Edgar Filing: Forestar Group Inc. - Form 10-Q

Forestar Group Inc.
Form 10-Q
November 03, 2011



Edgar Filing: Forestar Group Inc. - Form 10-Q

Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
FORM 10-Q

b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2011
or

0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to
Commission File Number: 001-33662
FORESTAR GROUP INC.
(Exact Name of Registrant as Specified in Its Charter)

Delaware 26-1336998
(State or Other Jurisdiction of (LR.S. Employer
Incorporation or Organization) Identification No.)

6300 Bee Cave Road, Building Two, Suite 500, Austin, Texas 78746
(Address of Principal Executive Offices, Including Zip Code)
(512) 433-5200

(Registrant s Telephone Number, Including Area Code)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. p Yes o No

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T during
the preceding 12 months (or for such shorter period that the registrant was required to submit and post such files). p
Yes oNo

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated
filer, or a smaller reporting company. See the definitions of large accelerated filer, accelerated filer and smaller
reporting company in Rule 12b-2 of the Exchange Act.

Large accelerated filer o Accelerated filer p Non-accelerated filer o Smaller reporting
(Do not check if a smaller company o
reporting company)
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). o
Yes DpNo
Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest
practicable date.

Number of Shares Outstanding as of

Title of Each Class October 31, 2011
Common Stock, par value $1.00 per share 35,333,846
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PARTI FINANCIAL INFORMATION
Item 1. Financial Statements
FORESTAR GROUP INC.
Consolidated Balance Sheets

ASSETS

Cash and cash equivalents

Real estate

Assets held for sale

Investment in unconsolidated ventures
Timber

Receivables, net

Prepaid expenses

Property and equipment, net

Oil and gas properties and equipment, net
Deferred tax asset

Goodwill and other intangible assets
Other assets

TOTAL ASSETS

LIABILITIES AND SHAREHOLDERS EQUITY
Accounts payable

Accrued employee compensation and benefits
Accrued property taxes

Accrued interest

Income taxes payable

Other accrued expenses

Other liabilities

Debt

TOTAL LIABILITIES
COMMITMENTS AND CONTINGENCIES

SHAREHOLDERS EQUITY

Forestar Group Inc. shareholders equity:

Preferred stock, par value $0.01 per share, 25,000,000 authorized shares, none
issued

Common stock, par value $1.00 per share, 200,000,000 authorized shares,
36,793,467 issued at third quarter-end 2011 and 36,667,210 issued at year-end 2010
Additional paid-in capital

Retained earnings

Table of Contents

(Unaudited)
Third
Quarter-End Year-End
2011 2010
(In thousands)
$ 29,121 $ 5366
587,226 562,192
21,122
98,089 101,166
15,656 17,959
24,376 2,875
2,409 2,034
5,362 5,577
3,713 322
58,154 47,141
5,720 6,527
16,870 17,043
$ 846,696 $ 789,324
$ 5,733 $ 4214
784 994
6,996 3,662
946 1,061
22,423 3,293
10,713 8,168
30,753 32,064
223,697 221,589
302,045 275,045
36,793 36,667
396,898 391,352
131,035 101,001
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Treasury stock, at cost, 1,459,621 shares at third quarter-end 2011 and 1,216,647

shares at year-end 2010 (22,873) (19,456)
Total Forestar Group Inc. shareholders equity 541,853 509,564
Noncontrolling interests 2,798 4,715
TOTAL SHAREHOLDERS EQUITY 544,651 514,279
TOTAL LIABILITIES AND SHAREHOLDERS EQUITY $ 846,696 $ 789,324
Please read the Notes to Consolidated Financial Statements.
3
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FORESTAR GROUP INC.
Consolidated Statements of Income
(Unaudited)
Third Quarter First Nine Months
2011 2010 2011 2010
(In thousands, except per share amounts)

REVENUES
Real estate sales $ 11,802 $ 10,000 $ 38,335 $ 36,895
Income producing properties and other 7,258 5,139 21,479 17,041
Real estate 19,060 15,139 59,814 53,936
Mineral resources 5,871 6,654 17,784 18,387
Fiber resources and other 1,310 2,220 3,968 6,185

26,241 24,013 81,566 78,508
COSTS AND EXPENSES
Cost of real estate sales (7,760) (4,183) (19,396) (17,312)
Cost of income producing properties and other (4,607) (3,931) (13,498) (12,680)
Cost of mineral resources (597) (223) (1,829) (852)
Cost of fiber resources and other (349) (466) (881) (1,208)
Other operating (11,771) (10,323) (33,928) (29,760)
General and administrative (2,770) 4,797) (15,590) (16,493)
Gain on sale of assets 61,784 15,441 61,784 15,441

33,930 (8,482) (23,338) (62,864)
OPERATING INCOME 60,171 15,531 58,228 15,644
Equity in earnings of unconsolidated ventures 648 82 1,632 740
Interest expense 4,271) (3,913) (12,933) (12,562)
Other non-operating income 26 246 77 690
INCOME BEFORE TAXES 56,574 11,946 47,004 4,512
Income tax expense (19,609) (2,860) (16,069) (1,507)
CONSOLIDATED NET INCOME 36,965 9,086 30,935 3,005
Less: Net income attributable to noncontrolling
interests (537) (164) (901) (328)
NET INCOME ATTRIBUTABLE TO FORESTAR
GROUP INC. $ 36,428 $ 8,922 $ 30,034 $ 2,677
WEIGHTED AVERAGE COMMON SHARES
OUTSTANDING
Basic 35,514 35,934 35,482 36,109
Diluted 35,796 36,379 35,877 36,595
NET INCOME PER COMMON SHARE
Basic $ 1.03 $ 025 $ 085 $ 0.07
Table of Contents 7
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Diluted $  1.02 $ 025 $ 084 $ 007
Please read the Notes to Consolidated Financial Statements.
4
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FORESTAR GROUP INC.
Consolidated Statements of Cash Flows
(Unaudited)

CASH FLOWS FROM OPERATING ACTIVITIES:

Consolidated net income

Adjustments:

Depreciation and amortization

Deferred income taxes

Tax benefits not recognized for book purposes
Equity in (earnings) loss of unconsolidated ventures
Distributions of earnings of unconsolidated ventures
Distributions of earnings to noncontrolling interests
Non-cash share-based compensation

Non-cash real estate cost of sales

Non-cash cost of assets sold

Real estate development and acquisition expenditures
Acquisition of non-performing loan
Reimbursements from utility and improvement districts
Other changes in real estate

Gain on termination of timber lease

Cost of timber cut

Deferred income

Asset impairments

Loss on sale of assets held for sale

Other

Changes in:

Notes and accounts receivable

Proceeds due from qualified intermediary

Prepaid expenses and other

Accounts payable and other accrued liabilities
Income taxes

Net cash provided by (used for) operating activities
CASH FLOWS FROM INVESTING ACTIVITIES:
Property, equipment, software and reforestation

Oil and gas properties and equipment

Investment in unconsolidated ventures

Return of investment in unconsolidated ventures
Proceeds from sale of assets held for sale

Proceeds from termination of timber lease

Proceeds from sale of property

Net cash (used for) provided by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
Payments of debt

Table of Contents

First Nine Months
2011 2010
(In thousands)
$ 30,935 $ 3,005
7,335 7,231
(11,013) (1,470)
144 91
(1,632) (740)
5,307 1,184
(2,899) (569)
399 7,370
17,149 15,387
24,931 6,604
(49,530) (11,499)
(21,137)

2,270 495
(237) 133
(181) (617)

856 1,141
345 1,655
450 900
277
115 51
(464) (9,729)
(22,630)
581 570
9,962 (4,220)
19,130 (8,219)
32,816 (13,701)
(1,466) (2,282)
(3.,414)
(1,350) (1,538)
688 4,790
2,602
290
103
(5,149) 3,572
(104,750) (22,551)

9
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Additions to debt 106,858 36,698
Deferred financing fees (3,746) (5,969)
Return of investment to noncontrolling interest 2) (706)
Exercise of stock options 1,171 881
Repurchases of common stock (2,126) (15,178)
Payroll taxes on restricted stock and stock options (1,290) 49)
Tax benefit from share-based compensation (110) 121
Other 83 314
Net cash used for financing activities (3,912) (6,439)
Net increase (decrease) in cash and cash equivalents 23,755 (16,568)
Cash and cash equivalents at beginning of period 5,366 21,051
Cash and cash equivalents at end of period $ 29,121 $ 4,483
Please read the Notes to Consolidated Financial Statements.
5
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FORESTAR GROUP INC.
Notes to Consolidated Financial Statements
(Unaudited)
Note 1 Basis of Presentation

Our consolidated financial statements include the accounts of Forestar Group Inc., all subsidiaries, ventures and
other entities in which we have a controlling interest and variable interest entities of which we are the primary
beneficiary. We eliminate all material intercompany accounts and transactions. Noncontrolling interests in
consolidated pass-through entities are recognized before income taxes. We account for our investment in other entities
in which we have significant influence over operations and financial policies using the equity method (we recognize
our share of the entities income or loss and any preferential returns and treat distributions as a reduction of our
investment). We account for our investment in other entities in which we do not have significant influence over
operations and financial policies using the cost method (we recognize as income distributions of accumulated
earnings).

We prepare our unaudited interim financial statements in accordance with U.S. generally accepted accounting
principles and Securities and Exchange Commission requirements for interim financial statements. As a result, they do
not include all the information and disclosures required for complete financial statements. However, in our opinion, all
adjustments considered necessary for a fair presentation have been included. Such adjustments consist only of normal
recurring items unless otherwise noted. We make estimates and assumptions about future events. Actual results can,
and probably will, differ from those we currently estimate including those related to allocating cost of sales to real
estate, minerals and fiber and measuring assets for impairment. These interim operating results are not necessarily
indicative of the results that may be expected for the entire year. For further information, please read the financial
statements included in our 2010 Annual Report on Form 10-K.

In 2011, we reclassified $160,000 and $557,000 from cost of income producing properties to operating expenses
relating to third quarter and first nine months 2010 to conform to the current year s presentation. In addition, in third
quarter 2011, we reclassified $1,612,000 in assets held for sale to real estate and timber upon completing our strategic
initiatives related to the sale of higher and better use timberland and reduction of debt.

Note 2 New and Pending Accounting Pronouncements
Accounting Standards Adopted in 2011

In first quarter 2011, we adopted Accounting Standards Update (ASU) 2010-28  When to Perform Step 2 of the
Goodwill Impairment Test for Reporting Units with Zero or Negative Carrying Amounts and ASU 2010-29
Disclosure of Supplementary Pro Forma Information for Business Combinations. Adoption of these pronouncements
did not affect our earnings or financial position.

Pending Accounting Standards

Pending ASU 2011-04  Fair Value Measurement: Amendments to Achieve Common Fair Value Measurement and
Disclosure Requirements in U.S. GAAP and IFRSs, ASU 2011-05  Comprehensive Income: Presentation of
Comprehensive Income and ASU 2011-08  Testing Goodwill for Impairment will be effective first quarter 2012
though early adoption is permitted. We are evaluating whether we will adopt this ASU in fourth quarter 2011.
Adoptions of these ASUs are not anticipated to have a significant effect on our earnings or financial position but may
result in certain additional disclosures.

Note 3 Strategic Initiatives and Assets Held for Sale

In 2009, we announced our near-term strategic initiatives to enhance shareholder value by: generating significant
cash flow, principally from the sale of 175,000 acres of higher and better use timberland; reducing debt by
$150,000,000; and repurchasing up to 20 percent of our common stock.

In third quarter 2011, we sold 50,000 acres of timberland in Georgia and Alabama to Plum Creek Timberlands,
L.P. for $74,722,000 and 7,000 acres in Texas to The Conservation Fund for $12,339,000. These transactions
generated net proceeds of $86,018,000, which were principally used to reduce debt. These transactions resulted in
gains of $61,784,000. We also repurchased 172,435 shares of our common stock for $2,126,000, which are classified
as treasury stock.

Table of Contents 11
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At third quarter-end 2011, we have completed our strategic initiatives related to the sale of higher and better use
timberland and reduction of debt. Since announcing these initiatives, we have sold 176,000 acres of timberland in
Georgia, Alabama and Texas for $284,442,000 in eleven transactions. These transactions generated net proceeds of
$277,909,000 and resulted in gains of $194,438,000. We used the proceeds principally to reduce debt, pay income
taxes, reinvest in our business and repurchase stock. Our total debt has been reduced by $151,986,000 since first
quarter-end 2009, excluding $26,500,000 in non-recourse borrowings secured by a 401 unit multifamily property we
acquired in fourth quarter 2010. In addition, we have repurchased 1,173,422 shares of our common stock for
$17,304,000.

6
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Note 4 Real Estate
Real estate consists of:

Third
Quarter-End Year-End
2011 2010
(In thousands)

Entitled, developed and under development projects $406,311 $ 403,059
Undeveloped land 90,969 86,608
Income producing properties 116,034 95,963

613,314 585,630
Accumulated depreciation (26,088) (23,438)

$587,226 $ 562,192

Included in entitled, developed and under development projects are the estimated costs of assets we expect to
convey to utility and improvement districts of $63,087,000 at third quarter-end 2011 and $59,079,000 at year-end
2010, including $36,552,000 included in both third quarter-end 2011 and year-end 2010 related to our Cibolo Canyons
project near San Antonio, Texas. These costs relate to water, sewer and other infrastructure assets we have submitted
to utility or improvement districts for approval and reimbursement. We submitted for reimbursement to these districts
$2,336,000 in first nine months 2011 and $3,316,000 in first nine months 2010. We collected $187,000 from these
districts in first nine months 2011 and $495,000 in first nine months 2010. We expect to collect the remaining
amounts billed when these districts achieve adequate tax bases to support payment.

Also included in entitled, developed and under development projects is our investment in the resort development
owned by third parties at our Cibolo Canyons project. In first nine months 2011, we received $2,083,000 from the
Special Improvement District (SID) from hotel occupancy and sales revenues collected as taxes by the SID. We
currently account for these receipts as a reduction of our investment in the resort development. At third-quarter-end
2011, we have $39,918,000 invested in the resort development.

At third quarter-end 2011, income producing properties primarily represents our investment in a 401 unit
multifamily property in Houston, Texas with carrying value of $46,998,000 and a 413 guest room hotel in Austin,
Texas with carrying value of $21,569,000. In addition, in second quarter 2011, we reclassified $4,555,000 in land
from entitled, developed and under development projects to income producing properties as result of commencing
construction on a 289 unit multifamily project in Austin, Texas. At third-quarter end 2011, our investment in this
project including land and construction in progress is $9,394,000 with an estimated cost to complete construction of
$21,142,000.

We recognized asset impairment charges in second quarter 2011 of $450,000 related to a residential real estate
project located near Dallas, Texas and $900,000 in second quarter 2010 related to a residential real estate project
located near Salt Lake City, Utah.

Depreciation expense, primarily related to income producing properties, was $2,650,000 in first nine months 2011
and $2,067,000 in first nine months 2010 and is included in other operating expenses.

Note 5 Timber

We own directly or through ventures over 143,000 acres of timber, primarily in Georgia. The cost of timber cut and
sold was $856,000 in first nine months 2011 and $1,141,000 in first nine months 2010.

Note 6 Shareholders Equity

A reconciliation of changes in shareholders equity at third quarter-end 2011 follows:

Forestar Noncontrolling
Interests Total

Table of Contents 13
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Group
Inc.
(In
thousands)
Balance at year-end 2010 $ 509,564 $ 4,715 $514,279
Net income 30,034 901 30,935
Distributions to noncontrolling interests (2,901) (2,901)
Contributions from noncontrolling interests 83 83
Other (primarily share-based compensation) 2,255 2,255
Balance at third quarter-end 2011 $ 541,853 $ 2,798 $ 544,651

In first nine months 2011, we issued 126,257 shares of our common stock as a result of stock option exercises and
vesting of equity-settled restricted stock units.
In addition, we repurchased 172,435 shares of our common stock at a cost of $2,126,000 in third quarter 2011. The
repurchased shares are classified as treasury stock.
7
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Note 7 Investment in Unconsolidated Ventures
At third quarter-end 2011, we had ownership interests ranging from 25 to 50 percent in 10 ventures that we account
for using the equity method. We have no real estate ventures that are accounted for using the cost method. Our three
largest ventures at third quarter-end 2011 are CL Realty, Temco and Palisades West. We own a 50 percent interest in
both CL Realty and Temco, and Cousins Real Estate Corporation owns the other 50 percent interest. We own a
25 percent interest in Palisades West, Cousins Properties Incorporated owns a 50 percent interest and Dimensional
Fund Advisors LP owns the remaining 25 percent interest. Information regarding these ventures follows:
CL Realty, L.L.C. was formed in 2002 for the purpose of developing residential and mixed-use communities in
Texas and across the southeastern United States. At third quarter-end 2011, the venture has 14 residential and
mixed-use communities, of which 10 are in Texas, three are in Florida and one is in Georgia, representing
approximately 5,100 planned residential lots and 290 commercial acres.

Temco Associates, LLC was formed in 1991 for the purpose of acquiring and developing residential real estate
sites in Georgia. At third quarter-end 2011, the venture has four residential and mixed-use communities,
representing approximately 1,560 planned residential lots, all of which are located in Paulding County, Georgia.
The venture also owns 5,712 acres of undeveloped land in Paulding County, Georgia.

Palisades West LLC was formed in 2006 for the purpose of constructing a commercial office park in Austin,
Texas. The project includes two office buildings totaling approximately 375,000 square feet and an
accompanying parking garage. At third quarter-end 2011, the buildings are approximately 99 percent leased.
Our remaining commitment for investment in this venture as of third quarter-end 2011 is $1,532,000. Effective
fourth quarter 2008, we entered into a 10-year operating lease for approximately 32,000 square feet that we
occupy as our corporate headquarters. In third quarter and first nine months 2011, rents paid under this operating
lease were $304,000 and $864,000 and are included in general and administrative and other operating expenses.
In third quarter and first nine months 2010, rents paid were $296,000 and $889,000 and are included in general
and administrative expenses.

Combined summarized balance sheet information for our ventures accounted for using the equity method follows:

Third Quarter-End 2011 Year-End 2010
CL Palisades Other CL Palisades Other
Realty Temco West Ventures Total Realty Temco West Ventures Total
(In thousands)

Real estate  $81,844 $59,641 $120,474 $ 66,634 $328,593 $85436 $60,454 $124,696 $69,612 $340,198
Total assets 82,357 60,259 125,089 77,679 345,384 86,657 60,609 129,378 78,060 354,704

Borrowings

@ 1,047 2,824 75,330 79,201 2,664 2,929 74,605 80,198
Total

liabilities 3,306 3,357 448690b) 90,096 141,628 4,124 3,133 48,6120y 87,145 143,014
Equity 79,051 56,902 80,220 (12,417) 203,756 82,533 57,476 80,766 (9,085) 211,690
Our

investment in

real estate

ventures:

Our share of

their equity © 39,525 28,451 20,055 13,221 101,252 41,267 28,738 20,191 14,075 104,271
Unrecognized

deferred gain
@ (2,164) 999)  (3,163) (2,190) (915)  (3,105)
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Investment in
real estate
ventures $37,361 $28,451 $ 20,055 $ 12,222 $ 98,089 $39,077 $28,738 $ 20,191 $13,160 $101,166

8
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Combined summarized income statement information for our ventures accounted for using the equity method
follows:

Third Quarter First Nine Months
2011 2010 2011 2010
(In thousands)
Revenues:
CL Realty $2,290 $1,120 $ 5,808 $ 5,332
Temco 89 233 435 2,110
Palisades West 4,142 3,414 12,256 10,145
Other ventures 2,678 1,549 8,343 9,769
Total $9,199 $6,316 $26,842 $ 27,356
Earnings (Loss):
CL Realty $1,091 $ 964 $ 2,481 $ 2,184
Temco (366) (382) (782) 430
Palisades West 1,461 1,124 4,372 3,406
Other ventures (612) (524) (2,744) (16,807)
Total $1,574 $1,182 $ 3,327 $(10,787)
Our equity in their earnings (loss):
CL Realty $ 545 $ 482 $ 1,240 $ 1,092
Temco (183) (191) (391) 215
Palisades West 365 281 1,093 850
Other ventures © (105) (490) (336) (1,417)
Amortization of deferred gain 26 26
Total $ 648 $ 82 $ 1,632 $ 740

@  Total includes current maturities of $71,920,000 at third quarter-end 2011, of which $43,169,000 is non-recourse
to us, and $75,121,000 at year-end 2010, of which $43,166,000 is non-recourse to us.

®)  Includes $42,792,000 of deferred income from leasehold improvements funded by tenants in excess of leasehold
improvement allowances. These amounts are recognized as rental income over the lease term and are offset by
depreciation expense related to these tenant improvements. There is no effect on venture net income.

©  Qur share of the equity in other ventures reflects our ownership interests ranging from 25 to 50 percent, excluding
venture losses that exceed our investment where we are not obligated to fund those losses.

@ Represents deferred gains on real estate contributed by us to ventures. We are recognizing income as real estate is
sold to third parties. The deferred gains are reflected as a reduction to our investment in unconsolidated ventures.
In first nine months 2011, we invested $1,350,000 in these ventures and received $5,995,000 in distributions; in
first nine months 2010, we invested $1,538,000 in these ventures and received $5,974,000 in distributions.
Distributions include both return of investments and distributions of earnings.
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At third quarter-end 2011, other ventures include three partnerships we participate in that have total assets of
$51,301,000 and total liabilities of $83,575,000, which includes $67,557,000 of borrowings classified as current
maturities. These partnerships are managed by third parties who intend to extend or refinance these borrowings;
however, there is no assurance that this can be done. Although these borrowings may be guaranteed by third parties,
we may under certain circumstances elect or be required to provide additional equity to these partnerships. We do not
believe that the ultimate resolution of these matters will have a significant effect on our earnings or financial position.
Our investment in these partnerships is $2,362,000 at third quarter-end 2011. These three partnerships are variable
interest entities. Please read Note 17 for additional information.

In first nine months 2011, CL Realty s earnings include an impairment charge of $500,000 related to a residential
real estate project located in Tampa, Florida.

In first nine months 2010, other ventures loss includes a $13,061,000 loss on sale of a golf course and country club
property in Denton, Texas. This loss did not impact our equity in the earnings (loss) of this venture as we exclude
losses that exceed our investment where we are not obligated to provide additional funding.

We have provided performance bonds and letters of credit on behalf of certain ventures totaling $1,387,000 at third
quarter-end 2011. Generally these performance bonds and letters of credit would be drawn on due to lack of
performance by us or the ventures, such as failure to timely deliver streets and utilities in accordance with local codes
and ordinances.

9
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Note 8 Receivables
Receivables consist of:

Third
Quarter-End  Year-End
2011 2010
(In thousands)

Non-performing loan $20,666 $
Notes receivable, average interest rates of 7.73% at third quarter-end 2011 and 7.93%
at year-end 2010 2,720 1,057
Due from qualified intermediary 1,347
Receivables and accrued interest 1,052 615

24,438 3,019
Allowance for bad debts (62) (144)

$24,376 $ 2875

In second quarter 2011, we acquired a non-performing loan from a financial institution for $21,137,000. The
original loan commitment was $38,000,000 and the outstanding balance is about $34,087,000. The loan matured in
February 2010. The note is secured by a lien on 900 acres of developed and undeveloped real estate located near
Houston, Texas designated for single-family residential and commercial development. We are not currently accruing
interest and have not recorded any accretable yield due to the non-performing status of the loan. We cannot estimate
the anticipated future cash flows because the borrower is in bankruptcy. In third quarter 2011, we received $471,000
in payments and accounted for these receipts as a reduction of the carrying value of the non-performing loan.

Notes receivable generally are secured by a deed of trust and generally due within three years.

Receivables and accrued interest principally include miscellaneous operating receivables arising in the normal
course of business.

Note 9 Debt

Debt consists of:

Third
Quarter-End Year-End
2011 2010
(In thousands)

Senior secured credit facility

Term loan facility —average interest rate of 6.50% at third quarter-end 2011 and

year-end 2010 $ 130,000 $ 125,000
Revolving line of credit

Secured promissory notes average interest rate of 4.31% at third quarter-end 2011

and 4.51% at year-end 2010 41,900 41,716
Other indebtedness due through 2017 at variable and fixed interest rates ranging
from 5.00% to 8.00% 51,797 54,873

$223,697 $ 221,589
Our debt agreements contain financial covenants customary for such agreements including minimum levels of

interest coverage and limitations on leverage. At third quarter-end 2011, we were in compliance with the financial
covenants of these agreements.
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At various times in 2011, we supplemented and amended our senior secured credit facility to provide us with,
among other matters, additional flexibility with respect to the borrowing base, collateral coverage and leverage
requirements. As a result, in third quarter 2011 we increased our unused borrowing capacity by over $70,000,000 and
extended the maturity of our revolving line of credit by one year, to August 6, 2014.

At third quarter-end 2011, our senior secured credit facility provides for a $130,000,000 term loan maturing
August 6, 2015 and a $200,000,000 revolving line of credit maturing August 6, 2014. The term loan includes a
1 percent prepayment penalty for payments in excess of $25,000,000 prior to February 6, 2012 and no prepayment
penalty thereafter. The revolving line of credit may be prepaid at any time without penalty. The revolving line of
credit includes a $100,000,000 sublimit for letters of credit, of which $984,000 is outstanding at third quarter-end
2011. Total borrowings under our senior secured credit facility (including the face amount of letters of credit) may not
exceed a borrowing base formula. At third quarter-end 2011, we had $176,337,000 in net unused borrowing capacity
under our senior secured credit facility.

At our option, we can borrow at LIBOR plus 4.5 percent (subject to a 2 percent LIBOR floor) or prime plus
2.5 percent. Borrowings under the senior secured credit facility are secured by (a) all timberland, land in entitlement
process, minerals and certain raw entitled land, (b) assignments of current and future leases, rents and contracts,
including our mineral leases, (c) a security interest in our primary operating account, (d) pledge of the equity interests
in current and future material operating subsidiaries or joint venture interests, or if such pledge is not permitted, a
pledge of the right to distributions from such entities, to the extent permitted, and (e) negative pledge (without a
mortgage) on all other wholly-owned assets. The senior secured credit facility provides for releases of real estate
provided that borrowing base compliance is maintained.

10
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At third quarter-end 2011, secured promissory notes include a $26,500,000 non-recourse loan collateralized by a
401 unit multifamily project located in Houston, Texas with a carrying value of $46,998,000. In addition, in third
quarter 2011, we borrowed $15,400,000 which is secured by a 413 guest room hotel located in Austin, Texas with a
carrying value of $21,569,000. This financing replaced debt retired in second quarter 2011.

At third quarter-end 2011, other indebtedness, primarily non-recourse, is collateralized by entitled, developed and
under development projects with a carrying value of $116,602,000.

At third quarter-end 2011, we have $9,101,000 in unamortized deferred financing fees, including $3,746,000
incurred in 2011 principally related to our senior secured credit facility, which are included in other assets.
Amortization of deferred financing fees was $2,161,000 in first nine months 2011 and $3,747,000 in first nine months
2010 and is included in interest expense.

Note 10 Fair Value

Non-financial assets measured at fair value on a non-recurring basis principally include real estate assets and assets
held for sale, which are measured for impairment. In second quarter 2011, a real estate asset was remeasured and
reported at fair value due to events or circumstances that indicated the carrying value may not be recoverable. We
determined estimated fair value based on the present value of future probability weighted cash flows expected from
the sale of the long-lived asset. As a result, we recognized asset impairment of $450,000 in second quarter 2011. The
carrying value of this asset may have subsequently increased or decreased from the fair value due to activity that has
occurred since the measurement date.

Third
Fair Value Measurements Quarter-End
Level Level
1 2 Level 3 2011
(In thousands)

Non-Financial Assets
Real estate $ $ $ 1,725 $ 1,725
We elected not to use the fair value option for cash and cash equivalents, accounts receivable, other current assets,
variable debt, accounts payable and other current liabilities. The carrying amounts of these financial instruments
approximate their fair values due to their short-term nature or variable interest rates. We determine the fair value of
fixed rate financial instruments using quoted prices for similar instruments in active markets.
Information about our fixed rate financial instruments not measured at fair value follows:

Third Quarter-End 2011 Year-End 2010
Carrying Fair Carrying Fair Valuation
Amount Value Amount Value Technique
(In thousands)
Fixed rate debt $ (29,931) $ (32,431) $ (29,931) $ (30,164) Level 2

Note 11  Capital Stock

Pursuant to our stockholder rights plan, each share of common stock outstanding is coupled with one-quarter of a
preferred stock purchase right (Right). Each Right entitles our stockholders to purchase, under certain conditions, one
one-hundredth of a share of newly issued Series A Junior Participating Preferred Stock at an exercise price of $100.
Rights will be exercisable only if someone acquires beneficial ownership of 20 percent or more of our common shares
or commences a tender or exchange offer, upon consummation of which they would beneficially own 20 percent or
more of our common shares. We will generally be entitled to redeem the Rights at $0.001 per Right at any time until
the 10th business day following public announcement that a 20 percent position has been acquired. The Rights will
expire on December 11, 2017.

Please read Note 18 for information about additional shares of common stock that could be issued under terms of
our share-based compensation plans.

11
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As a result of the 2007 spin-offs from Temple-Inland, at third quarter-end 2011, personnel of Temple-Inland and
the other spin-off entity held 19,000 awards that will be settled in our common stock and options to purchase
1,123,000 shares of our common stock. The options have a weighted average exercise price of $21.51 and a weighted
average remaining contractual term of three years. At third quarter-end 2011, the options have an aggregate intrinsic
value of $231,000.

Note 12 Other Comprehensive Income

Other comprehensive income consists of:

Third Quarter First Nine Months
2011 2010 2011 2010
(In thousands)

Consolidated net income $36,965 $9,086 $30,935 $ 3,005
Change in fair value of interest rate swap agreement 393
Income tax effect of change in fair value (137)
Other comprehensive income 36,965 9,086 30,935 3,261
Less: Comprehensive income attributable to
noncontrolling interests (537) (164) (901) (328)
Other comprehensive income attributable to Forestar
Group Inc. $36,428 $8,922 $30,034 $2,933

Note 13 Earnings per Share
Earnings attributable to common shareholders and weighted average common shares outstanding used to compute
earnings per share were:

Third Quarter First Nine Months
2011 2010 2011 2010
(In thousands)

Earnings available to common shareholders:
Consolidated net income $36,965 $ 9,086 $30,935 $ 3,005
Less: Net income attributable to noncontrolling interest (537) (164) (901) (328)
Net income attributable to Forestar Group Inc. $36,428 $ 8,922 $30,034 $ 2,677
Weighted average common shares outstanding basic 35,514 35,934 35,482 36,109
Dilutive effect of stock options 84 154 163 224
Dilutive effect of restricted stock and equity-settled
awards 198 291 232 262
Weighted average common shares outstanding  diluted 35,796 36,379 35,877 36,595

Anti-dilutive awards excluded from diluted weighted
average shares outstanding 2,250 1,602 1,998 1,574
Note 14 Income Taxes

Our effective tax rate was 35 percent in third quarter 2011 and 34 percent in first nine months 2011, which includes
a 1 percent benefit for noncontrolling interests and 1 percent non-cash charge for share-based compensation. Our
effective tax rate was 24 percent in third quarter 2010 and 33 percent in first nine months 2010, which included a
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4 percent benefit attributable to noncontrolling interests. In addition, 2011 and 2010 effective tax rates include the
effect of state income taxes, nondeductible items, benefits of percentage depletion and charitable contributions related
to timberland conservation.

We have not provided a valuation allowance for our deferred tax asset because we believe it is likely it will be
recoverable in future periods.

At third quarter-end 2011, our unrecognized tax benefits totaled $7,767,000, of which $6,391,000 would affect our
effective tax rate if recognized.
Note 15 Commitments and Contingencies
Litigation

We are involved in various legal proceedings that arise from time to time in the ordinary course of doing business
and believe that adequate reserves have been established for any probable losses. We do not believe that the outcome
of any of these proceedings should have a significant adverse effect on our financial position, long-term results of
operations or cash flows. It is possible; however, that charges related to these matters could be significant to our
results or cash flows in any one accounting period.

12
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Environmental

Environmental remediation liabilities arise from time to time in the ordinary course of doing business, and we
believe we have established adequate reserves for any probable losses that we can reasonably estimate. We own 288
acres near Antioch, California, portions of which were sites of a former Temple-Inland paper manufacturing operation
that are in remediation. We have received certificates of completion on all but 80 acres, a portion of which includes
subsurface contamination. In third quarter 2011, we increased our reserves for environmental remediation by
$2,500,000 due to additional testing and remediation requirements by the state regulatory agencies. We estimate the
cost to complete remediation activities will be approximately $3,500,000, which is included in other accrued
expenses. It is possible that remediation or monitoring activities could be required in addition to those included within
our estimate, but we are unable to determine the scope, timing or extent of such activities.
Note 16 