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PART 1

Item 1. Business

Except as otherwise described herein or the context otherwise requires, all references to “Stratus,” “we,” “us,” and “our” in this
Form 10-K refer to Stratus Properties Inc. and all entities owned or controlled by Stratus Properties Inc. All of our
periodic report filings with the Securities and Exchange Commission (SEC) pursuant to Section 13(a) or 15(d) of the
Securities Exchange Act of 1934, as amended, are available, free of charge, through our web site,
www.stratusproperties.com, including our annual report on Form 10-K, quarterly reports on Form 10-Q, current

reports on Form 8-K and any amendments to those reports. These reports and amendments are available through our
web site as soon as reasonably practicable after we electronically file or furnish such material to the SEC. All
subsequent references to “Notes” in this report refer to the Notes to Consolidated Financial Statements located in Item 8.
of this Form 10-K.

Overview

We are engaged in the acquisition, development, management, operations and sale of commercial, multi-family and
residential real estate properties located primarily in the Austin, Texas area.

Our principal real estate holdings are in southwest Austin, Texas. We also own undeveloped commercial property in
San Antonio, Texas. The number of developed lots, developed or under development acreage and undeveloped
acreage as of December 31, 2008, that comprise our principal properties are presented in the following table.

Acreage
Developed or Under Development Undeveloped
Developed Single Multi- Single Total

Lots Family  family = Commercial  Total Family Commercial  Total Acreage
Austin
Barton Creek 125 358 249 376 983 510 20 530 1,513
Lantana - - - - - - 223 223 223
Circle C 98a  148a - 265 413 - 122 122 535
W Austin
Hotel
& Residences - - - 2b 2 - - - 2
San Antonio
Camino Real - - - - - - 2 2 2
Total 223 506 249 643 1,398 510 367 877 2,275

a. Relates to Meridian, an 800-lot residential development.
b. Represents a city block in downtown Austin planned for a mixture of hotel, residential, retail, office and
entertainment uses.

Our other Austin holdings at December 31, 2008, consisted of two 75,000-square-foot office buildings at 7500 Rialto
Boulevard (7500 Rialto) located in our Lantana development, a 22,000-square-foot retail complex representing phase
one of Barton Creek Village and two retail buildings totaling 21,000 square feet at the 5700 Slaughter project in Circle
C.

For information about our operating segments see “Results of Operations” within Items 7. and 7A. and Note 14.
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Company Strategies and Development Activities

Our overall strategy is to enhance the value of our properties by securing and maintaining development entitlements
and developing and building real estate projects on these properties for sale or investment. We also continue to
investigate and pursue opportunities for new projects that offer the possibility of acceptable returns and risk. As a
result of the settlement of certain development-related lawsuits and an increasing level of cooperation with the City of
Austin (the City) regarding the development of our properties, we substantially increased our development activities
and expenditures during the last five years (see discussion below), which has resulted in our debt increasing to $63.4
million at December 31, 2008. We also had cash, cash equivalents and investments in U.S. treasury securities of $32.5
million at December 31, 2008. We have funded our development activities primarily through sales proceeds, $40.0
million of unsecured term loans and our
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expanded credit facility (see “Credit Facility and Other Financing Arrangements” below and Note 9), which was
established as a result of the financing relationship we have built with Comerica Bank (Comerica) over the past
several years. In August 2002, the City granted final approval of a development agreement (Circle C settlement) and
permanent zoning for our real estate located within the Circle C community, thereby establishing all essential
municipal development regulations applicable to our Circle C properties for 30 years (see “Development and Other
Activities” within Items 7. and 7A. and Note 13). The credit facility and other sources of financing have increased our
financial flexibility and, together with the Circle C settlement, have allowed us to focus our efforts on developing our
properties, acquiring other properties and increasing shareholder value. In addition, we continue to pursue additional
development opportunities, and currently believe we can obtain bank financing necessary for developing our
properties, although our ability to obtain bank financing in the future may be impacted by the current United States
(U.S.) economic conditions.

Our progress towards accomplishing these goals includes the following:

e QOver the past several years we have successfully permitted and developed significant projects in our Barton Creek
and Lantana project areas.

Barton Creek

Calera. In 2002, we secured subdivision plat approval for a new residential subdivision called Calera, which consists
of 155 lots. During 2004, we began construction of 16 courtyard homes at Calera Court, the 16-acre initial phase of
the Calera subdivision. The second phase of Calera, Calera Drive, consisting of 53 single-family lots, many of which
adjoin Fazio Canyons Golf Course, received final plat and construction permit approval in 2005. In the third quarter of
2005, development of these lots was completed and the initial lots were sold. As of December 31, 2008, four
courtyard homes at Calera Court and eight lots at Calera Drive remained unsold. Construction of the final phase,
known as Verano Drive, began in the first quarter of 2007 and was completed in July 2008. Verano Drive includes 71
single-family lots, three of which were sold in July 2008.

Amarra Drive. During 2007, we completed development of Amarra Drive Phase I, the initial phase of the Amarra
Drive subdivision. Amarra Drive Phase I includes eight lots, one of which was sold in September 2007, with sizes
ranging from approximately one to four acres, some of which are course-side lots on the Fazio Canyons Golf Course
and others are secluded lots adjacent to the Nature Conservancy of Texas. In January 2008, we commenced
development of Amarra Drive Phase II, which consists of 35 lots on 51 acres and two townhome tracts on 31 acres.
Development was substantially completed in October 2008.

Mirador and Escala Drive. We completed construction of Mirador, a subdivision within the Barton Creek community
adjoining the Escala Drive subdivision. We developed 34 estate lots in the Mirador subdivision, with each lot
averaging approximately 3.5 acres in size, and have sold 32 of these lots. As of December 31, 2008, we owned two
Mirador estate lots. By the end of 2006, we had sold all of the 54 lots at Escala Drive in the Barton Creek community.

Wimberly Lane. During 1999, we completed the development of 75 residential lots at the Wimberly Lane subdivision
at Barton Creek, all of which were sold by the end of 2003. During 2004, we completed the development of 47 lots in
the second phase of Wimberly Lane (Wimberly Lane Phase II), and we also entered into a contract with a national
homebuilder to sell 41 of these Wimberly Lane Phase II lots. We sold the last homebuilder lot in January 2008 and
have one Wimberly Lane lot remaining for sale.

Barton Creek Village. In the second quarter of 2007, we completed the first phase of Barton Creek Village, which
includes a 22,000-square-foot retail complex. In July 2007, we began construction of a 3,300-square-foot bank
building within this retail complex, and it was completed in early 2008. As of December 31, 2008, the first retail
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complex was 71 percent leased and the bank building is leased through 2022. Construction of the second retail
complex is expected to begin during 2010.
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Lantana

Lantana is a partially developed, mixed-use real-estate development project. As of December 31, 2008, we had
remaining entitlements for approximately 1.0 million square feet of office and retail use on 223 acres. Regional utility
and road infrastructure is in place with capacity to serve Lantana at full build-out permitted under our existing
entitlements.

In 2006, we sold 7000 West for $22.3 million (see “Discontinued Operations” below and Note 12) and a 58-acre tract at
Lantana to Advanced Micro Devices, Inc. (NYSE: AMD) for $21.2 million. As demand for office space within

Lantana increased, we constructed a second 75,000-square-foot office building at 7500 Rialto Boulevard, which was
completed in September 2006. As of December 31, 2008, occupancy was 97 percent for the first Rialto Boulevard
office building and 100 percent for the second office building.

¢ In December 2006, we purchased a city block in downtown Austin, Texas to develop as a multi-use property.
The W Austin Hotel & Residences

In December 2006, we acquired a city block in downtown Austin for $15.1 million. The project, known as the W
Austin Hotel & Residences project, is planned for a mixture of hotel, residential, retail, office and entertainment uses
on approximately two acres. We have executed agreements with Starwood Hotels & Resorts Worldwide, Inc. for the
development of a W Hotel & Residences on the site. Effective May 1, 2008, we entered into a joint venture with
Canyon-Johnson Urban Fund II, L.P., (Canyon-Johnson) for the development of the W Austin Hotel & Residences
project (see Note 6). At December 31, 2008, we had $2.1 million of borrowings outstanding under the W Austin Hotel
& Residences project construction loan and total remaining commitments available of approximately $163 million
(see Note 9). Construction of the $300 million project commenced in the second quarter of 2008 and is proceeding as
scheduled. See Note 15 for additional discussion of Corus Bank, N.A. (Corus), the bank providing the construction
loan.

e We have made significant progress in obtaining the permitting necessary to pursue development of additional
Austin-area properties.

Circle C Community

We obtained permits and approvals necessary to develop 1.16 million square feet of commercial space, 504
multi-family units and 830 single-family residential lots. The Circle C settlement, effective August 2002, firmly
established all essential municipal development regulations applicable to our Circle C properties for 30 years. The
City also provided us $15 million of cash incentives in connection with our future development of our Circle C and
other Austin-area properties. These incentives, which are in the form of Credit Bank capacity, can be used for City
fees and for reimbursement of certain infrastructure costs. Annually, we may elect to sell up to $1.5 million of the
incentives to other developers for their use in paying City fees related to their projects. As of December 31, 2008, we
have permanently used $8.2 million of our City-based incentives including cumulative sales of $4.1 million to other
developers, and we also have $2.8 million in Credit Bank capacity in use as temporary fiscal deposits. At December
31, 2008, unencumbered Credit Bank capacity was $4.0 million.

We are developing the Circle C community based on the entitlements secured in our Circle C settlement with the City,
as amended in 2004. In 2005, we commenced the first phase of construction and contracted to sell a total of 494 of a
total 800 lots in our Meridian project to three national homebuilders in four phases. Sales for each of the four phases
commence upon substantial completion of development for that phase, and continue every quarter until all of the lots
have been sold. The first and second phases each consisted of 134 lots. The first phase was substantially completed at

9
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the end of 2005. Development of the second phase was substantially completed in March 2006. Development of the
108-lot third phase of Meridian was completed in September 2007. The 118-lot fourth phase commenced in early
2008 and was completed in June 2008.

In 2006, we signed another contract with a national homebuilder for 42 additional lots. Development of those lots
commenced in April 2007 and substantial completion occurred in April 2008. Construction of the final phase of
Meridian, which consists of 57 one-acre lots, is expected to commence in 2010.

3
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In addition, several retail sites at the Circle C community received final City approvals and are being developed. In the
third quarter of 2008, we completed the construction of two retail buildings totaling 21,000 square feet at the 5700
Slaughter project. This retail project also includes a 4,000-square-foot building on an existing ground lease. Leasing
for the two buildings is under way with 22 percent of the 21,000-square-foot retail complex leased as of December 31,
2008, and the initial tenants have opened for business. We expect the 21,000-square-foot retail complex to be fully
leased by the end of 2009.

The Circle C community also includes Parkside Village, an 80,000-square-foot planned retail project. The project will
be developed in two phases. The first phase will consist of a 34,000-square-foot building to accommodate a
full-service restaurant and theater. The second phase will consist of three tilt-wall retail buildings at 14,775 square
feet, 8,075 square feet and 7,600 square feet, and two pads available for ground leases. We are pursuing final permits
and entitlements to position the project for commencement of construction when appropriate.

Escarpment Village, a 168,000-square-foot retail project anchored by a grocery store, opened in May 2006. On
October 12, 2007, we sold Escarpment Village for $46.5 million, before closing costs and other adjustments (see
“Discontinued Operations” below and Note 12).

e We believe that we have the potential right to receive approximately $13.8 million of future reimbursements
associated with previously incurred Barton Creek utility infrastructure development costs.

At December 31, 2008, we had approximately $4.1 million of expected future reimbursements of previously incurred
costs recorded as a component of “Real estate, commercial leasing assets and facilities, net” on our balance sheet. The
remaining potential future reimbursements are not recorded on our balance sheet because they relate to costs incurred
prior to the 1995 formation of the Barton Creek Municipal Utility District (MUD). Since these costs pre-date the
formation of the MUDs, there is less certainty in their potential reimbursement. Costs incurred after the 1995
formation of the MUDs were capitalized into property costs and subsequently expensed through cost of sales as
properties sold. A significant portion of the substantial additional costs which we will incur in the future as our
development activities at Barton Creek continue, is expected to be eligible for reimbursement. We received total
infrastructure reimbursements, comprised of Barton Creek MUD reimbursements, of $7.2 million during 2008, $4.8
million during 2007 and $1.6 million during 2006.

e We completed the development and related sale of lots for a project in Plano, Texas.
Deerfield

In January 2004, we acquired the Deerfield property in Plano, Texas, for $7.0 million. The property was zoned and
subject to a preliminary subdivision plan for 234 residential lots. We executed agreements with a national
homebuilder, whereby the homebuilder paid us $1.4 million for an option to purchase all 234 lots over 36 monthly
take-downs. The net purchase price for each of the 234 lots was $61,500, subject to certain terms and conditions. The
$1.4 million non-refundable option payment was applied against subsequent purchases of lots by the homebuilder
after certain thresholds were achieved and was recognized by us as income as lots were sold. In October 2005, we
executed a revised agreement with the homebuilder, increasing the lot sizes and average purchase price to $67,150
based on a new total of 224 lots. In January 2008, we sold the remaining lots.

e We formed a joint venture in November 2005 to purchase and develop a multi-use property in Austin, Texas.

Crestview Station

11
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In November 2005, we formed a joint venture partnership with Trammell Crow to acquire an approximate 74-acre
tract at the intersection of Airport Boulevard and Lamar Boulevard in Austin, Texas for $7.7 million. The property,
known as Crestview Station, is a single-family, multi-family, retail and office development, which is located on the
future commuter rail line approved by City voters. With Trammel Crow, we have completed environmental
remediation, which the State of Texas certified as complete in September 2007, and permitting the property.
Infrastructure development of Crestview Station is progressing. The initial phase of utility and roadway infrastructure
is under construction and expected to be completed by the end of 2009. Crestview Station sold substantially all of its
multi-family and commercial properties in 2007. The joint

4
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venture retained the single family component of Crestview Station and two commercial sites, one of which was sold in
the first quarter of 2008. The joint venture is currently processing permits to develop the residential portion of
Crestview Station as a 450-unit transit-oriented neighborhood. At December 31, 2008, our investment in the
Crestview Station project totaled $2.3 million and the joint venture partnership had $9.1 million of outstanding debt,
of which we guarantee $1.9 million (see Notes 8 and 15).

Credit Facility and Other Financing Arrangements

Acquiring and maintaining adequate financing is an important element of our business. For information about our
credit facility and other financing arrangements, see “Credit Facility and Other Financing Arrangements” within Items 7.
and 7A. and Note 9.

Discontinued Operations

On March 27, 2006, we sold Stratus 7000 West Joint Venture (7000 West) and on October 12, 2007, we sold the
Escarpment Village shopping center. As a result, 7000 West and Escarpment Village are reported as discontinued
operations and the consolidated financial statements for all periods have been adjusted to reflect this presentation. For
information about our discontinued operations, see ‘“Discontinued Operations” within Items 7. and 7A. and Note 12.

Regulation and Environmental Matters

Our real estate investments are subject to extensive local, city, county and state rules and regulations regarding
permitting, zoning, subdivision, utilities and water quality as well as federal rules and regulations regarding air and
water quality and protection of endangered species and their habitats. Such regulation has delayed and may continue

to delay development of our properties and result in higher developmental and administrative costs. See “Risk Factors.”
We have made, and will continue to make, expenditures for the protection of the environment with respect to our real
estate development activities. Emphasis on environmental matters will result in additional costs in the future. Based

on an analysis of our operations in relation to current and presently anticipated environmental requirements, we
currently do not anticipate that these costs will have a material adverse effect on our future operations or financial
condition.

Employees

At December 31, 2008, we had a total of 23 employees located at our Austin, Texas headquarters. We do not have any
union employees. We believe we have a good relationship with our employees. Since January 1, 1996, numerous
services necessary for our business and operations, including certain executive, administrative, accounting, financial,
tax and other services, have been performed by FM Services Company (FM Services) pursuant to a services
agreement. FM Services is a wholly owned subsidiary of Freeport-McMoRan Copper & Gold Inc. FEither party may
terminate the services agreement at any time upon 60 days notice or earlier upon mutual written agreement.

5
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Item 1A. Risk Factors

This report includes “forward looking statements” within the meaning of Section 27A of the Securities Act of 1933 and
Section 21E of the Securities Exchange Act of 1934, including statements about our plans, strategies, expectations,
assumptions and prospects. ‘“Forward-looking statements” are all statements other than statements of historical fact, or
current facts, that address activities, events, outcomes and other matters that we plan, expect, intend, assume, believe,
budget, predict, forecast, project, estimate or anticipate (or other similar expressions) will, should or may occur in the
future, such as: statements regarding our financial plans; our indebtedness; share repurchases; strategic plans; future
financing plans; development and capital expenditures; obtaining necessary permits for new developments; and other
plans and objectives.

Forward-looking statements are based on our assumptions and analysis made in light of our experience and perception
of historical trends, current conditions, expected future developments and other factors that we believe are appropriate
under the circumstances. These statements are subject to a number of assumptions, risks and uncertainties, including
the risk factors discussed below and in our other filings with the SEC, general economic and business conditions, the
business opportunities that may be presented to and pursued by us, changes in laws or regulations and other factors,
many of which are beyond our control. Readers are cautioned that forward-looking statements are not guarantees of
future performance, and the actual results or developments may differ materially from those projected, predicted or
assumed in the forward-looking statements. Important factors that could cause actual results to differ materially from
our expectations include, among others, the following:

Economic conditions could negatively impact our business.

Our business is affected by local, national and worldwide economic conditions and the condition and levels of activity
in the real estate industry. During 2008, worldwide economic conditions significantly deteriorated, and the U.S.
economy and most other major economies entered a recessionary period. We are unable to predict how long these
global recessionary conditions will continue, but it is reasonable to expect that our financial performance will continue
to be adversely affected as long as current conditions continue.

The continuation of the current recessionary environment could also pose a threat to the ability of our insurers,
suppliers, customers and financial institutions to perform their obligations. Although we monitor the creditworthiness
of the third parties with whom we do business, if any such party fails to perform, our financial results could be
adversely affected and we could incur losses and our liquidity could be negatively impacted.

A prolonged recession could result in a lower level of economic activity, decreased real estate development and
increased uncertainty regarding real estate prices and the capital and credit markets. A lower level of real estate
development could have a material adverse effect on our business, which may also adversely affect our revenues. If
the capital and credit markets continue to experience volatility and the availability of funds remains limited, we may
incur increased costs associated with any additional financing we may require for future operations.

We are vulnerable to concentration risks because our operations are almost exclusive to the Austin, Texas, market.

Our real estate activities are almost entirely located in Austin, Texas. Because of our geographic concentration and
limited number of projects, our operations are more vulnerable to local economic downturns and adverse
project-specific risks than those of larger, more diversified companies. The performance of the Austin economy
greatly affects our sales and consequently the underlying values of our properties. Our geographic concentration may
create increased vulnerability during regional economic downturns, which can significantly affect our financial
condition and results of operations.

14
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To continue development of the W Austin Hotel & Residences project, we may need to obtain additional financing,
which could be difficult in the current credit market.

We currently have agreements with third parties to support the funding and development of our W Austin Hotel &
Residences project. In May 2008, the joint venture entered into a construction loan agreement with Corus under which
the joint venture has the ability to borrow up to an aggregate of $165 million to fund the construction, development
and marketing costs of the W Austin Hotel & Residences project. On February 18, 2009, Corus

6
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entered into a written agreement with the Federal Reserve Bank of Chicago and a consent order with the Office of the
Comptroller of the Currency (collectively, the Regulatory Agreements). We are unsure how the Regulatory
Agreements will affect the construction loan agreement. As a result of the continued downturn in the real estate
industry, current market and economic conditions, and Corus’ entry into the Regulatory Agreements, Corus may
become unable or unwilling to fund any of our joint venture’s future borrowing requests. We are pursuing other
options for financing the W Austin Hotel & Residences project, including additional equity contributions by Stratus
and our joint venture partner, obtaining financing from other financial institutions, admitting new equity partners, or a
combination of these alternatives, if Corus fails to fulfill its obligations. Alternate financing may not be available on
favorable terms, if at all. If Corus is unable or unwilling to fulfill its funding obligations, and if alternate financing
cannot be obtained, we may be required to delay further construction of the project until additional sources of
financing are available or we may be required to write down our investment at amounts that could be significant.

We currently participate in two joint ventures and may participate in other joint ventures in the future. We could be
adversely impacted if any of our joint venture partners would fail to fulfill their obligations or if we had disagreements
with any of our joint venture partners.

We currently have investments in and commitments to two joint ventures with unrelated parties to develop land and
we may participate in other joint ventures in the future. Under existing joint venture agreements, we and our joint
venture partners could be required to, among other things, provide guarantees of obligations or contribute additional
capital until specified capital contribution requirements are met and we may have little or no control over the amount
or timing of these obligations. In some circumstances, decisions of the joint venture are made by unanimous vote of
the partners. As a result of the continued downturn in the real estate industry and current market and economic
conditions, our existing joint ventures or the joint venture partners may become unable or unwilling to fulfill their
economic or other obligations. If our joint venture partners are unable or unwilling to fulfill their obligations or if we
have any disagreements with our joint venture partners, we may be required to fulfill those obligations alone, expend
additional resources to continue development of projects or delay further construction of projects, or we may be
required to write down our investments at amounts that could be significant.

We may participate in other joint ventures in the future, which could subject us to certain risks, which may not
otherwise be present, including:

¢ the potential that our joint venture partner may not perform;

¢ the joint venture partner may have economic, business or legal interests or goals that are inconsistent with or
adverse to our interests or goals or the goals of the joint venture;

¢ the joint venture partner may take actions contrary to our requests or instructions or contrary to our objectives or
policies;

e the joint venture partner might become bankrupt or fail to fund its share of required capital contributions;

¢ we and the joint venture partner may not be able to agree on matters relating to the property; and

® we may become liable for the actions of our third-party joint venture partners.

Any disputes that may arise between joint venture partners and us may result in litigation or arbitration that would
increase our expenses and prevent us from focusing our time and effort on the business of the joint ventures.

If we are unable to generate sufficient cash from operations, we may find it necessary to curtail our development
activities.

Significant capital resources will be required to fund our development expenditures. Our performance continues to

depend on future cash flows from real estate sales and rental income, and there can be no assurance that we will
generate sufficient cash flow or otherwise obtain sufficient funds to meet the expected development plans for our

16
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properties.

If we are not able to obtain suitable financing or our credit ratings are lowered, our business and results of operations
may decline.

Our business and results of operations depend substantially on our ability to obtain financing for our real estate
developments. The availability of financing from banks and the public debt markets has declined significantly.

7
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Because of the deterioration of the credit markets and the uncertainties that exist in the economy and for real estate
developers in general, we cannot be certain that we will be able to replace existing financing or find additional sources
of financing on reasonable terms or at all. In such an event, we could be precluded from sustaining our operations at
current levels.

The conditions of the capital markets may adversely affect our ability to draw on our revolving credit facility as well
as have an adverse effect on other financial transactions.

Global financial markets continue to be under considerable stress, and traditional sources of equity and debt for capital
or financing continue to be difficult to find. In particular, the cost of raising funds from the debt and equity capital
markets has increased substantially while the availability of funds has diminished significantly. Many lenders and
institutional investors have increased interest rates, enacted tighter lending or investment standards, refused to
refinance existing debt at maturity at all or on terms similar to our current debt.

Because of these factors, we cannot be certain that funding will be available if needed and to the extent required, on
acceptable terms. If funding is not available when needed, or is available only on unfavorable terms, we may be
unable to meet our obligations as they come due or be required to post collateral to support our obligations, or we may
be unable to implement our development plan, enhance our existing projects, complete projects or otherwise take
advantage of business opportunities or respond to competitive pressures, any of which could have a material adverse
effect on our revenues and results of operations.

If other financial institutions that have extended credit commitments to us are adversely affected by the conditions of
the capital markets, they may become unable to fund borrowings under our credit commitments with them, which
could have a material and adverse impact on our financial condition and our ability to borrow additional funds, if
needed, for working capital, capital expenditures, acquisitions, investments, development and other corporate
purposes.

Our indebtedness could adversely affect our operating results and financial condition.

As of December 31, 2008, the outstanding principal amount of our indebtedness was $63.4 million. Our level of
indebtedness could have important consequences. For example, it could:

® increase our vulnerability to adverse changes in economic and industry conditions;

e require us to dedicate a substantial portion of our cash flow from operations and proceeds from asset sales to
pay or provide for our indebtedness, thus reducing the availability of cash flows to fund working capital,
capital expenditures, acquisitions, investments and other general corporate purposes;

¢ limit our flexibility to plan for, or react to, changes in our business and the market in which we operate;

e place us at a competitive disadvantage to our competitors that have less debt; and

¢ limit our ability to borrow money to fund our working capital, capital expenditures, debt service requirements and
other financing needs.

In addition, the terms of the agreements governing our indebtedness include restrictive covenants and require that
certain financial ratios be maintained. We may also need to incur additional indebtedness in the future in the ordinary
course of business to fund our development projects and our operations. If new debt is added to current debt levels,
the risks described above could intensify. Further, if future debt financing is not available to us when required or is not
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available on acceptable terms, as mentioned above, we may be unable to grow our business, take advantage of
business opportunities, respond to competitive pressures or refinance maturing debt, any of which could have a
material adverse effect on our operating results and financial condition.
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Our results of operations, cash flows and financial condition are greatly affected by the performance of the real estate
industry.

The real estate industry is highly cyclical and is affected by changes in national, global and local economic conditions,
which, as mentioned above, have significantly deteriorated in the last year, and events, such as employment and
income levels, availability of financing, interest rates, consumer confidence and overbuilding or decrease in demand.
Our real estate activities are subject to numerous factors beyond our control, including local real estate market
conditions (both where our properties are located and in areas where our potential customers reside), substantial
existing and potential competition, general national, regional and local economic conditions, fluctuations in interest
rates and mortgage availability, changes in demographic conditions and changes in government regulations or
requirements. The occurrence of any of the foregoing could result in a reduction or cancellation of sales and/or lower
gross margins for sales. Lower than expected sales as a result of these occurrences could have a material adverse
effect on the level of our profits and the timing and amounts of our cash flows.

Real estate investments often cannot easily be converted into cash and market values may be adversely affected by
these economic circumstances, market fundamentals, competition and demographic conditions. Because of the effect
these factors have on real estate values, it is difficult to predict the level of future sales or sales prices that will be
realized for individual assets.

Mortgage financing issues, including lack of supply of mortgage loans and tightened lending requirements, could
reduce demand for our products.

Our real estate operations are dependent upon the availability and cost of mortgage financing for potential customers,
to the extent they finance their purchases, and for buyers of the potential customers’ existing residences. Many
mortgage lenders and investors in mortgage loans are currently experiencing severe financial difficulties arising from
losses incurred on sub-prime and other loans originated before the downturn in the real estate market. These factors
have led to a decrease in the availability of financing and an increase in the cost of financing. These issues in the
mortgage lending industry could adversely affect potential purchasers of our products, negatively affecting demand
for our products.

If the market value of our land and developments declines, our results of operations will likely decrease.

The market value of our land and our developments depend on market conditions. We acquire land for expansion into
new markets and for replacement of land inventory and expansion within our current markets. If real estate demand
decreases below what we anticipated when we acquired our properties, we may not be able to recover our investment
in such property through sales or leasing, and our profitability may be adversely affected. If the current recession is
prolonged, we may have additional write-downs to the carrying values of our properties and/or be required to sell
property at a loss.

Unfavorable changes in market and economic conditions could negatively impact occupancy or rental rates, which
could negatively affect our profitability.

The current market and economic conditions may significantly affect rental rates. Occupancy and rental rates in our
market, in turn, may significantly affect our profitability and our ability to satisfy our financial obligations. The risks

that may affect conditions in our market include the following:

e a further deterioration in economic conditions;
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local conditions, such as oversupply of office space, a decline in the demand for office space or increased
competition from other available office buildings;

e the inability or unwillingness of tenants to pay their current rent or rent increases; and
¢ declines in market rental rates.

We cannot predict with certainty whether any of these factors will occur or whether, and to what extent, they will have
an adverse effect on our operations.

9
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Our operations are subject to an intensive regulatory approval process and opposition from environmental groups that
could cause delays and increase the costs of our development efforts or preclude such developments entirely.

Before we can develop a property, we must obtain a variety of approvals from local and state governments with
respect to such matters as zoning, and other land use issues, subdivision, site planning and environmental issues under
applicable regulations. Some of these approvals are discretionary. Because government agencies and special interest
groups have in the past expressed concerns about our development plans in or near Austin, our ability to develop these
properties and realize future income from our properties could be delayed, reduced, prevented or made more
expensive.

Several special interest groups have long opposed our plans in the Austin area and have taken various actions to
partially or completely restrict development in some areas, including areas where some of our most valuable
properties are located. We have actively opposed these actions and do not believe unfavorable rulings would have a
significant long-term adverse effect on the overall value of our property holdings. However, because of the regulatory
environment that has existed in the Austin area and the opposition of several special interest groups, there can be no
assurance that our expectations will prove correct.

Our operations are subject to governmental environmental regulation, which can change at any time and generally
would result in an increase to our costs.

Real estate development is subject to state and federal regulations and to possible interruption or termination because
of environmental considerations, including, without limitation, air and water quality and protection of endangered
species and their habitats. Certain of the Barton Creek properties include nesting territories for the Golden-cheeked
Warbler, a federally listed endangered species. In 1995, we received a permit from the U.S. Wildlife Service pursuant
to the Endangered Species Act, which to date has allowed the development of the Barton Creek and Lantana
properties free of restrictions under the Endangered Species Act related to the maintenance of habitat for the
Golden-cheeked Warbler.

Additionally, in April 1997, the U.S. Department of Interior listed the Barton Springs Salamander as an endangered
species after a federal court overturned a March 1997 decision by the Department of Interior not to list the Barton
Springs Salamander based on a conservation agreement between the State of Texas and federal agencies. The listing
of the Barton Springs Salamander has not affected, nor do we anticipate it will affect, our Barton Creek and Lantana
properties for several reasons, including the results of technical studies and our U.S. Fish and Wildlife Service 10(a)
permit obtained in 1995. The development permitted by our 2002 Circle C settlement with the City has been reviewed
and approved by the U.S. Fish and Wildlife Service and, as a result, we do not anticipate that the 1997 listing of the
Barton Springs Salamander will impact our Circle C properties.

We are making, and will continue to make, expenditures with respect to our real estate development for the protection
of the environment. Emphasis on environmental matters will result in additional costs in the future. New
environmental regulations or changes in existing regulations or their enforcement may be enacted and such new
regulations or changes may require significant expenditures by us. The recent trend toward stricter standards in
environmental legislation and regulations is likely to continue and could have an additional impact on our operating
costs.

The real estate business is very competitive and many of our competitors are larger and financially stronger than we
are.

The real estate business is highly competitive. We compete with a large number of companies and individuals that
have significantly greater financial, sales, marketing and other resources than we have. Our competitors include local
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developers who are committed primarily to particular markets and also national developers who acquire properties
throughout the U.S. The current downturn in the real estate industry could significantly increase competition among
developers. Increased competition could cause us to increase our selling incentives and/or reduce our prices. An
oversupply of real estate properties available for sale or lease, as well as the potential significant discounting of prices
by some of our competitors, may adversely affect the results of our operations.
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Our operations are subject to natural risks.

Our performance may be adversely affected by weather conditions that delay development or damage property.
Our common stock is thinly traded; therefore, our stock price may fluctuate more than the stock market as a whole.

As a result of the thin trading market for our stock, its market price may fluctuate significantly more than the stock
market as a whole or the stock prices of similar companies. Without a larger float, our common stock will be less
liquid than the stock of companies with broader public ownership, and as a result, the trading prices for our common
stock may be more volatile. Among other things, trading of a relatively small volume of common stock may have a
greater impact on the trading price than would be the case if public float were larger.

Failure to satisfy the listing requirements of the National Association of Securities Dealers Automated Quotations
(NASDAQ) stock market could result in our common stock being delisted.

On May 15, 2009, we received a staff determination letter from NASDAQ stating that in accordance with NASDAQ
Marketplace Rule 5250(c)(1) our common stock is subject to delisting for failure to file our annual report on Form
10-K for the year ended December 31, 2008, by the May 14, 2009 extended filing deadline and failure to timely file
our quarterly report on Form 10-Q for the quarter ended March 31, 2009, by the May 11, 2009 filing deadline. On
May 22, 2009, we requested a hearing to appeal NASDAQ’s determination, and also requested a further stay on the
delisting of our securities. We have been notified by NASDAQ that the delisting action has been stayed pending our
hearing scheduled for June 25, 2009. Accordingly, Stratus’ common stock will continue to be listed on NASDAQ
pending NASDAQ’s decision on the appeal. There can be no assurance, however, that NASDAQ will grant our request
to waive this requirement or that our common stock will not be delisted.

If our common stock is delisted from NASDAQ, our common stock would be traded over-the-counter, more
commonly known as OTC. OTC transactions involve risks in addition to those associated with transactions in
securities traded on NASDAQ. Many OTC stocks trade less frequently and in smaller volumes than securities traded
on NASDAQ. Accordingly, our common stock would be less liquid, and the value of our common stock could
decline.

Item 1B. Unresolved Staff Comments
None.

Item 2. Properties

Our developed lots, developed or under development acreage and undeveloped acreage as of December 31, 2008, are
presented in the following table. The undeveloped acreage shown in the table is presented according to anticipated
uses for single-family lots, multi-family units and commercial development based upon our understanding of the
properties’ existing entitlements. However, there is no assurance that the undeveloped acreage will be developed
because of the nature and cost of the approval and development process and market demand for a particular use.
Undeveloped acreage includes real estate that can be sold "as is" (i.e., no infrastructure or development work has
begun on such property). A developed lot is an individual tract of land that has been developed and permitted for
residential use. A developed lot may be sold with a home already built on it. As of December 31, 2008, we own only
four lots with homes that have already been built on them (the Calera Court homes). Developed acreage or acreage
under development includes real estate for which infrastructure work over the entire property has been completed, is
currently being completed or is able to be completed and necessary permits have been obtained.

11
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Acreage

Developed or Under Development

Developed Single Multi-
Lots Family  family

Austin
Barton Creek 125 358 249
Lantana - - -
Circle C 98a 148a -
W Austin
Hotel
&
Residences - - -
San Antonio
Camino Real - - -
Total 223 506 249

Commercial Total
376 983

265 413

2b 2

643 1,398

Single
Family

510

510

Undeveloped
Total
Commercial Total Acreage
20 530 1,513
223 223 223
122 122 535
- - 2
2 2 2
367 877 2,275

a. Relates to Meridian, an 800-lot residential development.
b. Represents a city block in downtown Austin planned for a mixture of hotel, residential, retail, office and

entertainment uses.

Our other Austin holdings at December 31, 2008, consisted of two 75,000-square-foot office buildings at 7500 Rialto
Boulevard located in our Lantana development, a 22,000-square-foot retail complex representing phase one of Barton
Creek Village and two retail buildings totaling 21,000 square feet at the 5700 Slaughter project in Circle C.

The following table summarizes the estimated development potential of our Austin-area acreage as of December 31,

Commercial

2008:

Single

Family Multi-family Office

(lots) (units)
Barton Creek 464 1,860 1,590,000
Circle C 57 - 760,000
Lantana - - 1,365,000
Austin 290 Tract - - -
Total 521 1,860 3,715,000

Item 3. Legal Proceedings

Retail
(gross square feet)

23,000
200,000
400,000

20,000
643,000

We are from time to time involved in various legal proceedings of a character normally incident to the ordinary course
of our business. We believe that potential liability from any of these pending or threatened proceedings will not have a
material adverse effect on our financial condition or results of operations. We maintain liability insurance to cover
some, but not all, potential liabilities normally incident to the ordinary course of our business as well as other
insurance coverage customary in our business, with such coverage limits as management deems prudent.

Item 4. Submission of Matters to a Vote of Security Holders

None.
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Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

Performance Graph

The following graph compares the change in the cumulative total stockholder return on our common stock with the
cumulative total return of the Hemscott Real Estate Development Group and the S&P 500 Stock Index from 2004
through 2008. This comparison assumes $100 invested on December 31, 2003 in (a) our common stock, (b) the
Hemscott Real Estate Development Group and (c) the S&P 500 Stock Index.

Comparison of Cumulative Total Return*
Stratus Properties Inc., Hemscott Real Estate
Development Group and S&P 500 Stock Index

December 31,

2003 2004 2005 2006 2007 2008
Stratus Properties Inc. $ 100.00 $ 159.50 $ 232.14 § 31841 $ 337.71 $ 123.98
Hemscott Real Estate
Development Group 100.00 132.82 140.10 186.07 309.74 141.27
S&P 500 Stock Index 100.00 110.88 116.33 134.70 142.10 89.53

* Total return assumes reinvestment of dividends.

13

27



Edgar Filing: STRATUS PROPERTIES INC - Form 10-K
Table of Contents
Our common stock trades on the National Association of Securities Dealers Automated Quotation (NASDAQ) stock

market under the symbol STRS. The following table sets forth, for the periods indicated, the range of high and low
sales prices of Stratus’ common stock, as reported by NASDAQ.

2008 2007

High Low  High Low
First
Quarter $33.95 $23.98 $35.00 $28.50
Second
Quarter 30.49 16.86 40.73 29.96
Third
Quarter 30.75 15.72 35.92 25.91
Fourth
Quarter 27.91 10.10 36.33 27.37

As of May 15, 2009, there were 600 holders of record of our common stock. We have not in the past paid, and do not
anticipate in the future paying, cash dividends on our common stock. The decision whether or not to pay dividends

and in what amounts is within the discretion of our Board of Directors. However, our current ability to pay dividends
is also restricted by terms of our credit agreement, as discussed in management’s discussion and analysis and Note 9.

The following table sets forth shares of our common stock that we repurchased during the three-month period ended
December 31, 2008.

Maximum
Total Number of Number of
Shares Purchased Shares That May

Total as Part of Yet Be
Number of Publicly Purchased Under

Shares Average Price  Announced Plans  the Plans or
Period Purchased Paid Per Share  or Programsa Programsa
October 1 to 31, 2008 3,400 $ 24.04 3,400 402,053
November 1 to 30, 2008 1,908 15.43 1,908 400,145
December 1 to 31, 2008 190,000b 10.00 190,000 210,145
Total 195,308 10.30 195,308

a. In February 2001, our Board of Directors approved an open market share purchase program for up to 0.7 million
shares of our common stock. The program does not have an expiration date. Our loan agreement with Comerica
provides a limit of $6.5 million for our common stock repurchases after September 30, 2005. At December 31,
2008, $1.3 million remains available under the Comerica agreement for purchases of our common stock.

b. Represents shares purchased in a private transaction on December 24, 2008.
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Item 6. Selected Financial Data

The following table sets forth our selected historical financial data as of and for each of the five years in the period
ended December 31, 2008. The historical financial information is derived from our audited financial statements
reflecting all adjustments (consisting only of normal and recurring items, except as otherwise noted below) and is not
necessarily indicative of our future results. In addition, the historical results have been adjusted to reflect the
operations of Escarpment Village and Stratus 7000 West Joint Venture (7000 West) as discontinued operations (see
Note 12). You should read the information in the table below together with Items 7. and 7A. “Management’s Discussion
and Analysis of Financial Condition and Results of Operation and Quantitative and Qualitative Disclosures About
Market Risk” and Item 8. “Financial Statements and Supplementary Data.” Refer to Note 2 regarding revisions to
previously issued financial statements for the years ended December 31, 2007 and 2006, and at December 31, 2007,
relating to capitalization of interest and property taxes and equity in unconsolidated affiliate’s income. Refer to
footnote “c” below for information regarding revisions to previously issued financial statements for the years ended
December 31, 2005 and 2004, and at December 31, 2006, 2005 and 2004, relating to capitalization of interest and
property taxes.

2008 2007 2006 2005 ¢ 2004 ¢
(In Thousands, Except Per Share Amounts)

Years Ended December 31:
Revenues $ 18,783 $ 27,164  $ 61,875 $ 35,194 $ 17,725
Operating (loss) income (7,258) (543) 22,638 7,954 33
Interest income 1,448 849 370 226 71
Equity in unconsolidated
affiliate’s
income 562 982 - - -
(Loss) income from
continuing
operations (3,732) 2,609 30,318 8,107 104
(Loss) income from
discontinued
operations, net of taxes (105)a 11,180a 9,142a, b 1,232b 1,222b
Net (loss) income applicable
to
common stock (3,837) 13,789 39,460 9,339 1,326
Basic net (loss) income per
share:
Continuing operations 049 $ 0.35 415  $ .12 § 0.01
Discontinued operations (0.01)a 1.48a 1.25a,b 0.17b 0.17b
Basic net (loss) income per )
share 050 $ 1.83 540 S 129 $ 0.18
Diluted net (loss) income per
share:
Continuing operations 049 $ 0.34 396§ 1.06 $ 0.01
Discontinued operations (0.01)a 1.46a 1.19a, b 0.16b 0.16b
Diluted net (loss) income per )
share 050 $ 1.80 515  $ 122 $ 0.17

Average shares outstanding:
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Diluted

At December 31:
Property held for sale
Property held for use, net
Assets from discontinued
operations

Total assets

Debt from continuing
operations

Debt from discontinued
operations

Stockholders’ equity
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$

7,621
7,621

143,480
56,919

252,546

63,352

149,236

$

7,554
7,677

136,531
38,215

232,634

61,500

155,442

$

7,306
7,658

136,911c
18,600

35,3034, ¢
206,558¢

28,000

22,675a
136,554c¢

$

7,209
7,636

125,285
9,277

34,359, b
177,320

40,368

21,731a, b
97,601

7,196
7,570

121,564
9,660
a,
19,903b
155,430

43,646
a,

12,001b

90,765

a. Relates to the operations, assets and liabilities of Escarpment Village, which we sold in October 2007 (see Note

12).

b. Relates to the operations, assets and liabilities of 7000 West, which we sold in March 2006 (see Note 12).
c. Reflects revisions of previously issued financial statements as presented below (in thousands, except per share

amounts):
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At December 31:
Property held for sale
Property held for use, net
Assets from discontinued
operations

Total assets
Stockholders’ equity

Year Ended December 31:
Operating income

Income from continuing
operations

Income from discontinued
operations

Net income applicable to
common stock

Basic net income per share:

Continuing operations
Discontinued operations
Basic net income per share

Diluted net income per share:

Continuing operations
Discontinued operations

Diluted net income per share

At December 31:
Property held for sale
Property held for use, net
Assets from discontinued
operations

Total assets
Stockholders’ equity

Year Ended December 31:
Operating income

As
Reported

$133,210
18,874

34,917

203,950
133,946

As
Reported

$ 8,336
7,960
514
8,474

$ 111

0.07
$ 1.18

$ 104
0.07
$  L.11

$122,468
9,452

33,956

173,886
94,167

As
Reported

$ 338

Capitalized
Interest

$ 5,425

523
3,980
3,980

Capitalized
Interest

$  (110)
419

718
1,137

$ 005

0.10
$ 0.5

$ 0.06
0.09
$ 0.5

$ 4555
(61)

516

5,399
5,399

Capitalized
Interest

$ (34

2006
Adjustments
Property
Tax

$ (1,724)
(274)
137)

(1,372)
(1,372)

2005
Adjustments
Property
Tax

$ @72

(272)

(272)

$ (0.04)

$ (0.04)

$ (0.04)

$ (0.04)

$ (1,738)
(114)

(113)
(1,965)
(1,965)

2004
Adjustments
Property
Tax

$ @7
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Net
Adjustments
$ 3,701
(274)
386
2,608
2,608
Net
Adjustments
$  (382)
147
718
865
$ 001
0.10
$ 0.11
$ 0.02
0.09
$ 0.11
$ 22817
(175)
403
3,434
3,434
Net
Adjustments
$  (305)

As
Revised

$136,911
18,600

35,303

206,558
136,554

As
Revised

$ 7954
8,107
1,232
9,339

$ 112

0.17
$ 129

$ 1.06
0.16
$ 122

$125,285
9,277
34,359

177,320
97,601

Revised
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operations 99
Income from discontinued

operations 573
Net income applicable to

common stock 672
Basic net income per share:

Continuing operations $ 001
Discontinued operations 0.08
Basic net income per share $ 0.09
Diluted net income per share:

Continuing operations $ 001
Discontinued operations 0.08
Diluted net income per share $ 0.09
At December 31:

Property held for sale $119,067
Property held for use, net 9,926
Assets from discontinued 19,961
operations

Total assets 152,861
Stockholders’ equity 88,196

16

276
649

925

$ 004
0.09
$ 0.13

$ 0.04
0.08
$ 0.12

$ 3,963
(152)

55
4,262
4,262

$

(271
)

(271)

(0.04)

(0.04)

(0.04)
(0.04)
(1,466)
(114)
(113)

(1,693)
(1,693)

649

654

0.09
0.09

0.08
0.08

2,497
(266)

(58)
2,569
2,569

104
1,222

1,326

$ 001
0.17
$ 0.18

$ 001
0.16
$ 017

$121,564
9,660

19,903
155,430
90,765
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Items 7. and 7A. Management’s Discussion and Analysis of Financial Condition and
Results of Operation and Quantitative and Qualitative Disclosures About Market Risk

OVERVIEW

In management’s discussion and analysis “we,” “us,” and “our” refer to Stratus Properties Inc. and its consolidated
subsidiaries and joint venture. You should read the following discussion in conjunction with our consolidated

financial statements and the related discussion of “Business,” “Risk Factors™ and “Properties” included elsewhere in this
Form 10-K. The results of operations reported and summarized below are not necessarily indicative of our future
operating results. All subsequent references to “Notes” refer to Notes to Consolidated Financial Statements located in
Item 8. “Financial Statements and Supplementary Data.”

We are engaged in the acquisition, development, management, operations and sale of commercial, multi-family and
residential real estate properties located primarily in the Austin, Texas area.

Our principal real estate holdings are in southwest Austin, Texas. We also own undeveloped commercial property in
San Antonio, Texas. The number of developed lots, developed or under development acreage and undeveloped
acreage as of December 31, 2008, that comprise our principal development projects are presented in the following
table.

Acreage
Developed or Under Development Undeveloped
Developed Single Multi- Single Total

Lots Family  family = Commercial = Total = Family = Commercial Total Acreage
Austin
Barton Creek 125 358 249 376 983 510 20 530 1,513
Lantana - - - - - - 223 223 223
Circle C 98a 148a - 265 413 - 122 122 535
W Austin
Hotel
&
Residences - - - 2b 2 - - - 2
San Antonio
Camino Real - - - - - - 2 2 2
Total 223 506 249 643 1,398 510 367 877 2,275

a. Relates to Meridian, an 800-lot residential development.
b. Represents a city block in downtown Austin planned for a mixture of hotel, residential, retail, office and
entertainment uses.

Our other Austin holdings at December 31, 2008, consisted of two 75,000-square-foot office buildings at 7500 Rialto
Boulevard (7500 Rialto) located in our Lantana development, a 22,000-square-foot retail complex representing phase
one of Barton Creek Village and two retail buildings totaling 21,000 square feet at the 5700 Slaughter project in Circle
C.

The sharp decline in the real estate market, among other factors, significantly impacted our consolidated financial
results for 2008. In 2008, we recognized $18.8 million of revenues and recorded a net loss of $3.8 million, compared
to $27.2 million of revenues and $13.8 million of net income in 2007, which included a gain on the sale of
Escarpment Village of $10.8 million, net of taxes of $5.0 million. During the fourth quarter of 2008, we evaluated the
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carrying values of our long-lived assets for impairment and recognized charges of $0.3 million ($0.2 million to net
loss or $0.02 per share). Refer to Notes 1 and 4 for further discussion of these impairment charges.

Real Estate Market Conditions

Factors that significantly affect United States (U.S.) real estate market conditions include interest rate levels and the
availability of financing, the supply of product (i.e. developed and/or undeveloped land, depending on buyers’ needs)
and current and anticipated future economic conditions. These market conditions historically move in periodic cycles,
and can be volatile in specific regions. Because of the concentration of our assets primarily in the Austin, Texas area,
market conditions in this region significantly affect our business.
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In addition to the traditional influence of state and federal government employment levels on the local economy, in
recent years the Austin area has experienced significant growth in the technology sector. The Austin-area population
increased approximately 25 percent between 1999 and 2008, largely due to an influx of technology companies and
related businesses. Median family income levels in Austin also increased during the period from 1999 through 2007,
rising by 15 percent. The expanding economy resulted in rising demands for residential housing, commercial office
space and retail services. Between 1999 and 2007, sales tax receipts in Austin rose by 43 percent, an indication of the
dramatic increase in business activity during the period. The increases in population, income levels and sales tax
revenues have been less dramatic over the last few years.

The following chart compares Austin’s five-county metro area population and median family income for 1989, 1999

and the most current information available for 2007 and 2008, based on U.S. Census Bureau data and City of Austin
data.
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Based on the City of Austin’s fiscal year of October 1st through September 30th, the chart below compares Austin’s
sales tax revenues for 1989, 1999 and 2007.

Real estate development in southwest Austin historically has been constrained as a result of various restrictions
imposed by the City of Austin (the City). Several special interest groups have also traditionally opposed development
in that area, where most of our property is located. From 2001 through 2004, a downturn in the technology sector
negatively affected the Austin real estate market, especially the high-end residential and commercial leasing markets;
however, beginning in 2005 through mid-2007, market conditions improved. Beginning in the third quarter of 2007,
market conditions began to weaken. The December 31, 2008 and 2007 vacancy percentages for various types of
developed properties in Austin are noted below.

December 31,

2008 2007
Building Type Vacancy Factor
Industrial Buildings 16%a 6% b
Office Buildings (Class A) 19% a 14% b
Multi-Family Buildings 9% b 6% b
Retail Buildings 7% b 7% b

a. CB Richard Ellis: Austin MarketView
b. Texas A&M University Real Estate Center: Texas Market News

Our operating cash flows and, ultimately, our ability to develop our properties and expand our business are largely
dependent on the level of our real estate sales. In turn, these sales will be significantly affected by future real estate
market conditions in Austin, Texas, including development costs, interest rate levels, the availability of credit to
finance real estate transactions, and regulatory issues including our land use and development entitlements.

Since the third quarter of 2007, U.S. economic activity has progressively weakened due initially to stresses in the
residential housing and financial sectors, aggravated by the impact of rising food and energy prices on consumer
spending. Weaker economic growth resulted in a general decline in real estate activity across the U.S. in 2008, and has
caused vacancy rates to increase in most markets, including Austin, Texas. U.S. investment sales
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activity also declined sharply during 2008 because of, among other factors, limited availability and increased cost of
financing, especially the absence of securitized debt, which was the source of recent heightened investment activity,
and the resulting gap between buyer and seller expectations of value.

We continue to focus on our near-term goal of developing our properties and projects in a difficult economic climate
and our long-term goal of maximizing the value of our development communities. We believe that Austin, Texas
continues to be a very desirable market and many of our developments are in locations that are unique and where
approvals that we have obtained have been increasingly difficult for others to achieve. Real estate development in
southwest Austin historically has been constrained as a result of various restrictions imposed by the City and several
special interest groups have also traditionally opposed development in the area where most of our property is located.
We believe that many of our developments have inherent value given their unique nature and location and that this
value should be sustainable in the future. Our long-term success will depend on our ability to maximize the value of
our real estate through obtaining additional required approvals that permit us to develop and sell our properties in a
timely manner at a reasonable cost. In addition, we continue to pursue additional development opportunities and
believe we can obtain bank financing for developing our properties at a reasonable cost. See “Risk Factors” located in
Item 1A.

The recovery of U.S. credit markets has yet to materialize, and given the current business climate in which we are
operating and the numerous uncertainties related to our business, including the rate of sales, sales prices, and
mortgage constraints, it is difficult to provide specific guidance for fiscal 2009. We believe that our performance in
2009 will be significantly affected by real estate market conditions in Austin, Texas, including development costs,
interest rate levels, the availability of credit to finance real estate transactions, and regulatory issues including our land
use and development entitlements.

REVISIONS OF PREVIOUSLY ISSUED CONSOLIDATED FINANCIAL STATEMENTS AND
RECLASSIFICATIONS

As discussed in Note 2, certain accounting matters were identified during 2008 and subsequently that required
revisions of our financial statements for the years ended December 31, 2007 and December 31, 2006. Management’s
discussion and analysis has been updated to discuss changes in comparative results of operations and cash flows after
considering the impacts of the items discussed in detail in Notes 2 and 3.

DEVELOPMENT AND OTHER ACTIVITIES

W Austin Hotel & Residences. In 2005, the City selected our proposal to develop a mixed-use project in downtown
Austin immediately north of the new City Hall complex. The W Austin Hotel & Residences project includes an entire
city block and is planned for a mixture of hotel, residential, retail, office and entertainment uses. In December 2006,
we acquired the property for $15.1 million. We have executed agreements with Starwood Hotels & Resorts
Worldwide, Inc. for the development of a W Hotel & Residences on the site. In May 2007, we announced our
proposed partnership with Canyon-Johnson Urban Fund II, L.P. (Canyon-Johnson) for the development of the W
Austin Hotel & Residences project. The grand opening for the onsite sales center was held in conjunction with the
groundbreaking ceremony in October 2007. Effective May 1, 2008, we entered into a joint venture with
Canyon-Johnson for the development of the project (see Note 6). At December 31, 2008, we had $2.1 million of
borrowings outstanding under the W Austin Hotel & Residences project construction loan and total remaining
commitments available of approximately $163 million (see Notes 9 and 15). Construction of the $300 million project
commenced in the second quarter of 2008 and is proceeding as scheduled. We currently consolidate the joint venture
with Canyon-Johnson because under the provisions of Financial Accounting Standards Board Interpretation No. 46R,
“Consolidation of Variable Interest Entities (revised December 2003) —an Interpretation of ARB No. 51” (FIN 46R), the
project is considered a variable interest entity (VIE) and we are considered the primary beneficiary. If it is determined
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that the W Austin Hotel & Residences project is no longer a VIE under the guidance of FIN 46R or that we are no
longer the primary beneficiary of the entity, the project will be deconsolidated from our financial statements (see Note
6).

Crestview Station. In 2005, we formed a joint venture with Trammell Crow to acquire an approximate 74-acre tract at
the intersection of Airport Boulevard and Lamar Boulevard in Austin, Texas, for $7.7 million. The property, known as
Crestview Station, is a single-family, multi-family, retail and office development, which is located on the site of a
future commuter rail line approved by City voters. With Trammell Crow, we have completed environmental
remediation, which the State of Texas certified as complete in September 2007, and permitting of the property.
Infrastructure development of Crestview Station is progressing. The initial phase of
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utility and roadway infrastructure is under construction and expected to be completed by year-end 2009. Crestview
Station sold substantially all of its multi-family and commercial properties in 2007. The joint venture retained the
single family component of Crestview Station and two commercial sites, one of which was sold in the first quarter of
2008. The joint venture is currently processing permits to develop the residential portion of Crestview Station as a
450-unit transit-oriented neighborhood. At December 31, 2008, our investment in the Crestview Station project totaled
$2.3 million and the joint venture partnership had $9.1 million of outstanding debt, of which we guarantee $1.9
million (see Notes 8 and 15). We account for our 50 percent interest in the Crestview Station joint venture under the
equity method.

Residential. As of December 31, 2008, the number of our residential developed lots, lots under development and
development potential by area are shown below (excluding lots and units associated with our Canyon-Johnson and
Crestview joint ventures):

Residential Lots
Potential
Under Development
Developed Development a Total
Barton Creek:
Calera:
Calera Court Courtyard Homes 4 - - 4
Calera Drive 8 - - 8
Verano Drive 68 - - 68
Amarra Drive:
Phase I Lots 7 - - 7
Phase II Lots 35 - - 35
Townhomes - - 221 221
Phase III - - 89 89
Mirador Estate 2 - - 2
Wimberly Lane Phase II 1 - - 1
Section N Multi-family - - 1,860 1,860
Other Barton Creek Sections - - 154 154
Circle C:
Meridian 98 57 - 155
Total Residential Lots 223 57 2,324 2,604

a. Our development of the properties identified under the heading “Potential Development” is dependent upon the
approval of our development plans and permits by governmental agencies, including the City. Those governmental
agencies may either not approve one or more development plans and permit applications related to such properties
or require us to modify our development plans. Accordingly, our development strategy with respect to those
properties may change in the future.

Calera. In 2002, we secured subdivision plat approval for a new residential subdivision called Calera, which consists
of 155 lots. During 2004, we began construction of 16 courtyard homes at Calera Court, the 16-acre initial phase of
the Calera subdivision. The second phase of Calera, Calera Drive, consisting of 53 single-family lots, many of which
adjoin the Fazio Canyons Golf Course, received final plat and construction permit approval in 2005. In the third
quarter of 2005, development of these lots was completed and the initial lots were sold. As of December 31, 2008,
four courtyard homes at Calera Court and eight lots at Calera Drive remained unsold. Construction of the final phase,
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known as Verano Drive, began in the first quarter of 2007 and was completed in July 2008. Verano Drive includes 71
single-family lots, three of which were sold in July 2008.

Amarra Drive. During 2007, we completed development of Amarra Drive Phase I, the initial phase of the Amarra
Drive subdivision. Amarra Drive Phase I includes eight lots, one of which was sold in September 2007, with sizes
ranging from approximately one to four acres, some of which are course-side lots on the Fazio Canyons Golf Course
and others are secluded lots adjacent to the Nature Conservancy of Texas. In January 2008, we commenced
development of Amarra Drive Phase II, which consists of 35 lots on 51 acres and two townhome tracts on 31 acres.
Development was substantially completed in October 2008.

Mirador Estate. In 2001, we completed construction of the Mirador subdivision, which included the development of
34 estate lots with each lot averaging approximately 3.5 acres in size, and have sold 32 of these lots. As of December
31, 2008, we owned two Mirador estate lots.

Wimberly Lane Phase II. In 2004, we entered into a contract with a national homebuilder to sell 41 lots within the
Wimberly Lane Phase II subdivision. The average purchase price for each of the 41 lots was $150,400, subject
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to a six percent annual escalator. We sold the last homebuilder lot in January 2008 and have one Wimberly Lane lot
remaining for sale.

Circle C. We are developing the Circle C community based on the entitlements secured in our Circle C settlement
with the City, as amended in 2004. In 2005, we commenced the first phase of construction and contracted to sell 494
of a total of 800 lots in our Meridian project to three national homebuilders in four phases. Sales for each of the four
phases commence upon substantial completion of development for that phase, and continue every quarter until all of
the lots have been sold. The first and second phases each consisted of 134 lots. The first phase was substantially
completed at the end of 2005. Development of the second phase was substantially completed in March 2006.
Development of the 108-lot third phase of Meridian was completed in September 2007. The 118-lot fourth phase
commenced in early 2008 and was completed in June 2008.

In 2006, we signed another contract with a national homebuilder for 42 additional lots. Development of those lots
commenced in April 2007 and substantial completion occurred in April 2008. Construction of the final phase of
Meridian, which consists of 57 one-acre lots, is expected to commence in 2010.

Deerfield. In January 2004, we acquired the Deerfield property in Plano, Texas, for $7.0 million. The property was
zoned and subject to a preliminary subdivision plan for 234 residential lots. We executed agreements with a national
homebuilder, whereby the homebuilder paid us $1.4 million for an option to purchase all 234 lots over 36 monthly
take-downs. The net purchase price for each of the 234 lots was $61,500, subject to certain terms and conditions. The
$1.4 million non-refundable option payment was applied against subsequent purchases of lots by the homebuilder
after certain thresholds were achieved and was recognized by us as income as lots were sold. In October 2005, we
executed a revised agreement with the homebuilder, increasing the lot sizes and average purchase price to $67,150
based on a new total of 224 lots. In January 2008, we sold the final 21 lots for $1.4 million.

Commercial. As of December 31, 2008, the number of square feet of our commercial property developed, under
development and our remaining entitlements are shown below (excluding property associated with our

Canyon-Johnson and Crestview joint ventures):

Commercial Property

Under Potential
Developed Development Development a Total

Barton Creek:

Barton Creek Village Phase I 22,000 - - 22,000
Barton Creek Village Phase II - 18,000 - 18,000
Entry Corner - - 5,000 5,000
Amarra Retail/Office - - 90,000 90,000
Section N - - 1,500,000 1,500,000
Circle C:

Chase Ground Lease 4,000 - - 4,000
Tract 106 21,000 - - 21,000
Tract 110 - 760,000 - 760,000
Tract 107 - 80,000 - 80,000
Tract 101 - - 90,000 90,000
Tract 102 - - 25,000 25,000
Tract 114 - - 5,000 5,000
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Lantana:

7500 Rialto 150,000 - - 150,000
Advanced Micro Devices Option

Tracts - - 760,000 760,000
Tract GR1 - - 325,000 325,000
Tract GO7 - - 210,000 210,000
Tract CS5 - - 175,000 175,000
Tract CS1-CS3 - - 150,000 150,000
Tract LR1 - - 75,000 75,000
Tract LO4 - - 70,000 70,000
Austin 290 Tract - - 20,000 20,000
Total Square Feet 197,000 858,000 3,500,000 4,555,000

a. Our development of the properties identified under the heading “Potential Development” is dependent upon the
approval of our development plans and permits by governmental agencies, including the City. Those governmental
agencies may either not approve one or more development plans and permit applications related to such properties
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or require us to modify our development plans. Accordingly, our development strategy with respect to those
properties may change in the future.

Barton Creek. In the second quarter of 2007, we completed the first phase of the Barton Creek Village. The first phase
includes a 22,000-square-foot retail complex. In July 2007, we began construction of a 3,300-square-foot bank
building within this retail complex, and it was completed in early 2008. As of December 31, 2008, the first retail
complex was 71 percent leased and the bank building is leased through 2022. Construction of the second retail
complex is expected to begin during 2010.

Circle C. During the third quarter of 2008, Stratus completed the construction of two retail buildings totaling 21,000
square feet at the 5700 Slaughter project. This retail project also includes a 4,000-square-foot building on an existing
ground lease. Leasing for the two retail buildings is under way with 22 percent of the 21,000-square-foot retail
complex leased as of December 31, 2008, and the initial tenants have opened for business. We expect the
21,000-square-foot retail complex to be fully leased by the end of 2009.

The Circle C community also includes Parkside Village, an 80,000-square-foot planned retail project. The project will
be developed in two phases. The first phase will consist of a 34,000-square-foot building to accommodate a
full-service restaurant and theater. The second phase will consist of three tilt-wall retail buildings at 14,775 square
feet, 8,075 square feet and 7,600 square feet, and two pads available for ground leases. We are pursuing final permits
and entitlements to position the project for commencement of construction when appropriate.

Lantana. Lantana is a partially developed, mixed-use real-estate development project with remaining entitlements for
approximately 1.0 million square feet of office and retail use on 223 acres as of December 31, 2008. Regional utility
and road infrastructure is in place with capacity to serve Lantana at full build-out permitted under our existing
entitlements. Lantana also includes 760,000 square feet of potential development for commercial property under an
option contract with Advanced Micro Devices, Inc. (NYSE:AMD).

In Lantana, we also own two 75,000-square-foot office buildings at 7500 Rialto. As of December 31, 2008, occupancy
was 97 percent for the original office building and 100 percent for the second office building.

RESULTS OF OPERATIONS
We are continually evaluating the development potential of our properties and will continue to consider opportunities
to enter into transactions involving our properties. As a result, and because of numerous other factors affecting our

business activities as described herein, our past operating results are not necessarily indicative of our future results.

Summary operating results follow (in thousands):

2008 2007 2006

Revenues:

Real estate operations $ 14,310 $ 24,083 $ 60,213
Commercial leasing 4,473 3,081 1,662
Total revenues $ 18,783 $ 27,164 $ 61,875
Operating (loss) income $ (7,258) $ (543)$ 22,638
Benefit from (provision for) income taxes $ 1,734  $ (1,679)$ 7,310
(Loss) income from continuing operations $ (3,732) $ 2,609 $ 30,318
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(Loss) income from discontinued operations (105)a 11,180b 9,142¢
Net (loss) income $ (3,837) $ 13,789 $ 39,460

a. Relates to the revised amount of Texas margin tax accrued on Escarpment Village income earned during 2007 (see
Note 12).

b. Includes a gain on sale of Escarpment Village of $10.8 million, net of taxes of $5.0 million.

c. Includes a gain on sale of Stratus 7000 West Joint Venture (7000 West) of $8.3 million, net of taxes of $1.5
million.
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Our deferred tax assets at December 31, 2005, totaled $18.3 million and we had provided a 100 percent valuation
allowance because realization of the deferred tax assets was not considered likely. Realization of our deferred tax
assets is dependent on generating sufficient taxable income within the carryforward period available under tax law. In
2006, we sold 7000 West (see Note 12) and 58 acres at our Lantana property. These transactions generated pre-tax
income of approximately $26 million and, along with our then-current homebuilder contract arrangements and
projected levels of future sales, provided sufficient evidence that we would more likely than not be able to realize
certain of our deferred tax assets. As a result, income from continuing operations for 2006 included a $15.3 million
tax benefit, $2.09 per basic share and $2.00 per diluted share, resulting from the reversal of a portion of our deferred
tax asset valuation allowance. Based on the expectation of future taxable income and that deductible temporary
differences will offset existing taxable temporary differences, management believes it is more likely than not that the
benefits of these deductible differences, net of the existing valuation allowances, are realizable at December 31, 2008
and 2007. The valuation allowance at December 31, 2008 relates to certain net operating loss carryforwards which are
not expected to be realized due to limitations imposed under the Internal Revenue Code.

We have two operating segments, “Real Estate Operations” and “Commercial Leasing” (see Note 14). The following is a
discussion of our operating results by segment.

Real Estate Operations
Summary real estate operating results follow (in thousands):

2008 2007 2006
Revenues:
Developed property sales $ 13,231 $ 21,388 $ 33,459
Undeveloped property sales 40 1,082 24,929
Commissions, management fees and other 1,039 1,613 1,825
Total revenues 14,310 24,083 60,213
Cost of sales, including depreciation
and long-lived asset impairments (13,482)a (16,299) (29,940)
General and administrative expenses (6,496) (6,119) (6,281)
Operating (loss) income $ (5,668) $ 1,665 $ 23,992

a. Includes long-lived asset impairments of $0.3 million (see Note 4).
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Developed Property Sales. Property sales for the last three years follow (revenues in thousands):

2008 2007 2006

Lots Revenues  Lots Revenues Lots Revenues
Residential Properties:
Barton Creek
Calera Court Courtyard
Homes 2 $ 1,278 2 $ 1,307 5 $ 2922
Calera Drive - - 2 809 24 10,363
Mirador Estate - - 3 2,334 7 3,791
Wimberly Lane Phase I1
Standard Homebuilder 1 265a 12 2,114 11 1,804
Escala Drive Estate - - - - 695
Amarra Drive Phase 1 - - 1 1,250 - -
Verano Drive 3 1,875 - - - -
Circle C
Meridian 120 8,403 138 8,898 166 9,881
Deerfield 21 1,410 70 4,676 60 4,003
Total Residential 147 $ 13,231 228 $ 21,388 274 $ 33,459

a. Includes $0.1 million for homebuilder contract termination fee.

Undeveloped Property Sales. During 2007, we sold a five-acre tract at Circle C for $1.1 million. During 2006, we sold
a 7.5-acre tract in the Barton Creek community for $1.5 million, a 58-acre tract at Lantana to AMD for $21.2 million
of which $0.5 million represented a reimbursement of certain costs which we recorded as a reduction of cost of sales
and an approximate 29-acre tract in Circle C for $2.7 million.

Commissions, Management Fees and Other. Commissions, management fees and other revenues totaled $1.0 million
in 2008, compared to $1.6 million in 2007, and included sales of our development fee credits to third parties totaling
$0.6 million in 2008 and $0.8 million in 2007. We received these development fee credits as part of the Circle C
settlement (see Note 13). Commissions, management fees and other revenues decreased from 2007 to 2008 as a result
of lower sales activity in 2008.

Commissions, management fees and other revenues totaled $1.6 million in 2007, compared to $1.8 million in 2006,
and included sales of our development fee credits to third parties totaling $0.8 million in 2007 and $1.3 million in
2006. Commissions, management fees and other revenues decreased from 2006 to 2007 as a result of a decrease in
sales of our development fee credits, partially offset by an increase in commission income.

Cost of Sales. Cost of sales includes cost of property sold, project expenses, allocated overhead costs, asset
impairments, and reductions for certain municipal utility district reimbursements (see Note 1). Cost of sales totaled
$13.5 million in 2008 and $16.3 million in 2007. Cost of sales for 2008 included long-lived asset impairments related
to properties in the Barton Creek community of $0.3 million (see Note 4), $0.4 million of costs incurred for our
proposal for the right to develop a new project in downtown Austin, which was awarded to another developer, and
reductions totaling $0.1 million for Barton Creek Municipal Utility District (MUD) reimbursements. Cost of sales for
2008 decreased compared to 2007 primarily because of a decrease in developed property sales in 2008.
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Cost of sales decreased to $16.3 million in 2007 from $29.9 million in 2006, primarily because of a decrease in
developed and undeveloped property sales in 2007. Cost of sales included reductions for Barton Creek MUD
reimbursements of $1.7 million in 2007 and $0.1 million in 2006.

We are projecting fewer lot sales in the next several quarters because of the recent weakness in the U.S. and Austin
real estate markets.

General and Administrative Expenses. General and administrative expenses increased to $6.5 million in 2008 from
$6.1 million in 2007, primarily because of higher third-party fees related to the capitalized interest revisions (see Note
2). General and administrative expenses decreased to $6.1 million in 2007 from $6.3 million in 2006,
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primarily as a result of a higher allocation of general and administrative expenses to the commercial leasing segment
in 2007 because of increased commercial leasing activity.

Commercial Leasing
Summary commercial leasing operating results follow (in thousands):

2008 2007 2006
Rental income $ 4,473 $ 3,081 $ 1,662
Rental property costs (3,554) (3,264) (1,712)
Depreciation (1,451) (1,115) (725)
General and administrative expenses (1,058) (910) (579)
Operating loss $ (1,590) $ (2,208) $  (1,354)

Our commercial leasing operating results primarily reflect the activities at 7500 Rialto. As of December 31, 2008,
occupancy was 97 percent for the original office building and 100 percent for the second building, which was
completed in September 2006.

Rental Income. Rental income increased in 2008 compared to 2007, primarily because of a $0.8 million increase in
rental income at 7500 Rialto related to an increase in the occupancy rate of the second office building from 2007. In
addition, rental income for 2008 reflects an increase of $0.5 million related to Barton Creek Village, which includes a
retail building completed in the second quarter of 2007 and a bank building completed in early 2008. Rental income
for 2008 also reflects an increase of $0.2 million related to 5700 Slaughter, which includes two retail buildings
completed in the third quarter of 2008.

Rental income increased in 2007 compared to 2006 primarily because of the increase in occupancy of the second
office building at 7500 Rialto during 2007. The second building was only 50 percent leased as of December 31, 2006.

Rental Property Costs. Rental property costs increased to $3.6 million in 2008 compared to $3.3 million in 2007
primarily as a result of increased occupancy at Barton Creek Village and 5700 Slaughter. Rental property costs
increased from $1.7 million in 2006 to $3.3 million in 2007 primarily as a result of the increase in occupancy at the
second office building at 7500 Rialto.

Depreciation. Depreciation increased to $1.5 million in 2008 compared to $1.1 million in 2007 primarily as a result of
an increase in depreciation expense for Barton Creek Village. The increase from $0.7 million in 2006 to $1.1 million
in 2007 primarily is the result of an increase in depreciation expense for the second office building at 7500 Rialto.

General and Administrative Expenses. General and administrative expenses increased to $1.1 million in 2008 from
$0.9 million in 2007, primarily because of higher third-party fees related to the capitalized interest revisions (see Note
2). General and administrative expenses also increased in 2008 because of increases in compensation costs related to
personnel severance packages paid in 2008 in conjunction with the closure of our Southwest Property Services
subsidiary. There are no additional costs expected to be incurred as a result of our decision to outsource property
management operations.

General and administrative expenses totaled $0.9 million in 2007 and $0.6 million in 2006. The increase in 2007
compared to 2006 primarily relates to higher compensation costs, including stock-based compensation costs.

Non-Operating Results

In connection with the sale of an oil and gas property in 1993, we indemnified the purchaser for any abandonment
costs in excess of cumulative net revenues received. The property was subsequently sold to other parties, most
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recently in 2007. After assessing available information concerning the terms of the 2007 sale and the new purchaser’s
future plans for the property, we concluded that our obligation to the seller still exists and did not transfer to the new
purchaser. Additionally, we concluded that the new purchaser’s assumption of all abandonment obligations, along with
its significant financial investment and expanded development plans for the property, make the likelihood of our being
required to satisfy this contingent abandonment obligation remote. As a result, we reversed our $3.0 million reserve
and recorded the same amount as other income in 2007.
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Interest Income. Interest income totaled $1.4 million in 2008, $0.8 million in 2007 and $0.4 million in 2006. The
increase in interest income primarily reflects interest on our higher average cash balance during 2008. Interest income
included interest on Barton Creek MUD reimbursements totaling $0.9 million in 2008, $0.5 million in 2007 and $0.1
million in 2006.

Loss on Interest Rate Cap Agreement. Losses recognized on the interest rate cap agreement totaled $0.6 million in
2008, reflecting falling interest rates reducing the fair value of this derivative instrument. The interest rate cap
agreement relates to the W Austin Hotel & Residences construction loan (see Note 7).

Minority Interest in Net Loss of Consolidated Subsidiary. Minority interest in net loss of consolidated subsidiary
totaled $0.4 million in 2008 related to the W Austin Hotel & Residences project (see Note 6).

Equity in Unconsolidated Affiliate’s Income. We account for our 50 percent interest in our unconsolidated affiliate,
Crestview Station, using the equity method. Crestview Station sold substantially all of its multi-family and
commercial properties in 2007 and one commercial site in the first quarter of 2008, which resulted in our equity in
Crestview Station’s earnings totaling $0.6 million in 2008 and $1.0 million in 2007.

Benefit from (Provision for) Income Taxes. We recorded an income tax benefit of $1.7 million in 2008, a provision of
$1.7 million in 2007 and a benefit of $7.3 million for the year ended December 31, 2006. The difference between our
consolidated effective income tax rates for 2008 and 2007 and the U.S. federal statutory rate of 35 percent primarily
was attributable to state income tax expense. The difference between our consolidated effective income tax rate for
2006 and the U.S. federal statutory rate of 35 percent primarily was attributable to a $15.3 million tax benefit resulting
from the reversal of a portion of our deferred tax asset valuation allowance (see Note 10).

DISCONTINUED OPERATIONS

On October 12, 2007, we sold the Escarpment Village shopping center, located in Austin, Texas, to Lake Villa, L.L.C.
(the Purchaser) for $46.5 million, before closing costs and other adjustments. The Purchaser paid $23.0 million in cash
at closing and assumed the $22.4 million principal balance remaining under our loan from Teachers Insurance and
Annuity Association of America (TTAA). We used a portion of the net proceeds from the sale to pay the outstanding
balance on the $45.0 million Comerica revolving credit facility and used the remainder of the net proceeds for general
corporate purposes. We recorded a gain of $15.8 million ($10.8 million net of taxes or $1.43 per basic share and $1.41
per diluted share) on the sale.

Upon completion of the sale of Escarpment Village, we ceased all involvement with the Escarpment Village shopping
center. The results of operations, assets and liabilities of Escarpment Village, which have been classified as
discontinued operations in our consolidated financial statements, previously represented a component of our
commercial leasing segment. We earned rental income from Escarpment Village totaling $2.8 million in 2007 and
$2.1 million in 2006.

In June 2008, we revised the amount of Texas margin tax accrued on Escarpment Village income earned during 2007.
The revised accrual resulted in $0.1 million of additional income tax charges related to 2007, which were recognized
in June 2008. As the results of operations of Escarpment Village have been appropriately classified as discontinued
operations, the additional Texas margin tax has also been classified as discontinued operations in the consolidated
statements of operations.

On March 27, 2006, we sold our two 70,000-square-foot office buildings at 7000 West, known as the Lantana
Corporate Center, to CarrAmerica Lantana, LP (CarrAmerica) for $22.3 million, resulting in a gain of $9.1 million
($8.3 million net of taxes or $1.13 per basic share and $1.08 per diluted share). CarrAmerica paid us $10.6 million
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cash at closing and assumed the $11.7 million principal balance remaining under our 7000 West project loan.
Upon completion of the sale of 7000 West, we ceased all involvement with the 7000 West office buildings. The
operations, assets and liabilities of 7000 West represented a component of our commercial leasing segment. We

earned rental income of $1.1 million in 2006 from the two fully leased office buildings at 7000 West.
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Income from discontinued operations totaled $11.2 million, including a $10.8 million gain net of taxes on the
Escarpment Village sale, in 2007, and $9.8 million, including an $8.3 million gain net of taxes on the 7000 West sale
in 2006.

CAPITAL RESOURCES AND LIQUIDITY

As a result of weak economic conditions and the sharp decline in the real estate market, including the markets in
which we operate, there is significant uncertainty about the near-term outlook for sales of our properties. However, we
believe that the unique nature and location of our assets will provide positive cash flows when market conditions
improve.

At December 31, 2008, we had $32.5 million in cash, cash equivalents and investments in U.S. treasury securities (see
Note 1), and $45 million in availability under our revolving credit facility, which matures in May 2010. At March 31,
2009, we had $31.4 million in cash, cash equivalents and investments in U.S. treasury securities and $43 million
available under our revolving credit facility. Additionally, we have no significant debt maturities in the near-term. We
do not expect to make additional capital contributions to the joint venture with Canyon-Johnson until mid-2009, at
which time we are committed to begin our additional contributions that will total approximately $20 million.
Canyon-Johnson has funded $22.6 million through December 31, 2008, and is committed to fund 100 percent of
project costs until their contributions total approximately $44 million. As of December 31, 2008, Canyon-Johnson has
an additional $21.4 million to contribute before reaching approximately $44 million, at which point we will be
committed to begin our additional contributions that will total approximately $20 million (as discussed above) and
Canyon-Johnson will be committed to begin its additional contributions that will total approximately $30 million.
Once we and Canyon-Johnson have funded the required capital commitments (approximately $49 million for us and
$74 million for Canyon-Johnson) the joint-venture will be able to utilize the balance of its $165 million construction
loan, subject to limitations placed on Corus Bank N.A. (Corus) to fund the balance of the loan (see Notes 9 and 15,
and “Credit Facility and Other Financing Arrangements”).

Comparison of Year-to-Year Cash Flows

Cash (used in) provided by operating activities totaled $(16.8) million in 2008, $(0.6) million in 2007 and $9.2 million
in 2006, including cash provided by (used in) discontinued operations totaling $11.4 million in 2007 and $(4.9)
million in 2006. Operating cash flows for 2008 decreased compared to 2007 primarily because of a net loss, partially
offset by a $3.7 million increase in MUD reimbursements and a $1.3 million distribution of income from our
unconsolidated affiliate, Crestview Station. Operating cash flows for 2007 decreased compared to 2006 primarily
because of lower sales and net income. Expenditures for purchases and development of real estate properties for 2008,
2007 and 2006 included development costs for properties held for sale, including the residential portion of the W
Austin Hotel & Residences project ($15.7 million in 2008, $5.9 million in 2007 and $17.4 million in 2006), and the
Barton Creek, Lantana and Circle C communities. We received Barton Creek MUD reimbursements totaling $6.2
million in 2008, $2.6 million in 2007 and $1.3 million in 2006.

Cash (used in) provided by investing activities totaled $(29.2) million in 2008, $3.4 million in 2007 and $(6.5) million
in 2006. Cash provided by discontinued operations totaled $10.7 million in 2007, including a $10.8 million gain on
sale partly offset by $0.1 of million capital expenditures related to Escarpment Village, and $2.5 million in 2006,
including an $8.3 million gain on sale of 7000 West partly offset by $5.3 million of capital expenditures related to
Escarpment Village (see “Discontinued Operations” and Note 12). Commercial leasing development expenditures for
2008 and 2007 included development costs for the commercial portion of the W Austin Hotel & Residences project
totaling $14.7 million in 2008 and $5.5 million in 2007. There were no commercial leasing development expenditures
for the W Austin Hotel & Residences project in 2006. Other expenditures for commercial leasing properties primarily
related to Barton Creek Village in 2008 and 7500 Rialto in 2007 and 2006. In 2008, we also invested $15.4 million in
U.S. treasury securities, received distributions representing a partial return of our investment in Crestview Station
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totaling $2.4 million and purchased an interest rate cap agreement totaling $0.7 million.

Cash provided by financing activities totaled $22.2 million in 2008, which included $25.7 million of contributions
from Canyon-Johnson for the W Austin Hotel & Residences project and $2.1 million in borrowings from the W
Austin Hotel & Residences project construction loan, partly offset by $2.8 million of financing costs for the W Austin
Hotel & Residences project construction loan. In 2008, we used $2.5 million to repurchase shares of our common
stock on the open market (see below). Financing activities provided cash of $36.5 million in 2007, which included
$15.0 million of borrowings under three unsecured term loans and $21.5 million of borrowings
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under the Lantana promissory note, which were primarily used to fund our development activities, partly offset by
$3.0 million of net repayments on our revolving line of credit. In 2007, we used $1.5 million to repurchase shares of
our common stock on the open market. Excess tax benefits from exercised stock options totaled $4.8 million in 2007
and $1.1 million in 2006. Financing activities used cash of $2.3 million in 2006, which included net repayments of
$12.7 million on our revolving line of credit and net repayments of $14.7 million on our project construction loans,
partly offset by $15.0 million in borrowings under two separate First American Asset Management (FAAM) term loan
agreements. In 2006, we used $0.6 million to repurchase shares of our common stock on the open market. See “Credit
Facility and Other Financing Arrangements” below for a discussion of our outstanding debt at December 31, 2008.

In 2001, our Board of Directors approved an open market share purchase program for up to 0.7 million shares of our
common stock. During 2008, we purchased 214,216 shares for $2.5 million, an $11.80 per share average, including
190,000 shares purchased for $10.00 per share in a private transaction on December 24, 2008. During 2007, we
purchased 45,449 shares for $1.5 million, a $31.97 per share average, and in 2006 we purchased 22,806 shares for
$0.6 million, a $24.77 per share average. We also purchased in a private transaction in January 2009, 49,000 shares
for $0.4 million or $8.25 per share. As of May 31, 2009, a total of 161,145 shares remain available under this
program. Our loan agreement with Comerica provides a limit of $6.5 million for common stock purchases after
September 30, 2005, of which $0.9 million was available at May 31, 2009. The timing of future purchases of our
common stock is dependent on many factors including the price of our common shares, our cash flows and financial
position, and general economic and market conditions.

Credit Facility and Other Financing Arrangements

At December 31, 2008, we had total debt of $63.4 million, including $0.3 million of debt due in 2009, and total cash,
cash equivalents and investments in U.S. treasury securities of $32.5 million. Our debt outstanding at December 31,
2008, consisted of the following:

e $40.0 million of borrowings outstanding under seven unsecured term loans, which include two $5.0 million loans,
two $8.0 million loans, a $7.0 million loan and two $3.5 million loans, all of which will mature in December 2011.

e $21.3 million of borrowings outstanding under the Lantana promissory note, which matures in January 2018.

e $2.1 million of borrowings outstanding under the W Austin Hotel & Residences project construction loan, which
matures in September 2011 and has total remaining commitments available of approximately $163 million.

Effective May 30, 2008, we entered into a third modification and extension agreement to extend the maturity and
modify the interest rate on our $45.0 million revolving credit facility. The maturity was extended from May 30, 20009,
to May 30, 2010. In addition, the interest rate applicable to amounts borrowed under the facility was modified to an
annual rate of either the base rate minus 0.45 percent with a minimum interest rate of 5 percent or the London
Interbank Offered Rate (LIBOR) plus 2 percent with a minimum interest rate of 5 percent. No amounts were
outstanding under this facility at December 31, 2008. For a further discussion of our debt see Note 9.

At March 31, 2009, we had total debt of $68.0 million and total cash, cash equivalents and investments in U.S.
treasury securities of $31.4 million.

Under the W Austin Hotel & Residences project construction loan with Corus, remaining joint venture commitments
total $57.2 million at March 31, 2009. On February 18, 2009, Corus entered into a written agreement with the Federal
Reserve Bank of Chicago and a consent order with the Office of the Comptroller of the Currency, to maintain the
financial soundness of Corus. It is uncertain whether Corus will continue to be able to meet its funding commitments
under the construction loan agreement once we and Canyon-Johnson fund the required capital commitments later in
2009. The joint venture is pursuing other options for financing the W Austin Hotel & Residences project should Corus
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not be in a position to fulfill its obligations. Such options may include additional equity contributions by the joint
venture partners, financing from other financial institutions, admitting new equity partners, or a combination of these
alternatives. If Corus is unable to fulfill its funding obligations, and if alternate financing cannot be obtained, the joint
venture may be required to delay further construction of the project until additional sources of financing are available.
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In March 2009, we borrowed $4.7 million under a term loan secured by Barton Creek Village, which will mature in
April 2014. The applicable interest rate is 6.25 percent, and payments of interest and principal are due monthly
beginning May 1, 2009. We will use the proceeds of this loan for general corporate purposes.

As of May 31, 2009, we had $9.4 million of borrowings outstanding and $2.9 million of letters of credit issued under
our $45.0 million revolving credit facility with Comerica, resulting in availability of approximately $32.7 million. We
used the proceeds of these borrowings for general corporate purposes, including overhead costs and development costs
related to Barton Creek and Circle C.

DEBT MATURITIES AND OTHER CONTRACTUAL OBLIGATIONS

The following table summarizes our contractual cash obligations as of December 31, 2008 (in thousands):

2009 2010 2011 2012 2013 Thereafter Total
Debt $ 279 $ 297 $ 42,409 $ 334 $ 355 $ 19,678 $ 63,352
Scheduled interest
paymentsa 4,087 4,087 4,041 1,273 1,273 5,094 19,855
Construction contracts 79,215 90,274 16,925 - - - 186,414
Operating lease 145 153 155 13 - - 466
Total $ 83,726 $ 94,811 $ 63,530 $ 1,620 $ 1,628 $ 24,772 $ 270,087

a. Scheduled interest payments were calculated using stated coupon rates for fixed-rate debt and interest rates
applicable at January 1, 2009, for variable-rate debt.

We had commitments under noncancelable open contracts totaling $186.4 million at December 31, 2008. These
commitments include the following contracts that we entered into in 2008:

e Contracts totaling $3.9 million for infrastructure work in connection with new residential subdivisions, MUDs and
general development at Barton Creek with a remaining balance of $2.9 million at December 31, 2008;

¢ A $0.8 million contract for the construction of a retail center at Circle C with a remaining balance of $0.3 million at
December 31, 2008;

e $208.6 million in contracts in connection with architectural, design, engineering, construction and testing for the W
Austin Hotel & Residences project with a remaining balance of $183.3 million at December 31, 2008.

In early 2009, we entered into additional contracts for $2.4 million related to the W Austin Hotel & Residences, $0.3
million related to Circle C and $0.1 million related to Barton Creek.

At December 31, 2008, we guarantee $1.9 million of the $9.1 million outstanding debt of Crestview Station, a joint
venture partnership of which we have a 50 percent interest.

CRITICAL ACCOUNTING POLICIES

Management’s discussion and analysis of our financial condition and results of operations are based on our
consolidated financial statements, which have been prepared in conformity with accounting principles generally
accepted in the United States of America. The preparation of these statements requires that we make estimates and
assumptions that affect the reported amounts of assets, liabilities, revenues and expenses. We base these estimates on
historical experience and on assumptions that we consider reasonable under the circumstances; however, reported
results could differ from those based on the current estimates under different assumptions and/or conditions. The areas
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requiring the use of management’s estimates are discussed in Note 1 to our consolidated financial statements under the
heading “Use of Estimates.” We believe that our most critical accounting policies relate to our investment in real estate
and commercial leasing assets, our allocation of overhead costs, revenue recognition and deferred tax assets.

Management has reviewed the following discussion of its development and selection of critical accounting estimates
with the Audit Committee of our Board of Directors.
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¢ Investment in Real Estate and Commercial Leasing Assets. Real estate held for sale is stated at the lower of cost or
fair value less costs to sell and includes acquisition, development, construction and carrying costs and other related
costs through the development stage. Commercial leasing assets, which are held for use, are stated at cost. When
events or circumstances indicate than an asset’s carrying amount may not be recoverable, an impairment test is
performed in accordance with the provisions of Statement of Financial Accounting Standards (SFAS) No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets.” For properties held for sale, if estimated fair value
less costs to sell is less than the related carrying amount, then a reduction of the asset’s carrying value to fair value less
costs to sell is required. For properties held for use, which includes commercial leasing assets and properties under
development, if the projected undiscounted cash flow from the asset is less than the related carrying amount, then a
reduction of the carrying amount of the asset to fair value is required. Measurement of the impairment loss is based on
the fair value of the asset. Generally, we determine fair value using valuation techniques such as discounted expected
future cash flows.

Our expected future cash flows are affected by many factors including:
e The economic condition of the Austin, Texas, market;
e The performance of the real estate industry in the markets where our properties are located;
e Qur financial condition, which may influence our ability to develop our real estate; and
¢ The inability or unwillingness of tenants to pay their current rent or rent increases; and
¢ Governmental regulations.

Because any one of these factors could substantially affect our estimate of future cash flows, this is a critical
accounting policy because these estimates could result in us either recording or not recording an impairment loss
based on different assumptions. For the year ended December 31, 2008, we recorded impairment charges of $0.3
million related to properties in our Barton Creek community (see Note 4).

The estimate of our future revenues is also important because it is the basis of our development plans and also a factor
in our ability to obtain the financing necessary to complete our development plans. If our estimates of future cash
flows from our properties differ from expectations, then our financial position and liquidity may be impacted, which
could result in our default under certain debt instruments or result in our suspending some or all of our development
activities.

¢ Allocation of Overhead Costs. We capitalize a portion of our direct overhead costs and also allocate a portion of
these overhead costs to cost of sales based on the activities of our employees that are directly engaged in development
activities. In connection with this procedure, we periodically evaluate our “corporate” personnel activities to quantify the
amount of time, if any, associated with activities that would normally be capitalized or considered part of cost of sales.
After determining the appropriate aggregate allocation rates, we apply these factors to our overhead costs to determine
the appropriate allocations. This is a critical accounting policy because it affects our net results of operations for that
portion which is capitalized. In accordance with paragraph 7 of SFAS No. 67, “Accounting for Costs and Initial Rental
Operations of Real Estate Projects,” we capitalize only direct and indirect project costs associated with the acquisition,
development and construction of a real estate project. Indirect costs include allocated costs associated with certain
pooled resources (such as office supplies, telephone and postage) which are used to support our development projects,
as well as general and administrative functions. Allocations of pooled resources are based only on those employees
directly responsible for development (i.e., project manager and subordinates). We charge to expense indirect costs that
do not clearly relate to a real estate project such as salaries and allocated expenses related to the Chief Executive
Officer and Chief Financial Officer.

® Revenue Recognition. Revenues from property sales are recognized in accordance with SFAS No. 66, “Accounting
for Sales of Real Estate,” when the risks and rewards of ownership are transferred to the buyer, when the consideration
received can be reasonably determined and when we have completed our obligations to perform certain supplementary
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development activities, if any exist, at the time of the sale. Consideration is reasonably determined and considered
likely of collection when we have signed sales agreements and have determined that the buyer has demonstrated a
commitment to pay. The buyer’s commitment to pay is supported by the level of their initial investment, our
assessment of the buyer’s credit standing and our assessment of whether the buyer’s stake in the property is sufficient to
motivate the buyer to honor their obligation to it. We recognize our rental income based on the terms of our signed
leases with tenants on a straight-line basis. We recognize sales commissions and management and development fees
when earned, as lots or acreage are sold or when the services are performed.
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¢ Deferred Tax Assets. SFAS No. 109, “Accounting for Income Taxes,” (SFAS No. 109) requires a reduction of the
carrying amounts of deferred tax assets by a valuation allowance if, based on the available evidence, it is more likely
than not that such assets will not be realized. Accordingly, we assess the need to establish valuation allowances for
deferred tax assets periodically based on the SFAS No. 109 more-likely-than-not realization threshold criterion. In the
assessment for a valuation allowance, appropriate consideration is given to all positive and negative evidence related
to the realization of the deferred tax assets. This assessment considers, among other matters, the nature, frequency and
severity of current and cumulative losses, forecasts of future profitability, the duration of statutory carryforward
periods, our experience with operating loss and tax credit carryforwards not expiring unused, and tax planning
alternatives.

In 2006, we sold 7000 West (see Note 12) and 58 acres at our Lantana property. These transactions generated pre-tax
income of approximately $26 million and along with our then-current homebuilder contract arrangements and
projected levels of future sales provided sufficient evidence that we would more likely than not be able to realize
certain of our deferred tax assets. Realization of our deferred tax assets is dependent on generating sufficient taxable
income within the carryforward period available under tax law. Should actual results differ materially from our
estimates, we may need to reinstate a valuation allowance, which could materially impact our results of operations and
financial position in future periods (see Note 10).

DISCLOSURES ABOUT MARKET RISKS

We derive our revenues from the management, development and sale of our real estate holdings and rental of our
office properties. Our results of operations can vary significantly with fluctuations in the market prices of real estate,
which are influenced by numerous factors, including interest rate levels. Changes in interest rates also affect interest
expense on our debt. At the present time, we have only hedged our exposure to changes in interest rates on our
projected borrowings under the W Austin Hotel & Residences project construction loan with Corus. On August 1,
2008, Stratus’ joint venture with Canyon-Johnson paid $0.7 million to enter into an agreement to cap the floating
LIBOR rate on its construction loan at 4.5 percent. This interest rate cap agreement does not qualify for hedge
accounting and we recorded non-cash charges totaling $0.6 million in 2008 for changes in the fair value of the interest
rate cap agreement (see Note 7). At December 31, 2008, $2.1 million of our total outstanding debt of $63.4 million
bears interest at variable rates. A change of 100 basis points in annual interest rates for this variable-rate debt would
have a less than $0.1 million impact on annual interest costs.

NEW ACCOUNTING STANDARDS
Refer to Note 1 for information on new accounting standards.
CAUTIONARY STATEMENT

Management’s Discussion and Analysis of Financial Condition and Results of Operation and Disclosures about Market
Risks contains forward-looking statements regarding future reimbursements for infrastructure costs, future events
related to financing and regulatory matters, the expected results of our business strategy, and other plans and

objectives of management for future operations and activities. Important factors that could cause actual results to

differ materially from our expectations include economic and business conditions, business opportunities that may be
presented to and pursued by us, changes in laws or regulations and other factors, many of which are beyond our
control, and other factors that are described in more detail under “Risk Factors™ located in Item 1A of this Form 10-K.
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Item 8. Financial Statements and Supplementary Data
MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Stratus Properties Inc.’s (the Company’s) management is responsible for establishing and maintaining adequate internal
control over financial reporting. Internal control over financial reporting is defined in Rule 13a-15(f) or 15d-15(f)
under the Securities Exchange Act of 1934 as a process designed by, or under the supervision of, the Company’s
principal executive and principal financial officers and effected by the Company’s Board of Directors, management
and other personnel, to provide reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted accounting principles and includes
those policies and procedures that:

e Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the transactions and
dispositions of the Company’s assets;

® Provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the
Company are being made only in accordance with authorizations of management and directors of the Company;
and

® Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or
disposition of the Company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

Our management, including our principal executive officer and principal financial officer, assessed the effectiveness

of our internal control over financial reporting as of the end of the fiscal year covered by this annual report on Form
10-K. In making this assessment, our management used the criteria set forth in Internal Control-Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based on our
management’s assessment, management concluded that, as of December 31, 2008, our Company’s internal control over
financial reporting is effective based on the COSO criteria.

PricewaterhouseCoopers LLP, an independent registered public accounting firm, has issued their audit report on the
effectiveness of our internal control over financial reporting as of December 31, 2008, as stated in their report dated
June 23, 2009, which is included herein.

/s/ William H. Armstrong III /s/ John E. Baker

William H. Armstrong II1 John E. Baker

Chairman of the Board, President Senior Vice President

and Chief Executive Officer and Chief Financial Officer
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
TO THE BOARD OF DIRECTORS AND STOCKHOLDERS OF STRATUS PROPERTIES INC.:

In our opinion, the consolidated financial statements listed in the index appearing under Item 15(a)(1) present fairly, in
all material respects, the financial position of Stratus Properties Inc. and its subsidiaries at December 31, 2008 and
2007, and the results of their operations and their cash flows for each of the three years in the period ended December
31, 2008 in conformity with accounting principles generally accepted in the United States of America. In addition, in
our opinion, the financial statement schedule listed in the index appearing under Item 15(a)(2) presents fairly, in all
material respects, the information set forth therein when read in conjunction with the related consolidated financial
statements. Also in our opinion, the Company maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2008 based on criteria established in Internal Control - Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). The Company's
management is responsible for these financial statements and financial statement schedule, for maintaining effective
internal control over financial reporting and for its assessment of the effectiveness of internal control over financial
reporting, included in the accompanying Management's Report on Internal Control over Financial Reporting. Our
responsibility is to express opinions on these financial statements, on the financial statement schedule, and on the
Company's internal control over financial reporting based on our integrated audits. We conducted our audits in
accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements are
free of material misstatement and whether effective internal control over financial reporting was maintained in all
material respects. Our audits of the financial statements included examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation. Our audit of internal control over
financial reporting included obtaining an understanding of internal control over financial reporting, assessing the risk
that a material weakness exists, and testing and evaluating the design and operating effectiveness of internal control
based on the assessed risk. Our audits also included performing such other procedures as we considered necessary in
the circumstances. We believe that our audits provide a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control over financial reporting includes those
policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance
with authorizations of management and directors of the company; and (iii) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

/s/ PricewaterhouseCoopers LLP
Dallas, Texas

June 23, 2009
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STRATUS PROPERTIES INC.
CONSOLIDATED BALANCE SHEETS
(In Thousands, Except Par Value)

December 31,

2008 2007
ASSETS
Cash and cash equivalents $ 17,097 $ 40,873
Restricted cash 6 112
Investment in U.S. treasury securities 15,388 -
Real estate, commercial leasing assets and facilities, net:
Property held for sale — developed or under development 115,966 121,337
Property held for sale — undeveloped 27,514 15,194
Property held for use, net 56,919 38,215
Investment in unconsolidated affiliate 2,283 4,720
Deferred tax asset 7,330 6,556
Other assets 10,043 5,627
Total assets $ 252,546 $ 232,634
LIABILITIES AND STOCKHOLDERS’ EQUITY
Accounts payable and accrued liabilities $ 6,585 $ 6,324
Accrued interest and property taxes 3,203 1,811
Deposits 1,301 2,996
Debt (Note 9) 63,352 61,500
Other liabilities 3,583 4,561
Total liabilities 78,024 77,192
Commitments and contingencies (Note 13)
Minority interest in consolidated subsidiary (Note 6) 25,286 -
Stockholders’ equity:
Preferred stock, par value $0.01 per share, 50,000 shares
authorized
and unissued - -
Common stock, par value $0.01 per share, 150,000 shares
authorized,
8,282 and 8,128 shares issued, respectively and
7,463 and 7,542 shares outstanding, respectively 83 81
Capital in excess of par value of common stock 196,692 195,898
Accumulated deficit (30,095) (26,258)
Accumulated other comprehensive loss 3) -
Common stock held in treasury, 819 shares and 586 shares,
at cost, respectively (17,441) (14,279)
Total stockholders’ equity 149,236 155,442
Total liabilities and stockholders' equity $ 252,546 $ 232,634

The accompanying Notes to Consolidated Financial Statements are an integral part of these consolidated financial
statements.
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STRATUS PROPERTIES INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
(In Thousands, Except Per Share Amounts)

Revenues:

Real estate

Rental income

Commissions, management fees and other
Total revenues

Cost of sales (Note 1):

Real estate, net

Rental

Depreciation

Long-lived asset impairments

Total cost of sales

General and administrative expenses

Total costs and expenses

Operating (loss) income

Other income

Interest income

Loss on interest rate cap agreement

(Loss) income from continuing operations before
income

taxes, minority interest and equity in
unconsolidated affiliate’s income

Minority interest in net loss of consolidated
subsidiary

Equity in unconsolidated affiliate’s income
Benefit from (provision for) income taxes
(Loss) income from continuing operations
(Loss) income from discontinued operations,
net of taxes (Note 12)

Net (loss) income applicable to common stock

Basic net (loss) income per share of common
stock:

Continuing operations

Discontinued operations

Basic net (loss) income per share of common
stock

Diluted net (loss) income per share of common
stock:

Continuing operations

Discontinued operations

Diluted net (loss) income per share of common
stock

2008

$

Years Ended December 31,
2007
13,271 $ 22,470
4,473 3,081
1,039 1,613
18,783 27,164
13,031 16,142
3,554 3,264
1,652 1,272
250 -
18,487 20,678
7,554 7,029
26,041 27,707
(7,258) (543)
- 3,000
1,448 849
(610) -
(6,420) 3,306
392 -
562 982
1,734 (1,679)
(3,732) 2,609
(105) 11,180
(3,837) $ 13,789
(0.49) $ 0.35
(0.01) 1.48
)
(0.50 $ 1.83
(0.49) $ 0.34
(0.01) 1.46
)
(0.50 $ 1.80

$

2006

58,388
1,662
1,825

61,875

29,813
1,712
852
32,377
6,860
39,237
22,638

370

23,008

7,310
30,318

9,142
39,460

4.15
1.25

5.40

3.96
1.19

5.15
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Weighted average shares of common stock

outstanding:
Basic 7,621 7,554 7,306
Diluted 7,621 7,677 7,658

The accompanying Notes to Consolidated Financial Statements are an integral part of these consolidated financial
statements.
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STRATUS PROPERTIES INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In Thousands)
Years Ended December 31,
2008 2007
Cash flow from operating activities:
Net (loss) income $ (3,837) $ 13,789
Adjustments to reconcile net (loss) income to net cash
(used in)
provided by operating activities:
Loss (income) from discontinued operations 105 (11,180)
Depreciation 1,652 1,272
Loss on interest rate cap agreement 610 -
Minority interest in net loss of consolidated subsidiary (392) -
Cost of real estate sold 9,021 14,238
Long-lived asset impairments 250 -
Deferred income taxes (774) 1,372
Stock-based compensation 1,021 1,534
Equity in unconsolidated affiliate’s income (562) (982)
Distribution of unconsolidated affiliate’s income 1,266 -
Deposits (1,950) (1,372)
Purchases and development of real estate properties (30,165) (29,673)
Municipal utility district reimbursements 6,229 2,557
Decrease (increase) in other assets 1,196 (2,276)
(Increase) decrease in accounts payable, accrued
liabilities and other (461) (1,287)
Net cash (used in) provided by continuing operations (16,791) (12,008)
Net cash provided by (used in) discontinued operations - 11,373
Net cash (used in) provided by operating activities (16,791) (635)
Cash flow from investing activities:
Development of commercial leasing properties and other
expenditures (15,545) (7,358)
Return of investment in unconsolidated affiliate 2,374 -
Investment in U.S. treasury securities (15,391) -
Investment in interest rate cap agreement (673) -
Other 36 35
Net cash used in continuing operations (29,199) (7,323)
Net cash provided by discontinued operations - 10,689
Net cash (used in) provided by investing activities (29,199) 3,366
Cash flow from financing activities:
Borrowings from revolving credit facility - 17,450
Payments on revolving credit facility - (20,450)
Borrowings from unsecured term loans - 15,000
Borrowings from Lantana promissory note - 21,500
Repayments on Lantana promissory note (242) -
Borrowings from project loans 2,094 -

Repayments on project loans - -

2006

$ 39,460

(9,142)
852

23,973

(5,051)
1,095

(280)

(37,140)
1,337

(1,668)

643
14,079
(4,916)

9,163

(9,068)

61
(9,007)
2,494
(6,513)

18,000
(30,677)
15,000

1,214
(15,904)
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Minority interest contributions

Net proceeds from (payments for) exercised stock
options

Excess tax benefit from exercised stock options
Purchases of Stratus common shares

Financing costs

Net cash provided by (used in) continuing operations
Net cash (used in) provided by discontinued operations
Net cash provided by (used in) financing activities

37

25,678
58
(2,529)
(2,845)
22,214

22,214

(112)
4,845
(1,453)

36,780
(258)
36,522

(2,438)
1,111
(565)
(810)
(15,069)
12,739
(2,330)
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STRATUS PROPERTIES INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS (Continued)

(In Thousands)
Years Ended December 31,
2008 2007 2006

Net (decrease) increase in cash and cash equivalents (23,776) 39,253 320

Cash and cash equivalents at beginning of year 40,873 1,620 1,519

Cash and cash equivalents at end of year 17,097 40,873 1,839

Less cash at discontinued operations - - (219)
Unrestricted cash and cash equivalents at end of year $ 17,097 $ 40,873 $ 1,620

Supplemental Information:

Income taxes paid $ 627 $ - $ 952

The accompanying Notes to Consolidated Financial Statements, which include information regarding noncash
transactions, are an integral part of these consolidated financial statements.
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STRATUS PROPERTIES INC.
CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY

(In Thousands)

Preferred stock:
Balance at beginning and end of year

Common stock:

Balance at beginning of year representing 8,128 shares

in 2008,

8,057 shares in 2007 and 7,485 shares in 2006
Exercise of stock options and vested restricted stock
units representing

154 shares in 2008, 71 shares in 2007 and 572 shares in

2006

Balance at end of year representing 8,282 shares in
2008, 8,128

shares in 2007 and 8,057 shares in 2006

Capital in excess of par value:

Balance at beginning of year

Stock-based compensation costs, net of capitalized
amounts

Exercised stock options and other

Excess tax benefit for stock option exercises
Balance at end of year

Accumulated deficit:
Balance at beginning of year
Net (loss) income

Balance at end of year

Unamortized value of restricted stock units:
Balance at beginning of year

Reclass unamortized value of restricted stock units on

adoption
of new accounting standard
Balance at end of year

Accumulated other comprehensive loss:
Balance at beginning of year

Unrealized loss on U.S. treasury securities
Balance at end of year

Common stock held in treasury:

Balance at beginning of year representing 586 shares in

2008,
526 shares in 2007 and 268 shares in 2006

Years Ended December 31,

2008 2007

81

83

195,898

1,021
(227)

196,692

(26,258)
(3,837)
(30,095)

3)
3)

(14,279)

81

81

188,873

1,534
646
4,845
195,898

(40,047)
13,789
(26,258)

(12,353)

2006

74

81

182,007
1,095
4,660

1,111
188,873

(79,507)
39,460
(40,047)

(567)

567

(4,404)
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Shares purchased representing 214 shares in 2008,

45 shares in 2007 and 23 shares in 2006 (2,529) (1,453) (565)
Tender of 19 shares in 2008, 15 shares in 2007 and 235

shares

in 2006 for exercised stock options and vested restricted

stock units (633) 473) (7,384)
Balance at end of year representing 819 shares in 2008,

586 shares in 2007 and 526 shares in 2006 (17,441) (14,279) (12,353)
Total stockholders’ equity $ 149,236 $ 155,442 $ 136,554

The accompanying Notes to Consolidated Financial Statements are an integral part of these consolidated financial
statements.
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STRATUS PROPERTIES INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Summary of Significant Accounting Policies

Business and Principles of Consolidation. Stratus Properties Inc. (Stratus), a Delaware Corporation, is engaged in the
acquisition, development, management, operation and sale of commercial, multi-family and residential real estate
properties located primarily in the Austin, Texas area. The real estate development and marketing operations of
Stratus are conducted through its wholly owned subsidiaries, a consolidated joint venture and through an
unconsolidated joint venture (see “Investment in Unconsolidated Affiliate” below and Note 8). Stratus consolidates its
wholly owned subsidiaries, subsidiaries in which Stratus has a controlling interest and variable interest entities in
which Stratus is deemed the primary beneficiary. All significant intercompany transactions have been eliminated in
consolidation.

On March 27, 2006, Stratus sold Stratus 7000 West Joint Venture (7000 West) and on October 12, 2007, Stratus sold
the Escarpment Village shopping center. As a result, 7000 West and Escarpment Village are reported as discontinued
operations and the consolidated financial statements for all periods have been adjusted to reflect this presentation (see
Note 12).

Concentration of Risks. Stratus maintains cash equivalents in accounts with financial institutions in excess of the
amount insured by the Federal Deposit Insurance Corporation. Stratus monitors the financial stability of these
financial institutions regularly.

Stratus primarily conducts its real estate operations in Austin, Texas. Consequently, any significant economic
downturn in the Austin market could potentially have an effect on Stratus’ business, results of operations and financial
condition.

Use of Estimates. The preparation of financial statements in conformity with accounting principles generally accepted
in the United States (U.S.) of America requires management to make estimates and assumptions that affect the
amounts reported in these financial statements and accompanying notes. The more significant estimates include
estimates of future cash flow from development and sale of real estate properties, allocation of certain indirect costs,
valuation allowances for deferred tax assets, useful lives for depreciation and amortization and abandonment costs for
a previously owned oil and gas property. Actual results could differ from those estimates.

Cash Equivalents and Restricted Cash. Highly liquid investments purchased with maturities of three months or less
are considered cash equivalents. At December 31, 2008, cash equivalents include U.S. treasury securities of $10.0
million, which matured on January 2, 2009, three certificates of deposit totaling $3.0 million, which matured on
January 20, 2009, February 17, 2009 and March 18, 2009, and other short-term investments of $1.0 million. Restricted
cash includes less than $0.1 million held at December 31, 2008 and $0.1 million at December 31, 2007, for payment
of fractional shares resulting from the May 2001 stock split (see Note 11).

Investment in U.S. Treasury Securities. Investments in U.S. treasury securities having maturities of more than 90 days
but not more than one year at the time of purchase are considered short-term and reported as “Investment in U.S.
treasury securities” in the accompanying consolidated balance sheets. As of December 31, 2008, Stratus’ entire portfolio
of short-term investments was classified as “available for sale” in accordance with Statements of Financial Accounting
Standards (SFAS) No. 115, “Accounting for Certain Investments in Debt and Equity Securities” and was stated at fair
value as determined by quoted market values. Unrealized holding gains and losses for these investments are reported

in other comprehensive loss until realized. At December 31, 2008, investment in U.S. treasury securities included

$10.0 million which matured on April 23, 2009, and $5.4 million which matures on June 18, 2009.
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Allowance for Doubtful Accounts. Stratus periodically evaluates its ability to collect its receivables. Stratus provides
an allowance for estimated uncollectible amounts if it is determined that such amounts will not be collected. Stratus
believes all of its receivables are collectible and no allowances for doubtful accounts are included in the
accompanying consolidated balance sheets.

Investment in Real Estate and Commercial Leasing Assets. Real estate held for sale is stated at the lower of cost or
fair value less costs to sell, and includes acquisition, development, construction and carrying costs,
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and other related costs through the development stage. Commercial leasing assets, which are held for use, are stated at
cost less accumulated depreciation. Stratus capitalizes interest on funds used in developing properties from the date of
initiation of development activities through the date the property is substantially complete and ready for sale or lease.
Common costs are allocated based on the relative fair value of individual land parcels. Certain carrying costs are
capitalized on properties currently under active development. Stratus capitalizes improvements that increase the value
of commercial leasing properties and have useful lives greater than one year. Costs related to repairs and maintenance
are expensed as incurred.

In accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,” when events or
circumstances indicate that an asset’s carrying amount may not be recoverable, an impairment test is performed.
Events or circumstances that Stratus considers indicators of impairment include significant decreases in market values,
adverse changes in regulatory requirements (including environmental laws) and current period or projected operating
cash flow losses from rental properties. Impairment tests for properties to be held and used, including properties under
development, involve the use of estimated future net undiscounted cash flows expected to be generated from the use
of the property and its eventual disposition. If projected undiscounted cash flow from properties to be held and used is
less than the related carrying amount, then a reduction of the carrying amount of the long-lived asset to fair value is
required. Measurement of the impairment loss is based on the fair value of the asset. Generally, Stratus determines fair
value using valuation techniques such as discounted expected future cash flows. Impairment tests for properties held
for sale, including undeveloped and developed properties, involve management estimates of fair value based on
estimated market values for similar properties in similar locations and management estimates of costs to sell. If
estimated fair value less costs to sell is less than the related carrying amount, then a reduction of the carrying amount
of the asset to fair value less costs to sell is required. For the year ended December 31, 2008, Stratus recorded
impairment charges of $0.3 million related to properties in Barton Creek and Camino Real (see Note 4).

Depreciation. Commercial leasing properties are depreciated on a straight-line basis over their estimated 30 or
40-year life. Furniture, fixtures and equipment are depreciated on a straight-line basis over a five-year period. Tenant
improvements are depreciated over the related lease terms.

Discontinued Operations. Assets and liabilities related to commercial leasing properties for which Stratus has
implemented a plan of disposal are reclassified to discontinued operations in the Consolidated Balance Sheet.
Properties classified as discontinued operations are not depreciated. These properties remain classified as discontinued
operations until sold or until Stratus discontinues its plan of disposal. Stratus resumes depreciating properties
reclassified from discontinued operations, and depreciation expense is adjusted to record depreciation for the time
during which the properties were classified as discontinued operations.

In accordance with SFAS No. 144, operating results for commercial leasing properties sold or classified as
discontinued operations from which Stratus will not have continuing cash flows and with which Stratus will not have
significant continuing involvement are presented as discontinued operations in the Statements of Operations for all
years presented.

Investment in Unconsolidated Affiliate. Stratus has a 50 percent interest in the Crestview Station project (see Note 8),
which it accounts for under the equity method in accordance with the provisions of the American Institute of Certified
Accountants Statement of Position 78-9, “Accounting for Investments in Real Estate Ventures” (SOP 78-9). Stratus has
determined that consolidation of the Crestview Station project is not required under the provisions of Financial
Accounting Standards Board (FASB) Interpretation No. 46R, “Consolidation of Variable Interest Entities (revised
December 2003) — an Interpretation of ARB No. 51” (FIN 46R).

Other assets. Other assets primarily consist of deferred financing and leasing costs, prepaid insurance, tenant and
other accounts receivable, and notes and interest receivable. Deferred financing costs are amortized using the
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straight-line method, which approximates the effective interest method, to interest expense. Deferred leasing costs are
amortized to cost of sales on the straight-line method over the related lease terms.

Accrued Property Taxes. Stratus estimates its property tax accrual based on prior year property tax payments and
other current events that may impact the amount. Upon receipt of the property tax bill, Stratus adjusts its accrued
property tax balance at year-end to the actual amount of taxes due in January. Accrued property taxes totaled $2.9
million at December 31, 2008, and $1.6 million at December 31, 2007.
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Derivative Instruments. Stratus accounts for its interest rate cap agreement, a derivative instrument, pursuant to SFAS
No. 133, “Accounting for Derivative Instruments and Hedging Activities.” SFAS No. 133 established accounting and
reporting standards requiring that every derivative instrument be recorded in the balance sheet as either an asset or
liability measured at its fair value. The accounting for changes in the fair value of a derivative instrument depends on
the intended use of the derivative and the resulting designation. Stratus records this interest rate cap agreement
maturing July 2011 at fair value on a recurring basis on its balance sheet and recognizes changes in fair value in its
statement of operations (see Note 7).

Revenue Recognition. Revenues from property sales are recognized in accordance with SFAS No. 66, “Accounting for
Sales of Real Estate,” when the risks and rewards of ownership are transferred to the buyer, when the consideration
received can be reasonably determined and when Stratus has completed its obligations to perform certain

supplementary development activities, if any exist, at the time of the sale. Consideration is reasonably determined and
considered likely of collection when Stratus has signed sales agreements and has determined that the buyer has
demonstrated a commitment to pay. The buyer’s commitment to pay is supported by the level of their initial

investment, Stratus’ assessment of the buyer’s credit standing and Stratus’ assessment of whether the buyer’s stake in the
property is sufficient to motivate the buyer to honor their obligation to it.

Stratus recognizes its rental income based on the terms of its signed leases with tenants on a straight-line basis.
Recoveries from tenants for taxes, insurance and other commercial property operating expenses are recognized as
revenues in the period the applicable costs are incurred. Stratus recognizes sales commissions and management and
development fees when earned, as lots or acreage are sold or when the services are performed. A summary of Stratus’
revenues follows (in thousands):

Years Ended December 31,
2008 2007 2006

Revenues:

Developed property sales $ 13,231 $ 21,388 $ 33459
Undeveloped property sales 40 1,082 24,929
Rental income 4,473 3,081 1,662
Commissions, management fees and other 1,039 1,613 1,825
Total revenues $ 18,783 $ 27,164 $ 61,875

Cost of Sales. Cost of sales includes the cost of real estate sold as well as costs directly attributable to the properties
sold such as marketing and depreciation. A summary of Stratus’ cost of sales follows (in thousands):

Years Ended December 31,
2008 2007 2006

Cost of developed property sales $ 9,095 $ 14,326 $ 20,134
Cost of undeveloped property sales 141 300 7,295
Rental property costs 3,554 3,264 1,712
Project expenses and allocation of overhead costs (see

below) 4,183 3,235 2,811
Municipal utility district reimbursements (see below) (108) (1,724) (92)
Depreciation 1,652 1,272 852
Long-lived asset impairments 250 - -
Other, net (280) 5 (335)
Total cost of sales $ 18,487 $ 20,678 $ 32,377
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Municipal Utility District Reimbursements. Stratus receives Barton Creek Municipal Utility District (MUD)
reimbursements for certain infrastructure costs incurred. Prior to 1996, Stratus capitalized infrastructure costs to the
costs of its properties as those costs were incurred. Subsequently, those costs were expensed through cost of sales as
properties sold. In 1996, following the 1995 creation of MUDs, Stratus began capitalizing the infrastructure costs to a
separate MUD property category. MUD reimbursements received for infrastructure costs incurred prior to 1996 are
reflected as a reduction of cost of sales, while other MUD reimbursements represent a reimbursement of basis in
MUD properties and are recorded as a reduction of the related asset’s carrying amount. Stratus has long-term
agreements with seven independent MUDs in Barton Creek to build the MUDs’ utility systems and to be eligible for
future reimbursements for the related costs. The amount and timing of MUD reimbursements depends upon the
respective MUD having a sufficient tax base within its district to issue bonds and being able to obtain the necessary
state approval for the sale of the bonds. Because the timing of the
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issuance and approval of the bonds is subject to considerable uncertainty, coupled with the fact that interest rates on
such bonds cannot be fixed until they are approved, the amounts associated with MUD reimbursements are not known
until approximately one month before the MUD reimbursements are received. To the extent the reimbursements are
less than the costs capitalized, Stratus records a loss when that determination is made. MUD reimbursements represent
the actual amounts received.

Allocation of Overhead Costs. Stratus has historically allocated a portion of its overhead costs to both capital
accounts (real estate, commercial leasing assets and facilities) and cost of sales based on the percentage of time certain
of its employees, comprising its indirect overhead pool, worked in the related areas (i.e. construction and development
for capital and sales and marketing for cost of sales). In accordance with paragraph 7 of SFAS No. 67, “Accounting for
Costs and Initial Rental Operations of Real Estate Projects,” Stratus capitalizes only direct and indirect project costs
associated with the acquisition, development and construction of a real estate project. Indirect costs include allocated
costs associated with certain pooled resources (such as office supplies, telephone and postage) which are used to
support Stratus’ development projects, as well as general and administrative functions. Allocations of pooled resources
are based only on those employees directly responsible for development (i.e., project manager and subordinates).
Stratus charges to expense indirect costs that do not clearly relate to a real estate project, such as salaries and allocated
expenses related to the Chief Executive Officer and Chief Financial Officer.

Advertising Costs. Advertising costs are expensed as incurred and are included as a component of cost of sales.
Advertising costs totaled $0.4 million in 2008, $0.3 million in 2007 and $0.2 million in 2006.

Income Taxes. Stratus follows the liability method of accounting for income taxes in accordance with SFAS No. 109,
“Accounting for Income Taxes.” Under this method, deferred tax assets and liabilities are recorded for future tax
consequences of temporary differences between the financial reporting and tax basis of assets and liabilities (see Note
10).

Earnings Per Share. Stratus’ basic net (loss) income per share of common stock was calculated by dividing the (loss)
income applicable to continuing operations, (loss) income from discontinued operations and net (loss) income
applicable to common stock by the weighted average number of common shares outstanding during the year. The
following is a reconciliation of net (loss) income and weighted average common shares outstanding for purposes of
calculating diluted net (loss) income per share (in thousands, except per share amounts):

Years Ended December 31,
2008 2007 2006

(Loss) income from continuing operations $  (3,732) $ 2,609 $ 30,318
(Loss) income from discontinued operations (105) 11,180 9,142
Net (loss) income applicable to common stock $ (3,837) $ 13,789 $ 39,460
Weighted average common shares outstanding 7,621 7,554 7,306
Add: Dilutive stock options - 97 314
Restricted stock units - 26 38
Weighted average common shares outstanding for

purposes of calculating diluted net (loss) income per share 7,621 7,677 7,658
Diluted net (loss) income per share of common stock:

Continuing operations $ (0.49) $ 0.34 $ 3.96
Discontinued operations (0.01) 1.46 1.19
Diluted net (loss) income per share of common stock $ (0.50) $ 1.80 $ 5.15
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Stock options and restricted stock units representing approximately 51,000 shares for 2008 that otherwise would have
been included in weighted average common shares outstanding for purposes of calculating diluted net (loss) income
per share were excluded because of the loss from continuing operations reported for the period.
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Comprehensive (Loss) Income. Comprehensive (loss) income is comprised of net (loss) income from results of
operations and changes in the fair value of investments in U.S. treasury securities. The components of comprehensive
(loss) income, net of income taxes, are as follows (in thousands):

Years Ended December 31,
2008 2007 2006
Net (loss) income $ (3,837 $ 13,789 $ 39,460
Other comprehensive loss:
Change in unrecognized net losses of investment in
U.S. treasury securities A3) - -
Comprehensive (loss) income $ (3,840 $ 13,789 $ 39,460

Stock-Based Compensation Plans. As of December 31, 2008, Stratus has two stock-based employee compensation
plans and one stock-based director compensation plan, which are more fully described in Note 11. Prior to 2007,
Stratus defined the market price as the average of the high and low price of Stratus common stock on the date of grant.
Effective March 2007, in response to new Securities and Exchange Commission (SEC) disclosure rules, Stratus now
defines the market price for future grants as the closing price of Stratus common stock on the date of grant.

Effective January 1, 2006, Stratus adopted the fair value recognition provisions of SFAS No. 123 (revised 2004),
“Share-Based Payment” or “SFAS No. 123R,” using the modified prospective transition method. Under that transition
method, compensation costs recognized in the consolidated statements of operations include: (a) compensation costs
for all stock option awards granted to employees prior to but not yet vested as of January 1, 2006, based on the
grant-date fair value estimated in accordance with the original provisions of SFAS No. 123, “Accounting for
Stock-Based Compensation,” and (b) compensation costs for all stock option awards granted subsequent to January 1,
2006, based on the grant-date fair value estimated in accordance with the provisions of SFAS No. 123R. In addition,
other stock-based awards charged to expense under SFAS No. 123 (i.e., restricted stock units) continue to be charged
to expense under SFAS No. 123R. Stratus has elected to recognize compensation costs for awards that vest over
several years on a straight-line basis over the vesting period. Stratus’ stock option awards provide for employees to
receive the next year’s vesting after an employee retires. For stock option awards granted after January 1, 2006, to
retirement-eligible employees, Stratus records one year of amortization of the awards’ value on the date of grant.
Stratus includes estimated forfeitures in its compensation cost and updates the estimated forfeiture rate through the
final vesting date of the awards.

New Accounting Standards.

Fair Value Measurements. In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements,” which
provides enhanced guidance for using fair value to measure assets and liabilities. SFAS No. 157 does not require any
new fair value measurements under accounting principles generally accepted in the U.S. but rather establishes a
common definition of fair value, provides a framework for measuring fair value under accounting principles generally
accepted in the U.S. and expands disclosure requirements about fair value measurements. In February 2008, the FASB
issued FASB Staff Position (FSP) FAS 157-2, which delays the effective date of SFAS No. 157 for nonfinancial
assets or liabilities that are not required or permitted to be measured at fair value on a recurring basis to fiscal years
beginning after November 15, 2008, and interim periods within those years. Effective January 1, 2008, Stratus
adopted SFAS No. 157 for financial assets and liabilities recognized at fair value on a recurring basis. At the time of
partial adoption, SFAS No. 157 did not impact Stratus’ financial reporting and disclosures as Stratus did not have
financial assets and liabilities subject to fair value measurement on a recurring basis (see Note 7). Stratus is currently
evaluating the impact that the adoption of SFAS No. 157 for nonfinancial assets or liabilities that are not required or
permitted to be measured at fair value on a recurring basis will have on its financial reporting and disclosures.
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Noncontrolling Interests in Consolidated Financial Statements. In December 2007, the FASB issued SFAS No. 160,
“Noncontrolling Interests in Consolidated Financial Statements — an amendment of ARB No. 51,” which clarifies that
noncontrolling interests (minority interests) are to be treated as a separate component of equity and any changes in the
ownership interest (in which control is retained) are to be accounted for as capital transactions. However, a change in
ownership of a consolidated subsidiary that results in a loss of control is considered a significant event that triggers
gain or loss recognition, with the establishment of a new fair value basis in any remaining ownership interests. SFAS
No. 160 also provides additional disclosure requirements for each reporting period. SFAS No. 160 applies to fiscal
years beginning on or after December 15, 2008, with early
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adoption prohibited. This statement is required to be adopted prospectively, except for the following provisions, which
are expected to be applied retrospectively: (i) the reclassification of noncontrolling interests to equity in the
consolidated balance sheets and (ii) the adjustment to consolidated net income to include net income attributable to
both the controlling and noncontrolling interests.

Disclosures about Derivative Instruments and Hedging Activities. In March 2008, FASB issued SFAS No. 161,
“Disclosures about Derivative Instruments and Hedging Activities — an amendment of FASB Statement No. 133.” SFAS
No. 161 amends the disclosure requirements for derivative instruments and hedging activities contained in SFAS No.
133. Under SFAS No. 161, entities are required to provide enhanced disclosures about (i) how and why an entity uses
derivative instruments, (ii) how derivative instruments and related hedged items are accounted for under SFAS No.

133 and related interpretations and (iii) how derivative instruments and related hedged items affect an entity’s financial
position, financial performance and cash flows. SFAS No. 161 is effective for fiscal years and interim periods
beginning after November 15, 2008, with early application encouraged. SFAS No. 161 encourages, but does not
require disclosure for earlier periods presented for comparative purposes at initial adoption. The adoption of SFAS

No. 161 will not affect Stratus’ accounting for derivative financial instruments; however, Stratus is currently evaluating
the impact on its related disclosures.

Determining the Fair Value of a Financial Asset when the Market for That Asset is Not Active. In October 2008, the
FASB issued FSP FAS 157-3, “Determining the Fair Value of a Financial Asset when the Market for That Asset is Not
Active,” which clarifies the application of SFAS No. 157 in a market that is not active and provides key considerations
in determining the fair value of the financial asset. FSP FAS 157-3 is effective upon issuance, including prior periods
for which financial statements have not been issued. Revisions resulting from a change in the valuation technique or
its application shall be accounted for as a change in accounting estimate. The adoption of FSP FAS 157-3 did not have
a material impact on Stratus’ financial reporting and disclosures.

Disclosures by Public Entities About Transfers of Financial Assets in Variable Interest Entities. In December 2008,

the FASB issued FSP FAS 140-4 and FIN 46(R)-8, “Disclosures by Public Entities (Enterprises) About Transfers of
Financial Assets and Interest in Variable Interest Entities” (FSP 140-4). FSP 140-4 requires additional disclosure about
transfers of financial assets and an enterprise’s involvement with variable interest entities. FSP 140-4 was effective for
the first reporting period ending after December 15, 2008. The adoption of FSP 140-4 did not have a significant
impact on Stratus’ consolidated financial statements and disclosures.

Equity Method Investment Accounting Considerations. In November 2008, the Emerging Issues Task Force (EITF)
reached consensus on Issue No. 08-6, “Equity Method Investment Accounting Considerations” (EITF 08-6), which
clarifies the accounting for certain transactions and impairment considerations involving equity method investments.
The intent of EITF 08-6 is to provide guidance on (i) determining the initial carrying value of an equity method
investment, (ii) performing an impairment assessment of an underlying indefinite-lived intangible asset of an equity
method investment, (iii) accounting for an equity method investee’s issuance of shares, and (iv) accounting for a
change in an investment from the equity method to the cost method. EITF 08-6 is effective for Stratus beginning
January 1, 2009, and is to be applied prospectively. The adoption of EITF 08-6 is not expected to have a material
impact on Stratus’ financial position or results of operations.
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2. Revisions of Previously Issued Financial Statements

In connection with reporting its financial results for the quarterly period ended September 30, 2008, Stratus reviewed
its accounting for capitalized interest and determined that the manner in which it had previously accounted for certain
interest costs was not in accordance with SFAS No. 34, “Capitalization of Interest Costs.” Additionally, Stratus
determined that its equity in unconsolidated affiliate’s income for the year ended December 31, 2007, was understated.
During its preparation of its financial results for the year ended December 31, 2008, Stratus reviewed its accounting
policy with respect to capitalized property taxes and determined that the manner in which it had previously accounted
for certain property taxes was not in accordance with SFAS No. 67, “Accounting for Costs and Initial Rental
Operations of Real Estate Projects.” A discussion of each of these items follows.

Historically, Stratus applied SFAS No. 34 by (1) defining “qualifying assets” as all construction and development
expenditures incurred on real estate projects, (2) applying the interest rate associated with specific borrowings actually
used to fund project-specific construction and development costs to determine capitalized interest for those specific
qualifying assets, (3) applying the capitalization rate for other borrowings to other qualifying assets and (4)
capitalizing certain previously incurred financing costs directly to assets under development. However, Stratus
excluded interest costs on borrowings used as permanent financing on completed projects when determining the
amount of interest costs eligible for capitalization. As a result of Stratus’ qualifying assets, as defined in SFAS No. 34,
exceeding its borrowings, this historical treatment resulted in interest costs related to permanent financing on
completed projects being charged to expense rather than capitalized in accordance with SFAS No. 34.

Management reassessed this matter and determined that it is appropriate to include all interest costs on all borrowings
in interest eligible for capitalization on qualifying assets. As a result, Stratus recalculated the appropriate amount of
interest costs to be capitalized to its development projects. In addition, Stratus determined the effect of this adjustment
to cost of sales and income taxes as previously reported, as well as the allocation between continuing and discontinued
operations. The cumulative impact of this error through June 30, 2008, was primarily an understatement of previously
reported net income.

Additionally, Stratus identified an error at the Crestview Station joint venture relating to gains on real estate sales that
occurred during the fourth quarter of 2007. As a result, Crestview Station’s net income was understated by $1.0 million
of which Stratus’ share was $0.5 million pre-tax and $0.3 million after-tax.

SFAS No. 67 states that property taxes shall be capitalized as property costs only during periods in which activities
necessary to get the property ready for its intended use are in progress. The guidance further states that the definition

of “activities necessary to get the property ready for its intended use are in progress” has the same meaning as discussed
in SFAS No. 34. Historically, Stratus capitalized certain property taxes on properties for which either no development
activities were in progress or for properties which were not considered under development under SFAS No. 34, rather
than being charged to expense.

As a result, Stratus recalculated the appropriate amount of property taxes to be charged to expense. In addition, Stratus
determined the effect of the adjustment to cost of sales and income taxes as previously reported. The cumulative
impact of this error through September 30, 2008, was primarily an overstatement of previously reported net income.

Stratus assessed the materiality of these items on the years ended December 31, 2007, 2006 and 2005, in accordance
with Securities and Exchange Commission Staff Accounting Bulletin (SAB) No. 99 and concluded that the errors
were not material to such periods. Stratus also concluded the impact of correcting these items as a cumulative
adjustment in the quarter ended September 30, 2008, for the capitalized interest and Crestview Station issues would
have been misleading to the users of the financial statements for the quarter ended September 30, 2008, and for the
year ended December 31, 2008, for the capitalized property tax issue, would have been misleading to the users of
financial statements for the year ended December 31, 2008. Accordingly, in accordance with SAB No. 108, previously
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issued annual and interim period financial statements will be revised to correct for these items the next time such
financial statements are presented in SEC filings.

The following tables set forth the line items affected by the revisions on Stratus’ statements of operations for the years
ended December 31, 2007 and 2006, and balance sheet at December 31, 2007 (in thousands, except per share

amounts).
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Statement of Operations

Year Ended December 31, 2007

Adjustments
As Capitalized  Property Net
Reported Interest Tax Crestview  Adjustments

Total cost of sales $%20,133) $ (234) $ @Gl11) $ - $ (545
Operating income (loss) 2 (234) (311) - (545)
Interest expense, net (80) 80 - - 80
Income from continuing -
operations

before income taxes and -
equity in

unconsolidated affiliate’s (311) -
income 3,771 (154) (465)
Provision for income taxes (1,670) 54 110 (173) 9)
Equity in unconsolidated
affiliate’s income 488 - - 494 494
Income from continuing (201)
operations 2,589 (100) 321 20
Income from discontinued
operations,
net of taxes 10,766 325 89 - 414
Net income applicable to (112)
common stock 13,355 225 321 434
Basic net income per share
of common stock:
Continuing operations $ 034 $ (0.01) $ (0.02) $ 0.04 $ 0.01
Discontinued operations 1.43 0.04 0.01 - 0.05
Basic net income per share
of common stock $ 1.77 $ 0.03 $ (0.01) $ 0.04 $ 0.06
Diluted net income per share
of common stock:
Continuing operations $ 034 $ (0.01) $ (0.03) $ 0.04 $ -
Discontinued operations 1.40 0.04 0.02 - 0.06
Diluted net income per share
of common stock $ 1.74 $ 0.03 $ (0.01) $ 0.04 $ 0.06
47

As
Revised
$(20,678)
(543)

3,306
(1,679)

982

2,609

11,180

13,789

$ 035
1.48

$ 183

$ 034
1.46

$ 180
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Total cost of sales
Operating income
Interest expense, net
Income from continuing
operations

before income taxes
Benefit from income taxes
Income from continuing
operations
Income from discontinued
operations,
net of taxes
Net income applicable to
common stock

Basic net income per share
of common stock:
Continuing operations
Discontinued operations
Basic net income per share
of common stock

Diluted net income per
share

of common stock:
Continuing operations
Discontinued operations
Diluted net income per
share
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As
Reported
$ (31,666)
23,349
(270)

23,449
8,344

31,793

8,495

40,288

$ 435
1.16

$ 551

$ 415
1.11

Statement of Operations

Year Ended December 31, 2006

Capitalized
Interest
$ (563)
(563)
270

(293)
(1,788)

(2,081)

662

(1,419)

$ (0.28)
0.09

$ (0.19)

$ (0.27)
0.08

Adjustments
Property
Tax
$ (143)
(148)
(148)
754
606
(15)
591
$ 0.08
$ 0.08
$ 0.08

Net
Adjustments
$ (1D
(711)
270

(441)
(1,034)

(1,475)

647

(828)

$ (0.20)
0.09

$ (0.11)

$ (0.19)
0.08

As
Revised
$(32,377)
22,638

23,008
7,310

30,318

9,142

39,460

$ 415
1.25

$ 540

$ 3.96
1.19



