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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)
[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE

SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2008

or
[  ] 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: 0-19989

Stratus Properties Inc.
(Exact name of registrant as specified in its charter)

Delaware 72-1211572
(State or other jurisdiction of
incorporation or organization)

(I.R.S. Employer Identification No.)

98 San Jacinto Blvd., Suite 220
Austin, Texas 78701

(Address of principal executive offices) (Zip Code)

(512) 478-5788
(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. ÿο Yes R No

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 R   Non-accelerated filer oÿ Smaller reporting company oÿ

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). ÿο
Yes R No
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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
(§ 232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). ÿο Yes  o No

On March 31, 2009, there were issued and outstanding 7,435,133 shares of the registrant’s common stock, par value
$0.01 per share.
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STRATUS PROPERTIES INC.
PART I.  FINANCIAL INFORMATION

Item 1.  Financial Statements.

STRATUS PROPERTIES INC.
CONSOLIDATED BALANCE SHEETS (Unaudited)

(In Thousands)

September 30, December 31,
2008 2007

ASSETS
Cash and cash equivalents $ 36,829 $ 40,873
Restricted cash 6 112
Accounts receivable 1,232 2,315
Notes receivable 293 311
Deposits and prepaid expenses 1,749 101
Real estate, commercial leasing assets and facilities, net:
Property held for sale – developed or under development 110,139 121,966
Property held for sale – undeveloped 28,388 16,521
Property held for use, net 52,430 38,569
Investment in unconsolidated affiliate 2,086 4,720
Deferred tax asset 4,975 5,732
Other assets 8,120 2,900
Total assets $ 246,247 $ 234,120

LIABILITIES AND STOCKHOLDERS’ EQUITY
Accounts payable and accrued liabilities $ 4,571 $ 6,324
Accrued interest and property taxes 2,477 1,811
Deposits 1,499 2,996
Debt 63,380 61,500
Other liabilities 3,149 4,562
Total liabilities 75,076 77,193

Minority interest in consolidated subsidiary 16,490 -

Stockholders’ equity:
Preferred stock - -
Common stock 82 81
Capital in excess of par value of common stock 196,268 195,898
Accumulated deficit (26,277) (24,773)
Common stock held in treasury (15,392) (14,279)
Total stockholders’ equity 154,681 156,927
Total liabilities and stockholders’ equity $ 246,247 $ 234,120

The accompanying notes are an integral part of these consolidated financial statements.
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STRATUS PROPERTIES INC.
CONSOLIDATED STATEMENTS OF OPERATIONS (Unaudited)

(In Thousands, Except Per Share Amounts)

Three Months Ended Nine Months Ended
September 30, September 30,

2008 2007 2008 2007
Revenues:
Real estate $ 5,691 $ 7,002 $ 11,994 $ 16,745
Rental income 1,158 766 3,278 2,146
Commissions, management fees and other 60 268 792 1,249
Total revenues 6,909 8,036 16,064 20,140
Cost of sales:
Real estate, net 4,805 5,796 10,625 10,823
Rental 944 860 2,683 2,391
Depreciation 435 411 1,211 895
Total cost of sales 6,184 7,067 14,519 14,109
General and administrative expenses 1,723 1,526 5,277 5,340
Total costs and expenses 7,907 8,593 19,796 19,449
Operating (loss) income (998) (557) (3,732) 691
Interest income 330 36 1,432 572
Loss on interest rate cap agreement (121) - (121) -
(Loss) income from continuing operations
before income taxes, minority interest and
equity in
unconsolidated affiliate’s income (789) (521) (2,421) 1,263
Benefit from (provision for) income taxes 216 120 469 (501)
Minority interest in net loss of consolidated
subsidiary 124 - 188 -
Equity in unconsolidated affiliate’s income 99 - 365 -
(Loss) income from continuing operations (350) (401) (1,399) 762
Income (loss) from discontinued operations - 179 (105) 400
Net (loss) income $ (350) $ (222) $ (1,504) $ 1,162

Basic and diluted net (loss) income
per share of common stock:
Continuing operations $ (0.05) $ (0.05) $ (0.19) $ 0.10
Discontinued operations - 0.02 (0.01) 0.05
Basic and diluted net (loss) income per
share of common stock $ (0.05) $ (0.03) $ (0.20) $ 0.15

Weighted average shares of common stock
outstanding:
Basic 7,641 7,560 7,613 7,559
Diluted 7,641 7,560 7,613 7,640

The accompanying notes are an integral part of these consolidated financial statements.
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STRATUS PROPERTIES INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)

(In Thousands)

Nine Months Ended September 30,
2008 2007

Cash flow from operating activities:
Net (loss) income $ (1,504) $ 1,162
Adjustments to reconcile net (loss) income to net cash
used in operating activities:
Loss (income) from discontinued operations 105 (400)
Depreciation 1,211 895
Loss on interest rate cap agreement 121 -
Minority interest in net loss of consolidated subsidiary (188) -
Cost of real estate sold 8,160 10,144
Deferred income taxes (457) (33)
Stock-based compensation 761 1,020
Equity in unconsolidated affiliate’s income (365) -
Distribution of unconsolidated affiliate’s income 1,266 -
Deposits (1,471) (1,045)
Increase in restricted cash - (1,495)
Purchases and development of real estate properties (22,530) (23,449)
Municipal utility district reimbursements 6,229 2,557
(Increase) decrease in accounts receivable, prepaid expenses and
other 495 (658)
(Increase) decrease in accounts payable, accrued liabilities and
other (2,555

)
2,336

Net cash used in continuing operations (10,722) (8,966)
Net cash provided by discontinued operations - 2,234
Net cash used in operating activities (10,722) (6,732)

Cash flow from investing activities:
Development of commercial leasing properties and other
expenditures (10,337) (6,188)
Return of investment in unconsolidated affiliate 2,374 -
Investment in interest rate cap agreement (673) -
Other 25 (125)
Net cash used in continuing operations (8,611) (6,313)
Net cash used in discontinued operations - (113)
Net cash used in investing activities (8,611) (6,426)

Cash flow from financing activities:
Borrowings from revolving credit facility - 17,450
Payments on revolving credit facility - (18,450)
Borrowings from construction loan 2,054 -
Repayments on Lantana promissory note (175) -
Borrowings from unsecured term loans - 15,000
Minority interest contributions 16,678 -
Net proceeds from exercised stock options 94 13
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Excess tax benefit from exercised stock options - 642
Purchases of Stratus common shares (517) (1,118)
Bank financing costs (2,845) -
Net cash provided by continuing operations 15,289 13,537
Net cash used in discontinued operations - (232)
Net cash provided by financing activities 15,289 13,305
Net (decrease) increase in cash and cash equivalents (4,044) 147
Cash and cash equivalents at beginning of year 40,873 1,839
Cash and cash equivalents at end of period 36,829 1,986
Less cash at discontinued operations - (511)
Cash and cash equivalents at end of period $ 36,829 $ 1,475

The accompanying notes are an integral part of these consolidated financial statements.
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STRATUS PROPERTIES INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

1.  GENERAL
The accompanying unaudited consolidated financial statements should be read in conjunction with the consolidated
financial statements and notes thereto for the year ended December 31, 2007, included in Stratus Properties Inc.’s
(Stratus) Annual Report on Form 10-K (Stratus 2007 Form 10-K) filed with the Securities and Exchange Commission
(SEC). In the opinion of management, the accompanying consolidated financial statements reflect all adjustments
(consisting only of normal recurring items, except as described in Note 2) considered necessary for a fair statement of
the financial position of Stratus at September 30, 2008, and the results of operations for the three-month and
nine-month periods ended September 30, 2008 and 2007, and cash flows for the nine-month periods ended September
30, 2008 and 2007. Operating results for the three-month and nine-month periods ended September 30, 2008, are not
necessarily indicative of the results that may be expected for the year ended December 31, 2008.

2.  REVISIONS OF PREVIOUSLY ISSUED CONSOLIDATED FINANCIAL STATEMENTS
In connection with reporting its interim 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 Statement of Financial Accounting Standards (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. 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 has 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 costs 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 in the recorded results of the Crestview Station joint venture relating to gains
on real estate sales that occurred during the fourth quarter of 2007, which also impacted the previously reported results
for the three-month period ended March 31, 2008, and the three-month and six-month periods ended June 30, 2008.
As a result, Crestview Station’s net income for the year ended December 31, 2007, was understated by $1.0 million of
which Stratus’ share was $0.5 million pre-tax and $0.3 million after-tax. For the three-month period ended March 31,
2008, Crestview Station’s net income was overstated by $0.9 million of which Stratus’ share was $0.4 million pre-tax
and $0.3 million after-tax. For the three-month period ended June 30, 2008, Crestview Station’s net income was
overstated by $0.1 million of which Stratus’ share was $0.1 million pre-tax and less than $0.1 million after-tax. For the
six-month period ended June 30, 2008, Crestview Station’s net income was overstated by $1.0 million of which Stratus’
share was $0.5 million pre-tax and $0.3 million after-tax.
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Stratus assessed the materiality of these items on the previously reported results for the three-month period ended
March 31, 2008, the three-month and six-month periods ended June 30, 2008, and the years ended December 31,
2007, 2006 and 2005, in accordance with 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, would have been misleading to the users of the financial statements for the
quarter ended September 30, 2008.
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Accordingly, in accordance with SAB No. 108, previously issued financial statements will be revised to correct for
these items the next time such financial statements are filed.

The following tables set forth the line items affected by the revisions on Stratus’ statements of operations for the
three-month and nine-month periods ended September 30, 2007, and balance sheet at December 31, 2007 (in
thousands, except per share amounts).

Statements of Operations

Three Months Ended September 30, 2007
As Previously

Reported Adjustments As Revised
Total cost of sales $ (6,933) $ (134) $ (7,067)
Operating loss (423) (134) (557)
Interest expense, net - - -
Loss from continuing operations
before income taxes, minority interest and
equity in
unconsolidated affiliate’s income (387) (134) (521)
Benefit from income taxes 74 46 120
Loss from continuing operations (313) (88) (401)
(Loss) income from discontinued operations (32) 211 179
Net loss (345) 123 (222)

Basic and diluted net (loss) income
per share of common stock:
Continuing operations $ (0.04) $ (0.01) $ (0.05)
Discontinued operations (0.01) 0.03 0.02
Basic and diluted net loss per share of
common stock $ (0.05

)
$ 0.02 $ (0.03

)

Nine Months Ended September 30, 2007
As Previously

Reported Adjustments As Revised
Total cost of sales $ (13,936) $ (173) $ (14,109)
Operating income 864 (173) 691
Interest expense, net (13) 13 -
Income from continuing operations
before income taxes, minority interest and equity in
unconsolidated affiliate’s income 1,423 (160) 1,263
Provision for income taxes (557) 56 (501)
Income from continuing operations 866 (104) 762
(Loss) income from discontinued operations (232) 632 400
Net income 634 528 1,162

Basic and diluted net income (loss)
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per share of common stock:
Continuing operations $ 0.11 $ (0.01) $ 0.10
Discontinued operations (0.03) 0.08 0.05
Basic and diluted net income per share of common
stock $ 0.08 $ 0.07 $ 0.15
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Balance Sheet

December 31, 2007
As Previously

Reported Adjustments As Revised
ASSETS
Real estate, commercial leasing assets and
facilities, net $ 170,703 $ 6,353 $ 177,056
Deferred tax asset 6,935 (1,203) 5,732
Other assets 2,781a 119 2,900
Total assets 228,357 5,763 234,120
LIABILITIES AND STOCKHOLDERS’
EQUITY
Other liabilities $ 3,326b $ 1,236c $ 4,562
Total liabilities 75,957 1,236c 77,193
Accumulated deficit (29,300) 4,527d (24,773)
Total stockholders’ equity 152,400 4,527d 156,927
Total liabilities and stockholders’ equity 228,357 5,763 234,120

a.  Amounts are adjusted for the reclassification from a classified to a non-classified balance sheet (see Note 3).
Stratus previously reported $2,803 thousand of other assets in its 2007 Form 10-K consolidated balance sheet prior
to its adjustments for the reclassification from a classified to a non-classified balance sheet. The other assets of
$2,803 thousand included $22 thousand of long-term deposits that are now classified in deposits and prepaid
expenses.

b.  Amounts are adjusted for the reclassification from a classified to a non-classified balance sheet (see Note
3). Stratus previously reported $5,623 thousand of accrued interest, property taxes and other in current
liabilities and $2,510 thousand of other liabilities in its 2007 Form 10-K consolidated balance sheet prior
to its adjustments for the reclassification from a classified to a non-classified balance sheet. Prior to the
reclassification, the $5,623 thousand of accrued interest, property taxes and other included $1,714
thousand of other current liabilities that are now classified in other liabilities; and the $2,510 thousand of
other liabilities included $898 thousand of long-term deposits that are now classified in deposits. Thus, the
reclassified other liabilities include $2,510 thousand of other liabilities as previously reported at December
31, 2007, plus $1,714 thousand of other current liabilities less $898 thousand of long-term deposits.

c.  Amounts include an increase of taxes payable for $173 thousand related to the understatement of Crestview
Station’s net income for the fourth quarter of 2007.

d.  Amounts include a reduction to accumulated deficit of $321 thousand related to the understatement of Crestview
Station’s net income for the fourth quarter of 2007.

3.  RECLASSIFICATIONS
Certain previously reported amounts have been reclassified to conform to the current period presentation. The more
significant of these reclassifications are as follows:

For purposes of presentation on the statement of cash flows, Stratus has historically included all expenditures relating
to the acquisition and development of all real estate property within investing cash flows. The investing cash flows
included expenditures for both developed properties as well as properties under development to be held for sale or
held for use. Historically, these expenditures were included in investing cash flows as management was not always
able to determine the ultimate disposition of the related assets. Primarily as a result of the W Austin Hotel &
Residences project, which is a mixed use project with elements of both property held for sale (condominiums) and
property held for use (hotel and venue properties) that commenced construction during 2008, management decided to
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allocate expenditures relating to the acquisition and development of all real estate property between operating cash
flows and investing cash flows. Management believes this change in cash flow presentation more appropriately
reflects the cash flow presentation with the nature of the activity generating or requiring the cash flows and more
closely aligns with Stratus’ existing and anticipated near-term business activities.

Capital expenditures for the W Austin Hotel & Residences have been classified as operating and investing activities,
respectively on a proportional basis based on the total projected costs for the project as compared to the corresponding
projected costs for residential real estate development (i.e. condominiums to be held for sale) and commercial leasing
development (i.e. hotel and office space to be held for lease).

7

Edgar Filing: STRATUS PROPERTIES INC - Form 10-Q

15



Table of Contents

Additionally, Stratus changed its balance sheet presentation from a classified to a non-classified presentation to
conform to the balance sheet presentation of its peers in the real estate industry.

These reclassifications had no effect on total assets, total liabilities or stockholders' equity as previously reported.

4.  EARNINGS PER SHARE
Stratus’ basic net (loss) income per share of common stock was calculated by dividing the (loss) income from
continuing operations, loss from discontinued operations and net (loss) income by the weighted average number of
common shares outstanding during the period. 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):

Three Months Ended Nine Months Ended
September 30, September 30,

2008 2007 2008 2007
(Loss) income from continuing operations $ (350) $ (401) $ (1,399) $ 762
Income (loss) from discontinued operations - 179 (105)a 400
Net (loss) income $ (350) $ (222) $ (1,504) $ 1,162

Weighted average common shares
outstanding 7,641 7,560 7,613 7,559
Add:  Dilutive stock options - - - 67
   Restricted stock units - - - 14
Weighted average common shares
outstanding for
purposes of calculating diluted net (loss)
income
per share 7,641 7,560 7,613 7,640

Diluted net (loss) income per share of
common stock:
Continuing operations $ (0.05) $ (0.05) $ (0.19) $ 0.10
Discontinued operations - 0.02 (0.01)a 0.05
Diluted net (loss) income per share of
common stock $ (0.05

)
$ (0.03

)
$ (0.20

)
$ 0.15

a.  Relates to the revised amount of Texas margin tax accrued on Escarpment Village income earned during 2007 (see
Note 11).

Stock options and restricted stock units representing approximately 52,000 shares for the third quarter of 2008,
approximately 121,000 shares for the third quarter of 2007 and approximately 60,000 shares for the first nine months
of 2008 that otherwise would have been included in the earnings per share calculations were excluded because of the
net losses reported for the periods.

5.  JOINT VENTURE WITH CANYON-JOHNSON URBAN FUND II, L.P.
Effective May 1, 2008, Stratus entered into a joint venture with Canyon-Johnson Urban Fund II, L.P.
(“Canyon-Johnson”) for the development of a 36-story mixed-use development in downtown Austin, Texas, anchored
by a W Hotel & Residences (the “W Austin Hotel & Residences project”). Stratus’ initial capital contributions to the
joint venture totaled $31.8 million, which consisted of a 1.76 acre tract of land purchased by Stratus and located
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across the street from Austin City Hall, the related property and development agreements for the land and other
project costs incurred by Stratus before May 1, 2008.

Stratus is the manager of, and has an approximate 40 percent interest in, the joint venture. Canyon-Johnson has an
approximate 60 percent interest in the joint venture. Canyon-Johnson contributed its initial capital in May 2008 and
will contribute additional capital until certain capital contribution requirements are met. In the aggregate,
Canyon-Johnson will contribute approximately 60 percent of the joint venture’s required capital and Stratus will
contribute approximately 40 percent. The required capital contributions are approximately $53 million for Stratus and
$75 million for Canyon-Johnson. As of September 30, 2008, Canyon-Johnson had contributed $16.7 million and in
accordance with the joint venture agreement, they will continue to fund 100 percent of project costs until their
contributions total approximately $44 million. Thereafter, Stratus will fund 40 percent and Canyon-Johnson will fund
60 percent of project costs until the

8
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required capital contributions are made. After the required capital contributions are made, project costs will be
financed by a construction loan (see below).

On May 2, 2008, the joint venture entered into a construction loan agreement with Corus Bank, N.A., (the “Corus Loan
Agreement”) to finance the construction of the W Austin Hotel & Residences project. Pursuant to the Corus Loan
Agreement, the joint venture may borrow up to an aggregate of $165.0 million to fund the construction, development
and marketing costs of the W Austin Hotel & Residences project. Upon execution of the Corus Loan Agreement,
approximately $2.0 million was advanced to the joint venture. In connection with the Corus Loan Agreement, the joint
venture paid $2.8 million of financing costs. Pursuant to the terms of the Corus Loan Agreement, additional
borrowings for project costs are not permitted until Stratus’ and Canyon-Johnson’s capital contributions to the joint
venture reach $49.2 million for Stratus and $73.7 million for Canyon-Johnson, which is currently anticipated to occur
in the fourth quarter of 2009. The joint venture is permitted to borrow under the Corus Loan Agreement to pay interest
on the loan.

The Corus Loan Agreement contains customary financial covenants and other restrictions. Amounts borrowed under
the Loan Agreement bear interest at an annual rate, which is adjusted quarterly, equal to the greater of (1) the sum of
3.5 percent per year plus the three-month London Interbank Offered Rate (LIBOR) quoted in the Money Rates section
of The Wall Street Journal or (2) 6.5 percent. The rate was 6.5 percent at September 30, 2008. The effective interest
rate for the fourth quarter of 2008 was 7.6 percent, which was based on LIBOR of 4.1 percent at September 30, 2008.

On August 1, 2008, the joint venture paid $0.7 million to enter into an agreement to cap the floating LIBOR rate on
the loan at 4.5 percent (see Note 6). The LIBOR rate cap notional amount varies based on projected loan balances
throughout the term of the loan. The agreement terminates on July 1, 2011.

A Stratus subsidiary has been designated as the developer of the W Austin Hotel & Residences project and will be
paid a $6.0 million developer’s fee over the term of construction. Stratus has received development fees totaling $0.5
million in the third quarter of 2008 and $0.8 million in the first nine months of 2008, which have been eliminated in
consolidation in accordance with Financial Accounting Standards Board (FASB) Interpretation No. 46R (FIN 46R).

Optional prepayments during the twelve months immediately following the execution of the Corus Loan Agreement
are not permitted. From May 2, 2009 through November 2, 2010, optional prepayments of the loan are permitted,
subject to a prepayment premium. Optional prepayments made after November 2, 2010, are not subject to prepayment
premiums. Repayments made from proceeds of the sale of residential condominiums or other components of the W
Austin Hotel & Residences project are permitted, beginning after the first year of the loan, without prepayment
penalty. Repayments under the Corus Loan Agreement may be accelerated by the lenders upon the occurrence of
customary events of default. The Corus Loan Agreement matures on September 2, 2011. Certain obligations of the
joint venture under the Corus Loan Agreement are guaranteed by Stratus, including construction and completion of
the project, environmental indemnification and joint and several liability for the payment of $20.0 million of the
principal of the loan.

Under the guidance of FIN 46R, “Consolidation of Variable Interest Entities (revised December 2003) - an
Interpretation of ARB No. 51,” Stratus performed an evaluation and concluded that the W Austin Hotel & Residences
project is a variable interest entity (VIE) and that Stratus is currently the primary beneficiary of the project even
though it is not the majority owner as it has contributed disproportionately more capital than Canyon-Johnson, is the
developer of the project and guarantees certain obligations as discussed above. Accordingly, the W Austin Hotel &
Residences project has been consolidated in Stratus’ financial statements.

At September 30, 2008, Stratus’ consolidated balance sheet includes $52.0 million in total assets and $4.4 million in
total liabilities associated with the W Austin Hotel & Residences project. In accordance with FIN 46R, certain
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triggering events, including when the VIE has additional equity investment at risk, require a company to reconsider
whether or not an entity is still a VIE and also requires reconsideration of the primary beneficiary. Therefore, as future
capital contributions are made by Canyon-Johnson and Stratus, Stratus will update its evaluation of whether the
project is a VIE and whether Stratus is the primary beneficiary. If it is determined that the W Austin Hotel &
Residences project is no longer a VIE under the guidance of FIN 46R or that Stratus is no longer the primary
beneficiary of the entity, the project will be
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deconsolidated from Stratus’ financial statements and will be accounted for under the equity method of accounting.

6.  FAIR VALUE MEASUREMENTS
SFAS No. 157, "Fair Value Measurements," includes a fair value hierarchy that is intended to increase consistency
and comparability in fair value measurements and related disclosures. The fair value hierarchy is based on inputs to
valuation techniques that are used to measure fair value that are either observable or unobservable. Observable inputs
reflect assumptions market participants would use in pricing an asset or liability based on market data obtained from
independent sources while unobservable inputs reflect a reporting entity’s pricing based upon their own market
assumptions.

The fair value hierarchy consists of the following three levels:

Level 1 – Inputs are quoted prices in active markets for identical assets or liabilities.

Level 2 – Inputs are quoted prices for similar assets or liabilities in an active market, quoted prices for identical or
similar assets or liabilities in markets that are not active, inputs other than quoted prices that are observable and
market-corroborated inputs which are derived principally from or corroborated by observable market data.

Level 3 – Inputs are derived from valuation techniques in which one or more significant inputs or value drivers are
unobservable.

Stratus adopted SFAS No. 157 effective January 1, 2008, for financial assets and liabilities recognized at fair value on
a recurring basis (see Note 13). The following table sets forth Stratus’ financial assets measured at fair value on a
recurring basis as of September 30, 2008, by level within the fair value hierarchy (in thousands):

Quoted Prices in Significant

Total Fair Value Active Markets for
Significant

Other Unobservable

Measurement Identical Assets
Observable

Inputs Inputs
September 30, 2008 (Level 1) (Level 2) (Level 3)

Cash
equivalents $ 32,886 $ 32,886 $

-
$ -

Interest rate cap
agreement 552 - 552 -

$ 33,438 $ 32,886 $ 552 $ -

Cash Equivalents. In July 2008, Stratus began investing some of its cash and cash equivalents in U.S. Treasury
securities, which are considered cash equivalents. Stratus’ cash equivalent instruments are classified within Level 1 of
the fair value hierarchy because they are valued using quoted market prices in active markets.

Interest Rate Cap Agreement. 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. The joint venture
entered into this derivative contract to manage interest rate risk under the Corus Loan Agreement (see Note 5). Stratus
accounts for this derivative pursuant to Statement of Financial Accounting Standards (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
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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 the current period earnings.
Stratus recorded the $0.7 million payment to enter into the interest rate cap agreement as an investing activity in its
Statement of Cash Flows as Stratus does not consider the interest rate cap agreement to be an effective hedge under
SFAS No. 133. Stratus recorded non-cash charges totaling $0.1 million for the first nine months of 2008 related to the
change in fair value of the interest rate cap agreement.

Stratus uses an interest rate pricing model that relies on market observable inputs such as LIBOR to measure the fair
value of the interest rate cap agreement, and therefore are classified as Level 2. Stratus
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also evaluated the counterparty credit risk associated with the interest rate cap agreement, which is considered a Level
3 input, but did not consider such risk to be significant. Stratus’ unrealized loss related to the fair value measurement of
the interest rate cap agreement totaled $0.1 million in the third quarter and first nine months of 2008.

7.  INVESTMENT IN UNCONSOLIDATED AFFILIATE
In 2005, Stratus formed a joint venture with Trammell Crow Central Texas Development, Inc. (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 of Austin voters. With
Trammell Crow, Stratus has 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.

At September 30, 2008, Stratus’ investment in the Crestview Station project totaled $2.1 million and the joint venture
partnership had $7.7 million of outstanding debt, of which Stratus guarantees $1.9 million. (See Note 14 for additional
developments regarding Crestview Station occurring subsequent to September 30, 2008).

Stratus has a 50 percent interest in the Crestview Station project, which it accounts for under the equity method in
accordance with the provisions of the American Institute of Certified Public Accountants Statement of Position 78-9,
“Accounting for Investments in Real Estate Ventures.” Stratus has determined that consolidation of the Crestview
Station project is not required under the provisions of FIN 46R.

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 Stratus’ equity in Crestview Station’s earnings totaling $0.4 million in the
first nine months of 2008, including adjustments to the previously reported results for the first six months of 2008 as
discussed in Note 2. Stratus received distributions from Crestview Station totaling $3.6 million in the first nine months
of 2008. Summary information for Crestview Station for the 2008 periods follows (in thousands):

Three Months
Ended

Nine Months
Ended

September 30,
2008

September 30,
2008

Total
revenues $  1,054 $  3,895
Net income $     198 $     730

During the nine months ended September 30, 2007, the Crestview Station project recorded no revenues or expenses as
the project was under development and all expenditures were capitalized as project costs.

8.  DEBT
At September 30, 2008, Stratus had total debt of $63.4 million, including $0.3 million of current debt. Total debt was
$61.5 million at December 31, 2007. Stratus’ debt outstanding at September 30, 2008 consisted of the following:

•  $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.

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

•  
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$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 (See
Note 5).
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Effective May 30, 2008, Stratus entered into a third modification and extension agreement to extend the maturity and
modify the interest rate on its $45.0 million revolving credit facility. The maturity was extended from May 30, 2009,
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 LIBOR plus 2
percent with a minimum interest rate of 5 percent. No amounts were outstanding under this facility at September 30,
2008. For further discussion of Stratus’ debt see Note 4 of the Stratus 2007 Form 10-K.

9.  INTEREST COST AND STOCK-BASED COMPENSATION
Interest Cost.  Stratus capitalized all of its interest costs totaling $1.3 million in the third quarter of 2008, $1.1 million
in the third quarter of 2007, $3.6 million in the first nine months of 2008 and $3.1 million in the first nine months of
2007 (see Note 2).

Stock-Based Compensation.  Compensation cost charged against earnings for stock-based awards follows (in
thousands).

Three Months Ended Nine Months Ended
September 30, September 30,

2008 2007 2008 2007
Stock options awarded to employees (including
directors) $ 127 $ 153 $ 316 $ 388
Restricted stock units 193 156 579 821
Less capitalized amountsa (42) (48) (134) (189)
Impact on (loss) income from continuing operations
before income taxes $ 278 $ 261 $ 761 $ 1,020

a.  Employee compensation, including stock-based compensation, is eligible for capitalization under Stratus’
accounting policy for the allocation of overhead costs. See Note 1 of the Stratus 2007 Form 10-K.

In September 2008, Stratus granted 7,500 stock options to its non-employee directors under its existing stock option
plan for non-employee directors. The fair value of each option award is estimated on the date of grant using a
Black-Scholes option valuation model. Expected volatility is based on the historical volatility of Stratus’ stock. Stratus
uses historical data to estimate option exercises, forfeitures and expected life of the options. When appropriate,
employees who have similar historical exercise behavior are grouped for valuation purposes. The risk-free interest rate
is based on Federal Reserve rates in effect for bonds with maturity dates equal to the expected term of the option at the
date of grant. Stratus has not paid, and has no current plan to pay, cash dividends on its common stock. The number of
options granted, grant date fair values per stock option and assumptions used to value stock option awards granted
during the nine months ended September 30, 2008 and September 30, 2007 follow:

2008 2007
Options granted 7,500 7,500
Grant-date fair value per stock option $ 15.49 $ 16.30
Expected and weighted average volatility 49.0% 41.8%
Expected life of options (in years) 6.7 6.7
Risk-free interest rate 3.5% 4.4%

For more information regarding Stratus’ stock-based compensation awards see Notes 1 and 6 of the Stratus 2007 Form
10-K.

10.  INCOME TAXES
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Accounting Principles Board Opinion No. 28 requires companies to determine an estimated annual effective tax rate
to apply to their interim pre-tax income. FIN 18, “Accounting for Income Taxes in Interim Periods – an interpretation of
APB No. 28,” provides that the estimated annual effective rate should be revised, if necessary, to reflect the company's
best current estimate as of the end of each successive interim period during the year. If a reliable estimate cannot be
made, the actual effective tax rate for the year-to-date period may be the best estimate of the annual effective tax rate.
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During the third quarter of 2008, Stratus concluded that estimating a consistent annual effective tax rate was
increasingly difficult due to the uncertainty in forecasting taxable income since its taxable income is primarily
dependent upon asset sales which are difficult to predict with any certainty and may vary significantly from period to
period. The ability to forecast is increasingly difficult in light of the current economic environment. Stratus believes
that the uncertainty in their forecasts goes beyond normal market variations and forecasting an annual effective would
not provide a meaningful estimate. As such, Stratus believes that the actual year-to-date effective tax rate is the best
estimate of the annual tax rate in accordance with FIN 18. Stratus’ benefit from income taxes has been calculated
utilizing its actual effective tax rate for the three-month and nine-month periods ended September 30, 2008.

After considering the tax impact of the items discussed in Note 2, the difference between Stratus’ consolidated
effective income tax rates for the first nine months of 2008 and 2007 and the U.S. federal statutory rate of 35 percent
primarily was attributable to state income tax expense.

11.  DISCONTINUED OPERATIONS
On October 12, 2007, Stratus 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
approximately $23.0 million in cash at closing and assumed the $22.4 million principal balance remaining under
Stratus’ loan from Teachers Insurance and Annuity Association of America (TIAA). Upon completion of the sale of
Escarpment Village, Stratus ceased all involvement with the Escarpment Village shopping center. The results of
operations of Escarpment Village, which have been classified as discontinued operations in the consolidated
statements of operations, previously represented a component of Stratus’ commercial leasing segment.

In June 2008, Stratus 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.

Summary Escarpment Village results for the 2007 periods follows (in thousands):

Three Months Ended Nine Months Ended
September 30, 2007 September 30, 2007

Rental income $ 825 $ 2,582
Rental property costs (375) (1,271)
Depreciation (158) (696)
General and administrative expenses (38) (71)
Interest income 21 70
Income before income taxes 275 614
Provision for income taxes (96) (214)
Income from discontinued operations $ 179 $ 400

For a further discussion of Stratus’ discontinued operations see Note 7 of the Stratus 2007 Form 10-K.

12.  BUSINESS SEGMENTS
Stratus has two operating segments, “Real Estate Operations” and “Commercial Leasing.” The Real Estate Operations
segment is comprised of all Stratus’ developed properties, properties under development and undeveloped properties
held for sale in Austin, Texas, which consist of its properties in the Barton Creek community, the Circle C community
and Lantana, and certain properties at the W Austin Hotel & Residences project. In January 2008, Stratus sold the
final lots of the Deerfield property in Plano, Texas, which is also included in the Real Estate Operations segment. For
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definitions of these property classifications, see “Properties” located in Item 2 of the Stratus 2007 Form 10-K.

The Commercial Leasing segment primarily includes the two 75,000 square-foot office buildings at 7500 Rialto
Boulevard, of which one is 97 percent leased and the other is 94 percent leased as of September 30, 2008. In addition,
the commercial leasing segment includes rental income from Barton Creek Village, which includes a retail building
completed in the second quarter of 2007 and a bank building completed in early 2008.
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Escarpment Village operating results are reported as discontinued operations. Segment data presented below were
prepared on the same basis as Stratus’ consolidated financial statements.

Real Estate
Operationsa

Commercial
Leasing Other Total

(In Thousands)
Three Months Ended September 30,
2008
Revenues $ 5,751 $ 1,158 $ - $ 6,909
Cost of sales, excluding depreciation (4,805) (944) - (5,749)
Depreciation (53) (382) - (435)
General and administrative expenses (1,482) (241) - (1,723)
Operating loss $ (589) $ (409) $ - $ (998)

Capital expenditures $ 7,517 $ 2,167 $ - $ 9,684
Total assets $ 176,078 $ 64,763 $ 5,406b $ 246,247

Three Months Ended September 30,
2007
Revenues $ 7,270 $ 766 $ - $ 8,036
Cost of sales, excluding depreciation (5,796) (860) - (6,656)
Depreciation (45) (366) - (411)
General and administrative expenses (1,345) (181) - (1,526)
Operating income (loss) $ 84 $ (641) $ - $ (557)

Income from discontinued operations $ - $ 179 $ - $ 179
Capital expenditures $ 8,093 $ 3,609 $ - $ 11,702
Total assets $ 138,452 $ 80,201c $ 7,509b $ 226,162

Nine Months Ended September 30,
2008
Revenues $ 12,786 $ 3,278 $ - $ 16,064
Cost of sales, excluding depreciation (10,625) (2,683) - (13,308)
Depreciation (147) (1,064) - (1,211)
General and administrative expenses (4,538) (739) - (5,277)
Operating loss $ (2,524) $ (1,208) $ - $ (3,732)

Loss from discontinued operations $ - $ (105)d $ - $ (105)d
Capital expenditures $ 22,530 $ 10,337 $ - $ 32,867

Nine Months Ended September 30,
2007
Revenues $ 17,994 $ 2,146 $ - $ 20,140
Cost of sales, excluding depreciation (10,823) (2,391) - (13,214)
Depreciation (115) (780) - (895)
General and administrative expenses (4,653) (687) - (5,340)
Operating income (loss) $ 2,403 $ (1,712) $ - $ 691
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Income from discontinued operations $ - $ 400 $ - $ 400
Capital expenditures $ 23,449 $ 6,301 $ - $ 29,750

a.  Includes sales commissions, management fees and other revenues together with related expenses.
b.  Primarily includes deferred tax assets.

c.  Includes assets from the discontinued operations of Escarpment Village, which Stratus sold on October 12, 2007,
totaling $34.3 million, net of accumulated depreciation of $1.4 million, at September 30, 2007.

d.  Relates to the revised amount of Texas margin tax accrued on Escarpment Village income earned during 2007 (see
note 11).

Segment profit excludes interest income, loss on interest rate cap agreement, benefit from (provision for) income
taxes, minority interest and equity in unconsolidated affiliate’s income. A reconciliation of segment profit to
consolidated (loss) income from continuing operations before income taxes, minority interest and equity in
unconsolidated affiliate’s income for each period is as follows (in thousands):
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Three Months Ended Nine Months Ended
September 30, September 30,

2008 2007 2008 2007
Operating (loss) income $ (998) $ (557) $ (3,732) $ 691
Interest income 330 36 1,432 572
Loss on interest rate cap agreement (121) - (121) -
(Loss) income from continuing
operations
before income taxes, minority interest
and
equity in unconsolidated
affiliate’s income $ (789) $ (521) $ (2,421) $ 1,263

13.  NEW ACCOUNTING STANDARDS
Fair Value Measurements. In September 2006, the FASB issued SFAS No. 157, 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 generally accepted accounting principles in the United States but rather establishes a common definition of fair
value, provides a framework for measuring fair value under generally accepted accounting principles in the United
States and expands disclosure requirements about fair value measurements. In February 2008, the FASB issued 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 6). 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.

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 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. Stratus
is currently evaluating the impact that the adoption of SFAS No. 160 will have on its financial reporting and
disclosures.

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.

Edgar Filing: STRATUS PROPERTIES INC - Form 10-Q

30



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.

15

Edgar Filing: STRATUS PROPERTIES INC - Form 10-Q

31



Table of Contents

14.  SUBSEQUENT EVENTS
In connection with funding the development of Crestview Station, the joint venture entered into a loan agreement in
2005 with Comerica Bank (the “Crestview Loan Agreement”), pursuant to which the joint venture borrowed funds in the
principal amount of $7.6 million. In November 2007, the joint venture amended the Crestview Loan Agreement to
increase the amount of availability under the loan to $10.9 million. The principal amount of the loan was $7.7 million
on September 30, 2008. Both Stratus and Trammell Crow, its joint venture partner, who operates the venture,
executed a guaranty of completion and payment in connection with the Crestview Loan Agreement and are each
obligated to guarantee the joint venture’s performance under the Crestview Loan Agreement up to a maximum of $1.9
million, plus certain interest payments and related costs. The loan matured on March 31, 2009. Stratus’ joint venture
partner elected not to extend the loan, and as a result the joint venture received a notice of default from Comerica
Bank on April 4, 2009. On April 8, 2009, Stratus’ joint venture partner signed a two-month extension on the loan,
extending the maturity to May 31, 2009.

On February 18, 2009, Corus bank 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 Corus Loan Agreement
once Stratus and Canyon-Johnson fully fund their capital commitments later in 2009. Stratus and Canyon-Johnson are
pursuing other options for financing the W Austin Hotel & Residences project should Corus not be in a position to
fulfill its obligations. Such options may include additional equity contributions by Stratus and Canyon-Johnson,
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, Stratus and
Canyon-Johnson may be required to delay further construction of the project until additional sources of financing are
available.

In March 2009, Stratus 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. Stratus will use the proceeds of this loan for general corporate purposes.
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Item 2.  Management’s Discussion and Analysis of Financial Condition and Results of Operations.

OVERVIEW

Management’s discussion and analysis presented below should be read in conjunction with our discussion and analysis
of financial results contained in our 2007 Annual Report on Form 10-K (2007 Form 10-K) filed with the Securities
and Exchange Commission (SEC) and with Note 2. “Revisions of Previously Issued Consolidated Financial Statements”
included in Notes to Consolidated Financial Statements (unaudited) contained elsewhere in this quarterly report on
Form 10-Q. The operating results summarized in this report are not necessarily indicative of our future operating
results. All subsequent references to Notes refer to Notes to Consolidated Financial Statements (unaudited), unless
otherwise stated.

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

Our principal real estate holdings are currently 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 September 30, 2008, that comprise our principal development projects are provided 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 90 409 249 376 1,034 510 20 530 1,564
Lantana - - - - - - 223 223 223
Circle C 115a 148a - 265
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