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PART | - FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

We refer to (1) Highwoods Properties, Inc. as tGerhpany,” (2) Highwoods Realty Limited Partnersagthe “Operating
Partnership,” (3) the Company’s common stock agti@won Stock,” (4) the Company’s preferred stockRieferred Stock,” (5) the
Operating Partnership’s common partnership intsrast‘Common Units,” (6) the Operating Partnershjpeferred partnership interests as
“Preferred Units” and (7) in-service propertiesdlexing apartment units) to which the Company fitlesand all of the ownership rights as
the “Wholly Owned Properties.”

The information furnished in the accompanying Carsgel Consolidated Financial Statements refle@djllstments (consisting of
normal recurring accruals) that are, in our opiniwecessary for a fair presentation of the afordimeed financial statements for the interim
period.

The aforementioned financial statements shouldehd in conjunction with the notes to Consolidatadfcial Statements,
Management’s Discussion and Analysis of Financ@hdition and Results of Operations and Risk Fadtunisided herein and in our 2005
Annual Report on Form 10-K.
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HIGHWOODS PROPERTIES, INC.
Condensed Consolidated Balance Sheets
(Unaudited and in thousands, except share anchpee amounts)

December 31

June 30,
2006 2005
Assets:

Real estate assets, at ct
Land $ 350,07¢ $ 343,43¢
Buildings and tenant improvemet 2,559,911 2,519,991
Development in proces 92,36¢ 28,72%
Land held for developme! 137,81 152,31.
Furniture, fixtures and equipme 23,19( 22,467
3,163,36i 3,066,93!
Less— accumulated depreciatic (594,586 (563,68()
Net real estate asse 2,568,78: 2,503,25!
Real estate and other assets, net, held fo 9,86¢ 152,03¢
Cash and cash equivalel 4,92¢ 1,212
Restricted cas 2,56¢ 16,22:
Accounts receivable, n 21,43: 24,20
Notes receivable, ni 8,61°F 9,232
Accrued straigt-line rents receivable, n 65,47 60,81¢
Investments in unconsolidated affilia 65,11¢ 69,24
Deferred financing and leasing costs, 64,11¢ 59,42¢
Prepaid expenses and otl 13,66¢ 13,32¢
Total Assets $2,824,56.  $2,908,97!

Liabilities, Minority Interest and Stockholders’ Equity:

Mortgages and notes payal $1,466,83' $1,471,61
Accounts payable, accrued expenses and otheiitied 136,43t 127,45!
Financing obligation 36,00: 34,154
Total Liabilities 1,639,27 1,633,22!
Minority interest 89,58 94,13

Stockholder Equity:
Preferred stock, $.01 par value, 50,000,000 autbdrshares
8 5/ 8% Series A Cumulative Redeemable Preferred Shhgesdation preference $1,000 per
share), 104,945 shares issued and outstanding@t3dy 2006 and December 31, 2| 104,94! 104,94!
8% Series B Cumulative Redeemable Preferred Skiageglation preference $25 per share),
3,700,000 and 5,700,000 shares issued and outstpatilune 30, 2006 and December 31, 2005,

respectively 92,50( 142,50(
Common stock, $.01 par value, 200,000,000 authdshares; 54,130,592 and 54,028,507 shares iss
and outstanding at June 30, 2006 and Decembei0B5, Pespectivel 541 54C
Additional paic-in capital 1,415,64 1,419,68
Distributions in excess of net earnir (516,07 (479,90)
Accumulated other comprehensive | (1,85¢) (2,219
Deferred compensatic — (3,936
Total Stockholder Equity 1,095,701 1,181,61!
Total Liabilities, Minority Interest and Stockhold’ Equity $2,824,56. $2,908,97!

See accompanying notes to condensed consolidaiucfal statements.
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HIGHWOODS PROPERTIES, INC.
Consolidated Statements of Income
(Unaudited and in thousands, except per share asjoun

Three Months Ended

Six Months Ended

June 30, June 30,
2006 2005 2006 2005
Rental and other revenues $105,80: $101,23( $209,87° $203,20¢
Operating expenses
Rental property and other expen 37,93¢ 34,18: 75,06¢ 69,04(
Depreciation and amortizatic 29,59¢ 27,85( 58,23 57,46
Impairment of assets held for L — 60C — 3,172
General and administratiy 9,06( 7,98¢ 17,75: 16,34¢
Total operating expens 76,59/ 70,61¢ 151,04 146,02.
Interest expense:
Contractua 24,33¢ 24,69: 48,25 50,00¢
Amortization of deferred financing cos 582 83¢ 1,32¢ 1,68t
Financing obligation 1,39¢ 1,39¢ 2,34( 3,04¢
26,31¢ 26,92¢ 51,91% 54,73¢
Other income/(expense):
Interest and other incon 1,162 1,402 3,15(C 3,33¢
Loss on debt extinguishme (467) (103) (467) (130
695 1,29¢ 2,68: 3,20¢
Income before disposition of property, minority interest and equity in earnings o
unconsolidated affiliates 3,58¢ 4,99( 9,59¢ 5,65¢€
Gains on disposition of proper 1,00¢ 1,38: 5,31¢ 1,78¢€
Minority interest (430 (96) (1,047 26€
Equity in earnings of unconsolidated affilia 1,92¢ 2,26: 4,007 4,904
Income from continuing operations 6,08¢ 8,54( 17,87: 12,61:
Discontinued operation:
(Loss)/income from discontinued operations, nehafority interes! (200 2,31z 504 5,25:
Net gains and (impairments) on sales of discontraperations, net of
minority interest, including gain from related pantansactions of $952 and
$4,816 in the three and six months ended June(8ih, 2espectivel 28E 581 2,04: 14,72
18E 2,894 2,54 19,97¢
Net income 6,27: 11,43¢ 20,41¢ 32,58¢
Dividends on Preferred Sto (4,119 (7,717) (8,837) (15,42¢)
Excess of preferred stock redemption cost oveyayivalue — — (1,809
Net income available for common stockholders $ 216C $ 3,721 $ 9,77¢ $ 17,16:
Net income per common shar—basic:
Income/(loss) from continuing operatic $ 004 $ 00z $ 0.1% $ (0.09
Income from discontinued operatia — 0.0t 0.0 0.37
Net income $ 004 $ 007 $ 01 $ 0.3z
Weighted average common shares outstar—basic 53,87¢ 53,73¢ 53,87 53,69(
Net income per common shar—diluted:
Income/(loss) from continuing operatic $ 004 $ 00z $ 01% $ (0.09
Income from discontinued operatic — 0.0t 0.0t 0.37
Net income $ 004 $ 007 $ 01¢ $ 0.32
Weighted average common shares outstar—diluted 60,387 60,35! 60,47( 53,69(
Dividends declared per common sh $ 042t $ 042 $ 085( $ 0.85C

See accompanying notes to condensed consolidaiucfal statements.
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Balance at December 31, 2C
Reversal of unvested deferred

HIGHWOODS PROPERTIES, INC.

Consolidated Statement of Stockholders’ Equity
For the Six Months Ended June 30, 2006

(Unaudited and in thousands, except share amounts)

Distributions

Accumulated

compensation as a result of the

adoption of SFAS No. 123(F
Issuance of Common Stock, 1
Conversion of warrants to shal
Common Stock dividenc
Preferred Stock dividenc
Adjustment to minority interest o

unitholders in the Operating

Partnershi
Issuance of restricted stock, 1
Redemption of Preferred Sto
Amortization of stock-based

compensatiol
Other comprehensive incor
Net income

Balance at June 30, 20

Number of Common Additional Other in Excess
Common Series A Series B Paid-In Deferred Comprehensive of Net
Shares Stock  Preferred Preferred Capital Compensatior Loss Earnings Total
54,028,50 $ 54C $104,94! $14250( $1,419,68. $ (3,930 $ (2,212 $(479,90) $1,181,61"
— — — — (3,936) 3,93¢ — — —
7,23¢ — — — 13¢ — — — 13¢
2,272 — — — — — — — —
= - - - - - - (45,95% (45,95
— — — — — — — (8,837) (8,837)
e — — (3,919 — — — (3,919
92,578 — — — — — — — —
S — — (50,000 1,80: — — (1,809 (50,000
— 1 — — 1,87¢ — — — 1,88(
— — — — — — 354 354

— 20,41¢ 20,41¢

54,130,59. $ 541 $104,94! $ 92,50( $1,415,64! $ —

$

(1,856 $(516,07) $1,095,70!

See accompanying notes to condensed consolidaiucial statements.
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HIGHWOODS PROPERTIES, INC.
Condensed Consolidated Statements of Cash Flows
(Unaudited and in thousands)

Operating activities:
Net income
Adjustments to reconcile net income to net caskigeal by operating activitie:
Depreciation and amortizatic
Amortization of lease incentive
Impairment of assets held for L
Amortization of stoc-based compensatic
Amortization of deferred financing cos
Amortization of accumulated other comprehensive
Loss on debt extinguishmer
Net (gains) and impairments on disposition of prop
Minority interest
Equity in earnings of unconsolidated affilia
Change in financing obligatior
Distributions of earnings from unconsolidated &fis
Changes in operating assets and liabili
Net cash provided by operating activit
Investing activities:
Additions to real estate assets and deferred lgasists
Proceeds from disposition of real estate as
Distributions of capital from unconsolidated atities
Net repayments in notes receiva
Contributions to unconsolidated affiliat
Cash assumed upon consolidation of unconsoliddfitidta
Other investing activitie
Net cash provided by investing activiti
Financing activities:
Dividends and distributions paid on Common Stoolt @ mmon Units
Redemption of Preferred Sto
Dividends paid on Preferred Sta
Distributions of earnings to minority partner innsolidated affiliate
Net proceeds from the sale of Common Si
Repurchase of Common Un
Borrowings on revolving credit facilitie
Repayments of revolving credit faciliti
Borrowings on mortgages and notes payi
Repayments of mortgages and notes pay
Additions to deferred financing cos
Payments on debt extinguishme
Net cash used in financing activiti
Net increase in cash and cash equival
Cash and cash equivalents at beginning of the ¢
Cash and cash equivalents at end of the pi
Supplemental disclosure of cash flow information

Cash paid for interest, net of amounts capitalizedludes cash distributions to owners of sold progs
accounted for as financings of $976 and $2,212686 and 2005, respectivel

See accompanying notes to condensed consolidaiucfal statements.
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Six Months Ended

June 30,

2006 2005
$ 20,41¢ $ 32,58¢
58,37¢ 67,39¢
45¢ 532
— 3,172
1,88( 1,29¢
1,32¢ 1,68¢
354 351
467 13C
(7,525) (18,159
1,26: 1,95¢
(4,007 (4,909
70C (67)
3,97¢ 4,59¢
(4,647 (9,044
73,04¢ 81,53¢
(79,009 (86,63))
160,15: 106,10¢
1,73¢ 1,032
617 1,40¢

(100) —

64t —
12,04( 21€
96,08« 22,13(
(50,47%) (50,919

(50,000 —
(8,837) (15,426

(269) —
132 1,631
(7,199 (4,817)
461,00( 94,50(
(353,50() (79,500
— 22,43
(153,019 (51,596
(3,265 (224)
— (27)
(165,41) (83,939
3,71¢ 19,72¢
1,21z 24,48:
$ 4,92¢ $ 44,21(
$ 48,24* $ 50,91:




Table of Contents

HIGHWOODS PROPERTIES, INC.
Condensed Consolidated Statements of Cash Flows ef@inued
(Unaudited and in thousands)

Supplemental disclosure of non-cash investing anéhfincing activities:

The following table summarizes the net asset aitgpis and dispositions subject to mortgage notgsmple and other non-cash
transactions:

Six Months Ended

June 30,
2006 2005

Assets:
Net real estate asst $ 44,61 $ (9,350
Restricted cas (1,865 4,00(
Accounts receivabl 102
Notes receivabl — 55E
Accrued straigt-line rents receivabl 962
Investments in unconsolidated affilial (2,939 1,76€
Deferred financing and leasing costs, 287 —

$42,16( $ (3,029
Liabilities:
Mortgages and notes payal 40,73¢t 20,74:
Accounts payable, accrued expenses and otheritied (1,652) 4,21z
Financing obligatiot 1,14¢ (21,227

$40,23: $ 3,73«
Minority Interest and Stockholders’ Equity $ 1,92¢ $ (6,767)

See accompanying notes to condensed consolidaiucfal statements.
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
June 30, 2006
(tabular dollar amounts in thousands, except per shre data)
(Unaudited)

1. DESCRIPTION OF B USINESS ANDS IGNIFICANT A CCOUNTING P OLICIES
Description of Business

Highwoods Properties, Inc., together with its cdigsded subsidiaries (the “Company”), is a fullydgrated, self-administered and self-
managed equity real estate investment trust (“REifé&t operates in the southeastern and midwebkeited States. As of June 30, 2006, the
Company'’s wholly owned assets included: 349 iniserwffice, industrial and retail properties; 9Gement units; 830 acres of undeveloped
land suitable for future development, of which 428es are considered core holdings; and an additidproperties under development.

The Company conducts substantially all of its atifig through, and substantially all of its intéseis the properties are held directly or
indirectly by, Highwoods Realty Limited Partnersifibe “Operating Partnership”). The Company issbke general partner of the Operating
Partnership. At June 30, 2006, the Company ownleaf tie preferred partnership interests (“Preféidmits”) and 91.1% of the common
partnership interests (“Common Units”) in the Opieiga Partnership. Limited partners (including caertafficers and directors of the
Company) own the remaining Common Units. Each Combait is redeemable for the cash value of oneesbhithe Company’s common
stock, $.01 par value (the “Common Stock”), otha Company’s option, one share of Common Stockinguhe six months ended
June 30, 2006, the Company redeemed 216,212 Corbmitsfrom limited partners for approximately $@lion in cash. Therefore, the
percentage of Common Units owned by the Companmgased to 91.1% at June 30, 2006 from 90.8% atrbleer31, 2005. Preferred Units
in the Operating Partnership were issued to thefamyin connection with the Company’s preferreaistafferings in 1997 and 1998 (the
“Preferred Stock”). The net proceeds raised froohe# the Preferred Stock issuances were contgbioyethe Company to the Operating
Partnership in exchange for the Preferred Unite fEnms of each series of Preferred Units genepaltgllel the terms of the respective
Preferred Stock as to dividends, liquidation ardeneption rights.

Basis of Presentation

The Condensed Consolidated Financial Statementedfompany are prepared in accordance with U.8efay Accepted Accountir
Principles (“GAAP”). As more fully described in NotLO, as required by Statement of Financial AcdagrStandard No. 144, “Accounting
for the Impairment or Disposal of Long-Lived Assé(§SFAS No. 144"), the Condensed ConsolidatedaBak Sheet at December 31, 2005
and the Consolidated Statements of Income forhteetand six months ended June 30, 2005 were defvimm previously reported amounts
reflect in real estate and other assets held feraal in discontinued operations the assets aechtipns for those properties sold or held for
sale in the first six months of 2006 which qualifiier discontinued operations.

The Condensed Consolidated Financial Statemeritediathe Operating Partnership, wholly owned sublsies and those subsidiaries
in which the Company owns a majority voting inténgih the ability to control operations of the sidiaries and where no substantive
participating rights or substantive kick out rightsve been granted to the minority interest holderaccordance with EITF Issue No. 04-5,
“Determining Whether a General Partner or the Galrfeartners as a Group, Controls a Limited Partmgier Similar Entity When the
Limited Partners Have Certain Rights,” the Compeogsolidates partnerships, joint ventures and dichiiability companies when the
Company controls the major operating and finarpddicies of the entity through majority ownershipiw its capacity as general partner or
managing member. In addition, the Company const@idthose entities, if any, where the Company ésrde to be the primary beneficiary
a variable interest entity (as defined by FASB fiptetation No. 46 (revised December 2003) “Consuiah of Variable Interest
Entities” (“FIN 46(R)")). All significant intercomany transactions and accounts have been eliminated.
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

1. DESCRIPTION OF B USINESS ANDS IGNIFICANT A CCOUNTING P oLicies - Continued

The Company has elected and expects to contingeaiify as a REIT under Sections 856 through 86thefinternal Revenue Code of
1986, as amended (the “Code”). As a REIT, the Camggenerally will not be subject to federal or steicome taxes on its net income that it
distributes to stockholders. Continued qualificatas a REIT depends on the Company’s ability tisfyahe dividend distribution tests, stock
ownership requirements and various other qualificatests prescribed in the Code. The Company atrdertain business activities through
a taxable REIT subsidiary, as permitted under théeCThe taxable REIT subsidiary is subject to feldend state income taxes on its net
taxable income and the Company records provisionsuch taxes, to the extent required, based andtsne recognized for financial
statement purposes, including the effects of teamyatifferences between such income and the anreangnized for tax purposes.

The accompanying unaudited financial informationthie opinion of management, contains all adjustsm@ncluding normal recurring
accruals) necessary for a fair presentation oCihpany’s financial position, results of operatians cash flows. The Company has
condensed or omitted certain notes and other irddam from the interim financial statements presdnn this Quarterly Report on Form 10-
Q. These financial statements should be read ijunotion with the Company’s 2005 Annual Report amrg 10-K.

The preparation of financial statements in accacdamith GAAP requires management to make estinsmtdsassumptions that affect
the amounts reported in the financial statemendsaaeompanying notes. Actual results could diffenf those estimates.

Minority Interest

Minority interest in the accompanying Condensedsotidated Financial Statements relates primarihéoCommon Units in the
Operating Partnership and, beginning January 16 280escribed below, to the 50.0% interest innsalidated affiliate, Highwoods-Markel
Associates, LLC (“Markel”), that are owned by varsandividuals and entities other than the Comp#syof June 30, 2006, the minority
interest in the Operating Partnership consisteal 28 million Common Units. Minority interest in tinet income/(loss) of the Operating
Partnership is computed by applying the weighteztaye percentage of Common Units not owned by trep@any during the period (as a
percent of the total number of outstanding Commaitd) to the Operating Partnership’s net income4)after deducting distributions on
Preferred Units. The result is the amount of miydriterest expense or income recorded for theopein addition, when a Common
Unitholder redeems a Common Unit for a share of @om Stock or cash, the minority interest is redumed the Company’s share in the
Operating Partnership is increased. At the enchof @eporting period, the Company determines theuatthat represents the minority
unitholders’ share of the net assets (at book yalfithe Operating Partnership and compares thsuatrto the minority interest balance that
resulted from transactions during the period inirgjuminority interest. The Company adjusts the mitganterest liability to the computed
share of net assets with an offsetting adjustmetita Company’s paid-in capital.

In addition, minority interest at June 30, 2006ha accompanying Condensed Consolidated Balanaet 8ivdudes $2.3 million related
to the consolidation of Markel as a result of then(any’s adoption of EITF Issue No. 04-5, as desdribelow in section “Impact of Newly
Adopted and Issued Financial Standards.”

Minority interest in net income is reflected in tBensolidated Statements of Income as follows:

Three Months Ended Six Months Ended
June 30, June 30,
2006 2005 2006 2005
Amount shown as minority interest in continuing @i®ns $ (4300 $ (96) $(1,047) $ 26€
Amount related to loss/(income) from discontinugemtions 10 (249) (52 (577)
Amount related to gain on sale of discontinued afiens (28) (62) (164) (1,649
Total minority interest in net incon $ (449 $ (407) $(1,26% $(1,95%
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

1. DESCRIPTION OF B USINESS ANDS IGNIFICANT A CCOUNTING P oLicies - Continued
Impact of Newly Adopted and Issued Accounting Stanards

In May 2005, the FASB issued SFAS No. 154, “AccinmptChanges and Error Corrections” (SFAS No. 154 Statement replaces
Accounting Principles Board Opinion No. 20, “Accoimg Changes” (APB Opinion No. 20) and SFAS No:RBeporting Accounting Chang
in Interim Financial Statements” and changes tiqgirements for the accounting for and reporting ahange in accounting principle. APB
Opinion No. 20 previously required that most voamgtchanges in accounting principle be recognizethtluding in net income of the peri
of the change the cumulative effect of changintheonew accounting principle. This Statement rexguietrospective application to prior
periods’ financial statements of changes in acdongrgrinciple, unless it is impracticable to detereneither the period-specific effects or the
cumulative effect of the change. The Statemenfféx#ve for any accounting changes and correctafresrors made on or after
January 1, 2006.

In July 2005, the FASB issued Staff Position (FSBP 78-9-1, “Interaction of AICPA Statement of Riosi 78-9 and EITF Issue
No. 04-5.” The EITF states that a general partner isipresd to control a limited partnership and shouldsotidate the limited partnership
unless the limited partners possess substantikedkitrights or the limited partners possess sulbsta participating rights. This FSP
eliminates the concept of “important rights” of S@8#9 and replaces it with the concepts of “kick-aghts” and “substantive participating
rights” as defined in Issue 04-5. This FSP is effecafter June 29, 2005 for general partnerslaiel partnerships formed and for existing
partnerships for which the partnership agreememtsnadified. For general partners in all other parships, the guidance in this FSP is
effective no later than January 1, 2006. The Compansolidated one of its existing joint venturgisirkel, upon the adoption of this FSP
effective January 1, 2006; the Company has trehisdhs a prospective change of accounting pria@glpermitted by EITF No. 04-5. This
change resulted in the inclusion on the Consol@i8&ance Sheet as of January 1, 2006 of approzlyn&ti4 million of real estate assets, net
of accumulated depreciation, and other assetspaippately $39.3 million in mortgages and notes fey@nd other liabilities, with the
remaining effects to investments in unconsolidaiitlates and to minority interest.

The organizational documents of Markel requireghtty to be liquidated through the sale of itse&ssipon reaching
December 31, 2100. As controlling partner, the Canyphas an obligation to cause this property-oweintity to distribute proceeds of
liquidation to the minority interest partner in seepartially owned properties only if the net pextereceived by the entity from the sale of its
assets warrant a distribution as determined bwagineement. In accordance with the disclosure pimngsof SFAS No. 150, “Accounting for
Certain Financial Instruments with Characteristitboth Liabilities and Equity” (“SFAS No. 150"hé¢ Company estimates the value of
minority interest distributions would have been mpimately $13 million had the entity been liquidated as of JuBeZ06. This estimated
settlement value is based on assumed third pansideration realizable by the entity upon a hyptithédisposition of the properties and is
net of all other assets and liabilities. The amairagny actual distributions to the minority intstr&older in this entity is difficult to predict
due to many factors, including the inherent unaetyaof real estate sales. If the entity’s undertyassets are worth less than the underlying
liabilities on the date of such liquidation, ther@many would have no obligation to remit any consitien to the minority interest holder.

In June 2006, the FASB issued FASB Interpretation48 (“FIN 48"), “Accounting for Uncertainty in tome Taxes, an interpretation
of SFAS No. 109,” which clarifies the accounting €émcertainty in income taxes recognized in anrpnige’s financial statements in
accordance with SFAS No. 109, “Accounting for In@traxes.” The interpretation prescribes a recagmitiireshold and measurement
attribute for the financial statement recognitionl aneasurement of a tax position taken in an incaxeeturn. The interpretation is effective
for fiscal years beginning after December 15, 200& Company is currently assessing the effecif48 on the Company’s financial
condition and results of operations upon adoptiodanuary 1, 2007.
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

1. DESCRIPTION OF B USINESS ANDS IGNIFICANT A CCOUNTING P oLicies - Continued
Employee Benefit Plans and Stock-Based Compensation

The Companys officers generally receive annual grants of stmutions and restricted stock on March 1 of eadr yader the Amend:
and Restated 1994 Stock Option Plan (the “Stocko@lan”). Stock options have also been grantelédCompany’s directors; currently,
directors do not receive annual stock option graRéstricted stock grants are also made annuattgrtmin non-officer employees. As of
June 30, 2006, 9.0 million shares of Common Stoetevauthorized for issuance under the Stock Oftlan. Stock options issued prior to
2005 vest ratably over four years and remain oodiétey for 10 years. Stock options issued in 200 2006 continue to vest ratably over a
four-year period, but remain outstanding for seyears. The value of all options as of the daterafhpis calculated using the Black-Scholes
option-pricing model. The exercise price per stiar®ptions issued in 2005 and 2006 was based@avhrage of the daily closing prices for
Common Stock over the ten-day period precedingléte of grant. The exercise price per share faopngtissued prior to 2005 was equal to
the closing price for Common Stock on the date idiately preceding the date of grant.

The Company elected to follow Accounting PrincipBesard (“APB”) Opinion No. 25, “Accounting for Stkdssued to Employeesghc
related interpretations in accounting for its stopkions issued through December 31, 2002. Dur@p2the FASB issued SFAS No. 148,
“Accounting for Stock-Based Compensation — Traasitand Disclosurevhich provided methods of transition to the failueabased methc
of accounting for stock-based employee compensafibis standard was effective for financial statataéssued for fiscal years beginning
after December 15, 2002. The Company elected theppctive method as defined by SFAS No. 148 faooptissued on or after
January 1, 2003. In December 2004, the FASB isSl&S No. 123(R), “Share-Based Payment,” which ex/iSFAS No. 123, “Accounting
for Stock-Based Compensation.” SFAS No. 123(R) ireglcompensation costs related to share-basedguayransactions to be recognized
in the financial statements and forfeitures to &tineated at the grant date rather than as theyrotbe Company based its estimated
forfeiture rate on historical forfeitures of albsk option grants. The Company adopted SFAS No(RP&ffective January 1, 2006 using the
modified-prospective method.

Using the Black-Scholes options valuation moded, wieighted average fair values of options grantethd the six months ended
June 30, 2006 and 2005 were $3.98 and $1.89, asggcper option. The fair values of the optiaranted in 2006 and 2005 were estimated
at the grant dates using the following weighted-age assumptions:

Six Months Ended June 30,

2006 2005
Risk free interest rai(1) 4.63% 4.1%
Common stock dividend yiel(2) 5.21% 6.45%
Expected volatility(3) 18.8% 16.3(%
Average expected option life (yea 4.75(4) 7.C
Options grante: 241,15:; 652,32!

(1) Represents interest rate on US treasury bonds dnawinsame life as the estimated life of the Comp’s options

(2) The dividend yield is calculated utilizing tH&vidends paid for the previous one-year period tiedCompany'’s stock price on the date
of grant.

(3) Based on historical volatility of the Comp¢'s stock over a period relevant to the related stqtion grant

(4) The average expected option life for the 20@6hgis based on an analysis of historical commlais and is based on the contractual
term for the 2005 gran
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

1. DESCRIPTION OF B USINESS ANDS IGNIFICANT A CCOUNTING P oLicies - Continued

The following table illustrates the effect on netame available to common stockholders and earmiagshare for the three and six
months ended June 30, 2005 if a fair value basetdadénad been applied to all outstanding and uedestiock options granted prior to
January 1, 2003:

Three Months Six Months
Ended June 3C Ended June 3C
2005 2005
Net income available for common stockhold- as reporter $ 3,721 $ 17,16
Add: Stock option expense included in reportedimeame(1) 134(1) 21€(1)
Deduct: Total stock option expense determined ufadevalue recognition method for
awards(1) (186) (1) (359 (1)
Pro forma net income attributable to common stotddrs $ 3,66¢ $ 17,02
Basic net income per common sh- as reportel $ 0.07 $ 0.32
Basic net income per common sh- pro forma $ 0.07 $ 0.32
Diluted net income per common shi- as reportel $ 0.07 $ 0.32
Diluted net income per common shi- pro forma $ 0.07 $ 0.3Z

(1) Amounts include the effect of dividend equivalaghts.

Dividends on unvested shares of restricted stoelaacounted for as compensation expense.

2. | NVESTMENTS IN U NCONSOLIDATED AND O THER A FFILIATES

The Company has various joint ventures with uneelahvestors and has retained minority equity @gts ranging from 12.5% to 50.0%
in these joint ventures. The Company generally aetsofor its unconsolidated joint ventures usirg élquity method of accounting. As a
result, the assets and liabilities of these joarttures for which the Company uses the equity nadetfi@ccounting are not included on the
Company’s consolidated balance sheet. The Compamgraly has three consolidated joint ventures HB® Harborview, LP is accounted
for as a financing arrangement pursuant to SFASG8pas described in Note 3 to the Consolidatedrgial Statements in the Company’s
2005 Annual Report on Form 10-K; The Vinings at\wémsity Center, LLC is consolidated pursuant to BBR) as described further below;
and Markel is consolidated beginning January 1630@suant to EITF 04-5, as discussed above.
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

2. I NVESTMENTS IN U NCONSOLIDATED AND O THER A FFILIATES - Continued

Investments in unconsolidated affiliates as of BBe2006 and combined summarized income staterfamise Company’s
unconsolidated joint ventures for the three andvsixths ended June 30, 2006 and 2005 are as follows

Total Rentable Ownership

Unconsolidated Affiliate Location Square Feet (00C Interest
Board of Trade Investment Compa Kansas City, MC 16€ 49.(%
Dallas County Partners I, L Des Moines, IA 641 50.(%
Dallas County Partners II, L Des Moines, IA 272 50.(%
Dallas County Partners Ill, L Des Moines, IA 7 50.(%
Fountain Thret Des Moines, |1A 78E 50.(%
RRHWoods, LLC Des Moines, IA 80((1) 50.(%
Kessinger/Hunter, LL( Kansas City, MC —(2) 26.5%
4600 Madison Associates, LL Kansas City, MC 262 12.5%
Plaza Colonnade, LL! Kansas City, MC 29¢€ 50.(%
Highwoods DLF 98/29, LP Atlanta, GA; Charlotte, NC;

Greensboro, NC; Raleigh, N

Orlando, FL; Baltimore, ML 1,19¢ 22.8%
Highwoods DLF 97/26 DLF 99/32, LP Atlanta, GA; Greensboro, Nt

Orlando, FL 822 42.%
Highwoods KC Glenridge Office, L Atlanta, GA 18t 40.(%
Highwoods KC Glenridge Land, L Atlanta, GA — 40.(%
HIW-KC Orlando LLC Orlando, FL 1,27: 40.(%
Concourse Center Associates, L Greensboro, N( 11€ 50.(%
Weston Lakeside, LL( Raleigh, NC —(3) 50.(%
Total 6,82€(4)

(1) Includes a 75,000 square foot office building ar8L#®00 square foot office building currently underelopment

(2) This joint venture provides property managemikeatsing and brokerage services and providesicesastruction related services to
certain Wholly Owned Properties of the Companyrdf@e, no rentable square feet is provic

(3) This joint venture is constructing approximatel\238ntal residential units on 22.4 acres of ¢

(4) Total does not include consolidated joint ventuogaling 618,000 square fe:

For the Three Months For the Six Months
Ended June 30, Ended June 30,
2006 2005(1) 2006 2005(1)
Income Statements
Revenues $33,78¢ $34,397 $67,80: $69,04¢
Expenses:
Operating expense 14,43: 14,088 28,67. 28,07¢
Depreciation and amortizatic 6,992 7,336 13,99 14,58¢
Interest expense and loan cost amortize 8,401 8,76z 16,72f 17,07¢
Total expense 29,82¢ 30,18t 59,38¢ 59,74
Net income $ 395¢ $ 4,217 $841¢ $ 9,30
The Company's share of:
Net income(2) $ 1922 $ 2,265 $ 4,000 $ 4,904
Depreciation and amortization (real estate rele $ 2,67¢ $ 2,62t $ 5350 $ 5,26¢
Interest expense and loan cost amortize $ 352: $ 3,687 $ 7,000 $ 7,14¢

(1) Amounts for 2005 include Markel, which has beensodidated beginning January 1, 2006, as describébbte 1.
(2) The Company’s share of net income differs fitaweighted average ownership percentage in tihéyentures net income due to the
Compan’s purchase accounting and other related adjustr
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

2. I NVESTMENTS IN U NCONSOLIDATED AND O THER A FFILIATES - Continued

On December 22, 2004, the Company and Easlan meestGroup, Inc. (“Easlan”) formed The Vinings atitkrsity Center, LLC. The
Company contributed 7.8 acres of land at an aguped value of $1.6 million to the joint ventureDecember 2004 in return for a 50%
equity interest and Easlan contributed $1.1 milliorthe form of non-interest bearing promissoryesofor a 50% equity interest in the entity.
The Company is currently consolidating this joiahture under the provisions of FIN 46(R) becaussddfahas no at-risk equity and the
Company absorbs the majority of the joint ventuexpected losses. Accordingly, the Company’s baaheet at June 30, 2006 includes
$11.1 million of development in process and a $8ilion construction note payable.

For additional information regarding our investngeint unconsolidated and other affiliates, see Rdiethe Consolidated Financial
Statements in the Company’s 2005 Annual ReportarmFL0-K.

3. FINANCING A RRANGEMENTS

For information regarding sale transactions thaevaecounted for as financing arrangements undegpaphs 25 through 29 of SFAS
No. 66, see Not5 herein and Note 3 to the Consolidated Finandategents in the Company’s 2005 Annual Report amF-K.

4. A sseTD ISPOSITIONS
During the first and second quarters of 2006, tben@any’s dispositions consisted of the following:

For the Quarters Ended

March 31, June 30,

2006 2006

Operating properties (square feet in thousa 1,99¢ —
Land held for development (acre 60.¢€ 6.€

Gross sale proceeds on operating prope $ 153,90( $ —
Gross sale proceeds on development $ 5,49 $ 1,60(

In January 2006, the Company sold office and inthigiroperties in Atlanta, Georgia, Columbia, SoGarolina and Tampa, Florida in
a single transaction for gross proceeds of appratdtm $141 million. This transaction was classifeedheld for sale and an impairment los
$7.7 million was recorded in the fourth quarte2005. The properties subject to this sale weresiflad as discontinued operations in the
fourth quarter of 2005.

In March 2006, the Company sold an office propertiRRaleigh, North Carolina for gross proceeds gfragimately $12.9 million. A
gain of approximately $1.4 million was recordedtie first quarter of 2006. This property was clésdias discontinued operations in the first
quarter of 2006.

Gains, losses and impairments on disposition gb@mies, net, from dispositions not classified @sa@htinued operations, consisted of
the following:

Three Months Ended Six Months Ended
June 30, June 30,
2006 2005 2006 2005
Gains on disposition of lar $ — $1,03¢  $3,04C $1,191
Impairments on lan (74) (210 (74) (210
Gains on disposition of depreciable proper 1,082 55E 2,35z 80%
Total $1,00¢ $1,38° $5,31f  $1,78¢

The above gains on land and depreciable propéniésde deferred gain recognition from prior sadesl adjustments to prior sale
transactions.
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HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

4. A sseTD iIsposiTioNs - Continued
Net gains on sale and impairments of discontinystations, net of minority interest, consistedhaf tollowing:

Three Months Ended Six Months Ended
June 30, June 30,
2006 2005 2006 2005
Gains on disposition of depreciable proper $ 31 $ 1,34C $2,207 $17,06¢
Impairments on disposition of depreciable props: — (697) — (697)
Allocable minority interes (28) (62) (164 (1,649
Total $ 285 $ 581 $2,04: $14,72:

See Note 10 for information on discontinued operetiand impairment of long-lived assets.

5. M ORTGAGES, N OTES P AYABLE AND F INANCING O BLIGATIONS
The Company’s consolidated mortgages and notesdbfmgansisted of the following at June 30, 2006 Bedember 31, 2005:

December 31

June 30,
2006 2005
Secured mortgage loa $ 708,83 $ 721,11¢
Unsecured loan 758,00( 750,50(
Total $1,466,83(1)  $1,471,61

(1) Amount includes $38.5 million from the consolidatiof Markel, as described in Note

As of June 30, 2006, the Company’s outstanding gages and notes payable were secured by real ast#ts with an aggregate
undepreciated book value of approximately $1.2dwill

Refinancings and Preferred Stock Redemptions in 2@0and 2006

During 2005 through the second quarter of 2006 Ctbpany paid off $196.2 million of outstandingrisaexcluding any normal debt
amortization and the refinancings of the creditlitgcand bank term loans, which included $176.2liom of secured debt with a weighted
average interest rate of 6.9% and $20 million acfagured floating rate debt with an interest rat¢.8%. Included in the $176.2 million was
$89.8 million of floating rate secured debt. Ther@any incurred a $0.5 million loss on debt extispaients in 2005 in connection with th
loan pay-downs. Approximately $350 million of restate assets (based on undepreciated cost baséshé unencumbered after paying off
the secured debt. The Company also used some pfdabeeds from its disposition activity to rede@mAugust 2005 and February 2006, all
of the Company’s outstanding Series D Preferredeshand 3,200,000 of its outstanding Series B RegfeShares, aggregating $180.0
million plus accrued dividends. These reductionsutstanding debt and Preferred Stock balances fureded primarily from proceeds from
property dispositions that closed in 2005 and 20®8onnection with the redemption of Preferredc&tdhe excess of the redemption cost
over the net carrying amount of the redeemed sheaisgecorded as a reduction to net income availaplcommon stockholders. These
reductions amounted to $4.3 million and $1.8 millfor the third quarter of 2005 and first quarte2006, respectively.

On May 1, 2006, the Company obtained a new $35omjlthree-year unsecured revolving credit fagifiom Bank of America, N.A.
The Company used $273 million of proceeds fromniiw revolving credit facility, together with avédila cash, to pay off the remaining
outstanding balance of $178 million under its poegi revolving credit facility and a $100 millionrdaterm loan, both of which were
terminated. Loss on debt extinguishments of appnately $0.5 million was recorded in the second wuaf 2006.
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5. M oRTGAGES, N OTES P AYABLE AND F INANCING O BLIGATIONS - Continued

On August 8, 2006, the Company’s revolving creaidilfty was amended and restated as part of a sgtidn with a group of 15 banks.
The revolving credit facility was also upsized fré350 million to $450 million. The Company’s revinly credit facility is initially scheduled
to mature on May 1, 2009. Assuming no default sxiste Company has an option to extend the matdaity by one additional year and, at
any time prior to May 1, 2008, may request increasehe borrowing availability under the creditifiy by up to an additional $50 million.
The interest rate is LIBOR plus 80 basis points tedannual base facility fee is 20 basis poinke fevolving credit facility has up to $162.7
million of additional availability as of August 32006 (excluding the $50 million expansion option).

As of the date of this filing, the Operating Parsigp has not yet satisfied the requirement unigeiridenture governing its outstanding
notes to file timely Securities and Exchange Corsiois (“SEC”) reports, but expects to do so as sopracticable. Under the indenture, the
notes may be accelerated if the trustee or 25%eoholders provide written notice of a default andh default remains uncured after 60 d
If the Operating Partnership failed to file itsidguent SEC reports prior to expiration of the &3¥-dure period after receipt of any such
default notice, the lender under the Company’slkeng credit facility would also have the ability iccelerate amounts outstanding under the
revolving credit facility. To date, neither thegtae nor any holder has sent the Company any sfahltinotice. The Operating Partnership is
in compliance with all other covenants under thdeirture and is current on all payments requirecetheder.

Financing Obligations
The Company'’s financing obligations consisted effibllowing at June 30, 2006 and December 31, 2005:

December 31

June 30,
2006 2005
SF-HIW Harborview, LP financing obligatio $15,68: $ 14,98
Tax increment financing obligation ( 19,17: 19,17:
Capitalized ground lease obligation 1,14¢ —
Total $36,00: $ 34,15¢

(1) In connection with tax increment financing tmmstruction of a public garage related to an efficilding constructed by the Company
in 2000, the Company is obligated to pay fixed &dexssessments over a 20-year period. The netirealue of these assessments,
discounted at 6.9% at the inception of the oblaatis shown as a financing obligation in the bedasheet. The Company also receives
special tax revenues and property tax rebates hwdrie intended, but not guaranteed, to provideduagay the special assessme

(2) Represents a capitalized lease obligationgdebsor of land on which the Company is constngcai new building. The Company is
obligated to make fixed payments to the lessorutinoOctober 2022 and the lease provides for fixezkgurchase options in the ninth
and tenth years of the lease. The Company intendsercise the purchase option in order to pregrrgconomic penalty related to
conveying the building to the lessor at the expirabf the lease. The net present value of thelfremtal payments and purchase option
through the ninth year was calculated using a distmte of 7.11% and included in financing obligas on the Condensed
Consolidated Balance Sheet. The liability accretesh month for the difference between the intestston the financing obligation and
the fixed payments. The accretion will continueiltthe liability equals the purchase option of thed in the ninth year of the lea:
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6. STocK -B ASED C OMPENSATION
Stock Options
The following table summarizes information abowic&toption activity during the six months endedel30, 2006:

Options Outstanding
Weighted Average

Number of

Shares Exercise Price
Balances at December 31, 2( 5,153,64! 24.2¢
Options grante: 241,15: 32.3i
Options forfeitec (18,267) 27.1¢
Options cancelle (32,057 25.7:
Options exercise — —
Balances at June 30, 20 5,344,48| $ 24 .5¢

Cash received from options exercised was $2.0aniflor the six months ended June 30, 2005. There m@ options exercised for the
six months ended June 30, 2006. The total intrimaiae of options exercised during the six montideel June 30, 2005 was $1.0 million.
total intrinsic value of options outstanding at g0, 2006 was $62.0 million.

The Company generally does not permit the net satifement of exercised stock options, but doesperet share settlement for
certain qualified exercises.

The portion of stock option expense recorded a¢ B 2006 related to unvested awards granted forigenuary 1, 2003 was
immaterial.

The following tables set forth additional inforn@tiabout stock options outstanding and exercisahlene 30, 2006.

Stock Options Outstanding Stock Options Exercisable
Weighted Weighted Weighted Weighted
Number Average Number Average

Outstanding Remaining Average Exercisable Remaining Average
Exercise Exercise

Exercise Price of Stock Options (in 000s) Life (years) Price (in 000s) Life (years) Price
$10.00 to $15.0r 10t 34 $11.6: 10t 34 $11.6:
$15.01 to $20.0r 39 3.7 $18.3¢ 39 3.7 $18.3¢
$20.01 to $25.0 2,58¢ 4C $22.3( 2,46¢ 4.2 $22.3¢
$25.01 to $30.0 2,25¢ 54 $26.6¢ 1,52¢ 5.2 $26.8¢
$30.01 to $35.0 36C 48 $32.3¢ 12t 1.2 $32.3¢

Stock Options Exercisable
Weighted  Aggregate

Average Intrinsic

Number of Exercise  Value (in

Shares Price 000s)
June 30, 200 3,734,80: $23.8C $22,25¢
June 30, 200 4,266,391 $23.97 $52,09¢
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6. STock -B Asep C oMPENSATION - Continued
Restricted Stock Grants

The Company generally makes annual grants of tiasedb restricted stock under its Stock Option Riatstdirectors, officers and other
employees. Restricted stock issued prior to 200&igdly vests 50.0% three years from the date anfitggind the remaining 50.0% five years
from date of grant. Shares of time-based restristedk that were issued in 2005 will vest one-tlincthe third anniversary, one-third on the
fourth anniversary and one-third on the fifth aremsary of the date of grant. Shares of tinased restricted stock that were issued in 200¢
vest 25% on the first, second, third and fourthieemsary dates, respectively. Shares of time-basstdicted stock issued to directors
generally vest 25% at the end of the first, sectimd] and fourth anniversary dates, respectivEhe value of grants of time-based restricted
stock is based on the market value of the Compabgiamon Stock as of the date of grant.

During 2005 and 2006, the Company also issued stodinestricted stock to officers under its Stogii@n Plan that will vest if the
Company'’s total shareholder return exceeds theagediotal returns of a selected group of peer coiepaver a three-year period. If the
Company'’s total shareholder return does not exsaell average total returns, none of the total mehaised restricted stock will vest. The
2006 grants also contain a provision allowing fartial vesting if the annual return in any giverayexceeds 9%. The fair values of each
share of total returbased restricted stock were determined by an autsidsultant to be approximately 76% and 87% ofiheket value of
share of Common Stock as of the grant dates fo2@& and 2006 grants, respectively. The totaltgiate fair value of these shares of total-
return based restricted stock is being amortizezkp®nse on a straight-line method over the theza-geriod.

During 2005 and 2006, the Company also issued sludiigerformance-based restricted stock to officarder its Stock Option Plan that
will vest pursuant to company-wide performance-Hagéeria. The performance-based criteria are dasewhether or not the Company
meets or exceeds four operating and financial gestlblished under its Strategic Management Plahdgnd of 2007 and 2008, respectiv
To the extent actual performance equals or exciedshold performance goals, the portion of shafegrformance-based restricted stock
that vest can range from 50% to 100%. If actualguarance does not meet such threshold goals, nicthe performance-based restricted
stock will vest. Such grants are being amortizeedpense during the period from grant date to Déegr81, 2007 and 2008, respectively,
adjusting for the expected level of vesting thdt @gcur at those dates.

Up to 100% of additional total return-based restdcstock and up to 50% of additional performanasel restricted stock may be
issued at the end of the three-year periods ifehqerformance exceeds certain levels of performaBach additional shares, if any, would be
fully vested when issued. The Company will alsorae@nd record expense for such additional shamesgithe three-year periods to the
extent issuance of the additional shares is exgdmeed on current and projected actual performance
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6. Stock -B Asep C oMPENSATION - Continued
The following table summarizes activity in the sionths ended June 30, 2006 for all time-basedetstrstock grants:

Six Months Ended
June 30, 2006

Weighted
Average
Number Issuance

of Shares Price
Restricted shares outstanding at January 1, 268,40¢ $24.7¢
Number of restricted shares awarded and is 58,53: 32.4C
Number of restricted grants awarded, but sharegetdssuec 13,59( 32.6¢
Restricted shares vested (58,587 23.21
Restricted shares forfeitt (13,567 25.2¢
Restricted shares surrendered for payment of widliig taxes upon vestir (22,767) 23.6¢
Restricted shares outstanding at June 30, 245,61¢ $ 27.4¢

(1) The total fair value of restricted shares thategsturing each of the six months ended June 3@ aaf 2005 was $1.9 millio

The following table summarizes activity in the sonths ended June 30, 2006 for all performanceebasé total returipased restricte
stock grants:

Six Months Ended
June 30, 2006

Weighted
Average
Number Issuance
of Shares Price
Restricted shares outstanding at January 1, 62,57¢ $ 26.82
Number of restricted shares awarded and is 52,15« 32.6¢
Restricted shares vest — —
Restricted shares forfeitt (4,546 28.1¢
Restricted shares surrendered for payment of widliig taxes upon vestir — —
Restricted shares outstanding at June 30, 110,18 $ 29.5:

During the six months ended June 30, 2006 and 2883;ompany recognized approximately $2.0 milkox $1.4 million,
respectively, of stock-based compensation expexiated to the stock option plan, the restrictedlsfdans and the retirement plan. As of
June 30, 2006 and 2005, there was $6.1 million&&n@ million, respectively, of total unrecognizedck-based compensation costs related to
these plans, which will be recognized over a weidtgverage remaining contractual term of 3.1 yaads2.6 years, respectively.

Retirement Plan

Effective for 2006, the Company adopted a retirenpéan applicable to all employees, including exaeuofficers, who, at the time of
retirement, have at least 30 years of continuoadified service or are at least 55 years old ana: e least 10 years of continuous qualified
service. Subject to advance retirement notice ardwgion of a non-compete agreement with the Compaligible retirees would be entitled
to receive a pro rata amount of the annual bonusedaduring the year of retirement. Stock optiond tme-based restricted stock granted to
such eligible retiree during his or her employmentld be non-forfeitable and become exercisablericg to the terms of their original
grants. Eligible retirees would also be entitleddoeive a pro rata amount of any performance-basddotal return-based restricted stock
originally granted to such eligible retiree durimg or her employment that subsequently vests #ifeeretirement date according to the terms
of their original grants. The benefits of this rethent plan apply only to restricted stock andlstmation grants beginning in 2006 and will be
phased in 25% on March 1, 2006 and 25% on eaclvensairy thereof. For employees eligible for thesedfits as of the date of grant after
March 1, 2006, 25% of their grants were fully exgeshat the grant date, which increased compensatjpense by approximately $0.2
million in the six months ended June 30, 2006. Gramde prior to 2006 are unaffected.

19



Table of Contents

HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

6. STock -B Asep C oMPENSATION - Continued
Deferred Compensation

The Company has a deferred compensation plan pursuahich each executive officer and director ettt to defer a portion of base
salary and/or annual bonus (or director fees)rfeestment in various unrelated mutual funds. Roalanuary 1, 2006, executive officers and
directors also could elect to defer cash compeamsddir investment in units of phantom stock. At émel of each calendar quarter, any
executive officer and director who deferred compdins into phantom stock was credited with unitplointom stock at a 15.0% discount.
Dividends on the phantom units are assumed tosoedsin additional units of phantom stock at a %bdiscount. If an officer that deferred
compensation under this plan leaves the Compamyfgay voluntarily or for cause within two yearseafthe end of the year in which such
officer deferred compensation for units of phangiock, at a minimum, the 15.0% discount and anyngeldividends are forfeited. Over the
two-year vesting period, the Company records aultiti compensation expense equal to the 15.0% discitne accrued dividends and any
changes in the market value of Common Stock fraendtite of the deferral, which aggregated $0.6 onilind $0.5 million for the three
months ended June 30, 2006 and 2005, respectaady$0.4 million and $1.2 million for the six moatanded June 30, 2006 and 2005,
respectively.

7. RELATED P ARTY T RANSACTIONS

As more fully described in Note 8 to the ConsokdbFinancial Statements in the Company’s 2005 AhReport on Form 10-K, the
Company purchased land in 2005 from GAPI, Inc.eiatity owned by a current director, and also seldain buildings in 2005 to a director
who subsequently retired from the Board of Diregton December 31, 2005.

8. DERIVATIVE F INANCIAL | NSTRUMENTS

Accumulated Other Comprehensive Loss (*“AOCL”") ateJ30, 2006 and December 31, 2005 was $1.9 m#irwh$2.2 million,
respectively, and consisted of deferred gains asskls from past cash flow hedging instruments wietbeing recognized as interest
expense over the terms of the related debt (see JoThe Company expects that the portion of thewative loss recorded in AOCL at
June 30, 2006 associated with these derivativeuim&nts, which will be recognized as interest egpanithin the next 12 months, will be
approximately $0.7 million.

The land purchase agreement with GAPI, Inc. deedrib Note 8 to the Consolidated Financial Statémienthe Company’s 2005
Annual Report on Form 10-K included an embedded/dive feature due to the price for the land pBroeing determined by the fair value
of Common Units, which was accounted for in accoogawith SFAS No. 133.

9. O THER C OMPREHENSIVE | NCOME

Other comprehensive income represents net incouetipé changes in certain amounts deferred in adeted other comprehensive
income/(loss) related to hedging activities noteated in the Consolidated Statements of Income. ddmponents of other comprehensive
income are as follows:

Three Months Ended Six Months Ended
June 30, June 30,

2006 2005 2006 2005

Net income $6,27° $11,43¢ $20,41¢ $32,58¢
Other comprehensive incorr

Unrealized derivative gains/(losses) on «flow hedges — (65) — (101
Amortization of hedging gains and losses includedther comprehensive incor 177 17t 354 351
Total other comprehensive incor 177 11C 354 25C
Total comprehensive incon $6,45( $ 11,54« $20,77! $32,83¢
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10. DiscoNTINUED O PERATIONS AND THE | MPAIRMENT OF L ONG -L IVED A SSETS

As part of its business strategy, the Companyfwdlh time to time selectively dispose of non-coregerties and use the net proceeds
for investments or other purposes. The table bsketls forth the net operating results and net aagryalue of those assets classified as
discontinued operations. The assets classifiedsasmtinued operations comprise 6.6 million squeet of office and industrial properties ¢
45 apartment units sold during 2005 and the fisstreonths of 2006 and 0.07 million square feet migerty held for sale at June 30, 2006.
These long-lived assets relate to disposal aa#itiat were initiated subsequent to the effectate of SFAS No. 144, or that met certain
stipulations prescribed by SFAS No. 144. The opematof these assets have been reclassified frerartgoing operations of the Company to
discontinued operations, and the Company doesmailllnot have any significant continuing involvemt in the operations after the disposal
transactions:

Three Months Ended Six Months Ended
June 30, June 30,
2006 2005 2006 2005
Rental and other revenues $ 47 $13,69! $1,43¢ $29,36¢
Operating expenses
Rental property and other expen 13C 6,091 745 12,527
Depreciation and amortizatic 32 4,28¢ 14¢& 9,93(
General and administratiy — 48C — 551
Total operating expens 162 10,857 89C 23,00¢
Interest expense — 30z — 60%
Other income 5 28 12 74
Income before minority interest in the Operating Patnership and net gains on sale ani
impairment of discontinued operations (2120 2,562 55€ 5,83(
Minority interest in discontinued operatic 10 (249) (52 (577)
Income from discontinued operations, net of minoriy interest in the Operating Partnership (200) 2,31 504 5,25
Net gains on sale and impairment of discontinuestafons 31z 643 2,207 16,36
Minority interest in discontinued operatia (28) (62) (164 (1,649
Net gains on sale and impairment of discontinued @pations, net of minority interest in the
Operating Partnership 28E 581 2,04: 14,72
Total discontinued operations $ 185 $ 2,894 $2,547 $19,97¢

The net book value of property classified as difooed operations that was sold during 2005 andithenonths ended June 30, 2006
and was held for sale at June 30, 2006 aggregd#gl Bmillion.

Certain other assets were sold during 2005 thahdidneet the criteria of SFAS No. 144 to be cfassias discontinued operations due
to the Company’s ongoing management and/or leagngces on behalf of the new owners.

SFAS No. 144 also requires that a long-lived aslsssified as held for sale be measured at therlofiae carrying value or fair value
less cost to sell. During the six months ended 3006, there were no properties held for sdlielhvhad a carrying value that was greater
than fair value less cost to sell; therefore, npaimment losses related to assets sold or helskflerwere recognized in the Consolidated
Statements of Income for the six months ended 30n2006. During the six months ended June 30, 20@5Company recorded impairment
losses of $0.7 million related to three propersieksl.
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10. DISCONTINUED O PERATIONS AND THE | MPAIRMENT OF L ONG -L IVED A sseTs- Continued

SFAS No. 144 also requires that if indicators op@inment exist, the carrying value of a long-livaes$et classified as held for use be
compared to the sum of its estimated undiscountead cash flows. If the carrying value is grediban the sum of its undiscounted future
cash flows, an impairment loss should be recogrfiaethe excess of the carrying amount of the asget its estimated fair value. One land
parcel had indicators of impairment where the dagyalue exceeded the sum of estimated undiscdduatare cash flows. Therefore, an
impairment loss of $3.2 million was recorded in silemonths ended June 30, 2005. No indicatormphirment existed for assets classified
as held for use for the six months ended June(B15.2

The following table includes the major classesssfetis and liabilities of the properties classifischeld for sale as of June 30, 2006 and
December 31, 2005:

December 31
June 30,

2006 2005
Land $1,11% $ 26,37
Land held for developme! 5,66: 10,05¢
Buildings and tenant improvemet 4,03¢ 145,36:
Accumulated depreciatic (1,234 (34,127)
Net real estate ass¢ 9,57¢ 147,66¢
Deferred leasing costs, r 55 2,13¢
Accrued straight line rents receival 167 2,20t
Prepaid expenses and otl 65 28
Total asset $ 9,86¢ $ 152,03t
Tenant security deposits, deferred rents and adarosts (1 $ 984 $ 1,047
Mortgages payable (: $ — $ 1,87

(1) Included in accounts payable, accrued expensesthnd liabilities.
(2) Included in mortgages and notes paya
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11. EARNINGS P ER SHARE
The following table sets forth the computation asiz and diluted earnings per share:

Three Months Ended June 30, Six Months Ended June 30,
2006 2005 2006 2005
Basic income/(loss) per share:
Numerator:
Income from continuing operatiol $ 608 $ 854 $ 17,87 $ 12,61:
Preferred Stock dividenc (4,119 (7,719 (8,837 (15,42¢)
Excess of Preferred Stock redemption costs oveyiogrvalue — — (1,807%) —
Income/(loss) from continuing operations attriblgaio common
stockholder: 1,97¢ 827 7,232 (2,819
Income from discontinued operatic 18t 2,89¢ 2,547 19,97¢
Net income attributable to common stockholc $ 216 $ 3,721 $ 977¢ $ 17,16:
Denominator:
Denominator for basic earnings per sk— weighted average shar 53,87¢ 53,73¢ 53,871 53,69(
Basic earnings per shal
Income/(loss) from continuing operatic $ 0.0¢ $ 00z $ 01z $ (0.09
Income from discontinued operatia — 0.0t 0.0t 0.37
Net income $ 0.04 % 007 $ 0.1t $ 0.32
Diluted income/(loss) per share
Numerator:
Income from continuing operatiol $ 608 $ 854 $ 17,87 $ 12,61:
Preferred Stock dividenc (4,119 (7,719 (8,837 (15,426
Excess of Preferred Stock redemption costs oveyiogrvalue — — (1,809 —
Minority interest in the Operating Partners 192 96 71€ —
Income/(loss) from continuing operations attriblgaio common
stockholder: 2,161 928 7,95( (2,819
Income from discontinued operatic 18t 2,89¢ 2,547 19,97¢
Minority interest in discontinued operatia 18 311 21€ —
Income from discontinued operatia 203 3,20¢ 2,763 19,97¢
Net income attributable to common stockholc $ 237 $ 4,226 $ 10,71: $ 17,168
Denominator:
Denominator for basic earnings per sk— weighted average shar 53,87¢ 53,73t 53,871 53,69(
Add:
Employee stock optior 1,144 667 1,16¢ —
Common Units 5,251 5,75( 5,33¢ —
Unvested restricted stor 112 19¢ 94 —
Denominator for diluted earnings per share — adflisteighted average shares
and assumed conversic 60,38’ 60,35! 60,47( 53,69(
Diluted earnings per share (;
Income/(loss) from continuing operatic $ 0042 % 00z $ 01z $ (0.0
Income from discontinued operatia — 0.0t 0.0t 0.37
Net income $ 0.04 % 007 $ 0.1t 8 0.32

(1) Pursuant to SFAS No. 128, income/(loss) from caiitig operations, after preferred dividends andd?retl Stock redemption charge
the controlling number in determining whether péiEdrcommon shares are dilutive or antidilutive cBese such potential common
shares would be antidilutive to loss from contimuaperations allocable to common stockholdersteti@arnings per share is the same
as basic earnings per share for the six monthsdehlge 30, 2005. Potential common shares incluad stiptions, warrants, shares
issuable upon conversions of Common Units and uadagstricted shares, and would have amounteppimaimately 6.6 million
shares in the six months ended June 30, 2005 diti@u potential common shares that would haventagidilutive due to the option
warrant exercise price being less than the avestopk price for the periods reported were approteémgel.1 million shares and
1.0 million shares for the three months ended Bn&006 and 2005, respectively, and 1.0 millioarek and 1.6 million shares for the
six months ended June 30, 2006 and 2005, resplct
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12. COMMITMENTS AND C ONTINGENCIES
Concentration of Credit Risk

The Company maintains its cash and cash equivaleestments and its restricted cash at financitititions. The combined account
balances at each institution typically exceed FDi€lirance coverage and, as a result, there is@ntmtion of credit risk related to amounts
on deposit in excess of FDIC insurance coverage.

Land Leases

Certain properties in the Company’s wholly ownedfotio are subject to land leases expiring thro@gB2. Rental payments on these
leases are adjusted annually based on either tieiower price index (CPI) or on a pre-determine@dule. Land leases subject to increases
under a pre-determined schedule are accountedflardhe straight-line method.

For four properties, the Company has the optignuteghase the leased land during the lease teree thptions at the greater of 85.0%
appraised value or approximately $30,000 per @aré,one option at an initial stated purchase mickl.0 million, which increases 2% per
year beginning in year five through the nir-ninth year of the lease.

As of June 30, 2006, the Company’s payment obbgatfor future minimum payments on operating legséxich include scheduled
fixed increases, but exclude increases based oywiPé as follows:

Remainder of 200 $ 52C
2007 1,04¢
2008 1,06¢
2009 1,10¢
2010 1,12¢
Thereaftel 46,25¢

$51,11¢

Capital Expenditures

The Company incurs capital expenditures to leaaeesfo its customers, maintain the quality of ¥isting properties and build new
properties. Capital expenditures include tenantrawpments, building improvements, new building ctetipn costs and land infrastructure
costs. Tenant improvements are the costs requiredstomize space for the specific needs of fiestegation and second-generation
customers. Building improvements are recurring tedpbsts not related to a specific customer tontai existing buildings. New building
completion costs are expenses for the construofioew buildings. Land infrastructure costs areemges to prepare development land for
future development activity that is not specifigaktlated to a single building. Excluding recurricapital expenditures for leasing costs and
tenant improvements and for normal building improeats, the Company’s expected future capital expees for started and/or committed
new development projects as of August 23, 200@&ppeoximately $256 million, which includes sevgradjects started or committed after
December 31, 2005. A significant portion of thastife expenditures are currently subject to bindiogtractual arrangements.

Environmental Matters

Substantially all of the Company’s in-service pmtjgs have been subjected to Phase | environmassalssments (and, in certain
instances, Phase Il environmental assessmentd).888essments and/or updates have not revealed,management aware of, any
environmental liability that management believesilddhave a material adverse effect on the accompgrondensed Consolidated
Financial Statements.
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12. CoMMITMENTS AND C ONTINGENCIES - Continued
Joint Ventures

Most of the Company joint venture agreements with unaffiliated partiave buy/sell options that may be exercised daiee the othe
partner’s interest by either the Company or itatj@enture partner if certain conditions are mesetsforth in the respective joint venture
agreement.

Guarantees and Other Obligations
The following is a tabular presentation and relatisd¢ussion of various guarantees and other oigagas of June 30, 2006:

Amount
Recorded.
Type of Date Guarantee
Entity or Transaction Guarantee or Other Obligation Deferred Expires
Des Moines Joint Venturg$),(6) Debt $ — Various throug
11/2015
RRHWoods, LLC(2),(7) Debt $ — 8/2006
Plaza Colonnad(2),(8) Indirect Debi(4) $ 51 12/2009
SF-HIW Harborview, LP(3),(5) Rent and tenant improveme(4) $ — 9/2007
Eastshore (Capital On(3),(9) Rent(4) $ 6,262 11/2007
Industrial(3),(10) Rent(4) $ 23¢ 12/2006
Industrial Environmentd(3),(10) Rent and environmental co$ty $ 12t Until
Remediater

Highwoods DLF 97/26 DLF 99/32, L(2),(11) Rent(4) $ T79¢ 6/2008
RRHWoods, LLC and Dallas County Partn(2),(12) Indirect Debi(4) $ 104 6/2014
RRHWoods, LLC(2),(14) Indirect Debi(4) $ 63 11/2009
HIW-KC Orlando, LLC(3),(13) Rent(4) $ 46¢ 4/2011

$ 41¢ 12/2024

HIW-KC Orlando, LLC(3),(13) Leasing Cost

(1) Represents guarantees entered into prior tdaheary 1, 2003 effective date of FASB InterpretalNo. 45, “Guarantor’'s Accounting
and Disclosure Requirements for Guarantees, Inatultidirect Guarantees of Indebtedness of Oth&EN(45") for initial recognition
and measuremer

(2) Represents guarantees that fall under the inég@dgnition and measurement requirements of FIM

(3) Represents guarantees that are excluded frerfaithvalue accounting and disclosure provisiohnsIN 45 because the existence of such
guarantees prevents sale treatment and/or themrigioogof profit from the sale transactic

(4) The maximum potential amount of future paymeligslosed for these guarantees assumes the Corppgisyhe maximum possible
liability under the guaranty with no offsets or uetions. If the space is leased, it assumes theiegitenant defaults at June 30, 2006
and the space remains unleased through the remaihttee guaranty term. If the space is vacargs#umes the space remains vacant
through the expiration of the guaranty. Since @assumed that no new tenant will occupy the sgaaee commissions, if applicable, are
excluded.

(5) As more fully described in Note 3 to the Coidated Financial Statements in our 2005 Annual Repo Form 10-K, in 2002 the
Company granted its partner in SF-HIW Harborview, d put option and entered into a master leaseganaent for five years covering
vacant space in the building owned by the partrigrdihe Company also agreed to pay certain temaptdvement costs. The maximt
potential amount of future payments the Companydcba required to make related to the rent guaesnded tenant improvements was
$0.5 million as of June 30, 20C
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12. CoMMITMENTS AND C ONTINGENCIES - Continued

(6)

(7)

(8)

(9)

The Company has guaranteed certain loans inestion with the Des Moines joint ventures. The imaxn potential amount of future
payments the Company could have been required ke mmader the guarantees was $19.2 million at JOn@@6. Of this amount, $8.6
million arose from housing revenue bonds that negaiedit enhancements in addition to the reatestmrtgages. The bonds bear a
floating interest rate, which at June 30, 2006 aged approximately 3.6%, and mature in 2015. Agjutee of $5.4 million will expire
upon an industrial building becoming 95.0% leasedlten the related loan matures. As of June 30620 building was 94.9%
leased. The remaining $5.2 million in guaranteéstedo loans that were refinanced by the Des Mojamt ventures on July 31, 2006
with a new non-recourse loan. As a result, the autees totaling $5.2 million were eliminated. ¥ foint ventures are unable to repay
the outstanding balances under the loans that reaudstanding, the Company will be required, uritlerterms of the agreements, to
repay the outstanding balances. Recourse proviskigsto enable the Company to recover some afallich payments from the joint
ventures’ assets and/or the other partners. Theyentures currently generate sufficient cash flowover the debt service required by
the loans

In connection with the RRHWoods, LLC joint verg, the Company renewed its guarantee of $6.20milb a bank in July 2003. The
bank provides a letter of credit securing industeéaenue bonds, which mature in 2015. The Compemyld be required to perform
under the guarantee should the joint venture bblara repay the bonds. The Company has recouocsgsfons in order to recover from
the joint venture’s assets and the other partrresifmunts paid in excess of the Company’s propaat® share. The property
collateralizing the bonds is 78% leased and cugrgr@nerates sufficient cash flow to cover the dslvice required by the bond
financing. As a result, no liability has been retzat in the Compar's Consolidated Balance She

Effective August 1, 2006, RRHWoods, LLC replacesdgtiarantee of $6.2 million described above wi##34 million guarantee and
master lease agreement in favor of a new banknitigtrovide a replacement of the $6.2 million tof credit. The term of the letter of
credit and corresponding master lease is four y@&es agreement requires the Company to pay undenthgent master lease if the
cash flows from the building securing the lettecadit do not cover at least 50% of the minimurbtd®rvice. The letters of credit
along with the building secure the industrial reyetonds used to finance the property. These boatisre in 2015. Recourse
provisions exist such that the Company could receusee or all of the payments made under the lefteredit guarantee from the joint
venture’s assets. The Company estimates the relgeiMe 45 liability resulting from this master leaseapproximate $1.0 million with
an estimated maximum potential exposure of $3.0anil

On December 9, 2004, the Plaza Colonnade, loir yenture refinanced its construction loan vet$i50 million non-recourse
permanent loan, thereby releasing the Company fioformer guarantees of a construction loan agesgrand a construction
completion agreement, which arose from the fornmatifthe joint venture to construct an office buntgl The $50 million mortgage
bears a fixed interest rate of 5.7%, requires mpmttincipal and interest payments and maturesamudry 31, 2017. The Company and
its joint venture partner have signed a contingeaster lease limited to 30,772 square feet foryears. The Company’s maximum
exposure under this master lease was $1.5 miltidnrge 30, 2006. However, the current occupanadyl lefvthe building is sufficient to
cover all debt service requiremer

On March 30, 2004, the Industrial Development Autlgaf the City of Kansas City, Missouri issued8%8 million in non-recourse
bonds to finance public improvements made by tiv jeenture for the benefit of the Kansas City Miss Public Library. Since the
joint venture leases the land for the office buitgdfrom the library, the joint venture was oblighte build certain public improvements.
The net bond proceeds were $18.1 million and vellbed for project and debt service costs. Thé yainture has recorded this
obligation on its balance sheet. Cash proceeds fagrmcrement financing revenue generated by thigibg and its tenants are
expected to be sufficient in the future to payrbguired debt service on the bonds.

As more fully described in Note 3 to the Coidatled Financial Statements in our 2005 Annual RepoForm 10K, in connection witl
the sale of three office buildings to a third pary002 (the “Eastshore” transaction), the Compagneed to guarantee rent shortfalls
and re-tenanting costs for a five-year period mitifrom the date of sale (through November 200§ Company’s maximum exposure
to loss under these agreements as of June 30,v289866.3 million. These three buildings are cufyelesed to a single tenant, Capital
One Services, Inc., a subsidiary of Capital Onaamal Services, Inc., under leases that expima fstay 2006 to March 2010. This
transaction had been accounted for as a financamgaction and was recorded as a completed sakatton in the third quarter of
2005 when the maximum exposure to loss under teseantees became less than the related defeliredygan is being recognized
beginning in the third quarter of 2005 as the maximexposure under the guarantees is redt

26



Table of Contents

HIGHWOODS PROPERTIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Continued)
(tabular dollar amounts in thousands, except per shre data)

12. CoMMITMENTS AND C ONTINGENCIES - Continued

(10)

(11)

(12)

(13)

In December 2003, the Company sold 1.9 miliqnare feet of industrial property for $58.4 roifliin cash, a $5.0 million note
receivable that bears interest at 12.0% and afilllidn note receivable that bears interest at 8.0%addition, the Company agreed to
guarantee, over various contingency periods thragtember 2006, any rent shortfalls on 16.3% ofémeable square feet of the
industrial property, which is occupied by two tetsahe total gain as a result of the transactias $6.0 million. Because the terms of
the notes required only interest payments to beerbgdhe buyer until 2005, in accordance with SBKS 66, the entire $6.0 million
gain was deferred and offset against the notevabks on the balance sheet and the cost recovehooh&as being used for this
transaction. On June 30, 2005, the Company agoeeubdify the note receivable to reduce the amouetldy $0.3 million. The
modified note balance and all accrued interesteggging $6.2 million, was paid in full on July @5. Because the maximum expos
to loss from the rent guarantee at July 1, 2005%@a8 million, that amount of gain was deferred &4 million of the deferred gain
was recognized at that date. As of June 30, 200&, iillion remains deferred, which representsGoenpanys contingent liability witl
respect to the guarantee. Additionally, as pathefsale, the Company agreed to indemnify and t@duyer harmless with respect to
environmental concerns on the property of up td $illion. As a result, $0.1 million of the gain svdeferred at the time of sale and
will remain deferred until the environmental conteare remediate

In the Highwoods DLF 97/26 DLF 99/32, LP jointure, a single tenant currently leases aneshtiilding under a lease scheduled to
expire on June 30, 2008. The tenant also leases spather buildings owned by the Company. In goofion with an overall
restructuring of the tenamstleases with the Company and with this joint vemtthe Company agreed to certain changes to #se leitr
the joint venture in September 2003. The modifaradiincluded allowing the tenant to vacate the gesnon January 1, 2006, reducing
the rent obligation by 50% and converting the “rietise to a “full service” lease with the tenaable for 50% of these costs at that
time. In turn, the Company agreed to compensatftheventure for any economic losses incurred assult of these lease
modifications. As of June 30, 2006, the Companyrbasrded approximately $0.8 million in other lii@s and $0.8 million as a
deferred charge in other assets on its Consolidadéghce Sheet to account for the lease guaradteeever, should new tenants occi
the vacated space during the two and a half yeaagtee period, the Company'’s liability under thargntee would diminish. The
Company’s maximum potential amount of future payteevith regard to this guarantee as of June 306 2081.0 million. No recourse
provisions exist to enable the Company to recomgraanounts paid to the joint venture under thiséeguarantee arrangeme
RRHWoods, LLC and Dallas County Partners esmreloped a new office building in Des Moines, lo@a June 25, 2004, the joint
ventures financed both buildings with a $7.4 millien-year loan from a lender. As an inducementa&e the loan at a 6.3% long-term
rate, the Company and its partner agreed to miestee the vacant space and each guaranteed $0dh milthe debt with limited
recourse. As leasing improves, the guarantee dldigaunder the loan agreement diminish. As of Bhe2006, no master lease
payments were necessary. The Company currentlyelcasded $0.1 million in other liabilities and $@rlllion as a deferred charge
included in other assets on its Condensed Congetldgdalance Sheet with respect to this guarantee nfaximum potential amount of
future payments that the Company could be requoaedake based on the current leases in place idpmtely $3.2 million as of
June 30, 2006. The likelihood of the Company payingts $0.8 million guarantee is remote sincejtirg venture currently satisfies t
minimum debt coverage ratio and should the Comawe to pay its portion of the guarantee, it waelkbver the $0.8 million from
other joint venture asse'

In connection with the formation of HI\WE Orlando, LLC, the Company agreed to guarantaetoethe joint venture for 3,248 rental
square feet commencing in August 2004 and expirningpril 2011. The Compang’ maximum potential amount of future payments
regard to the guarantee is $0.5 million as of Bhe2006. Additionally, the Company agreed to goga the initial leasing costs,
originally estimated at $4.1 million, for approxitely 11% of the total square feet of the propertyied by the joint venture. The
Company has paid approximately $0.2 million infin&t six months of 2006 and $0.4 million in thesfisix months of 2005 under this
guarantee, and approximately $0.4 million is estéddo remain under the guarantee at June 30,
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12. Commitments and Contingencies - Continued

(14) In connection with the RRHWoods, LLC joint vere, the Company and its partner each guarant2@dndillion to a bank in August
2005, effective November 2005. This guarantee espim November 2009 and can be renewed, at thievjeiriure’s option, through
November 2011. The bank provides a letter of creeliuring industrial revenue bonds, which matutdamember 2015. The joil
venture’s industrial building secures the bonds Tompany would be required to perform under trerantee should the joint venture
be unable to repay the bonds. The Company hasnsprovisions to recover from the joint ventur@ssets. The property
collateralizing the bonds generates sufficient disia to cover the debt service required by thedfinancing. In addition to the direct
guarantee, the Company is committed to a mastse lfeat 50% of the debt service should the cash ftom the property not be able to
pay the debt service of the bonds. As a resuhisfrhaster lease, the Company has recorded apptedin$60,000 in other liabilities
and as a deferred charge in other assets on itsoldated Balance Sheet at June 30, 2

Litigation, Claims and Assessments

The Company is from time to time a party to a \wgrad legal proceedings, claims and assessmerdis@iin the ordinary course of its
business. The Company regularly assesses theatlegbdnd contingencies in connection with theséensibased on the latest information
available. For those matters where it is probaid¢ the Company has incurred or will incur a lasg e loss or range of loss can be
reasonably estimated, reserves are recorded @dhsolidated Financial Statements. In other ingsnlsecause of the uncertainties related to
both the probable outcome and amount or rangessf bbreasonable estimate of liability, if any,reatrbe made. Based on the current
expected outcome of such matters, none of theseedings, claims or assessments is expected tcahmaeterial adverse effect on the
Company’s business, financial condition or resafteperations.

In June and August 2006, the Company received sresgss for state excise taxes and related intenestinting to approximately $5.1
million, related to periods 2002 through 2004, araly receive additional assessments for later pgriwdich the Company estimates could
aggregate an additional approximate $0.8 millidme Tompany believes that it is not subject to saghs and intends to vigorously dispute
the assessment. Based on advice of counsel, the&@yncurrently believes that any exposure for gaghs is not probable, and accordingly
no provision for such taxes is reflected in the @any’s financial statements.

As previously disclosed, the SEDivision of Enforcement has issued a confideritichal order of investigation in connection witte
Company’s previous restatement of its financialitss Even though the Company is cooperating futlgannot provide any assurances that
the SEC’s Division of Enforcement will not take aagtion that would adversely affect the Company.
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13. SEGMENT | NFORMATION

The sole business of the Company is the acquisitienelopment and operation of rental real estaipasties. The Company operates
office, industrial and retail properties and apamiunits. There are no material inter-segmentsaations.

The Company'’s chief operating decision maker (“CDsesses and measures operating results basedroperty level net operatil
income. The operating results for the individualeds within each property type have been aggregitted the CDM evaluates operating
results and allocates resources on a property-tyyepty basis within the various property types.

All operations are within the United States andjwate 30, 2006, no tenant of the Wholly Owned Ptagsecomprised more than 6.9%
of the Company’s consolidated revenues.

The following table summarizes the rental incorred,operating income and assets for each reporsaileent for the three and six
months ended June 30, 2006 and 2005:

Three Months Ended Six Months Ended
June 30, June 30,
2006 2005 2006 2005
Rental and Other Revenues (1)
Office segmen $ 87,447 $83,48. $172,82( $167,65:
Industrial segmer 7,41¢ 6,971 14,78¢ 14,32
Retail segmer 10,64 10,507 21,69¢ 20,69
Apartment segmel 301 27¢ 57¢€ 54t
Total Rental and Other Revent $105,80: $101,23( $209,87° $203,20¢
Net Operating Income (1):
Office segmen $ 54,99¢ $ 54,12¢ $108,82¢ $108,72¢
Industrial segmer 5,65( 5,30¢ 11,34 10,76¢
Retail segmer 7,08¢ 7,48¢ 14,36 14,43:
Apartment segmel 133 142 27% 241
Total Net Operating Inconr 67,86¢ 67,057 134,81 134,16¢
Reconciliation to (loss)/income before dispositioaf property, minority interest and
equity in earnings of unconsolidated affiliates:
Depreciation and amortizatic (29,596 (27,85() (58,239 (57,469
Interest expens (26,319 (26,929 (51,91 (54,739
Impairment of assets held for L — (600) — (3,172
General and administrative expel (9,060) (7,989 (17,757 (16,346
Interest and other incon 1,162 1,40 3,15( 3,33¢
Loss on debt extinguishme (467) (103) (467) (130
Income/(loss) before disposition of property, miyointerest and equity in earnings of
unconsolidated affiliate $ 358 $ 499 $ 9594 § 5,65¢
December 31
June 30,
2006 2005
Total Assets (2):
Office segmen $2,218,55' $2,245,59'
Industrial segmer 205,90 226,19¢
Retail segmer 264,86 259,54.
Apartment segmel 12,27 21,12
Corporate and othe 122,95t 156,51¢
Total Assets $2,824,56. $2,908,97:

(1) Net of discontinued operatior
(2) Real estate and other assets held for sale argintlin this table according to the segment t
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND
RESULTS OF OPERATIONS

You should read the following discussion and arialiysconjunction with the accompanying Condensed<dlidated Financial
Statements and related notes contained elsewhd#risiQuarterly Report.

D I1SCLOSURE R EGARDING F ORWARD -L OOKING S TATEMENTS

Some of the information in this Quarterly Reportyneantain forward-looking statements. Such statémigeclude, in particular,
statements about our plans, strategies and praspeder this section. You can identify forward-loakstatements by our use of forward-
looking terminology such as “may,” “will,” “expett;anticipate,” “estimate,” “continue” or other sifar words. Although we believe that our
plans, intentions and expectations reflected isuggested by such forward-looking statements asoreable, we cannot assure you that our
plans, intentions or expectations will be achiewdftien considering such forward-looking statemeyts, should keep in mind the following
important factors that could cause our actual tesaldiffer materially from those contained in doyward-looking statement:

. speculative development activity by our competifareur existing markets could result in an exoessupply of office,
industrial and retail properties relative to tend@tmand

. the financial condition of our tenants could detexte;

. we may not be able to complete development, adguisireinvestment, disposition or joint ventur@jpcts as quickly or on
favorable terms as anticipate

. we may not be able to lease or release space guickin as favorable terms as old lea:
. increases in interest rates would increase our sibice costs

. we may not be able to meet our liquidity requiretaer obtain capital on favorable terms to fund warking capital needs
and growth initiatives or to repay or refinancesbamding debt upon maturit

. we could lose key executive officers; €
. our southeastern and midwestern markets may suffexpected declines in economic grov

This list of risks and uncertainties, however, a$ intended to be exhaustive. You should also vetie other cautionary statements we
make in “Business — Risk Factors” set forth in 2005 Annual Report.

Given these uncertainties, you should not placaiemdliance on forward-looking statements. We utadterno obligation to publicly
release the results of any revisions to these faa@king statements to reflect any future evamtsircumstances or to reflect the occurrence
of unanticipated events.

O VERVIEW

We are a fully integrated, self-administered anfl smnaged equity REIT that provides leasing, managgrdevelopment, constructi
and other customer-related services for our praseand for third parties. As of June 30, 2006 oweed or had an interest in 418 in-service
office, industrial and retail properties, encom@agS85.1 million square feet and 96 apartment uiissof that date, we also wholly owned
830 acres of development land, of which 423 acresansidered core holdings. We are based in Raldigrth Carolina, and our properties
and development land are located in Florida, Gegllgiwa, Kansas, Maryland, Missouri, North CaragliSauth Carolina, Tennessee and
Virginia. Additional information about us can beufal on our website at www.highwoods.coiformation on our website is not part of this
Quarterly Report.
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Results of Operations

Although we operate in the industrial, retail apdw@ment segments, our operating results dependlyrea our office segment.
Furthermore, since more than a majority of ourceffproperties are located in Florida, Georgia aodiNCarolina, economic growth in those
states is and will continue to be an important uheiteative factor in predicting our future operatirggults. Accordingly, most of the analysis
and comments below focus on our office segmenteptigs.

The key components affecting our rental revenuesastrare dispositions, acquisitions, new developsnglaced in service, average
occupancy and rental rates. Average occupancy ginarcreases during times of improving econonmavgth, as our ability to lease space
outpaces vacancies that occur upon the expiratibagisting leases. Average occupancy generalljirdescduring times of slower economic
growth, when new vacancies tend to outpace ouityalil lease space. Asset acquisitions, dispostanmd new developments placed in ser
directly impact our rental revenues and could impac average occupancy, depending upon the occypate of the properties that are
acquired, sold or placed in service. A further aador of the predictability of future revenueshie expected lease expirations of our portfolio.
As a result, in addition to seeking to increaseamgrage occupancy by leasing current vacant spacalso must concentrate our leasing
efforts on renewing leases on expiring space. Wanathnot our rental revenue tracks average ocayparoportionally depends upon whet
rents under new leases signed are higher or Idvaerthe rents under the previous leases.

Our expenses primarily consist of rental propexiyenses, depreciation and amortization, generabdninistrative expenses and
interest expense. Rental property expenses aresap@ssociated with our ownership and operatioentél properties and include variable
expenses, such as common area maintenance atidgjtdnd relatively fixed expenses, such as ptgpaxes and insurance. Some of these
variable expenses may be lower when our averaggacocy declines. Fixed expenses remain relativahgtant regardless of average
occupancy. Depreciation and amortization is a resh@xpense associated with the ownership of repepty and generally remains
relatively consistent each year, unless we buyelbassets, since we depreciate our propertiesstramht-line basis over fixed lives. General
and administrative expenses, net of amounts ciggthlconsist primarily of management and emplsadaries and other personnel costs,
corporate and division overhead and long-term iticertompensation. Interest expense depends plhymagron the amount of our
borrowings, the weighted average interest ratesusrdebt and the amount of interest capitalizederelopment projects.

We record in “equity in earnings of unconsolidaédfiliates” our proportionate share of net incommdoss, adjusted for purchase
accounting effects, of our unconsolidated jointtuess.

Additionally, SFAS No. 144, “Accounting for the Impment or Disposal of Long-Lived Assets,” requitessto record net income
received from properties sold or held for sale thatlify as discontinued operations under SFASIMd. separately as “income from
discontinued operations.” As a result, we separatord revenues and expenses from these quaifyioperties. As also required by SFAS
No. 144, prior period results are reclassifiedetitect the operations for such properties in disicoied operations

Liquidity and Capital Resources

We incur capital expenditures to lease space t@astomers and to maintain the quality of our prigg to successfully compete
against other properties. Tenant improvementsheredsts required to customize the space for theifspneeds of the customer. Lease
commissions are costs incurred to find the custdorethe space. Lease incentives are costs paidaa behalf of tenants to induce them to
enter into leases and that do not relate to cugiomthe space for the tenant’s specific needddBlg improvements are recurring capital
costs not related to a customer to maintain thielingis. As leases expire, we either attempt ta tbke space to an existing customer or attract
a new customer to occupy the space. Generallypeiestrenewals require lower leasing capital expenes than reletting to new customers.
However, market conditions such as supply of aléglapace in the market, as well as demand foresplive not only customer rental rates
but also tenant improvement costs. Leasing capipénditures are amortized over the initial terntheflease and building improvements are
depreciated over the appropriate useful life ofabgets acquired. Both are included in depreciaimhamortization in results of operations.
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Because we are a REIT, we are required under trerdbtax laws to distribute at least 90% of oul Rt&xable income, excluding
capital gains, to our stockholders. We generallynemts received from customers and proceeds fabes sf non-core development land to
fund our operating expenses, recurring capital edjperes and stockholder dividends. To fund prgpadquisitions, development activity or
building renovations, we may sell other assetsraag incur debt from time to time. Our debt gengratinsists of mortgage debt, unsecured
debt securities and borrowings under our revolareglit facility.

Our revolving credit facility and the indenture goning our outstanding long-term unsecured dehirg@xs require us to satisfy various
operating and financial covenants and performaaties. As a result, to ensure that we do not weotlhé provisions of these debt instruments,
we may from time to time be limited in undertakirgytain activities that may otherwise be in thet b@srest of our stockholders, such as
repurchasing capital stock, acquiring additionak#s increasing the total amount of our debt areiasing stockholder dividends. We review
our current and expected operating results, firdmandition and planned strategic actions on agomy basis for the purpose of monitoring
our continued compliance with these covenants atios: Any unwaived event of default could resalan acceleration of some or all of our
debt, severely restrict our ability to incur adalital debt to fund short- and long-term cash needssult in higher interest expense.

To generate additional capital to fund our growtHd ather strategic initiatives and to lessen thksriypically associated with owning
of the interests in a property, we may sell or dbote some of our properties to joint ventures.eiWive create a joint venture with a strategic
partner, we usually contribute one or more propergind/or vacant land to a newly formed entity lmclv we retain an equal or less than a
majority interest. In exchange for our interesthia joint venture, we generally receive cash frompartner and retain some or all of the
management income relating to the properties indim¢ venture. The joint venture itself will freqatly borrow money on its own behalf to
finance the acquisition of, and/or leverage tharretipon, the properties being acquired by the jodémture or to build or acquire additional
buildings. Such borrowings are typically on a nenaurse or limited recourse basis. We generallyatdiable for the debts of our joint
ventures, except to the extent of our equity inwestt, unless we have directly guaranteed any ofdslat. In most cases, we and/or our
strategic partners are required to guarantee castoexceptions to non-recourse liability in nonenexse loans.

We have historically also sold additional Commoac&tor Preferred Stock or issued Common Units tmi fadditional growth or to
reduce our debt, but we have limited those effsirtse 1998 because funds generated from our capitatling program in recent years have
provided sufficient funds to satisfy our liquidityeeds. In addition, we have recently used funds far capital recycling program to redeem
Common Units and Preferred Stock for cash.
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R ESuLTS oF O PERATIONS

In accordance with SFAS No. 144 and as describé&tbie 10 to the Condensed Consolidated Financ&éBients, we reclassified the
operations and/or gain/(loss) from disposal ofaiarproperties to discontinued operations for atigds presented if the operations and cash
flows have been or will be eliminated from our omgpoperations and we will not have any significemmtinuing involvement in the
operations after the disposal transaction and tbpepties were either sold during 2005 and the $issmonths of 2006 or were held for sal
June 30, 2006. Accordingly, any properties soldrdu2005 and the first six months of 2006 thatmiid meet certain conditions as stipulated
by SFAS No. 144 were not reclassified to discorgthoperations.

Three Months Ended June 30, 2006 and 2005

The following table sets forth information regamgliour unaudited results of operations for the timeaths ended June 30, 2006 and
2005 (in millions):

Three Months Ended June 30,

% of

2006 2005 $ Change Change
Rental and other revenues $ 105¢& $ 101: $ 4.€ 4.5%
Operating expenses:
Rental property and other expen 37.¢ 34.2 3.7 10.¢
Depreciation and amortizatic 29.€ 27.¢ 1.8 6.5
Impairment of assets held for L — 0.€ (0.6) (100.0
General and administrati\ 9.1 8.C 1.1 13.¢
Total operating expens 76.€ 70.€ 6.C 8.5
Interest expense
Contractua 24.3 24 (0.4 (1.6)
Amortization of deferred financing cos 0.€ 0.8 (0.2 (25.0
Financing obligation 1.4 1.4 — —
26.2 26.¢ (0.€) (2.9)
Other income/(expense)
Interest and other incon 1.2 14 (0.2 (14.9)
Loss on debt extinguishmer (0.5) (0.7) (0.4  400.(
0.7 1.2 (0.€) (46.2)
Income before disposition of property, minority interest and equity in earnings o
unconsolidated affiliates 3.€ 5.C (1.9 (28.0)
Gains on disposition of property, r 1.C 3 0.3 (23.])
Minority interest (0.9 (0.2) (0.3 300.C
Equity in earnings of unconsolidated affilia 1.¢ K (0.9 (17.9)
Income from continuing operations 6.1 8.t (2.9 (28.2)
Discontinued operation
(Loss)/income from discontinued operations, nehafority interes! (0.2) 2.3 (2.4 (104
Net gains on sale and impairments of discontinysstations, net of
minority interes K 0.€ (0.3 (50.0)
0.2 2.6 (2.7) (93.7)
Net income .3 11.¢ (5.2 (44.9)
Dividends on Preferred Sto (4.2 (7.7) 3.€ (46.)
Excess of Preferred Stock redemption cost oveyicayvalue — — — —
Net income available for common stockholder $ 22 3 37 $ (15 (40.5)%

Rental and Other Revenues

The increase in rental and other revenues fromimmaing operations was primarily the result of higheerage occupancy in 2006 as
compared to 2005, the contribution from developegberties placed in service in the later part di®2@nd the first six months of 2006 and
the consolidation of the Markel joint venture effee January 1, 2006, as discussed in Note 1 t&€tresolidated Financial Statements. These
increases were partly offset by a $1.2 million dase in lease termination fees from 2005 to 20d6 an
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the disposition of certain properties that did metet the criteria to be classified as discontinyaerations, including the recognition of
Eastshore as a completed sale which occurred ithittequarter of 2005.

Operating Expenses

Rental and other operating expenses from continopegations (real estate taxes, utilities, insueanepairs and maintenance and other
propertyrelated expenses) increased $3.7 million in thersgguarter of 2006 compared to the second quafr@005, primarily as a result
general inflationary increases in certain operagirgenses, such as salaries, benefits, utilityscsd real estate taxes, expenses of developec
properties placed in service in the second half0ff5 and the first half of 2006 and the consolaatf the Markel joint venture effective
January 1, 2006, as discussed in Note 1 to thedlidated Financial Statements. These increases pegtly offset by a decrease in operating
expenses as a result of the disposition of cepaiperties that did not meet the criteria to besifeed as discontinued operations, including
the recognition of Eastshore as a completed salehvdtcurred in the third quarter of 2005.

Rental revenues less rental and other operatingrsgs increased in 2006 compared to 2005. Howaltleough the Company recovers
a portion of operating costs from its tenants, Wwhiecoveries are included in rental revenues, dipgraosts in 2006 increased proportiona
more than revenues increased, resulting in a redtuict the percentage of rental revenues lesslranthother operating expenses to rental
revenues compared to 2005.

The increase in depreciation and amortizationiimgrily a result of the contribution from developaaperties placed in service in the
later part of 2005 and the first six months of 2@0@ the consolidation of the Markel joint ventafiective January 1, 2006, as discussed in
Note 1 to the Consolidated Financial Statementes&lincreases were partly offset by a decreageddlathe disposition of certain proper
that did not meet the criteria to be classifiedliasontinued operations, including the recognitibzastshore as a completed sale which
occurred in the third quarter of 2005.

In 2005, one land parcel had indicators of impairttvehere the carrying value exceeded the sum ohattd undiscounted future cash
flows. Therefore, an impairment loss of $2.6 milliwas recorded in the quarter ended March 31, 200 further impairment of $0.6
million was recorded in the quarter ended June€B05. There were no similar impairments on assatsfor use during the three months
ended June 30, 2006.

The $1.1 million increase in general and administesexpenses was primarily related to higher lterga incentive compensation costs,
higher phantom stock costs related to deferred emsgtion, higher salary and fringe benefit costsfannual employee wage and salary
increases, inflationary effects on other generdlaministrative expenses and other costs relatttktretirement of a certain officer at
June 30, 2006.

Interest Expense

The decrease in contractual interest was primdrily to a decrease in average borrowings from $ilk&n in the three months ended
June 30, 2005 to $1.45 billion in the three momthded June 30, 2006, partially offset by an in@éasveighted average interest rates on
outstanding debt from 6.6% in the three months éddee 30, 2005 to 7.0% in the three months endeel 30, 2006. The increase in
capitalized interest in 2006 from 2005 was nominal.

The decrease in amortization of deferred financiogts was primarily related to obtaining the nevoheing credit facility in May 2006,
as discussed further in the Note 5 to the ConsmlitlRinancial Statements, resulting in a reduatiommortization of deferred financing costs
of approximately $0.2 million from 2005 to 2006.

Interest from financing obligations decreased ftmcompleted sale of three buildings in Richmadridyinia (the Eastshore
transaction) in the third quarter of 2005 and tlimieation of the related financing obligation, whiwas offset by higher financing
obligations in 2006 related to the SF-HIW HarbowieP.
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Loss on Debt Extinguishment

The increase in loss on debt extinguishment wasaltrof obtaining the new revolving credit fagilih May 2006 as discussed above,
whereby the remaining deferred financing costsgppfraximately $0.5 related to the old revolving dréacility were charged to expense in
2006.

Gains on Disposition of Property; Minority I nterest; Equity in Earnings of Unconsolidated Affiliates

Net gains on dispositions of properties not clésgifis discontinued operations were $1.0 milliothanthree months ended
June 30, 2006 compared to $1.3 million for theg¢hr®nths ended June 30, 2005. Gains are depenuém specific assets sold, their
historical cost basis and other factors, and cay significantly from period to period.

Minority interest in continuing operations, afteeferred Unit distributions, was $(0.4) million @@ase) for the three months ended
June 30, 2006 and $(0.1) million (expense) fortkinee months ended June 30, 2005; the increasg@énse was primarily due to (1) a
corresponding increase in the Operating Partnesstmipome from continuing operations, after Preddrinit distributions, and (2) the
minority interest expense from the Markel joint ttee.

Equity in earnings of unconsolidated affiliates ased from 2005. The decrease was primarily adtrefstihe change in accounting for
the Markel joint venture from equity method to coligation effective January 1, 2006, as descrilpedate 1 to the Consolidated Financial
Statements. This joint venture contributed $0.2iomilto equity in earnings of unconsolidated affiis during the second quarter of 2005.

Discontinued Operations

In accordance with SFAS No. 144, we classifiedimetme of $0.2 million and $2.9 million, net of ronity interest, as discontinued
operations for the three months ended June 30, 200&€005, respectively. These amounts relatestanélion square feet of office and
industrial property and 45 apartment units soldrdp2005 and the second quarter of 2006 and Oliomsquare feet of property held for sale
at June 30, 2006. These amounts include net gaittsecsale of these properties of $0.3 million $@d million, net of minority interest, in
the three months ended June 30, 2006 and 200®atesgy.

Net Income

We recorded net income in the three months endee 30, 2006 of $6.3 million, compared to $11.4 inilin the three months ended
June 30, 2005, resulting from the various fact@scdbed above.

Preferred Dividends
Preferred dividends decreased $3.6 million duedemptions of $130 million and $50 million in thértl quarter of 2005 and the first

quarter of 2006, respectively.

Net | ncome Available for Common Stockholders

We recorded net income available for common stoldédrs in the three months ended June 30, 2006.afi#iftlion, compared to $3.7
million in the three months ended June 30, 2005;dhcrease is the net result of the various fadescribed above.
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Six Months Ended June 30, 2006 and 2005

The following table sets forth information regamgliour unaudited results of operations for the stnths ended June 30, 2006 and 2005
(in millions):

Six Months Ended June 30, % of
2006 2005 $ Change Change
Rental and other revenues $ 209¢ $ 2032 $ 6.7 3.2%
Operating expenses
Rental property and other expen 75.1 69.C 6.1 8.E
Depreciation and amortizatic 58.Z 57.t 0.7 1.2
Impairment of assets held for L — 3.2 (3.2 (100.0
General and administrati 17.¢ 16.2 1.t 9.2
Total operating expens 151.1 146.( 5.1 3.5
Interest expense
Contractua 48.3: 50.C (2.7 (3.9
Amortization of deferred financing cos 1.3 1.7 (0.9 (23.5)
Financing obligation 2.3 3.C (0.7) (23.9)
51.¢ 54.7 (2.8 (5.9
Other income/(expense):
Interest and other incon 3.2 3.2 (0.7) (3.0
Loss on debt extinguishmer (0.5) (0.7) (0.4  400.C
2.7 3.2 0.5 (15.6)
Income before disposition of property, minority interest and equity in earnings of
unconsolidated affiliates 9.€ 5.7 3.6 68.4
Gains on disposition of property, r 5.3 1.7 3.€ 211.¢
Minority interest (2.0 0.2 (2.3 (433
Equity in earnings of unconsolidated affilia 4.C 4.¢ (0.9 (18.9)
Income from continuing operations 17.¢ 12.¢ 5.3 42.1
Discontinued operation
Income from discontinued operations, net of miryoriteresi 0.t 5.3 (4.9 (90.€)
Net gains on sale and impairments of discontinyetations, net of minori
interest 2.C 14.7 (12.7) (86.4)
25 20.C (17.5) (87.5)
Net income 20.4 32.¢ (12.2) (37.9
Dividends on Preferred Sto (8.8 (15.9 6.€ (42.9)
Excess of Preferred Stock redemption cost oveyicayvalue (1.9 — (1.8) (100.0
Net income available for common stockholders $ 98 $ 172 $ (79 (43.0%

Rental and Other Revenues

The increase in rental and other revenues fromimmaing operations was primarily the result of higheerage occupancy in 2006 as
compared to 2005, the contribution from developexgberties placed in service in the later part di®2@nd the first six months of 2006 and
the consolidation of the Markel joint venture effee January 1, 2006, as discussed in Note 1 t&€tresolidated Financial Statements. These
increases were partly offset by a $2.8 million éese in lease termination fees from 2005 to 2006tz disposition of certain properties that
did not meet the criteria to be classified as disiooed operations, including the recognition o§shore as a completed sale which occurred
in the third quarter of 2005.

Operating Expenses

Rental and other operating expenses from continopegations (real estate taxes, utilities, insueanepairs and maintenance and other
property-related expenses) increased $6.1 miltiahé first six months of 2006 compared to the 8 months of 2005, primarily as a result
of general inflationary increases in certain opagaéxpenses, such as salaries, benefits, utdisyscand real estate taxes, expenses of
developed properties placed in service in the sttbaitf of 2005 and the consolidation of the Maijb@ht
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venture effective January 1, 2006, as discussébbia 1 to the Consolidated Financial Statementesg&lincreases were partly offset by a
decrease in operating expenses as a result ofgpesition of certain properties that did not mbet criteria to be classified as discontinued
operations, including the recognition of Eaststawa& completed sale which occurred in the thirdtquaf 2005.

Rental revenues less rental and other operatingrsgs increased in 2006 compared to 2005. Howaltleough the Company recovers
a portion of operating costs from its tenants, Wwhiecoveries are included in rental revenues, dipgraosts in 2006 increased proportiona
more than revenues increased, resulting in a redtuict the percentage of rental revenues lesslranthother operating expenses to rental
revenues compared to 2005.

The increase in depreciation and amortizationiimgrily a result of the contribution from developaaperties placed in service in the
later part of 2005 and the first six months of 2@0@ the consolidation of the Markel joint ventafiective January 1, 2006, as discussed in
Note 1 to the Consolidated Financial Statementes&lincreases were partly offset by a decreageddlathe disposition of certain proper
that did not meet the criteria to be classifiedliasontinued operations, including the recognitézastshore as a completed sale which
occurred in the third quarter of 2005.

One land parcel had indicators of impairment whieecarrying value exceeded the sum of estimatdécounted future cash flows.
Therefore, an impairment loss of $2.6 million wasarded in the quarter ended March 31, 2005 andlaef impairment of $0.6 million was
recorded in the quarter ended June 30, 2005. Mere no similar impairments on assets held fordusang the six months ended
June 30, 2006.

The $1.5 million increase in general and administesexpenses was primarily related to higher lterga incentive compensation costs,
higher phantom stock costs related to deferred emsgttion, higher salary and fringe benefit costsfannual employee wage and salary
increases, inflationary effects on other generdlaministrative expenses and costs related toetirement of a certain officer at
June 30, 2006.

Interest Expense

The decrease in contractual interest was primdrily to a decrease in average borrowings from $dilkén in the six months ended
June 30, 2005 to $1.44 billion in the six monthdezhJune 30, 2006, partially offset by an incréaseeighted average interest rates on
outstanding debt from 6.6% in the six months entlete 30, 2005 to 6.9% in the six months ended 30n2006. In addition, capitalized
interest in 2006 was approximately $0.2 millionHeégcompared to 2005 due to increased developnatnityaand higher average
construction and development costs.

The decrease in amortization of deferred financimgts was primarily related to obtaining the newoheing credit facility in May 20086,
as discussed further in the Note 5 to the ConsmlilRinancial Statements, resulting in a reduatiommortization of deferred financing costs
of approximately $0.4 million from 2005 to 2006.

The decrease in interest from financing obligatimas primarily a result of the completed sale oé¢hbuildings in Richmond, Virginia
(the Eastshore transaction) in the third quartetQ@fs and the elimination of the related finanadajgation. Partly offsetting this decrease
was an increase in 2006 related to the SF-HIW Harbw LP.

Loss on Debt Extinguishment

The increase in loss on debt extinguishment wasatrof obtaining the new revolving credit fagilih May 2006 as discussed above,
whereby the remaining deferred financing costsppfraximately $0.5 related to the old revolving dréacility were charged to expense in
2006.

Gainson Disposition of Property; Minority I nterest; Equity in Earnings of Unconsolidated Affiliates

Net gains on dispositions of properties not cléasgdifs discontinued operations were $5.3 milliothansix months ended June 30, 2006
compared to $1.7 million for the six months endedel30, 2005. Gains are dependent on the spesffet@sold, their historical cost basis
other factors, and can vary significantly from pdrto period.

37



Table of Contents

Minority interest in the continuing operations,exfPreferred Unit distributions, was $(1.0) milli@xpense) for the six months ended
June 30, 2006 and $0.3 million of income for thembnths ended June 30, 2005. The change was isirdae to (1) a corresponding
increase in the Operating Partnership’s income ftontinuing operations, after Preferred Unit disitions in 2006 versus a loss in 2005, and
(2) the minority interest expense from the Markéhj venture.

Equity in earnings of unconsolidated affiliates @ased from 2005. The Markel joint venture contedu$0.4 million to equity in
earnings of unconsolidated affiliates during thistfsix months of 2005; the accounting for thisijaienture changed from equity method to
consolidation effective January 1, 2006, as desedrib Note 1 to the Consolidated Financial Statdmén addition, the Plaza Colonnade L
joint venture provided an additional $0.5 millianearnings during 2005 due to the application 08X and the related adjustments
capitalized interest.

Discontinued Operations

In accordance with SFAS No. 144, we classifiedimetme of $2.5 million and $20.0 million, net ofmority interest, as discontinued
operations for the six months ended June 30, 2868&805, respectively. These amounts relate ton@li®n square feet of office and
industrial property and 45 apartment units soldrdu2005 and the first six months of 2006 and Oillion square feet of property held for
sale at June 30, 2006. These amounts include et ga the sale of these properties of $2.0 mildod $14.7 million, net of minority intere
in the six months ended June 30, 2006 and 200pectsely.

Net Income

We recorded net income in the six months ended 30n2006 of $20.4 million, compared to $32.6 raillin the six months ended
June 30, 2005, resulting from the various fact@scdbed above.

Preferred Dividends

Preferred dividends decreased $6.6 million duedemptions of $130 million and $50 million in thértl quarter of 2005 and the first
quarter of 2006, respectively. The excess of rediemgost over carrying value of $1.8 million in®relates to the $50 million Preferred
Stock redemption in the first quarter of 2006.

Net | ncome Available for Common Stockholders

We recorded net income available for common stoldédrs in the six months ended June 30, 2006 of #8ll&n, compared to $17.2
million in the six months ended June 30, 2005; tl@srease is the net result of the various factessribed above.
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L 1QuibiTY AND C APITAL R ESOURCES

Statement of Cash Flows

As required by GAAP, we report and analyze our dbsirs based on operating activities, investingwvitiés and financing activities.
The following table sets forth the changes in astcflows in the first six months of 2006 as corepap the first six months of 2005 (in
thousands):

Six Months Ended June 30,

2006 2005 Change
Cash Provided By Operating Activiti $ 73,04t $ 81,53 $ (8,48¢)
Cash Provided By Investing Activitit 96,08« 22,13( 73,95¢
Cash Used In Financing Activiti¢ (165,41) (83,939 (81,479
Total Cash Flow: $ 3,71¢ $ 19,72¢ $(16,017)

In calculating cash flow from operating activiti€&AAP requires us to add depreciation and amoitizatvhich are non-cash expenses,
back to net income. As a result, we have histdsiggnerated a significant positive amount of ciasm operating activities. From period to
period, cash flow from operations depends primarggn changes in our net income, as discussed fulbre@bove under “Results of
Operations,” changes in receivables and payahteknat additions or decreases in our overall pliotfavhich affect the amount of
depreciation and amortization expense.

Cash provided by or used in investing activitiesegally relates to capitalized costs incurred &arsing and major building
improvements, and our acquisition, developmenfpatigion and joint venture activity. During perioafssignificant net acquisition and/or
development activity, our cash used in such inmgsdictivities will generally exceed cash providgdrivesting activities, which typically
consists of cash received upon the sale of pragseaind distributions of capital from our joint wenes.

Cash used in financing activities generally relatestockholder dividends, distributions on Comnuunits, incurrence and repayment of
debt and sales, repurchases or redemptions of Cartaeck, Common Units and Preferred Stock. As dised previously, we use a
significant amount of our cash to fund stockholdieidends and Common Unit distributions. Whethenot we incur significant new debt
during a period depends generally upon the netedfieour acquisition, disposition, development gidt venture activity. We use our
revolving credit facility for working capital purges, which means that during any given periodrdieioto minimize interest expense
associated with balances outstanding under outviegocredit facility, we will likely record signi€ant repayments and borrowings under our
revolving credit facility.

The decrease of $8.5 million in cash provided bgraping activities in the first six months of 20€@mpared to the first six months of
2005 was primarily the result of lower cash flowanfi net income adjusted for changes in depreciai@hgains and impairments, partially
offset by a $4.4 million increase from net chanigesperating assets and liabilities.

The increase of $74.0 million in cash provided myeisting activities in the first six months of 20@@mpared to the first six months of
2005 was primarily a result of a $54.0 million iease in proceeds from dispositions of real estets, a $7.6 million decrease in additions
to real estate assets and deferred leasing cas@reincrease of $11.8 million in other investing\aties, which resulted from a collateral
substitution on a certain secured note, wherebyetiger returned to us approximately $11.8 milliomestricted cash and substituted certain
properties as collateral.

The increase of $81.5 million in cash used in foiag activities in the first six months of 2006 waemarily a result of $50.0 million
used to redeem Preferred Stock in the first quaft@006, a net $123.8 million reduction in secumsattgage debt and a $3.0 million increase
in additions to deferred financing costs. Thesedases were partly offset by a decrease of $6l&mih preferred dividend payments in
connection with the Preferred Stock redemption@neét increase of $92.5 million in the revolvingdit facility during the first six months
2006.

In 2006, we continued our capital recycling prografrselectively disposing of non-core propertiesiider to use the net proceeds for
investments or other purposes. At June 30, 2006atle59,407 rentable square feet of propertie3drtlacres of land classified as held for
sale pursuant to SFAS No. 144 with a carrying valiu$9.9 million.
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Capitalization
The following table sets forth our capitalizationaf June 30, 2006 and December 31, 2005 (in timoigs@xcept per share amounts):

December 31

June 30,
2006 2005
Mortgages and notes payable, at recorded book $1,466,83' $1,471,61
Financing obligation $ 36,000 $ 34,15¢
Preferred Stock, at liquidation val $ 197,441 $ 247,44
Common Stock and Common Units outstanc 59,36¢ 59,47¢
Per share stock price at period ¢ $ 36.1& $ 28.4f
Market value of Common Stock and Common U 2,147,82 1,692,17
Total market capitalization with de $3,848,11.  $3,445,39

Based on our total market capitalization of appreagely $3.8 billion at June 30, 2006 (at the Juhe2B06 per share stock price of
$36.18 and assuming the redemption for shares win@mn Stock of the 5.23 million Common Units not @drby the Company), our
mortgages and notes payable represented approkm3&8t&% of our total market capitalization.

Mortgages and notes payable at June 30, 2006 teasiE$709 million of secured indebtedness witheighted average interest rate of
6.9% and $758 million of unsecured indebtedness aiveighted average interest rate of 6.8%. Asi0€ B0, 2006, our outstanding
mortgages and notes payable were secured by tate @essets with an aggregate undepreciated bdwi gBapproximately $1.2 billion.

We do not intend to reserve funds to retire exigiacured or unsecured debt upon maturity. Forra emmplete discussion of our long-
term liquidity needs, see “Liquidity and Capitald®@erces—Current and Future Cash Needs.”

Contractual Obligations

See our 2005 Annual Report on Form 10-K for a tabkting forth a summary of our known contractudigations at
December 31, 2005.

Refinancings and Preferred Stock Redemptions in 2@0and First Quarter of 2006

During 2005 through the second quarter of 2006paid off $196.2 million of outstanding loans, exdihg any normal debt
amortization and the refinancings of the creditlifigcand bank term loans, which included $176.2lion of secured debt with a weighted
average interest rate of 6.9% and $20 million cfagured floating rate debt with an interest raté¢.8%. Included in the $176.2 million was
$89.8 million of floating rate secured debt. Appgroately $350 million of real estate assets (basedraepreciated cost basis) became
unencumbered after paying off the secured debtalfeused some of the proceeds from our disposiiitimity to redeem, in August 2005
and February 2006, all of our outstanding Seri¢&&ferred Shares and 3,200,000 of our outstandingsSB Preferred Shares, aggregating
$180.0 million plus accrued dividends. These redustin outstanding debt and Preferred Stock bakmere funded primarily from
proceeds from property dispositions that close2085 and 2006. In connection with the redemptioRreferred Stock, the excess of the
redemption cost over the net carrying amount ofélieemed shares was recorded as a reduction itecoate available for common
stockholders. These reductions amounted to $41Bmand $1.8 million for the third quarter of 2086d first quarter of 2006, respectively.

Unsecured Indebtedness

On May 1, 2006, we obtained a new $350 millione#hyear unsecured revolving credit facility froormBaf America, N.A. We used
$273 million of proceeds from the new revolvingditdacility, together with available cash, to paf§ the remaining outstanding balance of
$178 million under our previous revolving creditifay and

40



Table of Contents

the $100 million bank term loan, both of which wegaminated on May 1, 2006. In connection with ¢hpayoffs, we wrote off approximate
$0.5 million in unamortized deferred financing st the second quarter of 2006 as a loss on oibgaishment.

On August 8, 2006, our revolving credit facility svtamended and restated as part of a syndicatitrangtoup of 15 banks. The
revolving credit facility was also upsized from $3%illion to $450 million. Our revolving credit fdity is initially scheduled to mature on
May 1, 2009. Assuming no default exists, we havegtion to extend the maturity date by one addéigear and, at any time prior to
May 1, 2008, may request increases in the borroairgglability under the credit facility by up to additional $50 million. The interest rate
LIBOR plus 80 basis points and the annual basditfafge is 20 basis points.

Our revolving credit facility requires us to compljth customary operating covenants and variousnfomal and operating ratios, which
we believe are less stringent and more appropyiagdlect our current and future business prospibets the requirements under our previous
revolving credit facility. We expect to be in congplce with these provisions of our revolving crddadility for the foreseeable future.
However, depending upon our future operating peréarce and property and financing transactions anérmgl economic conditions, we
cannot assure you that no circumstance will arigaé future that would render us unable to comyptis any of these covenants.

If any of our lenders ever accelerated outstandety due to an event of default, we would not He bborrow any further amounts
under our revolving credit facility, which wouldatsely affect our ability to fund our operatiofour debt cannot be paid, refinanced or
extended at maturity or upon acceleration, in aoldlito our failure to repay our debt, we may noabe to make distributions to stockholders
at expected levels or at all. Furthermore, if agfjnancing is done at higher interest rates, thecimsed interest expense would adversely ¢
our cash flows and ability to make distributionstockholders. Any such refinancing could also isgtghter financial ratios and other
covenants that would restrict our ability to také@ns that would otherwise be in our stockholdéesst interest, such as funding new
development activity, making opportunistic acquasis, repurchasing our securities or paying digtidns.

As of the date of this filing, the Operating Parsigp has not yet satisfied the requirement urigeiridenture governing its outstanding
notes to file timely SEC reports, but expects tesd@s soon as practicable. Under the indentuseydtes may be accelerated if the trustee or
25% of the holders provide written notice of a déffand such default remains uncured after 60 déyise Operating Partnership failed to 1
its delinquent SEC reports prior to expirationtof 60-day cure period after receipt of any suchulehotice, the lender under our revolving
credit facility would also have the ability to atmmte amounts outstanding under the revolvingicfadility. To date, neither the trustee nor
any holder has sent us any such default notice Opeating Partnership is in compliance with aflestcovenants under the indenture and is
current on all payments required thereunder.

Current and Future Cash Needs

Rental revenue, together with construction managémeaintenance, leasing and management feest [@iogipal source of funds to
meet our short-term liquidity requirements, whicharily consist of operating expenses, debt serndtockholder dividends, any guarantee
obligations and recurring capital expendituresadudition, we could incur tenant improvement cosis l@ase commissions related to any
releasing of vacant space.

We expect to fund our short-term liquidity need®tigh a combination of available working capitasie flows from operations and the
following:

. the selective disposition of n-core land and other asse

. borrowings under our revolving credit facility (vehi has up to $162.7 million of availability as ofigust 30, 2006, excluding
the $50 million expansion option) and under oustxg $50 million secured revolving constructioaro(all of which was
available at August 30, 200¢

. the sale or contribution of some of our Wholly Odrieroperties, development projects and developiaadtto strategic joint
ventures to be formed with unrelated investorsciiwould have the net effect of generating addéti@apital through such
sale or contributions
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. the issuance of secured debt;
. the issuance of new unsecured d

Our long-term liquidity needs generally include thading of capital expenditures to lease spaaaitacustomers, maintain the quality
of our existing properties and build new propert@apital expenditures include tenant improvemdnigding improvements, new building
completion costs and land infrastructure costsaneimprovements are the costs required to cus®apace for the specific needs of first-
generation and second-generation customers. Bgildiprovements are recurring capital costs notedl#o a specific customer to maintain
existing buildings. New building completion costs axpenses for the construction of new buildihg®d infrastructure costs are expenses to
prepare development land for future developmentiicthat is not specifically related to a sinddeilding. Excluding recurring capital
expenditures for leasing costs and tenant impromsraend for normal building improvements, our expdduture capital expenditures for
started and/or committed new development projectsf &ugust 23, 2006 are approximately $256 millidrsignificant portion of these futu
expenditures are currently subject to binding cmettral arrangements.

Additionally, $110 million of 7.0% unsecured notedl mature in December 2006 and approximately $6lion of 8.2% secured debt
will mature in February 2007. We expect to repay tkebt with proceeds from pending or future digipms activity and the issuance of
additional secured or unsecured debt. We also aaignificant pool of unencumbered assets thatdceeitve as collateral for additional
secured debt. Although we expect to repay or rafirall of this outstanding debt on or prior taithespective maturity dates, no assurances
can be given that we will be able to do so on fatt® terms or at all.

Our long-term liquidity needs also include the finmgdof development commitments, selective assatiaittpns and the retirement of
mortgage debt, amounts outstanding under our rengpbredit facility and long-term unsecured debdr @oal is to maintain a conservative
and flexible balance sheet. Accordingly, we expecheet our long-term liquidity needs through a boration of (1) the issuance by the
Operating Partnership of additional unsecured deburities, (2) the issuance of additional equétyusities by the Company and the
Operating Partnership, (3) borrowings under otkeused construction loans that we may enter intb(dhthe sources described above with
respect to our short-term liquidity. We expect & such sources to meet our long-term liquidityiremnents either through direct payments
or repayments of borrowings under our revolvingliriacility. As mentioned above, we do not intédndeserve funds to retire existing
secured or unsecured indebtedness upon maturstedad, we will seek to refinance such debt at ritgtar retire such debt through the
issuance of equity or debt securities or from pedsefrom sales of properties. We may also from tio#Eme retire some of our outstanding
Preferred Stock through redemptions, open marlaiisitions, in privately-negotiated acquisitionsaotcombination of the foregoing.

We anticipate that our available cash and cashvatguiits and cash flows from operating activitieghwash available from borrowings
and other sources, will be adequate to meet outatamd liquidity needs in both the short and leegn. However, if these sources of funds
are insufficient or unavailable, our ability to pdiyidends to stockholders and satisfy other cagents may be adversely affected.

Stockholder Dividends

To maintain our qualification as a REIT, we mustdbute to stockholders at least 90% of our RENable income, excluding capital
gains. REIT taxable income, the calculation of vahiidetermined by the federal tax laws, does qoaknet income under GAAP. We
generally expect to use our cash flow from opeggéictivities for dividends to stockholders andgayment of recurring capital expenditures.
Future dividends will be made at the discretiomaf Board of Directors. The following factors walffect our cash flows and, accordingly,
influence decisions of the Board of Directors relyag dividends:

. debt service requirements after taking into accoebt covenants and the repayment and restructafiogrtain indebtednes
. scheduled increases in base rents of existingde
. changes in rents attributable to renewal of exjstiases or replacement leas
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. changes in occupancy rates at existing propertidse&ecution of leases for newly acquired or dgwedioproperties
. operating expenses and capital replacement negligding tenant improvements and leasing costs
. sales of properties and r-core land

Off Balance Sheet Arrangements

We have several off balance sheet joint venturegaaglantee arrangements. The joint ventures weneefib with unrelated investors to
generate additional capital to fund property adtjaiss, repay outstanding debt or fund other sgiataitiatives and to lessen the risks
typically associated with owning all of the intees a property. When we create a joint venturtd aistrategic partner, we usually contrik
one or more properties that we own to a newly farmetity in which we retain an equal or less thajarity interest. In exchange for an ec
or minority interest in the joint venture, we gealBrreceive cash from the partner and frequergtgin the management income relating tc
properties in the joint venture. For financial repw purposes, certain assets we sold have bemuated for as financing arrangements.

As of June 30, 2006, our unconsolidated joint veggttnad $770.2 million of total assets and $573llfom of total liabilities as reflecte
in their financial statements. At June 30, 2006, weighted average equity interest based on tla éassets of these unconsolidated joint
ventures was 40.3%. During the six months ended 3002006, these unconsolidated joint venturaseeld$8.4 million of total net income
which our share, after appropriate purchase acomyand other adjustments, was $4.0 million. Falig@hal information about our
unconsolidated joint venture activity, see Note #hie Condensed Consolidated Financial Statements.

As of June 30, 2006, our unconsolidated joint vezdinad $544.8 million of outstanding mortgage dabtof this joint venture debt is
non-recourse to us except (1) in the case of cumtpexceptions pertaining to such matters as mistiiends, environmental conditions and
material misrepresentations and (2) those guaraistee loans described in Note 12 to the Condenseddlidated Financial Statements. The
following table sets forth the scheduled maturibésur share of the outstanding debt of our uncbdated joint ventures, based on our
ownership interests, as of June 30, 2006 (in thusa

Remainder of 200 $ 3,194
2007 12,32¢
2008 14,30¢
2009 14,36¢
2010 11,10¢
Thereaftel 173,98!

$229,29;

For information regarding our off-balance sheetmgements as of December 31, 2005, see “Managenigistussion and Analysis of
Financial Condition and Results of Operations —RBxfance Sheet Arrangements” in our 2005 AnnualoRegn Form 10-K.

Financing Arrangements

For information regarding sales transactions therevaccounted for as financing arrangements atrbleee31, 2005, see
“Management’s Discussion and Analysis of Finan€iahdition and Results of Operations — Financing Rrufit-Sharing Arrangements” in
our 2005 Annual Report on Form 10-K.

Interest Rate Hedging Activities

To meet, in part, our long-term liquidity requiremt® we borrow funds at a combination of fixed &adable rates. Borrowings under
our revolving credit facility bear interest at \alle rates. Our long-term debt, which consisteofised and unsecured long-term financings
and the issuance of unsecured debt securitiegaiypbears
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interest at fixed rates although some loans beardst at variable rates. In addition, we haverassifixed rate and variable rate debt in
connection with acquiring properties. Our intemasé risk management objectives are to limit theadnot of interest rate changes on earnings
and cash flows and to lower our overall borrowingts. To achieve these objectives, from time t@tiwe may enter into interest rate hedge
contracts such as collars, swaps, caps and trebmkragreements in order to mitigate our interas# risk with respect to various debt
instruments. We do not hold or issue these devigatontracts for trading or speculative purposes.

The interest rate on all of our variable rate delatdjusted at one and three month intervals, stiljesettlements under these interest
rate hedge contracts. We also enter into treasulydgreements from time to time in order to limit exposure to an increase in interest 1
with respect to future debt offerings. We currettve no outstanding interest rate hedge contracts.

C RITICAL A CCOUNTING P OLICIES

There were no changes to the critical accountidigips made by management in the six months ended 30, 2006, except as set fc
in Note 1 to the Condensed Consolidated Finand¢&kBents in section “Impact of Newly Adopted asslied Accounting Standards.” For a
detailed description of our critical accountingimsttes, see “Management’s Discussion and Analfsisnancial Condition and Results of
Operations - Critical Accounting Estimates” in @205 Annual Report on Form 10-K.

F unDsF Rom O PERATIONS

We believe that FFO and FFO per share are beneficcaanagement and investors and are importaitata's of the performance of
any equity REIT. Because FFO and FFO per shareledilens exclude such factors as depreciation amattization of real estate assets and
gains or losses from sales of operating real eatdets (which can vary among owners of identigset in similar conditions based on
historical cost accounting and useful life estirsptéhey facilitate comparisons of operating perfance between periods and between other
REITs. Our management believes that historical aosbunting for real estate assets in accordanteGAAP implicitly assumes that the
value of real estate assets diminishes predictaldy time. Since real estate values have histdyiciaen or fallen with market conditions,
many industry investors and analysts have considibepresentation of operating results for re@tescompanies that use historical cost
accounting to be insufficient by itself. As a resmlanagement believes that the use of FFO andgerGhare, together with the required
GAAP presentations, provide a more complete undedstg of our performance relative to our compeditnd a more informed and
appropriate basis on which to make decisions inkgleperating, financing and investing activities.

FFO and FFO per share as disclosed by other RE&ysnot be comparable to our calculation of FFORRO per share as described
below. You should also be aware that FFO and FRGlpare are non-GAAP financial measures and thexefo not represent net income or
net income per share as defined by GAAP. Net incantenet income per share as defined by GAAP arenttst relevant measures in
determining our operating performance because FeIF&O per share include adjustments that investagsdeem subjective, such as
adding back expenses such as depreciation andizatiarn. Furthermore, FFO per share does not dédpécamount that accrues directly to
the stockholders’ benefit. Accordingly, FFO and Fp& share should never be considered as alteesativnet income or net income per
share as indicators of our operating performance.

Our calculation of FFO, which we believe is coresistwith the calculation of FFO as defined by ttagibhal Association of Real Estate
Investment Trusts (“NAREIT") and which appropriateixcludes the cost of capital improvements anatedl capitalized interest, is as
follows:

. Net income (loss) computed in accordance with GA
. Less dividends to holders of Preferred Stock assl éxcess of Preferred Stock redemption cost @reying value;
. Plus depreciation and amortization of assets uhjcgignificant to the real estate indust

. Less gains, or plus losses, from sales of depriec@i®rating properties (but excluding impairmesses) and excluding itel
that are classified as extraordinary items undeAB¢
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. Plus Operating Partnership minority intere

. Plus or minus adjustments for unconsolidated peshigs and joint ventures (to reflect funds froneigtions on the same

basis); anc

. Plus or minus adjustments for depreciation and &imation and gains/(losses) on sales and minanigréest related to

discontinued operation

Other REITs may not define FFO in accordance withdurrent NAREIT definition or may interpret therent NAREIT definition

differently than we do.

FFO and FFO per share for the three and six mamttied June 30, 2006 and 2005 are summarized foltbeing table ($ in

thousands, except per share amounts):

Three Months Ended June 30,

Six Months Ended June 30,

2006 2005 2006 2005
Per Per Per Per
Amount Share Amount Share Amount Share Amount Share
Funds from operations:
Net income $ 6,27¢ $11,43¢ $20,41¢ $ 32,58¢
Dividends to preferred stockholde (4,119 (7,717) (8,837) (15,426
Excess of Preferred Stock redemption charge over
carrying value — — (1,809 —
Net income applicable to common stockholc 2,16C $0.04 3,721 $0.07 9,77¢ $0.1¢ 17,162 $0.3Z
Add/(Deduct):
Depreciation and amortization of real estate as 28,854 0.4¢  27,15; 0.4t  56,65¢ 0.94 56,08: 0.9z
(Gain) on disposition of depreciable real estate
assett (1,083 (0.02) (555) (0.01) (2,352 (0.09 (80%)  (0.01)
Minority interest from the Operating Partnership
income/(loss) from operatiol 192 — 96 — 71€ — (26€) —
Unconsolidated affiliates
Depreciation and amortization of real estal
assett 2,67¢ 0.0t 2,62¢ 0.04 5,35¢ 0.0¢ 5,26¢ 0.0¢
Discontinued operation:
Depreciation and amortization of real estal
assett 32 — 4,28¢ 0.07 14t — 9,93( 0.1€
(Gain) on salt (319 (0.0 (1,340 (0.02) (2,20 (0.09 (17,069 (0.2¢)
Minority interest from the Operating
Partnership in income from discontinuec
operations 18 — 311 — 21€ — 2,221 —
Funds from operatior $32,53¢ $0.54 $36,30. $0.6C $68,307 $1.1z $7252¢ $1.2C
Weighted average shares outstanding (. 60,38’ 60,35 60,47( 60,28

(1) Includes assumed conversion of all potentiallytdikiCommon Stock equivalen
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES AB OUT MARKET RISK

The effects of potential changes in interest ratesdiscussed below. Our market risk discussioludes “forward-looking statements”
and represents an estimate of possible changes walue or future earnings that would occur asegrhypothetical future movements in
interest rates. These disclosures are not prewiesitors of expected future effects, but only éadibrs of reasonably possible effects. As a
result, actual future results may differ materidftymn those presented. See “Management’s DiscussidrAnalysis of Financial Condition
and Results of Operations — Liquidity and Capitab8urces” and the Notes to Condensed Consolidataddtal Statements for a description
of our accounting policies and other informatiotated to these financial instruments.

To meet in part our lonterm liquidity requirements, we borrow funds atoanbination of fixed and variable rates. Borrowingsler ou
revolving credit facility bear interest at variabédes. Our long-term debt, which consists of sed¢@nd unsecured long-term financings and
the issuance of unsecured debt securities, typibalhrs interest at fixed rates although some lbaas interest at variable rates. In addition,
we have assumed fixed rate and variable rate dedmrinection with acquiring properties. Our intérege risk management objectives are to
limit the impact of interest rate changes on eaymiand cash flows and to lower our overall borrgndnsts. To achieve these objectives, f
time to time we enter into interest rate hedgeremt$ such as collars, swaps, caps and treasuoatFeements in order to mitigate our
interest rate risk with respect to various debtrimaents. We do not hold or issue these derivatingracts for trading or speculative purpo
We had no interest rate hedge contracts in eftetiirze 30, 2006.

As of June 30, 2006, we had $1,156 million of fixate debt outstanding. The estimated aggregatenfaket value of this debt at
June 30, 2006 was $1,187 million. If interest raesease by 100 basis points, the aggregate faikeh value of our fixed rate debt as of
June 30, 2006 would decrease by $45.4 milliomtHriest rates decrease by 100 basis points, thregajg fair market value of our fixed rate
debt as of June 30, 2006 would increase by $48IBmi

As of June 30, 2006, we had $311 million of varatate debt outstanding. If the weighted averatgrest rate on this variable rate debt
is 100 basis points higher or lower during the Ithths ended June 30, 2006, our interest expenskel Wwmuease or decrease by
approximately $3 million.
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ITEM 4. CONTROLS AND PROCEDURES
G ENERAL

The purpose of this section is to discuss the tffercess of our disclosure controls and procedanelsrecent changes in our internal
control over financial reporting. The statementthis section represent the conclusions of EdwakFditkch, our President and Chief
Executive Officer, and Terry L. Stevens, our Vigedtdent and Chief Financial Officer.

The CEO and CFO evaluations of our controls andqmtores include a review of the controls’ objectiaad design, the controls’
implementation by us and the effect of the contosighe information generated for use in this QarrtReport. We seek to identify data
errors, control problems or acts of fraud and aamnthat appropriate corrective action, includinggass improvements, is undertaken. Our
controls and procedures are also evaluated ongoiranbasis by or through the following:

» activities undertaken and reports issued by employe our internal audit departme

« quarterly sub-certifications by representativesrfrappropriate business and accounting functiossipport the CEO and CFQO'’s
evaluation of our controls and procedui

« other personnel in our finance and accounting degdion;
« members of our internal disclosure committee;
 members of the audit committee of our Board of €wes.

Our management, including our CEO and CFO, do xyp¢et that our controls and procedures will prexaingérrors and all fraud. A
control system, no matter how well conceived anerafed, can provide only reasonable, not absastrance that the objectives of the
control system are met. Further, the design ofrotgind procedures must reflect the fact thaktlee resource constraints, and the benefits
of controls must be considered relative to thegtsoBecause of the inherent limitations in alltoarsystems, no evaluation of controls can
provide absolute assurance that all control isanésnstances of fraud, if any, have been detedtegse inherent limitations include the
realities that judgments in decision-making carfisdty and that breakdowns can occur because iofiles error or mistake. Additionally,
controls can be circumvented by the individual aftsome persons, by collusion of two or more peppt by management override of the
control. The design of any system of controls @éddmased in part upon certain assumptions abodikiéléhood of future events, and there can
be no assurance that any design will succeed iieaol its stated goals under all potential futcoaditions.

C HANGES IN | NTERNAL C ONTROL O VER F INANCIAL R EPORTING

Our management is required to establish and maim#grnal control over financial reporting desigrie provide reasonable assurance
regarding the reliability of financial reportingdthe preparation of financial statements for exdepurposes in accordance with GAAP. As
defined in Rule 13a-15(f) under the Exchange Adgrnal control over financial reporting includesse policies and procedures that:

» pertain to the maintenance of records that in re@sle detail accurately and fairly reflect our sactions and dispositions of ass

» provide reasonable assurance that transactione@vaded as necessary to permit preparation ofi¢iahstatements in accordance
with GAAP and that receipts and expenditures anmegomade only in accordance with authorizationmahagement and directors;
and

e provide reasonable assurance regarding preventitmely detection of unauthorized acquisition, osealisposition of our assets
that could have a material effect on the finansiatements

In Item 9A of our 2005 Annual Report on Form 10eKiy management reported that the Company'’s inteavarol over financial
reporting was not effective as of December 31, 2005to material weaknesses that existed
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as of such date in: (1) our real estate assetemset lincentive accounting processes, which indoutd affect the equity in earnings of
unconsolidated affiliates in our Consolidated FoiahStatements for those joint ventures for whighare primarily responsible for the
preparation of their financial statements; ando(®)journal entry approval and financial staten@ose processes.

As of the date of this filing, we have developed anplemented or are in the process of developirjimplementing remediation pla
for the material weaknesses described above. Titeedind staff resources involved to prepare our &pGrts limited our remediation efforts
during the first six months of 2006. During the @®at quarter of 2006, to remediate our material weak regarding the use of and
dependence upon manually prepared spreadsheetsumalating and consolidating restatement adjustsnmetorded in connection with our
historical financial statements, we began to redom@ur general ledger all of the restatement ddjasts related to our amended 2003 Annual
Report and our 2004 Annual Report on Form 10-Kldiding ongoing effects of such adjustments to 2B@&nces), which should reduce the
likelihood of errors in our future consolidateddircial statements by lessening our reliance upoh swanually prepared spreadsheets in the
financial statement close process. We expect tqptatmthe remainder of this project before Decen3de2006.

We are also undertaking the following overall aititag to improve our internal control over finarai@porting. First, we are developing
and implementing a Company-wide policy and proceslumanual for use by our divisional and accoundiadf, intended to reasonably assure
consistent and appropriate assessment and appticetiGAAP. The first phase of this longer-termjpod has focused on the preparation of
formal written policies and procedures with resgeciccounting for building and tenant improveme8tscond, we plan to provide training
for our accounting staff and employees in our wasidivisional operating offices to educate our pengl with respect to the accounting
adjustments that were made to the historical firdstatements in our 2004 Annual Report and inasnended 2003 Annual Report and to
the material weaknesses and other control defi@eno our internal control over financial repogithat existed as of December 31, 2005.
Third, we plan to implement improvements to ourf@l entry review and approval processes and taraecontrols over the recording and
deleting of journal entries in our general ledgestem which should reduce the likelihood of potargirors in future financial statements.
Fourth, we plan to implement revised approval pdoces over signing of construction contracts arahgle orders to provide reasonable
assurance that such matters are approved by maragatrappropriate levels in the Company. Fifth,angaged a search firm to assist us
with the process of hiring a Chief Accounting Offidnew position).

We believe that there were no changes from thed&tien efforts described above, or otherwise, ttaurred during the second
quarter of 2006 that materially affected, or a@smnably likely to materially affect, our intermaintrol over financial reporting.

Since we have not yet completed all of our plamesdediation activities nor our related evaluatibour internal control over financial
reporting, no assurances can be given that therisate=aknesses that existed in our internal cdwiver financial reporting at
December 31, 2005 were sufficiently remediatediae B30, 2006 or as of the date of this filing. @Guanagement is working closely with the
audit committee to monitor the ongoing remediatibthese material weaknesses.

D iscLoSURE C ONTROLS A ND P ROCEDURES

SEC rules also require us to maintain disclosurgrots and procedures that are designed to enisatrénformation required to be
disclosed in our annual and periodic reports fikéith the SEC is recorded, processed, summarizedepudted within the time periods
specified in the SEC’s rules and forms. As defimeRule 13a-15(e) under the Exchange Act, disclsontrols and procedures include,
without limitation, controls and procedures desijt@ensure that information required to be disaliolsy us is accumulated and
communicated to our management, including our CR@GFO, to allow timely decisions regarding reqdidésclosure. As described above,
since we have not yet completed all of our planeadediation activities and related evaluation, ssusances can be given that the material
weaknesses that existed in our internal controf émancial reporting at December 31, 2005 werdiciehtly remediated at June 30, 2006 or
as of the date of this filing. As a result, our CE®@ CFO do not believe that that our disclosurdrots and procedures were effective at the
end of the period covered by this Quarterly Report.
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PART Il - OTHER INFORMATION
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

On August 3, 2006, we held our annual meetingaxidtolders. The final vote of the matters presefited vote at such meeting was as
follows:

Broker

Matter For Against  Non-Vote Abstain
(A) Election of Director:

Thomas W. Adle 44,433,60 — — 582,00t

Gene H. Anderso 44,404,45 — — 611,15!

Kay N. Callison 44,671,79 — —  343,81¢

Sherry A. Kelleti 44,741,79 — — 273,81

L. Glenn Orr, Jr 44,394,03 — — 621,57t

O. Temple Sloan, J 44,199,95 — — 815,65
(B) Ratify appointment @

Deloitte & Touche LLP as our independent registgreblic accounting
firm 44,954,50. 43,09: — 18,01:

As a result of the election of directors at thewmmmeeting, our board of directors now consisttheffollowing persons:

Term
Director Expiring
Thomas W. Adle 2008
Gene H. Anderso 2009
Kay N. Callison 2008
Edward J. Fritscl 2007
Lawrence S. Kapla 2007
Sherry A. Kelleti 2008
L. Glenn Orr, Jr 2009
O. Temple Sloan, J 2009
F. William Vandiver, Jr 2007
ITEM 6. EXHIBITS
Exhibit No. Description
10.1 Credit Agreement, dated as of May 1, 2006, by andreg Highwoods Realty Limited Partnership, Highwe&doperties, Inc.,
the Subsidiaries named therein and the Lender néneeelin (filed as part of the Company’s Currenp&é€on Form 8-K dated
May 1, 2006,
10.2 First Amended and Restated Credit Agreement, degeaaf August 8, 2006, by and among Highwoods Reaityted

Partnership, Highwoods Properties, Inc., the Sudrses named therein and the Lenders named thffileit as part of the
Compan’s Current Report on Forn-K dated August 8, 200t

31.1 Certification Pursuant to Section 302 of the Sael-Oxley Act
31.2 Certification Pursuant to Section 302 of the Sael-Oxley Act
32.1 Certification Pursuant to Section 906 of the Sael-Oxley Act
32.2 Certification Pursuant to Section 906 of the Saés-Oxley Act
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SIGNATURES

Pursuant to the requirements of the Securities &xga Act of 1934, the registrant has duly causisdréport to be signed on its behalf
by the undersigned thereunto duly authorized.

H IGHWOODSP ROPERTIES, | NC.

By: /s EDwARD J. FRITSCH
Edward J. Fritsch
President and Chief Executive Officer

By: /s| TERRYL. STEVENS
Terry L. Stevens
Vice President and Chief Financial Officer
(Principal Financial and Accounting Officer)

Date: September 5, 2006
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Exhibit 31.1

CERTIFICATION PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT

I, Edward J. Fritsch, certify that:
1. | have reviewed this quarterly report on Forn-Q of Highwoods Properties Inc

2. Based on my knowledge, this quarterly report dagsantain any untrue statement of a materialdactmit to state a material f:
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with
respect to the period covered by this quarterlpre

3. Based on my knowledge, the financial statememid,other financial information included in thisagterly report, fairly present in
all material respects the financial condition, tesaf operations and cash flows of the Registesntf, and for, the periods
presented in this quarterly repc

4. The Registrant’s other certifying officer andré responsible for establishing and maintainisgldsure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Bd)) and internal control over financial repogti(as defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the Registrant and we ha

€)) designed such disclosure controls and procedareaused such disclosure controls and procedaoitee designed under
our supervision, to ensure that material informatielating to the Registrant, including its condated subsidiaries, is me
known to us by others within those entities, pattidy during the period in which this quarterhpoet is being preparei

(b)  designed such internal control over finanagglarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readeradsurance regarding the reliability of financégorting and the
preparation of financial statements for externappsges in accordance with generally accepted atioguprinciples;

(©) evaluated the effectiveness of the Registrati§slosure controls and procedures and presentesi report our
conclusions about the effectiveness of the discisantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

(d) disclosed in this report any change in the Regt’s internal control over financial reportitigat occurred during the
Registrant’s most recent fiscal quarter that hateraly affected, or is reasonably likely to maadly affect, the
Registrar’s internal control over financial reportir

5.  The Registrant’s other certifying officer anldave disclosed, based on our most recent evaluatiorernal control over financial
reporting, to the Registrant’s auditors and the iAGdmmittee of Registrant’s Board of Directors farsons performing the
equivalent functions)

€)) all significant deficiencies and material weesses in the design or operation of internal cbotrer financial reporting
which are reasonably likely to adversely affect Registrant’s ability to record, process, summaaiaé report financial
information; anc

(b)  any fraud, whether or not material, that ineshmanagement or other employees who have a sigmifiole in the
Registrar’s internal control over financial reportir

Date: September 5, 20!

/ s/ E pwARD J. FRITSCH
Edward J. Fritscl
President and Chief Executive Offic




Exhibit 31.2

CERTIFICATION PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT

I, Terry L. Stevens, certify that:
1. | have reviewed this quarterly report on Forn-Q of Highwoods Properties Inc

2. Based on my knowledge, this quarterly report dagsantain any untrue statement of a materialdactmit to state a material f:
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with
respect to the period covered by this quarterlpre

3. Based on my knowledge, the financial statememid,other financial information included in thisagterly report, fairly present in
all material respects the financial condition, tesaf operations and cash flows of the Registesntf, and for, the periods
presented in this quarterly repc

4. The Registrant’s other certifying officer andré responsible for establishing and maintainisgldsure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Bd)) and internal control over financial repogti(as defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the Registrant and we ha

€)) designed such disclosure controls and procedareaused such disclosure controls and procedaoitee designed under
our supervision, to ensure that material informatielating to the Registrant, including its condated subsidiaries, is me
known to us by others within those entities, pattidy during the period in which this quarterhpoet is being preparei

(b)  designed such internal control over finanagglarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readeradsurance regarding the reliability of financégorting and the
preparation of financial statements for externappsges in accordance with generally accepted atioguprinciples;

(©) evaluated the effectiveness of the Registrati§slosure controls and procedures and presentesi report our
conclusions about the effectiveness of the discisantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

(d) disclosed in this report any change in the Regt’s internal control over financial reportitigat occurred during the
Registrant’s most recent fiscal quarter that hateraly affected, or is reasonably likely to maadly affect, the
Registrar’s internal control over financial reportir

5.  The Registrant’s other certifying officer anldave disclosed, based on our most recent evaluatiorernal control over financial
reporting, to the Registrant’s auditors and the iAGdmmittee of Registrant’s Board of Directors farsons performing the
equivalent functions)

€)) all significant deficiencies and material weesses in the design or operation of internal cbotrer financial reporting
which are reasonably likely to adversely affect Registrant’s ability to record, process, summaaiaé report financial
information; anc

(b)  any fraud, whether or not material, that ineshmanagement or other employees who have a sigmifiole in the
Registrar’s internal control over financial reportir
Date: September 5, 20!

/ s/ TERRYL. STEVENS
Terry L. Steven:
Vice President and Chief Financial Offic




Exhibit 32.1

CERTIFICATION PURSUANT TO SECTION 906
OF THE SARBANES-OXLEY ACT

In connection with the Quarterly Report of Highwederoperties, Inc. (the “Company”) on Form 10-Qtfe period ended
June 30, 2006 as filed with the Securities and Brgke Commission on the date hereof (the “RepdrtBdward J. Fritsch, President and

Chief Executive Officer of the Company, certify rpuant to 18 U.S.C. § 1350, as adopted pursugh®@b of the Sarbanes-Oxley Act of
2002, that:

1) The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

2) The information contained in the Report fairhggents, in all material respects, the financialdition and results of operations of
the Company

/ s/ EpbwARD J. FRITSCH

Edward J. Fritscl

President and Chief Executive Offic
September 5, 20C




Exhibit 32.2

CERTIFICATION PURSUANT TO SECTION 906
OF THE SARBANES-OXLEY ACT

In connection with the Quarterly Report of Highwederoperties, Inc. (the “Company”) on Form 10-Qtfe period ended
June 30, 2006 as filed with the Securities and Brgk Commission on the date hereof (the “RepdrtTerry L. Stevens, Vice President and

Chief Financial Officer of the Company, certify,rpuant to 18 U.S.C. § 1350, as adopted pursugh®@s of the Sarbanes-Oxley Act of
2002, that:

1) The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

2) The information contained in the Report fairhggents, in all material respects, the financialdition and results of operations of
the Company

/ s/ TERRYL. STEVENS

Terry L. Steven:

Vice President and Chief Financial Offic
September 5, 20C




