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Dear Fellow Shareholders:

Fiscal year 2008 was another challenging year for our company, D.R. Horton, Inc., as the difficult
industry conditions we encountered in fiscal 2007 continued and intensified in fiscal 2008. The current
downturn in the U.S. homebuilding industry is in its third year, and it has become one of the most severe
housing recessions in U.S. history. The weakness in housing has dramatically impacted the financial sector and
has spread to the broader economy. During 2008, the weakening economy has undergone various credit crises,
sharp declines in stock market valuations, government interventions in the private sector, rising unemployment
and weakening consumer confidence, resulting in the current U.S. economic recession. These broader factors
have further impacted the U.S. housing market, which continues to experience high inventories of new and
existing homes, intense price competition, reduced mortgage financing availability and increasing home
foreclosures.

We have responded to these challenges by approaching our markets with realism. We have strengthened
our financial position by reducing our inventory levels, building our cash balances and repaying debt to cnable
us Lo withstand this recession. Throughout the company, our employees have worked extremely hard to drive
sales and cut operating costs. These efforts yietded the following results in fiscal 2008:

* $1.9 billion of positive cash flows generated from operations, which contributed to a year-end
homebuilding cash balance of $1.4 billion;

* Qver $600 million of consolidated debt reductions;
* $350 million of homebuilding SG&A expense reductions;

* A 46% reduction of our land and lot supply;

A 38% reduction of our homes in inventory; and

* A year-end net homebuilding debt to total capital ratio of 43.6%.

These achievements have positioned us well for 2009 and beyond. We expect these ditficult housing
conditions to persist throughout fiscal 2009, and the broader economic recession will create further challenges
for all homebuilders. Consequently, our focus will remain on maintaining our strong financial position by

continuing to:

+ Offer high quality, affordable homes at prices necessary to optimize the balance of sales volumes,
returns and cash flows;

* Reduce our inventory of homes and owned lots;

« Significantly limit our capital outlays for land and lot acquisitions and development costs;

* Conirol our cosls of construction;

* Reduce our SG&A costs based on our expectation of future home closings;

» Generate positive cash flows from operations;

+ Maintain a strong cash balance; and

» Reduce our outstanding debt.

We expect that our actions will maintain our strong liguidity position and provide us with flexibility to
weather this sterm and then take advantage of profitable opportunitics when they become available.

Throughout this downturn and beyond, our goal is to continue to be a leader in the homebuilding industry in
terms of operating profits and balance sheet strength,




We appreciate and thank our employees for their tremendous efforts this year. We also thank our
suppliers and subcontractors, who are part of our extended D. R. Horton team. Our team of employees,
suppliers and subcontraclors are vital to our ability to navigate through the current trying business
environment, and they are key to our future profitability and growth.

We also thank all D.R. Horton shareholders for your support and belief in the future of our company.
Despite the current uncertain economic climate, we believe that our business and our stock valuation have
long-term upside potential. Our belief is based on the long-term fundamentals that will support future
U.S. housing demand, as well as our strong competitive advantages, including our geographic diversity, low
overhead cost structure, economies of scale, liquidity position and balance sheet strength. We will continue to
meet the challenges presented by the marketplace and position ourselves to return to profitability.

A2 oz

Donald R. Horton
Chairman of the Board
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PART I

ITEM 1. BUSINESS

D.R. Horton, Inc. is the largest homebuilding company in the United States, based on homes closed
during the twelve months ended September 30, 2008. We construct and sell high quality homes through our
operaling divisions in 27 states and 77 metropolitan markets of the United States, primarily under the name of
D.R. Horton, America’s Builder. We are a Fortune 500 company, and our common stock is included in the
S&P 500 Index and listed on the New York Stock Exchange under the ticker symbol “DHI.” Unless the
context otherwise requires, the terms “D.R. Horton,” the “Company,” “we” and “our” used herein refer to D.R.
Horton, Inc., a Delaware corporation, and its predecessors and subsidiaries.

Donald R. Horton began our homebuilding business in 1978. In 1991, we were incorporated in Delaware
to acquire the assets and businesses of our predecessor companies, which were residential home construction
and development companies owned or controlled by Mr. Horton. In 1992, we completed our initial public
offering of our common stock. The growth of our company over the years was achicved by investing available
capital into our existing homebuilding markets and into start-up operations in new markets. Additionally, we
acquired numerous other homebuilding companies, which strengthened our markel position in existing markets
and cxpanded our geographic presence and product offerings in other markets. Our homes generally range in
size from 1,000 to 5,000 square feet and in price from $90,000 to $900,000. The current downiurn in our
industry has resulted in a decrease in the sizc of our operations during fiscal 2007 and 2008, as we have been
affected by, and have reacted to, the significantly weakened market for new homes. For the year ended
September 30, 2008, we closed 26,396 homes with an average closing sales price of approximately $233,500.

Through our financial services operations, we provide mortgage financing and title agency services to
homebuyers in many of our homebuilding markets. DHI Mortgage, our wholly-owned subsidiary, provides
mortgage financing services principally to purchasers of homes we build. We generally do not seek to retain or
service the morigages we originate but, rather, seek (o sell the morigages and related servicing rights to
investors. Our subsidiary title companies serve as litle insurance agents by providing title insurance policies,
examination and closing services, primarily to the purchasers of our homes.

Our financial reporting segments consist of six homebuilding segments and a financial services segment,
Our homebuilding operations are by far the most substantial part of our business, comprising approximately
98% of consolidated revenues, which were $6.6 billion in fiscal 2008. Our homebuilding operations gencrate
most of their revenues from the sale of completed homes, with a lesser amount from the sale of land and lots.
In addition to building traditional single-family detached homes, we also build attached homes, such as town
homes, duplexes, triplexes and condominiums (including some mid-rise buildings), which share common walls
and roofs. The sale of detached homes generated approximately 77%, 81%, and 80% of home sales revenues
in fiscal 2008, 2007 and 2006, respectively. Our financial services segment generates its revenues from
originating and selling mortgages and collecting fees for title insurance agency and closing services.

We make available, as soon as reasonably practicable, on our Internet website afl of our reports required
to be filed with the Securitics and Exchange Commission (SEC). These reports include our annual report on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, beneficial ownership reports on
Forms 3, 4, and 5, proxy statements and amendments to such reports. These reports may be accessed by going
to our Internet website and clicking on the “Investor Relations™ link. We will also provide these reports in
electronic or paper format to our stockholders free of charge upon request made to our Investor Relations
department. [nformation on our Internet website is not part of this annual report on Form 10-K. Our SEC
filings are also available to the public over the Internet at the SEC's website at www.sec.gov, and the public
may read and copy any document we file at the SEC’s public reference room located at 100 F Street NE,
Washington, D.C. 20549. Please call the SEC at 1-800-SEC-0330 for further information on the operation of
the public reference room.

Our principal executive offices are located at 301 Commerce Street, Suite 500, Fort Worth, Texas 76102.
Our telephone rumber is (817) 390-8200, and our Internet website address is www.drhorton.com.



Operating Strategy

For the greatest part of our company’s existence, we maintained significant year-over-year growth and
profitability. We achieved this growth through an operating strategy focused on capturing greater market share,
while also maintaining a strong balance sheet. To execute our strategy, we invested available capital in our
existing homebuilding markets and opportunistically entered new markets. We also actively evaluated
homebuilding acquisition opportunities as they arose, some of which resulted in acquisitions and contributed to
our growth.

Due 1o the progressive weakening of demand in our homebuilding markets over the past few years, we
have experienced declines in revenues and gross profit, sustained significant asset impairment charges and
incurred losses in fiscal 2007 and 2008. Although we believe the long-term fundamenials which support
housing demand, namely population growth and houschold formation, remain solid and the current negative
conditions will moderate over time, the timing of a recovery in the housing market is unclear. Consequeatly,
our primary focus while market conditions are weak is to strengthen our financial condition by reducing
inventories of homes and land, controlling and reducing construction and overhead costs, generating positive
cash flows from operations, reducing outstanding debt and maintaining strong liquidity.

Geographic Diversiry

From 1978 to late 1987, our homebuilding activities were conducted in the Dallas/Fort Worth area. We
then began diversifying geographically by entering additional markets, both through start-up operations and
acquisitions. We now operale in 27 states and 77 markets. This provides us with geographic diversification in
our homcbuilding inventory investmenlts and our sources of revenues and earnings. We believe our
diversification strategy helps to mitigate the effects of local and regional economic cycles and enhances our
long-term potential.

Economies of Scale

We are the largest homebuilding company in the United States in terms of number of homes closed in
fiscal 2008. By the same measure, we are also either the largest or one of the five largest builders in many of
our markets in fiscal 2008. We believe that our national, regional and local scale of operations has provided us
with benefits that may not be available in the same degree to some other smaller homebuilders, such as:

* Negotiation of volume discounts and rebates from national, regional and local materials suppliers and
lower labor rates from certain subcontractors;

+ Enhanced leverage of our general and administrative costs, which allows us greater flexibility to
compete for greater market share in each of our markets; and

* Greater access to and lower cost of capital, due 1o our strong balance sheet and our lending and capital
markets relationships with national banking institutions.

Decentralized Operations

We decentralize our homebuilding activities to give operating flexibility to our local division presidents
on certain key operating decisions. At September 30, 2008, we had 34 separate homebuilding operating
divisions, some of which operate in more than one market area. Generatly, each operating division consists of
a division president; land entitlement, acquisition and development personnel; a sales manager and sales
personnel; a construction manager and construction superiniendents; customer service personnel; a controller;
a purchasing manager and office staff. We believe that division presidents and their management teams, who
are familiar with local conditions, generally have better information on which to base decisions regarding local
operations. QOur division presidents receive performance bonuses based upon achicving targeted financial and
operational measures in their operating divisions.




Operating Division Responsibilities
Each operating division is responsible for:

+ Site selection, which involves
— A feasibility study;
— Soil and environmental reviews;
— Review of existing zoning and other governmental requirements; and
— Review of the need for and extent of offsite work required 1o meet {ocal building codes;

» Negotiating lot option or similar contracts;

« Obtaining all necessary land devetopment and home construction approvals;
* Overseeing land development;

» Selecting building plans and architectural schemes;

« Selecting and managing construction subcontractors and suppliers;

= Planning and managing homebuilding schedules; and

= Developing and implementing marketing plans.

Centralized Controls

We centralize the key risk elements of our homebuilding business through our regional and corporate
offices. We have four separate homebuilding regional offices. Generally, each regional office consists of a
region president, legal counsel, a chief financial officer, a purchasing manager and limited office support staff.
Each of our region presidents and their management teams are responsible for oversight of the operations of
up to nine homebuilding operating divisions, including:

» Review and approval of division business plans and budgets;

* Review and approval of all land and lot acquisition contracts;

« Oversight of land and home inventory levels; and

* Review of major personnel decisions and division president compensation plans.

QOur corporate executives and corporate office departments are responsible for establishing our operational
policies and internal control standards and for monitoring compliance with established policies and controls
throughout our operstions. The corporate office also has primary responsibility for direct management of
certain key risk elements and initiatives through the following centralized functions:

* Financing;

* Cash management;

+ Risk and litigation management;

* Allocation of cqpilal;

+ [ssuance and monitoring of inventory investment guidelines to divisional homebuilding operations;
* Environmental assessments of land and lot acquisilions;

» Approval and funding of land and lot acquisitions;

* Accounting and management reporting;

» Internal audit;

* Information technology systems;



+ Administration of payroll and employee benefits;

» Negotiation of national purchasing contracts;

* Management of major national or regional supply chain initiatives;
* Monitoring and analysis of margins, returns and expenses; and

* Administration of customer satisfaction surveys and reporting of results.

Cost Management

We control our overhead costs by centralizing certain administrative and accounting functions and by
closely monitoring the number of administrative personnel and management positions in our operating
divisions, as well as in our regional and corporate offices. We also minimize advertising costs by participating
in promotional activities sponsored by local real estate brokers.

We control construction costs by striving to design our homes efficiently and by obtaining competitive
bids for construction malerials and labor. We also negotiate favorable pricing from our primary subcontractors
and suppliers based on the volume of services and products we purchase from them on a local, regional and
national basis., We monitor our construction costs on each house through our purchasing and construction
budgeting systems, and we monitor our inventory levels, margins, returns and expenses through our
management information systems.

Acquisitions

As negative market conditions in the housing industry persist, we remain focused on strengthening our
balance sheet and maintaining strong liquidity. However, we will continue 1o evaluate opportunities for
strategic acquisitions. We believe that the current housing industry downturn may provide us selected
opportunities to enhance our operations through the acquisition of existing homebuilding companies at
attractive valuations. In certain instances, such acquisitions can provide us benefits not found in start-up
operations, such as: established land positions and inventories; and existing relationships with municipalities,
land owners, developers, subcontractors and suppliers. We seek to limit the risks associated with acquiring
other companies by conducting extensive operational, financial and legal due diligence on each acquisition and
by only acquiring homebuilding companies that we believe will have a positive impacl on our earnings within
an accepiable period of time.



Markets

We conduct our homebuilding operations in all of the geographic regions, states and markets listed below,
and we conduct our mortgage and title operations in many of these markets. Our homebuilding operating
divisions are aggregated into six reporting segments, which are comprised of the markets below. Qur financial
statements contain additional information regarding segment performance.

State

Georgia

Maryland ... .............

New Jersey ...............

North Carolina. . .. ... ......

Pennsylvanmia . . . ...........

South Carolina. . .. .........

Virginia

Colorado . . .. .............

Alabama _ . ... ___.........

Florida

Reporting Region/Market

East Region
Centra! Delaware
Delaware Shore

Savannah
Baltimore

Suburban Washingion, D.C.

North New Jersey
South New Jersey
Brunswick County
Charlotte
Greensboro/Winston-Salem
Raleigh/Durham
Philadelphia
Lancaster
Charleston
Columbia

Hilton Head
Myrtle Beach
Northern Virginia
Midwest Region
Colorado Springs

Denver
Fon Collins

Chicago
Minneapolis/St. Paul
Kenosha

Southeast Region
Birmingham

Mobile

Daytona Beach

Fort Myers/Naples
Jacksonville
Melbourne
Miami/West Palm Beach
Ocala

Orlando

Pensacola

Tampa

Atlanta
Macon

State

Louisiana . ... ............
Mississippi. . .. ... ...
Oklahoma . . ... ...........

Arizona . . . .. ... ... . . ...,

New Mexico. . .. ...... .. ...

California . . .. ............

Reporting Region/Market

South Central Region
Baton Rouge
Mississippi Gulf Coast
Oklahoma City

Austin

Dallas

Fort Worth
Houston
Killeen/Temple
Laredo

Rio Grande Valley
San Antonio
Waco

Southwest Region
Phoenix
Tucson

Albuquerque
Las Cruces

West Region

Bay Area

Central Valley

Imperial Valley

Los Angeles County
Riverside/San Bernardino
Sacramento

San Diego County
Ventura County

Hawaii
Kauai
Maui
Oahu

Boise

Las Vegas
Laughlin
Reno
Albany

Central Oregon
Portland

Salt Lake City
Bellingham

Eastern Washington
Seattle/Tacoma
Vancouver



When evaluating new or existing homebuilding markets for purposes of capital allocation, we consider
the following local, market-specific factors, among others:

* Economic conditions;

« Job growth;

* Median income level of potential homebuyers;

= Local housing affordability and typical mortgage products utilized;
+ Ability to offer homes at entry-level pricing;

* Availability of land and lots;

+ Land entitlement and development processes;

* New home sales activity;

» Competilion;

= Secondary home sales activity; and

= Prevailing housing products, features and pricing.

Land Policies

Typically, we acquire land after we have completed appropriate due diligence and generally after we have
obtained the rights (“entitlements”) to begin development or construction work resulting in an acceptable
number of residential lots. Before we acquire lots or tracts of land, we will, among other things, complete a
feasibility study, which includes soil tests, independent environmental studies and other engineering work, and
evaluate the status of nccessary zoning and other governmental entitlements required to develop and use the
property for home construction. Although we purchase and develop land primarily 10 support our
homebuilding activities, we also sell land and lots to other developers and homebuilders where we have excess
land ard lot positions. In line with our current initiative to reduce land and lot supply te malch our future
expectations of closings, we completed a significant number of land and lot sales during fiscal 2008,
particularly in the fourth quarter. In addition to generating cash flows, reducing our future carrying costs and
land development obligations, and lowering our inventory supply in certain markets, consummating these
transactions during the current fiscal year allowed us 1o monetize a larger portion of our deferred 1ax assets
through a loss carryback to fiscal 2006 resulting in an increase in our expected tax refund.

We also enter into land/lot option contracts, in which we obtain the right, but generally not the obligation,
to buy land or lots at predetermined prices on a defined schedule commensurate with anticipated home
closings or planned land development. Our option contracts generally are non-recourse, which limits our
financial exposure to our earnest money deposited with land and lot seilers and any preacquisition due
diligence costs incurred by us. This enables us to control land and lot positions with limited capital
investment, which substantially reduces the risks associated with land ownership and development.

Almost all of our land and lot positions are acquired directly by us. We have avoided entering into joint
venture arrangements due to their increased costs and complexity, as well as the loss of operational coatrol
inherent in such arrangemcnts. We arc a party to a very small number of joint ventures that were acquired
through acquisitions of other homebuilders. All of these joint ventures are consolidated in our financial
statements.

We attempt to mitigate our exposure to real estate inventory risks by:

* Managing our supply of land/lots controlled (owned and optioned) in each market based on anticipated
future home closing levels;

* Monitoring local market and demographic trends, housing preferences and related economic
developments, such as new job opportunities, local growth initiatives and personal income trends;
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 Utilizing land/lot option contracts, where possible;
* Limiting the size of acquired land parcels to smaller tracts, where possible;

* Generally commencing construction of custom features or optional upgrades on homes under contract
only after the buyer’s receipt of mortgage approval and receipt of satisfactory deposits from the
buyer; and

* Monitoring and managing the number of speculative homes (homes under construction without an
executed sales contract) built in each subdivision.

The benefits of this strategy have been limited by the current, deteriorating conditions in the
homebuilding industry.

Construction

Our home designs are selected or prepared in cach of our markets to appeal to local tastes and
preferences of homebuyers in each community. We also offer optional interior and exterior features to allow
homebuyers to enhance the basic home design and 1o allow us to generate additional revenues from each
home sold. In some markets, we have adjusted our product offerings to address affordability issues, which
have become increasingly important in the current weak market conditions.

Substantially all of our construction work is performed by subcontractors. Subcontractors typically are
retained for a specific subdivision pursuant to a contract that obligates the subcontractor to complete
construction at an agreed-upon price. Agreements with the subcontractors and suppliers we use generally are
negotiated for cach subdivision. We compete with other homebuilders for qualified subcontractors, raw
materials and lots in the markets where we operate. We employ construction superintendents to monitor homes
under construction, participate in major design and building decisions, coordinate the activities of
subcontractors and suppliers, review the work of subcontractors for quality and cost controls and monitor
compliance with zoaing and building codes. In addition, our construction superintendents play a significant
role in working with our homebuyers by assisting with option selection and home modification decisions,
educating buyers on the construction process and instructing buyers on post-closing home maintenance.

Construction time for our homes depends on the weather, availability of labor, materials and supplies,
size of the home, and other factors. We typically complete the construction of a home within four to six
months.

We typically do not maintain significant inventories of construction malerials, except for work in progress
materials for homes under construction. Generally, the construction materials used in our operations are
readily available from numerous sources. We have contracts exceeding one year with certain suppliers of our
building materials that arc cancelable at our option with a 30 day notice. In recent years, we have not
experienced delays in construction due to shortages of materials or labor that have materially affected our
consolidated operating results.

Marketing and Sales

We market and sell our homes through commissioned employees and independent real estate brokers. We
typically conduct home sales from sales oftices located in furnished model homes in each subdivision, and we
typically do not offer our medel homes for sale until the completion of a subdivision. Qur sales personnel
assist prospective homebuyers by providing them with floor plans, price information, tours of model homes
and assisting them with the selection of options and other custom features. We train and inform our sales
personnel as to the availability of {inancing, construction schedules, and marketing and advertising plans, As
our customers are typically first-time or move-up homebuyers, we attempt to adjust our product mix and
pricing within our homebuilding markets (o keep our homes affordable. As market conditions warrant, we may
provide potential homebuyers with one or more of a variety of incentives, including discounts and free
upgrades, 10 be competitive in a particular market. In the current weak market conditions, we have
significantly increased the level of incentives we are offering to homebuyers in most markets,
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We advertise in our iocal markets as necessary through newspapers, marketing brochures and newsletters.
We also use billboards, radio and television advertising and our Internet website 1o market the location, price
range and availability of our homes. To minimize advertising costs, we atternpt to operate in subdivisions in
conspicuous locations that permit us to take advantage of local traffic patterns. We also believe that model
homes play a substantial role in our marketing efforts, so we expend significant effort to create an attractive
atmosphere in our model homes.

In addition 1o using model homes, in selected markets and projects we build a limited number of
speculative homes in each subdivision. These homes enhance our marketing and sales efforts to prospective
homebuyers who are relocating to these markets, as well as to independent brokers, who often represent
homebuyers requiring a completed home within 60 days. We determine our speculative homes strategy in each
market based on local market factors, such as new job growth, the number of job relocations, housing demand,
seasonality, current sales contract cancellation trends and our past experience in the market. We determine the
number of speculative homes to build in each subdivision based on our current and planned sales pace, and we
monitor and adjust speculative homes inventory on an ongoing basis as conditions warrant. We typically have
sold a substantial majority of our speculative homes while they are under construction or soon after
completion; however, the significant weakness in our housing markets and related high cancellation rates
during fiscal 2006, 2007 and 2008 have caused our speculative homes inventory to remain higher than our
target levels. While we plan to reduce both total and speculative homes in inventory from current levels, we
do expect to maintain a level of speculative home inventory in our markets which will be based on our
expectations of future sales and closings volume. We believe these speculative homes help to provide us with
opportunities to sell additional homes, reduce our inventory of developed lois and generate positive cash flows.

Our sales contracts require an earnest money deposit of at least $300. The amount of earnest money
required varies between markets and subdivisions, and may significantly exceed $500. Additionally, customers
are generally required to pay additional deposits when they select options or upgrade features for their homes.
Most of our sales contracts stipulate that when customers cancel their contracts with us, we have the right to
retain their earnest money and option deposits; however, our operating divisions occasionally choose to refund :
such deposits. Our sales contracts also include a financing contingency which permits customers to cancel and '
receive a refund of their deposits if they cannot obtain mortgage financing at prevailing or specified interest
rates within a specified period. Our contracts may include other contingencies, such as the sale of an existing
home. As a percentage of gross sales orders, cancellations of sales contracts in fiscal 2008 were 40%. Our
cancellation rate continues to be significantly higher than our historical rate of approximately 20% before the
downturn in the homebuilding industry, reflecting the continuing weak housing market conditions. The length
of time between the signing of a sales contract for a home and delivery of the home to the buyer (closing)
averages from two Lo six months.

Customer Service and Quality Control !

Our operating divisions are responsible for pre-closing quality control inspections and responding to
customers’ post-closing needs. We belicve that a prompt and courteous response to homebuyers’ needs during .
and afier construction reduces post-closing repair costs, enhances our reputation for quality and service and
ultimately leads to significant repeat and referral business from the real estate community and homebuyers.
We provide our homebuyers with a limited one-year warranty on workmanship and building materials. The
subcontractors who perform the actual construction also provide us with warranties on workmanship and are
generally prepared to respond (o us and the homeowner promptly upon request. In addition, we typically
provide a supplemental ten-year limited warranty that covers major construction defects, and some of our
suppliers provide manufacturer's warranties on specified products installed in the home.

Customer Mortgage Financing

We provide morigage financing services principally to purchasers of our homes in the majority of our
homebuilding markets through our wholly-owned subsidiary, DHI Mortgage. DHI Mortgage coordinates and
expedites the sales transaction by ensuring that mortgage commitments are received and that closings take
place in a timely and efficient manner. DHI Mortgage originates mortgage loans for a substantial portion of
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our homebuyers and, when necessary to fulfill the needs of some homebuyers, also brokers loans to third-party
lenders who directly originate the mortgage loans. During the year ended September 30, 2008, approximately
92% of DHI Mortgage’s loan volume retated to homes closed by our homebuilding operations, and DHI
Mortgage provided mortgage financing services for approximately 61% of our total homes closed.

To limit the risks associated with our morigage operations, DHI Mortgage only originates loan products
that it believes may be sold to third-party investors. DHI Mortgage generally packages and sells the loans and
their servicing rights to third-party investors shortly after origination with limited recourse provisions. In
markets where we currently do not provide mortgage financing, we work with a variety of mortgage lenders
that make available to homebuyers a range of mortgage financing programs.

Title Services

Through our subsidiary title companies, we serve as a title insurance agent in selected markets by
providing title insurance policies, examination and closing services to purchasers of homes we build and sell.
We currently assume litile or no underwriting risk associated with these title policies.

Employees

At September 30, 2008, we employed 3,800 persons, of whom 865 were sales and marketing personnel,
1,293 were executive, administrative and clerical personnel, 953 were involved in construction and 689
worked in mortgage and title operations. We had fewer than 20 employees covered by colleclive bargaining
agreements. Employces of some of the subcontractors which we use are represented by labor unions or are
subject to collective bargaining agreements. We believe that our relations with our employees and
subcontractors are good.

Competition

The homebuilding industry is highly competitive. We compete in each of cur markets with numerous
other national, regional and local homebuilders for homebuyers, desirable properties, raw materials, skilled
labor and financing. We also compete with resales of existing homes and with the rental housing market. Our
homes compete on the basis of quality, price, design, mortgage financing terms and location. In the current
weak housing conditions, competition among homebuilders has greatly intensified, especially as to pricing and
incentives, as builders attempt to maximize sales volume despite the weakness in housing demand, The current
market conditions have also led 1o a large number of foreclosed homes being offered for sale, which has
increased competition for homebuyers and affected pricing. Our financial services business competes with
other mortgage lenders, including national, regional and local morigage bankers and other financial
institutions, some of which have greater access to capital, different lending criteria and potentially broader
product offerings.

Governmental Regulation and Environmental Matters

The homebuilding industry is subject to extensive and complex regulations. We and the subcontractors we
use must comply with various federal, state and local laws and regulations, including zoning, density and
developmenlt requirements, building, environmental, advertising and real estate sales rules and regulations.
These requirements affect the development process, as well as building materials to be used, building designs
and minimum elevation of properties. Our homes are inspected by local authorities where required, and homes
eligible for insurance or guarantees provided by the FHA and VA are subject to inspection by them. These
regulations often provide broad discretion to the administering governmental authorities. In addition, our new
housing developments may be subject to various assessments for schools, parks, streets and other public
improvements.

Our homebuilding operations are also subject to a variety of local, state and federal statutes, ordinances,
rules and regulations concerning protection of health, safety and the environment. The particular
environmental laws for each site vary greatly according to location, environmental condition and the present
and former uses of the site and adjoining properties.



Our mortgage company and title insurance agencies must also comply with various federal and state laws
and regulations. These include eligibility and other requirements for participation in the programs offered by
the FHA, VA, GNMA, Fannie Mae and Freddie Mac. These also include required compliance with consumer
lending and other laws and regulations such as disclosure requirements, prohibitions against discrimination and
real estate settlement procedures. All of these laws and regulations may subject our operations to examination
by the applicable agencies.

Seasonality

We have typically experienced seasonal variations in our quarterly operating results and capital
requirements. Prior to the current downturn in the homebuilding industry, we generally had more homes under
construction, closed more homes and had greater revenues and operating income in the third and fourth
quarters of our fiscal year. This seasonal activity increased our working capital requirements for our
homebuilding operations during the third and fourth fiscal quarters and increased our funding reguirements for
the mortgages we originated in our financial services segment at the end of these quarters. As a result of
seasonal activity, our results of operations and financia! position at the end of a particular fiscal quarter are not
necessarily representative of the balance of our fiscal year.

In contrast 10 our typical seasonal results, due to further deterioration of homebuilding market conditions
during the last two years, we incurred consolidated operating losses in our third and fourth quarters of fiscal
2007 and in all quarters of fiscal 2008. These results were primarily due to recording significant inventory and
goodwill impairment charges. Also, the increasingly challenging market conditions caused declines in sales
volume, pricing and margins that mitigaied our historical seasonal variations. Although we may experience our
typical historical seasonal pattern in the future, given the current market conditions, we can make no
assurances as to when or whether this pattern will recur,

ITEM 1A. RISK FACTORS

Discussion of our business and operations included in this annual report on Form 10-K should be read
together with the risk factors set forth below. They describe various risks and uncertainties to which we are or
may become subject. These risks and uncertainties, together with other factors described elsewhere in this
report, have the potential to affect our business, financial condition, results of operations, cash flows, strategies
or prospects in a material and adverse manner.

The homebuilding industry is undergoing a significant downturn, and its duration and ultimate severity are
uncertain. A continuation or further deterioration in industry conditions or in the broader economic
conditions could have additional adverse effects on our operations and financial results.

The downturn in the homebuilding industry is in its third year and it has become one of the most severe
housing downturns in U.S. history. The significant declines in the demand for new homes, the significant
oversupply of homes on the market and the significant reductions in the availability of financing for
homebuyers that have marked the downturn are continuing. We have experienced material reductions in our
home sales and homebuilding revenues, and we have incurred material inventory and goodwill impairments
and other write-offs. Our gross margins have declined significantly, and we incurred substantial losses for our
2007 and 2008 fiscal years. It is not clear when these trends will reverse or when we will return (o
profitability.

Our ability to respond to the downturn has been limited by adverse market and economic conditions.
Recently, the growing number of home mortgage foreclosures has increased supply and driven down prices,
making the purchase of a foreclosed home an attractive alternative to purchasing a new home. Homebuilders
have responded to declining sales and increased cancellation rates with significant concessions, further adding
to the price declines. With the decline in the values of homes and in the ability of homeowners to make their
mortgage payments, the credit markets have been significantly disrupted, putling strains on many households
and businesses. In the face of these conditions, fears of recession and the loss of jobs have increased, and
consumer confidence has reached its lowest tevel in decades. As a result, the decision to buy a new home has
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become more difficult, and demand for new homes has declined significantly. Moreover, the government’s
legislative and administrative measures aimed at restoring liquidity to the credit markets and providing relief
to homeowners facing foreclosure have only recently begun. It is unclear whether these measures will
effectively stabilize prices and home values or restore confidence and increase demand in the homebuilding
industry.

These challenging conditions are complex and interrelated. We cannot predict their duration or ultimate
severity. Nor can we provide assurance that our responses to the downturn or the government’s attempts 10
address the troubles in the economy will be successful.

The downturn in homebuilding and the continuation of the disruptions in the credit markets could limit our
ability to access capital and increase our costs of capital.

During this downturn in the homebuilding industry, we have relied principally on the positive operating
cash flow we have generated to meet our working capital nceds and repay outstanding indebtedness. We
gencrated $1.88 billion and $1.36 billion in operaling cash flow in fiscal years 2008 and 2007, respectively.
We anticipate significant positive operating cash flow for fiscal 2009, principally through the receipt of federal
income tax refunds and from home and land sales, though at a reduced level. However, the downturn and the
disruption in the credit markets have reduced other sources of liquidity available to us.

In fiscal 2008, our senior debt ratings were lowered below investment grade by the three ratings agencies,
and the terms of our revolving credit facility now restrict our future borrowings to borrowing base limitations.
Though we had no cash borrowings outstanding under the facility at September 30, 2008, the borrowing base
limitations currently have reduced availability under the facility to $52.8 million until we repay outstanding
homebuilding debt at a faster pace than further inventory reductions, or the limitations are amended. We are
currently exploring alternatives with regard to our revolving credit facility, which could potentially include an
amendment to the current agreement, but consummating an amendment may be difficult in the current credit
market, We believe that any amendment will require an increase in the costs of borrowing, a reduction in the
overall credit commitment and possibly additional restrictions on us. We do not currently anticipate a need to
borrow from the facility, and we plan to fund our short-term working capital needs and our fiscal 2009 debt
maturities through existing cash resources and cash flows generated from operations during fiscal 2009.

As of September 30, 2008, we had $549.7 million of senior notes that mature in January and February
2009. We have sufficient cash on hand to make these payments. However, current market conditions would
significantly limit our ability to refinance this indebtedness if we chose to do so. Pricing in the public debt
markets has increased substantially, and the indenture terms available in these markets are generally more
restrictive than those in our current indentures. Morcover, our senior debt ratings, the impact of our recent
results on measures used by debt investors and the uncertainties facing the homebuilding industry could reduce
our ability to access these markets even if acceptable pricing or terms are available to other issuers. In
addition, the significant decline in our stock price, the ongoing volatility in the stock markets and the
reduction in our stockholders’ equity relative to our debt could alse impede our access to the equity markets
or increase the amount of dilution our stockholders would experience should we seek to raise capital through
issuance of equity.

Our financial services segment uses a $275 million mortgage repurchase facility to finance many of the
loans it originates. The facility must be renewed annually, and the current facility expires in March 2009. A
continuation of current market conditions could make the rencwal more difficult or could result in an increase
in the cost of the facility or a decrease in its committed availability. Such conditions may also make it more
difficult or costly to sell the mortgages that we originate. We have reduced our morigage products to only
those we expect to be able to sell.

While we believe we can meet our capital requirements from our cash resources, future cash flow and the
sources of financing that we anticipate will be available to us, we can provide no assurance that we will
continue to be able to do so, particularly if current market or economic conditions continue or deteriorate
further. The future effects on our business, liquidity and financial results of these conditions could be material
and adverse to us, both in ways described above and in other ways that we do not currently foresee.
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The reduction in availability of mortgage financing and the increase in mortgage interest rates have
adversely affected our business, and the duration and ultimate severity of the effects are uncertain.

Most of our customers finance their home purchases through lenders providing mortgage financing, Prior
to the recent volatility in the financial markets, mortgage interest rates were at historical lows and a variety of
mortgage products were available. As a result, homeownership became more accessible. The morigage
products available included features that allowed buyers to obtain financing for a significant portion, up to all,
of the purchase price of the home, had very limited underwriting requirements or provided for lower initial
monthly payments. As a result, more people were able to qualify for mortgage financing. Mortgage interest
rates have increased, and the range of mortgage products to homebuyers has decreased from those previously
available.

During fiscal 2007 and 2008, the mortgage lending industry experienced significant instability, beginning
with increased defaults on subprime loans and other nonconforming loans and compounded by expectations of
increasing interest payment requirements and further defaults. This in turn resulted in a decline in the market
value of many mortgage loans and related securities. Lenders, regulators and others questioned the adequacy
of lending standards and other credit requirements for several loan products and programs offered in recent
years. Credit requirements tightened, and investor demand for mortgage loans and mortgage-backed securities
declined. The deterioration in credit quality has caused almost all lenders to eliminate subprime mortgages and
most other loan products that are not eligible for sale to Fannie Mac or Freddic Mac or loans that do not meet
Federal Housing Administration (FHA) and Veterans Administration (VA} requirements. Fewer loan products,
tighter loan qualifications and a reduced willingness of lenders (o make loans in turn have made it more
difficult for many buyers to finance the purchase of our homes, These factors have served to reduce the pool
of qualified homebuyers and made it more difficult to sell to first time and move-up buyers which have long
made up a substantial part of our customers. These reductions in demand have adversely affected our
operations and f{inancial results, and the duration and severity of the effects are uncertain.

We believe that the liquidity provided by Fannie Mae and Freddie Mac to the morigage industry has been
very important to the housing market. These entities have recently required substantial injections of capital
from the federal government. These injections have been accompanied by criticism that the pool of
homebuyers these institutions seek to assist should be reduced. Any reduction in the availability of the
financing provided by these institutions could adversely affect inlerest rates, mortgage availability and our
sales of new homes and mortgage loans.

In recent years a growing number of our homebuyers used down payment assistance programs, which
allowed them to receive gift funds from non-profit corporations as a down payment. Homebuilders had been a
source of funding for these programs. However, the American Housing Rescue and Foreclosure Prevention Act
of 2008 eliminated seller-funded down payment assistance on FHA-insured loans approved on or after
October 1, 2008. With the eliminaticn of these gift fund programs, we will seek other financing alternatives,
and seek down payment programs for those customers who meet applicable guidelines. There can be no
assurance, however, that any such alternative programs are available or as attractive 10 our customers as the
programs previously offered, and our sales could suffer.

Because of the decline in the availability of other mortgage products, FHA and VA mortgage financing
support has become a more important factor in marketing our homes. The American Housing Rescue and
Foreclosure Prevention Act of 2008, however, includes a provision that increases a buyer’s down payment
from at least 3.0% to at least 3.5% of the appraised value of the property on FHA insured loans. This down
payment requirement may impact the ability of our customers that meet the FHA guidelines to obtain
financing. Additionally, this limitation and other limitations or restrictions on the availability of FHA and VA
financing could adversely affect interest rates, mortgage availability and our sales of new homes and mortgage
loans.

Even if potential customers do not need financing, changes in interest rates and the availability of
mortgage products may make it harder for them to sell their current homes to potential buyers who need
financing.
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The decreases in mortgage availability have also been reflected in higher mortgage interest rates. Despile
recent rate cuts by the Federal Reserve, mortgage rates remain- above their lows of the past few years and
these interest rates may increase further. If these rates remain high or increase, the costs of owning a home
will be affected and could result in further reductions in the demand for our homes.

Our strategies in responding to the adverse conditions in the homebuilding industry have had limited
success, and the continued implementation of these and other strategies may not be successful.

While we have been successful in generating positive operating cash flow and reducing our inventories in
fiscal 2007 and 2008, we have done so at significantly reduced gross profit tevels and have incurred
significant asset impairment charges. These contributed to the net losses we recognized in fiscal 2007 and
2008. Also, in fiscal 2007 and 2008, notwithstanding our sales strategies, we continued to experience an
elevated rate of sales contract cancellations. We believe that the increase in the cancellation rate is largely due
1o a decrease in homebuyer confidence, due principally to continued price declines, the growing number of
foreclosures and reduced consumer confidence. A more restrictive mortgage lending environment and the
inability of some buyers to sell their existing homes have also impacted cancellations. Many of these factors,
which affect new sales and cancellation rates, arc beyond our control. It is uncertain how long the reduction in
sales and the increased level of cancellations will continue.

The homebuilding industry continues to be cyclical and affected by changes in general economic, real
estate or other business conditions that could adversely affect our business or financial results.

Cyclical Industry. The homebuilding industry has been cyclical historically and continues to be
significantly affected by changes in industry conditions, as well as in general and local economic conditions,
such as:

* employment levels;

= availability of financing for homebuyers;
* interest rates;

« consumer confidence;

* levels of new and existing homes for sale;
* demographic trends; and

¢ housing demand,

These may occur on a national scale, like the current downlurn, or may affect some of the regions or
markets in which we operate more than others. When adverse conditions affect any of our larger markets, they
could have a proportionately greater impact on us than on some other homebuilding companies. Qur
operations in previously strong markets, particularly California, Florida, Nevada and Arizona, where we have
significant inventory, have more adversely affected our financial resulis than our other markets in the current
downturn.

An oversupply of alternatives to new homes, including foreclosed homes, homes held for sale by
investors and speculators, other existing homes and rental properties, can also reduce our ability to seil new
homes and depress new home prices and reduce our margins on the sales of new homes.

Inventory Risks. Inventory risks are subslantial for our homebuilding business. The risks inherent in
controlling or purchasing and developing land increase as consumer demand for housing decreases. Thus, we
may have acquired optiens on or bought and developed land at a cost we will not be able to recover fully or
on which we cannot build and sell homes profitably, Our deposits for building tots controlled under option or
similar contracts may be put at risk. The value of undeveloped land, building lots and housing inventories can
also fluctuate significantly as a result of changing market conditions. In addition, inventory carrying costs can
be significant and can result in reduced margins or losses in a poorly performing project or market. In the
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present weak market condilions, we have sold homes and land for lower margins or at a loss and we have
recorded significant inventory impairment charges.

Historically, our goals for years of supply for ownership and control of land and building lots were based
on management’s expectations for future volume growth. In light of the much weaker market conditions
encountered since fiscal 2006, we significantly slowed our purchases of land and lots and made substantial
land and lot sales as part of our strategy 1o reduce our inventory to better match our reduced rate of
production. We also terminated numerous land option contracts and wrote off earnest money deposits and pre-
acquisition costs related to these option contracts. Because future market conditions are uncertain, we cannot
provide assurance that these measures will be successful in managing our future inventory risks.

Supply Risks. The homebuilding industry has from time to time cxperienced significant difficulties that .
can affect the cost or timing of construction, including: |

» difficulty in acquiring land suitable for residential building at affordable prices in locations where our
potential customers want to live;

*» shortages of qualified trades people;

= reliance on local subcontractors, who may be inadequately capitalized;

* shortages of materials; and

* volatile increases in the cost of materials, particularly increases in the price of lumber, drywall and
cement, which are significant components of home construction costs.

Risks from Nature. Weather conditions and natural disasters, such as hurricanes, tornadoes, carthquakes,
wildfires, volcanic activity, droughts, and floods, can harm our homebuilding business. These can delay home
closings, adversely affect the cost or availability of materials or labor, or damage homes under construction.
The climates and geology of many of the states in which we operate, including California, Florida and Texas,
where we have some of our larger operations, present increased risks of adverse weather or natural disaster.

Risks Related to National Security. Continucd military deployments in the Middle East and other
overseas regions, terrorist attacks, other acts of violence or threats to national security, and any corresponding
response by the United States or others, or related domestic or international instability, may adversely affect
general economic conditions or cause a slowdown of the economy.

Consequences. As a result of the foregoing matters, potential customers may be less able or willing to
buy our homes, or we may take longer or incur more costs 10 build them. Because of current market
conditicns, we have not been able to recapture any increased costs by raising prices. In the future, our ability
1o do so may also be limited by market conditions or because we fix our prices in advance of delivery by
signing home sales contracts. We may be unable to change the mix of our home offerings or the affordability
of our homes to maintain cur margins or satisfactorily address changing market conditions in other ways. In
addition, cancellations of home sales contracts in backlog may increase as homebuyers cancel or do not honor
their contracts.

Our financial services business is closely related to our homebuilding business, as it originates mortgage
loans principally to purchasers of the homes we build. A decreasc in the demand for our homes because of the
foregoing matters may also adversely affect the financial results of this segment of our business. An increase
in the default rate on the mortgages we originate may adversely affect our ability to sell the mortgages or the
pricing we receive upon the sale of mortgages or may increase our repurchase obligations for previous
originations.

Increases in the costs of owning a home could prevent potential customers from buying our homes and
adversely affect our business or our financial results. |

Significant expenses of owning a home, including mortgage interest and real estate taxes, generally are
deductible expenses for an individual’s federal, and in some cases state, income taxes, subject to various
limitations under current tax law and policy. If the federal government or a state government changes its
income tax laws, as has been discussed, to eliminate or substantially modify these income tax deductions, the
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after-tax cost of owning a new home could increase for many of our potential customers. The resulting loss or
reduction of homeowner tax deductions, if such tax law changes were enacted without offsetting provisions,
could adversely impact demand for and sales prices of new homes.

In addition, increases in property tax rates by local governmental authorities, as experienced in response
to reduced federal and state funding, can adversely affect the ability of potential customers to obtain financing
or their desire to purchase new homes.

Governmental regulations could increase the cost and limit the availability of our development and
homebuilding projects and adversely affect our business or financial results.

We are subject to extensive and complex regulations that affect land development and home construction,
inctuding zoning, density restrictions, building design and building standards. These regulations often provide
broad discretion to the administering governmental authoritics as to the conditions we must meet prior to
being approved, if approved at all. We are subject to determinations by these authorities as to the adequacy of
water or sewage facilities, roads or other local services. New housing developments may also be subject to
various assessments for schools, parks, streets and other public improvements. [n addition, in many markets
government authorities have implemented no growth or growth control initiatives. Any of these can limit,
delay or increase the costs of development or home construction.

We are also subject to a varicty of local, state and federal laws and rcgulations concerning protection of
health, safety and the environment, The impact of environmental laws varics depending upon the prior uses of
the building site or adjoining properties and may be greater in areas with less supply where undevcloped land
or desirable alternatives are less available. These matters may result in delays, may cause us 10 incur
substantial compliance, remediation, mitigation and other costs, and can prohibit or severely restrict
development and homebuilding activity in environmentally sensitive regions or areas.

Governmental regulation of our financial services operations could adversely affect our business or
Sfinancial results.

Our financial services operations are subject to numerous federal, state and local laws and regulations.
These include eligibility requirements for participation in federal loan programs, compliance with consumer
lending and similar requirements such as disclosure requirements, prehibitions against discrimination and real
estate settlement procedures. They may also subject our operations to examination by the applicable agencies.
These factors may limit our ability to provide mortgage financing or title services to potential purchasers of
our homes.

In November 2008, HUD issued a final rule modifying certain aspects of the Real Estaie Settlement
Procedures Act. The rule is scheduled to become effective in January 2009. As part of the changes, new
limitations were placed on non-settlement service providers, such as homebuilders, from providing incentives
tied to the use of aftiliated settlement service providers. The new rule does not prevent settlement service
providers from offering discounts or incentives, however this change could negatively impact the number of
loans, closings and profitability of our financial services entities.

The turmoil caused by the increasing number of defaults in subprime and other loans has encouraged the
investigation of financial services industry practices by governmental authoritics. These have only recently
begun, and they could include the examination of consumer lending practices, sales of mortgages to financial
institutions and other investors and the practices in the financial services segments of homebuilding
companies. We are unable 1o assess whether these governmental inquiries will result in changes in government
regulation, homebuilding industry practices or adversely affect the costs or potential profitability of
homebuilding companies.
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Our substantial debt could adversely affect our financial condition.

We have a significant amount of debt. As of September 30, 2008, our consolidated debt was
$3,748.4 million. As of September 30, 2008, the scheduled maturities of principal on our outstanding debt for
the subsequent 12 months totaled $780.9 million.

Possible Consequences. The amount and the maturitics of our debt could have important consequences,
For example, they could:

* require us to dedicate a substantial portion of our cash flow from operations 1o payment of our debt and
reduce our ability to use our cash flow for other purposes;

* limit our flexibility in planning for, or reacting to, the changes in our business;

* limit our ability to obtain future financing for working capital, capital expenditures, acquisitions, debt
service requirements or other requirements;

* place us at a competitive disadvantage because we have more debt than some of our competitors; and
* make us more vulnerable to downiurns in our business or general economic conditions.

Dependence on Future Performance. Our ability 1o meet our debt service and other obligations will
depend, in part, upon our future financial performance. Our future results are subject to the risks and
uncertainties described in this report. These have been compounded by the current industry and economic
conditions. Our revenues and earnings vary with the level of general economic activity in the markets we
serve. Our businesses are also affected by financial, political, business and other factors, many of which are
beyond our control. The factors that affect our ability to generate cash can also affect our ability Lo raise
additional funds for these purposes through the salc of debt or equity, the refinancing of debt, or the sale of
assets. Changes in prevailing interest rates may affect our ability to meet our debt service obligations, because
borrowings under our credit facilities bear interest at floating rates.

Credit Facility and Other Restrictions. Our revolving credit facility imposes restrictions on our
operations and activitics by requiring us to maintain certain levels of leverage, tangible net worth and
components of inventory. If we do not maintain the requisite levels, we may not be able to pay dividends or
available financing could be reduced or terminated. Also, in the current conditions, the margins by which we
have met the financial covenants in our revolving credit facility have been reduced. If they are further reduced
significantly in the future, we or cur lenders may seek 10 negotiate revised terms for the facility that could
increase the cosl, reduce the availability or change other conditions of the facility. In addition, the indentures
governing our senior notes and senior subordinated notes impose restrictions on the creation of secured debt.

The mortgage repurchase facility for our financial services subsidiaries also requires the maintenance of
minimum levels of tangible net worth, ratio of debt to tangible net worth and net income by our financial
services subsidiaries. A failure to comply with these requirements could allow the lending banks to terminate
the availability of funds to the financial services subsidiaries or cause their debt to become due and payable
prior to maturity.

Changes in Debt Ratings. In fiscal 2008, all three of the agencies that rate our senior unsecured debt
lowered our ratings to a level below investment grade, and two of the agencies lowered it even further during
the year. Because we no [onger maintain our investment grade credit ratings from at least two of these
agencies, credit under our revolving credit facility is currently limited to specified percentages of
unencumbered inventory and the amount of other senior unsecured indebtedness. Additionally, we are now
subject to limitation on the number of unsold homes and the amount of developed lots and lots under
development included in inventory. The cost of such capital has increased and could increase more with
further lowering of our debt ratings. The further lowering of our debt ratings could also make accessing the
public capital markets more difficult and expensive.

Change of Control Purchase Options. 1If a change of control occurs as defined in the indentures
governing many series of our senior and senior subordinated notes, which constituted $1.6 billion principal
amount in the aggregate as of September 30, 2008, we would be required to offer to purchase such notes at
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101% of their principal amount, together with all accrued and unpaid interest, if any. Morcover, a change of
control as defined in our credit facilities may also result in the acceleration of our revolving credit facility or
our financial services facility. If purchase offers were required under the indentures for these notes or these
facilities were accelerated, we can give no assurance that we would have sufficient funds to pay the amounts
that we would be required to purchase or repay. At September 30, 2008, we did not have sufficient funds
available to purchase or pay all of such outstanding debt upon a change of control.

Impact of Financial Services Debt. Qur financial services business is conducted through subsidiaries
that are not restricted by our indentures or revolving credit facility. The ability of our financial services
substdiaries lo provide funds to our homebuilding operations, however, is subject (o restrictions in their
mortgage repurchase facility. These funds would not be available to us upon the occurrence and during the
continuance of defaults under this facility. Moreover, our right to receive assets from these subsidiaries upon
liquidation or recapitalization will be subject to the prior claims of the creditors of these subsidiaries. Any
claims we may have to funds from this segment would be subordinate to subsidiary indebtedness to the exient
of any security for such indebtedness and to any indebtedness otherwise recognized as senior to our claims.

Failure to comply with certain financial tests or meet ratios contained in our credit facilities could preclude
the payment of dividends, impose restrictions on our business, capital resources or other activities or
otherwise adversely affect us.

Our revolving credit facility requires us to maintain certain financial covenants based on leverage, langible
net worth and components of inventory. The facility also includes a borrowing base requircment that is currently
in effect which limits availability based upon certain levels of inventory and the amount of cther senior
unsecured indebtedness. IF we do not maintain the requisite covenants, we may not be able to pay dividends or
available financing could be terminated. The borrowing base limitation currently in effect limits availability
under the facility to $52.8 million until we repay outstanding homebuilding debt at a faster pace than further
inventory reductions, or the limitations are amended. In addition, if non-compliance with these covenants were 1o
result in an event of default, the lenders could cease any further funding under the facility, declare any
outstanding amounts due and payable and require us to provide cash as collateral for any outstanding letters of
credit not already collateralized. The lenders could also seek to renegotiate the terms of the facility or impose
further restrictions on our ability to pay dividends, obtain other financing or engage in other activities.

In addition, our mortgage subsidiary’s mortgage repurchase facility contains financial covenants
applicable to that subsidiary. If our mortgage subsidiary does not comply with those covenants and that results
in an event of default, the counterparties could cease further purchases under the facility and declare any
outstanding amounts due and payable. The counterparties could also seek to renegotiate the terms of the
facility, and the renewal of the facility could be more difficult.

Homebuilding and financial services are very competitive, and competitive conditions could adversely affect
our business or our financial results.

The homebuilding industry is highly competitive. Homebuilders compete not only for homebuyers, but
also for desirable properties, financing, raw materials and skilled labor. We compelte with other local, regional
and national homebuilders, often within larger subdivisions designed, planned and developed by such
homebuitders. We also compete with existing home sales, foreclosures and rental properties. The competitive
conditions in the homebuilding industry can result in:

+ fower sales,

L]

lower selling prices;

increased selling incentives;

+ lower profit margins;

* impairments in the value of inventory, goodwill and other assets;

« difficulty in effecting our strategies to reduce inventory;

« difficulty in acquiring suitable land, raw materials, and skilled labor at acceptable prices; or
* delays in construction of our homes.



Our financial services business competes with other mortgage lenders, including national, regional and
local mortgage banks and other financial institutions. Mortgage lenders with greater access to capital or
different lending criteria may be able to offer more attractive financing to potential customers.

When we are affected by these competitive conditions, our business and financial results could be
adversely affected. In the current downturn in the homebuilding industry, the reactions of our competitors may
have reduced the effectiveness of our efforts to achieve pricing stability and reduce our inventory levels.

We cannot make any assurances that any future growth strategies will be successful.

Although we focused on internal growth in recent years before the downturn in the homebuilding
industry, we may make strategic acquisitions of homebuilding companies or their assets in the future.
Successful strategic acquisitions can require the integration of operations and management and other efforts to
realize the benefits that may be available. Although we believe that we have been successful in doing so in the
past, we can give no assurance that we would be able to identify, acquire and integrate successfully strategic
acquisitions in the future. Acquisitions can result in the dilution of existing stockholders if we issue our
common stock as consideration or reduce our liquidity or increase our debt if we fund them with cash. In
addition, acquisitions can ¢xpose us to valuation risks, inciuding the risk of writing off goodwill related 10
such acquisitions based on the subsequent results of the operating segments 1o which the acquired businesses
were assigned. The risk of write-offs related to goodwill impairment increases during a cyclical housing
downturn when profitability of our operating scgments may decline, as evidenced by the goodwill impairment
charges we recognized in fiscal 2007 and 2008. Moreover, we may not be able to implement successfully our
operating and any future growth strategies within our existing markets.

We may not realize our deferred income tax asset.

As of September 30, 2008, we have a deferred income tax asset of $213.5 million which is net of a
valuation allowance of $961.3 million. The ultimate realization of the deferred income tax asset is dependent
upon the taxable income available in current statutory carryback periods, reversals of existing taxable
temporary differences, tax planning strategies and our ability to generate taxable income within the statutory
carryforward periods. Based on our assessment, including the implementation of certain tax planning
strategies, the realization of approximately $961.3 million of our deferred income tax asset is dependent upon
the generation of future taxable income during the siatutory carryforward periods in which the related
temporary differences become deductible. The use of net operating loss carryforwards is also subject to
limitations should there be more than a 50% change in ownership of our common stock within a three-year
period as measured under the applicable tax regulations. The remaining deferred income tax asset of
$213.5 million for which there are no valuation allowances relate to amounts that are expected 1o be primarily
realized through net operating loss carrybacks to tax year 2007.

The accounting for deferred income taxes is based upon an estimate of future results, and the valuation
allowance may be increased or decreased as conditions change or if we are unable 1o implement certain tax
planning strategies. Differences between the anticipated and aciual ouicomes of these future tax consequences
could have a material impact on our consolidated results of operations or financial position. Changes in tax
laws could also affect actual tax results and the valuation of deferred income tax assets over time.

Homebuilding is subject to home warranty and construction defect claims in the ordinary course of
business that can be significant.

As a homebuilder, we are subject to home warranty and construction defect claims arising in the ordinary
course of business. As a consequence, we maintain product liability insurance, obtain indemnnities and
certificates of insurance from subcontractors generally covering claims related to workmanship and materiats,
and create warranty and other reserves for the homes we sell based on historical experience in our markets
and our judgment of the qualitative risks associated with the types of homes built. Because of the uncertainties
inherent to these matters, we cannot provide assurance that our insurance coverage, our subcontractor
arrangements and our reserves will be adequate Lo address all of our warranty and construction defect claims
in the future. Contractual indemnities can be difficult to enforce, we may be responsible for applicable self-
insured retentions and some types of claims may not be covered by insurance or may exceed applicable
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coverage limits. Additionally, the coverage offered by and the availability of product liability insurance for
construction defects is currently limited and costly. We have responded to increases in insurance costs and
coverage limitations in recent years by increasing our self-insured retentions and claim reserves, There can be
no assurance that coverage will not be further restricted or become more costly.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

In addition to our inventories of land, lots and homes, we own several office buildings totaling
approximately 213,000 square feet, and we lease approximately 1,341,000 square feet of office space under
leases expiring through January 2015. These properties are located in our various operating markets to house
our homebuilding and financial services operating divisions and our regional and corporate offices.

ITEM 3. LEGAL PROCEEDINGS

We are involved in lawsuits and other contingencies in the ordinary course of business. While the
outcome of such contingencies cannot be predicted with certainty, we believe that the liabilitics arising from
these matters will not have a material adverse effect on our consolidated financial position, resuits of
operations or cash flows. However, to the extent the liability arising from the ultimate resolution of any matter
excceds our estimates reflected in the recorded reserves relating to such matter, we could incur additional
charges that could be significant.

On June 15, 2007, a putative class action, John R. Yeatman, et al. v. D.R. Horton, Inc., et al., was liled by
one of our customers against us and our affiliated mortgage company subsidiary in the United States District
Court for the Southern District of Georgia. The complaint sought certification of a class alleged to include
persons who, within the year preceding the filing of the suit, purchased a home from us and obtained a
mortgage for such purchase from our affiliated mortgage company subsidiary. The complaint alleged that we
violated Scction § of the Real Estate Seulement Procedures Act by effectively requiring our homebuyers 1o
use our affiliated mortgage company to finance their home purchases by offering certain discounts and
incentives. The action sought damages in an unspecified amount and injunctive relief. On April 23, 2008, the
Court ruled on our motion to dismiss and dismissed this complaint with prejudice. The plaintiffs filed a notice
of appeal, which ts currently pending.

On March 24, 2008, a putative class action, James Wilson, et al. v. D.R. Horton, Inc., et al., was filed by
ftve customers of Western Pacific Housing, Inc., one of our wholly-owned subsidiaries, against us, Western
Pacific Housing, Inc., and our affiliated mortgage company subsidiary, in the United States District Court for the
Southern District of California. The complaint seeks certification of a class alleged 1o include persons who,
within the four years preceding the filing of the suit, purchased a home from us, or any of our subsidiaries, and
obtained a mortgage for such purchase from our affiliated mortgage company subsidiary. The complaint alleges
that we violated Section 1 of the Sherman Antitrust Act and Sections 16720, 17200 and 17500 of the California
Business and Professions Code by effectively requiring our homebuyers to apply for a loan through our affiliated
mortgage company. The complaint alleges that the homebuyers were either deceived about loan costs charged by
our affiliated mortgage company or coerced into using our affiliated mortgage company, or both, and that
discounts and incentives offered by us or our subsidiaries to buyers who obtained financing from our affiliated
mortgage company were illusory. The action seeks treble damages in an unspecified amount and injunctive
relief. Management believes the claims alleged in this action are without merit and will defend them vigorously.
However, as the action is still in its early stages, we are unable to express an opinion as to the likelihood of an
unfavorable outcome or the amount of damages, if any. Consequently, we have not recorded any liabilities for
damages in the accompanying consolidated balance sheet.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.



PART 11

ITEM 5. MARKET FOR REGISTRANT’'S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Our common stock is listed on the New York Stock Exchange (NYSE) under the symbol “DHI” The
following table sets forth, for the periods indicated, the range of high and low sales prices for our common
stock, as reported by the NYSE, and the quarterly cash dividends declared per common share.

Year Ended September 30, 2008 Year Ended Scptember 30, 2007

Dectared Declared

High Low Dividends High Low Dividends
IstQuarter ................... $15.18 31015  $ 0.15  $27.81 $21.51 $0.15
2nd Quarter. .. ... ... ... 17.80 9.78 0.15 3113 21.79 0.15
3rdQuarter . .. ... ... ... .. 17.95 10.74 0.075 24.49 19.76 0.15
4thQuarter .. ................. 15.46 8.93 0.075 20.75 12.46 0.15

As of November 20, 2008, the closing price of our common stock on the NYSE was $4.52, and there
were approximately 613 holders of record.

The declaration of future cash dividends is at the discretion of our Board of Directors and will depend
upon, among other things, future earnings, cash flows, capital requirements, our financial condition and
general business conditions, as well as compliance with covenants contained in our revolving credit agreement.
We reduced the amount of our quarterly dividend during the third quarter of fiscal 2008, and we have further
reduced our dividend amount during the first quarter of fiscal 2009,

The information required by this item with respect to equity compensation plans is set forth under
Item 12 of this annual report on Form 10-K and is incorporated herein by reference.,

During fiscal years 2008, 2007 and 2006, we did not sell any securities that were not registered under the
Securities Act of 1933, as amended.

In November 2007, our Board of Directors extended its authorization for the repurchase of up to
$463.2 million of our common stock to November 30, 2008. We made no repurchases of common stock under
the share repurchase program during fiscal 2008, and therefore, all of the $463.2 million authorization was
remaining at September 30, 2008. Upon expiration of the November 2007 authorization, our Board of
Directors has authorized the repurchase of up to $100 million of ocur common stock. The new authorization is
effective from December 1, 2008 to November 30, 2009.
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Stock Performance Graph

The following graph illustrates the cumulative total stockholder return on D.R. Horton common stock for
the last five fiscal years through September 30, 2008, compared 1o the S&P 500 Index and the S&P 500
Homebuilding Index. The comparison assumes a hypothetical investment in D.R. Horton common stock and in
each of the foregoing indices of $100 at September 30, 2003, and assumes that ali dividends were reinvested,
Shareholder returns over the indicated period are based on historical data and should not be considered
indicative of future shareholder returns. The graph and related disclosure in no way reflect our forecast of

future financial performance.

Comparison of Five-Year Cumulative Total Return
Among D.R. Horton, Inc., S&P 500 Index and S&P 500 Homebuilding Index
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Year Ended September 30,

2003 2004 2005 2006 2007 2008
D.R. Horton, Inc. ...................... $100.00 | $153.40 | $22598 | $151.87 | $ 83.52 | 3 87.91
S&P S0 Index. . ... ... . ... .. ... ... $100.00 | $113.87 | $127.82 | $141.62 | $164.90 | $128.66
S&P 500 Homebuilding Index. . ........... $100.00 | $158.25 | $226.75 [ $164.23 | § 8346 $ 70.63
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ITEM 6. SELECTED FINANCIAL DATA

The following selected consolidated financial data are derived from our Consolidated Financial
Statements. The data should be read in conjunction with Item 7, “Management’s Discussion and Analysis of
Financial Condition and Results of Operations,” Item 1A, “Risk Factors,” Item &, “Consolidated Financial
Statements and related Notes,” and all other financial data contained in this annual report on Form 10-K.
These historical results are not necessarily indicative of the results to be expected in the future.

Year Ended September 30,
2008 2007 2006 2005 2004
(In millions, except per share data)

Operating Data:

Revenues:

Homebuilding . ............. $6518.6 $11,088.8 $14,760.5 $13,628.6 $10,658.0

Financial Services ........... 127.5 207.7 290.8 235.1 182.8
Gross profit (loss) —

Homebuilding . ... ... ... .. (1,763.2) 603.7 3,3422 3,488.3 2,460.7
Income (loss) before income taxes:

Homebuilding .............. (2,666.9) (1,020.0) 1,878.7 2,.273.0 1,508.2

Financial Services ........... 35.1 68.8 108.4 105.6 74.7
Provision for (benefit from) income

TAXES « v e e e e 1.8 (238.7) 7538 908.1 607.8
Net income (loss). . ............ (2,633.6) (712.5) 1,233.3 1,470.5 975.1
Net income {loss) per share (1):

Basic..................... (8.34) 2.2 3.94 4.71 3.14

Diluted. . . ................. (8.34) (2.27) 3.90 4.62 3.09
Cash dividends declared per

common share (1) ........... 0.45 0.60 0.44 0.3075 0.215

September 30,
2008 2007 2006 2005 2004
(In millions)

Balance Sheet Data:
Inventories . ................... $4,683.2 5§ 93435 51,3431 § 84868 $6,5674
Total assets. .. ................. 7,709.6 11,556.3 14,820.7 12,514.8 8,985.2
Notespayable.................. 37484 4,376.8 6,078.6 4,909.6 3,499.2
Stockholders™ equity .. ... ... . ... 2,834.3 5,586.9 6,452.9 5,360.4 3,960.7

(1) All basic and diluted income per share amounts and cash dividends declared per share amounts reflect the
effect of the four-for-three stock split (effected as a 33%4% siwock dividend) of March 16, 2005,
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Results of Operations — Fiscal Year 2008 Overview

Qur fiscal 2008 results reflect the challenges that the homebuilding industry faced during the year. During
fiscal 2008 the factors hurting demand for new homes became more intense and pervasive across the United
States. As a result, the already difficult conditions within the industry became progressively more challenging.
High inventory levels of both new and existing homes, elevated cancellation rates, low sales absorption rates
and overall weak consumer confidence persisted throughout the year. The effects of these factors were further
magnified by credit tightening in the mortgage markels, increasing home foreclosures and severe shortages of
liquidity in the financial markets. The liquidity shortage has caused concern about the viability of many
financial institutions and has negatively impacted the already weakening economy, which has created fears of
a prolenged recession. These factors, combined with our continued elevated sales cancellation rate, caused our
sales volume (o be significantly reduced. Also, our gross profit from home sales revenues continued to decline
as we offered higher levels of incentives and price concessions in attempts to stimulate demand in our
communities.

As we progressed though fiscal 2008, our disappointing sales results, further declines in our sales order
prices, continued declines in our gross profit from home sales revenues and the more challenging market
conditions caused our outlook for the homebuilding industry to remain cautious. We belicve that housing
market conditions may continue to deteriorate, and that the timing of a recovery in the housing market
remains unclear. Qur outlook incorporates several factors, including continued margin pressure {rom sales
price reductions and incentives; continued high levels of new and existing homes available for sale; weak
demand from new home consumers; continued high sales cancellations; significant restrictions on the
availability of certain mortgage products and an overall increase in the underwriting requirements for home
financing as a result of the recent credit tightening in the mortgage markets.

During fiscal 2008, particularly in the fourth quarter, we sold a significant amount of land and lots
through numerous transactions to generate cash flows, reduce our future carrying costs and land development
obligations, and lower our inventory supply in certain markets to maich our expectations of future demand.
Consummating these transactions during the current fiscal year allowed us to monetize a larger portion of our
deferred tax assets through a loss carryback to fiscal 2006 resulting in an increase in our expected tax refund.

Due 1o the declining market conditions discussed above, we evaluated a significant portion of our
inventory in our quarterly impairment analyses during fiscal 2008. Additionally, we evaluated the
recoverability of our goodwill. Our goodwill and inventory impairment evaluations reflected our expectation of
continued and increasing challenges in the homebuilding industry, and our belief that these challenging
conditions will persist for some time. Based on our evaluations and as a result of our fourth quarter land and
lot sales, we recorded significant impairment charges to ocur inventory and goodwill balances during the year,
which materially affected cur operating results during fiscal 2008.

Strategy

We believe the long-term fundamentals which support housing demand, namely population growth and
household formation, remain solid. We also believe the negative effects of the current market conditions,
although unyielding in the near term, will moderate over the long term. In the interim, we remain committed
to the following iriliatives related to our operating strategy in the current homebuilding business environment:

» Reducing our land and lot inventory from current levels by:
— selling and constructing homes;
— opportunistically selling excess land and lots;

— significantly restricting our spending for land and lot purchases;
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— decreasing our land development spending or suspending development in many communities until
market conditions improve; and

— renegotiating or canceling land option purchase contracts.

Controlling our inventory of homes under construction by limiting the construction of unsold homes
and aggressively marketing our unsold, completed homes in inventory,

Managing the sales prices and level of sales incentives on our homes as necessary to optimize the
balance of sales volumes, returns and cash flows.

Decreasing our cost of goods purchased from both vendors and subcontractors.

Continuing to modify our product offerings to provide more affordable homes.

Decreasing our SG&A infrastructure to be in line with our reduced expectations of production levels,
Reducing our level of debt by utilizing cash balances and cash flows from operations.

Maintaining a strong cash balance and overall liquidity position.

These initiatives allowed us to generate significant cash flows from operations during fiscal 2007 and

2008, which we utilized to reduce our outstanding debt and increase our liquidity. Although we cannot provide

any assurances that these initiatives will be successful, we expect that our operating strategy will allow us to
continue to maintain a strong balance sheet and liquidity position in fiscal 2009.

Key Results

Key financial results as of and for our fiscal year ended September 30, 2008, as compared (o fiscal 2007,

were as follows:

Homebuilding Operations:

-

Homebuilding revenues decreased 41% to $6.5 billion.

Homes closed decreased 36% to 26,396 homes and the average selling price of those homes decreased
10% to $233,500.

Net sales orders decreased 37% to 21,251 homes.
Sales order backlog decreased 55% to $1.2 billion.
Home sales gross margins decreased 600 basis points to 11.2%.

[nventory impairments and land option cost write-offs were $2.5 billion, compared to $1.3 billion.

Homebuilding SG&A expense decrcased by $349.7 million, or 31%, to $791.8 million, but increased as

a percentage of homebuilding revenues by 180 basis points to 12.1%.

Homebuilding pre-tax loss was $2.7 billion, compared to a pre-tax loss of $1.0 billion.
Homes in inventory declined by 7,500 to 12,400.

Owned lots declined by 68,000 to 99,000.

Homebuilding debt decreased by $444.1 million to $3,544.9 million.

Net homebuilding debt to total capital increased 340 basis points to 43.6%, and gross homebuilding
debt to total capital increased 1,390 basis points 1o 55.6%.

Homebuilding cash was $1.4 billion, compared to $228.3 million.

Financial Services Operations.

Total financial services revenues decreased by 39% to $127.5 million.
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» Financial services pre-tax income decreased by 49% to $35.1 million.

* Financial services debt decreased by $184.3 million to $203.5 million.

Consolidated Results:
* Recorded a valuation allowance against deferred tax assets of $961.3 million.
* Net loss per share was $8.34, compared 10 nel loss per share of $2.27.
» Net loss was $2.6 billion, compared 10 net loss of $7(2.5 million.
*» Stockholders’ equity decreased 49% to $2.8 billion.

* Net cash provided by operations was $1.9 billion, compared to $1.4 biilion.

Results of Operations — Homebuilding

Our operating segments ar¢ our 34 homebuilding operating divisions, which we aggregate into six
reporting segments. Previously, we presented seven homebuilding reporting segments, based on our seven
operaling regions which had been determined (o be our operating segments, During the fourth quarter of fiscal
2008, we reassessed the level at which the Statement of Financial Accounting Standards (SFAS) No, 131
operating segment criteria is met, and as a result, changed our operating segmeats from the operating regions
to the operating divisions. As a result of this change, the composition of our reporting scgments was also
revised. The California markets, which were previously presented as a separale reporting segment ar¢ now
included in our West reporting segment. Additionally, the Salt Lake City, Utah market, which was previously
included in our Southwest reporting segment, is now included in our West reporting segment. Furthermore, the
name of our Northeast reporting segment has been changed to our East reporting segment, although the
markets comprising it remain the same. All prior year segment information has been restated to conform 1o the
fiscal 2008 presentation. These reporting segments, which we also refer to as reporting regions, have
homebuilding operations located in the following stales:

East: Delaware, Georgia (Savannah only), Maryland, New Jersey, North Carolina,
Pennsylvania, South Carolina and Virginia

Midwest: Colorado, Illinois, Minnesota and Wisconsin

Southeast: Alabama, Florida and Georgia

South Central:  Louisiana, Mississippi, Oklahoma and Texas
Southwest: Arizona and New Mexico

West: California, Hawaii, Idaho, Nevada, Oregon, Utah and Washington
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Fiscal Year Ended September 30, 2008 Compared to Fiscal Year Ended September 30, 2007

The following tables set forth key operating and financial data for our homebuilding operations by
reporting scgment as of and for the fiscal years ended September 30, 2008 and 2007. We have restated the
2007 amounts belween reporting segments to conform to the 2008 presentation,

Midwest

Southeast
South Central
Southwest

Midwest .. ........
Southeast. . ... .....
South Central. . .. ...
Southwest . ........

Net Sales Orders
Fiscal Year Ended September 30,

Homes Sold Value {In millions) Average Selling Price Cancellation
% % % __Rote
2008 2007 Change 2008 2007 Change 2008 2007 Change 2008 2007
1,602 3,085 (48)% § 3963 $ 7923 (50)% 3247400 3$256,800 (% 42% 34%
1,633 3065 (4N% 4253 887.0 (52)% 260400 289400 (10)% 22% 25%
3235 5206 (3%)% 6376 11304 4hH% 197100 217.100 "% 9% 37%
7266 9740 (25)% 1.2933 1,7235  (25% 178.000 177.000 1% 38% 34%
2982 6017 (0% 5516  1,140.7 (52)% 185000 189,600 )% 56% 47%
_4,533 6574 @)% 13731 25567 (46)% 302,900 388900 (2% 3H% 3%%
21.251 33.687 (37)% $4.677.2 $8230.6 (43)% $220.100 5244300 (10)% 40% 38%

Sales Order Backlog
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As of September 30,
Homes in Backlog Value (In millions} Average Selling Price
% % Fo

2008 2007 Change 2008 2007 Change 2008 2007 Change
............... 487 1,194 (59% $ 1182 § 3066 (61)% $242.700 $256.800 5)%
. 328 600 (45)% 91.6 192.1 32)% 279300 320200 (13)%
. 783 1,198  (35)% 165.7 396 (46)% 211,600 258400 (18)%
. 1999 2693 (26)% 3594 4062  (28)% 179,800 184,300 2)%
. 812 3139 (4% 170.6 685.5 (75% 210,100 218400 (MH%
............... 888 1618  {45)% 301.9 7044 (5% 340,000 435400 2%
5297 10442  (4N% 31,2074 52,6944 (35)% $227.900 $258.000 (12)%

Homes Closed
Fiscal Year Ended September 30,
Homes Closed Yalue (In millions) Average Selling Price
% % %

2008 2007 Change 2008 2007 Change 2008 2007 Change
2309 4119 (@M% $§ 584.8 § 1.0729 (45)% $253.300 $260.500 (3)%
1,505 3502 (46)% 5258 10371 (499% 276,000  296.100 (%
3650 6156 (41)% 781.6 14546 (46)% 214,100 236,300 (9%
7960 11.260 (29% 1,430.1 2,005.2 (29% 179700 178.100 1 %
5309 8149 (35% 1,066.5 1.839.2  (d2)% 200900 225700 (11)%
5.263 8.184 QQ)% 1.775.5 3.312.2 @)% 337400 404700 {(1N)%
26396 41,370 (36)% $6.164.3 310.721.2 (43)% $233,500 $259.200 @)%




Total Homebuilding Revenues

Fiscal Year Ended September 30,

2008 2007 % Change
] (In millions}

East . . . e $ 5899 §$ 1,092.0 (46)%
Midwest. . .. ... ... e 546.7 1,111.5 3%
Southeast . ... .. ... . 820.8 1,478.3 (44)%
SouthCentral . ......... ... .. ... . . . i 1,452.2 2,009.9 (28)%
Southwest ... .. e e e 1,170.9 1,882.0 (38)%
et L 1,938.1 3,515.1 (43)%

$6,518.6 $11,088.8 (41)%

Inventory Impairments and Land Option Cost Write-offs
Fiscal Year Ended September 30,

2008 2007
Land Qption Land Option
Inventory Cost Inventory Cost
Impairments Write-Offs Total Impairments Write-Offs Total
(In millions)

East................ $ 2562 $ 322 $ 2884 3§ 723 $ 9.2 $ 815
Midwest. .. .......... 161.8 1.5 163.3 152.8 14.5 167.3
Southeast . . .......... 448.4 9.1 457.5 181.6 28.6 210.2
South Central , .. .. .. .. 67.2 5.2 72.4 10.4 14.2 24.6
Southwest . .......... 264.9 65.8 3307 25.6 1.2 26.8
West ...... ... ... L1741 {19 1,172.2 779.5 39.6 819.1

$2,372.6 31119 $2484.5  $1,222.2 31073 $1,329.5

Carrying Values of Potentially Impaired and Impaired Communities

September 30, 2008 September 30, 2007
Carrying Value Carrying Value
of Inventory of of Inventory of
Carrying Value Impaired Carrying Value Impaired
of Inventory Communitics Fair Value of Inventory Communities Fair Value
with Impairment Prior to of Impaired with Impairment Prior to of Impaired
Indicators Impairment Communities Indicators Impairment Communities
{In millions)
East.......... $ 4369 $163.8 $ 79.0 $ 2100 5279 $ 217
Midwest. . ... .. 204.8 93.6 58.4 101.0 41.7 342
Southeast . . .. .. 485.5 241.7 153.7 573.1 152.6 110.0
South Central . . . 207.1 38.1 30.5 219.0 354 25.3
Southwest. . . . .. 237.1 158.7 105.7 278.6 11.9 9.7
West ......... 614.8 271.9 175.8 1.240.7 671.0 461.3
$2.186.2 $967.8 $603.1 $2.622.4 $940.5 5662.2
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Goodwill Impairments

Fiscal Year Ended
September 30,

2008 2007
(In millions)

T $ — § 394

MIdWest. . e e — 48.5

SOUNEASE . . . o e e e e — 11.5

South Central . . . . . e e — —

SOULWESL . .. e e 79.4 _

=51 — 374.7

$794  $474.]

Homebuilding Income (Loss) Before Income Taxes (1)
Fiscal Year Ended Scptember 30,
2008 2007
% of % of
Region Region
$s Revenues $'s Revenues
(In millions)

Bast. . oo e e $ (332.5) S64H% % (66.1) 6.1)%
Midwest. . . ... .. .. (184.3) (33. 1Y% (205.3) (18.5)%
Southeast................ . ... ... ... . ... (507.7) (61.9)% (131.6) (8.9%
South Central. . ......... . ... ... .. 0., 9.0) (0.6)% 122.2 6.1 %
Southwest .. ... ... ... ... . . (366.7) G1.3Y% 1929 10.2 %
R 1 (1,266.7) (65.4Y% (932.1) (26.5)%

$(2,6669) (40.9% $(1,020.0) (9.2)%

(1) Expenses maintained at the corporate level are allocated o each segment based on the segment’s average
inventory. Thesc expenses consist primarily of capitalized interest and property taxes, which are amortized
to cost of sales, and the expenses rclated to the operations of our corporate office.

Homebuilding Operating Margin Analysis
Percentages of
Related Revenues

Fiscal Year Ended
September 30,

2008 2007

Gross profit — Home sales. . .. ... ... ... i e .2 % 17.2 %
Gross profit— Land/lot sales . . . ... .. ... . . 85 % 229 %
Effect of inventory impairments and land option cost write-offs on

total homebuilding gross profit . . ... .. ... ... . o i (38.)Y% (12.0)%
Gross profit (loss) — Total homebuilding . .. ... ... ... . ... ... ... (27.0)% 54 %
Selling, general and administrative eXpense. . .. .. ... ...t i2.1 % 103 %
Goodwill impairment . . .. .. ... e 1.2 % 4.3 %
[nterest eXpense . . . ..o e 0.6 % — %
Loss on early retirement of debt. .. ... ... ... ... ... . ... ... ..., - T 0.1 %
Other (INCOME) . . .. . e et e (0.)% — %
Loss before iNCOME LaKeS . . . ...ttt ittt e i e e (40.9% (9.2)%



Net Sales Orders and Backlog

Net sales orders represent the number and dollar value of new sales contracts executed with customers,
net of sales contract cancellations. The value of net sales orders decreased 43%, o $4,677.2 million (21,251
homes) in 2008 from $8,230.6 million (33,687 homes) in 2007, The value of net sales orders decreased 35%,
to $852.3 million (3,977 homes) in the fourth quarter of fiscal 2008 from $1,309.5 million (6,374 homes) in
the same period of fiscal 2007. The decreases in our net sales orders reflect the continued reduction of
demand for new homes in most homebuilding markets. We believe the most significant factors contributing to
the slowing of demand for new homes in most of our markets include a continued high level of new and
existing homes for sale, which includes foreclosed homes for sale, a decrease in the availability of mortgage
financing for many potential homebuyers which has been further impacted by the recent uncertainty in the
financial markets and a decline in homebuyer consumer confidence. Many prospective homebuyets continue to
approach the purchase decision more tentatively due to continued increases in price concessions and sales
incentives offered on both new and existing homes, concern over their ability to sell an existing home or
obtain mortgage financing and the general uncertainty surrounding the housing market and weakness in the
overall economy. We have attempted to increase sales by providing increased sales incentives and lowering
prices, but the factors above, combined with the continued pricing responses of our competitors, have limited
the impact of our pricing efforts.

Reflecting the recent significant erosion of consumer confidence, our sales results during the fourth
quarter worsened at the end of the quarter. The elimination of seller-funded down payment assistance on FHA
loans as of October 1, 2008 will likely have a negative effect on future sales trends as further discussed below.
Subsequent to fiscal year 2008, the volume of our net sales orders for the month ended October 31, 2008
continued the weakness experienced at the end of the fourth quarter and decreased 23% compared to the
month ended October 31, 2007,

[n comparing fiscal 2008 to fiscal 2007, the value of net sales orders decreased significantly in all six of
our market regions. These decreases were primarily due to substantially similar decreases in the number of
homes sold in the respective region. Particularly in our West region, the decline in average selling price also
contributed to the decline in the value of net sales orders.

The average price of our net sales orders decreased 10%, to $220,100 in 2008 from $244,300 in 2007.
The average price of our net sales orders decreased significantly in our West region, and to a lesser extent in
our Midwest and Southeast regions, due primarily to price reductions and increased incentives in our
California, Las Vegas, Denver and Florida markets. In general, our pricing is dependent on the demand for our
homes, and declines in our average sclling prices during fiscal 2008 were due in large part to increases in the
use of price reductions and sales incentives in order to attempt to achieve an appropriate sales absorplion pace.
Further, as the inventory of existing homes for sale, which includes an increasing number of foreclosed homes,
has continued to be high, it has led to the need to ensure our pricing is competilive with comparable existing
home sales prices. We monitor and may adjust our product mix, geographic mix and pricing within our
ttomebuilding markets in an effort 10 keep our core product offerings affordable for our target customer base,
typically first-lime and move-up homebuyers. To a lesser extent than the competitive factors discussed above,
this has also contributed to decreases in the average selling price.

Our annual cancellation rate (cancelled sales orders divided by gross sales orders for the period) was 40%
in fiscal 2008, compared 1o 38% in fiscal 2007. Our cancellation rate in the fourth quarter of fiscal 2008 was
47% and in the month ended October 31, 2008 was 41%. The higher cancellation rate during the fourth
quarter of fiscal 2008, was primarily attributable to cancellations in our Southwest region, particularly in our
Arizona markets. These elevated cancellation rates reflect the ongoing chatlenges in most of cur homebuilding
markets, inciuding the inability of many prospective homebuyers to sell their existing homes, the continued
erosion of buyer confidence and further credit tightening in the mortgage markets. The impact of the credit
tightening became apparent in our cancellation rates in late fiscal 2007 and into fiscal 2008 as the mortgage
products many buyers had selected were no longer available or the buyers could no longer qualify due to
stricter underwriting guidelines. The shortage of liquidity in the financial markets during fiscal 2008 has
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further restricted the availability of credit. We anticipate that cancellation rates will remain elevated and may
continue to fluctuate substantially until marker conditions improve.

In July 2008, Congress passed and the President signed into law H.R. 3221, which includes the
“American Housing Rescue and Foreclosure Prevention Act of 2008.” Among other provisions, this law
eliminates seller-funded down payment assistance on FHA insured toans approved on or after October 1, 2008.
Of our total home closings in fiscal 2008, approximately 25% were funded with mortgage loans whereby the
homebuyer used a seller-financed down payment assistance program. This is a significantly higher percentage
of closings than experienced in prior years. The use of such programs during fiscal 2008 was highest in our
South Ceniral and Southwest regions. While we will seek other down payment assistance and mortgage
financing alternatives for our buyers, we expect the elimination of the seller-financed down payment assistance
programs to have a negative impact on our future sales and revenues.

Sales order backlog represents homes under contract but not yet closed at the end of the period. Many of
the contracts in our sates order backlog are subject to contingencies, including mortgage loan approval and
buyers selling their existing homes, which can result in cancellations. Before the current housing downturn,
our backlog had been an indicator of the level of home closings in our two subsequent fiscal quarters;
however, due to our current elevated cancellation rates, higher levels of unsold homes in inventory and
difftcult conditions in our markets, this relationship between backlog and future home closings has changed.

At September 30, 2008, the value of our backlog of sales orders was $1,207.4 million (5,297 homes), a
decrease of 55% from $2,694 .4 million (10,442 homes) at September 30, 2007. The average sales price of
homes in backlog was $227,900 at September 30, 2008, down 12% from the $258,000 average at
September 30, 2007. The value of our sales order backlog decrcased significantly across all of our market
regions, reflecting the severity and geographic reach of the national housing downturn.

Home Sales Revenue and Gross Profit

Revenues from home sales decreased 43%, to $6,164.3 million (26,396 homes closed) in 2008 from
$10,721.2 million (41,370 homes closed) in 2007. The average scliing price of homes closed during 2008 was
$233,500, down 10% from $259,200 in 2007. During fiscal 2008, home sales revenues decreased significantly
in all of our market regions, reflecting continued weak demand and the resulting decline in net sales order
volume and pricing during the year. '

The number of homes closed in 2008 decreased 36% due (0 decreases in all of our market regions. As a
result of the decline in net sales orders during the year and the decline in our sales order backlog, we expect
10 close fewer homes in fiscal 2009 than we did in fiscal 2008. As conditions change in the housing markets
in which we operate, our ongoing level of net sales orders will determine the number of home closings and
amount of revenue we will generate.

Revenues Irom home sales in fiscal 2008 and 2007 were increased by $26.8 million and $58.0 million,
respectively, from changes in profit deferred pursuant to SFAS No. 66, “Accounting for Sales of Real Estate.”
The home sales profit related to our mortgage loans held for sale is deferred in instances where a buyer
finances a home through our wholly-owned mortgage company and has not made an adequate initial or
continuing investment as prescribed by SFAS No. 66. As of September 30, 2008, the balance of deferred profit
related to these mortgage loans held for sale was $5.8 million, compared to $32.6 million at September 30,
2007. The decline is mainly due to the reduced availability of the mortgage types whose use generally resulted
in the SFAS No. 66 profit deferral.

Gross profit from home sales decreased by 63%, to $691.2 million in 2008, from $1,848.9 million in
2007, and, as a percentage of home sales revenues, decreased 600 basis points, to 11.2%. The primary factor
reducing our home sales gross profit margin was the difficult market cenditions discussed above, which
narrowed the range between our selling prices and costs of our homes in most of our markets, causing a
decline of approximately 430 basis points in home sales gross profit as a percentage of home sales revenues.
Due to the current sales environment in many of our markets, we have offered a variety of incentives and
price concessions, which affect our gross profit margin by reducing the selling price of the home or increasing
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the cost of the home without a proportional increase in the selling price. We are also offering greater discounts
and incentives 1o sell our inventory of completed homes, which is at a higher than desired level. This strategy
helped reduce our completed homes in inventory, but also contributed to a decline in our home sales gross
profit. Additionally, our home sales gross margin decreased approximately 210 basis points due to an increase
in the amortization of capitalized interest and property laxes as a percentage of home sales revenues, and

10 basis points due to the recognition of a lesser amount of previously deferred gross profit during 2008
compared to 2007. These decreases were partially offset by an improvement of 50 basis points due to a
decrease in warranty and construction defect expenses as a percentage of home sales revenues.

During fiscal 2008, when we performed our quarterly inventory impairment analyses, the assumptions
utilized reflected our vutlook for the homebuilding industry and its impact on our business. This outlook
incorporates our belief that housing market conditions may continue to deteriorate, and that these challenging
conditions will persist for some time. Accordingly, our impairment evaluation as of September 30, 2008 again
indicated a significant number of communities with impairment indicators. Communities with a combined
carrying value of $2,186.2 million as of September 30, 2008, had indicators of potential impairment and were
evaluated for impairment. The analysis of each of these communities generally assumed that sales prices in
future periods will be equal to or lower than current sales order prices in each community or for comparable
communities in order to generate an acceptable absorption rate. While it is difficult to determine a timeframe
for a given community in the current market conditions, we estimated the remaining lives of these
communitics to range from six months to in excess of ten years. Through this evaluation process, we
determined that communities with a carrying value of $967.8 million as of September 30, 2008, the largest
portions of which were in the West and Southeast regions, were impaired. As a result, during the fourth
quarter of fiscal 2008, we recorded impairment charges of $364.7 million to reduce the carrying value of the
impaired communities to their estimated fair value.

Due to the significant decline in demand for new homes, we have reduced our expectations of future
home closing volumes, as well as our expected need for land and lots in the future. Consequently, during the
fourth quarter of fiscal 2008, we sold a significant amount of land and lots. In connection with these land and
lot sales, we recorded impairment charges of $624.2 million to reduce the $814.4 miliion carrying value of
this inventory to its net realizable value. Including impairments related to land sales, impairment charges
during the fourth quarter of fiscal 2008 totaled $988.9 million, as compared to $278.3 million in the prior year
period. The fourth quarter charges combined with impairment charges recorded earlier in the year resulted in
total inventory impairment charges of $2,372.6 million and $1,222.2 million during fiscal 2008 and 2007,
respectively. We perform our impairment analysis based on total inventory at the community level. When an
impairment charge for a commuaity is determined, the charge is then allocated 1o each lot in the community
in the same manner as land and development costs are allocated to each lot. The inventory within each
community is categorized as construction in progress and finished homes, residential land and lots —
developed and under development, and land held for development, based on the stage of production or plans
for future development. During fiscal 2008, excluding impairments related to land sales, approximately 79% of
the impairment charges were recorded to residential land and lots and land held for development, and
approximately 21% of the charges were recorded to residential construction in progress and finished homes
inventory, compared to 74% and 26%, respectively, in fiscal 2007,

Of the remaining $1,218.4 million of projects with impairment indicators which were determined not to
be impaired at September 30, 2008, the largest concentrations were in Florida (18%), Texas (13%) and
California (12%). It is possible that our estimate of undiscounted cash flows from these communities may
change and could result in a Future need to record impairment charges to write these assets down to fair value.
Additionally, if conditions in the broader economy, homebuilding industry or specific markets in which we
operale worsen beyond current expectations, and as we re-evaluate specific community pricing and incentives
and our land sale strategies, we may be required 1o evaluate additional communities or re-evaluate previously
impaired communities for potential impairment. These evaluations may result in additional impairment
charges, which could be material.

Based on a quarterly review of land and lot option contracts, we have written oft earnest money deposits
and pre-acquisition costs related to land and lot option contracts which we no longer plan to pursue, During
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fiscal 2008 and 2007, we wrote off $111.9 million and $107.3 million, respectively, of earnest money deposits
and pre-acquisition costs related to land option purchase contracts. Should the current weak homebuilding
markelt conditions persist and we are unable to successfully renegotiate certain land purchase coatracts, we
may write off additional earnest money deposits and pre-acquisition cosls.

The inventory impairment charges and write-offs of carnest money deposits and pre-acquisition costs
reduced total homebuilding gross profit as a percentage of homebuilding revenues by approximately
3,810 basis points in fiscal 2008, compared to 1,200 basis points in fiscal 2007.

Land Sales Revenue and Gross Profit

Land sales revenues decreased 4% to $354.3 million in 2008, from $367.6 million in 2007. The gross
profit percentage from land sales decreased to 8.5% in 2008, from 22.9% in 2007. Due to the significant
decline in demand for new homes, we have reduced our expeciations of future home closing volumes, as well
as our expected need for land and lots in the future. Consequently, during the fourth quarter of fiscal 2008, we
sold a significant amount of land and lots through numerous transactions to generate cash flows, reduce our
future carrying costs and land development obligations, and lower our inventory supply in certain markets.
Consummating these transactions during the current fiscal year allowed us to monetize a larger portion of our
deferred tax assets through a loss carryback to fiscal 2006 resulting in an increase in our expected tax refund.
The terms of certain of these land and lot sales, primarily related to our conlinuing involvement with the
properties, resulted in the deferral of the recognition 