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I ntroduction

This paper provides srategic recommendations for two multifamily REITs, AvaonBay
Communities and Gables Residentia Trust in an effort to answer the question, “What isaREIT
to do in today’ s environment?’ After providing a brief overview of thefirmsaswell asa
discussion on current supply and demand fundamentas, this paper describes how AvaonBay
and Gables' s strategy must carefully consder each company’ s existing operations, new
opportunities and capitd structure. The four mgor areas analyzed in existing operations are
portfolio Strategy, branding, ancillary services and human resources. Under new opportunities,
drategies for optima size, acquisition, development and consolidation are detailed. Findly,
sources of capita and capital structure are discussed.

From the analys's, the following recommendations are presented:

AvadonBay Communities should:

Become aleader in resdentid services

Take advantage of its size and scope

Utilize locd market knowledge
Gables Residentia Trust should:

Strengthen its niche portfolio

Grow to maximize economies of scale

Expand third party management



Firm Overviews

AvaonBay Communities (NYSE: AVB) was formed by the fourth-quarter 1998 merger
of Avadon Properties and Bay Apatment Communities. Based in Alexandria, VA, AvaonBay is
a REIT focused on the devedopment, acquistion and management of classA  apatment
communities in high-barrier to entry markets. As of December 31, 1999, AvaonBay owned or
held interest in 134 gpatment communities containing nearly 40,000 apartment homes in twelve
dates and the Didrict of Columbia covering the Northeast, West and Midwest regions of the
United States. As of March 2000, AvaonBay's equity market capitalization was 2.3 hillion
dollars.

Gables Resdentid Trust (NYSE: GBP) was founded in 1982 and dected REIT datus in
1994. Formed from the team that managed the southeastern region for Trammel Crow
Resdentid, Gables is a verticdly integrated developer, acquirer and manager of cdassA
goatment communities in Horida, Georgia, Tennessee and Texas. It currently operates 95
multifamily communities containing 28,000 units. Gables, based in Atlanta, GA, is dedicated to
high quality assets and service and is committed to a sirong local presence. As of March 2000,

its equity market capitaization was 570 million dollars.



Existing Operations

National Demand

Demand for multifamily gpatments has demmed from a drong economy and
demographic trends that have increased the number of gpartment renting adults. These factors
bode well for the future prospects of multifamily gpartment owners.

The strong economy has led to hedthy job growth, a direct corrdaion with gpartment
demand. In 1999, 2.5 million new jobs were created resulting in a 300,000-400,000 unit increase
in gpartment demand (6 new jobs = 1 new gpartment). While continued growth is expected in
the near term, the current buoyant growth may not be sustainable.

Should the economy weaken, however, demographic trends dill support increased
multifamily demend over the next 5-10 years. Census figures edimate that the number of
goartment households should increase dong with the tota growth in households over the next
decade at about 1.1% annudly. Given that there are approximatey 15 million apartment
households in the United States, over the next decade, there will be an annua need for a least
150,000 new multifamily units.

The mgor groups contributing to this growth are baby-boomers, 20-29 year olds, singles
and immigrants.  Although it might seem odd that baby boomers are contributing to apartment
household growth given that one€'s proclivity to rent diminishes in middle age, the shear Sze of
this demographic segment is contributing to gpatment growth in the 45-64 year-old segment.
Another key apartment renting segment, the 20-29 year olds, a segment that shrunk in the 1990s,
aso will see growth over the next decade. Adult singles, currently the source of nearly haf of al
gpartment households, are dso a growth segment as Census data has shown that US residents are

increesngly living done.  The find maor group contributing to gpartment growth is immigrants.



It has been projected that 44% of the growth in the number of renter households from 1995 to

2010 will be attributed to this population group.

United States Apartment Household Growth 1995 - 2000
Source: Goodman, "The Changing Demography of Multifamily Rental Housing," p46,

% US
Households Number Growth %  Growth % Growth %
(1997) 1995 (M) 1995-2000  2000-2005  2005-2010
Total 14.8 142 0.9 1.1 1.2
Aae
Under 25 37.3 1.8 0.7 1.8 1.3
25-29 28.7 2.3 -1.1 0.6 2.0
30-34 18.5 2.0 -1.9 -1.0 0.7
35-44 12.8 2.9 1.6 -0.5 -1.2
45-54 9.6 1.6 4.1 2.9 1.6
55-64 9.0 1.1 3.0 4.7 4.0
65-74 9.7 1.1 -0.8 0.1 2.6)
75 Over 14.8 1.4 2.1 12 0.3
Household type
Married 6.2 3.3 -0.2 0.1 0.4
Other family, female head 204 2.2 11 11 1.2
Other family, male head 16.4 0.5 1.3 1.3 1.4
Nonfamily, female head 25.8 4.2 1.1 1.3 1.4
Nonfamily, male head 29.0 39 15 15 1.6

National Supply

Multifamily supply since 1997 has been farly steady a about 300,000 new units per
year. New condruction garts were higher in 1999 at 340,000 but this year should see darts fdl
back down to the 300,000 level. Actua completions in 1999 were between 325,000 and 350,000

units. With about 100,000 units lost to condo converson and demoalition, there is a net increase
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of around 200,000 units per year. Overal, the steadiness of gpartment supply can be attributed
to dricter lending compared to the 1980s, less access to capital for developers due to the public
disclosure associated with the increased influence of REITs on the multifamily industry.

Supply / Demand Summary

With the growing economy in the past decade, demand has exceeded the multifamily
supply. This excess demand can be cearly seen by looking a multifamily vacancy rates over the
last 12 years. In 1988, nationd vacancy in multifamily units was 11.4%. Last year this figure

had declined to 9.5% and it is expected to fal further to 9.2% in 2000. This trend is indicative of

the current hedth of the multifamily sector.
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Regional Conditions

While the nationd macroeconomic trends are important to the overdl fundamentas of
the industry, apartment operators are more often concerned with the market conditions of the
citiesand regionsin which they operate. These conditions happen to vary considerably.

Looking at the four mgor regions of the United States (Northeast, South, Midwest and

West), the West is the top performer. Vacancy rates average 7.1% compared to 9.5% nationaly



and rent growth stands a 2.9%. Cdifornia is the strongest state containing 7 of the 20 MSAs
with the lowest vacancy rates.

The Northeast has dso been strong with solid rent growth of 2.6% and vacancy rates of
7.3%. The Northea's performance has been aided by growth in the high barrier-to-entry

Washington to Boston corridor
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The weskest performing region has been the Southeast with rent growth of 2.0% and an
average vacancy rate of 9.9%. Oversupply has hurt this region as congruction has taken off in

such high job growth cities as Orlando, Raeigh, Charlotte and Augtin.  One figure that illustrates

. States with AvalonBay and Gables

Shaded AvalonBay
GB Gables

this oversupply is new condruction

permits in 1999. The Southeast region had

188,000 permits compared to 196,000 for

the rest of the country.

The map a the left shows the states

where AvadonBay and Gables operate

communities  AvadonBay is primaily in

the stronger Northeast and West regions




while Gables focuses on the wesaker South and Southeastern states.  While one could generdly
conclude that REITs operaing in the stronger regions are better postioned than those with
properties in the wesker regions, it is dill extremey important to look a the locd demand /
supply fundamentds to understand how individud properties are doing. In fact, even though
Cdiforna is the strongest state, AvaonBay’'s properties in Santa Clara, Cdifornia have struggled
with dropping occupancy levels due to increased competition and a dowdown in job growth. At
the same time, in the wesker South, there are strong growing markets such as New Orleans, LA,
Greanville-Spartanburg, SC and Birmingham, AL.

Portfolio Strateqy

Multifamily REITs must understand and utilize loca market knowledge to develop ther
portfolio drategy and to minimize risk.  Important portfolio characterigics for AvadonBay and
Gables, as wdl as dl multifamily REITs, are high barier-to-entry markets, urban or urban in-fill
locations and markets redlient to economic downturns.  Multifamily REITs should focus on
markets and submarkets with high barriers-to-entry to avoid the consequences of oversupply.
Some characteristics REITs should look for in locations are entittement barriers, grict zoning
laws and limited land availability. REITs should aso concentrate on urban or urban in-fill
locations. Resdent popuétions in city centers and their periphery are beginning to grow agan
as ex-Uburbanites are seeking the lifestyle and culturd amenities as well as the neighborhood
diversty found in cities. Multifamily operators can provide these reocaters with an entry into
downtown without incurring the persond risk of purchesng a home in a trandforming
neighborhood. It is dso important for REITS to operae in markets resilient to economic

downturns. While the ups and downs of the previous cycle may be fresh o managers minds,



REIT management should look back over two or three cycles and andyze how their markets
performed in the downturns to gain a clearer picture of the future hedlth of their properties.

In addition to following these draegies, AvadonBay and Gables should continue to
concentrate on classA properties. By focusng on classsA properties, AvalonBay can earn a
premium in market upturns and protect itsdf in downturns.  Class-A renters tend to have more
disposable income than classB renters so they will have a greater ability to continue to afford
their apartments should the market turn sour. In a market downturn, class-A operators aso have
more flexibility as well as superiority over dass-Bs. If necessary, class-A could lower their rents
to class-B leves and effectivdy out-amenity classB operators.  In addition, classA apartments
tend to suffer less wear and tear than class-B apartments leading to less maintenance and repair
costs and alonger time towards obsol escence.

The main difference in the portfolio Strategies of AvaonBay and Gables is due to the sze
and geographic coverage of the respective companies.  While geogrephic diversfication is
important to both companies in order to minimize risk due to pockets of overdevelopment, t is
much easer for AvaonBay to do so. AvaonBay can utilize its current extensve market
knowledge to evauate and enter new markets and minimize its risk due to its broad geographic
coverage. Gables, on the other hand, is concentrated in the Southeast region, and cannot as
eadly move into new markets, especidly those outside the vulnerable Southeast region, due to its
lack of market knowledge. However, Gables can day in the familiar Southeast region where it is
committed to a strong presence and can minimize its risk by looking for srong submarkets that
meet the characteristics described above. It can adso look to expand into new markets in the
South such as New Orleans, LA and Birmingham, AL as wel as those outsde its southern

ghere by utilizing third party management. In this capacity, Gables can drengthen its niche in



the South as wel as gan the knowledge and experience to successfully enter new markets
without taking on as much risk.
Branding

Branding is a mgor issue in product strategy and is being broadly implemented across the
multifamily sector. Developing a branded product required a greet ded of long-term invesment,
epecidly for advertisng and promotion.  Given the assat type and customer base in multifamily
housing, branding does not appear to be a critical strategy for success.

Branding is consdered to be “the at and cornerstone of marketing”. The American
Marketing Association defines a brand as “a name, term, sgn, symbol, or design, or a
combination of them, intended to identify the goods or services of one sdler or group of sdlers
and to differentiate them from those of competitors” In essence, a brand identifies the sdler and
represents a promise to deliver a specific set of festures, benefits, and services consgently to the
buyers — awarranty of qudity.

The end god of branding is to establish brand equity, the power and vaue that a brand
carriesin the marketplace. The benefits of brand equity are:

Reduced marketing costs because of awvareness and loyalty;

More trade leverage in bargaining with digtributors;

Higher price than competition because of high percaived qudity;

Eader to launch extensons and/or enter new segments because the brand carries high
credibility;

Defense againgt price competition; and
High switching cosis— loyadlty.
Within the multifamily REIT sector, the only successful branding drategy is currently being

implemented by Post Properties. Post has found branding to be successful in local markets



where they have criticd mass, defined as having more than 2,000 units. Although these efforts
have been lucrdive in such submarkets, they have not had much success rolling it out a the
nationd level.

A branding drategy is very difficult to implement in the multifamily sector on a nationd
bass. Since multifamily products are assets that are congtantly aging and varying in gppearance,
it is difficult to produce a consgsent product vis-avis qudity, amenities, location, etc. The
goatment homes have a ussful life of more than 30 years and customer expectations going from
product to product in an inventory would be inconsstent. Furthermore, customer profiles would
vay dgnificantly from maket to market, thereby meking it difficult to ddiver a uniform
product. Given the high costs to build a brand (advertisng, etc) and the non-conventiond
product offered in multifamily housing, a branding strategy is not recommended.

Both Gables Resdentid and AvaonBay Communities have adopted some form of
branding. Gables is pursuing its branding drategies in a reaction to strong public interest.  The
company should continue to implement this drategy in its “criticd mass’ submarkets where the
firm has enough units to build brand synergies However, Gables should curtall any efforts to
pursue branding & a nationd level.

AvaonBay is attempting to build a consstent corporate image across its asset portfolio.
The company incorporates its "Avdon® name into esch community it devdops It is
recommended that AvaonBay pursue branding drategies in criticd mass markets smilar to Post
Properties drategy. Even though AvaonBay is diversfied geographicaly across the country,

any effortsto pursue branding a a nationd leve islikely to be of margind benefit.



REIT Modernization Act (“RMA”) and its | mpact on Multifamily Companies

On December 17, 1999, Presdent Clinton sgned into the law the REIT Modernization
Act (RMA) that contains many of the REIT modernization proposas supported by NAREIT,
whose provisons will have a dgnificant effect on the operation of many REITs.  Specificdly, in
the multifamily sector, severa opportunities now exis for REITs to pursue dternative revenue
SOUrces.

Under current law, taxable subsdiaries of a REIT generdly are fully taxable corporations
in which a REIT owns, directly or nondirectly, up to 99 percent of the vaue, but may not own
more than 10 percent of the voting stock. Because of the 10 percent voting stock redtriction, the
voting stock of the taxable subsdiary typicdly is owned by aparty that is “friendly” to the REIT.
The vaue of the stock of each taxable subsdiary owned by a REIT may not exceed 5 percent of
the vdue of the REIT's assats A taxable REIT subgdiay (“TRS’) generdly cannot provide
“non-customary” services to the REIT's tenants without generating income for the REIT that is
non-qudifying REIT income.

The recent Act dlows a REIT to own up to 100 percent of the stock of a TRS and dlows
TRSs both to peform activiies unrdated to the REIT's tenants, such as third-party
management, development, and other independent business activities, and to provide services to
the REIT's tenants. This provides greater operationd flexibility to REITs and their TRSs and
dlowsfor grester revenue potentid.

The RMA provides REITs with enhanced drategic flexibility to generate and diversfy
income. Under the Act, a TRS can provide both “customary” and “noncustomary” services to

the REIT's tenants without causing the rent that the REIT receives from its tenants to be trested



as bad income. The Act greatly expands the types of services that a REIT can offer its tenants,
enabling the REIT to compete with nonREIT competitors, operate more efficiently, and have
more control over the services provided to its tenants.

Because the multifamily REITs have an extremdy captive audience with ther tenant
base, the RMA empowers them to offer new revenue-generating services to both tenants and
third parties. These revenue sources are numerous, but can be broken down into Management
and Services Amenities.

The Management category of ancillary income opportunitiesincludes:
Property Management Systems

Third-Party Management

Development/Congtruction

Corporate Housing

The Tenant Servicess Amenities category of ancillary income opportunities includes:
Tdecommunications

Broadband Access

Brokerage

Laundry

Cleaning

Mortgage

Furniture sales/leasing

Travel Agency

The revenue potentid is far greater for the Management aress while the Tenant
SarvicesAmenities relate more to the direction of the industry of becoming more service-driven.
It is estimated that an aggressive Tenant Services package can comprise approximately 25% of

NOI.



Multifamily REITs should focus on technology, as the “New Economy” has evolved to place
ggnificant vaue on those firms that can embrace the technology trends. Specificaly, Property
Management Systems and Technology Services are two key areas that should create the most
vaue going forward.

Property Management Systems have been an aea for innovation in this sector. These
gystems, in addition to improving a REIT's ability to cgpture and retain tenants, can provide
management with “red time information” such as tenant traffic, cdodng ratios, and daily/monthly
vacancies. This will provide for a more yied-management-oriented approach to management,
providing for sgnificant revenue upside.

Technology Services include those focusng on Internet and telecommunications access.
Specific Strategies should include:

Enhancing revenues and margins by atacking the internet space with large pools of
properties and tenants;

Improving tenant/landlord relationships through congtruction of portals,
“Dis-intermediation” — the process of mgor corporations integrating verticaly by diminating
B-to-B middlemen and taking full advantage of Internet strategies independently, and thus
capitaizing on the captive audience of tenants under the firm's property umbrella(i.e. - PMS
systems, purchasing, broadband access).
Severd multifamily REIT's have active technology drategies in place.  Following are some
multifamily companies current srategies in this space.
AvalonBay/United Dominion: Javalon

Javaon, an internet-based PM S system, will lure and retain tenants through offering high-speed
Internet access, e-commerce activities, and on-Ste virtud leasing kiosks.

BRE: Project Velocity and Lifestyle Solutions

Project Ve ocity will provide broadband access that will link renters up to the Internet at speeds
up to fifty timesfaster. Thissarviceis coupled with an internet-based customer interface web
portd.




AIMCO: Buyers Access
Buyers Access is an online purchasing cooperative representing over 500 owners dlows for
gpartment equipment and furniture procurement.

Post Properties. 100% Internet Access
100% Internet Accessis the fird initiative in the industry to convert al exigting unitsto provide
Internet access.

Presently, Gables is lagging in its efforts to say on the forefront of technologicd
innovation, primarly because of its limited Sze and ability to bear the costs to develop such
innovations. It is recommended that Gables seek to pursue joint ventures and utilize the
company's third paty management portfolio to support vauable technological innovations.
Furthermore, Gables must focus on the increesng service needs of the industry and work to
provide the vast array of services that tenants are beginning to demand.

Presently, AvalonBay has an active drategy with regard to technology and service. It is
recommended that the company continue these efforts and drive to become the leader in
technologicd innovation. AvadonBay must capitdize on its Sze and focus on verticd integration
opportunities in addition to the company’ s Javaon project.

Human Resour ces Strategy

The operating intendty of these businesses creates a risk that must be acknowledged and
confronted by the REITs in this sector. The increasing levd of services tha a multifamily
operator is required to provide demands a grester responsbility to deliver them well. The cost of
falure could be quite Sgnificant (tenant turnover, tenant ill will, etc.).

It is criticd with the evolution of the multifamily sector into a service-driven business
that REITs build the infrastructure to manage ther properties wdl. With the shrinking labor

force, it is extremey important to dtract, develop and retan quaity management from the



corporate leve to the property levd. This will inevitably become a source of competitive
advantage in the indudtry.

Both AvdonBay and Gables have amilar drategies in place a the corporate leve.
Gables Universty and AvadonBay Universty are drong training programs for management. It is
recommended that these programs be implemented more aggressively a the property leve. On
gte training and corporate oversight will need to be provided on a regular bass.  Furthermore,
increased focus should be placed on retaining qudity people through credtive incentive programs
and on cregting a culture that caters to the needs of employees. Reduced turnover would have a
ggnificant effect on firm success  This will play a dgnificant role in the future success of
AvaonBay, the larger of the two REITS where sze can lead to bureaucratic corporations.
Human Resource departments should be strengthened.

New Opportunities

In order to evaluate new opportunities, REITs must first sdect an appropriate Sze to determine
which opportunities fit with the company's srategy.

Optimal Size

Multifamily operators must include sze as a decison factor when sdecting the optimal
drategy. Economies of scade are important but at a certain level become less sgnificant, and a a
ceartan Sze can even rexult in diseconomies of scae for paticular functions.  Stll, the largest
firms in the red edate market capitdize from various economies of scae cregting a competitive
advantage over the smdler, wesker firms. There are four mgor eements associated with
economies of scae in production and operation in the multifamily market:

Cost of capitd;

Generd and adminigtrative and operating expenses,



Management; and
Marketing.
Cost of Capital

The cost of capitd comprises 85 percent of a REIT's totd costs. The large REITs are
able to reduce their cost of capitad increasing their advantage over the smaler REITs. However,
the economies of cost of capita does diminish a a certain point. Kerry Vanddl, Director of the
Wisconsn Center for Urban Land Economics Research, argues that "the cogt advantage of going
from $500 mm to $1 hillion in market capitdization gppears to be sgnificantly more than going
from $25 billion to $3 hillion"(CULER Report 4). The three components to the cost of capita
include: the cost of debt, the cost of equity, and the costs associated with raising capital.

REITs with the best higory of financid peformance and the strongest badance sheets
have relatively low debt codts. With a conservetive badance sheet, large REITS can move to
unsecured financing for their operating cepitd needs which can teke approximatedy 50 basis
points off the firm's cost of debt reative to traditiond mortgage financing (CULER Report 4).
Larger REITs can dso access the public corporate bond markets, which provide even chesper
sources of capita. AvdonBay, the larger company in the andyss, has a 30 bps lower weighted
average cost of debt capital than Gables Residentia, 7.1 percent compared to 6.8 percent. While
AvaonBay has a lower weighted average cost of debt, a ggnificant portion of the savings that
result from being large come in the cods associated with raisng capitd and having more sources
to solicit both debt and equity capitdl.

The cogt of equity is corrdated with the price of risk — the lower the operator’s risk, the
lower the price of equity. Very lage REITs dso reduce investor risk via greater liquidity.

Shareholders in the public markets are willing to accept lower expected totd returns in exchange



for liquidity and the greater safety and dability that Size provides which dlows these companies
to utilize their own "inflated currency™ to make acquisitions or fund development.

Subgtantial  economies of scde exig in the third component of cepitd cods - the costs
associaed with raisng capitd. Larger public REITS can utilize the economies of scde in capita
rasng & they have a subdantid number of inditutiona investorss Many of the larger
companies can sed better deds with ther joint venture partners than that of the smdler, less
liquid REIT smply because they have more clout with the investor. Better deds come in the
form of larger amounts of funding, and a preferred return to the developer. For example, Gables
Resdentid was able to secure enough funding to develop 2,400 units this year, which represents
alarge portion of its development pipeline.

Ancther way in which larger REITSs redize benefits from chegper capitd is smply due to
the structure of the REIT itsdf, and its requirement to pay out 90% of taxable income. AIMCO
and Equity Resdentid, the largest companies in the sector, can use Sze to manipulate the REIT
gructure and save in capitd costs. Because of these companies large size, these REITs can
partialy overcome the disadvantage that comes with the lack of retained earnings, since 10% of
taxable income from a large portfolio can be quite a sgnificant amount of money to fund new
opportunities. Big REITs add vaue by increasng retained earnings through their grester size,
cregting lower cash flow payout ratios, and retaning borrowing capacity via strong baance
shesets. Conversdly, smal apatment REITs ($150 million market capitdization or less) cannot
grow or access capitd as easly. The smdler REIT needs retained earnings to grow but the REIT
dructure prohibits it from retaining a sgnificant amount of earnings, and therefore must access
other capitd sources. But, other sources of red edate cepitd are scarce for the smal REIT

because they are often viewed as a more risky investment, while large REITs are more stable and



thus have the ability to utilize dternative capita sources such as privae investors and pension
funds to finance growth.

Also, REITs with low capita costs can use this cost advantage to reduce rents in order to
attract and retain tenants. They can also make greater capitd expenditures to keep the properties
competitively positioned, pay more for managerid taent, and advertise more effectively.

Gengrd & Adminigtrative and Operating Expenses

As a REIT's sze increases, the dlocation base for fixed overhead expands, thereby
cregting economies of scde in generd and adminidrative expenses.  The larger REITsS teke
advantage of a cost bass whose margind increase with sSze is indgnificant. Other operating
costs such as purchasing are dso enhanced with sze economies. The larger REITS have been
successful in negotiating nationwide maintenance contracts and purchasing arrangements that
further reduce codts.

As illugrated in the following chart, there is a corrdation between G & A expenses and

The Value of Size
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market cepitdization. The smdler REITs, like Grove Propeties, have the highest genera and

adminidrative expenses while Equity Resdentid, the largest REIT in the sector has the lowest

G&A expense as apercent of saes.



Management

Property management economies are displayed with increases in dze. The larger firms
are able to attract the top tdent with ther ability to offer the highest sdaries, best professond
chalenges, and the most routes for advancement.  Furthermore, asset management expenses are
smdler with economies of scale.

Marketing

Economies of scale are dso evident in marketing the asset base. Larger REITS can obtain
better pricing with respect to advertisng costs, which can take the form of apartment guides to
web stes. Large REITs can even produce their own agpartment guides since the can amortize the
cost over a larger unit base. It is clear that the cost of building a web Ste for marketing purposes
becomes much more affordable with each additiona unit the dSte will market. For example,
AvadonBay may have a bigger marketing budget than Gables Resdentid, but this is not the case
on a per unit basis (Interviews with Company Management).

Other Benefits

Another benefit to being a large, nationd REIT is tha an EQR or AvadonBay can
divergfy its portfolio to hedge risk. These REITs can diversfy in terms of geography and asset
type. AvadonBay has the advantage of baancing its portfolio geographicaly as they are located
in the Northeast, West Coast and parts of the Midwest. If one region enters a recesson, then
AvaonBay can use to other geographic areas to absorb this shock. Conversdy, Gables
Reddentid is only located in the South/Southeest.  If that part of the country enters an economic
downturn, then Gables entire portfolio suffers. (Gables does try to protect againgt this by
holding assets in barrier-to-entry submarkets, but it is difficult to push rent increases when the

market is underperforming.) Companies that have geographicdly diversfied base are less likey



to be hurt by the overbuilding in a sngle market. REITs such as Ejuity Residentid, Archstone
Communities and AIMCO have used their immense sSze to employ this strategy.

Also, the larger REITs can diversfy across asset class and type.  AvadonBay, for
example, is not tied to class A garden apatments. They are darting to build high-rise towers
(dass A) and they dso have student housing in ther portfolio (they do not use the AvaonBay
name on these properties). Gables is not big enough yet to vary its asset class and must stick to
its core competence - garden style apartments.

It is clear that the optimd sze comes into play when finding the gppropriate Strategy.
While Gables Resdentiad has redized some benefits from economies of scde, it ill has a ways
to go before it can regp the rewards due to sze from that of AvaonBay. As such, Gables must
grow its assat base and its third property management business to be able to fully redize the
benefits of sze and economies of scae. Since most research indicates that the advantages of
increesing in Sze beyond a $2 hillion market cgpitdization are minima, AvadonBay should build
its infrastructure and not pursue growth for the sake of growth but must teke advantage of true
portfolio-enhancing opportunities.

Acquisition / Development

Today's market fundamentas support development over acquigtions for the following
reasons.
Acquisition cost exceeds replacement cost in most markets.
The going-in capitalization rate is far greater than the exit capitdization rate even
when accounting for development risk. With a 12 percent going-in capitdization rate
and an 8.5 percent exit capitalization rate on development, it is better to develop than

to acquire assuming a 2 percent risk premium on development.



However, the industry is a a criticd point and REITS must proceed with caution.
Housng darts have increased since 1991 and have flattened over the past two years, indicating
that upsde of the red edtate cycle may be coming to a close. In addition, interest rates are
increesing.  An increese in interest rates will increase the cost of capitadl making expanson
through development and acquistions more expensve. REITs who cannot afford this namey
the smdler REITs, will not be able to expand through development or acquisitions as the cost
will meke it too expensve.  Opportunities for acquiditions are diminishing. It is a competitive
acquidtion and deveopment environment, with a strong presence from private players and
inditutiondl investors.  With cepitdization rates ranging from seven to nine percent (both
AvaonBay and Gables have an 85 percent average capitdization rate) efficient and profitable
acquistions are increasngly hard to find. A REIT cannot spend its sparse time and capitd
looking for portfolio enhancing properties when it could be developing its own properties.

Both AvadonBay and Gables possess development as a core competency. It is clear that
these companies should pursue development when the returns work, and must account for the
end of the cycle, interest rate risk and construction cost increases in pro forma analyss. Gables,
due to its smdler sSze, can be hit harder should some of its development projects go awry, and
thus mugt truly pursue an insulated barrier-to-entry submarket strategy.

Consolidation

Three years ago, there were 29 gpartment REITSs, today there are 19 multifamily REITs.
Consolidation activity dowed in 1999 as the REITS under-performed the S&P 500 and as such
most acquistions would have been dilutive to the company's vaue.  Two transactions last year

involved public companies going private. The Irvine Company, for example, paid $32.50 for al



outstanding Irvine Apartment shares. Berkshire Redty went private at $12.25 a share in October
1999. Findly, Equity Residentia bought Lexford Residentid for $738 million in September.
Currently,  there @
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activity as the capitd

cler that AvaonBay
does not need to dgnificantly enhance its sze a this point in time given the end of the cyde
gpproaching, its discounted share price, and diminishing economies of scae. Gables Residentia
could possbly benefit from a potentid merger with the right multifamily operator, but the ided
candidates are dso trading at a discount and it is likely that the partner would be adverse to any
combination because the market would react negativey to any such transaction given the
underperforming markets in which Gables operates. Essex Property Trust or BRE Properties,
two Cdifornia based multifamily REITs would make a good maich from Gables perspective.
However, this is unlikely to happen for the reasons listed above combined with the fact that new
management is in place a Gables and wants to communicate and build a successful drategy to
rase its share price. Executing such a transaction would require Gables to merge at a substantia
discount. Ingead of sdling to ancther public multifamily REIT a a large discount, management
knows that it can receive a higher price for its portfolio on the private market. As such, a merger

is not appropriate for Gables at thistime.



Capital Structure

To determine the right capitd dtructure for both AvaonBay Communities and Gables

Resdentid, one must andyze each company's exiding ceapitd dructure and then examine

potential dternatives.  Following is a summary of both companies financid dructure as wel as

their entity choice, dong with some criticd financid ratios.

Company AvalonBay Communities Gables Residential
Entity UPREIT UPREIT

Debt $1.6Billion $755 Million
Preferred Stock $458 Million $170 Million
Common Shares and OP Units $2.4 Billion $723 Million
Debt-to-Market Capitalization 36% 46%

Debt + Pref-to-Market Capitalization 46% 56%

Weighted Average Interest Rate 6.8% 7.1%

It is clear that both of these companies have strong conservative baance sheets. In fact,

AvaonBay has one of the most conservative baance sheets in the entire REIT universe.  With

these consarvative financids, one might wonder if capitd redly is congtrained in today's

environment.
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After gpesking with management at both companies, and analyzing other companies in
the sector, it is clear tha most companies can locate funds to execute transactions and close
deals. The cogt of this funding is currently & a higher price since the ability to rase additiond
equity is not an option given the weak stock prices of both of these companies (see Stock
Charts).

However, the companies have dgnificant capacity under their unsecured credit facilities.
AvdonBay Communities currently has only $160 mm outstanding on its line of $600 mm, while
Gables has a bdance of $70 mm on its $250 mm facility. Granted, this debt is variable rate debt

and is subject to interest rate increases,
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As such, multifamily REITs are turning to ther current inditutiond investors for funding.
Many multifamily REITsS have drong inditutiond ownership, so partnering with these investors
is logicd. Severd multifamily operators have sructured joint ventures with inditutionad capitd,
and this source of financing appears to be sgnificant.  While it was difficult to find any concrete
research on the average ded that was taking place with equity partners, AvalonBay's recent ded
with MEDP Investors seems like a win-win dtuation for the company. The ded dructure is such
that AvaonBay puts up only 25% of the equity and receives a 9% cumulative preferred cash-on-

cash return, followed by 40% of the excess proceeds until the IRR to the investor reaches 129%,



and after this hurdle, the proceeds are digtributed equaly. AvaonBay's strong ded may be due
to the fact that the company has the largest inditutiond ownership of any multifamily REIT.
The one caveat with taking on joint venture partners is that many times the partners want to sl
the assat before the owner/developer. However, this conflict can be and is currently being
avoided through careful negotiating alowing for the developer to buy out the investor's interest
a a specified multiple or price measure. Because the joint venture structure adlows REITS to
access capita efficiently, this is an acceptable and recommended gpproach to obtaining funds
when the public equity markets are soft. It requires the REIT to be more sdective in the deds it
pursues because the cost of the capitd is pricier, but dlows it to hedge its exposure by sharing
the risk with a partner that it can typicaly buy out a a later date when capitd is less pricey, and
the asset has dtabilized. As mentioned, AvalonBay has executed its firgt joint venture structure,
and Gables Regdentid is dso receiving joint venture funding. Gables Resdentid recently
sgned a $238 mm ded with JP Morgan Asset Management to develop 2,471 units across eight
communities. It is likey that this deal was not too difficult for Gables to close given that JP
Morgan Investment Management is the 15" largest ingtitutiond owner of the company (CIBC
World Markets 7). The gructure of this ded was not disclosed.  Joint venture capitd is a viable
intermediate-term source of funding, but is not as inexpensve as draight equity issuance in a
strong market.

Another source of equity for many of the REITs in this wesk market sems from
management of its own portfolio. By pruning the non-core assets and selling these to other yield
investors, the REITs can obtain more capita for new opportunities. The REITs are effectively
playing the soread that currently exists between acquigtion and development. While arbitraging

this soread makes sense given the dtate of the markets and current return on development, if



interest rates rise, the REITs practicing this should curtail their dispostionto-fund-development
activity unless the overdl risk leve for the entire portfolio is reduced. For example, assume that
AvaonBay wants to build a $100 mm project, that will be 50 percent leveraged. To fund this
project, AvaonBay will sdl an asst in its exiging portfolio. The typicd capitdization rate upon
sde of one of AvaonBay's properties is 8.5 percent. AvaonBay is currently building to an 11
percent yidd. Also, it is important to note that AvaonBay assumes tha the additiond risk
required to develop as opposed to straight acquisition is 200 bps, or 2 percent. Therefore, the
company is creating an additiona 50 bps of vaue (11%-8.5%=2.5%-2%=0.5%). If interest rates
were to rise by 100 bps, or 1 percent, the development project would incur an additiona
$500,000 of interest expense (assuming an interest only loan), and this reduces the $11 mm NOI
to gpproximately $10.5 mm, equating to a lower yield, 10.5 percent. With an increase in rates,
the dispostion/development dSrategy just meets the risk premium on development and therefore
does not enhance AvadonBay's risk-adjusted return dthough it does improve its nomind return
(10.5%-8.5%=2.0%=2.0% risk premium for devedopment). Furthermore, the impact is likey to
be even more severe given tha the 8.5% cap rate on sde is dso likely to increase with the rise in
interest rates as red edae investors will demand a higher return.  Therefore, dispostion of non
core assets makes sense to fund development in the near-term, but this may change if interest
rates rise, or congruction costs increase. Digpogtion of non-core assets to buy back stock is a
more viable srategy when the company's stock is trading at a discount, as this dlows a company
to invest in its current deds without any development risk. This drategy effectively reduces a
REIT's oveadl bass in its asst portfolio by benefiting from the huge discrepancy that currently
exids between the public and privete maket vdudaions of multifamily assaets  Gables

Resdentid has bought back approximatdy $55.8 mm of its stock, representing approximately



2.13 mm shares, dl of which was funded from 1999 dispostions of $96.4 mm. Moreover, he
market has dso supported this srategy and Gables Residential recently increased its stock
repurchase plan to $100 mm. Andysts project that by the middle of this year, the Company may
have bought back approximately 12% of the outstanding shares.

Another source of generating funds for new opportunities could result from converting to
another company dructure that dlows for higher retention of earnings. In the private marke,
entities such as the S-Corporation or Limited Partnership alow for higher retention of earnings,
and generate no taxes a the corporate level due to these entities pass-through status. While this
is not an option for a public company, a C-Corporation is another form for public ownership.
Under the RMA, a REIT can now retain an additional 5 percent of its Taxable Income, so each
REIT must payout 90 percent of its Taxable Income. This is in addition to the non-cash expense
items such as Depreciation and Amortization. Not accounting for tax a the shareholder levd,
and thereby implicitly assuming that the shareholder is tax-exempt, which is not too far-fetched
given the high inditutiond ownership in the REIT sector, the C-Corporaion entity costs an
additiond $.64 for each added dollar of retained earnings (this analysis assumed typica ratios of
line items to NOI for the industry, and then compared these line items under the different
dructures). This is a high price to pay and therefore conversion to a G Corporation is not a wise
choice for AvdonBay or Gables Resdentid. It is important to note that in indtances when this
was done, i.e. Starwood Hotels, the REIT was kept in its corporate structure but converted to a
private entity owned by the C-Corporation and other parties. This complex sructure requires
caeful drefting to ensure the Company meets al of the REIT rules and can have a negdive
impact of confusng the andysts and members of the invesment community, leading to the

decline of one's share price because of the lack of transparency.



Given that the C-Corporation structure does not serve the firm's capitd gods, one must
condder the benefits of increased retention of earnings and vaue cregtion by taking a company
private.  Privatization has tremendous ramifications beyond just the ability to increase the
company's retention of earnings to re-deploy capita into new opportunities,

Privetization is further complicated with the REIT rules (five or 50%) and OP Units that
can trigger a taxable transaction for many insder owners. Both AvaonBay and Gables
Resdentid ae UPREITs, and each has OP units outdanding, complicating any potentid
privatization snce in many ingtances the REIT agreed not to sdll the property it acquired with OP
units for a specific number of years to defer capitd gains tax for the sdler. Privatization is
unlikely for both AvaonBay and Gables Residential under current market conditions and does
not make sense in this environment. AvaonBay has a very large equity market capitalization,
and its stock price is not trading at a substantial discount.  Gables, on other hand, is trading a a
notable discount, but given that the red edtate cycle is ending and that development is one of the
company's core competencies, it is unlikely that management or outside investors would attempt
to pivatize & this time.  Findly, management is the mogt likely buyer of the company, and in the
case of Gables, new management is trying hard to communicate its newly developed drategy to
the investment community. Furthermore, there is no need to take the entire company private to
redize vaue snce the company can dways liquidate part of its portfolio and sdl its assts in the
private market (so long as the Company does not violate the REIT rules while doing this).

If Gables was trading a& a much more ggnificant discount to its NAV, i.e. 40%-50%,
management should consder privatization as the benefits would likely outweigh the risk of
generding taxable transactions and the end of the cycle. Given the current market environment,

though, combined with the fact that the new management is trying to communicate itS message,



and Abby Joseph Cohen's recent recommendation of the REIT sector, it is likdy that the

company's stock price will rebound during the next 6-12 months.

Privatize? AvalonBay Communities Gables Residential
NAV $39.00 $29.00

Price $37.00 $23.38

Discount 5% 24%

Insder Ownership 3% 14%

Units 0.94mm 6.50mm

Float 66mm 24mm

Indtitutiona Ownership 82% 72%

In andyzing the ided capitd dructure for both companies, one must ask whether or not
the Sructure is sarving the gods of the firm. In the case of both AvaonBay and Gables, the
REIT dructure is the best option. This is because this structure provides REITs with the most
choices in financing, even if they are not dl inexpendve a any one time.  This dructure dso
dlows for the dimination of the corporate income tax. Mogt importantly though, the REIT
gructure provides for an externa influence on these companies, as cumbersome as it may be
with respect to raisng capita, which ultimately will ensure the REITs survival over the long-run.
The evolution of public red edtate companies has led to a much more disciplined red edate
market. In fact, Jeff Olson, CIBC senior REIT andys sad in an interview that be rea estate
cycles will be much more "muted” because of the REITs. The current Wall Street governance
reulting in a tightening of equity capitd is condgent with the end of the red edate cyce
goproaching.  Mr. Olson argues that the tightening of capitd is not necessarily a bad thing
because over the long-run the REITs will have hedthier occupancies, better resources, and
enhanced dability, unlike the REITs of the early 70s. Should privatization sweep through the

industry, market cycleswill again become more pronounced.




Specificdly, AvadonBay and Gables should continue with their joint venture partner
financing. The digpogtion for development drategy should be implemented cautioudy.
AvaonBay can take on more debt and possibly issue OP units for acquisition of assets. Gables
Resdential should continue its dispostion strategy and use these proceeds to buy back stock,
thereby facilitating privatization if the stock price continues to decline.  Equity capitd from stock
issuance will again become available to these companies over time, as there is inherent vaue that
isnot yet being redized.

So What isthe Right REIT Strategy?

In andyzing the multifamily sector and its current trends, it is clear tha both the
nationdly divergfied gpproach and the regiond sdective market/submarket gpproach are viable
drategies. In order to maximize its exising asset base, AvdonBay must become a leader in
resdentid services, take advantage of its Size and scope with respect to new opportunities, and
utilize locd market knowledge. Gables, on the other hand, must grow to maximize economies of
scae, drengthen its niche portfolio, and utilize third party management to gain superior market

knowledge to improve market selection and benefit from economies of scae.
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REIT VS C-CORPORATION SUMMARY

REIT

NOI = 1000
D&A = (340)
Interest Expense = (230)
Taxable Income = 430
Taxes = 0

Retained Earnings = 383

C-Corporation

NOI = 1000
D&A = (340)
Interest Expense = (230)
Taxable Income = 430
Taxes = (151)

Retained Earnings = 619

Multifamily Capital Transactions 1999
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