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it’s an idea.

1t’s an attitude.

it’s about record P erfOrmanC C today,

and setting new records tomorrow.

IT'S KAUFMAN AND BROAD.

THINKABI G






TO OUR

SHAREHOLDERS,

hen I sat down to com-
pose this message to you,
I knew 1t would be one

of the most ambitious

letters I'd ever write.

[ knew it would be hard to capture the pace of our
change, the force of our strategic initiatives, and the
extent of our record performance. I thought it would
be almost impossible for words to convey the energy
and drive displayed by our employees every day.

But when I looked at our results and reviewed our
strategies and the talent of our people, I realized that
we’ve already written the definitive summary of 1998.
[t’s been captured in two words that have become an

essential part of our corporate culture: think bl g.



It’s a simple, powerful idea. “Thinking big” fueled a three-year journey which began

with our purchase of San Antonio-based Rayco, gathered momentum from our

commitment to fundamentally reshape our business, and will lead us to become the

nation’s largest, most disciplined homebuilder in 1999.

Pl RESULTS

The numbers alone tell much of the story of 1998. Our results were, well, very big.

EXCEPTIONALLY STRONG DILUTED EARNINGS PER SHARE OF $2.32 _60.0% hlgher
than our 1997 EPS. We’ve now had 14 straight quarters of earnings growth — and
our compound annual EPS growth rate over the past three years stands at 58.7%.
DELIVERIES SOARED 32.9% TO 15,213. We've nearly doubled our total unit
deliveries since 1995. On average, almost 42 families are moving into a Kaufman
and Broad home every day of the year. To put it another way, by the time you’ve
finished this letter, another family has received their new home in a new com-
munity in one of our markets.

ALL-TIME RECORD NET INCOME OF $95.3 MILLION, a 03.6% Increase over 1997.
REVENUE ALSO JUMPED, UP 30.4% over last year to $2.45 billion.

BACKLOG AT THE END OF OUR FISCAL YEAR STOOD AT 6,943 UNITS — a 64.8%
increase over 1997 and almost five times our year-end backlog just three years ago.
HOUSING GROSS MARGIN REACHED 20.2% IN THE 4TH QUARTER OF 1998, AND
19.2% FORrR THE YEAR. These margins increased every quarter during the year, and
stood 1.3 percentage points higher in the 4TH quarter of 1998 than in the 4TH
quarter of 1997.

RETURN ON AVERAGE STOCKHOLDERS’ EQUITY ROSE TO 22.2%, UP 6.1 PERCENTAGE
POINTS COMPARED TO 1997. The 1998 performance exceeded our goal of 20%
for the first time in almost 10 years.

NET DEBT TO TOTAL CAPITAL RATIO AT YEAR END STOOD AT APPROXIMATELY
43% — slightly below our 45%—55% target range despite five major acquisitions

made or announced during the course of the year.
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THINKING BIG IS THE EASY PART. HAVING THE RIGHT STRATEGIES AND PEOPLE
IN PLACE TO ACT ON THAT VISION IS SOMETHING ELSE ALTOGETHER.

Of course, what’s important to you is how our stock responded to these
exceptionally strong results. Simply put, KBH was a winner. In a year marked by
instability in global equity markets, Kaufman and Broad’s stock closed the calendar
year on a great note — increasing 28.1% between January 1 and December 31. We
significantly outperformed the Dow Jones Home Construction Index — which is
one measure of how we’re doing against other homebuilders — and also matched the
gains of the S&Psoo Index and the Dow Industrials.

But thinking big also means that we’re nof content.

When we launched our “Think Big” consumer marketing campaign — which
communicated to homebuyers just how Kaufman and Broad can meet their demand
for bigger floor space, bigger choices and bigger value — I asked an employee in our
Denver division how she defined “Think Big.”” She thought for a moment, then
replied ““Think Big’ means that we can always achieve more than we think we can.”

What a great answer. It speaks to the untapped possibilities that are inherent
in all aspects of our business. It reflects on the ambition and drive in our employees.

And it tells you a lot about this company’s character and culture.

BIG
STRATEGY

Of course, thinking big is the easy part. Any CEO can falk about breaking new
ground and striving to be a market leader. Frankly, it’s part of the job. But having the
right strategies and people in place to acf on that vision is something else altogeth-
er. And it’s in our strategic execution that I believe Kaufman and Broad ranks among

the country’s finest companies.



KEY FINANCIAL

GOALS

GOAL ACTUAL PERFORMANCE
1996-1998
ANNUAL EPS GROWTH 20-25% $8.7% 1
UNIT DELIVERY GROWTH 10-15% 24.6% 1
RETURN ON AVERAGE
STOCKHOLDERS  EQUITY 20% 17.0%2 3
NET DEBT TO TOTAL CAPITAL 45-55% 50.8% 2
'COMPOUND ANNUAL GROWTH RATE 2AVERAGE 3cOMPANY ACHIEVED A 22.2% ROE IN 1998

We’ve set specific, ambitious targets for our annual EPS growth, unit delivery
growth, return on equity and net debt to total capital ratio. After three years, we’ve
exceeded each one of these goals. We’re not only setting a new performance standard for
the homebuilding industry, were beating the toughest critics around — ourselves.

We entered 1998 with four fundamental strategies in place — designed to
maximize our performance and the returns we could offer to our stockholders.
Above all, these strategies were developed to enable Kaufman and Broad to deliver
consistent, predictable and sustainable performance — setting us apart from the
cyclicality that is normally a hallmark of the homebuilding industry. We believe that
homebuilding doesn’t have to be more cyclical than other industries — as long as we

stick to these basic principles.

1. KB2000. Simply put, KB2000 is the most innovative operating business model in
the homebuilding industry. While there are 10 key elements of KB2000, it really boils
down to a focus on customer choice and value, and maintaining control over costs.

Expanding Choice. Our ability to offer big choices has struck a chord with
our customers. We've already distributed over 800,000 customer surveys, giving us a
solid understanding about customer preferences in each of our markets. We’re also
now operating 13 New Home Showrooms in our major markets across the West and
in Paris — having opened 8 in 1998 alone.These retail-style Showrooms ofter as many
as 5,000 choices and are a one-stop shop where buyers learn how to buy a home,
qualify for a mortgage and find out about the different Kaufman and Broad
communities in their area. We strongly believe home buying is increasingly becoming
a retail experience, and our Showrooms will play an essential role in our efforts to

stay in step with the needs of our customers.
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THE

10.

KEY PRINCIPLES OF

KB2000

. Know the buyer, through extensive surveying.

Determine which customers to target in a given market based on survey results.

Purchase land consistent with survey results and specific ROI hurdles.

. Maximize the choices offered to the customer.

« Base plans reflect features in highest demand as determined by survey results.
« Give customers ability to upgrade and customize.

« Operate large New Home Showrooms, to make home buying a retail experience.

Price the base home significantly below the competition.

. Use even-flow production schedules, which minimize production and overhead costs.

Establish large backlogs through pre-sales.
Focus on construction quality and customer satisfaction.
Partner with outside brokers in all communities.

Finance new home purchases through the Kaufman and Broad Mortgage Company.



KB2000 COMMUNITIES HAVE APPROXIMATELY 2% HIGHER GROSS
MARGINS THAN OUR NON-KB2000 COMMUNITIES.

The results are in. Throughout the year, we accelerated the implementation
of KB2000 in our existing divisions, and “‘jump started” the model in our new acquisi-
tions. As a result, homes built under our KB2000 disciplines comprised approxi-
mately 70% of our deliveries in the 4TH quarter of 1998 — compared with 45% in the
41H quarter of 1997. Those KB2000 communities have approximately 2% higher
gross margins than our non-KB2000 communities — underscoring why we want and
expect to approach 100% KB2000 (excluding the Lewis Homes acquisition) at the
end of 1999. What’s more, at the end of 1998 approximately 80% of our U.S. mort-
gage loan customers were using the Kaufman and Broad Mortgage Company, com-
pared to 75% at the end of 1997.

Structured implementation. To manage the complexity of KB2000, as well as
our rapid growth, we’ve invested heavily in technology and training. We’ve created
uniform systems ensuring that while some of the principles of KB2000 may be
copied by other builders (and believe me, they’re already trying!), our success with the

model can never be truly matched.



IN 1999, WHICH WILL BE THE FIRST FULL YEAR OF DELIVERIES FROM OUR
1998 ACQUISITIONS, WE EXPECT TO DELIVER APPROXIMATELY 21,500 HOMES.

2. AccererRATED GrOwTH. We remain on a very aggressive growth track.
Between 1996 and 1998, our deliveries increased at a 24.6% compound rate — jumping
almost 33% in 1998 alone. In 1999, which will be the first full year of deliveries from
our 1998 acquisitions, we expect to deliver approximately 21,500 homes.

Significantly, our growth is very well balanced throughout our Western markets.
In the early 1990s, Kaufman and Broad was tied principally to the fortunes of two
markets — California and Paris, France. However, in 1993 we launched an expansion
to other lucrative markets in the West. Today, we’re not only the largest homebuilder
in terms of unit deliveries in California, but in Texas and Nevada as well.

Achieving this balanced growth has enabled us to take advantage of some of
the fastest-growing housing markets in the country, such as Las Vegas, Phoenix and
Denver. At the same time, it has reduced our exposure to the economic conditions
affecting one state or region — helping us control our risk and increase the predictability
of our performance.

While many companies would have trouble controlling such rapid expansion,
we’ve created a disciplined corporate structure that enables us to manage our growth.
We’ve done away with the last vestiges of the kind of “seat of your pants” homebuild-
ing that has limited the potential of so many other homebuilders. Instead, we have a
focused, process-driven management team, and they’re growing our business based

on the demand of the market.

3. MarkeT DomMINANCE. Our growth serves a specific purpose — to achieve a
dominant position in every major market where we’re building homes. When we
achieve market dominance, we have the economies of scale that enable us to realize

all the benefits of KB2000. It also gives us better leverage in our relationships with
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WE SHOULD BE ABLE TO CONTINUE GROWING IN A GIVEN MARKET
INDEFINITELY EVEN AFTER WE ACHIEVE MARKET DOMINANGE.

land owners and subcontractors, as we become their “preferred customer” in terms
of the steady volume of work we can ofter them. This in turn helps keep our costs
down through efficient procurement and our prices among the most competitive
in the market. Additionally, we’re able to attract and retain the highest caliber of
management talent.

Market dominance isn’t about controlling home prices or the fees of our
suppliers and subcontractors. Rather, it’s about achieving the minimum level of unit
volume in a given market that enables us to take full advantage of the KB2000
operational business model. This volume level varies depending on the size and
characteristics of each market, and we don’t set specific market share or unit vol—
ume targets. In fact, we should be able to continue growing in a given market
indefinitely — even after we achieve market dominance.

We entered 1998 with market dominance established in San Antonio. By the
end of the year, four more divisions achieved market dominance — Denver, Las Vegas,

San Diego and Phoenix. We expect more divisions to reach market dominance in 1999.

4. AcqQuisitionNs. At the beginning of 1998, we intended for acquisitions to play
an important supplemental role in our growth. By acquiring great, regionally-based
homebuilders, we knew we could enter new markets in force, and more rapidly
achieve a dominant position in our existing markets. As a large, acquisition-minded
builder, dozens of possible acquisition targets were brought to our attention.
However, we showed the same discipline in targeting our acquisitions as we did in

targeting our customers. We developed a strict set of evaluation criteria for any



KAUFMAN AND BROAD

SHARE AND RANK

IN KEY MARKETS

ENDING NOVEMBER 1998
MARKET RANK SHARE
Southern California I 7.1%
Lewis Homes 8 3.1%
TOTAL 10.2%
Northern California I 9.0%
Lewis Homes 18 1.7%
TOTAL 10.7%
Las Vegas 2 8.3%
Lewis Homes 1 11.1%
TOTAL 19.4%
Phoenix 4.9%
Denver 2 8.1%
San Antonio I 44.4%

SOURCE: THE MEYERS GROUP, SHAW-LANDATA, INC., AMERICAN METRO STUDY

potential purchase, which includes ensuring it’s accretive to earnings per share in the
first full year, has an operational model that’s either compatible with or easily adaptable
to KB2000, has an attractive lot position, and is consistent with our 20% ROE
and debt leverage objectives. As a result, we knew we could effectively manage our
acquisitions and have them benefit our stockholders within the first year.

As it turned out, our acquisition strategy succeeded beyond any of our
expectations. A string of acquisitions of homebuilders in Houston, Denver, and
Phoenix/Tucson culminated in October with the announcement of our agreement
to purchase Lewis Homes — one of America’s largest and best-run family-owned
homebuilders. In total, we acquired five companies in less than one year that are
expected to deliver more than 6,500 homes, while keeping our net debt to total
capital ratio well within our target range. Since our 1996 Rayco acquisition, we’ve
made approximately $776.8 million worth of acquisitions, representing close to $1.5
billion in revenue.

These acquisitions do more for us than simply add to our deliveries and
earnings. They also ensure that we can sustain our growth over the long term.
In buying these great companies, in many instances we’re also acquiring the talents
of the people who made them great, who bring with them experience that adds to
our operating knowledge. We're also discovering best practices which we’re quickly
incorporating into the rest of the company. Already, some great employees at the

companies we've acquired are taking leadership roles in Kaufman and Broad.









Their belief in KB2000, our mission and vision, has helped in smoothing the
transition — enabling us to focus on leveraging our acquisitions as a springboard for
further growth in each market.

Consolidation in the homebuilding industry will continue, as builders learn to
capitalize on the advantages brought by generating economies of scale. We’ve clearly
established a core competency in making and integrating acquisitions, which will

continue to serve us well in the months ahead.

PTr UTURE

[t’s been a big year. Our performance has demonstrated the power of our strategic
thinking, and offers a glimpse into the kind of big future that’s in store for us. We
certainly expect 1999 to be an even bigger and better year for Kaufman and Broad.

PROVEN STRATEGIES REMAIN UNCHANGED. As a result of our success-
ful 1998, our strategies will remain essentially unchanged in 1999. We will continue
to focus on implementing KB2000, accelerating our growth, striving for market
dominance, and making smart acquisitions. They’ve served us very well so far, and

we expect they’ll continue producing outstanding results.

KAUFMAN AND BROAD

ACQUISITIONS

1996 — PRESENT

COMPANY
DATE CLOSED CONSIDERATION UNITS* LOTS REVENUES
($ millions) ($ millions)
Ravco 3/96 $104.5 2,500 5,600 $238.3
Smci 7/97 $10.3 525 1,130 $45.6
HALLMARK 3/98 $54.0 825 4,700 $89.0
PRIDEMARK 3/98 $65.0 820 5,000 $100.4
ESTES 4/98 $48.0 1,030 2,600 $114.0
GENERAL 9/98 $46.0 430 1,200 $52.1
LEwIs 1/99 $449.0 3,500 24,000 $833.0
ToTaL $776.8 9,630 44,230 $1,472.4
* 1999E




WE WILL CONTINUE TO FOCUS ON IMPLEMENTING KB2000, ACCELERATING OUR
GROWTH. STRIVING FOR MARKET DOMINANCE, AND MAKING SMART ACQUISITIONS.

WELL POSITIONED FOR GROWTH. In implementing these strategies, we
think we’re well positioned to take advantage of the strongest housing market seen
in many years. We're still focused on first-time and first-move-up homebuyers — the
biggest segment of the market. Mortgage rates continue to remain low, and the
economic climate throughout the West remains robust. While the cost of land has
certainly increased as a result, we have an excellent lot position (more than 90,000
lots, including new land acquired through our acquisitions), and our market dominance
positions give us more leverage in our dealings with land sellers.

INVESTING IN OUR PEOPLE. To help sustain our growth, were also
implementing a sophisticated employee development and training program. When
you’re building approximately 21,500 homes every year, you need the best people on
the job. Not only do we have them, we’re making them better. We’ve put systems in
place that take advantage of the depth of experience that exists at all levels of the
company. As a result, we’re developing the deepest bench in the industry — training
a new generation of big thinkers that will lead us into the future.

CREATING BRAND VALUE. Our objective is simple — to make Kaufman and
Broad the most recognizable brand in homebuilding. Consumers today are awash
in a sea of brand names, and as a result, a distinctive brand identity in a highly
competitive housing market becomes a tremendous asset. In many of our large markets,
our brand recognition is three times that of our nearest competitor. We’ll continue
supplementing advertising that’s designed to drive traffic to our communities with

messages underscoring Kaufman and Broad’s reputation for offering maximum
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choice, great value, and more than 40 years’ experience in building quality homes.
These messages become even more essential in new markets or markets where we’ve
increased our visibility through acquisitions.

RAI1SING OUR sI1GHTSs. In last year’s annual report, I mentioned that we
were pushing to deliver 13,500 homes in 1998 and 16,000 homes in 1999. Well, with
more than 15,200 deliveries under our belt in 1998 and an estimated 21,500 1999 deliv-
eries in the works, we’ve blasted through those projections. We’ll continually raise
our sights, and in light of our consistent record-breaking accomplishments, I challenge

anybody to say that we’re not capable of achieving any goal we set for ourselves.

THINKBIG

Despite our remarkable success, despite becoming America’s leading homebuilder in
1999, despite our record performance and profits, the most important event in my life
this past year occurred much closer to home — the birth of my first grandchild, Juliette.

Over the years, as | watch my granddaughter grow from a beautiful baby to
a little girl to a young woman, I know I’ll have many opportunities to offer her my
advice on life, business and everything in between. But if I could only give one
message to her, it would be this: WHEN SETTING YOUR GOALS, REMEMBER
THAT YOU CAN ALWAYS ACHIEVE MORE THAN YOU THINK YOU CAN.

We’ll always be thinking big at Kaufman and Broad. We’ll always look for new
ways to maximize the returns we can offer our stockholders. In KB2000, we’ve got
an operating model that’s also a core value of the company, enabling us to achieve
increasingly higher levels of performance — and establishing Kaufman and Broad as
the standard against which all other homebuilders are judged.

On behalf of the more than 3,000 big thinkers at Kaufman and Broad, I'd like
to thank you for entrusting your investment dollars with us. We’ll be working hard
to justify your confidence, as we continue on a journey fueled by big thoughts and

even bigger dreams.

Sincerely,

/

Bruce Karatz

CHAIRMAN AND CHIEF EXECUTIVE OFFICER






SELECTED

FINANCIAL INFORMATION

IN THOUSANDS,

EXCEPT PER SHARE AMOUNTS YeEAarRs ENDED NOVEMBER 30, 1998 1997 1996 1995 1994
CONSTRUCTION:
Revenues $2,402,966 || $1,843,614 $1,754,147 $71,366,866 $1,307,570
Operating income (loss)* 148,672 101,751 (72,078) 65,531 88,323
Total assets 1,542,544 1,133,861 1,000,159 1,269,208 1,167,136
Mortgages and notes payable 529,846 496,869 442,629 639,575 565,020
MORTGAGE BANKING:
Revenues $ 46,396 (|$ 35,109 $ 33,378 $ 30,979 $ 30,008
Operating income 21,413 14,508 12,740 0,348 6,003
Total assets 317,660 285,130 243,335 304,971 287,324
Notes payable 239,413 200,828 134,956 151,000 125,000
Collateralized mortgage obligations 49,264 60,058 68,381 84,764 06,731
CONSOLIDATED:
Revenues $2,449,362 | $1,878,723 $1,787,525 $1,397,845 $1,337,578
Operating income (loss)* 170,085 116,259 (59,338) 74,879 04,326
Net income (loss)* 05,267 58,230 (61,244) 29,059 46,550
Total assets 1,860,204 || 1,418,001 1,243,494 1,574,179 1,454,460
Mortgages and notes payable 769,259 697,697 577,585 790,575 690,020
Collateralized mortgage obligations 49,264 60,058 68,381 84,764 96,731
Mandatorily redeemable preferred securities
(Feline Prides) 189,750
Stockholders’ equity* 474,511 383,056 340,350 415,478 404,747
BASIC EARNINGS (LOSS) PER SHAREX $ 2.41 ||$ 1.50 $ (1.80) $ .59 $ 1.13
DILUTED EARNINGS (LOSS) PER SHAREX 2.32 1.45 (1.80) .58 1.09
CASH DIVIDENDS PER COMMON SHARE .30 .30 .30 .30 .30

*Reflects a $170.8 million pretax noncash charge for impairment of long-lived assets recorded in the second quarter of 1996.




MANAGEMENT’'S DISCUSSION

AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

REsurts orF OPERATIONS

OVERVIEW Revenues are primarily generated from the Company’s (1) housing oper-
ations in the western United States and France and (i1) its domestic mortgage banking
operations.

The Company set a new all-time high earnings record in 1998 with net income totaling
$95.3 million. Continued progress in implementing the Company’s key operating strategies
produced increases in revenues and earnings compared to the prior records set in 1997.

In particular, the Company remained tightly focused throughout 1998 on two over-
arching strategies: the implementation of its KB200oo operational business model and
the acceleration of the Company’s growth. To advance these initiatives, the Company
concentrated on two complementary strategies consisting of establishing optimum local
market positions in selected regional markets and maintaining its focus on strategic acqui-
sitions of regional builders. During the year, the Company continued to make further
progress in implementing the key elements of KB20ooo throughout its domestic opera-
tions. The key elements of KB20oo include: improving the Company’s understanding of
customer desires and preferences through frequent and localized surveys; emphasizing
pre-sales in contrast to speculative inventory; maintaining lower average levels of
in-process and standing inventory; establishing even flow production; providing a wide
spectrum of choice to customers in terms of location, design and options; offering low
base prices; and reducing the use of sales incentives.

Total Company revenues increased to $2.45 billion in 1998, up 30.4% from $1.88 billion
in 1997, which had increased §.1% from revenues of $1.79 billion in 1996. The 1998
increase primarily resulted from higher housing revenues and land sale revenues, as well as
increased revenues from mortgage banking operations. Included in the operating results
for 1998 are results from the acquisitions of Houston-based Hallmark Residential Group
(“Hallmark™), Denver-based PrideMark Homebuilding Group (“PrideMark”) and
Phoenix/Tucson-based Estes Homebuilding Co. (“Estes”), all of which the Company
completed during the second quarter of 1998. Results for 1998 also reflect the Company’s
acquisition of a majority interest in Houston-based General Homes Corporation
(“General Homes”) as of August 18, 1998. The Company acquired the remaining minor-
ity interest in General Homes on January 4, 1999. The increase in revenues in 1997 com-
pared to 1996 results was due to higher housing revenues, partially oftset by lower land
sale revenues. In addition, 1997 results included a full years contribution from the
Company’s San Antonio homebuilding operations (formerly Rayco, Ltd.); in contrast,
1996 results included only a nine-month contribution as the Company’s acquisition of
these operations occurred on March 1, 1996. Included in total Company revenues were
mortgage banking revenues of $46.4 million in 1998, $35.1 million in 1997 and $33.4 mil-
lion in 1996.

Net income increased $37.0 million or 63.6% to $95.3 million or $2.32 per diluted share in
1998, up from $58.2 million or $1.45 per diluted share in 1997. The 60.0% increase in
diluted earnings per share in 1998 was primarily driven by increases in unit deliveries and
construction gross margin, and increased mortgage banking pretax income. The



Company’s 1998 operating results also benefited from the earnings contributions of the
three acquisitions completed during the second quarter of 1998, as well as the impact of
the acquisition of the majority interest in General Homes. Net income of $58.2 million
or $1.45 per diluted share in 1997 was 21.3% higher than the $48.0 million or $1.15 per
diluted share recorded in 1996 (excluding the after-tax noncash charge of $109.3 million
for impairment of long-lived assets recorded in 1996). Including the noncash charge, the
Company recorded a net loss of $61.2 million or $1.80 diluted loss per share in 1996. Net
income increased in 1997 due to higher unit deliveries, lower interest expense and high-
er earnings from mortgage banking operations. In addition, earnings for 1997 included a
tull year of operating results from the San Antonio operations acquired in the second
quarter of 1996.

CONSTRUCTION

REVENUES Construction revenues increased in 1998 to $2.40 billion from $1.84 bil-
lion in 1997, which had increased from $1.75 billion in 1996. The improvement in 1998
was mainly the result of increased housing revenues, partly due to the newly acquired
operations in Houston, Denver and Phoenix/Tucson and the majority ownership invest-
ment in General Homes, and increased land sale revenues. In 1997, the increase in rev-
enues primarily reflected increased housing revenues, which included a full year’s operat-
ing results from the Company’s San Antonio division, partially offset by a decline in rev-
enues from land sales.

Housing revenues totaled $2.38 billion in 1998, $1.83 billion in 1997 and $1.67 billion in
1996. The increase in 1998 reflected a 33.0% increase in unit volume, partially offset by a
2.1% decline in average selling price. In 1997, housing revenues totaled $1.83 billion, up
9.2% from 1996 as a result of an 11.7% increase in unit volume, partially offset by a 2.2%
lower average selling price. California housing operations generated 45.8% of Company-
wide housing revenues in 1998, down from $4.0% in 1997 and $9.6% in 1996, mainly as a
result of the Company’s strategic acquisition activities and continued expansion of its Other
U.S. operations. (The Company’s housing operations in Arizona, Colorado, Nevada, New
Mexico, Texas and Utah are collectively referred to as “Other U.S.”.) Housing revenues
from California operations were $1.09 billion in 1998, up 10.6% from $986.6 million in
1997.The Company’s Other U.S. housing revenues totaled $1.04 billion in 1998, up 54.7%
from $669.4 million in 1997. Other U.S. housing revenues rose in 1998 due to the inclu-
sion of deliveries from the three businesses acquired in the second quarter of 1998 and
from the majority ownership investment in General Homes as well as expansion of exist-
ing Other U.S. businesses. The Company’s operations in France and Mexico generated
housing revenues of $240.0 million and $12.5 million, respectively, in 1998 compared to
$160.5 million and $10.8 million, respectively, in 1997, reflecting increases in housing
deliveries in both locations. Housing revenues from operations in France and Mexico
totaled $154.7 million and $6.4 million, respectively, in 1996.



CartrorNIA  OTHER U.S. FOREIGN TotaL
UNIT DELIVERIES
1998
First 1,022 1,341 266 2,629
Second 1,124 1,938 347 3,409
Third 1,225 2,567 375 4,167
Fourth 1,487 2,852 669 5,008
Total 4,858 8,698 1,657 15,213
1997
First 914 1,102 92 2,108
Second 1,095 1,211 159 2,465
Third 1,204 1,513 299 3,016
Fourth 1,518 1,816 520 3,854
Total 4,731 5,642 1,070 11,443
NET ORDERS
1998
First 1,269 2,002 385 3,716
Second 1,301 2,007 563 4,861
Third 1,117 2,387 379 3,883
Fourth 985 2,630 706 4,321
Total 4,762 0,986 2,033 16,781
1997
First 1,077 1,528 I50 2,755
Second 1,476 1,681 239 3,396
Third 1,506 1,599 205 3,310
Fourth 1,134 1,368 526 3,028
Total 5,193 6,176 1,120 12,489




CALIFORNIA OTHER U.S. FOREIGN ToraL

ENDING BAckLOG-UNITS

1998
First 1,563 3,011 727 5,301
Second 1,830 4,808 043 7,581
Third 1,722 4,961 047 7,630
Fourth 1,220 4,739 084 6,943
1997
First 1,017 2,182 287 3,486
Second 1,308 2,652 367 4,417
Third 1,700 2,738 602 5,040
Fourth 1,316 2,290 608 4,214

ENDING BACKLOG-VALUE

IN THOUSANDS

1998
First $337.424 $303,340 $ 98,3788 799,142
Second 304,144 $88,820 136,929 1,119,893
Third 388,998 594,575 148,464 1,132,037
Fourth 288,317 $60,307 151,668 1,000,292
1997
First $219,908 $248,835 $ 61,073% 529,816
Second 288,719 307,977 70,806 667,502
Third 377,332 321,007 79,361 777,700
Fourth 303,050 274,591 89,020 60606,661

Housing deliveries rose 33.0% to 15,213 units in 1998, exceeding the previous Company-
wide record of 11,443 units established in 1997. This improvement reflected increases in
U.S. and French operations of 30.7% and 55.9%, respectively. Growth in domestic deliv-
eries was primarily driven by a §4.2% increase in Other U.S. operations. In California,
deliveries rose 2.7% to 4,858 units in 1998 from 4,731 units in 1997, despite a 17.9%
decline in the Company’s average number of active communities in the state. Other U.S.
operations delivered 8,698 units in 1998, including 1,702 deliveries from the three newly
acquired companies and the majority ownership investment in General Homes.
Excluding results from these acquisitions, deliveries from Other U.S. operations increased
24.0% to 6,996 units, from §,642 units delivered in 1997, due to a higher average number
of active communities in existing Other U.S. businesses. In 1998, French deliveries
increased primarily as a result of the inclusion of a full year of results from French home-
builder SMCI. The Company acquired SMCI, a builder of condominiums in Paris and
other cities in France, in mid-1997 for $2.2 million in cash and the assumption of approx-
imately $8.1 million of debt.

Housing deliveries increased 11.7% to 11,443 units in 1997 from 10,249 units in 1996. This
improvement reflected increases in U.S. and French operations of 9.6% and 37.8%, respec-



tively. Growth in domestic deliveries was driven by a 31.4% increase in results from Other
U.S. operations, to 5,642 units in 1997 from 4,294 units in 1996, partially offset by a decline
in California deliveries. Unit deliveries in Other U.S. operations increased in 1997 for sev-
eral reasons:a higher average number of active communities, reflecting the Company’s
growth strategy; the inclusion of twelve months of operating results from the San Antonio
acquisition; and first deliveries from start-up operations in Austin. California deliveries in
1997 decreased 8.5% to 4,731 units from §,171 units in 1996, reflecting a decline in the
Company’s average number of active communities in the state. In France, 1997 deliveries
increased from the previous year primarily as a result of the acquisition of certain active
SMCI developments.

The Company-wide average new home price decreased 2.1% in 1998, to $156,400 from
$159,700 in 1997. The 1997 average had decreased 2.2% from $163,300 in 1996. These
decreases were primarily due to the Company’s decision to generate a greater proportion
of lower-priced domestic unit deliveries (primarily from the Company’s Other U.S. oper-
ations) as well as to the lower average selling price in France resulting from the inclusion
of SMCI deliveries. Other U.S. operations accounted for 64.2% of domestic deliveries in
1998 compared to 54.4% in 1997.

In California, the Company’s average selling price rose 7.7% in 1998 to $224,500 from
$208,500 in 1997, which had increased 8.1% from $192,900 in 1996. The 1998 increase
resulted from strategic increases in sales prices in certain markets based on improved mar-
ket conditions, as well as a change in product mix favoring a greater number of higher-
priced urban in-fill locations and first-time move up sales. The increase in 1997 also
reflected a shift in mix toward higher-priced homes in the state. The Company’s average
selling price in Other U.S. markets was $119,100 in 1998, compared with $118,700 in 1997
and $119,700 in 1996. The Company’s average selling price in France decreased to
$149,200 in 1998 from $155,500 in 1997, which had decreased from $206,600 in 1996. The
average selling price in France declined in 1998 primarily due to the inclusion of a full
year of lower-priced deliveries generated from SMCI developments acquired in 1997.The
French average selling price also declined in 1997 as a result of the SMCI developments.

Revenues from the development of commercial buildings, all located in metropolitan
Paris, totaled $1.5 million in 1998, $2.7 million in 1997 and $12.2 million in 1996. Declines
in 1998 and 1997 reflected both the Company’s decision to refocus on its expanded French
residential business and the reduced opportunities in French commercial markets due to
lingering effects of the country’s mid-1990 recession.

Land sale revenues totaled $22.5 million in 1998, $13.6 million in 1997 and $68.2 million
in 1996. The results for 1998 and 1997 are more representative of typical Company land
sales activity levels when viewed historically. The 1996 results were unusually high due to
an aggressive asset sale program undertaken as part of the Company’s 1996 debt reduction
strategy. Land sold in 1996 was primarily property previously held for long-term devel-
opment, which the Company disposed of in order to redeploy the invested capital at
potentially higher returns. Generally, land sale revenues fluctuate as a result of the
Company’s decision to maintain or decrease its land ownership position in certain markets
based upon the volume of its holdings, the strength and number of competing developers



entering particular markets at given points in time, the availability of land in markets
served by the Company’s housing divisions, and prevailing market conditions.

OPERATING INCOME Operating income increased 46.1% to $148.7 million in 1998
from $101.8 million in 1997.The increase was primarily due to higher housing gross prof-
its, resulting from higher unit volume, partially offset by increased selling, general and
administrative expenses. Housing gross profits in 1998 increased 37.5% or $124.5 million
to $456.4 million from $331.9 million in 1997. As a percentage of related revenues, the
Company’s housing gross profit margin was 19.2% in 1998, up from 18.2% in the prior year.
The Company’s housing gross margin increased primarily due to the rising proportion of
higher margin deliveries produced by the Company’s KB20oo communities, as well as
price increases in certain fast-selling, hard to replace communities, particularly in certain
California markets. Company-wide land sales produced a loss of $3.2 million in 1998,
compared to a loss of $1.4 million in 1997.

Selling, general and administrative expenses increased 32.9% or $75.5 million in 1998 to
$304.6 million. This increase was mainly due to the inclusion of selling, general and admin-
istrative expenses of acquired entities, including goodwill amortization, expenditures
incurred in connection with extensive information systems revisions required to support
the KB2000o operational business model, system conversions related to acquisitions and
year 2000 compliance, new market entries in Texas and higher third-party sales commis-
sions. Sales commissions rose because a higher percentage of the Company’s domestic
sales were generated from third-party brokers as part of the KB200oo operational business
model. As a percentage of housing revenues, to which these expenses are most closely cor-
related, selling, general and administrative expenses increased .3 percentage points to
12.8% in 1998 from 12.5% in 1997. The Company remains focused on cost-containment
and will seek to reduce selling, general and administrative expenses as a percentage of
housing revenues.

Operating income increased to $101.8 million in 1997 from $98.7 million (excluding the
$170.8 million noncash charge for impairment of long-lived assets) in 1996. This increase
was primarily due to higher housing gross profits, resulting from higher unit volume, par-
tially offset by lower gross profits from commercial activities and losses from land sales.
Gross profits in 1997 (excluding profits from land sales) increased by $15.7 million to
$332.2 million from $316.5 million in 1996. As a percentage of related revenues, the
Company’s gross profit margin (excluding losses from land sales) was 18.2% in 1997, down
from 18.8% in the prior year. The Company’s housing gross margin dropped to 18.2% in
1997 from 18.7% in 1996, primarily due to the accelerated sell-through of older, lower
margin non-KB200oo communities, particularly in California, and lower margins associat-
ed with the Company’s entry into new markets in Austin and Dallas, Texas, partially oft-
set by improved gross margins from KB200oo communities. Company-wide land sales pro-
duced a loss of $1.4 million in 1997, compared to profits of $2.6 million in 1996.

Selling, general and administrative expenses increased by $8.7 million in 1997. This
increase was primarily due to the inclusion of a full year of results from the San Antonio
operations in 1997 (including the amortization of goodwill), compared to nine months of
results in 1996, and higher sales commissions, partially offset by cost-containment eftorts



that reduced sales incentives and advertising expenses. As a percentage of housing rev-
enues, selling, general and administrative expenses decreased .7 percentage points to 12.5%
in 1997 from 13.2% in 1996. This improvement reflected higher unit volume, as well as
more favorable ratios for sales incentives, advertising expenses and general and adminis-
trative expenses. These improvements were partially offset by the increased sales commis-
sions associated with the Company’s KB2000o operational business model.

In the second quarter of 1996, the Company decided to accelerate the disposition of cer-
tain real estate assets in order to help eftectuate the Company’s strategies to improve over-
all return on investment, restore financial leverage to targeted levels, and position the
Company for continued geographic expansion. In addition, in 1996, the Company sub-
stantially eliminated its prior practice of investing in long-term development projects in order
to reduce the operating risk associated with such projects. The accelerated disposition of
long-term development assets caused certain assets, primarily inventories and investments
in unconsolidated joint ventures in California and France, to be identified as being
impaired and to be written down. Certain of the Company’s California properties were
impacted by the charge, while none of its non-California domestic properties were affect-
ed. The Company’s non-California domestic properties were not aftected as they were not
held for long-term development and were expected to be economically successful, and as
such were determined not to be impaired.

Based on the Company’s evaluation of impaired assets, a noncash write-down of $170.8
million ($109.3 million, net of income taxes) was recorded in the second quarter of 1996
to state the impaired assets at their fair values. The fair values established were based on
various methods, including discounted cash flow projections, appraisals and evaluations of
comparable market prices, as appropriate. The inventories affected by the charge primar-
ily consisted of land which was not under active development and the charge did not have
a material effect on gross margins for the balance of 1996, or in 1997 or 1998.

The write-down for impairment of long-lived assets was calculated in accordance with
Statement of Financial Accounting Standards No. 121, “Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of” (“SFAS No. 1217),
which the Company decided to adopt in the second quarter of 1996; however, the write-
down was not necessitated by implementation of this standard. Had the Company not
adopted SFAS No. 121, a substantial write-down would have nonetheless been recorded.
SFAS No. 121 requires that long-lived assets be reviewed for impairment whenever events
or changes in circumstances indicate that the carrying amount of the asset may not be
recoverable, and requires impairment losses to be recorded on long-lived assets when indi-
cators of impairment are present and the undiscounted cash flows estimated to be gener-
ated by those assets are less than the assets’ carrying amount.

Under the standard, when an impairment write-down is required, the related assets are
adjusted to their estimated fair value. Fair value for purposes of SFAS No. 121 is deemed
to be the amount a willing buyer would pay a willing seller for such property in a cur-
rent transaction, that is, other than in a forced or liquidation sale. This is a change from
the previous accounting standard which required homebuilders to carry real estate assets
at the lower of cost or net realizable value.



INTEREST INCOME AND EXPENSE Interest income, which is generated from
short-term investments and mortgages receivable, amounted to $5.7 million in 1998, $5.1
million in 1997 and $2.7 million in 1996. The rise in interest income in 1998 and 1997
primarily reflected increases in the interest bearing average balances of mortgages receiv-
able each year.

Interest expense results principally from borrowings to finance land purchases, housing
inventory and other operating and capital needs. In 1998, interest expense, net of amounts
capitalized, decreased to $23.3 million from $29.8 million in 1997.This decrease was pri-
marily due to the impact of the Company’s issuance of the Feline Prides in the third quar-
ter of 1998 since distributions associated with the Feline Prides are included in minority
interests rather than interest expense. Gross interest incurred in 1998 was higher than that
incurred in 1997 by $1.8 million, reflecting an increase in average indebtedness in 1998,
partially offset by a lower average interest rate as a result of more favorable financing terms
obtained by the Company due to the redemption of its $100.0 million 107g% senior notes
and the issuance of $175.0 million of 7/ 4% senior notes in the fourth quarter of 1997.

In 1998, the Company issued $189.8 million of Feline Prides and used the proceeds to
immediately pay down outstanding debt under the Companys domestic unsecured
revolving credit facility. The distributions associated with the Feline Prides are included
in minority interests; therefore, interest expense in future periods will generally be lower
than it would be without this financing. The percentage of interest capitalized in 1998 and
1997 was §7.0% and 43.1%, respectively. The higher capitalization rate resulted from the
eftects of the issuance of the Feline Prides in 1998 and a higher proportion of land under
development in 1998 compared to the previous year. The amount of interest capitalized
as a percentage of gross interest incurred and distributions associated with the Feline
Prides was $1.3% 1in 1998.

In 1997, interest expense, net of amounts capitalized, decreased to $29.8 million from
$36.7 million in the prior year primarily due to a decrease in the amount of gross inter-
est incurred. In 1997, the amount of gross interest incurred was lower than that incurred
in 1996 by $11.2 million, reflecting a decrease in average indebtedness in 1997. The
Company’s average debt level for 1997 decreased primarily as a result of the Company’s
1996 debt reduction strategy. The percentage of interest capitalized in 1997 and 1996 was
43.1% and 42.3%, respectively.

MINORITY INTERESTS Minority interests are comprised of two major components:
pretax income of consolidated subsidiaries and joint ventures related to residential and
commercial activities and distributions associated with the Company’s Feline Prides issued
in July 1998. Operating income was reduced by minority interests of $7.0 million in 1998,
$.4 million in 1997 and $.2 million in 1996. The 1998 amount increased principally due
to the inclusion of $6.1 million in distributions related to the Feline Prides. In the aggre-
gate, minority interests are expected to increase in future periods due to higher joint ven-
ture activity and higher distributions associated with the Feline Prides.

EqQuity 1N PreTAX INCOME (LOSS) OF UNCONSOLIDATED JOINT
VENTURES The Company’s unconsolidated joint venture activities, located in



California, New Mexico, Texas and France, posted combined revenues of $17.7 million in
1998, $98.2 million in 1997 and $6.7 million in 1996. Of these amounts, French com-
mercial activities accounted for $6.5 million in 1998, $87.7 million in 1997 and $.1 mil-
lion in 1996. Combined revenues recorded by the Company’s joint ventures fluctuated
widely during the three year period mainly due to the sale of a French commercial pro-
ject in 1997. The Company’s unconsolidated joint ventures generated combined pretax
income of $5.0 million in 1998, compared with losses of $2.9 million and $14.8 million
generated in 1997 and 1996, respectively. The Company’s share of pretax income from
unconsolidated joint ventures totaled $1.2 million in 1998. In 1997 and 1996, the
Company’s share of pretax losses totaled $.1 million and $2.1 million, respectively.

MORTGAGE BANKING

INTEREST INCOME AND ExPENSE The Company’s mortgage banking operations
provide financing to purchasers of homes sold by the Company’s domestic housing oper-
ations through the origination of residential mortgages. Interest income is earned primar-
ily from first mortgages, and mortgage-backed securities held for long-term investment as
collateral, while interest expense results from notes payable and the collateralized mort-
gage obligations. Interest income increased to $15.6 million in 1998 from $13.3 million in
1997 and $14.6 million in 1996. Interest expense also increased in 1998 to $15.0 million
from $12.7 million in 1997 and $13.5 million in 1996. In 1998, interest income increased
primarily due to the higher balance of first mortgages held under commitment of sale and
other receivables outstanding compared to 1997. Interest expense rose in 1998 due to the
higher amount of notes payable outstanding during 1998 compared to the prior year. In
1997, interest income and interest expense decreased primarily due to the declining bal-
ances of outstanding mortgage-backed securities and related collateralized mortgage oblig-
ations, stemming from both regularly scheduled, monthly principal amortization and pre-
payment of mortgage collateral. Combined interest income and expense resulted in net
interest income of $.6 million in 1998, $.6 million in 1997 and $1.1 million in 1996.These
differences reflect variations in mortgage production mix; movements in short-term ver-
sus long-term interest rates; and the amount, timing and rates of return on interim rein-
vestments of monthly principal amortization and prepayments.

OTHER MORTGAGE BANKING REVENUES Other mortgage banking revenues,
which principally consist of gains on sales of mortgages and servicing rights and, to a less-
er extent, mortgage servicing fees, totaled $30.8 million in 1998, $21.8 million in 1997 and
$18.8 million in 1996. The increases in 1998 and 1997 reflected higher gains on the sales
of mortgages and servicing rights due to a higher volume of mortgage originations asso-
ciated with increases in housing unit volume. In addition, in 1998, improved retention and
a more favorable mix of fixed to variable interest rate loans also contributed to the
increased revenues.

GENERAL AND ADMINISTRATIVE EXPENSES General and administrative
expenses associated with mortgage banking operations increased to $9.9 million in 1998
from $7.9 million in 1997 and $7.2 million in 1996. The increases in general and admin-
istrative expenses in 1998 and 1997 were primarily due to higher mortgage production
volume.



INcoME TAXES

The Company recorded income tax expense of $51.3 million in 1998 and $32.8 million
in 1997 and an income tax benefit of $34.5 million in 1996. These amounts represented
effective income tax rates of approximately 35.0% in 1998 and 36.0% in both 1997 and
1996. The eftective tax rate declined in 1998 as a result of greater utilization of affordable
housing tax credits. The tax benefit in 1996 reflected the pretax loss reported by the
Company as a result of the noncash charge for impairment of long-lived assets recorded
in the second quarter of that year. The pretax income (loss) for financial reporting pur-
poses and taxable income (loss) for income tax purposes historically have
differed primarily due to the impact of state income taxes, foreign tax rate differences,
intercompany dividends and the use of aftordable housing tax credits.

Liquipity AND CAPITAL RESOURCES

The Company assesses its liquidity in terms of its ability to generate cash to fund its oper-
ating and investing activities. Historically, the Company has funded its construction and
mortgage banking activities with internally generated cash flows and external sources of
debt and equity financing. In 1998, operating, investing and financing activities used net
cash of $4.9 million; in 1997, these activities provided net cash of $58.5 million.

Operating activities in 1998 used $12.8 million, while 1997 operating activities used $29.0
million. In 1998, the Company’s primary uses of operating cash included an investment
of $125.7 million in inventories (excluding the effect of acquisitions and $29.9 million of
inventories acquired through seller financing) and an increase in receivables of $50.0 mil-
lion. Excluding the eftect of the Company’s acquisitions of Hallmark, PrideMark and Estes,
and a majority ownership investment in General Homes, inventories increased in 1998,
primarily in the Company’s domestic operations, reflecting continued growth through-
out its U.S. markets. The use of cash was partially oftset by the Company’s earnings of
$95.3 million, an increase of $s51.3 million in accounts payable, accrued expenses and
other liabilities, and various noncash items deducted from net income.

In 1997, uses of operating cash included an increase in receivables of $118.1 million and
a change in deferred taxes of $5.0 million. The use of cash was partially offset by the
Company’s earnings of $58.2 million, an increase of $20.1 million in accounts payable,
accrued expenses and other liabilities, a reduction in inventories of $5.2 million (exclud-
ing $15.1 million of inventories acquired through seller financing), and various noncash
items deducted from net income.

Cash used by investing activities totaled $161.8 million in 1998 compared to $6.2 million
provided in 1997. In 1998, a total of $162.8 million, net of cash acquired, was used for the
acquisitions of Hallmark, PrideMark and Estes, and the acquisition of a majority owner-
ship interest in General Homes. During this same period, $15.9 million was used for net
purchases of property and equipment. Among amounts partially offsetting these uses were
$12.9 million of proceeds received from mortgage-backed securities, which were princi-
pally used to pay down the collateralized mortgage obligations for which the mortgage-
backed securities had served as collateral, $2.2 million in distributions related to invest-



ments in unconsolidated joint ventures and $1.7 million from the net sales of mortgages
held for long-term investment.

In 1997, cash provided by investing activities included $10.0 million in proceeds from
mortgage-backed securities and $1.9 million in distributions related to investments in
unconsolidated joint ventures. Partially offsetting these proceeds was $5.9 million of cash
used for net purchases of property and equipment.

Financing activities in 1998 provided $169.8 million of cash compared to $81.3 million
provided in 1997. In 1998, sources of cash included proceeds of $183.1 million from the
issuance of the Feline Prides and net proceeds from borrowings of $17.9 million. Partially
offsetting the cash provided in 1998 were payments to minority interests of $7.0 million,
payments on collateralized mortgage obligations of $12.3 million and cash dividend pay-
ments of $11.9 million. The Company’s financial leverage, as measured by the ratio of debt
to total capital, net of invested cash, was 43.4% at the end of 1998 compared to 52.7% at
the end of 1997. These ratios were adjusted to reflect $20.2 million and $70.4 million of
invested cash at November 30, 1998 and 1997, respectively. The sharply improved debt
ratio at the end of 1998 was due primarily to an increase in capital from the Company’s
offering of $189.8 million of Feline Prides in the third quarter of 1998. The Company
seeks to maintain its ratio of net debt to total capital within a targeted range of 45% to 55%.

Financing activities in 1997 provided $172.2 million from the issuance of 7¥,% senior
notes and net proceeds of $29.9 million from borrowings. Partially offsetting the cash pro-
vided was cash used for the redemption of the Company’s 1073% senior notes of $100.0
million, dividend payments of $11.7 million and payments on collateralized mortgage
obligations of $9.5 million.

During the second quarter of 1998, the Company acquired three privately held home-
builders with regional operations in certain key markets. On March 19, 1998, the
Company acquired all of the issued and outstanding capital stock of Houston-based
Hallmark for approximately $54.0 million, including the assumption of debt. Hallmark
built single-family homes primarily in Houston (with additional operations in San
Antonio and Austin, Texas) under the trade names of Dover Homes and Ideal Builders.
The acquisition of Hallmark marked the Company’s entry into the Houston market and
formed the core of those operations, while strengthening the Company’s existing market
positions in San Antonio and Austin.

The Company acquired substantially all of the assets of Denver-based PrideMark on
March 23, 1998 for approximately $65.0 million, including the assumption of trade liabil-
ities and debt. PrideMark built single-family homes in Denver, Colorado, and its acquisi-
tion significantly increased the Company’s already substantial market presence
in Denver.

On April 9, 1998, the Company acquired all of the issued and outstanding capital stock
of Estes for approximately $48.0 million, including the assumption of debt. Estes built sin-
gle-family homes in Phoenix and Tucson, Arizona. Estes provided the Company’s entry
into the Tucson market and significantly increased the Company’s already
substantial market presence in Phoenix.



On August 18, 1998, the Company acquired a majority ownership investment in General
Homes, a builder of single-family homes primarily in Houston, Texas. The Company
invested approximately $31.8 million, including the assumption of debt, to acquire 50.3%
of the outstanding stock of General Homes, pursuant to a completed plan of reorganiza-
tion. Subsequent to year end, on January 4, 1999, the Company acquired the remaining
minority interest in General Homes.

Each acquisition and investment was accounted for under the purchase method and the
results of operations of the acquired entities are included in the Company’s consolidated
financial statements from the respective dates of acquisition. These acquisitions were
financed by borrowings under the Company’s domestic unsecured revolving credit facility.

External sources of financing for the Company’s construction activities include its domes-
tic unsecured revolving credit facility, other domestic and foreign bank lines, third-party
secured financings, and the public debt and equity markets. Substantial unused lines of
credit remain available for the Company’s future use, if required, principally through its
domestic unsecured revolving credit facility. Under this facility, $493.0 million remained
committed and $475.3 million was available for the Company’s future use at November
30, 1998. The domestic unsecured revolving credit facility is comprised of a $400 million
revolving credit facility scheduled to expire on April 30, 2001 and a 364-day revolving cred-
it facility which has provisions for annual renewal. In addition, the Company’s French
subsidiaries have lines of credit with various banks which totaled $110.8 million at
November 30, 1998 and have various committed expiration dates through November
2000. Under these unsecured financing agreements, $77.2 million was available in the
aggregate at November 30, 1998 in France.

Depending upon available terms and its negotiating leverage related to specific market
conditions, the Company also finances certain land acquisitions with purchase-money
financing from land sellers and other third parties. At November 30, 1998, the Company
had outstanding seller-financed notes payable of $22.5 million secured primarily by the
underlying property which had a carrying value of $45.1 million.

On December 5, 1997, the Company filed a universal shelf registration statement with the
Securities and Exchange Commission for up to $500 million of the Company’s debt and
equity securities. The universal shelf registration provides that securities may be oftered
from time to time in one or more series and in the form of senior, senior
subordinated or subordinated debt, preferred stock, common stock, and/or warrants to
purchase such securities. The registration was declared eftective on December 16, 1997,
and no securities have been issued thereunder.

On July 7, 1998, the Company, together with a KBHC Trust, of which all the common
securities are owned by the Company, issued an aggregate of (i) 18,975,000 Feline Prides,
and (i1) 1,000,000 KBHC Trust capital securities, with a $10 stated liquidation amount.
The Feline Prides consist of (1) 17,975,000 Income Prides with the stated amount per
Income Prides of $10, which are units comprised of a capital security and a stock pur-
chase contract under which the holders will purchase common stock from the Company
not later than August 16, 2001 and the Company will pay to the holders certain unsecured



contract adjustment payments, and (i1)1,000,000 Growth Prides with a face amount per
Growth Prides equal to the $10 stated amount, which are units consisting of a /;,th ben-
eficial interest in a zero-coupon U.S. treasury security and a stock purchase contract under
which the holders will purchase common stock from the Company not later than August
16, 2001 and the Company will pay to the holders certain unsecured contract adjustment

payments.

The distribution rate on the Income Prides 1s 8.25% per annum, and the distribution rate
on the Growth Prides is .75% per annum. Under the stock purchase contracts, investors
will be required to purchase shares of common stock of the Company for an effective
price ranging between a minimum of $31.75 per share and a maximum of $38.10 per
share, and the Company will issue approximately s million to 6 million common shares
by August 16, 2001, depending upon the price of the Company’s common stock upon
settlement of the purchase contracts (subject to adjustment under certain circumstances).
The capital securities associated with the Income Prides and the U.S. treasury securities
associated with the Growth Prides have been pledged as collateral to secure the holders’
obligations in respect of the common stock purchase contracts. The capital securities
issued by the KBHC Trust are entitled to a distribution rate of 8% per annum of their $10
stated liquidation amount.

The proceeds from the issuance of Feline Prides were used immediately to pay down out-
standing debt under the Company’s domestic unsecured revolving credit facility.
Subsequently, the unsecured revolving credit facility was used for general corporate pur-
poses, including support of the Company’s growth strategies and acquisitions.

The Company uses its capital resources primarily for land purchases, land development
and housing construction. The Company typically manages its investments in land by pur-
chasing property under options and other types of conditional contracts whenever possi-
ble, and similarly controls its investment in housing inventories by emphasizing the pre-
sale of homes and carefully managing the timing of the production process. During the
19905, the Company’s inventories have become more geographically diverse, primarily
through domestic expansion outside of California. The Company continues to concen-
trate its housing operations in desirable areas within targeted growth markets, principally
oriented toward entry-level purchasers.

The principal sources of liquidity for the Company’s mortgage banking operations are
internally generated funds from the sales of mortgages and related servicing rights.
Mortgages originated by the mortgage banking operations are generally sold in the sec-
ondary market within 60 days of origination. External sources of financing for these oper-
ations include a $250 million revolving mortgage warchouse facility, which expires on
February 23, 2000. The amount outstanding under the facility is secured by a borrowing
base, which includes certain mortgage loans held under commitment of sale and is
repayable from proceeds on the sales of first mortgages. At November 30, 1998, the mort-
gage banking operations had $10.6 million available for future use under the facility.

Debt service on the Company’s collateralized mortgage obligations is funded by receipts
from mortgage-backed securities. Such funds are expected to be adequate to meet future



debt-payment schedules for the collateralized mortgage obligations and therefore these
securities have virtually no impact on the capital resources and liquidity of the mortgage
banking operations.

The Company continues to benefit in all of its operations from the strength of its capital
position, which has allowed it to maintain overall profitability during troubled economic
times, finance expansion, re-engineer product lines and diversify into new homebuilding
markets. Among other reasons, secure access to capital at competitive rates should enable
the Company to continue to grow and expand. As a result of its geographic diversifica-
tion, the disciplines of the KB200oo operational business model and a strong capital posi-
tion, the Company believes it has adequate resources and sufficient credit line facilities to
satisty its current and reasonably anticipated future requirements for funds to acquire cap-
ital assets and land, to construct homes, to fund its mortgage banking operations, and to
meet other needs of its business, both on a short and long-term basis.

SUBSEQUENT EVENTS

Subsequent to year end, eftective January 4, 1999, the Company acquired the remaining
equity interest in Houston-based General Homes. The Company invested approximately
$14.5 million to acquire 49.7% of the outstanding stock of General Homes, bringing its
ownership interest to 100%. This transaction was financed by borrowings under the
Company’s domestic unsecured revolving credit facility.

Eftective January 7, 1999, the Company acquired substantially all of the homebuilding
assets of the Lewis Homes group of companies (“Lewis Homes”). Prior to the acquisi-
tion, Lewis Homes, based in Upland, California, was one of the largest privately held sin-
gle-family homebuilders in the United States based on units delivered, with estimated
revenues for the year ended December 31, 1998 of $700 million on approximately 3,600
unit deliveries. Lewis Homes also owned or controlled approximately 24,000 lots and had
a backlog of approximately 9oo homes at December 31, 1998. Lewis Homes’ principal
markets are Las Vegas and Northern Nevada, Southern California and the greater
Sacramento area in Northern California.

The estimated purchase price for Lewis Homes is $449.0 million, comprised of the
assumption of approximately $303.0 million in debt and the issuance of 7,886,686 shares
of the Company’s common stock valued at approximately $146.0 million. The estimated
purchase price was based on the net book values of the entities purchased and is subject to
adjustment based on the closing balance sheets as of December 31, 1998, which are
expected to be finalized on or before April 1, 1999. While it 1s anticipated that there will
be further adjustments to the purchase price, the Company does not expect such adjust-
ments to be material.

In connection with the acquisition of Lewis Homes, the Company obtained a $200 mil-
lion unsecured term loan to refinance certain debt assumed. The financing was obtained
under a term loan agreement dated January 7, 1999 among the Company and various
banks, which provides for payments of $25 million due on January 31, 2000, April 30,
2000, and July 31, 2000, with the remaining principal balance due on April 30, 2001.
Interest is payable monthly at the London Interbank Offered Rate plus an applicable



spread. The financing obtained under the term loan agreement did not impact the
amounts available under the Company’s pre-existing borrowing arrangements. The
Company used borrowings under its existing domestic unsecured revolving credit facili-
ty to refinance certain other debt assumed in the acquisition.

The acquisition consideration for Lewis Homes was determined by arm’s-length negoti-
ations between the parties. The acquisition will be accounted for as a purchase, with the
results of Lewis Homes included in the Company’s consolidated financial statements as of

January 7, 1999.

YEAR 2000 [ISSUE

The term “year 2000 issue” 1s a general term used to describe the complications that may
arise from the use of existing computer hardware and software designed by applicable
manufacturers without consideration for the upcoming change in the century. If not cor-
rected, software programs with this embedded problem may cause computer systems to
fail or to miscalculate data.

The Company has invested in information systems required to support its KB20oo oper-
ational business model and effectively manage and control growth. In conjunction with
its investment in technology, with respect to the year 2000 issue, the Company has under-
taken a project to modify or replace portions of its existing computer operating systems
to ensure they will function properly with respect to dates in the year 2000 and there-
after. A “Year 2000 Project Office” has been formed to direct the Company-wide efforts
encompassed by this project. The Year 2000 Project Office is responsible to assure proper
planning, sufficient resources, contemporaneous monitoring, proper certification and
timely completion of the year 2000 projects. The Company’s year 2000 projects encom-
pass its information technology systems as well as its non-information technology sys-
tems, such as systems embedded in its office equipment and facilities.

STATE OF YEAR 2000 READINESs The scope of the Company’s year 2000 com-
pliance effort has been defined to include 13 distinct projects. Four of the 13 projects
address areas of greatest business risk and require the greatest technical eftfort and, there-
fore, have been given the highest priority. These four high priority projects are the fol-
lowing: conversion and upgrade of the Company’s JD Edwards primary accounting pro-
grams (the “JD Edwards Programs”); conversion and upgrade of the operating systems for
the Company’s Texas operations which were not associated with the JD Edwards
Programs; conversion and upgrade of the operating systems for the Company’s
mortgage banking operations which were not associated with the JD Edwards Programs;
and the upgrade of the Company’s primary computer network and personal computers.
Of these four high priority projects, as of January 22, 1999, the upgrade of the Company’s
primary computer network and personal computers is substantially complete and is being
tested, the remediation of the JD Edwards Programs is complete and is being tested, and
the conversion and upgrade of the operating systems for the Company’s Texas operations
and the Company’s mortgage banking operations are in the process of being remediated.
These four projects are on schedule for completion by June 1999.

The remaining nine projects that comprise the balance of the Company’s year 2000 com-
pliance effort present a lower business risk and require less technical eftfort to complete.



Eight of these nine projects are comprised of the following: conversion of business unit
personal computer applications and templates that are not associated with the JD Edwards
Programs; upgrade of the Company’s telephone and voice mail systems; certification of year
2000 readiness or upgrade of the Company’s fax machines, copiers, miscellaneous equip-
ment and office facilities; verification, involving three projects, that material third-party
suppliers to the Company are year 2000 compliant; upgrade and/or certification of the
systems used by the Company’s operations in France; and certification and/or upgrade of
the systems used by the Company’s operations in Mexico. These eight projects are in var-
ious stages of assessment and/or remediation. The ninth project is comprised of the
Company’s contingency plan in the event problems are encountered as the year 2000
begins. This project is in the assessment stage and is expected to be completed by
September 1999.

As noted, three of the 13 projects that comprise the Company’s year 2000 compliance
effort involve verification that the third parties with which the Company has a material
relationship are year 2000 compliant. The Company 1s currently in various stages of assess-
ment with respect to these third-party verification projects. As part of these
projects, the Company’s relationships with suppliers, subcontractors, financial institutions
and other third parties will be examined to determine the status of their year 2000 issue
efforts as related to the Company’s operations. As a general matter, the Company is vul-
nerable to its suppliers’ inability to remedy their own year 2000 issues. Furthermore, the
Company relies both domestically and internationally on financial institutions, govern-
ment agencies (particularly for zoning, building permits and related matters), utility com-
panies, telecommunication service companies and other service providers outside of its
control. There is no assurance that such third parties will not suffer a year 2000 business
disruption and it is conceivable that such failures could, in turn, have a material adverse
effect on the Company’s liquidity, financial condition or results of operations.

CosTs OF ADDRESSING YEAR 2000 I[ssuEs Several of the projects included in
the Company’s year 2000 plan are projects which were necessary to support the
Company’s KB200o operational business model, and would have been undertaken regard-
less of year 2000 exposure. The total cost of all of the Company’s projects associated with
its year 2000 plan is currently estimated to be approximately $4.0 million; however,
because such projects involve conversions and upgrades that were not necessitated to meet
year 2000 concerns, it is not possible to determine the portion of that amount which is
specifically attributable to year 2000 compliance efforts. The total amount expended on
all projects related to year 2000 compliance was $1.7 million as of November 30, 1998.
The Company believes that the total costs incurred to specifically address the year 2000
issue will not have a material impact on the Company’s liquidity, financial condition or
results of operations, for any year in the reasonably foreseeable future. The schedule for
the successful completion of the Company’s year 2000 project and the estimated costs are
based upon certain assumptions by management regarding future events, including the
continued availability of qualified resources to implement the program and the costs of
such resources.

Ri1sks PRESENTED BY YEAR 2000 Issugks The Company’s failure to resolve a
material year 2000 issue could result in the interruption in, or a failure of, certain normal



business activities or operations. Such failures could materially and adversely aftect the
Company’s results of operations. Although the Company considers its exposure to the
year 2000 issue risks from third-party suppliers as generally low, due to the uncertainty
of the year 2000 readiness of third party suppliers, the Company is unable to determine
at this time the consequences of a year 2000 failure. In addition, the Company could be
materially impacted by the widespread economic or financial market disruption by year
2000 computer system failures at government agencies on which the Company is depen-
dent for mortgage lending, zoning, building permits and related matters. Possible risks of
year 2000 failure could include, among other things, delays or errors with respect to pay-
ments, third-party delivery of materials and government approvals. The Company’s year
2000 project is expected to significantly reduce the Company’s level of uncertainty
and exposure to the year 2000 issue and, in particular, its vulnerability to the year 2000
compliance of material third parties. To date, the Company has not identified any oper-
ating systems, either of its own or of a third-party supplier, that present a material
risk of not being year 2000 ready or for which a suitable alternative cannot be
implemented.

CoNTINGENCY Pran The Company’s year 2000 project calls for a year 2000-spe-
cific contingency plan to be developed. This plan is expected to be completed by August
1999.As a normal course of business, the Company maintains contingency plans designed
to address various other potential business interruptions. In addition to the Company’s
year 2000-specific contingency plan, these pre-existing contingency plans should assist in
mitigating any adverse affect because of the interruption of support provided by third
parties resulting from their failure to be year 2000 ready.

Management currently anticipates that its operating systems will be year 2000 compliant
well before January 1, 2000, and that its third party verification and overall contingency
plans should enable it to mitigate third-party disruptions to its business which are of short
duration or geographically localized. At the present time, management believes that the
year 2000 issue will not have a material adverse eftect on the Company’s liquidity, finan-
cial condition or results of operations.

CONVERSION TO THE EUurRO CURRENCY

On January 1, 1999, certain member countries of the European Union (the “EU”) estab-
lished fixed conversion rates between their existing currencies and the European Union’s
common currency (the “euro”).The Company conducts substantial business in France, an
EU member country. During the established transition period for the introduction of the
euro, January 1, 1999 to June 30, 2002, the Company will address the issues involved with
the adoption of the new currency. The most important issues facing the Company
include: converting information technology systems; reassessing currency risk; negotiat-
ing and amending contracts; and processing tax and accounting records.

Based upon progress to date, the Company believes that use of the euro will not have a
significant impact on the manner in which it conducts its business affairs and processes
its business and accounting records. Accordingly, conversion to the euro is not expected
to have a material effect on the Company’s financial condition or results
of operations.



OUTLOOK

The Company’s residential backlog at November 30, 1998 consisted of 6,943 units, rep-
resenting aggregate future revenues of $1.00 billion. Both amounts represent record year
end figures and represent increases of 64.8% and 50.0%, respectively, when compared to
the 4,214 units in residential backlog, representing aggregate future revenues of $666.7
million, at year end 1997. Company-wide net orders for the fourth quarter of 1998
totaled 4,321, up 42.7% from the comparable quarter of 1997. The 1998 fourth quarter
total included 583 net orders generated by the Company’s three 1998 acquisitions in
Houston, Denver and Phoenix/Tucson and its majority ownership investment in General
Homes. Excluding the net orders generated by these operations, Company-wide net
orders rose 23.4% in the fourth quarter of 1998 compared to the year-earlier quarter.

The Company’s domestic residential backlog at November 30, 1998 increased to $848.6
million on 5,959 units, up 65.3% on a unit basis from $577.6 million on 3,606 units at year
end 1997.The increase reflects a higher ending backlog within Other U.S. operations, par-
tially offset by a slightly lower ending backlog within California operations. The
Company’s Other U.S. operations produced substantial year-over-year growth, with
backlog at November 30, 1998 rising to $560.3 million on 4,739 units from $274.6 mil-
lion on 2,290 units at November 30, 1997. Net orders from Other U.S. operations
increased 92.3% in the fourth quarter of 1998 to 2,630 units, up from 1,368 units in the
fourth quarter of 1997. Excluding the §83 net orders associated with the Company’s three
acquisitions and its majority ownership investment, the increase in net orders in Other
U.S. operations was 49.6%. In California, backlog decreased to $288.3 million on 1,220
units at November 30, 1998, down from $303.1 million on 1,316 units at November 30,
1997, as the Company’s average number of active communities in California declined
17.9% 1in 1998 from the prior year. Fourth quarter 1998 net orders in California decreased
13.1% to 985 units from 1,134 units in the year-earlier period.

In France, residential backlog at November 30, 1998 totaled $145.9 million on 961 units,
up 76.4% and 64.0%, respectively, from $82.8 million on $86 units at year end 1997. The
Company’s net orders in France in the fourth quarter of 1998 rose 36.1% to 698 units
from §13 units in the year-earlier period. The value of the backlog associated with the
Company’s French commercial development activities declined to $1.8 million at November
30, 1998 from $5.1 million at year end 1997, reflecting a reduced level of activity.

In Mexico, residential backlog at November 30, 1998 totaled $5.7 million on 23 units,
compared to $6.3 million on 22 units at year end 1997. Net orders in the fourth quarter
of 1998 decreased to 8 units from 13 units in 1997.

Substantially all homes included in the year end 1998 backlog are expected to be deliv-
ered during 1999. However, cancellations could occur, particularly if market conditions
deteriorate or mortgage interest rates increase, thereby decreasing backlog and related
tuture revenues.

Company-wide net orders during the first two months of fiscal 1999 increased 27.1%
over the comparable period of 1998. Domestic net orders during the two-month period
rose 29.3% due to a 3.8% increase in net orders from California operations and a 43.0%
increase in net orders from Other U.S. operations, including results from the Company’s



1998 acquisitions (including General Homes) and its January 1999 acquisition of Lewis
Homes. Excluding the net orders from these operations, domestic net orders remained
essentially flat in the first two months of fiscal 1999 compared to the same period a year
ago. In France, net orders for the first two months of fiscal 1999 increased 14.8% com-
pared to the same period in 1998. Despite the overall improvement in Company-wide
net orders during the first two months of fiscal 1999, current global market uncertainties,
mortgage interest rate volatility, softening of general domestic business conditions,
declines in consumer confidence and/or other factors could have mitigating eftects on
tull year results.

As a result of continued domestic expansion outside of California, the percentage of the
Company’s domestic unit deliveries generated from California operations decreased to
35.8% 1n 1998 from 45.6% in 1997. In response to persistently weak conditions for new
housing and general recessionary trends in California during the first half of the 1990%,
the Company diversified its business through aggressive expansion into other western
states. Since then, the housing market has improved significantly in California, and the
Company remains cautiously optimistic that the improved economic climate in the state
will continue for the foreseeable future, thereby generally enabling the housing market in
the state to retain its strength.

The Company’s Other U.S. operations continued to experience substantial growth in
1998. Acquisitions in Houston, Denver and Phoenix/Tucson, coupled with the contin-
ued expansion of existing, non-California operations resulted in a $4.2% increase in
deliveries from Other U.S. operations in 1998 compared to the prior year. The Company
has also achieved its most significant penetration of its KB200o operational business
model in these Other U.S. markets. The Company expects to explore additional oppor-
tunities for expansion of its Other U.S. operations in both existing and new markets,
through either de novo entry or the acquisition of existing businesses.

The French housing market improved in 1998 from the prior year. The Company antic-
ipates increases in deliveries from its French housing operations in 1999 will be in line
with that nation’s moderately improving economy. The Company’s French commercial
activities are likely to remain at low levels, consistent with the Company’s strategy to
focus primarily on the expansion of its residential development business.

Mexico’s economy appears to be recovering from the country’s deep recession brought
on by the 1994 devaluation of its currency. Nevertheless, economic and political condi-
tions remain unsettled and the Company continues to closely monitor its level of activ-

ity there.

During 1999, the Company plans to remain focused on the two primary initiatives it
originally established in 1997: deepening the implementation of its KB20oo operational
business model throughout the Company’s operations and continued acceleration of the
Company’s growth. To advance these initiatives, the Company also continues to concen-
trate on two complementary strategies consisting of establishing optimum local market
positions and maintaining its focus on acquisitions.

In order to leverage the benefits of the KB20ooo operational business model, the
Company has been implementing a strategy designed to achieve a dominant market posi-



tion in its major markets. The Company’s use of the term “dominant” is not intended to
imply that the Company will become the largest builder in any market in terms of unit
deliveries, revenues or market share; nor is it the Company’s intent to attempt to, in any
way “control” the pricing of homes in any market. Rather, the Company’s “domi-
nance”’goal 1s only intended to achieve a market position sufficiently large that it will
enable its local business to maximize the benefits of its KB20oo operational business
model. The Company believes that by operating at large volume levels it can better exe-
cute its KB20oo operational business model and use economies of scale to increase prof-
its in fewer, larger markets. These benefits can include lower land acquisition costs,
improved terms with suppliers and subcontractors, the ability to offer maximum choice and
the best value to customers, and the retention of the best management talent.

The Company hopes to continue to increase overall unit delivery growth in future years.
The Company’s growth strategies include expanding existing operations to optimal mar-
ket volume levels, as well as entering new markets at high volume levels, principally
through acquisitions. Growth in existing markets will be driven by the Company’s abili-
ty to increase the average number of active communities in its major markets through the
successful implementation of its KB200oo operational business model. The Company’s ongo-
ing acquisition strategy is expected to supplement growth in existing markets and facilitate
expansion into new markets.

In identifying acquisition targets, the Company seeks homebuilders that possess the fol-
lowing characteristics: a business model similar to KB2000; access to or control of land to
support growth; a strong management team; and a financial condition positioned to be
accretive to earnings in the first full year following acquisition. The Company believes
that acquisitions fitting these criteria will enable it to expand its operations in 1999 and
beyond in a focused and disciplined manner. However, the Company’s continued success
in acquiring other homebuilders could be affected by several factors, including, among
other things, conditions in U.S. securities markets, the general availability of applicable
acquisition candidates, pricing for such transactions, competition among other national
or regional builders for such target companies, changes in general and economic condi-
tions nationally and in target markets, and capital or credit market conditions.

In January 1999, the Company continued its growth through acquiring the remaining
minority interest in General Homes and completing its purchase of Lewis Homes.
Including the Lewis Homes operations, which are expected to deliver approximately
3,500 homes in 1999, the Company believes it will be the largest homebuilder in the
United States in 1999, as measured by unit volume. The Company continues to explore
opportunities to enter new markets and plans to grow in its existing markets. Growth in
both new and existing markets is expected to be supplemented by strategic acquisitions
from time to time. In the aggregate, the Company has established a goal of delivering
approximately 21,500 units Company-wide in 1999.

This goal could be materially affected by various risk factors such as changes in general
economic conditions either nationally or in the regions in which the Company operates
or may commence operations, job growth and employment levels, home mortgage inter-
est rates or consumer confidence, among other things. Nevertheless, the Company
remains optimistic about its ability to continue to grow its business in 1999. With the
addition of Lewis Homes and high current backlog levels, the Company believes it is
well-positioned to achieve record earnings in 1999.



IMPACT OF INFLATION

The Company’s business is significantly aftected by general economic conditions, partic-
ularly by inflation and its generally associated adverse effect on interest rates. Although
inflation rates have been low in recent years, rising inflation would likely affect the
Company’s revenues and earning power by reducing demand for homes as a result of cor-
respondingly higher interest rates. In periods of high inflation, the rising costs of land,
construction, labor, interest and administrative expenses have often been recoverable
through increased selling prices, although this has not always been possible because of
high mortgage interest rates and competitive factors in the marketplace. In recent years,
inflation has had no significant adverse impact on the Company, as average annual cost
increases have not exceeded the average rate of inflation.

* * *

Investors are cautioned that certain statements contained in this document, as well as
some statements by the Company in periodic press releases and some oral statements by
Company officials to securities analysts and stockholders during presentations about the
Company are “forward-looking statements” within the meaning of the Private Securities
Litigation Reform Act of 1995 (the “Act”). Statements which are predictive in nature,
which depend upon or refer to future events or conditions, or which include words such
as “expects”, “anticipates”, “intends”, “plans”, “believes”, “estimates”, “hopes”, and similar
expressions constitute forward-looking statements. In addition, any statements concern-
ing future financial performance (including future revenues, earnings or growth rates),
ongoing business strategies or prospects, and possible future Company actions, which may
be provided by management are also forward-looking statements as defined by the Act.
Forward-looking statements are based on current expectations and projections about
future events and are subject to risks, uncertainties, and assumptions about the Company,
economic and market factors and the homebuilding industry, among other things. These
statements are not guaranties of future performance, and the Company has no specific
intention to update these statements.

Actual events and results may differ materially from those expressed or forecasted in the
torward-looking statements made by the Company or Company officials due to a num-
ber of factors. The principal important risk factors that could cause the Company’s actu-
al performance and future events and actions to difter materially from such forward-look-
ing statements include, but are not limited to, changes in general economic conditions
either nationally or in regions where the Company operates or may commence opera-
tions, employment growth or unemployment rates, lumber or other homebuilding mate-
rial prices, labor costs, home mortgage interest rates, competition, currency exchange
rates as they affect the Company’s operations in France and Mexico, consumer confidence,
and government regulation or restrictions on real estate development, costs and effects of
unanticipated legal or administrative proceedings and capital or credit market conditions
affecting the Company’s cost of capital; the availability and cost of land in desirable areas,
and conditions in the overall homebuilding market in the Company’s geographic mar-
kets (including the historic cyclicality of the industry); the success of the Company and its
significant suppliers in identifying and addressing operating systems and programs that are
not year 2000 ready; as well as seasonality, competition, population growth, property
taxes, and unanticipated delays in the Company’s operations.



CONSOLIDATED STATEMENTS OF

INCOME

IN THOUSANDS, EXCEPT PER SHARE AMOUNTS YeEars ENDED NOVEMBER 30, 1998 1997 1996
TOTAL REVENUES $ 2,449,362 ||$ 1,878,723 $ 1,787,525
CONSTRUCTION:
Revenues $ 2,402,966 || $ 1,843,614 $ 1,754,147
Construction and land costs (1,949,729) || (1,512,766) (1,435,081)
Selling, general and administrative expenses (304,565) (229,097) (220,387)
Noncash charge for impairment of long-lived assets (170,757)
Operating income (loss) 148,672 101,751 (72,078)
Interest income 5,674 5,078 2,666
Interest expense, net of amounts capitalized (23,341) (29,829) (36,601)
Minority interests (7,002) (4253) (233)
Equity in pretax income (loss) of unconsolidated joint ventures I,1ST (s3) (2,148)
Construction pretax income (loss) 125,154 76,522 (108,484)
MORTGAGE BANKING:
Revenues:
Interest income 15,569 13,303 14,594
Other 30,827 21,806 18,784
46,396 35,109 33,378
Expenses:
Interest (15,046) (12,699) (13,462)
General and administrative (9,937) (7,902) (7,176)
Mortgage banking pretax income 21,413 14,508 12,740
Total pretax income (loss) 146,567 91,030 (95,744)
Income taxes (s1,300) (32,800) 34,500
NET INCOME (LOSS) $ 05,267 ||$ 58,230 $  (61,244)
BASIC EARNINGS (LOSS) PER SHARE $ 2.41 ||$ 1.50 $ (1.80)
DILUTED EARNINGS (LOSS) PER SHARE $ 2.32 ||$ 1.45 $ (1.80)

See accompanying notes.




CONSOLIDATED

BALANCE SHEETS

IN THOUSANDS, EXCEPT SHARES NOVEMBER 30, 1998 1997
ASSETS
CONSTRUCTION:
Cash and cash equivalents $ 56,602 ||$ 66,343
Trade and other receivables 194,841 169,988
Inventories 1,134,402 700,243
Investments in unconsolidated joint ventures 5,608 6,338
Goodwill 45,533 31,283
Other assets 105,558 69,666
1,542,544 || 1,133,801
MORTGAGE BANKING:
Cash and cash equivalents 6,751 1,899
Receivables:
First mortgages and mortgage-backed securities 58,262 71,976
First mortgages held under commitment of sale and other receivables 249,702 208,254
Other assets 2,045 3,001
317,660 285,130
TOTAL ASSETS $1,860,204 || $1,418,991
LIABILITIES AND STOCKHOLDERS EQUITY
CONSTRUCTION:
Accounts payable $ 211,380 ||[$ 163,646
Accrued expenses and other liabilities 148,508 105,376
Mortgages and notes payable 529,846 496,869
889,734 705,891
MORTGAGE BANKING:
Accounts payable and accrued expenses 8,924 7,300
Notes payable 230,413 200,828
Collateralized mortgage obligations secured by mortgage-backed securities 49,2064 60,058
297,601 268,186
MINORITY INTERESTS:
Consolidated subsidiaries and joint ventures 8,608 1,858
Company obligated mandatorily redeemable preferred securities of subsidiary
trust holding solely debentures of the Company 189,750
198,358 1,858
STOCKHOLDERS  EQUITY:
Preferred stock—$1.00 par value; authorized, 10,000,000 shares: none outstanding
Common stock—$1.00 par value; authorized, 100,000,000 shares; 39,992,004 and
38,996,769 shares outstanding at November 30, 1998 and 1997, respectively 39,992 38,997
Paid-in capital 193,520 186,086
Retained earnings 243,356 159,960
Cumulative foreign currency translation adjustments (2,357) (1,987)
TOTAL STOCKHOLDERS EQUITY 474,11 383,056
TOTAL LIABILITIES AND STOCKHOLDERS EQUITY $1,860,204 || $1,418,99T

See accompanying notes.




CONSOLIDATED STATEMENTS OF

STOCKHOLDERS EQUITY

SERIES B
CONVERTIBLE ForeieN ToTaL
YeEARS ENDED PREFERRED CoMMON PAID-IN RETAINED CURRENCY STOCKHOLDERS’
IN THOUSANDS NOVEMBER 30, 1998, 1997 AND 1996 Stock Stock CAPITAL EARNINGS  TRANSLATION Equity
Balance at November 30, 1995 $ 1,300 $32,347 $188,839 $190,749 $ 2,243 $415,478
Net loss (61,244) (61,244)
Dividends on Series B convertible
preferred stock (4,940) (4,940)
Dividends on common stock (11,167) (11,167)
Conversion of Series B convertible
preferred stock (1,300) 6,500 (5,200)
Exercise of employee stock options 37 390 427
Cancellation of restricted stock (56) (228) (284)
Foreign currency translation adjustments 2,080 2,080
Balance at November 30, 1996 38,828 183,801 113,398 4,323 340,350
Net income 58,230 58,230
Dividends on common stock (11,668) (11,668)
Exercise of employee stock options 169 2,285 2,454
Foreign currency translation adjustments (6,310) (6,310)
Balance at November 30, 1997 38,997 186,086 159,960 (1,987) 383,056
Net income 95,267 95,267
Dividends on common stock (11,871) (11,871)
Exercise of employee stock options 995 15,6909 16,604
Company obligated mandatorily redeemable
preferred securities of subsidiary trust holding
solely debentures of the Company—contract
adjustment payments and issuance costs (8,265) (8,265)
Foreign currency translation adjustments (370) (370)
Balance at November 30, 1998 $39,992 $103,520 $243,356 $(2,357) $474,511

See accompanying notes.




CONSOLIDATED STATEMENTS OF

CASH FLOWS

IN THOUSANDS YeEars ENDED NOVEMBER 30, 1998 1997 1996
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income (loss) $ 95,207 || $ 58,230 $ (61,244)
Adjustments to reconcile net income (loss) to net cash provided (used) by
operating activities:
Equity in pretax (income) loss of unconsolidated joint ventures (1,151) 53 2,148
Minority interests 7,002 425 233
Amortization of discounts and issuance costs 1,882 2,341 1,510
Depreciation and amortization 16,178 11,860 10,819
Provision for deferred income taxes 474 (5,028)  (41,208)
Noncash charge for impairment of long-lived assets 170,757
Change 1n assets and liabilities, net of effects from acquisitions:
Receivables (50,040) || (118,123) 36,572
Inventories (125,719) 5,157 232,871
Accounts payable, accrued expenses and other liabilities 51,283 20,004 (21,918)
Other, net (8,025) (4,023) 244
Net cash provided (used) by operating activities (12,849) (29,044) 330,784
CASH FLOWS FROM INVESTING ACTIVITIES:
Acquisitions, net of cash acquired (162,818) (80,550)
Investments in unconsolidated joint ventures 2,214 1,021 (7,644)
Net sales (originations) of mortgages held for long-term investment 1,686 164 (996)
Payments received on first mortgages and mortgage-backed securities 12,933 9,088 18,069
Purchases of property and equipment, net (15,859) (5,917) (2,799)
Net cash provided (used) by investing activities (161,844) 6,156 (73,920)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from (payments on) credit agreements and other
short-term borrowings 63,187 37,900  (325,323)
Proceeds from Company obligated mandatorily redeemable preferred
securities of subsidiary trust holding solely debentures of the Company 183,057
Proceeds from issuance of senior subordinated notes 124,406
Proceeds from issuance of senior notes 172,182
Payments on collateralized mortgage obligations (12,324) (9,531)  (17,309)
Payments on mortgages, land contracts and other loans (45,239) (8,047)  (53,894)
Redemption of senior notes (100,000)
Payments from (to) minority interests (7,006) 513 (2,232)
Payments of cash dividends (11,8771) (11,668)  (16,107)
Net cash provided (used) for financing activities 169,804 81,349  (290,459)
Net increase (decrease) in cash and cash equivalents (4,889) $8,461 (33,601)
Cash and cash equivalents at beginning of year 68,242 09,781 43,382
Cash and cash equivalents at end of year $ 63,353 |$ 68,242 $ 9,781
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Interest paid, net of amounts capitalized $ 37,91 || $ 43,559 $ $2,063
Income taxes paid 40,521 20,982 5,093
SUPPLEMENTAL DISCLOSURES OF NONCASH ACTIVITIES:
Cost of inventories acquired through seller financing $ 299II || $ 15,008 $ 16,977

See accompanying notes.




NOTE I °

TO CONSOLIDATED FINANCIAL STATEMENTS

NOTES

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

OpPeErRATIONS Kaufman and Broad Home Corporation (the “Company”) is a
regional builder of single-family homes with domestic operations throughout the west-
ern United States, and international operations in France and Mexico. In France, the
Company is also a developer of commercial and high-density residential projects.
Through its mortgage banking subsidiary, Kaufman and Broad Mortgage Company, the
Company provides mortgage banking services to its domestic homebuyers.

Basis orF PrReESENTATION The consolidated financial statements include the
accounts of the Company and all significant subsidiaries and joint ventures in which a
controlling interest is held. All significant intercompany transactions have been
eliminated. Investments in unconsolidated joint ventures in which the Company has less
than a controlling interest are accounted for using the equity method.

Use o EsTiMATES The financial statements have been prepared in conformity
with generally accepted accounting principles and, as such, include amounts based on
informed estimates and judgments of management. Actual results could differ from these
estimates.

Casa aND CasH EqQuivarLeNTs The Company considers all highly liquid debt
instruments and other short-term investments purchased with a maturity of three
months or less to be cash equivalents. As of November 30, 1998 and 1997, the Company’s
cash equivalents totaled $20,246,000 and $70,365,000, respectively.

FOREIGN CURRENCY TRANSLATION Results of operations for foreign entities
are translated using the average exchange rates during the period. For foreign entities,
assets and liabilities are translated to U.S. dollars using the exchange rates in effect at the
balance sheet date. Resulting translation adjustments are recorded in a separate compo-
nent of stockholders’” equity, “Cumulative Foreign Currency Translation Adjustments”’

CoNsTRUCTION OPERATIONS Housing and other real estate sales are recognized
when title passes to the buyer and all of the following conditions are met: a sale is con-
summated, a significant down payment is received, the earnings process is complete and
the collection of any remaining receivables is reasonably assured. In France, revenues
from development and construction of apartments, condominiums and commercial
buildings, under long-term contracts with individual investors who own the land, are
recognized using the percentage of completion method, which is generally based on
costs incurred as a percentage of estimated total costs of individual projects. Revenues
recognized in excess of amounts billed are classified as receivables. Amounts received
from buyers in excess of revenues recognized, if any, are classified as other liabilities.

Construction and land costs are comprised of direct and allocated costs, including esti-
mated future costs for warranties and amenities. Land, land improvements and other
common costs are allocated on a relative fair value basis to units within a parcel or sub-
division. Land and land development costs generally include related interest and property
taxes incurred until development is substantially completed or deliveries have begun
within a subdivision.



The Company adopted Statement of Financial Accounting Standards No. 121, “Account-
ing for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed
Of ” (“SFAS No. 1217), in the second quarter of 1996. Prior to the adoption of SFAS
No. 121, inventories were stated at the lower of cost or estimated net realizable value for
each parcel or subdivision. Under SFAS No. 121, land to be developed and projects
under development are stated at cost unless the carrying amount of the parcel or subdi-
vision 1is determined not to be recoverable, in which case the impaired inventories are
written down to fair value. Write-downs of impaired inventories are recorded as adjust-
ments to the cost basis of the inventory. The Company’s inventories typically do not
consist of completed projects.

Goodwill represents the excess of the purchase price over the fair value of net assets
acquired and is amortized by the Company over periods ranging from five to ten years
using the straight-line method. Accumulated amortization was $25,804,000 and
$16,547,000 at November 30, 1998 and 1997, respectively. In the event that facts and cir-
cumstances indicate that the carrying value of goodwill may be impaired, an evaluation
of recoverability would be performed. If an evaluation is required, the estimated future
undiscounted cash flows associated with the goodwillwould be compared to its carrying
amount to determine if a write-down to fair value or discounted cash flow
is required.

CHARGE FOR IMPAIRMENT OF LONG-L1VED ASSeTs In 1996, the Company
decided to accelerate the disposition of certain real estate assets in order to help eftectu-
ate the Company’s strategies to improve its overall return on investment, restore financial
leverage to targeted levels, and position the Company for continued
geographic expansion. In addition, in 1996, the Company substantially eliminated its
prior practice of investing in long-term development projects in order to reduce the
operating risk associated with such projects. The accelerated disposition of long-term
development assets caused certain assets, primarily inventories and investments in uncon-
solidated joint ventures in California and France, to be identified as being impaired and to
be written down. Certain of the Company’s California properties were impacted by the
charge, while none of its non-California domestic properties were affected. The Com-
pany’s non-California domestic properties were not affected as they were not held for
long-term development and were expected to be economically successful, and as such
were determined not to be impaired.

Based on the Company’s evaluation of impaired assets, a noncash write-down of
$170,757,000 ($109,257,000, net of income taxes) was recorded in the second quarter of
1996 to state the impaired assets at their fair values. The fair values established were based
on various methods, including discounted cash flow projections, appraisals and evaluations
of comparable market prices, as appropriate. The inventories affected by the charge pri-
marily consisted of land which was not under active development and the charge did not
have a material effect on gross margins in the balance of 1996, or in 1997 or 1998.

The write-down for impairment of long-lived assets was calculated in accordance with
the requirements of SFAS No. 121 but was not necessitated by implementation of this
standard. Had the Company not adopted SFAS No. 121, a substantial write-down would
have nonetheless been recorded. SFAS No. 121 requires that long-lived assets be



reviewed for impairment whenever events or changes in circumstances indicate that the
carrying amount of the asset may not be recoverable, and requires impairment losses to
be recorded on long-lived assets when indicators of impairment are present and the
undiscounted cash flows estimated to be generated by those assets are less than the assets’
carrying amount.

Under the standard, when an impairment write-down is required, the related assets are
adjusted to their estimated fair value. Fair value for purposes of SFAS No. 121 is deemed
to be the amount a willing buyer would pay a willing seller for such property in a cur-
rent transaction, that is, other than in a forced or liquidation sale. This is a change from
the previous accounting standard which required homebuilders to carry real estate assets
at the lower of cost or net realizable value.

The estimation process involved in determining if assets have been impaired and in the
determination of fair value is inherently uncertain since it requires estimates of current
market yields as well as future events and conditions. Such future events and conditions
include economic and market conditions, as well as the availability of suitable financing
to fund development and construction activities. The realization of the estimates applied
to the Company’s real estate projects is dependent upon future uncertain events and
conditions and, accordingly, the actual timing and amounts realized by the Company
may be materially different from the estimated fair values as described herein.

MORTGAGE BANKING OPERATIONS First mortgages and mortgage-backed secu-
rities consist of securities held for long-term investment and are valued at amortized
cost. First mortgages held under commitment of sale are valued at the lower of aggregate
cost or market. Market is principally based on public market quotations or outstanding
commitments obtained from investors to purchase first mortgages receivable.

Principal and interest payments received on mortgage-backed securities are invested in
short-term securities maturing on the next debt service date of the collateralized mort-
gage obligations for which the securities are held as collateral. Such payments are
restricted to the payment of the debt service on the collateralized mortgage obligations.

INcomME Taxes Income taxes are provided for at rates applicable in the countries in
which the income is earned. Provision is made currently for United States federal
income taxes on earnings of foreign subsidiaries which are not expected to be reinvested
indefinitely.

EArRNINGS (Loss) PErR SHARE During the quarter ended February 28, 1998, the
Company adopted Statement of Financial Accounting Standards No. 128, “Earnings Per
Share” (“SFAS No. 128”), which simplifies existing computational guidelines, revises dis-
closure requirements and increases the comparability of earnings per share on an inter-
national basis. Basic earnings (loss) per share is calculated by dividing net income (loss)
by average common shares outstanding for the period. Diluted earnings (loss) per share is
calculated by dividing net income (loss) by the average number of shares outstanding
including all dilutive potentially issuable shares under various stock option plans and
stock purchase contracts. All earnings (loss) per share amounts for all periods have been



NOTE 210

presented and, where necessary, restated to conform to the SFAS No. 128 requirements.
In 19906, the net loss, for purposes of the loss per share calculations, was adjusted for divi-
dends on the Series B Convertible Preferred Stock.The following table presents a recon-
ciliation of average shares outstanding:

IN THOUSANDS YEARS ENDED NOVEMBER 30, 1998 1997 1996
Basic average shares outstanding 39,553 || 38,889 36,693
Net eftect of stock options assumed to be exercised 1,480 || 1,169

Diluted average shares outstanding 41,033 || 40,058 36,693

RECENT ACCOUNTING PRONOUNCEMENTS In June 1997, the Financial
Accounting Standards Board issued Statement of Financial Accounting Standards No. 130,
“Reporting Comprehensive Income” (“SFAS No. 130”), which establishes standards for
reporting and display of comprehensive income and its components (revenues, expenses,
gains and losses) in a full set of general-purpose financial statements. The Company will
adopt SFAS No. 130 1n its fiscal year 1999.

In June 1997, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards No. 131, “Disclosure about Segments of an Enterprise and Related
Information” (“SFAS No. 1317), which changes the way public companies report infor-
mation about operating segments. SFAS No. 131, which is based on the management
approach to segment reporting, establishes requirements to report selected segment
information quarterly and to report entity-wide disclosures about products and services,
major customers, and the material countries in which the entity holds assets and reports
revenues. The Company will adopt SFAS No. 131 1n its fiscal year 1999.

REcrAsSIFICATIONS Certain amounts in the consolidated financial statements of
prior years have been reclassified to conform to the 1998 presentation.

ACQUISITIONS

On March 1, 1996, the Company acquired San Antonio, Texas-based Rayco, Ltd. and
affiliates (the “San Antonio operations”) for a total purchase price of approximately
$104,500,000, including cash used to pay off certain assumed debt. The acquisition was
financed through borrowings under the Company’s revolving credit agreement. The
total purchase price for the San Antonio operations was based on the net assets of the
entities purchased and the assumption of certain debt. The acquisition was accounted for
as a purchase with the results of operations of the acquired entities included in the
Company’s consolidated financial statements as of the date of acquisition. The purchase
price was allocated based on estimated fair values at the date of acquisition. The excess of
the purchase price over the fair value of net assets acquired was $32,274,000 and is being
amortized on a straight-line basis over a period of seven years.

During the second quarter of 1998, the Company acquired three privately held home-
builders with regional operations in certain key markets. On March 19, 1998, the Com-
pany acquired all of the issued and outstanding capital stock of Houston-based Hallmark



Residential Group (“Hallmark™) for approximately $54,000,000, including the assump-
tion of debt. Hallmark built single-family homes primarily in Houston (with additional
operations in San Antonio and Austin, Texas) under the trade names of Dover Homes
and Ideal Builders. The Company acquired substantially all of the assets of Denver-based
PrideMark Homebuilding Group (“PrideMark”) on March 23, 1998 for approximately
$65,000,000, including the assumption of trade liabilities and debt. PrideMark built sin-
gle family homes in Denver, Colorado. On April 9, 1998, the Company acquired all of
the issued and outstanding capital stock of Estes Homebuilding Co. (“Estes”) for approx-
imately $48,000,000, including the assumption of debt. Estes built single-family homes
in Phoenix and Tucson, Arizona.

On August 18, 1998, the Company acquired a majority ownership investment in General
Homes Corporation (“General Homes”), a builder of single-family homes primarily in
Houston, Texas. The Company invested approximately $31,837,000, including the
assumption of debt, to acquire 50.3% of the outstanding stock of General Homes, pur-
suant to a completed plan of reorganization. Subsequent to year end, on January 4, 1999,
the Company acquired the remaining minority interest in General Homes (See Note 15.
Subsequent Events).

The acquisitions of Hallmark, PrideMark, and Estes and the majority ownership invest-
ment in General Homes were financed by borrowings under the Company’s domestic
unsecured revolving credit facility. Accounted for under the purchase method, the results
of operations of the acquired entities are included in the Company’s consolidated finan-
cial statements as of their respective dates of acquisition. The purchase prices were allo-
cated to the assets acquired and liabilities assumed based upon their estimated fair market
values at the date of acquisition. The excess of the purchase prices over the fair value of
net assets acquired was $23,450,000 on an aggregate basis and was
allocated to goodwill. The Company is amortizing goodwill related to the acquisitions
on a straight-line basis over a period of ten years.

The following unaudited pro forma information presents a summary of consolidated
results of operations of the Company as if the acquisitions had occurred as of December
I, 1996 with pro forma adjustments to give effect to amortization of goodwill, interest
expense on acquisition debt and certain other adjustments, together with related income
tax eftects:

IN THOUSANDS, EXCEPT PER SHARE AMOUNTS Years ENDED NOVEMBER 30, 1998 1997
Total revenues $2,504,170 || $2,199,555
Total pretax income 144,648 85,051
Net income 04,048 54,951
Basic earnings per share 2.38 I.41
Diluted earnings per share 2.29 1.37

This pro forma financial information is presented for informational purposes only and is
not necessarily indicative of the operating results that would have occurred had the four
acquisitions been consummated as of December 1, 1996, nor are they necessarily indica-
tive of future operating results.



NOTE 3.

R ECEIVABLES

CONSTRUCTION Trade receivables amounted to $67,771,000 and $42,591,000 at
November 30, 1998 and 1997, respectively. Included in these amounts are unbilled
receivables due from buyers on French apartment, condominium and commercial build-
ing sales accounted for using the percentage of completion method, totaling $37,804,000
at November 30, 1998 and $13,160,000 at November 30, 1997. The buyers are con-
tractually obligated to remit payments against their unbilled balances. Other receivables
of $127,070,000 at November 30, 1998 and $127,397,000 at November 30, 1997 included
mortgages receivable, escrow deposits and amounts due from municipalities and utility
companies.

At November 30, 1998 and 1997, receivables were net of allowances for doubtful
accounts of $9,146,000 and $5,728,000, respectively.

MORTGAGE BANKING First mortgages and mortgage-backed securities consisted of
loans of $6,334,000 at November 30, 1998 and $8,019,000 at November 30, 1997 and
mortgage-backed securities of $51,928,000 and $63,957,000 at November 30, 1998 and
1997, respectively. The mortgage-backed securities serve as collateral for related collater-
alized mortgage obligations. The property covered by the mortgages underlying the
mortgage-backed securities are single-family residences. Issuers of the mortgage-backed
securities are the Government National Mortgage Association and Fannie Mae. The first
mortgages and mortgage-backed securities bore interest at an average rate of 87.% and
87,% at November 30, 1998 and 1997, respectively (with rates ranging from 7% to 12%

in 1998 and 1997).

First mortgages and mortgage-backed securities were net of discounts and premiums of
$546,000 at November 30, 1998 and $1,371,000 at November 30, 1997. These discounts
and premiums, which primarily represent loan origination discount points and acquisition
price discounts or premiums, are deferred as an adjustment to the carrying value of the
related first mortgages and mortgage-backed securities and amortized into interest
income using the interest method.

The Company’s mortgage-backed securities held for long-term investment have been
classified as held-to-maturity and are stated at amortized cost, adjusted for amortization
of discounts and premiums to maturity. Such amortization is included in interest income.
The total gross unrealized gains and gross unrealized losses on the mortgage-backed
securities were $3,457,000 and $0, respectively at November 30, 1998 and $4,782,000
and $o0, respectively at November 30, 1997.

First mortgages held under commitment of sale and other receivables consisted of first
mortgages held under commitment of sale of $242,537,000 at November 30, 1998 and
$203,113,000 at November 30, 1997 and other receivables of $7,165,000 and $5,141,000 at
November 30, 1998 and 1997, respectively. The first mortgages held under commitment of
sale bore interest at an average rate of 7/,% and 773% at November 30, 1998 and 1997,
respectively. The balance in first mortgages held under commitment of sale and other
receivables fluctuates significantly during the year and typically reaches its highest level at

quarter-ends, corresponding with the Company$ home and mortgage delivery activity.



NOTE 4. INVENTORIES

Inventories consisted of the following:

IN THOUSANDS NOVEMBER 30, 1998 1997
Homes, lots and improvements in production $ 835,300 | $605,227
Land under development 209,102 || 185,016

Total inventories $1,134,402 | $790,243

Land under development primarily consists of parcels on which 50% or less of estimated
development costs have been incurred.

The impact of capitalizing interest costs on consolidated pretax income is as follows:

IN THOUSANDS YEARS ENDED NOVEMBER 30, 1998 1997 1996
Interest incurred $ 54,290 ||$ 52,468 $ 63,628
Interest expensed (23,341) || (29,829) (36,691)
Interest capitalized 30,958 22,639 206,937
Interest amortized (30,752) || (25,480) (24,893)

Net impact on consolidated pretax income $ 206 ||$ (2,841) $ 2,044

NOTE 5 INVESTMENTS IN UNCONSOLIDATED JOINT VENTURES

The Company participates in a number of joint ventures in which it has less than a con-
trolling interest. These joint ventures are based in California, New Mexico, Texas and
France and are engaged in the development, construction and sale of residential proper-
ties and commercial projects. Combined condensed financial information concerning
the Company’s unconsolidated joint venture activities follows:

IN THOUSANDS NOVEMBER 30, 1998 1997
Cash $ 6,286 ||$ 3,376
R eceivables 5,727 7,532
Inventories 15,042 18,421
Other assets 637 183
Total assets $27,602 || $29,512
Mortgages and notes payable $ 4,593 ||'$ 4,528
Other liabilities 5,696 5,549
Equity of:
The Company 5,608 6,338
Others 11,795 13,097
Total liabilities and equity $27,602 | $29,512




NOTE 6.

The joint ventures finance land and inventory investments primarily through a variety of
borrowing arrangements. The Company typically does not guarantee these financing
arrangements.

IN THOUSANDS YEARS ENDED NOVEMBER 30, 1998 1997 1996
Revenues $ 17,657 || $ 98,183 $ 06,678
Cost of sales (12,245) || (94,901)  (8,232)
Other expenses, net (384) (6,147) (13,207)
Total pretax income (loss) $ 5,028 || $ (2,865) $(14,761)
The Company’s share of pretax income (loss) $ 1,151 | $ (53) $ (2,148)

The Company’s share of pretax income (loss) includes management fees earned from the
unconsolidated joint ventures.
MORTGAGES AND NOTES PAYABLE

CONSTRUCTION Mortgages and notes payable consisted of the following (interest
rates are as of November 30):

IN THOUSANDS NOVEMBER 30, 1998 1997
Unsecured French borrowings (4% to §%% in 1998 and
4% to §%% in 1997) $ 33,647 | $ 9,045
Mortgages and land contracts due to land sellers and
other loans (8% to 10/% in 1998 and 8% to 11% 1n 1997) 22,492 14,294
Senior notes due 2004 at 7%.% 175,000 175,000
Senior subordinated notes due 2003 at 9%% 174,221 174,085
Senior subordinated notes due 2006 at 9%% 124,486 124,445
Total mortgages and notes payable $529,846 || $496,869

On April 21, 1997, the Company entered into a $500,000,000 domestic unsecured
revolving credit agreement (the “Revolving Credit Facility”) with various banks. The
Revolving Credit Facility is comprised of a $400,000,000 revolving credit facility sched-
uled to expire on April 30, 2001 and a $100,000,000 364-day revolving credit facility.
Upon expiration, the $100,000,000 revolving credit facility is renewable at the lenders’
option or may be converted, at the Company’s option, to a term loan expiring on April
30, 2001. Under the Revolving Credit Facility, $493,000,000 remained committed and
$475,287,000 was available for the Company’s future use at November 30, 1998. The
Revolving Credit Facility provides for interest on borrowings at either the applicable
bank reference rate or the London Interbank Offered Rate plus an applicable spread and
an annual commitment fee based on the unused portion of the commitment.

The Company’s French subsidiaries have lines of credit with various banks which totaled
$110,838,000 at November 30, 1998 and have various committed expiration dates
through November 2000. These lines of credit provide for interest on borrowings at
either the French Federal Funds Rate or the Paris Interbank Offered Rate plus an
applicable spread.



The weighted average interest rate on aggregate unsecured borrowings, excluding the
senior and senior subordinated notes, was 4%% and 47.% at November 30, 1998 and
1997, respectively.

On April 26, 1993, the Company issued $175,000,000 principal amount of 9%% senior
subordinated notes at 99.202%. The notes are due May 1, 2003 with interest payable
semi-annually. The notes represent unsecured obligations of the Company and are subor-
dinated to all existing and future senior indebtedness of the Company. The Company
may redeem the notes, in whole or in part, at any time on or after May 1, 2000 at 100%
of their principal amount.

On October 29, 1996, the Company filed a universal shelf registration statement (the
“1996 Shelf Registration”) with the Securities and Exchange Commission for up to
$300,000,000 of the Company’s debt and equity securities. The Company’s previously
outstanding shelf registration for debt securities in the amount of $100,000,000 was sub-
sumed within the 1996 Shelf Registration. On November 14, 1996, the Company uti-
lized the 1996 Shelf Registration to issue $125,000,000 of 9%% senior subordinated
notes at 99.525%. The notes, which are due November 15, 2006 with interest payable
semi-annually, represent unsecured obligations of the Company and are subordinated to
all existing and future senior indebtedness of the Company. The notes are redeemable at
the option of the Company, in whole or in part, at 104.8125% of their principal amount
beginning November 15, 2001, and thereafter at prices declining annually to 100% on
and after November 15, 2004.

On September 4, 1997, the Company completed the optional redemption of its
$100,000,000 principal amount of 10%% senior notes due in 1999. The Company used
borrowings under its Revolving Credit Facility to retire the entire $100,000,000 of
senior notes at 100% of the principal amount of the notes, together with accrued and
unpaid interest.

On October 14, 1997, pursuant to the 1996 Shelf Registration, the Company issued
$175,000,000 of 7%% senior notes at 100% of the principal amount of the notes. The
notes, which are due October 15, 2004 with interest payable semi-annually, represent
unsecured obligations of the Company and rank pari passu in right of payment with all
other senior unsecured indebtedness of the Company. The notes are not redeemable by
the Company prior to stated maturity. This offering resulted in the issuance of all avail-
able securities under the 1996 Shelf R egistration.

The 77% senior notes and 9%% and 9%% senior subordinated notes contain certain
restrictive covenants that, among other things, limit the ability of the Company to incur
additional indebtedness, pay dividends, make certain investments, create certain liens,
engage in mergers, consolidations, or sales of assets, or engage in certain transactions with
officers, directors and employees. Under the terms of the Revolving Credit Facility, the
Company is required, among other things, to maintain certain financial statement ratios
and a minimum net worth and is subject to limitations on acquisitions, inventories and
indebtedness. Based on the terms of the Company’s Revolving Credit Facility, senior
notes and senior subordinated notes, retained earnings of $163,535,000 were available for
payment of cash dividends or stock repurchases at November 30, 1998.



Principal payments on senior and senior subordinated notes, mortgages, land contracts
and other loans are due as follows: 1999, $18,099,000; 2000, $3,346,000; 2001, $77,000;
2002, $70,000; 2003, $174,221,000; and thereafter, $299,486,000.

Assets (primarily inventories) having a carrying value of approximately $45,060,000 are
pledged to collateralize mortgages, land contracts and other secured loans.

On December s, 1997, the Company filed a new universal shelf registration statement
with the Securities and Exchange Commission for up to $500,000,000 of the Com-
pany’s debt and equity securities. This universal shelf registration provides that securities
may be offered from time to time in one or more series and in the form of senior, senior
subordinated or subordinated debt, preferred stock, common stock, and/or warrants to
purchase

such securities. The registration was declared eftective on December 16, 1997, and no
securities have been issued thereunder.

MORTGAGE BANKING Notes payable included the following (interest rates are as of
November 30):

IN THOUSANDS NOVEMBER 30, 1998 1997
Notes payable secured by trust deed notes (57.% in 1998 and 6% in 1997) $239,413 $200,828
Total notes payable $239,413 $200,828

First mortgages receivable are financed through a $250,000,000 revolving mortgage
warehouse agreement (the “Mortgage Warehouse Facility”). The Mortgage Warehouse
Facility, which expires on February 23, 2000, provides for an annual fee based on the
committed balance of the facility and provides for interest at either the Federal Funds
Rate or the London Interbank Oftfered Rate plus an applicable spread on amounts
borrowed.

The amount outstanding under the Mortgage Warehouse Facility is secured by a bor-
rowing base, which includes certain mortgage loans held under commitment of sale and
is repayable from proceeds on the sale of first mortgages. There are no compensating bal-
ance requirements under the facility. The terms of the Mortgage Warehouse Facility
include financial covenants and restrictions which, among other things, require the
maintenance of certain financial statement ratios and a minimum tangible net worth.

Collateralized mortgage obligations represent bonds issued to third parties which are
collateralized by mortgage-backed securities with substantially the same terms. At both
November 30, 1998 and 1997, the collateralized mortgage obligations bore interest at rates
ranging from 8% to 127,% with stated original principal maturities ranging from
3 to 30 years. Actual maturities are dependent on the rate at which the underlying mort-
gage-backed securities are repaid. No collateralized mortgage obligations have been
issued since 1988.



NOTE 7.

CoOMPANY OBLIGATED MANDATORILY REDEEMABLE PREFERRED SECURITIES
OF SUBSIDIARY TRUST HOLDING SOLELY DEBENTURES OF THE COMPANY
(FELINE PRIDES)

On July 7, 1998, the Company, together with KBHC Financing I, a Delaware statutory
business trust (the “KBHC Trust”), of which all the common securities are owned by the
Company, issued an aggregate of (1) 18,975,000 Feline Prides, and (it) 1,000,000 KBHC
Trust capital securities, with a $10 stated liquidation amount. The Feline Prides consist of
(1) 17,975,000 Income Prides with a stated amount per Income Prides of $10 (the
“Stated Amount”), which are units comprised of a capital security and a stock purchase
contract under which the holders will purchase common stock from the Company not
later than August 16, 2001 and the Company will pay to the holders certain unsecured
contract adjustment payments, and (i1) 1,000,000 Growth Prides with a face amount per
Growth Prides equal to the Stated Amount, which are units consisting of a /;,th bene-
ficial interest in a zero-coupon U.S. treasury security and a stock purchase contract
under which the holders will purchase common stock from the Company not later than
August 16, 2001 and the Company will pay to the holders certain unsecured contract

adjustment payments.

The distribution rate on the Income Prides is 8.25% per annum, and the distribution
rate on the Growth Prides is .75% per annum. Under the stock purchase contracts,
investors will be required to purchase shares of common stock of the Company for an
eftective price ranging between a minimum of $31.75 per share and a maximum of
$38.10 per share, and the Company will issue approximately $,000,000 to 6,000,000
common shares by August 16, 2001, depending upon the price of the Company’s com-
mon stock upon settlement of the purchase contracts (subject to adjustment under cer-
tain circumstances). The capital securities associated with the Income Prides and the U.S.
treasury securities associated with the Growth Prides have been pledged as collateral to
secure the holders’ obligations in respect of the common stock purchase contracts. The
capital securities issued by the KBHC Trust are entitled to a distribution rate of 8% per
annum of their $10 stated liquidation amount.

The KBHC Trust utilized the proceeds from the issuance of the Feline Prides and capital
securities to purchase an equivalent principal amount of the Company’s 8% Debentures
due August 16, 2003 (the “8% Debentures”). The 8% Debentures are the sole asset of the
KBHC Trust. The Company’s obligations under the Debentures and related agreements,
taken together constitute a firm and unconditional guarantee by the Company of the
KBHC Trust’s obligations under the capital securities. The interest rate on the 8%
Debentures and the distribution rate on the capital securities of the KBHC Trust are to
be reset, subject to certain limitations, effective August 16, 2001. The Company has
recorded the present value of the contract adjustment payments on the Feline Prides,
totaling $1,600,000, as a liability and a reduction of stockholders’ equity. The hability will
be reduced as the contract adjustment payments are made. The Company has the right to
defer the contract adjustment payments and the payment of interest on the 8% Deben-
tures, but any such election will subject the Company to restrictions on the payment of
dividends on, and redemption of, its outstanding shares of common stock, and on the
payment of interest on, or redemption of, debt securities of the Company junior in rank



NOTE 8.

to the 8% Debentures, none of which are currently outstanding. Distributions totaling
$6,072,000 are included as minority interests in the Company’s results of operations for the
year ended November 30, 1998.

The proceeds from the issuance of Feline Prides were used immediately to pay down out-
standing debt under the Company’s domestic unsecured revolving credit facility. Subsequently,
the unsecured revolving credit facility was used for general corporate purposes, including sup-
port of the Company’s growth strategies and acquisitions. The Company incurred costs of
approximately $6,700,000 in connection with the issuance of the Feline Prides and the capital
securities.

FAirR VALUES OF FINANCIAL INSTRUMENTS

The estimated fair values of financial instruments have been determined based on avail-
able market information and appropriate valuation methodologies. However, judgment is
necessarily required in interpreting market data to develop the estimates of fair value. In
that regard, the estimates presented herein are not necessarily indicative of the amounts
that the Company could realize in a current market exchange.

The carrying values and estimated fair values of the Company’s financial instruments,
except for those financial instruments for which the carrying values approximate fair
values, are summarized as follows:

IN THOUSANDS NOVEMBER 30, 1998 1997
CARRYING  ESTIMATED CARRYING  ESTIMATED
VALUE FAIR VALUE VALUE FAIR VALUE

Construction:
Financial liabilities

7%% Senior notes $175,000 $169,608 | $175,000 $173,688
0%% Senior subordinated notes 174,221 178,833 174,085 182,158
0%% Senior subordinated notes 124,486 134,288 124,445 131,988

Mortgage banking:
Financial assets
Mortgage-backed securities 51,028 55,386 63,957 68,739
Financial labilities
Collateralized mortgage obligations
secured by mortgage-backed securities 49,264 53,693 60,058 67,451
Company obligated mandatorily redeemable
preferred securities of subsidiary trust holding
solely debentures of the Company 189,750 162,200

The Company used the following methods and assumptions in estimating fair values:

Cash and cash equivalents; first mortgages held under commitment of sale and other
receivables; borrowings under the Revolving Credit Facility, French lines of credit and
Mortgage Warehouse Facility: The carrying amounts reported approximate fair values.



NOTE 9.

NOTE IO.

Senior notes and senior subordinated notes: The fair values of the Company’s senior
notes and senior subordinated notes are estimated based on quoted market prices.

Mortgage-backed securities and collateralized mortgage obligations secured by mort-
gage-backed securities: The fair values of these financial instruments are estimated based
on quoted market prices for the same or similar issues.

Company obligated mandatorily redeemable preferred securities of subsidiary trust hold-
ing solely debentures of the Company: The fair values of these financial instruments are
based on quoted market prices on the New York Stock Exchange.

COMMITMENTS AND CONTINGENCIES

Commitments and contingencies include the usual obligations of homebuilders for the
completion of contracts and those incurred in the ordinary course of business. The
Company 1is also involved in litigation incidental to its business, the disposition of which
should have no material effect on the Company’s financial position or results
of operations.

STOCKHOLDERS EQuUiTy

PREFERRED STOCK On January 11, 1989, the Company adopted a Stockholder
Rights Plan (the “1989 Rights Plan”) and declared a dividend distribution of one pre-
terred share purchase right for each outstanding share of common stock. Under certain
circumstances, each right entitles the holder to purchase /th of a share of a new Series
A Participating Cumulative Preferred Stock at a price of $30.00, subject to certain
antidilution provisions. The rights are not exercisable until the earlier to occur of (i) 10
days following a public announcement that a person or group has acquired 20% or more
of the aggregate votes entitled from all shares of common stock or (i1) 10 days following
the commencement of a tender offer for 20% or more of the aggregate votes entitled
from all shares of common stock. In the event the Company is acquired in a merger or
other business combination transaction, or 0% or more of the Company’s assets or
earning power is sold, each right will entitle its holder to receive, upon exercise, com-
mon stock of the acquiring company having a market value of twice the exercisable
price of the right. At the option of the Company, the rights are redeemable prior to
becoming exercisable at $.01 per right. Unless previously redeemed, the rights will
expire on March 7, 1999. Until a right is exercised, the holder will
have no rights as a stockholder of the Company, including the right to vote or receive
dividends. Subsequent to year end, on February 4, 1999, the Company adopted a new
Stockholder Rights Agreement (See Note 15. Subsequent Events).

In 1993, the Company issued 6,500,000 depository shares, each representing a one-fifth
ownership interest in a share of Series B Mandatory Conversion Premium Dividend
Preferred Stock (the Series B Convertible Preferred Stock). Dividends were cumulative
and payable quarterly in arrears at an annual dividend rate of $1.52 per depository share.
On the mandatory conversion date of April 1, 1996, each of the Company’s 6,500,000
depository shares was converted into one share of the Company’s common stock.



NOTE H.

EMPLOYEE BENEFIT AND STOCK PrANS

Benefits are provided to most employees under the Company’s 401(k) Savings Plan
under which contributions by employees are partially matched by the Company. The
aggregate cost of this plan to the Company was $3,025,000 in 1998, $2,081,000 in 1997
and $1,867,000 in 1996.

The Company’s 1988 Employee Stock Plan (the “1988 Plan”) provides that stock
options, associated limited stock appreciation rights, restricted shares of common stock,
stock units and other securities may be awarded to eligible individuals for periods of up
to 15 years. The 1988 Plan is the Company’s primary existing employee stock plan. The
Company also has a Performance-Based Incentive Plan for Senior Management (the
“Incentive Plan”) and the 1998 Stock Incentive Plan which provide for the same awards
as may be made under the 1988 Plan, but require that such awards be subject to certain
conditions which are designed to assure that annual compensation paid in excess of
$1,000,000 to participating executives is tax deductible for the Company.

Statement of Financial Accounting Standards No. 123, “Accounting for Stock-Based
Compensation” (“SFAS No. 1237), issued in October 1995, established financial account-
ing and reporting standards for stock-based employee compensation plans. As permitted
by SFAS No. 123, the Company elected to continue to use Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees” and related interpretations,
in accounting for its stock options. Had compensation expense for the Company’s stock
option plans been determined based on the fair value at the grant date for awards in
1998, 1997 and 1996 consistent with the provisions of SFAS No. 123, the Company’s net
income (loss) and diluted earnings (loss) per share would have been reduced to the pro
forma amounts as follows:

IN THOUSANDS, EXCEPT PER SHARE AMOUNTS YEARS ENDED NOVEMBER 30, 1998 1997 1996
Net income (loss) — as reported $95,207 |1$58,230 $(61,244)
Net income (loss) — pro forma 01,398 || 57,463  (61,757)
Diluted earnings (loss) per share — as reported 2.32 1.45 (1.80
Diluted earnings (loss) per share — pro forma 2.24 1.44 (1.82)

The fair value of each option grant is estimated on the date of grant using the Black-
Scholes option pricing model with the following assumptions used for grants in 1998,
1997 and 1996, respectively: a risk free interest rate of 4.38%, 5.84% and 5.88%, an
expected volatility factor for the market price of the Company’s common stock of
41.31%, 34.62% and 40.06%; a dividend yield of 1.19%, 1.38% and 2.33% and an expected
life of 4 years, 4 years and 6 years. The weighted average fair value of options granted in
1998, 1997 and 1996 was $6.09, $3.68 and $4.48, respectively.



Stock option transactions are summarized as follows:

1998 1997 1996
‘WEIGHTED ‘WEIGHTED ‘WEIGHTED
AVERAGE AVERAGE AVERAGE
EXERCISE EXERCISE EXERCISE
OPTIONS PrICcE OPTIONS Price OPTIONS Price

Options outstanding at
beginning of year

Granted

Exercised

Cancelled

2,747,318 $ 9.98

1,318,017  22.83
(995,235)  10.70
(105,033)  16.56

2,830,268 $10.00

387,000 14.07
(169,183) 12.10
(300,767)  14.25

2,406,718 $ 9.30

665,000 14.21
(37,100) 10.12
(204,350)  15.38

Options outstanding at

end of year

2,065,067 $15.22

2,747,318 $ 9.98

2,830,268 $10.00

Options exercisable at

end of year 1,586,455 $12.16 1,816,346 $ 7.92 1,732,468 $ 7.54
Options available for grant
at end of year 2,464,014 1,776,998 1,863,431

Stock options outstanding at November 30, 1998 are as follows:

OprT1IONS OUTSTANDING OPrTIONS EXERCISABLE

WEIGHTED
AVERAGE ‘WEIGHTED ‘WEIGHTED
REMAINING AVERAGE AVERAGE
CONTRACTUAL EXERCISE EXERCISE
RANGE OF EXERCISE PRICE OPTIONS Lirg PricE OPTIONS PricE
$ 4.38t0$ 4.75 847,222 4.65 $ 4.75 847,222 $ 4.75
$ $5.50 to $14.56 770,728 11.96 13.72 231,116 13.34
$16.13 to $21.59 858,100 9.01 21.32 01,600  18.53
$23.74 to $33.94 489,017 9.54  25.02 440,517  24.75
$ 4.38 to $33.94 2,965,067 8.62  $15.22 1,580,455 $12.16

The Company records proceeds from the exercise of stock options as additions to com-
mon stock and paid-in capital. The tax benefit, if any, is recorded as additional paid-in

capital.

In 1991, the Board of Directors approved the issuance of restricted stock awards under
the 1988 Plan of up to an aggregate 600,000 shares of common stock to certain officers
and key employees. Restrictions lapse each year through May 10, 2005 on specified por-
tions of the shares awarded to each participant so long as the participant has remained in
the continuous employ of the Company. Restricted shares under this grant outstanding
at the end of the year totaled 151,665 in 1998, 226,668 in 1997 and 255,001 in 1996.




NOTE 12.

INcoME TAXES

The components of pretax income (loss) are as follows:

IN THOUSANDS YeEArRS ENDED NOVEMBER 30, 1998 1997 1996
Domestic $136,042 || $87,545 $(51,399)
Foreign 10,525 || 3,485  (44,345)
Total pretax income (loss) $146,567 || $91,030 $(95,744)
The components of income taxes are as follows:
IN THOUSANDS ToTaL FEDERAL STATE FoORrEIGN
1998
Currently payable $ 52,628 $ 39,080 $ 8,408 $ 4,141
Deferred (1,328)  (3,1459) 1,817
Total $ 51,300 $ 36,844 $8,498 $ 5,958
1997
Currently payable $ 35,150 $ 28,254 $ 4,847 $ 2,058
Deferred (2,359)  (1,892) (467)
Total $ 32,800 $ 26,362  $ 4,847 $ 1,591
1996
Currently payable $ 5,659 $ 17,013 $(7,003) $ (4,351)
Deferred (40,159) (28,754) (11,405)
Total $(34,500) $(11,741) $(7,003) $(15,756)




Deferred income taxes result from temporary differences in the financial and tax bases of
assets and liabilities. Significant components of the Company’s deferred tax liabilities and
assets are as follows:

IN THOUSANDS NOVEMBER 30, 1998 1997

Deferred tax liabilities:

Installment sales $ 6,520 || $ 2,372
Bad debt and other reserves 166 333
Capitalized expenses 20,800 17,789
Partnerships and joint ventures 2,457 2,712
Computer equipment leases 432
Repatriation of foreign subsidiaries 12,018 11,785
Other 3,491 3,314
Total deferred tax liabilities 45,452 38,737
Deferred tax assets:

Wiarranty, legal and other accruals I5,31S 12,394
Depreciation and amortization 7,476 4,764
Capitalized expenses 0,827 6,684
Noncash charge for impairment of long-lived assets 8,902 | 13,307
Foreign tax credits 11,857 11,603
Net operating losses 931 1,099
Other 15,238 10,674
Total deferred tax assets 69,546 || 60,525
Net deferred tax assets $24,004 || $21,788

Net operating loss carryforwards expire in 1999, 2000, 2001 and 2003. The Company
expects that the entire deferred tax benefit of the tax loss carryforwards will be recog-
nized in future periods.

Income taxes computed at the statutory United States federal income tax rate and
income tax expense provided in the financial statements differ as follows:

IN THOUSANDS YeEars ENDED NOVEMBER 30, 1998 1997 1996
Amount computed at statutory rate $51,208 || $31,861 $(33,510)
Increase (decrease) resulting from:
State taxes, net of federal income tax benefit 5,524 3,150 (4,552)
Differences in foreign tax rates 1,594 (885) (167)
Intercompany dividends 977 352 1,170
Aftordable housing credits (3,351) || (2,046)  (2,024)
Other, net (4,742) 368 4,583
Total $51,300 || $32,800 $(34,500)

The Company has commitments to invest $13,123,000 over six years in affordable hous-
ing partnerships which are scheduled to provide tax credits.

The Company had foreign tax credit carryforwards at November 30, 1998 of $4,666,000
for United States federal income tax purposes which expire in 2000, 2002 and 2003.



The undistributed earnings of foreign subsidiaries, which the Company plans to invest
indefinitely and for which no United States federal income taxes have been provided,
totaled $17,565,000 at November 30, 1998. If these earnings were currently distributed, the

NOTE I3o

resulting withholding taxes payable would be $877,000.

GEOGRAPHICAL AND SEGMENT INFORMATION

Geographical and segment information follows:

OPERATING
INCOME IDENTIFIABLE
IN THOUSANDS REVENUES (Loss) ASSETS
1998
Construction:
California $1,105,849 $ 79,871  $ 055,920
Other U.S. 1,042,408 55,343 656,389
Foreign 254,709 13,458 230,235
Total construction 2,402,966 148,672 1,542,544
Mortgage banking 46,396 21,413 317,660
Total $2,449,362  $ 170,085  $1,860,204
1997
Construction:
California $ 993,021 $ 05,554 $ 717,949
Other U.S. 670,590 34,166 283,794
Foreign 179,103 2,031 132,118
Total construction 1,843,614 101,751 1,133,861
Mortgage banking 35,109 14,508 285,130
Total $1,878,723  $ 116,259  $1,418,99T
1996
Construction:
California $1,057,980 $ 065,308 $ 620,823
Other U.S. $16,921 33,251 234,959
Foreign 179,246 120 144,377
Noncash charge for impairment of
long-lived assets* (170,757)
Total construction 1,754,147 (72,078) 1,000,159
Mortgage banking 33,378 12,740 243,335
Total $1,787,525 % (59,338) $1,243,494

*The $170.8 million pretax noncash charge for impairment of long-lived assets was recorded in the

geographic regions as follows: California $112.1 million; France $43.5 million; and Other $15.2 million.




NOTE 14--

NOTE IS-

QUARTERLY RESULTS (UNAUDITED)

Quarterly results for the years ended November 30, 1998 and 1997 follow:

IN THOUSANDS, EXCEPT PER SHARE AMOUNTS First SECOND THIRD FourtH
1998

Revenues $426,245 $537,459 $0659,014 $820,044
Operating income 18,323 32,637 48,888 70,237
Pretax income 12,698 26,222 43,298 04,349
Net income 8,008 17,222 28,008 41,849
Basic earnings per share 21 44 .70 1.05
Diluted earnings per share .20 42 .68 1.02
1997

Revenues $347,2406 $415,000 $469,171 $647,3006
Operating income 14,266 23,629 29,595 48,769
Pretax income 6,044 16,705 23,763 43,0618
Net income 4,444 10,705 15,163 27,918
Basic earnings per share 1 .28 .39 72
Diluted earnings per share 1 27 .38 .69

Quarterly and year-to-date computations of per share amounts are made independently.
Therefore, the sum of per share amounts for the quarters may not agree with per share
amounts for the year.

SUBSEQUENT EVENTS

Subsequent to year end, eftective January 4, 1999, the Company acquired the remaining
equity interest in Houston-based General Homes. The Company invested approximately
$14,500,000 to acquire 49.7% of the outstanding stock of General Homes, bringing its
ownership interest to 100%. This transaction was financed by borrowings under the Com-
pany’s domestic unsecured revolving credit facility.

Effective January 7, 1999, the Company acquired substantially all of the homebuilding assets
of the Lewis Homes group of companies (“Lewis Homes”). Lewis Homes 1s engaged in the
acquisition, development and sale of residential real estate in California and Nevada. Prior to
the acquisition, Lewis Homes, based in Upland, California, was one of the largest privately
held single-family homebuilders in the United States based on units delivered, with esti-
mated unaudited revenues for the year ended December 31, 1998 of $700,000,000 on
approximately 3,600 unit deliveries. Lewis Homes also owned or controlled approximately
24,000 lots and had a backlog of approximately 9oo homes at December 31, 1998. Lewis
Homes’ principal markets are Las Vegas and Northern Nevada, Southern California, and the
greater Sacramento area in Northern California.

The estimated purchase price for Lewis Homes is $449,000,000, comprised of the assump-
tion of approximately $303,000,000 in debt and the issuance of 7,886,686 shares of the
Company’s common stock valued at approximately $146,000,000. The current estimated
purchase price was based on the net book values of the entities purchased and is subject to



adjustment based on the closing balance sheets as of December 31, 1998, which are
expected to be finalized before April 1, 1999. While it is anticipated that there will be fur-
ther adjustments to the purchase price, the Company does not expect such adjustments to
be material. The shares of Company common stock issued in the acquisition are
“restricted” shares and may not be resold without a registration statement or compliance
with Securities and Exchange Commission regulations that limit the number of shares that
may be resold in a given period. The Company has agreed to file a registration statement
tor those shares in three increments at the Lewis family’s request from July 1, 2000 to July 1,
2002. Under the terms of the purchase agreement, a Lewis family member has also been
appointed to the Company’s board of directors.

In connection with the acquisition of Lewis Homes, the Company obtained a
$200,000,000 unsecured term loan agreement with various banks (the “Term Loan Agree-
ment”) to refinance certain debt assumed. The Term Loan Agreement dated January 7,
1999 provides for payments of $25,000,000 due on January 31, 2000, April 30, 2000 and
July 31, 2000, with the remaining principal balance due on April 30, 2001. Interest is
payable monthly at the London Interbank Oftered Rate plus an applicable spread. Under
the terms of the Term Loan Agreement, the Company is required, among other things, to
maintain certain financial statement ratios and a minimum net worth and is subject to lim-
itations on acquisitions, inventories and indebtedness. The financing obtained under the
Term Loan Agreement did not impact the amounts available under the Company’s pre-
existing borrowing arrangements. The Company used borrowings under its existing domes-
tic unsecured revolving credit facility to refinance certain other debt assumed in the Lewis
Homes acquisition.

The acquisition consideration for Lewis Homes was determined by arm’-length negotia-
tions between the parties. The acquisition will be accounted for as a purchase, with the
results of Lewis Homes included in the Company’s consolidated financial statements as of

January 7, 1999.

On February 4, 1999, the Company adopted a new Stockholder Rights Plan to replace the
1989 Rights Plan, and declared a dividend distribution of one preferred share purchase
right for each outstanding share of common stock, such rights to be issued on March 7,
1999, simultaneously with the expiration of the rights issued under the 1989 Rights Plan.
Under certain circumstances, each right entitles the holder to purchase /;,,th of a share of
the Company’s Series A Participating Cumulative Preferred Stock at a price of $135.00,
subject to certain antidilution provisions. The rights are not exercisable until the earlier to
occur of (i) 10 days following a public announcement that a person or group has acquired
Company stock representing 15% or more of the aggregate votes entitled to be cast by all
shares of common stock or (i) 10 days following the commencement of a tender offer for
Company stock representing 15% or more of the aggregate votes entitled to be cast by all
shares of common stock. The holdings of or acquisitions by any of the members of the
Lewis family, a former officer of Lewis Homes and any entity
controlled by any of them (the “Lewis Holders”), who held in the aggregate approximately
16% of the Company’s common stock as of January 7, 1999, will not cause the rights to
become exercisable by virtue of their ownership so long as their aggregate ownership
remains below 17% of the issued and outstanding common stock. In the event the aggre-
gate ownership of the Lewis Holders falls below 15.5% of the issued and outstanding
shares of the Company’s common stock, the rights will become exercisable as described



above if their holdings should at anytime thereafter exceed 16% of the issued and outstand-
ing shares of the Company’s common stock. In the event the aggregate ownership of the
Lewis Holders falls below 14.5% of the issued and outstanding shares of the Company’s
common stock, the Lewis Holders’ exemption will terminate, and the rights will become
exercisable as described above. If, without approval of the Board of Directors, the Company
1s acquired in a merger or other business combination transaction, or 50% or more of the
Company’s assets or earning power is sold, each right will entitle its holder to receive,
upon exercise, common stock of the acquiring company having a market value of twice
the exercise price of the right; and if, without approval of the Board of Directors, any per-
son or group acquires Company stock representing 15% or more of the aggregate votes
entitled to be cast by all shares of common stock, each right will entitle its holder to
receive, upon exercise, common stock of the Company having a market value of twice the
exercise price of the right. At the option of the Company, the rights are redeemable prior
to becoming exercisable at $.005 per right. Unless previously redeemed, the rights will
expire on March 7, 2009. Until a right is exercised, the holder will have no rights as a
stockholder of the Company, including the right to vote or receive dividends.



REPORT OF

INDEPENDENT AUDITORS

To the Board of Directors and Stockholders of Kaufman and Broad Home Corporation:

We have audited the accompanying consolidated balance sheets of Kaufman and Broad Home Corpora-
tion as of November 30, 1998 and 1997, and the related consolidated statements of income, stockholders’
equity, and cash flows for each of the three years in the period ended November 30, 1998. These financial
statements are the responsibility of the Company’s management. Our responsibility is to express an opin-
ion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence sup-
porting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the over-
all financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the con-
solidated financial position of Kaufman and Broad Home Corporation at November 30, 1998 and 1997,
and the consolidated results of its operations and its cash flows for each of the three years in the period
ended November 30, 1998, in conformity with generally accepted accounting principles.

oamat ¥ LLP

Los Angeles, California
December 31, 1998, except as to Note 15, as to which the date is February 4, 1999

REPORT ON

FINANCIAL STATEMENTS

The accompanying consolidated financial statements are the responsibility of management. The state-
ments have been prepared in conformity with generally accepted accounting principles. Estimates and
judgments of management based on its current knowledge of anticipated transactions and events are
made to prepare the financial statements as required by generally accepted accounting principles. Man-
agement relies on internal accounting controls, among other things, to produce records suitable for the
preparation of financial statements.

The responsibility of our external auditors for the financial statements is limited to their expressed opin-
ion on the fairness of the consolidated financial statements taken as a whole. Their examination is per-
formed in accordance with generally accepted auditing standards which include tests of our accounting
records and internal accounting controls and evaluation of estimates and judgments used to prepare the
financial statements. The Company employs a staff of internal auditors whose work includes evaluating
and testing internal accounting controls.

An audit committee of outside members of the Board of Directors periodically meets with management,
the external auditors and the internal auditors to evaluate the scope of auditing activities and review
results. Both the external and internal auditors have the unrestricted opportunity to communicate pri-
vately with the audit committee.

WA

Michael E Henn
Senior Vice President and Chief Financial Officer
December 31, 1998
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ARCHITECTURE GROUP

8or Corporate Center Drive
Suite 180

Pomona, California 91768
(949) 509-7505

(949) 854-5108 Fax

CoLorADO Di1visiON

8401 E. Belleview Avenue, Suite
200

Denver, Colorado 80237

(303) 220-6000

(303) 773-1930 Fax

CORPORATE OFFICE

10990 Wilshire Boulevard,
Seventh Floor

Los Angeles, California 9oo24
(310) 231-4000

(310) 231-4222 Fax

GREATER LA DivisioN

8or Corporate Center Drive
Suite 201

Pomona, California 91768
(909) 802-1100

(909) 8o2-1111 Fax

HOUSECALL CENTER
4226 Rosewood Drive
Pleasanton, California 94588
1(800) 34-HOMES

(925) 467-5506 Fax

MONTEREY Bay Division
1604 North Main Street
Salinas, California 93906
(408) 442-7615

(408) 442-8839 Fax

MoRrTGAGE COMPANY

21650 Oxnard Street

Third Floor

Woodland Hills, California 91367
(818) 887-2275

(818) 712-2422 Fax

Murrti-Housing Grour
320 Golden Shore, Suite 200
Long Beach, California 9o802
(562) 256-2000

(562) 256-2001 Fax

NEvADA REGION

LAs VEGgas DivisioN

7440 S. Industrial Road, Suite 201
Las Vegas, Nevada 89139

(702) 261-1300

(702) 261-1301 Fax

LOCATIONS

Reno Office:
1380 Greg Street, #230
Sparks, Nevada 89431

(702) 331-0345
(702) 331-0360 Fax

New MEex1co DivisioN

4921 Alexander, NE, Suite B
Albuquerque, New Mexico 87107
(505) 344-9400

(505) 344-5700 Fax

NORTHERN CALIFORNIA Divi-
SION

Modesto Office:

47071 Sisk Road

Modesto, California 95356

(209) 545-6500

(209) 545-6550 Fax

Sacramento Office:

0216 Kiefer Boulevard
Sacramento, California 95826
(916) 362-9275

(916) 364-9364 Fax

San Ramon Office:

3130 Crow Canyon Place, Suite
300

San Ramon, California 94583
(925) 866-9669

(925) 866-7137 Fax

ORANGE COUNTY DivisioNn
36 Technology Drive, Suite 150
Irvine, California 92618

(949) 790-9100
(949) 790-9119 Fax

PHOENIX DI1visioNn

Two Gateway

432 North 44th Street #115
Phoenix, Arizona 85008
(602) 306-1000

(602) 306-1010 Fax

SAN Dieco DivisioN

12235 El Camino Real, Suite 100
San Diego, California 92130
(619) 259-6000

(619) 259-5108 Fax

SoutH Bay Division

2201 Walnut Avenue, Suite 150
Fremont, California 94538
(510) 792-2900

(s10) 792-5262 Fax

Texas REGION
AUSTIN D1visioN
11911 Burnet Road
Austin, Texas 78758
(s12) 833-8880
(512) 833-9850 Fax

Darras DivisioN

2611 Westgrove, Suite 101
Carrollton, Texas 75006
(972) 267-0700

(972) 267-0701 Fax

HousTtoN DivisioN

0990 Richmond Suite 400
Houston, Texas 77042
(713) 977-6633

(713) 977-6678 Fax

SAN ANTONIO D1vision
4800 Fredericksburg Road
San Antonio, Texas 78229
(210) 349-1111

(210) 344-7s11 Fax

TucsoN Division

5780 N. Swan Road, Suite 100
Tucson, Arizona 85718

(520) 577-7007

(520) 299-2725 Fax

UtaH DivisioN

1225 East Fort Union Boulevard
Suite 215

Midvale, Utah 84047

(801) 5614500

(801) 561-4608 Fax

INTERNATIONAL

KAUFMAN AND BroaD FRANCE
Tour Maine Montparnasse

33 Avenue due Maine

75755 Paris, Cedex 15
OIT-331-4-538-2000
01I-331-4-538-2250 Fax

KAUFMAN Y BROAD DE MEXICO
Andres Bello #45, Piso 22

Col. Polanco CP

11560 Mexico, D.E
011-525-280-6222
011-525-280-6833 Fax

SMCI

44 rue Washington
75008 PARIS
0I1-331-45-61-70-00
011-331-45-61-72-75 Fax



STOCKHOLDER

INFORMATION

ComMmMON STOCK PRICES

1998 1997
Hicu Low Hicu Low

First Quarter $267/3  $205/ 15 | $14% 31;113{L

Second Quarter 34%/5 225/ 5| 15 I/4 127,
Third Quarter 35 213/8 22% 143/4
Fourth Quarter 3ty 17l/g | 23% 181/,

DivibeND DATA

Kaufman and Broad Home Corporation paid a quar-
terly cash dividend of $.075 per common share in 1998
and 1997.

ANNUAL STOCKHOLDERS MEETING

The annual stockholders’ meeting will be held at the
Company’s offices at 10990 Wilshire Boulevard, Seventh
Floor, in Los Angeles, California, at 9:00 a.m. on Thurs-
day, April 1, 1999.

Stock EXCHANGE LISTINGS

The Company’s common stock (ticker symbol: KBH) is
listed on the New York Stock Exchange and is also
traded on the Boston, Cincinnati, Midwest, Pacific and
Philadelphia Exchanges.

TRANSFER AGENT
ChaseMellon Shareholder Services
85 Challenger Road

Ridgefield Park, New Jersey 07660
(800) 356-2017
www.chasemellon.com

INDEPENDENT AUDITORS
Ernst & Young LLP
Los Angeles, California

SHAREHOLDER INFORMATION

Kaufman and Broad Home Corporation common stock
is traded on the New York Stock Exchange under the
symbol KBH. There were approximately 47,898,793
shares outstanding as of February 1, 1999.

Form 10-K

The Company’s Report on Form 10-K filed with the
Securities and Exchange Commission may be obtained
without charge by writing to Investor Relations, Kauf-
man and Broad Home Corporation or by calling 1-888-
KBH-NYSE toll free.

COMPANY INFORMATION

News and earnings releases may be obtained at no
charge by facsimile. Call 1-888-KBH-NYSE toll free.
Company information may also be obtained on-line
through Company News On Call at HYPERLINK
WWW.prnewswire.com.

HEADQUARTERS

Kaufman and Broad Home Corporation
10990 Wilshire Boulevard, Seventh Floor
Los Angeles, California 90024

(310) 231-4000

(310) 231-4222 Fax
www.kaufmanandbroad.com
Location and Community Information:
(800) 34-HOMES

INVESTOR CONTACT

Mary M. McAboy

Vice President, Investor Relations
Kaufman and Broad Home Corporation
10990 Wilshire Boulevard, Seventh Floor
Los Angeles, California 90024

(310) 231-4033
mmcaboy@kbhomes.com

BONDHOLDER SERVICES ADDRESSES
PHONE NUMBERS

8 I/4_% $189,750,000 FELINE PRIDES —
Due 8/16/01

Trustee:

The First National Bank of Chicago
Corporate Trust Investor Relations

One First National Plaza

Mail Suite 0126

Chicago, lllinois 60670-0126
bondholder@em.fcnbd.com

(800) 524-9472

93/¢% $175,000,000 Note — Due 5/1/03
Trustee:

State Street Bank and Trust Company
of California, N.A.

Corporate Trust Department

633 West 5th Street, 12th Floor

Los Angeles, California 90071
corporatetrust.statestreet.com

(800) 531-0368

73/ % $175,000,000 Note — Due 10/15/04
95/8% $125,000,000 Note — Due 11/15/06
Trustee:

Sun Trust Bank, Atlanta

Corporate Trust Division

3495 Piedmont Road

Building 10, Suite 810

Atlanta, Georgia 30305

(800) 711-1614



