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To Our Shareholders: The Trust enjoyed a very productive year in
2003, marked by a number of successes. in addition to generating rewarding
financial results during a difficult year for muitifamily companies, we achieved
a number of goals, including the substantial improvement of the quality of the
portfolio through acquisitions, dispositions and renovations and the raising of
capital at a very attractive cost. We also continued to invest in our people

through training programs designed to help us improve our service to residents.

The improvement of our portfolio is always a priority and in 2003 we accom-
plished a great deal towards this goal, investing nearly $20 million in our exist-
ing portfolio through our property redevelopment and improvement program.
Among the most significant projects undertaken were the complete renovation
of a 336-unit property in Baltimore and the completion of the first phase of
renovations at a 1,350-unit property, our fargest, also in the Baltimore market.

We have just broken ground on a new, 6,500 square foot clubhouse at this




Early in the year we recognized an opportunity to
sell older properties and purchase newer communi-
ties at yields that were not significantly dissimilar.
This is a condition attributable to strong investor
demand fueled by low interest rates and readily
available debt and equity funds for investment. We
took advantage of such pricing by selling five of our
older properties with an average age of 36 years
and replacing them with three properties just four
years old. The resulit is a higher-quality, more effi-
cient portfolio in superior locations and, we believe,
with better prospects for growth. In connection with
the sales, we recognized gains totaling $80 million.

These gains are not reflected in our FFO results.

As part of our repositioning strategy, shortly before
the end of 2003, we made the decision to exit the
Charlotte market and to expand our investments in
supply constrained markets in the Mid-Atlantic that
offer better opportunities for cash flow growth.
While we expect to realize a gain on the sale of one
property and a loss on the other, generally accept-
ed accounting principles required us to record an

impairment charge of $4 million ($.22 per share)

during the fourth quarter relating to the sale of the

loss property. The loss is reflected in our FFO results.

We also took advantage of an opportunity to access
attractively priced capital during the year, selling
$74.8 million of convertible senior notes in a private
offering. Just after the year ended we raised another
$34.9 million through a sale of common shares at a
negotiated price of $24.80 per share. The combined
proceeds of the offerings will be used primarily for

property acquisitions and capital improvements.

During the year we implemented further enhance-
ments to our sophisticated technology-based account-
ing and property information systems and enjoyed
the many benefits of the second full year of guidance

and leadership of our senior management team.

We again want to thank our management and staff
for their ongoing commitment to high levels of per-
formance and their devotion to the principles and
objectives of the Trust. We also thank you, our
shareholders, for your interest and support and
assure you that we will continue to strive to make

Town and Country the best it can be.

%W

Harvey Schulweis
Chairman
President and Chief Executive Officer
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Portfolio Repositioning and Enhancement  we took significant steps in our strategy
of repositioning our portfolio through selective disposition of older properties at prices that we believe to
be historically attractive. We have recycled this capital with a focus on newer properties in submarkets we
believe to have good growth potential, high barriers to entry, limited land available for development and,

consequently, a healthy supply/demand ratio that should continue going forward.

In Aprii, we acquired The Courts of Avalon and the Excalibur at Avalon, which are located on adjoining

parcels less than a mile north of the Beltway in the Baltimore suburb of Pikesville.

The Courts of Avalon, completed in 1999, contains 258 garden-style apartments of which two-thirds have two

or three bedrooms. All units have a washer and dryer and attached private garage and access to community
amenities, which include swimming pool, putting green, clubhouse, fitness center and media/conference

center with large-screen television.

The Excalibur was completed in 2000 and contains 147 units in a four-story elevatored building with
rooftop swimming pool, sun deck and tennis court. Other amenities include a great room with fireplace,

media room, library and structured parking. More than 80% of the apartments have two or three bedrooms.

In the Fall, we purchased Windsor at Lionsgate, which is located just two hundred yards from another one
of our communities in the Washington suburb of Herndon, VA. The property, which we have renamed
Lionsgate Apartment Homes, was completed in 2000 and contains 328 garden-style apartments and
townhouses, 73% of which have two or three bedrooms. The gated community features a swimming pool,

lighted tennis court, state-of-the-art clubhouse/leasing center, conference and fitness centers.

The Trust continues to devote substantial funds to the improvement and repositioning of the core portfolio.
Reinvestment is eséential to achieving cur objectives of attracting and retaining quality residents in Town
& Country apartment homes. In 2003, more than $19.7 million was invested in our upgrade campaign,
including remodeling kitchens and bathrooms, adding washers, dryers and microwaves and making other

improvements such as the installation of new vinyl siding.










We plan to continue to aggressively upgrade our portfolio and have budgeted for over $30 miliion in
improvements for 2004. Major projects include $24 million for the rehabilitation of kitchens and bathrooms
in several communities, with the installation of washers and dryers in many of the units. An additional $4
million is planned for new energy-efficient windows and entrance doors as well as viny! siding projects. Qver
$2 million is planned for two new state-of-the-art community clubhouses at Greensview Apartment Homes
and Town & Country Rossville. Both include a leasing office, business center, community room, fitness
center and pool with sundeck. Along with enhancing the lifestyles of our residents, we are committed to

increasing rent and occupancy levels as well as the quality of our multifamily product in the marketplace.

Just as important as our investment in our properties is our investment in our people. In 2003, we iniro-
duced a training program designed to enhance our associates’ customer service skills and Town & Country’s
resident service culture. “The Customer®” is a ten-week program that builds the skills and behaviors
required to provide excellent service to current and prospective residents. In 2003, we conducted this
course at all of our Florida communities and two Baltimore communities. Besides enhanced resident
service, the course has resulted in improved teamwork and lower associate turnover. We plan to conduct
the course at every community and integrate this training, along with follow-up sessions, in our ongoing

associate development program.

Opportunistic Accessing of Capital Markets o take advantage of prevailing low
interest rates, in August we sofd $74.75 million of 5.375% Convertible Senior Notes to a qualified insti-
tutional buyer in a private offering. The notes will mature on August 15, 2023 and will be convertible
under certain circumstances into common shares at an initial conversion rate of 39.20185 shares per
$1,000 principal amount of notes, corresponding to a conversion price of $25.509 per share, subject to
adjustment. A provision of the indenture, however, prohibits conversion until the market price of our

common shares reaches $30.61 per share.

Interest expense relating to the notes was $1.7 million during 2003. Interest expense on mortgage debt
increased $1.9 million to $27.1 miliion vérsus $25.2 million in the prior year. This reflected a $45.4 million
increase in the average amount of mortgage debt on continuing operations to $455.4 million primarily as
the result of borrowings in connection with the 2003 acquisitions as well as the funding of the ongoing
property redevelopment/improvement program. The weighted average interest rate on the average amount

of mortgage debt outstanding was 5.74% in 2003 compared to 6.01% last year.

In July, the Board authorized a share repurchase program whereby the Trust can repurchase up to 1,500,000
of its common shares in the open market or in privately negotiated transactions through July 2004, In
August we repurchased 646,800 of our common shares at $23.19 per share, aggregating $15 mitlion, in

privately negotiated transactions.







Financial Report




10.

Selected Financial Data

(In thousands, except per share data} / Year ended December 31, 2003 2002 2001 2000 1999
Operating Data
Rental income $118,017 $110,232 $107,401 $100,238 $ 91,538
Operating expenses 49,756 44 311 41,640 37,161 34,730

Net operating income 68,261 65,921 65,761 63,077 56,808
Depreciation and amortization 21,387 18,483 17,645 18,721 20,758
interest expense 28,785 25,216 24,387 27,148 23,842
General and administrative expenses 5,658 5,262 4,820 3,883 3,331
Separation expense — — 3,338 — —
Gain on sales of operating properties — — — 9,461 7,073
Income before discontinued operations and

minority interest 12,431 16,960 15,571 22,786 15,950
income allocated to minority interest

from continuing operations (1,681) (2,269) (2,110) (3,108) (2,185)
Minority interest distributions less than

(in excess of) earnings 576 (576) — —_ —
income from continuing operations 11,326 14,115 13,461 19,678 13,765
Discontinued operations:

Income from discontinued operations 2,054 3,669 1,730 3,026 2,117

Gain on saltes of properties 80,081 — — — —

Impairment of assets held for disposition (4,000) — — — —

Income allocated to minarity interest

from discontinued operations (10,693) (492) (235) (413) (290)

Income from discontinued operations 67,442 3,177 1,495 2,613 1,827
Net income! % 78,768 $ 17,292 $ 14,956 $ 22,291 $ 15,582
Basic earnings per share:

Income from continuing operations $ 72 $ .88 $ .86 $ 1.26 $ .88

Income from discontinued gperations 4.27 .20 .09 17 12

Net income $ 499 $ 1.08 $ .95 $ 1.43 $ 1.00
Dituted earnings per share:

income from continuing operations $ .70 $ 87 $ .84 $ 1.24 $ 87

Income from discontinued operations 4.20 .20 .09 .16 12

Net income $ 4.90 $ 1.07 $ .93 $ 1.40 $ .99




Sejected Financial Data

(In thousands) 2003 2002 J 2001 E 2000 [ 1999 {
I I 11.
Balance Sheet Data at Year-end |
Real estate assets, at cost $ 814,766 | $671,519 | $ 648,646 | $629,207 | $ 606,182
Net real estate assets 538,163 415,665 411,189 409,261 392,142
Real estate and other assets held for disposition 32,561 73,336 74,119 75,419 74,755
Total assets 588,990 503,785 498,962 498 552 480,522
Mortgage notes payable 427,318 422,003 390,587 390,946 ‘ 376,125
Notes payable ~ unsecured — — 16,000 5,000 —
5.375% Convertible Senior Notes 74,750 — - — } —
Mortgage notes payabie and other liabilities [ [
held for disposition 23,734 71,346 70,175 70,191 70,050 I
Minority interest 7,556 — 905 2,803 3,424 J
Shareholders' equity {deficit) 39,362 (1,610) 8,492 20,052 22,049 |
(In thousands, except per share data) / Year ended December 31, 2003 2002 | 2001 l 2000 | 1999 ’
f ] #
Suppiemental Information i /
Dividends declared per share $ 1.72 $ 1.72 1.72 i $ 1.68 ’ $
Net cash provided by operating activities $ 43,107 $ 42,875 $ 42,221 ’ $ 38,875 $ 35,488
Net cash used in investing activities (30,585) (25,615) (21,33%5) (30,474) (65,734)
Net cash (used in) provided by ’
financing activities (12,896)] (16,311  (20,456) (9,419) 28,742

Reconciliation of net income to funds
from operations:

Net income! $ 78,768 $ 17,292 $ 14,9556 | $ 22,291 $ 15,592
income aliocated to minority interest 11,798 3,337 2,345 3,521 2,475
Gain on involuntary conversion (621) — — — —
Gain on sales of properties (80,081) — — (3,461) (7,073)
Real estate depreciation 23,178 21,153 20,3589 21,809 24,718
Funds from operations!? $ 33,038 $ 41f782i $ 37,660 $ 38,160 [ $ 35,712

* Net income and funds from operations for the year ended December 31, 2003 include a $4,000,000 impairment charge on one of the Charlotts properties
held for disposition. Net income and funds from operations for the year ended December 31, 2001 include a charge of $3,338,000 related to the departure
of two senior executives and one other officer.

? Funds from operations ("FFO") is computed as net income (loss) (computed in accordance with accounting principles generally accepted in the United States)
("GAAP") excluding gains and losses from sales and involuntary conversions of operating properties, plus real estate depreciation and income allocated to
minority interest. This computation of FFQO is consistent with the formal definitfon promulgated by the National Assaciation of Real Estate Investment Trusts
(NAREIT). The reconciliation of FFO to Net Income, the most directly comparable financial measure calculated in accordance with GAAF, is included in the
table above. Management generally considers FFO to be a useful measure for reviewing the comparative operating performance of the Trust between periods
or as compared to other companies, without giving effect to real estate depreciation and amortization, which assumes that the value of real estate diminishes
predictably over time and which can vary among owners of similar assets based upon historical cost and useful life estimates. FFO should not be considered
an alfternative to net income as a measure of performance nor does it represent cash generated from operating activities in accordance with GAAP and, there-
fore, it should not be considered indicative of cash available to fund cash needs.
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The Town and Country Trust

Management's Discussion and Analysis of Financial Condition and Results of Operations

Forward-Looking Statements The matters discussed herein include certain “forward-looking statements” within the
meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of
1934, as amended. The Company intends that such forward-looking statements be subject to the safe harbors created by
such Acts. Words and phrases such as “looking ahead,” “we are confident,” “should be," “will be,” “predicted,” “believe,”
“expect,” “anticipate,” and similar expressions identify forward-looking statements. These forward-looking statements
reflect the Company's current views regarding future events and financial performance but are subject to many known and
unknown risks, uncertainties, and other factors relating to the Company’s operations and business environment which may
cause the actual results of the Company to differ materially from any future results expressed or implied by such forward-
looking statements. Such factors include, but are not limited to, interest rate fluctuations; competition for tenants and
acquisitions from others, many of whom may have greater financial resources than the Company; changes in rental rates
which may be charged by the Company in response to market rental rate changes or otherwise; changes in federal income
tax laws and regulations; any changes in the Company’s capacity to acquire additional apartment properties and any changes
in the Company’s financial condition or operating results due to the acquisition of additiona! apartment properties; unan-
ticipated increases in rental expenses due to factors such as casualties to the Company's apartment properties or adverse
weather conditions in the geographic locations of the Company’s apartment properties; and local economic and business con-
ditions, including, without limitation, conditions which may affect public securities markets generally, the real estate invest-
ment trust industry, or the markets in which the Company’s apartment properties are focated. Although the Company believes
that the assumptions underlying the forward-looking statements contained herein are reasonable, there can be no assurance
that such statements will prove to be accurate. In view of the significant uncertainties associated with such forward-looking
statements, the inclusion of this information should not be construed as a representation by the Trust that the results or con-
ditions described in such statements wiit be achieved. The Company undertakes no obligation to update publicly or revise
any forward-looking statements whether as a result of new information, future events or otherwise.

Qyerview

The Town and Country Trust, organized in 1993, is a real estate investment trust ("REIT”) focused on the ownership and
operation of middle income muitifamily apartment communities in selected markets in the Mid-Atlantic and Southeast
regions of the U. S. The Company seeks to acquire additional apartments in certain of its existing markets, particularly in
the Greater Washington, D. C. and Baltimore metropolitan areas. The Company is also interested in pursuing multifamily
investment opportunities in other “high barrier to entry” markets within its operating region. In 2003, the Company acquired
three apartment communities with an average age of 4.3 years while disposing of five apartment communities with an aver-
age age of 35.8 years. The newly acquired assets are expected to have more predictable operating expenses and reduced
capital expenditure requirements that will lead to better sustainable cperating cash flows. At December 31, 2003, the
Company owned 38 apartment communities with 13,065 apartment homes classified as real estate held for investment and
2 apartment communities with 580 apartment homes classified as real estate held for dispesition.

Critical Accounting Policies

The Company’s discussion and analysis of its financial condition and results of operations are based upon its consolidated
financial statements, which have been prepared in accordance with accounting principles generally accepted in the United
States. The preparation of these financial statements requires the Company to make estimates and judgments that affect
the reported amounts of assets, liabilities, revenues and expenses, The Company bases its estimates on historical experience
and on various other assumptions that are believed to be reasonable under the circumstances. Actual results may differ from
these estimates under different assumptions or conditions.

The Company believes the following critical accounting policies affect its more significant judgments and estimates used
in the preparation of its consolidated financial statements.

Impairment of Real Estate Assets The Company periodically evaluates its apartment communities for potential impatr-
ment indicators. Judgments regarding the existence of impairment indicators are based on legal factors, market conditions
and operational performance of the apartment communities. Future events could cause management to conclude that impair-
ment indicators exist and that the Company’s portfolio of apartment communities is impaired. Any resulting impairment loss
could have a material adverse impact on the Company's financial condition and resuits of operations.




Real Estate The Company capitalizes expenditures made to acquire new assets, substantially improve the value of an
existing asset or extend its useful life. Any expenditure to repair or maintain an existing asset in normal operating condition
Is expensed as incurred.

Depreciation is computed on a straight-line basis over the estimated useful lives of the related assets. In assessing estimated
useful lives, the Company makes assumptions based on historical experience acquiraed from both within and outside the Company.

The Company accounts for property acquisitions utilizing the purchase method, and accordingly, the resuits of the acqui-
sition properties are included in the Company's results of operations from the date of acquisition. The Company allocates the
purchase price to the acquired tangibles, consisting of land, buitding and improvements, and if material, to identified intan-
gible assets and liabilities, consisting of above/below market leases and at-market leases in place based on their fair values.

Revenue Recognition Revenue from rental property is recognized when due from tenants. Leases are generally for terms
of one year or less.

Gains on sales of real estate assets are recognized pursuant to the provisions of Statement of Financial Accounting
Standards (“SFAS") No. 66, Accounting for Sales of Real Estate. The specific timing of the recognition of the sale and the
related gain is measured against the various criteria in SFAS No. 66 related to the terms of the transactions and the
Company’s continuing involvement, if any, associated with the assets sold. To the extent the sales criteria are not met, the
Company defers gain recognition until the sales criteria are met.

Discontinued Operations On January 1, 2002, the Company adopted SFAS No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets, which requires that the assets and liabilities and the results of operations of any communi-
ties which have been sold since January 1, 2002, or otherwise qualify as held for sale, be presented as discontinued oper-
ations in the Company’'s Consolidated Financial Statements in both current and prior periods presented. The community spe-
cific components of net income that are presented as discontinued operations include net operating income, depreciation
expense, minority interest and interest expense. In addition, the net gain or loss (including any impairment charge) on the
disposition of communities held for sale is presented as discontinued operations. A change in presentation for discontinued
operations will not have any impact on the Company’s financial conditions or results of operations. Real estate assets held
for sale are measured at the lower of the carrying amount or the fair value less costs to sell, and are presented separately in
the accompanying Consolidated Balance Sheet. Subsequent to classification of a community as held for sale, no further
depreciation is recorded on the assets.

Hedge Accounting The Company carries all derivative financial instruments as assets or liabilities an its balance sheets
at fair value. Changes in fair value of these instruments, which qualify as cash flow hedges, are recorded as a component of
other comprehensive income (loss). Any ineffective portion of the change in value is recorded to current period earnings.

Results_of Operations

The Company’s results inctude the results of both continuing and discontinued operations. Discontinued operations refiect
operations of two apartment communities (580 apartment homes) that are being marketed for sale at December 31, 2003,
and five apartment communities (2,325 apartment homes) that were sold during the year. Results from these properties
are reflected in the caption “Income from Discontinued Operations” in the accompanying statement of operations. The
Company’s results from continuing operations consist of both “Same Store” resuits and results of new acquisitions. “Same
Store” results reflect results from 12,332 apartment homes owned and operated throughout both 2003 and 2002. Results
from new acquisitions include results fram three communities (733 apartment homes) acquired in 2003.

Year ended December 31, 2003 compared to year ended December 31, 2002 Net income for 2003 was
$78,768,000, or $4.90 per diluted share, an increase of $61,476,000 from $17,292,000, or $1.07 per diluted share, for
the year ended December 31, 2002. Included in net income is an $80,081,000 gain resulting from the sale of three com-
munities in July 2003 and two communities in November 2003. Also included in net income is a $4,000,000 impairment
charge recorded on a property held for disposition. The increase in operating and other expenses exceeded the increase in
rental income for the year, despite the acquisition of three properties, resulting in a decrease in income before discontinued
operations and minority interest. The increase in expenses was primarily attributable to an increase in interest costs refated
to the issuance of the convertible senior notes and the effect of floating to fixed interest rate swaps, abnormalfy high weather
related expenses associated with the harsh winter of 2003, significantly higher energy costs, principally associated with natural
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The Town an

d Country Trust

Management’s Discussion and Analysis of Financial Condition and Results of Operations

gas rates, real estate tax increases and significantly increased insurance costs related to the 2002 annual renewal of the
Company’s insurance program. Net income available to common shareholders also reflects a reallocation of additiona!
income to minority interests in prior periods as discussed below.

Continuing Operations - Same Store Communities
Operating resuits for the Same Store communities are set forth in the table beiow:

(In thousands) / Year ended December 31, 2003 2002 ' Change I
Rental income $112,660 $ 110,232 $ 2,428 2.2%
Operating expenses 47,656 44,311 3,345 7.5%
Net operating income $ 65,004 $ 65,921 l $ (917 (1.4)%J
A reconciliation between net income and Same Store net operating income is as follows:
(In thousands) / Year ended December 31, 2003 2002 }
Same Store net operating income $ 65,004 $65,921
(Add) deduct:
Real estate depreciation 20,675 17,797
Interest expense 28,785 25,216
General and administrative 5,658 5,262
Other depreciation and amaortization 712 686
income from discontinued operations (78,135) (3,669)
Net operating income from acquisitions (3,257) —
Income allocated to minority interest 11,798 3,337
Net income $ 78,768 $17,292

Same Store rental income for the year ended December 31, 2003, grew by $2,428,000, or 2.2%, reflecting an average
rental rate increase of 2.1% and no change in physical occupancy at 93.6%. Qccupancy and average rent statistics for the

Company’s operating markets are as follows:

’ Average Monthly Rent Occupancy r

% of Portfolio® [ 2003 2002 ‘ Change 2003 2002 ! Change }
Baltimore, Maryland 37.2% $ 734 $ 703 4.4% 93.2% 93.9% (0.7)%

Metropolitan Washington OC

Northern Virginia 14.8% 1,036 1,045 (0.9% 94.4% 93.0% 1.4%
Maryland Suburbs 10.0% 908 869 4.5% 92.9% 93.7% (0.8)%
Pennsylvania 16.8% 638 632 0.9% 94.4% 94.4% 0.0%
Orlando, Florida 7.6% 715 721 (0.8)% 91.7% 91.5% 0.2%
Sarasota/Bradenton, Florida 6.0% 744 746 (0.3)% 93.2% 92.9% 1 0.3%
Newark, Delaware 4.0% 881 858 2.7% 94.1% 95.0% (0.9Y%
Palm Beach Gardens, Florida 3.6% 901 883 2.0% S4.3% 95.7% (1.4)%
Same Store Tota! 1000% | $ 791 | $ 775 | 2.1% | 936% | 93.6% | 00%

' Based on number of Same Store apartment homes.




Same Store operating expenses for the year ended December 31, 2003, increased 7.5%, or $3,345,000, to $47,656,000
from $44,311,000 in 2002. Operating expenses reflect an increase in rea! estate taxes and insurance of $1,010,000, or
9.2%. Of the increase, $556,000 is attributable to the renewal of the Company’s 2002-2003 insurance program, and the
remaining $454,000 results from increased real estate taxes in certain of the Company's markets. Repairs and maintenance
also increased $1,137,000, or 8.8%, to $14,035,000 from $12,898,000 as the Company experienced approximately
$351,000 in increased payroll and snow removal cost related to the record snowfall experienced on the East Coast early in
the year. An additional $515,000 of the increase reflects increased payroll and related expenses associated with higher
staffing levels, Jower associate turnover and other increased benefit costs. The harsh weather during the early months of
2003 and rising natural gas prices also adversely affected the company’s utility costs, which increased $677,000, or 10.6%,
for the year ended December 31, 2003. Other expense increased $538,000, or 5.3%, to $10,682,000 from $10,144,000
as the Company continues to experience increased personnel and related benefit costs associated with the development of
its human resources and technology infrastructure started in 2001. As a result, Same Store net operating income (i.e., rental
income less operating expenses) decreased $917,000, or 1.4%, to $65,004,000 from $65,921,000.

Acquisitions During the year ended December 31, 2003, the three acquired communities experienced occupancy of 92.2%
and contributed rentat income of $5,357,000, operating expenses of $2,100,000, and net operating income of $3,257,000.

Interest Expense ODuring the year ended December 31, 2003, the Company issued $74,750,000 of 5.375% Con-
vertible Senior Notes due 2023, Interest expense related to the notes was $1,659,000. Interest expense on mortgage debt
increased $1,910,000, or 7.6%, to $27,126,000 from $25,216,000 last year. This increase reflects an increase in the
average amount of outstanding debt attributable to continuing operations during the year to $455.4 million versus $410.0 mil-
lion during last year, primarily as a result of borrowings incurred in connection with the 2003 acquisitions and with the fund-
ing of the Company’s ongoing capital improvement program. During the current year, the weighted average interest rate
attributable to the Company’s average amount of continuing debt outstanding, excluding the Convertible Senior Notes was
5.74% compared to 6.01% for last year.

Discontinued Operations For the year ended December 31, 2003, income from discontinued operations after minority
interest was $67,442,000 compared to $3,177,000 for last year. The income from discontinued operations year includes
an $80,081,000 gain related to the sale of five apartment communities containing 2,325 apartment homes in the
Baltimore, Maryland suburbs. It alsc includes a $4,000,000 impairment charge recorded on one of the Charlotte properties
held for disposition at December 31, 2003.

Distributions to Minority Interest (Less than) in Excess of Earnings Accounting principles generally accepted
in the United States require that, for financial reporting purposes, an additional allocation of income be made to the minor-
ity interest account in an amount necessary to keep such balance from falling below zero since there is no requirement for
the unit holders to make additional contributions. During 2003, earnings were in excess of distributions to minority inter-
ests and, therefore, the Company reallocated the $576,000 that had previously been so allocated to the minority interests,

Year ended December 31, 2002 compared to year ended December 31, 2001 Net income for 2002 was
$17,292,000, or $1.07 per diluted share, an increase of $2,336,000 from $14,956,000, or $.93 per diluted share, for
the year ended December 31, 2001. Net income for 2001 includes a charge of $3,338,000 related to the departure of two
senior executives and one other officer.

Continuing Operations The Company had no acquisition activity during 2002 and 2001 and, therefore, the Company’'s
results from continuing operations represent results on a Same Store basis. Operating results for continuing operations are
set forth in the table below:

(In thousands) / Year ended December 31, 2002 I 2001 ~ Change i
Rental income $110,232 $ 107,401 [ $ 2,831 2.6% [
Operating expenses 44311 41,640 | 2,671 6.4% |
Net operating income $ 65,921 $ 65,761 [ $ 160 0.2%
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The Town and Country Trust

Management’s Discussion and Analysis of Financial Condition and Results of Operations

A reconciliation between net income and net operating income is as follows:

(In thousands) / Year ended December 31, 2002 2001
Net operating income $ 65,921 $ 65,761
(Add) deduct:
Real estate depreciation 17,797 17,154
Interest expense 25,216 24,387
General and administrative 5,262 4,820
Other depreciation and amortization 686 491
income from discontinued operations (3,669) (1,730)
Separation expense — 3,338
Income allocated to minority interest 3,337 2,345
Net income $ 17,292 $ 14,956

Rental income in 2002 grew by $2,831,000, or 2.6%, reflecting average rental rate increases of 3.5% and a 0.9% decline
in physical occupancy to 93.6%. Occupancy and average rent statistics for the Company's operating markets are as follows:

Average Monthly Rent Occupancy
% of Portfolio’ 2002 2001 Change 2002 I 2001 ’ Change
Baltimore, Maryland 37.2% $ 703 $ 660 6.5% 93.9% 95.6% (1.7)%
Metropolitan Washington DC
Northern Virginia 14.8% 1,045 1,051 (0.6)% 93.0% 93.9% (0.9)%
Maryland Suburbs 10.0% 869 803 8.2% 93.7% 94.3% (0.6)%
Pennsylvania 16.8% 632 624 1.3% 94.4% 95.3% (0.9)%
Orlando, Florida 7.6% 721 733 (1.6)% 91.5% 91.5% 0.0%
Sarasota/Bradenton, Florida 6.0% 746 722 3.3% 92.9% 93.2% (0.3)%
Newark, Delaware 4.0% 858 822 4.4% 95.0% 96.3% (1.3)%
Palm Beach Gardens, Florida 3.6% 883 865 2.1% L95'7% 92.2% 3.5%
Total 100.0% $ 775 $ 749 3.5% 93.6% 94.5% (0.9)%

! Based on number of apartment homes

Total operating expenses increased 6.4%, or $2,671,000, to $44,311,000 from $41,640,000 in 2001. Operating expenses
for the period were affected by an increase in real estate taxes and insurance of $879,000, or 8.7%, to $10,945,000 from
$10,066,000 due to the approximate $693,000 increase in insurance premiums as well as increased deductibles related to
the Company's July 1, 2002 insurance program renewal. Repairs and maintenance increased $1,110,000, or 9.4%, to
$12,898,000 from $11,788,000 as the Company experienced increases in maintenance payroll and refated benefit expense
and increased apartment turnover costs. Weaker markets in 2002 caused a $399,000, or 11.2%, increase in marketing and
advertising expense to $3,964,000 from $3,565,000. Other expense increased $694,000, or 7.3%, to $10,144,000 from
$9,450,000 as the Company continued to experience increased personnel and related benefit costs associated with the devel-
opment of its human resources and technology infrastructure started in 2001. Utility costs in 2002 decreased $411,000, or
6.1%, due to reduced energy costs, primarily natural gas, associated with mild weather and decreased consumption.

Interest Expense Interest expense from continuing operations for the year ended December 31, 2002 increased
$829,000, or 3.4%, t0 $25,216,000 from $24,387,000 in the prior year as the Company benefited from a 6.01% weighted
average interest rate attributable to mortgage debt compared to 6.52% during 2001, despite an increase of $15.5 million
in average borrowings.

Discontinued Operations For the year ended December 31, 2002, income from discontinued operations was
$3,177,000, compared to $1,495,000 for the year ended December 31, 2001, primarily due to a decrease in interest
expense as a result of lower interest rates.




Distributions to Minority Interest (Less than) in Excess of Earnings Accounting principles generally accepted
in the United States require that, for financial reporting purposes, an additional allocation of income be made to the minor-
ity interest account in an amount necessary to keep such balance from falling below zero since there is no requirement for
the unit holders to make additional contributions. An additional allocation of $576,000 was made to minority interest share-
holders for the year ended December 31, 2002.

Eunds from Operations

Funds from operations ("FFQO") is computed as net income (loss} (computed in accordance with accounting principles
generally accepted in the United States) (“GAAP") excluding gains and losses from sales and involuntary conversions of
operating properties, plus real estate depreciation. This computation of FFO is consistent with the formal definition prom-
ulgated by the National Association of Real Estate Investment Trusts (NAREIT). The reconciliation of FFO to Net Income,
the most directly comparable financial measure calculated in accordance with GAAP, is included in the table below.
Management generally considers FFO to be a useful measure for reviewing the comparative operating performance of the
Trust between periods or as compared to other companies, without giving effect to real estate depreciation and amortization,
which assumes that the value of real estate diminishes predictably over time and which can vary among owners of similar
assets based upon historical cost and useful life estimates. FFO should not be considered an alternative to net income as a
measure of performance nor does it represent cash generated from operating activities in accordance with GAAP and, there-
fore, it should not be considered indicative of cash available to fund cash needs.

While the NAREIT definition of FFO does not specifically address involuntary conversions of operating properties, man-
agement believes that such conversions are, in substance, sales of property. Since the NAREIT definition of FFO excludes
gains and losses on property sales, the reported gain on involuntary conversion has, likewise, been excluded from FFO. A
reconciliation between net income and FFQ is as follows:

(in thousands) / Year ended December 31, 2003 2002 2001 [
Net Income $ 78,768 $ 17,292 $ 14,956
income allocated to minority interest 11,798 3,337 2,345
Gain on involuntary conversion (621) — —
Gain on sales of operating properties (80,081) —_ —
Real estate depreciation 23,175 21,153 20,359
Funds from operations'? $ 33,039 $ 41,782 $ 37,660—|
Other Data:

Net cash provided by operating activities $ 43,107 $ 42,875 $ 42,221
Net cash used in investing activities (30,585) (25,615) (21,335)
Net cash used in financing activities (12,896) (16,311) (20,456)

' Funds from operations for 2003 includes a $4,000,000 impairment charge on one of the Charlotte properties held for disposition at December 31, 2003.
2 Funds from operations for 2001 includes a $3,338,000 charge for separation expense relating to the departure of two senior executives and one other officer.

Contractual Obligations and Off-Balance Sheet Commitments The following table summarizes the Company’s
contractual obligations as of December 31, 2003:

{In thousands} Totai ’ Less than 1 year } 1-3 years ; 3-5 years ’ More than 5 years l
1

Long-term debt obligations $525,5643 E $ 661 $ 1,433 $399,139 $124,310

Operating lease obligations 1,829 ‘ 511 586 586 146

See Note 6 to the Consolidated Financial Statements for a discussion of the Company's off-balance sheet obligations upon
the exercise of the right of the holders of the 5.375% Convertible Senior Notes to convert their notes into common shares,
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The Town and Country Trust

Management’s Discussion and Analysis of Financial Condition and Results of Operations

Operating activities provided unrestricted cash for 2003 of $43,107,000 of which $31,839,000 was paid out in dividends
and distributions.

The Company makes capital improvements to certain of its properties. These capital improvements include expenditures
that increase the value and extend the useful life of an asset. Expenditures for ordinary repairs and maintenance are
expensed as incurred. Capital improvements of $30,658,000 ($1,959 per apartment home) were made during 2003. Of this
amount, $7,719,000 ($493 per apartment home) was considered to be of a normal, recurring nature. These capital expen-
ditures generally relate to items having economic lives of 10 years or less and include the replacement of appliances, car-
peting and tile plus other recurring capital expenditures such as landscaping, parking lot sealing and striping, HVAC equip-
ment and various interior and exterior building improvements. The remaining $22,939,000 ($1,466 per apartment home)
of capital improvements was considered to be non-recurring or revenue-enhancing in nature and generally relates either to
(i) items having economic lives of more than 10 years or (ii) renovation projects such as the modernization of kitchen and
bathrooms, new building entrances and windows, new business and fitness centers, and the addition of new appliances such
as washers and dryers. The Company finances its capital improvements through a revolving credit facility and working capital.

On April 30, 2003, the Company acquired two apartment communities containing a total of 405 apartment homes in
Pikesville, Maryland, a Baltimore suburb, for approximately $64.4 million, including acquisition costs. The properties were
acquired through an intermediary in anticipation of the completion of a like-kind exchange under Section 1031 of the
Internal Revenue Code. The Company funded the acquisitions using its existing credit facilities during the period the prop-
erties were held with the intermediary. That exchange was completed on July 31, 2003 with the sale of three apartment
communities in the Baltimore suburbs containing 1,449 apartment homes for $64.4 million, net of disposition costs, and
the acquisition properties were substituted as collateral in the Fannie Mae credit facility.

In April 2003, the Company refinanced two of its properties with new mortgage debt aggregating $25.2 million. The
loans, which bear interest at a weighted average rate of 4.15%, mature in April 2007 and the maturity may be extended to
April 2008 at the Company’s option.

In Aprit 2003, the Company expanded its existing credit facility with Fannie Mae by $49.2 million to $488.2 million based
upon increases in the valuation of the properties in the collateral pool. This coliateralized facility matures in 2008, At
December 31, 2003, outstanding borrowings, including amounts allocated to properties held for disposition, under the facil-
ity were $375 million. Of the $375 million, $300 million bears interest at a fixed rate of 6.91%. The remaining $75 million
outstanding has a weighted-average variable rate of 1.81% at December 31, 2003 and can be converted to a fixed-rate term
loan at the Company’s option. The Company is party to floating to fixed interest rate swaps that effectively fix the interest rate
on $40 million of its floating rate debt, changing the weighted average rate at December 31, 2003 to 3.40%.

The Company has a $50 million bank line of credit. Advances under the line bear interest at 120 basis points over LIBOR
and are due on demand. Up to $10 million of the line may be used for working capital purposes and $40 million may be used
to fund acquisitions. In October 2003, the Company renewed this line of credit through Octcber 2004 and at the Company’s
option the line may be extended through October 2005. As of December 31, 2003, no amounts were outstanding under the line.

[n August 2003, the Company sold $74.75 million aggregate principal amount of 5.375% Convertible Senior Notes due
2023 in a private offering pursuant to Rule 144A under the Securities Act of 1933, as amended. The notes mature on
August 15, 2023 and are convertible intc the Company’s common shares under certain circumstances, including if the share
price exceeds $30.61 for a specified period of time. The initial conversion rate of the notes is 39.20185 per $1,000 prin-
cipal amount of notes (equivalent to $25.51 per share). The conversion rate will be adjusted under certain circumstances,
including stock splits, stock dividends and increases in the dividend rate over the current quarterly rate of $.43 per share.
The shares will be considered in diluted earnings per share when the conditions that permit conversion have occurred. The
notes are redeemable at the Company’s option for shares or cash at any time on or after August 21, 2010 and are subject
to repurchase at the option of the holder on August 15, 2008, August 15, 2010, August 15, 2013 and August 15, 2018,
or upon the occurrence of certain events. The notes are unsecured and unsubordinated obligations of the Company.
Concurrent with the offering, the Company used approximately $15.0 million of the proceeds to repurchase and retire
646,800 of its common shares ($23.19 per share) in privately negotiated transactions.

On September 29, 2003, the Company acquired an apartment community containing 328 apartment homes in Herndon,
Virginia, for approximately $53.0 million, including acquisition costs. The property was acquired through an intermediary in




anticipation of the completion of a like-kind exchange under Section 1031 of the Internal Revenue Code. The Company
funded the acquisition during the pericd the property was held with the intermediary using proceeds from the issuance of its
Convertible Senior Notes. The exchange was completed on November 5, 2003, with the sale of two apartment communities
in the Baltimore suburbs containing 876 apartment homes for $52.8 million and the acquisition property was substituted as
~ collaterat in the Fannie Mae credit facility.

The following table sets forth certain information regarding the Company's outstanding indebtedness as of December 31, 2003:

(Dollar amounts in thousands) Amaunt % of Debt Interesi Rate? Maturity

Fixed Rate Debt:

Secured facility? $ 340,000 64.7% 6.64% 2008

Conventional mortgages 52,318 9.9% 6.18% 2007-2009
Total fixed ’ 392,318 74.6% 6.55%

Floating Rate Debt:

Revolving credit facility® 35,000 6.7% 2.06% 2008
Total fleating 35,000 6.7% 2.06%

Convertible Senior Notes 74,750 14.2% 5.38% 2023

Mortgage notes payable held for disposition 23,475 4.5% 6.81% 2009

Total debt $ 525,543 100.0% 6.09%

! The information shown for this debt gives effect to two interest rate swap agreements that have the effect of fixing the interest rate on $40 million of debt
at approximately 4.57% from January 2003 to April 2007.
2 Weighted average

Interest Rate Sensitivity The following table provides information about the Company’s derivative financial instruments
and other financial instruments that are sensitive to changes in interest rates. For debt obligations, the table presents prin-
cipal cash flows and related weighted average interest rates by expected maturity dates. For interest rate swaps and caps,
the table presents notional amounts and weighted average interest rates or strike rates by contractual maturity dates.

Fair Value
(In thousands) 2004 2005 2006 2007 2008  Thereafter Total at 12/31/03
Long-term Debt
Fixed Rate $ 661 $ 697 $ 736 $ 23,841 $300,298 $124,310 $450,543 $492,225
Avg. Interest Rate 6.8% 6.8% 6.8% 6.8% 6.7% 6.1%
Floating Rate — — — — 75,000 — 75,000 75,000
Avg. Interest Rate (1 (1 (n (1 ) —
Interest Rate Derivative Financial
Instruments Related to Debt
Interest Rate Swaps
Pay Fixed/Receive Variable — — — 40,000 — — 40,000 (1,708)
Avg. Pay Rate 4.16% 4.16% 4.16% 4.16% — —
Avg. Receive Rate (2) (2) (2) (2) — —
Interest Rate Caps
Notional Amount — — — 148,172 — —_ 148,172 209
Strike Rate — — — 8.7% — —

(1) Average variable interest rate is equivalent to the Fannie Mae MBS pass-through rate plus 49 basis points.
(2) Average receive rate js equivalent to LIBOR.

At December 31, 2002, the Company had fixed rate debt outstanding of $360,614,000, which had a fair value of $404,690,000.
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Management’'s Discussion and Analysis of Financial Conditions and Results of Operations

The Company’s primary market risk exposure relates to changes in interest rates associated with the variable rate porticn of
its secured credit facility and its bank line of credit. The Company had $35 million in variable rate debt outstanding
at December 31, 2003, including amounts allocated to properties held for disposition, but excluding amounts on which the
interest rates are effectively fixed by floating to fixed interest rate swap agreements. A hypothetical 100 basis point
increase in interest rates in 2004 over the rates in effect during 2003 would result in an increase of interest expense and
a corresponding decrease in income before discontinued operations and minority interest of approximately $245,000. This esti-
mate incorporates only those exposures that exist as of December 31, 2003 and does not consider exposures that could arise
after that date. This estimate takes into consideration that the interest rate related to the $75 million revolving credit facility has
different tranches with various rollover dates throughout 2004 that effectively fix the interest rate through the rollover dates.

The Company uses interest rate protection agreements to reduce the potential impact of increases in interest rates as
required by the loan agreement covering its secured credit facility. The Company maintains two interest rate protection agree-
ments, for $139 million and $49.2 million, capping the Company's exposure to LIBOR at 9.35% and 7.5%, respectively,
through March 2007. In addition, the Company executed two $20 million floating to fixed interest rate swaps to effectively
fix the interest rate on $40 million of floating rate debt under the secured facility at a blended rate of approximately 4.57%.
The Company simultaneously sold two $20 million interest rate caps, capping the Company’s exposure to LIBOR at 9.35%.
These interest rate protection agreements hedge interest payments consistent with the Company’s risk management objec-
tive and strategy to reduce exposure to variability in cash flows attributable to increases in LIBOR.

In July 2002, the Company adopted a Dividend Reinvestment and Share Purchase Plan (the "Plan”) pursuant to which
shareholders may purchase additional shares of beneficial interest through reinvestment of dividends or by optional cash
investment. Shares may be acquired by the Plan either from the Company issuing new shares or by the Plan administrator
acquiring shares in the open market. The Company has registered 750,000 common shares of beneficial interest for poten-
tial issuance under the Plan. During 2003, the Plan acquired a total of 145,720 shares, including 144,135 newly issued
shares purchased directly from the Company at an average per share price of $23.50, for an aggregate of $3,387,000.

Management believes that the Company has and will have access to the capital resources necessary to adequately fund
its business. The Company expects that adequate cash will be available to fund its operating and administrative expenses,
normal capital expenditures, debt service obligations and payments of dividends in the foreseeable future.

The Company believes that the direct effects of inflation upon its operations are inconsequential. Substantially all of the
leases of the properties are for a term of cne year or less, which enables the Company to seek increased rents upon renewal
or reletting of apartment units. Such short-term leases minimize the risk of the adverse effects of inflation; however, as a
general rule, such leases permit tenants to leave at the end of the lease term without penalty.




The Town and Country Trust

Consolidated Balance Sheets

(In thousands, except share data) / December 31, 2003 2002
21.
Assets
Real estate held for investment (Note 3):
Land $ 103,325 $ 90,521
Buildings and improvements 702,352 573,003
Other 9,089 7,995
814,766 671,519
Less accumulated depreciation 276,603 255,854
538,163 415,665
Real estate and other assets held for disposition (Note 4) 32,561 73,336
Cash and cash equivalents 2,267 2,641
Restricted cash {Note 2) 2,415 2,660
Deferred financing costs, net 6,628 3,652
Other assets 6,956 5,831
Total assets $ 588,990 $ 503,78;1
Liabilities and Shareholders’ Equity (Deficit)
Mortgage notes payable (Note 5) $ 427,318 $ 422,003
5.375% Convertible Senior Notes (Note 6) 74,750 —
Mortgage notes payable and other liabilities held for disposition (Note 4) 23,734 71,346
Accrued interest 4,021 1,835
Accounts payable and other liabilities 9,157 7,521
Security deposits 3,082 2,690
Minority interest 7,556 —
Total liabilities 549,628 505,395
Shareholders' equity (deficit) (Notes 1 and 9):
Common shares of beneficial interest ($0.01 par value),
500,000,000 shares authorized, 15,858,619 and 16,259,065 issued
and outstanding at December 31, 2003 and 2002, respectively 159 163
Additional paid-in capital 316,926 326,789
Distributions in excess of accumulated earnings (272,370) (323,541)
Deferred compensation — restricted stock (3,299 (2,997)
Accumulated other comprehensive foss (2,054) (2,024)
Total shareholders' equity (deficit) 39,362 (1,610)
Total liabilities and shareholders' equity (deficit) $ 588,990 $ 503,785

See accompanying notes.
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Consolidated Statements of Operations

(In thousands, except per share data) / Year ended December 31, 2003 2002 2001
Revenues:
Rental income $118,017 $110,232 $107,401
Expenses:
Operating expenses:
Real estate taxes and insurance 12,647 10,845 10,066
Utilities 7,181 6,360 6,771
Repairs and maintenance 14,664 12,898 11,788
Marketing and advertising 4,172 3,964 3,565
Other 11,092 10,144 9,450
Total operating expenses 49,756 44,311 41,640
Real estate depreciation 20,675 17,797 17,154
Interest expense 28,785 25,216 24,387
General and administrative 5,658 5,262 4,820
Other depreciation and amortization 712 686 491
Separation expense (Note 8) — — 3,338
105,586 93,272 91,830
Income before discontinued operations and minority interest 12,431 16,960 15,571
income allocated to minority interest from continuing operations (1,681) (2,269) (2,110)
Minority interest distribution less than (in excess of)
earnings (Note 12) 576 (576) —
Income from continuing operations 11,326 14,115 13,461
Discontinued operations:
Income from discontinued operations 2,054 3,669 1,730
Gain on sales of properties (Note 4) 80,081 — —
Impairment of assets held for disposition (Note 4) (4,000) — —
Income allocated to minority interest from
discontinued operations (10,693) (492) (235)
Income from discontinued operations 67,442 3,177 1,495
Net income $ 78,768 $ 17,292 $ 14,956
Basic earnings per share (Note 1):
Income from continuing operations $ 0.72 $ 0.88 $ 0.86
Income from discontinued cperations 4,27 0.20 0.09
Net income $ 4,99 3 1.08 $ 0.95
Diluted earnings per share (Note 1):
Income from continuing operations $ 0.70 $ 0.87 $ 0.84
income from discontinued agperations 4.20 0.20 Q.09
Net income $  4.90 $  1.07 $ 093 ]
—
Weighted average common shares outstanding — basic 15,773 15,961 15,727
Dilutive effect of outstanding options and restricted shares 258 253 370
Weighted average common shares outstanding — diluted 16,071 16,214 16,097
Dividends declared and paid per share outstanding % 1.72 $ 1.72 $ 1.72 1

See accompanying notes.




The Town and Country Trust

Consolidated Statements of Shareholders’ Equity (Deficit)

Common Shares Distributions
of Beneficial interest Additional in Excess of QOther
R — Paid-In Accumulated Deferred Comprehensive
{in thousands, except per share data) Shares Amount Capital Earnings  Compensation lLoss Totai
23.
Balance at January 1, 2001 16,009 $160 $322,962 $(300,194) $%(2,876) $ — $ 20,052
Comprehensive income:

Net income - — — 14,956 — — 14,956
Comprehensive income — —_ — 14,956 — — 14,956
Dividends declared ($1.72 per share) — — — (27,654) — —  (27,654)
Amortization of deferred

compensation — — — — 1,284 — 1,284
Share options exercised 59 1 853 — — — 854
Issuance of restricted share awards 20 — 378 — (378) — —
Balance at December 31, 2001 16,088 161 324,193 (312,892) (1,970) — 9,492
Comprehensive income:

Net income — — — 17,292 — — 17,292

Unrealized loss on derivative

financial instruments (Note 14) — — — — — (2,024) (2,024)
Comprehensive income — — — 17,292 — (2,024) 15,268
Dividends declared ($1.72 per share) — — — (27,941) — — (27,941)
Amortization of deferred

compensation — — — — 597 — 597
Share options exercised, net of 22

shares surrendered 138 1 1,878 — — — 1,879
Issuance of restricted share awards,

net of 45 shares surrendered 31 1 677 — (1,624) — (946)
Issuance of common shares through

Dividend Reinvestment and Share

Purchase Plan (Note 11) 2 — 41 — — — 41
Balance at December 31, 2002 16,259 163 326,789 (323,541) (2,997) (2,024) (1,610)
Comprehensive income:

Net income — — — 78,768 — — 78,768

Unrealized loss on derivative

financial instruments (Note 14) — — — — — (30) (30)
Comprehensive income — — — 78,768 — (30) 78,738
Dividends declared ($1.72 per share) — — — (27,597) — — (27,597)
Amortization of deferred

compensation — — — — 738 — 738
Share options exercised 52 — 709 — — — 709
Issuance of restricted share awards,

net of 4 shares surrendered 51 1 1,035 — (1,040) — (4)
Issuance of common shares through

Dividend Reinvestment and Share

Purchase Plan (Note 11) 144 1 3,386 — — — 3,387
Repurchase of common shares of

beneficial interest (Note 6) (647) (6) (14,993) — — —  (14,999)
Balance at December 31, 2003 15,859 $159 $316,926 $(272,370) $(3,299) $(2,054) $ 39,362

See accompanying notes.
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Consolidated Statements of Cash Flows

(In thousands) / Year ended December 31, 2003 2002 2001
Operating Activities
Net income $ 78,768 $17,292 $ 14,956
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation and amortization 22,442 19,122 18,138
Depreciation and amortization from discontinued operations 2,606 3,461 3,292
Income allocated to minority interest 11,798 3,337 2,345
Amortization of deferred compensation 738 597 1,284
Gain on sales of properties (80,081) — —
Impairment on assets held for disposition 4,000 — —
Changes in operating assets and liabilities:
Decrease (increase) in restricted cash 245 (200) (250)
(Increase) decrease in other assets (530) 1,074 101
increase (decrease) in accounts payable, other liabilities,
accrued interest and security deposits 3,121 (1,808) 2,355
Net cash provided by operating activities 43,107 42,875 42,221
Investing Activities
Acquisitions of operating properties (117,435) — —
Net proceeds from disposition of properties 117,209 — —
Capital expenditures, net (30,359) (25,615) (21,335)
Net cash used in investing activities (30,585) (25,615) (21,335)
Financing Activities
Net (payments) borrowings on mortgage notes payable (41,224) 32,613 (359)
Net {payments) borrowings on notes payable - unsecured — (16,000) 11,000
Proceeds from issuance of Convertible Senior Notes 74,750 — —
Payment of financing costs (3,676) (1,715) (54)
Proceeds from issuance of shares under share purchase plan ' 3,387 11 —
Proceeds from exercise of share options 705 933 854
Repurchase of common shares of beneficial interest (14,999) — —
Dividends paid to shareholders (27,597) (27,941) (27,654)
Distributions to minority interest holders (4,242) (4,242) (4,243)
Net cash used in financing activities (12,896) (16,311) (20,456)
(Decrease) increase in cash and cash equivaients (374) 949 430
Cash and cash equivalents at beginning of period 2,641 1,692 1,262
Cash and cash equivalents at end of period $ 2,267 $ 2,641 $ 1,692
Cash interest paid $ 29,074 $ 28,814 $ 30,397

See accompanying notes.




The Town and Country Trust

Notes to Consolidated Financial Statements

Note O] . B

Organization The Town and Country Trust (the “Trust"), a Maryland business trust, is a self-administered and self-managed
real estate investment trust (“REIT”) organized in 1993 to own and operate a portfolio of multifamily residential properties.

The Trust, through its Operating Partnership, The TC Operating Limited Partnership (collectively, the “Company”}, owned
13,645 apartment homes in 40 apartment communities (including two apartment communities held for sale at December 31,
2003) in selected markets in the Mid-Atlantic and Southeast at December 31, 2003.

Principles of Consolidation The accompanying consolidated financial statements include the accounts of the Company
and its subsidiaries. All significant intercompany transactions and accounts have been etiminated.

Real Estate Assets, Depreciation and Impairment Real estate assets held for investment are carried at historical
cost, less accumulated depreciation. Expenditures for repairs and maintenance are expensed as incurred. Significant expen-
ditures for improvements, renovations and replacements are capitalized.

The Company accounts for the acquisitions of real estate in accordance with Statement of Financial Accounting Standards
("SFAS”) No. 141, Business Combinations, utitizing the purchase method and inciudes the resuits of the acquisition proper-
ties in the Company’s results of operations from the date of acquisition. The Company allocates the purchase price to the
acquired tangibles, consisting of land, building and improvements, and, if material, identified intangible assets and liabili-
ties consisting of above/below market |eases and at-market leases in place based on their fair values.

If there is an event or change in circumstance that indicates an impairment in the value of an apartment community has
occurred, the Company's policy is to assess any impairment in value by comparing the current and estimated future undis-
counted operating cash flows of the community over its remaining useful life to the carrying amount of the asset. If such
carrying amounts exceed the estimated projected operating cash flows of the community, the Company would recognize an
impairment loss equal to the amount necessary to adjust the carrying amount of the asset to its estimated fair market value.
The Company did not recognize any impairment losses in 2003, 2002 or 2001 on any of its properties held for investment.
However, as discussed in Note 4, the Company recognized an impairment loss in 2003 related to a property held for dispo-
sition as of December 31, 2003.

Depreciation is computed on a straight-line basis over the estimated useful lives of the related assets which are 27% to 40
years for buildings, 15 to 20 years for major improvements and 3 to 12 years for furniture, fixtures and equipment. Depreciation
expense was $21,387,000, $18,483,000 and $17,645,000 for 2003, 2002 and 2001, respectively. Intangible assets relating
to the value of in-place leases for community acquisitions are amortized over the remaining term of the tenant leases.

Discontinued Operations On January 1, 2002, the Company adopted SFAS No. 144, Accounting for the Impairment
or Disposal of Long-Lived Assets, which requires that the assets and liabilities and the results of operations of any com-
munities which have been sold since January 1, 2002, or otherwise qualify as held for sale, be presented as discontinued
operations in the Company’s Consolidated Financial Statements in both current and prior periods presented. The community
specific components of net income that are presented as discontinued operations include net operating income, deprecia-
tion expense, minority interest and interest expense. In addition, the net gain or loss (including any impairment charge) on
the disposition of communities held for sale is presented as discontinued operations. A change in presentation for discon-
tinued operations will not have any impact on the Company’s financial conditions or results of operations. Real estate assets
held for sale are measured at the lower of the carrying amount or the fair value less costs to sell, and are presented sepa-
rately in the accompanying Consclidated Balance Sheet. Subsequent to classification of a community as heid for sale, no
further depreciation is recorded on the assets.

Cash and Cash Equivalents The Company considers all highly liquid investments with an original maturity of three
months or less to be cash equivalents.

Deferred Financing Costs Deferred financing costs include certain fees and other external costs incurred in connection
with debt financings and are amortized to interest expense using the straight-line method, which approximates the effective
interest method, over the term of the related debt. Deferred financing costs at December 31, 2003 and 2002 are presented
net of accumulated amortization of $3,272,000 and $2,394,000, respectively. Amortization of deferred financing costs are
included in interest expense and totaled $1,055,000, $638,000 and $494,000, during 2003, 2002 and 2001, respectively.

Interest Rate Risk Management SFAS No. 133, Accounting for Certain Derivative Instruments and Hedging Activities,
as amended, was adopted by the Company on January 1, 2001. SFAS No. 133, as amended, establishes accounting and report-
ing standards requiring all derivative financial instruments to be carried in the balance sheet as either an asset or liability meas-
ured at its fair value. The accounting for changes in the fair value of a derivative instrument depends on whether it has been
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Notes to Consolidated Financial Statements

designated and qualifies as part of a hedging relationship and on the type of hedge transaction. For derivative financial instru-
ments that qualify as cash flow hedges, changes in fair value of the derivative instrument is reported as a component of
other comprehensive income with a corresponding offset to other assets and reclassified into earnings during the same period
or periods during which the hedged transaction affects earnings. For hedges where a change in the fair value of the derivative
exceeds the change in the fair value of the hedged item, the ineffective portion, if any, is recognized in other income/expense
in current period earnings. The Company uses derivative financial instruments in the normal course of business o limit its expo-
sure to fluctuations in interest rates. The Company does not enter into derivative instruments for speculative purposes.

To manage interest rate risk, the Company may employ interest rate swaps, caps and floors, options, forwards or a com-
bination thereof, depending on the underlying exposure. interest rate swaps and collars are contractual agreements between
the Company and third parties to exchange fixed and floating interest payments periodically without the exchange of the
underlying principal amounts (notional amounts). in the unlikely event that a counterparty fails to meet the terms of an inter-
est rate swap contract or collar agreement, the Company's exposure is limited to the interest rate differential on the notional
amount. The Company does not anticipate non-performance by any of its counterparties. Net interest differentials to be paid
or received under a swap contract and/or collar agreement are accrued as interest expense as incurred or earned.

Revenue Recognition Revenues from rental property are recognized when due from tenants. Leases are generally for
terms of one year or less.

Real Estate Sales Gains on sales of real estate assets are recognized pursuant to the provisions of SFAS No. 66,
Accounting for Sales of Real Estate. The specific timing of the recognition of the sale and the related gain is measured
against the various criteria in SFAS No. 66 related to the terms of the transactions and any continuing involvement associ-
ated with the assets sold. To the extent the sales criteria are not met, the Company defers gain recognition until the sales
criteria are met.

Advertising and Promotion Costs Advertising and promotion costs are expensed as incurred. Total advertising and pro-
motion expense for each of the years ended December 31, 2003, 2002 and 2001 was $1,110,000, $1,171,000 and
$1,162,000, respectively.

Earnings Per Common Share Basic earnings per common share is computed based upon the weighted average number
of common shares outstanding during the year. Diluted earnings per common share is computed based upon common shares
outstanding plus the effect of dilutive stock options and other potentially dilutive common stock equivalents. The dilutive
effect of stock options and other potentially dilutive common stock equivalents is determined using the treasury stock
method based on the Company's average stock price.

Minority Interest There were 2,466,535 limited partnership units in The TC Operating Limited Partnership at Decem-
ber 31, 2003 and 2002 not held by the Company which were outstanding and could be exchanged for cash, or, at the
Company’s option, common shares of beneficial interest of the Company on a one-for-one basis. This exchange right has not
been considered in the computation of per share data, as it does not have a dilutive effect.

Use of Estimates The Company’s financial statements have been prepared in accordance with accounting principles gen-
erally accepted in the United States. The preparation of these financial statements requires the Company to make estimates
and judgments that affect the reported amounts of assets, liabilities, equity, revenues and expenses. The Company bases its
estimates on historical experience and on various other assumptions that are believed to be reasonable under the circum-
stances. Actual results may differ from these estimates under different assumptions or conditions.

Stock Based Compensation The Company accounts for its stock based employee compensation plans using the intrinsic
value method under the recognition and measurement principle of Accounting Principles Board (APB) Opinion No. 25, Accounting
for Stock Issued to Employees. Under APB 25, since the exercise price of the Company's employee stock opticns equals the
market price of the underlying stock on the date of grant, and other criteria are met, no compensation expense is recognized.

New Accounting Pronouncements In April 2003, the Financial Accounting Standards Board (“FASB”) issued SFAS
No. 149, Amendment of Statement 133 on Derivative Instruments and Hedging Activities, which clarifies the accounting
and reporting for derivative instruments, including derivative instruments that are embedded in contracts. This statement
is effective for contracts entered into or modified after June 30, 2003, The Company's adoption of this pronouncement,
effective July 1, 2003, did not have a material impact on the Company's financial condition or results of operations.

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with Characteristics of Both
Liabilities and Equity. This statement establishes standards for the classification and measurement of financial instruments
that possess characteristics similar to both liability and equity instruments. SFAS No. 150 also addresses the classification




of certain financial instruments that include an obligation to issue equity shares. This statement is effective for financial
instruments entered into or modified after May 31, 2003 and otherwise is effective at the beginning of the first interim
period commencing after June 15, 2003. The Company’s adoption of this pronouncement, effective July 1, 2003, had no
impact on the Company’s financial condition or results of operations.

Reclassifications Certain previously reported amounts have been reclassified to conform to the current presentation.

N_Q_te_ﬂzjﬁslﬂmﬂ_&mh
The Company maintains certificates of deposit, all with maturities of three months or less, to cover the aggregate amount of
resident security deposits retained by the respective communities in certain states.

Note O3 real estate

The following is a reconciliation of the carrying amount of real estate held for investment:

(tn thousands) 2003 2002 2001
Balance at January 1 $671,519 $648,646 $629,207
Real estate purchased 117,435 — —
Improvements 26,491 22,991 19,439
Real estate sold (679) (118) —
Balance at December 31 $814,766 $671,519 $648,646

The Company’s operating properties are located in the Mid-Atlantic region and in Florida. The following is a summarization of
the cost, accumulated depreciation and indebtedness of the Company’s real estate held for investment by operating market.

Number of Carrying Accumulated Net Carrying
{In thousands) Communities Value! Depreciation Value Encumbrances?
Baltimore 12 $295,526 $120,358 $175,168 $153,414
Metropolitan Washington D.C.
Northern Virginia 3] 192,239 48,654 143,585 102,075
Maryland suburbs 4 67,487 31,647 35,840 42,974
Delaware 2 31,351 8,340 23,011 18,225
Pennsylvania 7 85,852 50,279 35,573 40,500
Orlande, Florida 3 63,297 8,599 54,698 34,650
Sarasota/Bradenton, Florida 3 43,861 5,285 38,576 23,855
Palm Beach Gardens, Florida 1 35,153 3,441 31,712 11,625
38 $814,766 $276,603 $538,163 $427,318

! Carrying value consfsts of initial acquisition costs plus improvements subsequent to acquisition.
? 33 properties are cross-collateralized with $375 million outstanding at December 31, 2003 under the Company’s existing credit facility.

On April 30, 2003, the Company acquired two apartment communities containing a total of 405 apartment homes in
Baltimore, Maryland, for approximately $64.4 million, including acquisition costs. On September 29, 2003, the Company
acquired another apartment community containing 328 apartment homes in Herndon, Virginia, for approximately $53.0 mil-
lion, including acquisition costs. The acquisitions were initially funded using the Company’s existing credit facilities and
the Company’s Convertible Senior Notes (see Note 6). The properties were acquired as part of like-kind exchanges under
Section 1031 of the Internal Revenue Code (see Note 4).

The Company accounted for the acquisitions utilizing the purchase method and, accordingly, the results of the acquisi-
fion properties are included in the Company's results of operations from the date of acquisition. The Company alloceted the
purchase price to the acquired tangibles, consisting of land, building and improvements, and, if material, identified intangible

27.




28.

The Town and Country Trust

Notes to Consolidated Financial Statements

assets and liabilities consisting of above/below market leases and at-market leases in place based on their fair values, as
follows (in thousands):

Land $ 12,804
Building and improvements 103,796
Other 835
Total $117,435

The following unaudited pro forma results of operations of the Company reflect the acquisition of the three apartment com-
munities as if these transactions had occurred on January 1, 2003, 2002 and 2001.

(In thousands, except per share data) 2003 2002 2001
Revenues $123,737 $121,668 $118,628
Net income $ 78,619 $ 16,823 $ 14,602
Income per share — basic 3 4.98 $ 1.0 $ 0.93
Income per share - diluted 3 4.89 $ 11.04 $ 091

Note 04 picant .

The Company sold five of its apartment communities in 2003 with aggregate sale proceeds of approximately $117,209,000.
For financial reporting purposes, the Company recorded a gain of $80,081,000.

The Company has classified two of its apartment communities as held for disposition at December 31, 2003, as it is actively
marketing the sale of these two communities. Based on the carrying value of one of these apartment communities and the
Company’s estimate of its fair value less costs to sell, the Company recorded an impairment charge of $4,000,000 during 2003.

The results of operations for these seven properties are classified on the Consolidated Statements of Operations as,
“Income from discontinued operations” and the assets and liabilities are included in “Real estate and other assets held for
disposition” and “Mortgage notes payable and other liabilities held for disposition” on the Company’s Consolidated Balance

Sheets. Condensed financial information of the results of operations of the seven apartment communities is as follows:

(In thousands) 2003 2002 2001
Rental income $15,132 $20,186 $ 19,530
Operating expenses 7,475 8,759 8,204
Real estate depreciation 2,500 3,356 3,205
Interest expense 3,724 4,402 6,391
Gain on involuntary conversion 621 — —
income from discontinued operations $ 2,054 $ 3,669 $ 1,730

Condensed balance sheet information for the apartment communities classified as discontinued operations consisted of the following:

(In thousands) / Year ended December 31, 2003 2002
Land $ 6,032 $ 12,265
Building and improvements 32,901 119,187
Other 78 495
Accumulated depreciation (6,694) (59,911)
Other assets 244 1,300
Real estate and other assets held for disposition $32,561 $ 73,336
Mortgage notes payable $23,475 $ 70,014
Other liabilities 259 1,332
Mortgage notes payable and other liabilities held for disposition $23,734 $ 71,346
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In April 2003, the Company expanded its existing credit facility with Fannie Mae by $49.2 million to $488.2 million based
upon increases in the valuation of the properties in the collateral pool. The collateralized facility matures in April 2008. At
December 31, 2003, total outstanding borrowings under the facility were $375,000,000. Of the $375,000,000 out-
standing at December 31, 2003, $300,000,000 bears interest at a fixed rate of 6.91%. The remaining $75,000,000 is
outstanding at variable rates and can be converted to a fixed-rate term loan at the Company’s option. The Company executed
floating to fixed rate interest rate swap agreements, to effectively fix the interest rate on $40 million of its floating rate debt
from January 2003 through March 2007. After giving effect to the swaps, the weighted average interest rate on the
Company's $75 million of floating rate debt at December 31, 2003 was 3.40%.

Total outstanding borrowings under the facility as of December 31, 2002 were $415,152,000 of which $46,538,000
was allocated to properties held for disposition. Of the $415,152,000, $300,000,000 bears interest at a fixed rate of
6.91%. The remaining $115,152,000 was outstanding at a weighted-average variable rate of 2.85% at December 31, 2002.

The Company has a $50 million bank line of credit. Advances under the line bear interest at 120 basis points over LIBOR
and are due on demand. Up to $10 million of the line may be used for working capital purposes and $40 million may be
used to fund acquisitions. In October 2003, the Company renewed this line of credit through October 2004 and at the
Company's option the line may be extended through October 2005. As of December 31, 2003 and 2002, no amounts were
outstanding under the line.

The Company uses interest rate protection agreements to reduce the potential impact of increases in interest rates as
required by the loan agreement covering its secured credit facility. The Company maintains two interest rate protection agree-
ments for $139 million and $49.2 million, capping the Company’s exposure to LIBOR at 9.35% and 7.5%, respectively,
through March 2007. in addition, the Company executed two $20 million floating to fixed interest rate swaps to effectively
fix the interest rate on $40 million of floating rate debt under the secured facility at a blended rate of approximately 4.57%.
The Company simultaneously sold two $20 million interest rate caps, capping LIBOR at 9.35%. These interest rate protec-
tion agreements hedge interest payments consistent with the Company's risk management objective and strategy to reduce
exposure to variability in cash flows attributable to increases in LIBOR.

The Company also has mortgages that were obtained in connection with the purchase or refinancing of certain proper-
ties. Information concerning these mortgages is summarized below:

Balance at December 31,
Type Interest Rate Maturity 2003 H 2002
Amortizing 7.74% 2003 $ — $ 9,570,000
Amortizing 4.11% - 4.18% 2007 $24,350,000 $ —
Non-amortizing 6.81% 2009 | $33,175,000* $33,175,000*
Amortizing 7.85% 2009 i $17,668,000 $17,869,000

* Includes $23,475,000 of morigage debt allocated to properties held for disposition.

All of the Company’s 40 properties are secured by first and/or second priority mortgages. {n connection with the mortgages,
the Company maintains annually renewable bank letters of credit totaling $6,450,000 in lieu of maintaining real estate tax
escrow deposits. Certain loan agreements contain restrictive covenants relating to the maintenance of specified financial per-
formance ratios. As of December 31, 2003, the Company was in compliance with these covenants.
The following is a summary of scheduled debt maturities including $23,475,000 of debt allocated to properties held
for disposition:
(In thousands)

2004 $ 661
2005 697
2006 736
2007 23,841
2008 375,298
Thereafter 124,310
Total scheduled debt maturities $525,543
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Note O86 s .375% convertible Senior Notes

In August 2003, the Company sold $74.75 million aggregate principal amount of 5.375% Convertible Senior Notes due
2023 in a private offering pursuant to Rule 144A under the Securities Act of 1933, as amended. The notes mature on
August 15, 2023 and are convertible into the Company’'s common shares under certain circumstances, provided that the
share price exceeds $30.61 for a specified period of time. The initial conversion rate of the notes is 39.20185 shares per
$1,000 principal amount of notes (eguivalent to $25.51 per share). The conversion rate will be adjusted under certain cir-
cumstances, including stock splits, stock dividends and increases in the dividend rate over the current quarterly rate of $.43
per share. The shares will be considered in diluted earnings per share when the conditions that permit conversion have
occurred. The notes are redeemable at the Company's option for shares or cash at any time on or after August 21, 2010 and
are subject to repurchase at the option of the hoider on August 15, 2008, August 15, 2010, August 15, 2013 and August
15, 2018, or upon the occurrence of certain events. The notes are unsecured and unsubcrdinated obligations of the
Company. The shares will be considered in diluted earnings per share when the conditions that permit conversion have
occurred. Concurrent with the offering, the Company used approximately $15.0 million of the proceeds to purchase and
retire 646,800 of its common shares at $23.19 per share in privately negotiated transactions.

N;OIE_DLZ_LMEJM

Since its inception, the Trust has elected to be taxed as a real estate investment trust (“REIT”) under Sections 856 through
860 of the Internal Revenue Code. As a REIT, the Trust generally is not subject to Federal income taxes provided that
it meets certain conditions, including the requirement that it distributes at least 90% of its REIT taxable income to its
shareholders. Management believes that the Trust has qualified as a REIT for 2003, 2002 and 2001. Accordingly, no provi-
sion has been made for Federal income taxes. Although the Trust qualifies for taxation as a REIT, it may be subject to certain
state and local taxes on its income and property, and to Federal income and excise taxes on its undistributed income, if any.

The Company makes a number of special allocations for tax purposes only. In general, 100% of the interest deductions
related to $232,000,000 of borrowings are allocated to the Trust and 85% of depreciation deductions related to certain
communities are allocated to the minority interest ownership.

The following table reconciles GAAP net income to Federal taxable income for the years ended December 31, 2003, 2002
and 2001:

(in thousands, unaudited) 2003 2002 2001
GAAP net income $78,768 $17,292 $14,956
Book/tax depreciation and amortization difference 404 (272) (69)
Book/tax gain on 1031 tax deferred exchange difference (80,036) — —
Book impairment on property held for disposition 4,000 — —
Separation expense, timing differences (406) (1,982) 2,388
Deferred compensation, timing differences 734 (1,666) 419
Other operating book/tax differences, net (1,417) (1,219) (1,187)
Book/tax minority interest allocation difference 14,925 5,757 3,354
REIT taxable income before dividends $16,972 $17,910 $19,861
Dividends paid $27,597 $27,941 $27,654

For income tax purposes, dividends to common shareholders consist of ordinary income and return of capital. For the years
ended December 31, 2003, 2002 and 2001, dividends paid per share were taxable as follows:

2003 2002 2001
(Unaudited) Amount % Amount % Amount %
Ordinary income $1.10 64.2% $1.13 65.9% $1.29 74.8%
Return of capital 62 35.8% .59 34.1% 43 25.2%
Total dividend $1.72 100.0% $1.72 100.0% $1.72 100.0%
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During the first quarter of 2001, the Company recorded a nonrecurring charge of approximately $3.3 million, relating to the

departure of two senior executives and one non-executive officer. Inciuded in this charge is approximately $1.2 million of
non-cash items relating principally to the vesting of restricted stock grants made in prior years.

Share Option Plans In 1993, the Company established a long-term incentive plan for the purpose of attracting and
retaining executive officers, other key employees and non-employee trustees (the “1993 Plan”). The 1993 Plan provides for
the granting of restricted stock and share options (incentive and non-qualified) to purchase up to 750,000 shares of the
Company’'s common shares at prices not less than the fair market value at the date of grant. The 1993 Plan expired in May
2003. During 1997, the Company established an additional long-term incentive plan (the “1997 Plan”). The 1997 Plan
provides for the granting of options to purchase up to 1,200,000 of the Company’s common shares at a price not iess than
the fair market value at the date of grant.

Under the Plans, options generally become exercisable in equal installments over a three-year period, commencing with
the first anniversary of the date of grant. All options expire ten years from the date of grant.

A summary of the Company’s share option activity during the three years ended December 31, 2003 is as follows:

Incentive Non-qualified Weighted Average
Options Options Option Price Exercise Price
Balance at January 1, 2001 289,013 243,433 $13.50 -$22.00 $14.98
Granted 40,990 45,010 $19.125~$19.36 $19.34
Exercised (47,923) (11,365) $14.00 -$15.25 $14.75
Forfeited (666) — $15.25 $15.25
Balance at December 31, 2001 281,414 277,078 $13.50 -%$22.00 $15.68
Granted 96,247 140,753 $20.99 -$21.30 $21.29
Exercised (102,744) (57,710) $14.00 -%$15.25 $14.78
Forfeited (200) — $15.125 $15.13
Balance at December 31, 2002 274,717 360,121 $13.50 -%$22.00 $18.00
Granted — 8,000 $21.28 $21.28
Exercised (39,671) (12,000} $14.00 -$22.00 $16.04
Forfeited (14,589) (4,000) $14.75 -$22.00 $16.44
Balance at December 31, 2003 220,457 352,121 $13.50 -%21.28 $18.28
Shares exercisable at December 31:
2003 143,628 263,619 $14.00 -%21.28 $17.11
2002 151,143 201,361 $13.50 -%$22.00 $15.66
2001 221,460 223,700 $13.50 ~$22.00 $15.05

An additional 439,200, 500,950 and 814,000 common shares have been authorized for issuance in future grants of options
under the Plans as of December 31, 2003, 2002 and 2001, respectively. The option price of future grants may not be less
than the fair market value of the shares on the date of grant. Pro forma information regarding net income and earnings per
share as required by Statement 148, which also requires that the information be determined as if the Company had
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accounted for its employee stock options granted subsequent to December 31, 1994 under the fair value method of that
Statement, is set forth in the table below:

(In thousands, except per share information) 2003 2002 2001 I
Net income, as reported $78,768 $17,292 $14,956
Add: Total stock compensation expense included

in reported net income 738 597 1,284
Less: Total stock based compensation expense determined

under the fair value method for all awards (844) (688) (1,356)
Pro forma net income $78,662 $17,201 $14,884

Earnings per share:

Basic, as reported $ 4.99 $ 1.08 $ .95
Basic, pro forma $ 4.99 $ 1.08 $ .95
Diluted, as reported $ 4.90 $ 1.07 $ .93
Diluted, pro forma $ 4.89 $ 1.06 $ .92

For purposes of the pro forma disclosures, the estimated fair value of the options is amortized to expense over the options’
vesting period. The fair value for the options was estimated at the date of grant using Black-Scholes option valuation model
with the following weighted-average assumptions:

2003 H 2002 I 2001
Risk free interest rate 4.6% 4.3% 4.9%
Dividend yield 8.8% 8.1% 8.9%
Volatility factor .18 17 .18
Weighted-average expected life (in years) 5 5 5

The Black-Scholes option valuation model was developed for use in estimating the fair value of traded options that have no
vesting restrictions and are fully transferable. In addition, option valuation models require the input of highly subjective
assumptions including the expected share price volatility. Because the Company’s employee share options have characteris-
tics significantly different from those of traded options, and because changes in the subjective input assumptions can mate-
rially affect the fair value estimate, in management’s opinion, the existing models do not necessarily provide a reliable sin-
gle measure of the fair value of its employee share options.

The weighted average per share fair value of options granted during the years ended December 31, 2003, 2002 and 2001
was $.87, $1.10 and $.94, respectively. The weighted average remaining contractual life of options granted is 5.58 years.

401(k) Plan The Company has a 401(k) Plan that covers substantially all of its associates with more than thirty days of
service. Effective January 1, 2001, the 401(k) Plan was amended to comply with Internal Revenue Service requirements to
qualify as a 401(k) Safe Harbor Plan whereby discretionary contributions made by the Company are 100% vested. Prior to
the amendment, the Plan provided for vesting over a five-year period beginning with the completion of three years of serv-
ice. The aggregate cost of the Company's contributions to the 401 (k) Plan was $483,000, $472,000, and $403,000 for the
years ended December 31, 2003, 2002, and 2001, respectively.

Restricted Shares From 1995 through 2002, the Company granted 429,250 restricted common shares to certain offi-
cers, pursuant to the 1993 and 1997 Plans. In January 2003, the Company granted an additional 54,750 restricted shares
under the 1997 Plan. The stock price on the date of grant was $20.51. Under the terms of the grants issued prior to 2003,
the shares become fully vested upon termination of the officer-shareholder's empioyment due to (i) retirement from the
Company; (ii) death or disability or (iii) a change of control, as defined in the Plans. Should an officer-shareholder leave
the Company for any other reason, the restricted shares are subject to forfeiture. Under the terms of the 2003 grants, the
shares become vested 20% per year in years four through eight of the restricted stock agreement. Should the officer-




shareholder leave prior to full vesting, any unvested portion of the grant is subject to forfeiture. The market value of the
shares awarded as of the dates of grant has been recorded as Unearned Compensation — Restricted Stock and the unamor-
tized portion ($3,299,000 and $2,997,000 at December 31, 2003 and 2002, respectively) is reflected in the accompany-
ing Balance Sheet as a separate component of Shareholders’ Equity and is amortized into income as deferred compensation
expense over the estimated vesting period. Such deferred compensation totaled $738,000, $597,000 and $1,284,000 for
the years ended December 31, 2003, 2002 and 2001, respectively. Amortization for 2001 includes accelerated vesting of
$865,000 classified as separation expense {See Note 8).

Supplementatl Employees Retirement Pian The Company has a split-dollar life insurance plan for certain officers.
The Company advances the premiums on life insurance policies for certain officers where such advances are not considered
loans under the Sarbanes-Oxley Act of 2002. The policies are assigned to the Company. In the event of retirement or death,
the Company will be repaid the aggregate amount of premiums paid from the cash surrender value at the time the benefits
are paid. The remaining value is paid to the employee or beneficiary. The aggregate cash surrender values of the policies
totated $447,000 and $404,000 as of December 31, 2003 and 2002 respectively, and are recorded as an asset to the
Company. in 2004, the Company efected to discontinue paying premiums on ali split dollar policies. The cash surrender
values will remain in place until the officers covered under the plan retire or leave the Company's employment.

NML&M

The Company leases certain office facilities and equipment under noncancellable operating leases. Future minimum rental
commitments under noncanceilable leases with remaining terms in excess of one year are as follows at December 31, 2003:

(In thousands)

2004 $ 511
2005 293
2006 293
2007 293
2008 293
Thereafter 146

Total rental commitments $ 1,829

Total rent expense for the years ended December 31, 2003, 2002, and 2001 was approximately $552,000, $483,000
and $488,000, respectively.
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In July 2002, the Company adopted a Dividend Reinvestment and Share Purchase Plan (the “Plan”) pursuant to which
shareholders may purchase additional shares of beneficial interest through reinvestment of dividends or by optional cash
investment. Shares may be acquired by the Plan either from the Company issuing new shares or by the Plan administrator
acquiring shares in the open market. The Company has registered 750,000 common shares of beneficial interest for poten-
tial issuance under the Plan.

Year ended December 31, 2003 “ 2002 ]
Tota! shares acquired 145,720 3,951
Shares purchased from Company 144,135 1,865
Weighted average price per share $23.50 $21.93

At December 31, 2003, 604,000 shares remain available for future purchases under the Plan.
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During 2002, the amount reported under the caption “Minority interest” in the accompanying Balance Sheet was reduced
to zero. Accounting principles generally accepted in the United States require that, for financial reporting purposes, an addi-
tional allocation of income be made tc the minority interest account in an amount necessary to keep such balance from
falling below zerc since there is no requirement for the unit holders to make additional contributions. During 2003, earn-
ings were in excess of distributions to the minority interests and, therefore, the Company reallocated the $576,000 that had
previously been so allocated to the minority interests.

Nﬂi&ummammm

At December 31, 2003 and 2002, the Company had unsecured loans receivable from one officer in the aggregate amount
of $85,000 and $106,000, respectively. The loans bear interest at rates comparable to the rate earned on the Company's
invested funds.

Until December 2002, a Trustee of the Company was a partner in a law firm that serves as general counsel to the Company.
The Company incurred fees of $302,000 and $411,000 for legal services provided by this firm during 2002 and 2001,
respectively.

Note 14 sinane

The following table presenis the carrying amounts and estimated fair values of the Company's financial instruments as of
December 31, 2003 and 2002. FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments, defines
the fair value of a financial instrument as the amount at which the instrument could be exchanged in a current transaction
between willing parties.

December 31, 2003 December 31, 2002
(In thousands) Carrying Amount AL Fair Vaiue Carrying Amount J Fair Value
Fixed rate mortgages $375,793 $417,781 $360,614 $404,690
Floating rate mortgages $ 75,000 $ 75,000 $131,402 $131,402
5.375% Convertible Senior Notes $ 74,750 $ 74,444 $ — $ —

The carrying amounts shown in the above table are included in the accompanying Balance Sheet under the captions
“Mortgage notes payable,” “5.375% Convertible Senior Notes due 2023" and “Mortgage notes payable and other liabilities
held for disposition.” The fair value of the fixed rate portion of the Company’s mortgage notes payable is estimated by dis-
counting expected cash flows based on the Company’s incremental borrowing rate for similar types of borrowing arrange-
ments. The floating rate portion of the Company’s mortgage notes payable approximated market. Cash equivalents, other
assets, accounts payable and other liabilities are carried at amounts that reasonably approximate their fair value.

The foliowing table presents the fair value of outstanding derivative financial instruments, based on external market quo-
tations as of December 31, 2003.

Notional Amount Fixed Rate Type of Contract Effective Date Contract Maturity Fair Value
$13%,000,000 9.35% Cap April, 2002 April, 2007 $ 145,000
$ 49,172,000 7.50% Cap April, 2003 April, 2007 $ 106,000
$ (40,000,000) 9.35% Cap January, 2003 April, 2007 $  (42,000)
$ 20,000,000 4.84% Swap (Floating to Fixed) January, 2003 April, 2007 $(1,285,000)
$ 20,000,000 3.48% Swap (Floating to Fixed) January, 2003 April, 2007 $ (423,000)




The following is a summary of the derivative transactions for years ended December 31, 2003 and 2002. There were no
derivative transactions for the year ended December 31, 2001.

(tn thousands) / Year ended December 31, 2003 2002 |
Net income $78,768 $17,292
Other comprehensive income (loss) ~ unrealized gain (loss) on hedge instruments (30) (2,024)
Comprehensive Income $78,738 $15,268
Adjustment to net income related to the ineffective portion of hedge instruments $ 34 $ (56)

The Company expects to reclassify approximately $1,101,000 of unrealized losses into earnings in the next twelve months.
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The following is a summary of quarterly results of operations for the years ended December 31, 2003 and 2002.

(In thousands, except per share data) / Quarter ended March 31 June 30 September 30 December 31
2003
Revenues $27,756 $28,875 $30,108 $31,278
Income before discontinued operations

and minority interest 3,457 2,882 3,364 2,728
Income from continuing operations 2,592 1,924 4,457 2,353
income from discontinued operations 1,271 666 35,660 29,845
Net income 3,863 2,590 40,117 32,198
Basic earnings per share

income from continuing operations $ .16 $ .12 $ .29 $ 15

Income from discontinued operations .08 .04 2.28 1.93

Net income $ .24 $ .16 $ 2.57 $ 2.08
Diluted earnings per share

Income from continuing operations $ .16 $ 12 $ .28 $ 15

Income from discontinued operations .08 .04 2.24 1.89

Net income $ .24 $ .16 $ 252 $ 2.04
2002
Revenues $26,818 $27,455 $27,979 $27,980
Income before discontinued operations

and minority interest 3,905 4,327 4,420 4,308
Income from continuing operations 3,376 3,748 3,628 3,363
Income from discontinued operations 816 848 760 753
Net income 4,192 4,586 4,388 4,116
Basic earnings per share

Income from continuing operations $ 21 $ .24 $ .22 $ .21

Income from discontinued operations .05 .05 .05 .05

Net income $ .26 $ .29 $ .27 $ .26
Diluted earnings per share

Income from continuing operations $ 21 $ .23 $ 22 $ 21

Income from discontinued operations .05 .05 .05 .04

Net income $ .26 3 .28 $ .27 $ .25
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Notes to Consolidated Financial Statements
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On February 3, 2004, the Company sold 1.41 million shares of its common shares of beneficial interest in a private sale at
a negotiated price of $24.80 per share for net proceeds of approximately $34.9 million. The sale was made pursuant to the
Company's existing shelf registration statement as previously filed with the Securities and Exchange Commission.

On February 18, 2004, the Board of Trustees declared a quarterly dividend of $.43 per share, aggregating approximately
$7,500,000. Concurrent with the payment of the dividend, a limited partnership ownership distribution of approxi-
mately $1,100,000 will be made to the minority interest holders. The dividend and distribution will be paid on March 10,
2004 to holders of record as of March 1, 2004.

Report of Independent Auditors

To The Board of Trustees and Shareholders
The Town and Country Trust

We have audited the accompanying consolidated balance sheets of The Town and Country Trust and subsidiaries (the
“Company"”) as of December 31, 2003 and 2002, and the related consolidated statements of operations, shareholders’
equity (deficit) and cash flows for each of the three years in the pericd ended December 31, 2003. These financial state-
ments are the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated finan-
cial position of The Town and Country Trust and subsidiaries at December 31, 2003 and 2002, and the consolidated results
of its operations and its cash flows for each of the three years in the period ended December 31, 2003, in conformity with
accounting principles generally accepted in the United States.

St ¥ LLP

Baltimore, Maryland
February 18, 2004
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