [ENUERISQNS 10 SAB|OP UONONNSUOD JuedlIugdis
I9JJns Os[e p[nod dA\  "9FEISA0D JOUBINSUL INO PIIIXD JBY) SISSO[ UT JNSal
Aeur yorym ‘5101 BuIpjing Ino 10 LOHINNSUOS JGPUN SIWOY INO JO IWOS AOISIP
10 93ewep PnOd SIDUSLINGIO 9SAY], 'SYSL 3s3y) Jo Swos jsureSe aInsul
Jou Op oA\ "SIEd UL Ul SISSESIP [BINJEU JOYIO pue Sapi[spue| ‘Fuipooy)
‘sayenbyues jo sequinu jueoyudis e paousiradxa sey euIoj[E)  SOUBOLLINY
JO S30peuIo) SB UONS SUONIPUOD JOYIEam JWaNXd 20UdLRdXa A[[euoIseId0
EPLIO[ puE SEXJ] UI SIO3JEW JNO JO JWOS “BPLIO[] PUB BIULIOJI[R)) ‘SBX3],
w suonesedo JuIpINQIWOY JUBOYIUTIS OARY A\  “SUDISDSIT [DANIDN

‘1198 2 JBY) S3WOY d) Ul pjow Jo aouasaxd
3y woyy JuIsue SWIe|d 0} pasodxa dIe am JI J[NsAI pinod suone1ado Jo syynsal
pue uonIpuod [RISULUIY ‘SSOUISNQ JNO UO }09JJ0 9SI0ApE [BLISIRW B ‘0FrIoA0D
souemsul ajenbope uleiqo 03 S[qeun ok 9m JI 10 swrep jo sadA) osoy)
IsureSe 100)01d 0] JUIIOLYNS JOU DI SUONUS)IAI INO J] “3FLISA0I PloW SUIPN[OXD
uedaq Aorod souemnsul mo ‘gz ‘T 19QO(0 JO Se ‘pue sIop[ng Auewr
10] plow jo aoussaxd oyy woy uisue sarorjod woyy swied Jurpnoxs usaq
SAEY SISLLIED ddueINSU] “¢O0Z ‘] 12q010() 210J9q pajejdwios sawioy 10} swire[o
Jo sad&y asay ysurede snsul 0) 9810405 2oueInsUl djenbape pauTLIUIEW OAEY
M JBY) 9A31[9q M "SJUSWID[IIAS JO Syudwupnl Arejsuowr [enue)sqns ur paynsal
SABY SIMSME[ 0SAY) JO SWOS 'SIUI[[dIMP [BIUSPISAL Ul pjow Jo 2ouasaid
oy} Aq pasned agewrep Anvdord pue Amfur [euosiad Jo surepo Jurasse s1apying
1SUTESe PI[IJ USdQ dABY SUNSME] ‘A[JUOODY "SISO 2IUDNSUJ PISDIIOUS

'suoi3as o14der309a3 1oyjo ur jjrew dJUONS € Ul
Aunpioddo Zuroueleq e 9q jou Kew ooy} 9OULS “OUIIBP PINOYS $193IBW JUdLIND
no ut ssoursng 3wipjingswoy oy Ji sn joedwn A[aSIoApE PNOd UONEDIJISIOAIP
omyder3oad pajwi| JnQ epLIO[] PUE OPEIOO)) ‘BPRASN ‘BIWIOJI[E]) ‘BUOZLIY
‘sexo, ur suonerddo oAey M UONDILISIIAIF O1ydpiS0a5) parrurT

‘sueyd ssoursnq pue suonerado Ino
uLrey pinod saako[duio 493 Jo s901a10s Y1 JO $SO] Y] -a3eor[dar 0} ws) 1oys
Y3 ul JndYJIp 9q pInom jeyy sentiqe drysiopes| pue dsousuadxs ‘opajmouy
Ansnpur ojqenjea ssassod Yoeo UOIIH pUB UOPUBT ‘SISSON 1BYI 9A2I[aq
9N 'seakojdud A3y 1oyio urendd yum syuswaside juswkojdws aaey jou
Op 2M 1nq ‘UOJJTH pue uopue "SISSI ylim sjuswsaide juswiojdws aaey ap
‘]suuosiad peyifenb urejar pue 1peme 01 AfIqe ano uo spuadop juswdojoAsp
panuBuOd INO pUE ‘UO)IH [ USAJ)S PUB UOPUBT Y UYO[ ‘SIAOIJ() IANNISXT]
JPyD-0) o Fuipnpur ‘ssskojdwo Aoy wrepdd Jo seoiales  Juinunuod
oy uo spuadop A[aSre] $s900NS INQ  JouOSIA LY uO 2duUpUIdI]

6¢

"JOABIPUD U YonS (1M YSLI pue sofua|jeyd IB[TWIS 908] P[Nom om
pue 21e1ado oM YIIYM Ul SJ93IBWI 15YIO UI SI]ES PUE UOHINHSU) WNIUIWLOPUOD
ot Fuipuedxs Fuuoldxa a1e om ‘UONIPPE U 'SSAUISNQ WAIUIWOPUOD 31} Ul
2oudL12dxa 1011d ou 9ARY oM (SA]ES PUB UOHONIISUOD WNIULOPUOD Buipnpour)
$SQUISNQ [BIUOIOD) ) YIM PIA[OAUI dIom Jey) $o0Ao0|dwa SBWOY [e1uo]o))
oy Jo isow Aojdws mou om ySnoyyy  -suonemnder Kueuem pue sofes
QAISUIIXD IOW JAJOAUL A[[Bo1dA) SOWOY WNIUNLOPUOD “UONIPPE U] SISWO0)SNI
JUSISYJIP “30130p B 0] ‘PUE SI0JORNUOINS PUE $I550001d UOHONNSUOD JUIAJJIP
SOAJOAUL SAWIOY WINIUIUOPUOD JO J[BS PUB UOIONISUOD BY]  “SSWOY A[iwe)
-O[3UTS JO 3]s PUE UOLONIISUOD 3Y) A[UO POAJOAUT SBY SS3UISNQ INO ‘UonIsinboe
SIY} 0} JOLJ  'SOWOY WNIUMLOpUOd AIOJS-jNW JO 3[ES PUB UOIONISUOD
Y} Ul POAJOAUL 3q [[IM M ‘[eIu0[0)) JO Uonismboe ) Yum uondsuuod Uy

"ed ur 10 djoym ur uolsinboe ay) Jo s)yaULq PAPUSIUT Y} J9SJJO JOU [[IM
SI0JOBJ UDISDIOJUN Jey) NOA JINSSB JOUUBRD dA\ "SHJOUSQ IOYIO pue SIIFIoUAS
UIRJIRD  SAWNsse uonismboe SOWOH [eIUO[0) oY) JO uopeidour InQ

“aujpop
01 wonisod aannedwod pue suonerddo jo syNsar ‘WORIPUOD [RIOUBUI INO
IsNEI P[NOJ SOWOH [B1U0[0)) JO UONISINboE 211 Yum U01O3UUOD UI PaIs)unosua
swapqord 1oylo Aue 10 SoSUS[[EYD ISIY) SUWIODISAO O} AIN[IB] 'SUOHOUN] IOYIO
pue dAlRNSIUTWIPE JUAWSTeULW JO UONRUIPIOOD ‘SFuly) 1ayio Suowre ‘annbal
JIim sotueduios omy Sy JO UONBUIQUIOD BY [, 'SSAUISNQ JUILIND INO JO SIUIALIER
o jdnisip osje pnoo ssaoord uoneiSojur ayy, [ouuosiad pue jusweSeuew
Juowe uonupe oououadxs Aewr  seruedwos paulquod oy ‘repnonred
Ul SYSU JO Joquinil B dAJOAUT [[1a uonisinboe ay) Juimoljoy suoneiddo ino
OJul SOWOH [eruojo)) Jo uoneidajul Y[, epuof] ‘sajdeN/siok| 110, JO -Souol
Jeruojo) jo suonerado Juippingawoy syy jo Je Aenuesqns jo uonisinboe
o pa[dwod om ¢OO7 Arenuqdq Ul uonismboy sowiop p1uojor)

"a]qeAed pue onp Ajeierpatul
9q 0} ‘S23J 2O PUE JSAINUI PIAMIOOL M I011050] ‘SSAUPAIGIpUT dY} 318[09p
0] 19919 PINOJ SIOPUI] JUBAD[S () ‘SINDJ0 JNBJOP © J] "SSAUPAIQapUl Paje)al
3} JO 102dsax Ul JNEJIP B Ul JNSAI PINOd SONELI [erdueUl pasmbar oy urejurews
0} AJI[IqeUl INo 10 SJUBUIAOD 353} JO Aue jo yoealq v ‘sonmumuoddo sssuisng
o[qejreae ansmd o} 10 spadu [ended 1o suonesado sy ano soueuly 0) ANpIqe
Ino J03jJe A|2SISAPE JOU [[IM S)UBUIAOD IS} JEY) NOA SINSSE JOUURD A, 'SONRI
[eroueuly payy1odds JOYlo utejurew 0} sn sannbal AJ1[19e) PIPaId INO pUB YLOM
JoU 9[QI3UR) PAJEPIOSUCD WUNWIUINL € Ulejulew 03 sn annbas Anjow) 1pald
PaINJISUN IOIHAS INO PUL $IOU IOIUIS INO 10J SAUMUIPUL SY) ‘UONIPPE U]



Inflation. We, like other homebuilders, may be adversely affected during
periods of high inflation, mainly because of higher land and construction costs.
Also, higher mortgage interest rates may significantly affect the affordability
of mortgage financing to prospective buyers. Inflation increases our cost of
financing, materials and labor and could cause our financial results or growth
to decline. We attempt to pass cost increases on to our customers through
higher sales prices. To date, inflation has not had a material adverse effect on
our results of operations; however, inflation could impact our future operating
results.

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.

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 and cost of our
homes. We are also 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
costs.

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.

Fluctuations in Operating Results. We historically have experienced, and
expect to continue to experience, variability in home sales and net earnings on
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a quarterly basis. As a result of such variability, our historical performance
may not be a meaningful indicator of future results. Factors that contribute to
this variability include:

¢ timing of home deliveries and land sales;

e our ability to acquire additional land or options for additional land on
acceptable terms;

e conditions of the real estate market in areas where we operate and of
the general economy;

e the cyclical nature of the homebuilding industry, changes in prevailing
interest rates and the availability of mortgage financing;

e costs and availability of materials and labor; and

e delays in construction schedules due to strikes, adverse weather, acts
of God, reduced subcontractor availability and governmental
restrictions.

Competition. The homebuilding industry is highly competitive. 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 available rental housing. If we are unable to successfully
compete, our financial results and growth could suffer. Some of our
competitors have significantly greater financial resources or lower costs than
we do. Competition among both small and large residential homebuilders is
based on a number of interrelated factors, including location, reputation,
amenities, design, quality and price. Competition is expected to continue and
become more intense, and there may be new entrants in the markets in which
we currently operate and in markets we may enter in the future.

Additional Financing; Limitations. The homebuilding industry is capital
intensive and requires significant up-front expenditures to acquire land and
begin development. Accordingly, we incur substantial indebtedness to finance
our homebuilding activities. At December 31, 2004, we had approximately
$471.4 million of indebtedness and other borrowings. If we require working
capital greater than that provided by operations or available under our credit
facility, we may be required to seek additional capital in the form of equity or
debt financing from a variety of potential sources, including bank financing
and securities offerings. The level of our indebtedness could have important
consequences to our stockholders, including the following:

e our ability to obtain additional financing for working capital, capital
expenditures, acquisitions or general corporate purposes may be
impaired;
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existing letters of credit and performance bonds will not be drawn on, the
adequacy of our insurance coverage and warranty reserves, our ability to deliver
existing backlog, the expected outcome of legal proceedings against us, the
sufficiency of our capital resources to support our growth strategy, the future
impact of deferred tax assets or liabilities, the expectation of continued positive
operating results in 2005 and beyond and the expected benefits of our
acquisitions. Such statements are subject to significant risks and uncertainties.

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
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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. At December 31, 2004, we had no advances drawn under our revolving
credit facility that would be subject to changes in interest rates. We do not
enter into, or intend to enter into, derivative financial instruments for trading
or speculative purposes.

Qur fixed rate debt is made up primarily of our $280.0 million in
principal of our 9.75% senior notes and $130.0 million of our 7.0% 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.
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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.
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Item 8. Financial Statements and Supplementary Data

Our consolidated financial statements as of December 31, 2004 and 2003
and for each of the years in the three-year period ended December 31, 2004,
together with related notes and the report of Deloitte & Touche LLP and
KPMG LLP, independent registered public accountanting firms, are on the
following pages. Other required financial information is more fully described
in Item 15.




S¢

S00T ‘ST yorey
BUOZIIY ‘XIUI0Y ]

4mMm Jui,mum.d??q«a.,

dTTHHONOL % 41.L107dd

‘Bunodar [e1ouBULy I0A0 [01)U0D
Jeurdyut s Auedwo)) dyy Jo ssouoAnoayd ayy uo uotutdo asioape ue pue Funiodal [edourRUL ISAO [0XUOD [BUIIUI S AUBdWO)) Sy JO SSOUSANDIJY O} JO JUILISSASSE
s Juowogeuew uo uorurdo payrenbun ue passa1dxd g0z ‘S Yore|N parep 1Hodor Ino pue UOISSIIO) ABMmpeal], oy} Jo suoneziueSio Suuosuodg jo sopIuwo’)
oy AQ pansst yLomauw.4,] paipa3apu] ~ (0440 [PU4DJU] UL PIYSIQRISD BLISILIO OU} UO Paseq ‘pO07 ‘1§ JqUdd( Jo se Sunuodal [RIOUBUY ISA0 [ONUOD [BUISUI
s Auedwo)) ayy Jo SSOUSAIIORYR Ay “(SAlvIS paNuN) preoq 1Fis10A0 Sununosoy Kuedwoy) dr[qng 33 JO SPIEPUB]S 3 YIIm J0UBPIOIOE UI ‘payipne 0S[B QAR M

"BOLIDWY JO sajel§ pajiury o) ur paydaooe Kjjeiouad
sapdounid Fununodsoe yum AJNULIOFUOD UL ‘PIPUS UdY) JeIK JY) J0J SMO[J Ysed 1oy} pue suonerado IIdy) JO SHNSAL Y} PUB ‘pOO7 ‘1€ 1OQUISd(T JO S SILIBIPISqNS
pue uonerodio)) sowol] d3ejIs|A Jo uonisod [eroueuy oy ‘spoadsal [euew ([ ur ‘ALrey jussard sjuswale)s [eIoURUL} PIJRPI[OSUOD HOT Yons ‘uotuido Ino uf

‘uorurdo
N0 10J SISeq 9[qEUOSEDI B SAPIACI JIpnE INO JBY) SAJN[DQ A "UONRIUSSAId JUaWIE)S [eIOURUL) [[BI2A0 o) Sunen[ead se [[om se Juowafeuew Aq opew S1RWINSd
juesyrugis pue pasn sajdiourid Fununoddr oy FuISSIsse SIPN[OUL OS[E JIPNE WY “SJUWIS)EIS [EIOUBULY Y} UI SDINSO[ISIP pue syunowre oY) Suntoddns souspias ‘siseq 19)
£ UO ‘BUTUTUIEXS SAPN[OUL JIPNE UY "JUSWILISSIW [ELIABW JO 31] 91 SJUSWANL)S [BIOUBUIJ 0Y) JOYIOUM INO]e S0UBINSSE S[GRUOSEII UIR)qo 0 Jipne oy uuojtad pue ueld
oM ey annbor sprepuejs asoy[, “(sarel§ paiuf)) preog 1S1s10a() Sununosoy Auedwo?) s1[qng Yl JO SPIEPUBIS Oy} UM IOUBPIOIIE UL JIPNE INO PAJONPUOd M

“JIpNe Jno uo paseq SJUAWIJEIS [erourUl 983y} uo uorurdo ue ssa1dxa 0 st Liqisuodsar O JuswaFeuew s Kuedwo))
oy Jo ANMIQISuOdsal ay) 21 SJUSWIIEIS [BIOUBULY 3SAY [, "PAPUS USY) IBdA dY) 10] SMO[J Uyseo pue ‘A}nbo  SISPIOYN00Is ‘STUIUILI JO SJUSWAILIS PI)LPI[OSUOD PJL[I A

pue $00T ‘1 ¢ 1oquaaa( jo se { Auedwo),, ayy) saueipisqns pue uoneiodio)) ssWoy a3ejlIa]A] JO 109YS 2oue]eq pajeprosuod JuiKuedwoddr oyl pajipne ARy A

:uonje1odio)) sowoy a3ejLay
SIOPJOYYO0IS PUE S1010311(T JO pleog] ay |

WAHIA ONLLNNODDV DI'Td1d AAAALSIOTY INAANAIAANT 4O LIOdTH




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Meritage Homes Corporation:

We have audited the accompanying consolidated balance sheet of Meritage Homes Corporation and subsidiaries, formerly Meritage Corporation (the Company),
as of December 31, 2003, and the related consolidated statements of earnings, stockholders” equity and cash flows for the years ended December 31, 2003 and 2002.
These consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these consolidated
financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of Meritage Homes
Corporation as of December 31, 2003, and the results of their operations and their cash flows for the years ended December 31, 2003 and 2002, in conformity with
U.S. generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial statements, the Company changed their method of accounting for goodwill in 2002.

KPMe LLP

KPMG LLP

Phoenix, Arizona
February 16, 2004
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MERITAGE HOMES CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF EARNINGS

Home closing revenue

Land closing revenue

Cost of home closings

Cost of land closings

Home closing gross profit
Land closing gross profit

Commissions and other sales costs
General and administrative expenses

Other income, net

Earnings before provision for income taxes
Provision for income taxes

Net earnings

Earnings per share:

Basic earnings per share *

Diluted earnings per share *

Years Ended December 31,

2004

2003

2002

(In thousands, except per share data)

$ 2015742 $ 1461981 $ 1,112,439
24,262 9,020 7.378
2,040,004 1,471,001 1,119,817
(1,615,455) (1,170,699) (898,343)
(16,079) (1.785) (6.578)
(1,631,534) (1,178,484) (904,921)
400,287 291,282 214,096

8,183 1,235 800

408,470 292,517 214,896
(116,527) (92,904) (65,291)
(79,257) (53,929) (41,496)
12,072 5.776 5.435
224,758 151,460 113,544
(85,790) (57,054) (43.607)

$ 138968 $ 94406 $ 69,937
$ 533§ 362§ 2.82
$ 503§ 342§ 2.66

* All share amounts reflect a 2-for-1 stock split in the form of a stock dividend that occurred in January 2005.

See accompanying notes to consolidated financial statements

38




6¢

"COOZ KAPRUDL U) PAAANDI0 DY) PUIPIAIP YOO0IS D [0 uLiof ayp Ut 31ds 32018 [-10f-7 v 122}f2.4 Sjunoutyy

SJUSUI}E)S [EIOUEBUL PAIBPI[OSU0D 0) Sa10u SuiAueduiodoe 995

CeeTes § (££689) § €85I8E § 0£960C § TSIE $ 09¥'I¢ #00T “1¢ 19quaoa( e adsueleq
1C - - 1z = = asuadxe uondo 3o01g
(0T¥'se) (0zp'se) - -- -- -- 30018 AInsealr) Jo aseyoIng
611°% -- - PITY ¢ 08 suondo 3003 jo astosoxy i
TL6°T -- - TLET - -- $9510J9X2 uondo J003S WOIJ JJoudq XeJ, W
896°8¢€1 - 896°8¢1 -- - -- s3unwies 10N ,
S68°I1¥ (£55°¢€¢) S19°TvT €75°70T 01¢ 866°0€ £00T ‘1€ 1oquia0a(] e aoueeg
11 - - 11 = = asuadxs uondo 32018
(081°) (081°9) - - - - 30018 AInsean Jo aseyoing
SYeT - - 6£5°T 9 pos suondo 3o0)s Jo os1a10Xq
S08°C -- - S08‘C - -- $951013%3 uondo yo01s wolj 11Jauaq Xe |,
90¥v6 - 90¥'v6 - - - s3uruies 1N
80€°LIE (€L£8T) 60T8P1 891°L61 v0€ 1454\ T00T ‘[ € 19quIa0a(q e doue[eg
00L°6L -- = 099°6L ov ooy 3uraygo
oriqnd uodn )003S UOWILLIOD JO 9OUEBNSS]
(os1°Ln (ost°Ln - - - - 30018 AInseai; Jo aseyoing
710t - - 000°¢ 4! 20Tl suondo 300)s Jo oS1IOXY
s - - TS - - 59s1019%3 uondo y20)s wolj 3jauaq xe |,
L£6°69 - L£6°69 - - - squrea 19N
L8S°9LT $ (€2TID) § TLTSL $ 98T60I $ TST $ 8TTST 200T ‘1 Asenuef 1e doue[eq
[ejoL, Y2038 sduiuaey « [e3de) PR RIUTY x SaIeYS
Aamseaa ], paurey u[-pied UOWWO0))  JO J3quInN
[euonIppy

(spuesnoy) uy)
7007 PUE €007 ‘P00T ‘1€ JAqUIIA( PIpuy SIedx

,
f
,
7
%H—DOHhmw—wQJOEMUOPmhOmFZmE@heﬁrmQHF<Q-JOmZOU 7
SANVIAISENS ANV NOLLVIOdHOD SHANOH HDVLIMANW



MERITAGE HOMES CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities:

Net earnings

Adjustments to reconcile net earnings to net cash provided by (used in) operating activities:
Depreciation and amortization
Deferred income taxes
Tax benefit from stock option exercises
Equity in earnings of unconsolidated entities

Changes in assets and liabilities, net of effect of acquisitions in 2004 and 2002:
Increase in real estate
Increase in deposits on real estate under option or contract
Increase in receivables and prepaid expenses and other assets
Increase in accounts payable and accrued liabilities
Increase (decrease) in home sale deposits
Net cash provided by (used in) operating activities

Cash flows from investing activities:
Investments in unconsolidated entities
Distributions from unconsolidated entities
Cash paid for acquisitions
Cash paid for earn-out agreements
Purchases of property and equipment
Proceeds from sales of property and equipment

Net cash used in investing activities

Cash flows from financing activities:
Proceeds from loans payable and other borrowings
Repayments of loans payable and other borrowings
Proceeds from issuance of senior notes
Proceeds from sale of common stock, net
Purchase of treasury stock
Proceeds from stock option exercises
Net cash provided by financing activitics

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of year

See Supplemental Disclosure of Cash Flow Information at Note 10.

See accompanying notes to consolidated financial statements
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Years Ended December 31,

2004 2003 2002
(In thousands)

$ 138,968 § 94,4006 $ 69,937
13,233 8,536 6,780
609 1,497 (89)

2,972 2,805 5,222
(2,788) (1,743) (1,383)
(136,967) (188,696) (54,896)
(23,776) (29,273) (29,088)
(11,347) (1,781) (5,585)
63,169 54,686 10,291
16,098 9,261 (139)
60,171 (50,302) 1.050
(44,616) (18,580) (8,022)
3,698 1,664 1,136
(24,165) -- (129,582)
(1,780) (1,860) (4,938)
(15,113) (17,133) (8,285)
172 97 -
(81,804) (35.812) (149,691)
2,044,902 1,386,535 816,153
(2,078,979) (1,432,962) (729,857)
130,088 133,375 -

-- -- 79,700
(35,420) (5,180) (17,150)
4,119 2,545 3.012
64,710 84,313 151,858
43,077 (1,801) 3,217
4,799 6,600 3.383

$ 47876 § 4,799 $ 6,600
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MERITAGE HOMES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2004, 2003 and 2002

Deferred Costs. We incurred costs of approximately $5.2 million related to
the 2001 issuance of our 9.75% senior notes due June 2011 and approximately
$1.5 million in bank fees related to the addition of our December 2002 credit
facility. In 2003, we incurred an additional $2.1 million related to the February
and September add-ons to our 9.75% senior notes and approximately $1 5
million related to the restructuring of our credit facility. We incurred costs of
approximately $0.4 million related to the 2004 issuance of our 7.0% senior notes
due May 2014. We have deferred these costs and are amortizing them over the
life of the debt. The costs related to the issuance of our senior notes are
amortized using the effective interest method. At December 31, 2004 and 2003,
approximately $6.7 million and $8.4 million, respectively, of deferred costs, net
of accumulated amortization of approximately $3.7 and $2.0, respectively, were
included on our consolidated balance sheets within prepaid expenses and other
assets. In February 2005, we completed a series of refinancing transactions that
resulted in the repurchase of $276.8 million of our 9.75% senior notes. As a
result of these transactions, we will record a one-time after tax charge to write-
off $19.4 million related to the tender costs of our 9.75% senior notes (see Note
15). Approximately $3.2 million of the 9.75% senior notes remain outstanding
and subject to tender until March 23, 2005.

Investments in Unconsolidated Entities. We use the equity method of
accounting for investments in unconsolidated entities over which we exercise
significant influence but do not have a controlling interest. Under the equity
method, our share of the unconsolidated entities’ carnings or loss 18 included
in other income, net. We use the cost method of accounting for investments in
unconsolidated entities over which we do not have significant influence.

Revenue Recognition. Revenue from closings of residential rea) estate 18
recognized when closings have occurred, the buyer has made the required
minimum down payment, obtained necessary financing, the risks and rewards
of ownership are transferred to the buyer, and we have no continuing
involvement with the property.

Cost of Home Closings. Cost of home closings includes direct home
construction costs, closing coSts, land acquisition and development costs,
development period interest and common costs. Direct construction costs are
accumulated during the period of construction and charged to cost of closings
under specific identification methods, as are closing costs.

42

Estimated future warranty costs are charged to cost of home closings in
the period when the revenues from the related home closings are recognized.
Costs are accrued based upon historical experience and generally range from
0.33% to 0.78% of the home’s sales price (see Note 13).

Minorvity Interests. The Company has several joint venture arrangements
in the title and mortgage business in which we have a controlling financial
interest in these joint ventures, SO their financial position and results of
operations are consolidated in the Company’s financial statements and the
partners’ equity positions are recorded as minority mterest.

Income Taxes. We account for income taxes i accordance with
Statement of Financial Accounting Standards (SFAS) No. 109, “Accounting
for Income Taxes.” Under the asset and liability method of SFAS No. 109,
deferred tax assets and liabilities are recognized for the future fax
consequences attributable to differences between the financial statement
catrying amounts of existing assets and liabilities and their respective tax
basis. Deferred tax assets and liabilities are measured using the enacted tax
rates expected to apply to taxable income in future years and are subsequently
adjusted for changes in the rates. The effect on deferred tax assets and
liabilities of a change in tax rates is a charge or credit to deferred tax expense
in the period of enactment.

Advertising Costs. The Company expenses advertising costs as they are
incurred.  Advertising expenses were approximately $14.4 million, $12.4
million and $7.9 million in fiscal 2004, 2003 and 2002, respectively.

Stock Splits. In April 2002 and in January 2005, we completed two-for-
one splits of our common stock in the form of stock dividends. All share and
per share amounts have been restated to reflect the stock splits.

Earnings Per Share. We compute basic earnings per share by dividing
net earnings available to common stockholders by the weighted average
number of common shares outstanding during the period. Diluted earnings per
share gives effect to the potential dilution that could occur if securities of
contracts to issue common stock that are dilutive were exercised or converted
into common stock or resulted in the issuance of common stock that then
shared in our earnings.
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Goodwill.  Upon our January 1, 2002 adoption of SFAS No. 142,
“Goodwill and Other Intangible Assets”, goodwill is no longer subject to
amortization, though 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 remaining balance of
goodwill may not be recoverable. In evaluating impairment, we base our
estimates of fair value on an analysis of selected business acquisitions in the
homebuilding industry provided to us by an independent third party. Such
evaluations for impairment are significantly impacted by the amount a buyer is
willing to pay in the current market for a like business.

Fair Value of Financial Instruments. We determine fair value of
financial instruments as required by SFAS No. 107, “Disclosures about Fair
Value of Financial Instruments.”

The estimated fair value of our 9.75% senior notes at December 31, 2004
and 2003 was $309.4 million and $313.6 million, respectively, based on
quoted market prices by independent dealers. The aggregate principal amount
of our 9.75% senior notes at December 31, 2004 and 2003 was $280.0 million.

The estimated fair value of our 7.0% senior notes at December 31, 2004
was $133.9 million based on quoted market prices by independent dealers.
The aggregate principal amount of our 7.0% senior notes at December 31,
2004 was $130.0 million.

Our revolving credit facility and liabilities related to our model lease
program carry interest rates that are variable and/or comparable to current
market rates based on the nature of the obligations, their terms and remaining
maturity, and therefore, the cost basis approximates fair value.

Due to the short-term nature of other financial assets and liabilities, we
consider the carrying amounts of our short-term financial instruments to be at
fair value.
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Recently Issued Accounting Pronouncements. In January 2003, the
Financial Accounting Standards Board (FASB) issued FASB Interpretation
No. 46 (revised December 2003), “Consolidation of Variable Interest Entities”
(FIN 46), which governs whether certain transactions should be accounted for
as on- or off-balance sheet transactions. We have adopted FIN 46, and a
discussion of its impact on our consolidated financial statements can be found
in Note 3 — Variable Interest Entities and Consolidated Real Estate Not
Owned.

In November 2004, the FASB issued Statement of Financial Accounting
Standard (“SFAS”) No. 151, “Inventory Costs, an Amendment of ARB No.
43, Chapter 4”. SFAS No. 151 clarifies the accounting for amounts of idle
facility expenses, freight, handling costs, and wasted material (spoilage). This
statement is effective for the Company on January 1, 2006. The adoption of
SFAS No. 151 is not expected to have a material effect on our consolidated
financial statements.

In December 2004, the Financial Accounting Standards Board (“FASB”)
issued SFAS No. 123 (revised 2004), “Share-Based Payment” (“SFAS No.
123R”), effective for periods beginning after June 15, 2005. SFAS 123R
requires that all stock-based compensation be treated as a cost that is reflected
in the financial statements. The Company is required to adopt the new
standard for its interim period beginning July 1, 2005. The Company is
currently reviewing the effect of this statement on the Company’s financial
statements.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of
Nonmonetary Assets, an Amendment of APB No. 29”. SFAS No. 153
amends APB Opinion No. 29 to eliminate the exception for nonmonetary
exchanges of similar productive assets and replaces it with a general exception
for exchanges of nonmonetary assets that do not have commercial substance.
A monetary exchange has commercial substance if the future cash flows of the
entity are expected to change significantly as a result of the exchange. This
statement is effective for the Company on January 1, 2006. The adoption of
SFAS No. 153 is not expected to have a material effect on our consolidated
financial statements.




snotiea o3 saniqeqoad Suru3isse ul sajewlsa Jo asn Yy saxnnbar AJojopoyow
s Jo ued CHIA oy Jo Aredyouaq Arewnd oyl o1e am JOU 10 JdUIdYM
autuajep o) ASojopoyiaws e Jurdopaasp Aq M9t NIA pordde saey om

SHIA
aq 01 pautuLIep aIe syuswaide uondo 1o sseyoind Ino Jo [[ JION SIUSWISIE)S
[BIOURUL] PajepI[OSUOD INO Ul HIA SY) IBPI[OSUOD [[IM M ‘Ylog IO ‘SuInjal
[enpisal a3 Jo Ajofew oY) 9A19921 ‘sasS0] Pa1dadxa 2y} Jo Aytolew oyl qrosqe
0} pa1e31[qO 218 am asnesaq ‘qIA 21 Jo Areroryouaq Arewd ay) aq 0} pawaap
e oM JT "¥9F NI W pauIpno se Smofj yseo amny jo Afiqeqoxd ay) uo
Paseq SUIN3al [BNPISAI pue $3ss0] p210adxa andwos am uay) ‘sjasse s Auo ayy
JO anjeaA 1iej [£10} Y JO J[BY UBLY) 2IOW Ik JOBIUOD Idpun Sjo[ 10 pue] 3y} Jo
aneA 1B} Y} 2I3YM PAjeaId A [oed 10 ‘SJUSLUIIE)S [BIOURULY INO UO SIISSE
S} 21EPIjOSUOD 10U Op 20§21y} pue FIA Y} jJo Aeiauaq Arewnd ay aq 0}
PAWIIP 10U aIe 9M ‘Sjasse S AHIUS Sy} JO anfeA Ie] [230) 2y} JO Jjey uey) ow
jou 91k J9RIUOD I9pUN SJO[ 10 puR[ ) JO AN[BA 11B) I IYMm PIJBIO H[A (o8
10 “IND20 ASY) J1 sasso] paoadxa s A1us ue Jo [ 10 owos qIosqe [[Im jey;
S1S219JUl 9[qRLIBA 0] SIaJa1 orym ‘poddns jeroueuly pajeurpiogns papraoid aaey
0} PILISOP I8 M 2SNEBIAQ PAIEAID ST JIA © ‘Nsodap ajqepunjai-uou e Aed pue
Amuo ue woyy $10f 10 puel aunboe 01 syuawLaIFe aseydind 1o uondo ojur IUD
oM USYM JBY) Papn|ouod oAey am Y94 NIJ Jo suoisiaocid oyl uo paseq

“INOJ0 A1)
J1 Anuo oy Jo swinjar [enpisal pajoadxa aA10021 03 Y3ILL ) 2ABY Jou Op (D)
I0 ANua ay) Jo $3sso] pajoadxa qrosqe 0) pANeIqo jou e (q) ‘Aud oy Jnoqge
SUOISIJAP a3ew 0) AJI[IQe J22JTPUT 10 19211p yJ¥] () Jaujio siopjoy Aymba (1) 1o
somed 1oy3o woly poddns Jedoueuly pojeurploqns [BUONIppe oYM SINIANDE
sp 2oueury o} AMud ayy yuued 03 JudIdINS jou SI NSLI je juow)saaul Aynbo
oy (1) uaym pa1eaId st ‘gIA 10 ‘Anus 1SaIsjul a[qeLiea € Yoy NI 19pun)

"$00T ‘1€ YoIeIN AQ 9t NI paruswa]dur A[[ny
am ‘ABuip102oy 00T ‘ST youey Joye Juipuo pouad Junrodar 1siy g jJo
pus a3 un parjdde aq 03 paxnbai jou pue paigjap sem uoneordde Y9y NIJ
‘€00T ‘1 A1eniqe, 210J2q PareaId S)saIaul sjqeHeA 0) 303dsal yum pue ‘Coog
‘1¢ Arenue[ Ioye pajeaId sjsaldul sjqenea o) Ajoerpsurun paidde Yoy NIA
"Amud ayy ut 3sa1a3ut JunoA Ajuofew e Jo diysisumo [3noy) 1Sa1ul [elouBULy
Surjjonuos e pey 1t usym asudiojus ue Aq pajepIjosuod A[[eIaussd s1om SaNIud
9% NIJ JO 2ouenss! ay) 0} JoLJ “AIUS dY) Ul SISIIAUI [eIOURULJ IAYI0 IO

1974

[emoenuod ‘dIfSIaumo JO J[Nsal B sk ‘[qjoq 1o ‘Swnjar [enpisal pajoadxs s LAinue
oy Jo Ajuofew © $9A19931 ‘sasso] pajoadxa s Anua oy Jo Ayofew e sqiosqe
asudIoud UEB yOIym Ul SOIIIUD JO UONePI{osuod Jyl sannbal ¥Yoy NI

JINAMO LON JLVLSH TVHd
JILVATITOSNOD ANV SHILIINT LSHUYILINI A'TEVIIVA — £ ALON

VLO€l $ 10L°61 § T3k Jo pua ‘Isa1aul pazijende)
(L8770 (82CCE) sguisojo puej
PpuUe 3Woy JO }S00 0] UORZIIOWY
08597 $6R‘g¢e pazijendes pue paunodul 3saI9ju]
18L°8 $  pLOEl $ Teak
Jo uruuigaq ‘ysaiojui pazijende)
£007 r00c

I 13qUIada(] papuy SIed A

:(Spuesnoy) ut) smoj[oJ
15219ju1 SUIpIedol UOBULIONUT UIRMY)) “POIdAIRD St Apadoid paje[ar oy} uaym
s3uIso[o Jo 1500 01 PagIeyd pur PILINJUT UM )BISO [BII 0] PAAEIO[[. ST 1510)Ul
pazijende) "91e1s9 (€21 JO UOLONNSUOD puk Juowdo[oAdp oY) (im UOLOIUUOD
Ul pomnour 3500 jsosdjur poudd juowrdopoasp e dziended om

T108L9 $ 8ICTL98 $
LEL'E] 88¢°¢ juowdojoAap Ioj play pue]
-- 618°¢S weidoxd asea] swoy [9po
0L1°TT v6T'1 . SOwoY [9PON
9L5°96 860°€S UONONISU0O
Iapun pue pajojdwos ‘sawoy pjosun
171°L6 GeLe JuowdojaAap Iopun $a)Is JWOH
951991 90€°6L1 $3)IS QWIOY PaysIul]
1€6°18C $ RLET6Y $ uoNONISUOd

Jopun joenuod opun sswoH

£00¢ $00¢

:(spuesnotj) ur) uIMoj[0J 9Y) JO SISISUOD ¢ JqUUdII(T Ik BISI [BY

LSTUYALNI AAZI'TV.LIdVO ANV ALV.LSA TVAY - ¢ HLON

7007 PUE €007 ‘P00 ‘1€ QU
SINAWALVLS TVIDNVNIA dALVAITOSNOD OL SHLON
SARIVIAISANS ANV NOLLVIOJdI0) SHAANOH ADOVLINAN



MERITAGE HOMES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2004, 2003 and 2002

future cash flow possibilities relative to changes in the fair value and changes
in the development costs associated with the property. Although we believe
that our accounting policy properly identifies our primary beneficiary status
with these VIEs, changes in the probability estimates could produce different
conclusions regarding our primary beneficiary status.

We generally do not have any ownership interest in the VIEs that hold the
lots and land under option or contract, and accordingly, we generally do not
have legal or other access to the VIE’s books or records. Therefore, it is not
possible for us to compel the VIEs to provide financial or other data to us m
performing our primary beneficiary evaluation. Accordingly, this lack of

information from the VIEs may result in our evaluation being conducted
primarily based on management judgements and estimates.

Creditors, if any, of the entitics with which we have option agreements
have no recourse against us. In most cases, the maximum exposure to loss in
our option agreements is limited to our option deposit. Occasionally, we may
be at risk for items over budget related to land development on property we
have under option. In these cases, we have contracted to complete
development at a fixed cost on behalf of the land owner. Some of our option
deposits may be refundable if certain contractual conditions are not performed
by the party selling the lots.

The table below presents a summary of our lots under option at December 31, 2004 (dollars in thousands):

Specific performance options 3

Options recorded on balance shee
Total options recorded on balance sheet as real estate not owned @

mé

Option contracts not recorded on balance sheet — non-refundable deposits

Purchase contracts not recorded on balance sheet — non-refundable deposits
(3)

Purchase contracts not recorded on balance sheet — refundable deposits
Total options not recorded on balance sheet
Total lots under option or contract

@
(2)

Option/Earnest
Money Deposits
# of Fair Purchase Letters
Lots Value Price Cash of Credit
200 $ 8960 $ 8,960 $ 784 -
136 9,384 9,564 2,780 --
336 18,344 18,524 3,564 --
22.845 -- 1,224,623 108,221 $ 44278
10,734 - 344,677 18,341 --
5,157 -- 99,344 2,510 552
38,736 — 1,668,644 129,072 44 830
39,072 $ 18,344 $1,687,168 $ 132,636 $ 44,830

(' Fair value of specific performance options approximates purchase price due to the short-lived nature of the options.
@ Deposits are non-refundable except if certain contractual conditions are not performed by the selling party.

9 Deposits are refundable at our sole discretion.

® The purpose and nature of these consolidated lot option contracts (VIE’s) is to provide the Company the option to purchase lots in anticipation of building homes

on the lots in the future.

Note: Except for our specific performance options, none of our option agreements require us to purchase lots. Our option to purchase lots remains effective so long
as we purchase a pre-established minimum number of lots each month or quarter, as determined by the agreement. The pre-established number of lots typically is
structured to approximate our expected rate of home orders. As of December 31, 2003, real estate not owned on the consolidated balance sheet is comprised entirely

of specific performance options.
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NOTE 5 -~ LOANS PAYABLE AND OTHER BORROWINGS AND SENIOR NOTES

Loans payable at December 31 consist of the following (in thousands):

$400 million unsecured revolving credit facility maturing May 2007 with
extension provisions, with interest payable monthly approximating prime
(5.25% at December 31, 2004) or LIBOR (approximately 2.584% at

December 31, 2004) plus 2.0%.

Model home lease program, with interest in the form of lease payments payable
monthly approximating LIBOR (approximately 2.584% at December 3§,

2004) plus 4.25%

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

fixed rate of 7.0% per annum, paid in full in 2005.

Total loans payable and other borrowings

During January 2005 we determined that the construction costs and
related debt associated with model homes which are owned and leased to us by
others and that we use to market our communities are required to be included
on our balance sheet. We do not legally own the model homes, but we are
reimbursed by the owner for our construction costs and we have the right, but
not the obligation, to purchase these homes. Although we have no legal
obligation to repay any amounts received from the third-party owner, such
amounts are recorded as debt and are typically deemed repaid when we
simultaneously exercise our option to purchase the model home and sell such
model home to a third-party home buyer. Should we elect not to exercise our
rights to purchase these model homes, the model home costs and related debt
under the model lease program will be eliminated upon the termination of the
lease, which is generally between one and three years from the origination of
the lease.

At December 31, 2004 our outstanding 9.75% senior notes due 2011
totaled approximately $286.9 million, which includes $155.0 million in
principal amount issued in May 2001, and the December 31, 2004 balance of
add-ons of $51.3 million and $80.6 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
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2004 2003
$ - $ 62,900
53,819 -
600 600
$ 54419 $ 63,500

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.

On April 21, 2004 we issued $130 million in aggregate principal amount
of our 7% senior notes due 2014, The notes were priced to us at a slight
premium implying an interest rate to us of 6.99%. We used the proceeds from
the offering to pay down our senior credit facility and to repurchase shares of
our common stock. At December 31, 2004, these notes totaled approximately
$130.1 million, including unamortized premium.

The bank credit facility and senior notes contain covenants which require
maintenance of certain levels of tangible net worth and compliance with
certain minimum financial ratios, place limitations on the payment of
dividends and redemptions of equity, and limit the incurrence of additional
indebtedness, asset dispositions, mergers, certain investments and creations of
liens, among other items. As of and for the year ended December 31, 2004,
we were in compliance with these covenants. After considering our most
restrictive bank covenants, our borrowing availability under the bank credit
facility was approximately $210.7 million at December 31, 2004 as determined
by borrowing base limitations defined by our agreement with the lending
banks. The revolving credit facility and senior notes restrict our ability to pay
dividends, and at December 31, 2004, our maximum permitted amount
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MERITAGE HOMES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2004, 2003 and 2002

In February 2005 we completed the acquisition of substantially all of the
homebuilding assets of Colonial Homes of Fort Myers/Naples, Florida (see
Note 15).

Goodwill. Goodwill represents the excess of the purchase price of our
acquisitions over the fair value of the assets acquired. The acquisitions of
Citation, Hammonds and Perma-Bilt were recorded using the purchase method
of accounting. 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 $11.2 million, $21.3 million and $17.2 million for Citation, Hammonds and
Perma-Bilt, respectively, were recorded as goodwill, which is included on our
consolidated balance sheets.

The changes in the carrying amount of goodwill for the years ended
December 31, 2003 and 2004 were as follows (in thousands):

Balance at January 1, 2003 $ 73,785
Increase due to earn-out agreements 1,860
Balance at December 31, 2003 75,645
Goodwill acquired during the year 11,214
Increase due to earn-out agreements 2,147
Purchase accounting adjustment 2,469
Balance at December 31, 2004 $_ 91475

Prior to 2003, we acquired the assets of several companies, at which time
the basis of goodwill for tax purposes was determined to be in excess of the
book basis in goodwill. Current tax law provides for the amortization of
purchased goodwill. Under this circumstance, SFAS No. 109 requires that the
goodwill be separated into two components. The first component is equivalent
to book goodwill and future tax amortization of this component is treated as a
temporary difference, for which a deferred tax liability is established. The
second component is the excess tax goodwill over the book goodwill, for
which no deferred taxes are recognized. The tax benefit from the recognition
on the tax return of the amortization of the second component is treated as a
reduction in the book basis of goodwill.

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 test. During 2004 and 2003, management performed an
analysis of potential impairment of goodwill carried and determined that no

50

impairment existed. During the first quarter of 2005, our analysis of potential
impairment of goodwill carried on our balance sheet at December 31, 2004
was completed, and we determined that no impairment existed.

NOTE 7 — EARNINGS PER SHARE

Basic and diluted earnings per share for the years ended December 31,
were calculated as follows (in thousands, except per share amounts):

2004 2003 2002

Basic average number of shares

outstanding 26,066 26,090 24,810
Effect of dilutive securities:

Options to acquire common stock 1,544 1,530 1,532

Diluted average shares outstanding 27,610 27,620 26,342
Net earnings $_ 138968 $_ 94,406
Basic earnings per share $. 533 § 362 § . 2.8
Diluted earnings per share $ 503 § 342 § 2.66
Antidilutive stock options not included

in the calculation of diluted earnings

per share - - 614

NOTE 8 - INCENTIVE AWARDS AND RETIREMENT PLAN
Stock Based Compensation

Our Board of Directors administers our current stock option plan, which
has been approved by our stockholders. The plan authorizes grants of
incentive stock options and non-qualified stock options to our officers, key
employees, non-employee directors and consultants. The plan provides a
means of performance-based compensation in order to atiract and retain
qualified employees. At December 31, 2004, a total of 3,907,170 shares of
Meritage common stock were reserved for issuance upon exercise of stock
options granted under this plan. The options vest over periods from one to
five years from the grant date, are based on continued employment or service
and expire five to ten years after the grant date.
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MERITAGE HOMES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2004, 2003 and 2002

Stock options outstanding * at December 31, 2004, were:

Stock Options Qutstanding Stock Options Exercisable
Range of Exercise Number Weighted Average Weighted Average Number Weighted Average
Prices Outstanding Contractual Life Exercise Price Exercisable Exercise Price

$1.41 -$4.50 255,420 1.2 years $ 2.80 219,660 $ 2.85
$5.00 - $8.00 794,880 2.4 years $ 7.57 404,720 $ 7.64
$15.00 - $27.00 1,008,230 5.0 years $ 17.69 231,328 $ 18.25
$30.00 - $34.50 802,500 6.3 years $ 3145 - $ -
$34.75 - $45.00 40,000 6.8 years $ 40.60 - $ -
2,901,030 4.3 years $ 17.73 __ 855,708 $ 9.28

*  All prices and share amounts reflect a 2-for-1 stock split in the form of a stock dividend that occurred in January 2005.

401(k) Retirement Plan
We have a 401(k) plan for all full-time Meritage employees who have Income taxes differ for the years ended December 31, 2004, 2003 and
been with the Company for a period of six months or more. We match 2002, from the amounts computed using the expected federal statutory income
portions of employees’ voluntary contributions, and made contributions to the tax rate of 35% as a result of the following (in thousands):
plan of approximately $1,153,000, $621,000 and $490,000 for the years ended
2004, 2003 and 2002, respectively. Years Ended December 31,
2004 2003 2002
NOTE 9 - INCOME TAXES Expected taxes at current
] . ‘ federal statutory income
Components of income tax expense are (in thousands): tax rate $ 78665 $ 53011 $ 39,740
Years Ended December 31, State income taxes, net of
2004 2003 2002 Federal tax benefit 6,791 3,997 3,815
Current taxes: Non-deductible costs and
Federal $ 74,819 § 49,543 $ 37,839 other 334 46 52
State 10,362 6,014 __5.857 Income tax expense $ 85790 $ 57054 $___ 43,607
85,181 55.557 43,696
Deferred taxes:
Federal 524 1,265 (75)
State 85 232 (14)
609 1,497 (89)
Total $ 85790 § 57,054 § __43,607
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MERITAGE HOMES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2004, 2003 and 2002

The total amounts paid for the charter service were approximately $246,000,
$202,000 and $128,000, respectively, which were included within general and
administrative expenses on our consolidated statements of earnings.

We paid legal fees of approximately $783,000, $1,032,000 and $432,000
to law firms of which C. Timothy White, one of our directors, is a partner, in
2004, 2003 and 2002, respectively. Of these fees, approximately $722,000,
$892.000 and $324,000 were real estate project related and capitalized to real
estate on our balance sheet in 2004, 2003 and 2002, respectively. The
remaining amounts were recorded within general and administrative expenses
on our consolidated statements of earnings.

One of our directors, Ray Oppel, has a 7.5% limited partnership interest
in a joint venture that sells lots to Hammonds Homes, which arrangement was
entered into prior to our acquisition of Hammonds. Mr. Oppel earned
approximately $36,600 in 2004 from this joint venture, in which his current
investment is less than $40,000. Mr. Oppel had also invested in various
limited partnerships that entered into landbanking transactions with us.
Currently, Mr. Oppel has no limited partnership ownership percentage in these
entities and he received no income from them in 2004. By the end of 2001,
Mr. Oppel had discontinued making new investments in landbanking
transactions that involved sales to Meritage.

During 2004, we contracted to acquire property in the Tucson, Arizona
area for $4.6 million. One of our directors, Robert Sarver, is an officer of one
of the parties of the selling entity, in which he has a 3.8% interest.

During 2004 the Company entered into an advertising/sponsorship
agreement with the National Basketball Association’s Phoenix Suns
organization. One of our directors, Robert Sarver is the Controlling Owner
and Vice Chairman of the Phoenix Suns, and our Co-CEQ’s, Steven Hilton
and John Landon, are minority owners of the team. In 2004 we paid
approximately $250,000 in advertising/sponsorship costs related to the
agreement. These amounts were recorded as general and administrative
expenses on our consolidated statement of earnings.

In connection with our 2001 acquisition of Hancock Communities, we
assumed various existing transactions between Greg Hancock and that
company. Greg Hancock was the founder of Hancock Communities and from
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June 2002 until February 2003 was a division president of Meritage. In March
2003, Mr. Hancock’s employment with the company ceased. At December
31, 2003, the following agreements were in place:

Mr. Hancock is the majority owner of a venture that is developing a
master planned community in Buckeye, Arizona. We have entered into an
option contract to purchase approximately 586 acres of residential land in this
community. At December 31, 2003, we had paid option deposits to the
venture totaling $3,594,110, which is included in deposits on real estate under
option or contract on our accompanying balance sheet. In 2003 we purchased
approximately 160 acres of this residential land from the venture at a cost of
approximately $4.3 million. In 2002 we purchased approximately 200 acres
for approximately $5.2 million. We also performed certain planning and
construction supervision functions for the venture for which we were paid a
management fee of 3% of the development costs. We received approximately
$260,500 and $808,700 in 2003 and 2002, respectively, pursuant to this
arrangement, which we recorded as other income on our statements of
earnings.

In 2002 we purchased land from an independent third party to whom Mr.
Hancock had loaned money for the purpose of making the underlying debt
service payments on a parcel of land. In connection with our acquisition of
this parcel, we assumed the seller’s obligation to repay the loan to Mr.
Hancock, and by December 31, 2003, we had paid the $850,000 note in full.

NOTE 12 - OPERATING AND REPORTING SEGMENTS

The Company designs, constructs and sells a wide range of homes
designed to meet the specific needs of each of its markets. Because each of
the Company’s geographic homebuilding regions has similar economic
characteristics, housing products and class of prospective buyers, the
geographic homebuilding regions have been aggregated into a single
homebuilding segment.

All revenues are from external customers. There were no customers that
contributed 10% or more of the Company’s total revenues during the years
ended December 31, 2004, 2003 and 2002.
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MERITAGE HOMES CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2004, 2003 and 2002

NOTE 14 - SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)

Quarterly results for the years ended December 31, 2004 and 2003 follow (in thousands, except per share amounts):

2004

Revenue

Gross profit

Earnings before income taxes

Net earnings

Per Share Data:
Basic earnings per share
Diluted earnings per share

2003

Revenue

Gross profit

Earnings before income taxes

Net earnings

Per Share Data:
Basic earnings per share
Diluted earnings per share

First Second Third Fourth
$423,502 $433,935 $482,748 $699.819
83,163 79,636 102,045 143,626
43,463 39.826 57,512 83,957
26,919 24,637 35,600 51,812
$ 1.02 $ 094 $ 1.38 $ 2.01
$ 096 $ 0289 $ 131 $ 1.88
$283,410 $333,833 $380,752 $473,006
56,354 66,605 76,739 92,819
25,606 34,064 40,714 51,076
15,773 21,312 25,755 31,566
$ 0.6l $ 082 $ 099 $ 1.21
$ 058 $ 078 $ 093 $ 1.13

Quarterly and year-to-date computations of per share amounts are made independently. Therefore, the sum of per share amounts for the quarters may not agree
with per share amounts for the year. All share amounts reflect a 2-for-1 stock split in the form of a stock dividend that occurred in January 2005.

NOTE 15 - SUBSEQUENT EVENTS (UNAUDITED)

On February 11, 2005 we completed the purchase of the homebuilding
assets of Colonial Homes of Fort Myers/Naples, Florida (“Colonial”). The
cash purchase price to be paid for the acquisition is approximately $64 million
plus accrued liabilities of approximately $9 million for the assets acquired at
closing. In addition, Meritage has the right to acquire approximately 1,800
lots over a four-year period pursuant to an option agreement entered into
between Meritage and Colonial.

In February 2005 we announced a series of refinancing transactions that
we believe will enhance our liquidity and, in the long term, result in significant
cash interest savings to the Company. On March 2, 2005, we completed the
sale of 1,035,000 shares of our common stock in a registered public offering
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resulting in net proceeds to the Company of approximately $69.5 million. On
March 10, 2005, we completed the private placement of $350 million in
aggregate principal amount of 6.25% senior notes due 2015 which resulted in
net proceeds to the Company, after commissions, discounts and fees of
approximately $344 million. We used the proceeds from these transactions to
repurchase pursuant to a tender offer and consent solicitation approximately
$276.8 million of our outstanding 9.75% senior notes due 2011. In connection
with this tender offer and repurchase, we will report in the first quarter of
fiscal 2005 a one time charge of approximately $19.4 million for premiums,
commissions and expenses associated with the tender offer and the write-off of
existing offering costs associated with the 9.75% senior notes, net of the
accretion of existing note premiums on the 9.75% senior notes and taxes.
Approximately $3.2 million of the 9.75% senior notes remain outstanding and
subject to tender until March 23, 2005.
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Item 9A. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

We are responsible for establishing and maintaining disclosure controls
and procedures that are designed to ensure that information required to be
disclosed in our Exchange Act reports is recorded, processed, summarized and
reported within the time periods specified in the SEC’s rules and forms and
that such information is accumulated and communicated to our management,
including our Co-Chief Executive Officers and Chief Financial Officer, as
appropriate, to allow for timely decisions regarding required disclosure. Our
Co-CEOQO’s and CFO concluded that our disclosure controls and procedures
were not effective as of December 31, 2004 to ensure that required
information is disclosed on a timely basis in our reports filed or furnished
under the Securities Exchange Act of 1934. In designing and evaluating the
disclosure controls and procedures, management recognizes that any controls
and procedures, no matter how well designed and operated, can provide only
reasonable assurance of achieving the desired control objectives, and
management is required to apply its judgment in evaluating the cost-benefit
relationship of possible controls and procedures.

58

Changes in Internal Control

As further discussed in Management’s Annual Report on Internal Control
Over Financial Reporting we concluded in February 2005 that there was a
“material weakness” (as defined under Standard No. 2 by the Public Company
Accounting Oversight Board) in our internal control over financial reporting
relating to the balance sheet presentation of costs associated with models in
our model home lease program.

Our management and the audit committee reviewed and analyzed our
internal controls, policies and procedures in response to this material
weakness. We believe that our model home lease program transactions are
highly technical in nature. Meritage management has taken exhaustive efforts
to document its assumptions and conclusions related to all complex
transactions.  Additionally, Meritage management has hired additional
financial and accounting staff, enhanced the training of our finance and
accounting staff and requires periodic review of a wider variety of current
technical accounting literature.

Based on the foregoing, our management, including our Co-Chief
Executive Officers and our Chief Financial Officer, concluded that the
material weakness had been remediated.

Other than as described above, there has been no change in our internal
control over financial reporting during the period ended December 31, 2004
that has materially affected, or is reasonably likely to materially affect, our
internal contro] over financial reporting.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
Meritage Homes Corporation

We have audited management’s assessment, included in the accompanying Management’s Annual Report on Internal Control Over Financial Reporting, that Meritage Homes Corporation
and subsidiaries (the “Company”) did not maintain effective internal control over financial reporting as of December 31, 2004, because of the effect of the material weakness identified in
management’s asscssment based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. The
Company’s management is responsible for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on management’s assessment and an opinion on the effectiveness of the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether effective internal control over financial reporting was maintained in all material respects. Our audit included obtaining an understanding of internal
control over financial reporting, evaluating management’s assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such other procedures as
we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the company’s principal cxecutive and principal financial officers, or persons
performing similar functions, and effected by the company’s board of directors, management, and other personnel to provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A company’s internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the asscts of the company;
(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion or improper management override of controls, material misstatements
due to error or fraud may not be prevented or detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over financial reporting to future periods
are subject to the risk that the controls may become inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results in more than a remote likelihood that a material misstatement of the annual or interim
financial statements will not be prevented or detected. The following material weakness has been identified and included in management’s assessment. As of December 31, 2004, the Company
did not maintain effective internal control over the application of accounting principles generally accepted in the United States of America related to the Company’s accounting for its model
home lease program, which resulted in a material adjustment to the Company’s consolidated financial statements as of December 31, 2004. The adjustment increased real estate assets and loans
payable and other borrowings in the balance sheet, and decreased commissions and other sales costs and increased cost of home closings in the Statement of Earnings. Additionally, the
Company also restated its previously issued interim financial statements for the second and third quarter of 2004. This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the December 31, 2004 consolidated financial statements, and this report does not affect our opinion on those consolidated financial statements.

In our opinion, management’s assessment that the Company did not maintain effective internal control over financial reporting as of December 31, 2004, is fairly stated, in all material
respects, based on criteria established in Internal Control— Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Also in our opinion,
because of the effect of the material weakness described above on the achievement of the objectives of the control criteria, the Company has not maintained effective internal control over
financial reporting as of December 31, 2004, based on the criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the consolidated financial statements as of and for the year
ended December 31, 2004 of the Company and our report dated March 15, 2005 expressed an unqualified opinion on those financial statements.

DELOITTE & TOUCHE LLP

Phoenix, Arizona
March 14, 2005
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PART I
Item 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 2005 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 ltem 10 regarding our executive
officers appears under Item 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.

Item 12. Security Ownership of Certain Beneficial Owners and
Management and Related Stockholder Matters

Information required in response to ltem 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.

Item 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.

Item 14. Principal Accountant Fees and Services

The following table presents fees for professional audit services
rendered by our principal accountant for the audit of our annual financial
statements for 2004 and 2003, and fees billed for other services rendered:

2004 2003
Audit fees Y $ 1,451,866 $ 459,089
Audit - related fees ¥ 18,600 12,000
Audit and audit related fees 1,470,466 471,089
Tax fees ¥ 201,797 528,491
Total fees $_1,672263 $_ 999,580

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

services related to various SEC filings and related research and the 2004
and 2003 senior note offerings. Audit fees in 2004 include $907,843 of
fees for audit services related to Management’s Annual Report on
Internal Control over Financial Reporting.

@ 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
2004 non-audit services listed above were pre-approved.
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On February 9, 2005, we filed a Form 8-K/A for the purpose of reporting certain matters relating to our change in accounting procedures related to our model
lease program.

On February 14, 2005, we filed a Form 8-K/A for the purpose of reporting that we completed the purchase of the homebuilding assets of Fort Myers/Naples-based
Colonial Homes of Florida.

On February 22, 2005, we filed a Form 8-K/A to file the principal acquisition contract governing our acquisition of Fort Myers/Naples based Colonial Homes of
Florida.

On February 22, 2005, we filed a Form 8-K/A for the purpose of reporting that we had filed our Form 10-Q/A SEC filings for the quarters ended June 30, 2004
and September 30, 2004 to reflect the necessary accounting adjustments related to our model home lease program.

On February 28, 2005, we filed a Form 8-K for the purpose of disclosing our tender offer for our $280 million senior notes, our public offering of additional
shares of our common stock and our offering of $350 million senior notes due 2015.

On March 2, 2005, we filed a Form 8-K/A for the purpose of disclosing the completion of our common stock offering.

On March 9, 2005, we filed a Form 8-K to report that we had received the requisite consents to the proposed amendments to the indenture that governs our 9.75%
senior notes due 2011.

On March 11, 2005, we filed a Form 8-K to disclose that we had completed an offering of our 6.25% senior notes due 2015.
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43.1
432
4.4

4.5

10.1

10.1.1

Second Supplemental Indenture, dated July 12, 2002, by and among the Company, MTH Homes-
Texas, L.P., MTH-Texas GP II, Inc., MTH-Texas LP II, Inc., the Guarantors named therein and
Wells Fargo Bank, N.A.

Third Supplemental Indenture, dated October 21, 2002, by and among the Company, MTH-Homes
Nevada, Inc., the Guarantors named therein and Wells Fargo Bank, N.A.

Fourth Supplemental Indenture, dated February 19, 2003 by and among the Company, MTH-
Cavalier, LLC, the Guarantors named therein and Wells Fargo Bank, N.A.

Fifth Supplemental Indenture, dated August 22, 2003, by and among the Company, MTH Golf,
LLC (formally known as Mission Royale, LLC) Legacy-Hammonds Materials, L.P., the Guarantors
named therein and Wells Fargo Bank, N.A.

Sixth Supplemental Indenture, dated May 14, 2004, by and among the Company, Meritage Homes
of Colorado, Inc., the guarantors named therein and Wells Fargo Bank, N.A. and form of 7%
Senior Notes due 2014

Seventh Supplemental Indenture, dated December 20, 2004, by and among the Company, Meritage
Homes of Florida, Inc., the guarantors named therein and Wells Fargo Bank, N.A.

Eighth Supplemental Indenture, dated March 10, 2005, by and among the Company, the guarantors
named therein and Wells Fargo Bank, N.A.

Indenture, dated April 21, 2004, by and among the Company, the guarantors named therein and
Wells Fargo Bank, N.A. and form of 7% senior notes due 2014

First Supplemental Indenture, dated May 14, 2004, by and among the Company, Meritage Homes
of Colorado, Inc., the guarantors named therein and Wells Fargo, N.A.

Second Supplemental Indenture, dated December 20, 2004, by and among the Company, Meritage
Homes of Florida, Inc., the guarantors named therein and Wells Fargo Bank, N.A.

Indenture dated March 10, 2005, by and among the Company, the guarantors named therein and
Wells Fargo Bank, NA and form of 6.25% senior notes due 2015

Registration Rights Agreement relating to 6.25% senior notes due 2015, dated March 10, 2005

$250 Million Credit Agreement, dated December 12, 2002, by and among the Company, Guaranty
Bank, Fleet National Bank, Bank One, NA and the other lenders thereto

First Amendment to Credit Agreement, dated September 8, 2003, among the Company, Guaranty
Bank, Fleet National Bank, Bank One, NA and the other lenders thereto
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Incorporated by reference to Exhibit 4.3.2 of Form
10-K for the year ended December 31, 2002.

Incorporated by reference to Exhibit 4.3.3 of Form
10-K for the year ended December 31, 2002,

Incorporated by reference to Exhibit 4.3.4 of Form
10-K for the year ended December 31, 2002.

Incorporated by reference to Exhibit 4.2.5 of Form S-4
Registration Statement, dated October 23, 2003.

Incorporated by reference to Exhibit 4.2.6 of Form S-4
Registration Statement 333-115610.

Filed herewith.
Filed herewith.
Incorporated by reference to Exhibit 4.1 of Form 10-Q

for the quarterly period ended March 31, 2004.

Incorporated by reference to Exhibit 4.3.1 of Form S-4
Registration Statement 333-115610.

Filed herewith.

Filed herewith.

Filed herewith.

Incorporated by reference to Exhibit 10.1 of Form
10-K for the year ended December 31, 2002.

Incorporated by reference to Exhibit 10.1.1 of Form
S-3 Registration Statement dated October 23, 2003.
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10.11

10.12

14

21

23.1

232

24

31.1

312

313

32.1

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

Deferred Bonus Agreement — 2003 Award Year — between the Company and Richard T. Morgan *

Code of Ethics

List of Subsidiaries
Consent of Deloitte & Touche LLP
Consent of KPMG LLP

Powers of Attorney

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

Section 1350 Certification of Co-Chief Executive Officers and Chief Financial Officer

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

Incorporated by reference to Exhibit 10.3 of Form
10-Q for the quarterly period ended March 31, 2004.

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

Filed herewith.
Filed herewith.
Filed herewith.

See signature page.

Filed herewith.
Filed herewith.
Filed herewith.

Filed herewith.

*Indicates a management contract or compensation plan.
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EXHIBIT 21

Monterey Homes Arizona, Inc.
Monterey Homes Construction, Inc.
Meritage Homes of Arizona, Inc.
Meritage Paseo Crossing, LLC
Meritage Homes Construction, Inc.
Meritage Paseo Construction, LLC
Meritage Homes of Colorado, Inc.
Meritage Homes of Florida, Inc.
MTH-Texas GP, Inc.

MTH-Texas GP 11, Inc.
MTH-Texas LP, Inc.

MTH-Texas LP II, Inc.

MTH Homes-Texas, L.P.
MTH-Homes Nevada, Inc.
Meritage Holdings, L.L.C.
Meritage Homes of California, Inc.
MTH Mortgage, LLC
MTH-Cavalier, LLC

MTH Golf, LLC
Legacy-Hammonds Materials, L.P.
Legacy/Monterey Homes L.P.
Legacy Operating Company, L.P.
Hulen Park Venture, LLC

Texas Home Mortgage Corporation

MERITAGE HOMES CORPORATION
LIST OF SUBSIDIARIES
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CORPORATE INFORMATION - www.meritagehomes.com

Corporate Offices:
Meritage Homes Corporation
8501 East Princess Drive
Suite 290

Scottsdale, AZ 85255
480-609-3330

Meritage Homes Corporation
2745 North Dallas Parkway
Suite 600

Plano, TX 75093
Q/2-543-8100

Certifications

Annual Meeting

May 11, 2005 at 9:00 a.m.

Fairmont Scottsdale Princess
/575 East Princess Drive
Scottsdale, AZ 85255
(480) 585-4848

Transfer Agent &
Registrar

Mellon Investor Services LLC
85 Challenger Road
Ridgefield Park, NJ 07600
www.melloninvestor.com

800-356-2017

Corporate Counsel
Snell & Wilmer L.L.P.
Phoenix, AZ

Independent Auditors
Deloitte & Touche LLP
Phoenix, AZ

Corporate Communications
Jane S. Hays

Meritage Homes Corporation
2745 North Dallas Parkway
Suite 600

Plano, TX /75093

@/2-543-8100

Form 10-K

A copy of our Annual Report
on Form 10K, as filed with the
United States Securities and
Exchange Commission, is
Q<o__o%® without charge upon
written request fo:

Investor Relations

Vicki L. Biggs

Meritage Homes Corporation
8501 East Princess Drive
Suite 290

Scottsdale, AZ 85255
480-609-3330

We filed with the SEC, as exhibits 31.1-31.3 to our 2004 Form 10K, the Sarbanes-Oxley Act Section 302 certifications regarding the quality of our public
disclosure and we filed with the NYSE the annual CEO certification within 30 days of our 2004 Annual Meeting of Stockholders.

Common Stock Price Range
Our common stock is fraded on the New York Stock Exchange, Symbol MTH.

2004 Quarter Ended High Low 2003 Quarter Ended High Low

March 31 $39.83 $29.56 March 31 $18.93 $14.50
June 30 37.35 29.46 June 30 26.90 16.53
September 30 39.81 2954 September 30 27.30 21.05
December 31 5717 35.80 December 31 34.80 2353

As of March 7, 2005, there were approximately 208 holders of record representing an estimated 20,900 beneficial owners of Meritage common stock.
The Company does not pay dividends on its common stock. All stock prices reflect the January 2005 2-or-1 stock split.
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