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Part T

Item 1. Financial Information

The information furnished in our accompanying consolidated balance sheets,
consolidated statements of operations and consolidated statements of cash flows
reflects all adjustments which are, in our opinion, necessary for a fair
presentation of the aforementioned financial statements for the interim periods.

The financial statements should be read in conjunction with the notes to the
financial statements and Management's Discussion and Analysis of Financial
Condition and Results of Operations. The results of operations for the three and
six months ended June 30, 2002 are not necessarily indicative of the operating
results to be expected for the full year.

3

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Consolidated Balance Sheets As of June 30, 2002 and December 31, 2001

June 30, December 31,
(In thousands, except share amounts) 2002 2001
(unaudited)
Assets
Rental property:
Land $ 654,278 S 647,747
Buildings 1,875,922 1,857,775
Tenant improvements 373,338 362,736
Furniture, fixtures and equipment 3,810 3,789
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Less: Accumulated depreciation
Total rental property

Land held for development or sale

Construction in progress

Cash and cash equivalents

Restricted deposits

Accounts and notes receivable, net

Investments in unconsolidated entities

Accrued straight-line rents

Tenant leasing costs, net

Deferred financing costs, net

Prepaid expenses and other assets, net

Liabilities, and Stockholders'
Liabilities:
Mortgages and notes payable,

Minority Interest, Equity

net

Form 10-Q

2,907,348
(529,311)
2,378,037
45,082
12,005
4,547
3,766
19,028
120,974
71,822
50,061
2,947
32,033

2,872,047
(477,694)
2,394,353
45,195
19,324
5,041
4,596
28,551
118,479
66,781
53,894
2,640
30,688

$1,391,194

Accounts payable and accrued expenses 91,337
Rents received in advance and security deposits 26,470
Total liabilities 1,509,001
Minority interest 80,622
Stockholders' equity:
Preferred stock, $.01 par value, authorized 35,000,000 shares:
Series A Cumulative Convertible Redeemable Preferred Stock,
80,000 shares issued and outstanding at December 31, 2001
with an aggregate liquidation preference of $2,000 -
Series B, C, and D Cumulative Redeemable Preferred Stock,
8,217,120 and 8,800,000 shares issued and outstanding
with an aggregate liquidation preference of $379,526
and $400,000 at June 30, 2002 and Deecember 31, 2001,
respectively 82
CommonStock, $.01 par value, authorized 180,000,000 shares

issued and outstanding 53,116,238 shares at June 30,

2002 and 51,965,066 shares at December 31, 2001 531
Additional paid-in capital 1,361,907
Cumulative dividends in excess of net income (211,841)

Total stockholders' equity 1,150,679

Commitments and contingencies

$1,399,230
76,786
32,326

1,508,342
83,393

88

520
1,356,912
(179,714)

See accompanying notes to consolidated financial statements.

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES

Consolidated Statements of Operations
2002 and 2001

For the Three and Six Months Ended June 30,

(Unaudited and in thousands, except per share amounts)
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Three Months Ended Six Mont
June 30, June
2002 2001 2002
Operating revenues:
Rental revenue:
Base rent $107,935 $105,802 $216,178
Recoveries from tenants 13,573 14,683 29,741
Parking and other tenant charges 2,511 3,338 5,304
Total rental revenue 124,019 123,823 251,223
Real estate service revenue 5,488 9,703 11,615
Total operating revenues 129,507 133,526 262,838
Operating expenses:
Property expenses:
Operating expenses 29,574 28,433 60,448
Real estate taxes 11,297 10,050 23,030
Interest expense 24,442 21,136 48,830
General and administrative 8,077 11,718 19,118
Depreciation and amortization 31,487 30,820 65,603
Total operating expenses 104,877 102,157 217,029
Real estate operating income 24,630 31,369 45,809
Other (expense) income:
Interest income 216 1,023 410
Obligations under lease guarantees (6,293) —— (8,693)
Equity in earnings of unconsolidated entities 2,202 3,674 4,245
Total other (expense) income (3,875) 4,697 (4,038)
Income before income taxes, minority interest, and
gain (loss) on sale of assets and other provisions,
net 20,755 36,066 41,771
Income taxes (61) (408) (94)
Minority interest (3,384) (3,076) (6,007)
Gain (loss) on sale of assets and other provisions, net 2,875 (22) 2,015
Net income $ 20,185 $ 32,560 $ 37,685
Basic net income per common share $ 0.22 S 0.39 $ 0.39
Diluted net income per common share $ 0.21 S 0.38 $ 0.38

See accompanying notes to consolidated financial statements.
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CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Consolidated Statements of Cash Flows
For the Six Months Ended June 30, 2002 and 2001
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(Unaudited and in thousands)

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash provided by operating
activities:
Depreciation and amortization
Minority interest
Equity in earnings of unconsolidated entities
Gain on sale of assets and other provisions, net
Obligations under lease guarantees
Provision for uncollectible accounts
Stock-based compensation
Other
Changes in assets and liabilities:
Decrease in accounts receivable
Increase in accrued straight-line rents
Additions to tenant leasing costs
Increase 1in prepaid expenses and other assets
Increase (decrease) in accounts payable and accrued expenses
(Decrease) increase in rent received in advance and security deposits

Total adjustments
Net cash provided by operating activities

Cash flows from investing activities:
Acquisition and development of rental property
Additions to land held for development or sale
Additions to construction in progress
Payments on notes receivable
Distributions from unconsolidated entities
Investments in unconsolidated entities
Acquisition of minority interest
Decrease in restricted deposits
Proceeds from sales of ©properties

Net cash (used by) provided by investing activities

Cash flows from financing activities:
Repurchase of common stock
Repurchase of preferred stock
Exercises of stock options
Proceeds from issuance of unsecured notes
Net repayments on unsecured credit facility
Deferred financing costs
Proceeds from mortgages
Repayments of mortgages payable
Dividends and distributions to minority interests

Net cash used by financing activities

Decrease in cash and cash equivalents
Cash and cash equivalents, beginning of the period

Cash and cash equivalents, end of the period

$ 37,685 $ 62,8

65,603 61,6
6,007 4,5
(4,245) (7,
(2,015) ,
8,693
3,071 4,7
2,262 1,4
796 2
6,664 16,1
(5,132) (5,4
(5,497) (5,5
(2,399) (7,8
5,132 (32,2
(5,856) 1,2
73,084 30,9
110,769 93,7
(34,598) (16,2
(1,205) (34,8
(2,581) (19,2
— 16,5
5,490 89, €
(4,065) (10, 4
(3,371) (3,2
830 32,1
10,699 100, 4
(28,801) 154, 8

— (119, 2
(20, 672)

24,960 16,0
394,496

(369, 000) (86,0
(689)

— 26,6
(36,334) (15,5
(75,223) (80, 8
(82,462) (258, 8

(494) (10,2
5,041 24,7
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Supplemental disclosure of cash flow information:
Cash paid for interest (net of capitalized interest of $1,905 and $3,837
for the six months ended June 30, 2002 and 2001, respectively) S

Cash paid for income taxes S

See accompanying notes to consolidated financial statements.

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements
(Unauditied)

Description of Business and Summary of Significant Accounting Policies

(a)

(c)

Business

We are a fully integrated, self-administered and self-managed publicly
traded real estate investment trust ("REIT"), organized as a
corporation under the laws of Maryland. We focus on the acquisition,
development, ownership and operation of office properties, located
primarily in selected suburban markets across the United States.

Basis of Presentation

Our accounts and those of our majority-owned/controlled subsidiaries
and affiliates are consolidated in the financial statements. We use
the equity or cost methods, as appropriate in the circumstances, to
account for our investments in and our share of the earnings or losses
of unconsolidated entities. These entities are not majority owned or
controlled by us.

Management has made a number of estimates and assumptions that affect
the reported amounts of assets, liabilities, revenues and expenses in
the financial statements, and the disclosure of contingent assets and
liabilities. Estimates are required in order for us to prepare our
financial statements in conformity with accounting principles
generally accepted in the United States of America. Significant
estimates are required in a number of areas, including the evaluation
of impairment of long-lived assets and equity and cost method
investments and evaluation of the collectibility of accounts and notes
receivable. Actual results could differ from these estimates.

Interim Financial Statements

The financial statements reflect all adjustments, which are, in our

opinion, necessary to reflect a fair presentation of the results for
the interim periods, and all adjustments are of a normal, recurring

nature.

New Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 141, "Business Combinations"
and SFAS No. 142, "Goodwill and Other Intangible Assets." SFAS No. 141
requires that the purchase method of accounting be used for all
business combinations initiated after June 2001. SFAS No. 142 changes



Edgar Filing: CARRAMERICA REALTY CORP - Form 10-Q

the accounting for goodwill and intangible assets with indefinite
useful lives from an amortization approach to an impairment-only
approach. Adoption of SFAS No. 142 in January 2002 did not have a
material effect on our financial statements.

In October 2001, the FASB issued SFAS No. 144, "Accounting for the
Impairment or Disposal of Long-Lived Assets." SFAS No. 144 supersedes
SFAS No. 121, "Accounting for the Impairment of Long-Lived Assets and
for Long-Lived Assets to Be Disposed Of," and APB Opinion No. 30,
"Reporting the Results of Operations - Reporting the Effects of
Disposal of a Segment of a Business, and Extraordinary, Unusual and
Infrequently Occurring Events and Transactions." The Statement does
not change the fundamental provisions of SFAS No. 121; however, it
resolves various implementation issues of SFAS No. 121 and establishes
a single accounting model for long-lived assets to be disposed of by
sale. It retains the requirement of Opinion No. 30 to report
separately discontinued operations but extends that reporting to a
component of an entity that either has been disposed of (by sale,
abandonment, or in distribution to owners) or is classified as held
for sale. Adoption of SFAS No. 144 in January 2002 did not have a
material effect on our financial statements. However, in the event we
sell properties in the future where we have limited or no continuing
involvement with the property after such sale we would be required to
reclassify portions of previously reported earnings to discontinued
operations. We are also required to present assets held for sale and
the related liabilities separately in our consolidated balance sheets
if we meet the applicable criteria of SFAS No. 144.
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CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES

Note to Consolidated Financial Statement
(Unaudited)

Earnings Per Share

The following table sets forth information relating to the
computations of our basic and diluted earnings per share:

Three Months Ended
June 30, 2002

(In thousands, Income Shares Per Share
except per share amounts) (Numerator) (Denominator) Amount
Basic EPS $11,668 53,015 $0.22

Effect of Dilutive Securities
Stock options - 1,301

Diluted EPS $11,668 54,316 $0.21

Six Months Ended

Income
(Numerator)
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June 30, 2002

(In thousands, Income Shares Per Share
except per share amounts) (Numerator) (Denominator) Amount
Basic EPS $20,620 52,672 $0.39

Effect of Dilutive Securities
Stock options —— 1,285
Convertible preferred stock - 6
Convertible partnership units - -

Diluted EPS $ 20,620 53,963 $0.38

Net income has been reduced by preferred stock dividends of
approximately $8,517,000 and $8,745,000 for the three months ended
June 30, 2002 and 2001, respectively and approximately $17,065,000 and
$17,394,000 for the six months ended June 30, 2002 and 2001,
respectively.

The effects of convertible units in CarrAmerica Realty, L.P. and Carr
Realty, L.P. and Series A Convertible Preferred Stock are not included
in the computation of diluted earnings per share for any periods in
which their effect is antidilutive.

Derivative Financial Instruments

We manage our capital structure to reflect a long-term investment
approach, generally seeking to match the stable return nature of our
assets with fixed interest rate liabilities. We also utilize floating
rate debt for short-term financing purposes or to protect against the
risk, at certain times, that fixed rates may overstate our long-term
costs of borrowing if assumed inflation or growth in the economy
implicit in higher fixed interest rates do not materialize.

At times, our mix of variable and fixed-rate debt may not suit our
needs. At those times, we may enter into interest rate swaps, forward
interest rate options or interest rate options in order to assist us
in managing our debt mix. We either will hedge our variable-rate debt
to give it a fixed interest rate or hedge fixed-rate debt to give it a
variable interest rate.

On May 8, 2002, we entered into an interest rate swap with JP Morgan
Chase and Bank of America, hedging $150.0 million of senior unsecured
notes due July 2004. The interest rate swap matures at the same time
the notes are due. The swap qualifies as a fair value hedge. Net
quarterly settlement payments are recognized as an increase or
decrease to interest expense. The fair value of the interest rate swap
is recognized on our balance sheet and the carrying value of the
senior unsecured notes 1s increased or decreased by an offsetting
amount. As of June 30, 2002, the fair value of the interest rate swap
was

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Note to Consolidated Financial Statement

Income

(Numerator)
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(Unaudited)

approximately $1.7 million. We recognized a credit to interest expense
for the three months ended June 30, 2002 of approximately $507,000
related to the swap.

(g) Reclassifications

Certain reclassifications of prior period amounts have been made to
conform to the current period's presentation.

Obligations Under Lease Guarantees

On March 13, 2002, HQ Global Workplaces, Inc. (HQ Global) filed for
bankruptcy protection under Chapter 11 of the federal bankruptcy laws.
During 1997 and 1998, to assist HQ Global as it grew its business, we
provided guarantees of HQ Global's performance under four office leases
that it signed. To our knowledge, all monthly rent payments were made by HQ
Global under two of these leases through January 2002, and rental payments
under the other two leases were made through February 2002. As a result, we
may be liable to the lessors with respect to payments due under two of
these leases from and after February 2002 and under the other two leases
from and after March 2002.

On June 1, 2000, we, along with HQ Global, VANTAS Incorporated (VANTAS) and
FrontLine Capital Group (FrontLine), consummated several transactions
including (i) the merger of VANTAS with and into HQ Global, (ii) the
acquisition by FrontLine of shares of HQ Global common stock from us and
other stockholders of HQ Global, and (iii) the acquisition by VANTAS of our
debt and equity interest in OmniOffices (UK) Limited and OmniOffices LUX
1929 Holding Company S.A. In connection with these transactions, FrontLine
agreed to indemnify us against any losses incurred with respect to
guarantees of the four office leases. However, on June 12, 2002, FrontLine
also filed for bankruptcy protection under Chapter 11 of the federal
bankruptcy laws, and therefore it is unlikely that we will recover any
resulting losses from FrontLine under this indemnity.

In the course of its bankruptcy proceedings, HQ Global has filed motions to
reject two of these four leases. One lease is for space in San Jose,
California. This lease is for approximately 22,000 square feet of space at
two adjacent buildings and runs through October 2008. Total aggregate
remaining lease payments under this lease as of February 1, 2002 were
approximately $6.2 million (approximately $0.7 million of which is payable
in 2002); however, our liability under this guarantee is limited to
approximately $2.0 million. As of June 30, 2002, we have reached an
agreement in principal with the landlord of this lease pursuant to which we
would pay $1.75 million in full satisfaction of the guarantee. We
recognized an expense for the full amount of our exposure under this
guarantee in the first quarter of 2002; accordingly, we reduced the
obligation recognized relating to this lease in the second quarter to $1.75
million.

The second lease that was rejected by HQ Global is a sublease for space in
downtown Manhattan. This lease is for approximately 26,000 square feet of
space and runs through March 2008, with total aggregate remaining lease
payments as of February 1, 2002 of approximately $5.4 million
(approximately $0.8 million of which is payable in 2002). In June 2002, we
received a demand for payment of the full amount of the guarantee. However,
we believe that we have defenses to payment under this guarantee available
to us and joined with HQ Global in filing suit on July 24, 2002 in HQ
Global's bankruptcy proceedings asking the bankruptcy court to declare that
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the lease was terminated by the landlord of the sublease not later than
February 28, 2002. On July 26, 2002, the landlord under the sublease filed
suit in federal court in New York seeking payment from us under this
guarantee. In light of our defenses and these proceedings, we have not
accrued any expense relating to this guarantee; however, there can be no
assurance as to the outcome of the pending litigation or that we will not
incur expense or be required to make cash payments relating to this
guarantee up to the full amount of the guarantee. As of June 30, 2002, we
had not made any payments under this guarantee.

HQ Global has not filed a motion seeking to reject the remaining two leases
that we have guaranteed, although it could do so in the future. Even if the
leases are not rejected, we may ultimately be liable to the lessors for
payments due under the leases. In one case, the lease is for approximately
25,000 square feet of space in midtown Manhattan, and our liability is
currently capped at approximately $0.6 million, which liability reduces
over the life of the lease until its expiration in September 2007. We have
not accrued any expense related to this guarantee as of June 30, 2002. As
of June 30, 2002, we had not made any payments under this guarantee.

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Note to Consolidated Financial Statement
(Unaudited)

The remaining lease is for space in San Mateo, California. This lease is
for approximately 19,000 square feet of space and runs through January
2013, with total aggregate remaining lease payments as of March 1, 2002 of
approximately $10.4 million (approximately $0.6 million of which is payable
in 2002). We initially recognized an expense of $0.4 million under this
guarantee in the first quarter of 2002 based on a tentative agreement with
HQ Global under which HQ Global would not reject this lease obligation and
we would fund HQ Global's operating losses at this location for a limited
period of time. Due to deteriorating conditions in the local commercial
real estate market, HQ Global subsequently determined that the tentative
agreement was not in its best interest. HQ Global has now indicated to us
that it intends to reject this lease unless its rent under this lease is
reduced to current market rates. However, we entered into an agreement with
HQ Global as of June 30, 2002 to fund operating losses at this location up
to an aggregate amount of $130,000 in exchange for HQ Global forbearing
from rejecting this lease until September 15, 2002, or if it obtains from
the bankruptcy court an extension of time within which to reject leases,
November 1, 2002. Based on these changed circumstances, we have increased
our provision for loss under this guarantee to $6.9 million in the second
quarter of 2002. This represents the amount we have determined to be our
likely exposure under this guarantee as of June 30, 2002; however, there
can be no assurance that we will not be required to further increase our
provision or make cash payments related to this guarantee in future periods
up to, in the aggregate, the full amount of the guarantee. We are currently
exploring options to mitigate our exposure under this guarantee, including
having the lease assigned to us and then subletting the space back to HQ
Global or others. As of June 30, 2002, we had not made any payments under
this guarantee.

Gain (Loss) on Sale of Assets and Other Provisions, Net

We generally dispose of assets that are inconsistent with our long-term
strategic or return objectives. During the three months ended June 30,

10
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2002, we disposed of one operating property, recognizing a gain of $3.3
million. We continue to manage the property under a two-year management
agreement and, accordingly, the operating results of the property and the
gain on sale are not classified as discontinued operations. We recognized
impairment losses of $0.4 million on two parcels of land held for
development during the three months ended June 30, 2002. During the three
months ended June 30, 2001, we disposed of a parcel of land that was being
held for development. The loss recognized on this transaction was
immaterial.

During the six months ended June 30, 2002, we disposed of one operating
property, recognizing a gain of $3.3 million. We recognized impairment
losses of $1.3 million on three parcels of land held for development.
During the six months ended June 30, 2001, we disposed of seven operating
properties, one property under development and two parcels of land held for
development. We recognized a gain of $2.0 million, net of taxes of $2.0
million. We also recognized an impairment loss of $0.9 million on a parcel
of land held for development during the six months ended June 30, 2001.

Segment Information

Our reportable operating segments are real estate property operations and
development operations. Other business activities and operating segments
that are not reportable are included in other operations. The real estate
property operations segment includes the operation and management of rental
properties (except for those properties managed for affiliates or third
parties). The development operations segment includes the development of
new rental properties for us and for other companies. Our reportable
segments offer different products and services and are managed separately
because each requires different business strategies and management
expertise.

Our operating segments' performance is measured using funds from
operations. Funds from operations is defined by the National Association of
Real Estate Investment Trusts (NAREIT) as follows:

Net income - computed in accordance with accounting principles
generally accepted in the United States of America (GAAP);

Less gains (or plus losses) from sales of operating properties
and items that are classified as extraordinary items under GAAP;

Plus depreciation and amortization of assets uniquely significant
to the real estate industry;

10

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Note to Consolidated Financial Statement
(Unaudited)

Plus or minus adjustments for unconsolidated partnerships and
joint ventures (to reflect funds from operations on the same
basis) .

Funds from operations does not represent net income or cash flow generated
from operating activities in accordance with GAAP. As such, it should not
be considered an alternative to net income as an indication of our
performance or to cash flows as a measure of our liquidity or our ability

11



Edgar Filing: CARRAMERICA REALTY CORP - Form 10-Q

to make distributions.

Operating results of our reportable segments and our other operations for

the three and six months ended June 30,
reconciled to net income for the applicable period as follows:

(In millions)

Operating revenue
Segment expense

Net segment revenue
Interest expense
Other income (expense), net

(expense)

Funds from operations

Depreciation and amortization

Income from operations before
minority interest, income
taxes and gain (loss) on
sale of assets and other
provisions, net

Minority interest, income
taxes and gain (loss) on
sale of assets and other
provisions, net

Net income

(In millions)

Operating revenue
Segment expense

Net segment revenue
Interest expense
Other income (expense), net

(expense)

Funds from operations
Depriciation and amortization

Income from operations before

For the three months ended June 30,

2002 and 2001 are summarized and

2002

Real Estate

Property
Operations

Development
Operations

Other

Operations

Total

three months ended June 30,

20.8

2001

Real Estate

Property
Operations

Development
Operations

Other

Operations
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minority interest, income
taxes and gain (loss) on
sale of assets and other

provisions net, net
Minority interest, income
taxes and gain (loss) on

sale of assets and other
provisions, net

Net income

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements

(Unaudited)

(In millions)

Operating revenue

Segment expense

Net segment revenue (expense)
Interest expense

Other income (expense), net

Funds from operations

Depreciation and amortization

Income from operations before minority interest,
income taxes and gain (loss) on sale of assets

and other provisions net, net

Minority interest, income taxes and gain
on sale of assets and other provisions,

(In millions)

Operating revenue

Real Estate
Property
Operations

Real Estate
Property
Operations

six months ended June 30, 2002

Development Other
Operations Operations Tot
4.5 7.1 $262
4.1 15.1 102
0.4 (8.0) 160
- 32.2 48
- (11.4) (1
0.4 (51.6) 110
(68
41
(4

six months ended June 30, 2001

Development Other
Operations Operations Tot
10.8 9.0 $267

13
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Segment expense 80.1 2.6 23.0 105
Net segment revenue (expense) 167.5 8.2 (14.0) 161
Interest expense 22.4 - 19.6 42
Other income (expense), net 12.4 0.3 (1.4) 11
Funds from operations $157.5 8.5 (35.0) 131

Depreciation and amortization

(64
Income from operations before minority interest
and gain (loss) on sale of assets and other
provisions, net 67
Minority interest, income taxes and gain (loss)
on sale of assets and other provisions, net (4
Net income $ 62

(6) Supplemental Cash Flow Information

In the first quarter of 2002, 80,000 shares of our Series A Cumulative
Convertible Redeemable Preferred Stock were converted to shares of common
stock, retiring all remaining shares of Series A Cumulative Convertible
Redeemable Preferred Stock.

Our employees converted approximately $0.7 million and $0.8 million in
units to 31,797 shares and 25,131 shares of common stock during the six
months ended June 30, 2002 and 2001, respectively.

In April 2001, we exercised an option under a loan agreement to acquire two
office buildings and related land located in the San Francisco Bay area.
For financial reporting purposes, we had classified the loan as an
investment in an unconsolidated entity and accounted for it using the
equity method. The investment, which had a carrying value of approximately
$50.3 million at the date the option was exercised, was reclassified to
rental property in connection with this transaction.

12

CARRAMERICA REALTY CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements
(Unaudited)

On June 29, 2001, we contributed land subject to a note payable of
approximately $26.0 million to a joint venture in exchange for a 30%
ownership interest. Our initial investment in the joint venture amounted to
$7.3 million, the net book value of the asset and liability contributed.

In the second quarter of 2001, 400,000 shares of our Series A Cumulative
Convertible Redeemable Preferred Stock were converted to shares of common
stock.

(7) Subsequent Events

On August 8, 2002, we called 4,000,000 shares of our Series B Cumulative
Redeemable Preferred Stock for redemption. The redemption date is September
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7, 2002. The Series B Preferred Stock will be redeemed at a redemption
price of $25.00 per share plus $0.041201 per share in accrued and unpaid
dividends for the period September 1, 2002 through and including the
redemption date, without interest. This will result in a cash expenditure
of approximately $100.2 million in September 2002, which we expect to fund
by drawing down on our $500 million unsecured credit facility.

Our unsecured credit facility contained a financial covenant requiring us
to maintain at least $1.1 billion of tangible net worth (as defined by the
facility). After giving effect to the proposed redemption of our Series B
Preferred Stock, we would have been in violation of that covenant.
Therefore, we sought and the banks agreed to on July 29, 2002 an amendment
to the facility, reducing the minimum tangible net worth requirement to $
800.0 million.
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Item 2. Management's Discussion and Analysis of Financial Condition and Results
of Operations

The discussion that follows is based primarily on our consolidated
financial statements as of June 30, 2002 and December 31, 2001 and for the three
and six months ended June 30, 2002 and 2001 and should be read along with the
consolidated financial statements and related notes. The ability to compare one
period to another may be significantly affected by acquisitions completed,
development properties placed in service and dispositions made during those
periods.

Critical Accounting Policies

Critical accounting policies are those that are both important to the
presentation of our financial condition and results of operations and require
management's most difficult, complex or subjective judgments. Our critical
accounting policies relate to the evaluation of impairment of long-lived assets
and the evaluation of the collectibility of accounts and notes receivable.

If events or changes in circumstances indicate that the carrying value
of a rental property to be held and used or land held for development may be
impaired, we perform a recoverability analysis based on estimated undiscounted
cash flows to be generated from the property in the future. If the analysis
indicates that the carrying value is not recoverable from future cash flows, the
property 1is written down to estimated fair value and an impairment loss is
recognized. If we decide to sell rental properties or land held for development,
we evaluate the recoverability of the carrying amounts of the assets. If the
evaluation indicates that the carrying value is not recoverable from estimated
net sales proceeds, the property is written down to estimated fair value less
costs to sell and an impairment loss is recognized within income from continuing
operations. Our estimates of cash flows and fair values of the properties are
based on current market conditions and consider matters such as rental rates and
occupancies for comparable properties, recent sales data for comparable
properties and, where applicable, contracts or the results of negotiations with
purchasers or prospective purchasers. Our estimates are subject to revision as
market conditions and our assessments of them change.

Our allowance for doubtful accounts receivable is established based on
analysis of the risk of loss on specific accounts. The analysis places
particular emphasis on past-due accounts and considers information such as the
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nature and age of the receivable, the payment history of the tenant or other
debtor, the financial condition of the tenant and our assessment of its ability
to meet its lease obligations, the basis for any disputes and the status of
related negotiations, etc. Our estimate of the required allowance, which is
reviewed on a quarterly basis, is subject to revision as these factors change
and is sensitive to the effects of economic and market conditions on our
tenants, particularly in our largest markets (i.e., the San Francisco Bay and
Washington, D.C. areas). For example, due to economic conditions and analysis of
our accounts receivable, we increased our provision for uncollectible accounts
(and related straight-line rent adjustments) by approximately $5.5 million in
2001 and by an additional $3.1 million in the first half of 2002.

Results Of Operations

The discussion and analysis of operating results focuses on our
segments as management believes that segment analysis provides the most
effective means of understanding the business. Our reportable operating segments
are real estate property operations and development operations. Other business
activities and operations, which are not reported separately, are included in
other operations.

Our operating segments' performance is measured using funds from
operations. Funds from operations is defined by the National Association of Real
Estate Investment Trusts (NAREIT) as follows:

Net income - computed in accordance with accounting principles generally
accepted in the United States of America (GAAP);

Less gains (or plus losses) from sales of operating properties and items
that are classified as extraordinary items under GAAP;

Plus depreciation and amortization of assets uniquely significant to the
real estate industry;

Plus or minus adjustments for unconsolidated partnerships and joint
ventures (to reflect funds from operations on the same basis).

Funds from operations does not represent net income or cash flow generated from
operating activities in accordance with GAAP. As such, it should not be
considered an alternative to net income as an indication of our performance or
to cash flows as a measure of our liquidity or our ability to make

distributions.
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Real Estate Property Operations

Operating results of real estate property operations are summarized as

follows:
For the three months ended Variance For the six months ended Variance
June 30, - —————- June 30, ———————-
—————————————————————————— 2002 vs e 2002 vs
(in millions) 2002 2001 2001 2002 2001 2001
Operating revenue $124.0 $123.8 $ 0.2 $251.2 $247.6 $ 3.6
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Segment expense 40.8 38.4 2.4 83.4 80.1 3.3
Interest expense 8.3 11.3 (3.0) 16.6 22.4 (5.8)
Other income, net 5.1 5.4 (0.3) 10.3 12.4 (2.1)

Real estate operating revenues increased $0.2 million (0.2%) for the
three months ended June 30, 2002 as compared to 2001. This increase resulted
from development properties being placed in service, partially offset by higher
vacancy rates and sold properties. Same store rental revenues declined by
approximately 1.8% (approximately $2.2 million). This decrease was due primarily
to increases in vacant space and declining rental rates in most of our markets.

Real estate operating revenues increased $3.6 million (1.5%) for the
six months ended June 30, 2002 as compared to 2001. This increase was
attributable to the factors mentioned. Same store rental revenues declined by
$1.2 million (0.5%). This decrease was due primarily to the factors mentioned
above.

Real estate operating expenses increased $2.4 million (6.3%) for the
second quarter of 2002 as compared to the same period in 2001. This increase was
due primarily to an increase in real estate taxes of $1.2 million and higher bad
debt expense of approximately $1.5 million due to tenant bankruptcies and
collection issues. In 2001, the addition to the provision for uncollectible
accounts for the second quarter was $0.1 million.

Real estate operating expenses increased $3.3 million (4.1%) for the
six months ended June 30, 2002 as compared to 2001. This increase was primarily
attributable to higher real estate taxes of $3.4 million and insurance of $1.5
million partially offset by a lower provision of uncollectible accounts of $1.6
million.

Real estate interest expense decreased $3.0 million (26.5%) in the
second quarter of 2002 as compared to the same period in 2001. This decrease was
principally the result of the retirement of mortgages due to maturities or
dispositions of related properties. For the first six months of 2002, real
estate interest expense decreased $5.8 million (25.9%) due to the same factors.

Real estate other income decreased $0.3 million (5.6%) for the three
months ended June 30, 2002 as compared to the three months ended June 30, 2001.
This decrease was primarily the result of a decline of $1.5 million from equity
in earnings of unconsolidated entities (excluding depreciation), principally
from reduced earnings from our investment in Carr Office Park, L.L.C. Carr
Office Park, L.L.C. obtained third party financing on its properties in June
2001, resulting in increased interest expense and therefore reduced earnings.
This decrease in earnings from unconsolidated entities was partially offset by
an increase in depreciation expense, which is added back for funds from
operations purposes, of $1.2 million from equity investments. Real estate other
income decreased $2.1 million (16.9%) for the six months ended June 30, 2002
compared to the six months ended June 30, 2001 for the reason mentioned above.

As a result of the economic climate in 2001, the real estate markets
materially softened. Demand for office space declined significantly and wvacancy
rates increased in each of our core markets. During the first half of 2002, our
core markets continued to weaken and we expect them to remain weak though the
balance of the year. As a result, occupancy in our portfolio of operating
properties decreased to 93.6% at June 30, 2002, as compared to 93.9% at March
31, 2002 and 97.2% at June 30, 2001. We expect occupancy levels in our portfolio
to average approximately 93.0% for 2002. Market rental rates have declined in
most markets from peak levels. Rental rates on space that was re-leased in the
first half of 2002 decreased an average of 6.2% in comparison to rates that were
in effect under expiring leases.
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Development Operations

Operating results of development operations are summarized as follows:

For the three months ended Variance For the six months ended Variance
June 30, @ ———————= June 30, @ ———————=
—————————————————————————— 2002 wvs e e 2002 vs
(in millions) 2002 2001 2001 2002 2001 2001
Operating revenue $1.8 $4.6 $(2.8) $4.5 $10.8 $(6.3)
Segment expense 2.1 1.1 1.0 4.1 2.6 1.5
Interest expense - - - - - -
Other income, net —— 0.1 (0.1) —— 0.3 (0.3)
Revenue from our development operations decreased $2.8 million (60.9%)
for the second quarter of 2002 compared to the second quarter of 2001 primarily
because we earned one-time incentive fees ($2.6 million) related to the
development of properties in the second quarter of 2001. For the six months
ended June 30, 2002, revenue from our development operations decreased $6.3
million (58.3%), largely for the same reason.
Operating expenses for our development operations increased $1.0
million (90.9%) for the three months ended June 30, 2002 as compared to the
three months ended June 30, 2001 due to a decline in capitalized personnel and
related costs as a result of development operations' focus on third party
activity in 2002. Operating expenses for our development operations increased
$1.5 million (57.7%) for the first half of 2002 compared to the first half of
2001 for the same reason.
Other Operations
Operating results of other operations are summarized as follows:
For the three months ended Variance For the six months ended Variance
June 30, @ ———————= June 30, @ ———————=
—————————————————————————— 2002 wvs e 2002 vs
(in millions) 2002 2001 2001 2002 2001 2001
Operating revenue S 3.7 S 5.1 $(1.4) s 7.1 $ 9.0 $(1.9)
Segment expense 6.1 10.4 (4.3) 15.1 23.0 (7.9)
Interest expense 16.1 9.8 6.3 32.2 19.6 12.6
Other expense, net (7.06) (0.4) (7.2) (11.4) (1.4) (10.0)
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Revenues from our other operations decreased $1.4 million (27.5%) in
the second quarter of 2002 as compared to the second quarter of 2001. The
decrease in 2002 resulted primarily from declines in leasing fee revenue as a
result of the increasing vacancy rates and reduced rental activity in properties
we manage for affiliates and third parties. For the six months ended June 30,
2002, revenues from our other operations decreased $1.9 million (21.1%) as
compared to the same period a year ago for the same reason.

Expenses of our other operations decreased $4.3 million (41.3%) in the
three months ended June 30, 2002 compared to the three months ended June 30,
2001. The decrease was due primarily to the completion of portions of our
internal process improvement efforts and increased allocations of
technology-related and other expenses to the operating properties. Expenses of
our other operations decreased $7.9 million (34.3%) for the first half of 2002
compared to the first half of 2001 for the same reasons.

Interest expense increased $6.3 million (64.3%) during the second
quarter of 2002 compared to the second quarter of 2001 due primarily to higher
debt levels partially offset by a decrease in short-term interest rates on
variable rate debt. Interest expense increased $12.6 million (64.3%) for the six
months ended June 30, 2002 as compared to the six months ended June 30, 2001 due
to higher debt levels.

Other expense increased $7.2 million for the second quarter of 2002
compared to the second quarter of 2001. Other expense increased $10.0 million
for the six months ended June
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30, 2001. These increases were due primarily to the accrual of costs related to
potential obligations under lease guarantees for HQ Global Workplaces, Inc.

Depreciation and Amortization

Depreciation and amortization increased $1.2 million (3.8%) in the
second quarter of 2002 compared to the second quarter of 2001. This increase was
due primarily to development properties being placed into service, partially
offset by dispositions of interests in properties. For the six months ended June
30, 2002, depreciation and amortization increased $4.5 million (7.0%) from the
six months ended June 30, 2001 for the same reasons.

Gain (Loss) on Sale of Assets and Other Provisions, Net

We generally dispose of assets that are inconsistent with our
long-term strategic or return objectives. The proceeds from the sales are
redeployed into other properties or used to fund development operations or to
support other corporate needs. During the three months ended June 30, 2002, we
disposed of one operating property, recognizing a gain of $3.3 million. We
continue to manage the property under a two-year management agreement and,
accordingly, the operating results of the property and the gain on sale are not
classified as discontinued operations. We recognized an impairment loss on $0.4
million on a parcel of land that is held for development during the three months
ended June 30, 2002. During the three months ended June 30, 2001, we disposed of
a parcel of land held for development. The loss recognized on this transaction
was immaterial.
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During the six months ended June 30, 2002, we disposed of one
operating property mentioned above and recognized impairment losses of $1.3
million on two parcels of land that is held for development. During the six
months ended June 30, 2001, we disposed of seven operating properties, one
property under development and two parcels of land that was being held for
development. We recognized a gain of $2.0 million, net of $2.0 million in income
taxes. During that period, we also recognized an impairment loss of $0.9 million
on a parcel of land held for development.

Consolidated Cash Flows

Consolidated cash flow information is summarized as follows:

For the six months ended

June 30, Variance
———————————————————————— 2002 vs.
(in millions) 2002 2001 2001
Cash provided by operating activities $110.8 $ 93.8 $ 17.0
Cash (used by) provided by investing activities (28.8) 154.8 (183.6)
Cash used by financing activities (82.5) (258.8) 176.3

Operations generated $110.8 million of net cash in 2002 compared to
$93.8 million in 2001. The changes in cash flow from operating activities were
primarily the result of factors discussed above in the analysis of operating
results. The level of net cash provided by operating activities is also affected
by the timing of receipt of revenues and payment of expenses, including in 2001
the payment of income taxes relating to the sale of certain assets in 2000.

Our investing activities used net cash of $28.8 million in 2002 and
provided net cash of $154.8 million in 2001. The change in net cash provided by
investing activities in 2002 is due primarily to the fact that 2001 included
higher proceeds from sales of properties ($89.8 million), a distribution from
Carr Office Park, L.L.C. of proceeds from a third party financing of its
properties ($77.9 million), the release of a restricted deposit in connection
with a property transaction ($32.5 million) and principal payments on a note
receivable ($16.5 million). We also had higher acquisitions of rental properties
in 2002 ($18.3 million). The effects of these changes were partially offset by a
reduction in acquisitions of land held for development ($33.6 million), a
decrease in development activities ($16.6 million) and a reduction in
investments in unconsolidated entities ($6.4 million).

Our financing activities used net cash of $82.5 million in 2002 and
$258.8 million in 2001. The decrease in net cash used by financing activities in
2002 is due primarily to a suspension of our common stock buyback program
($119.2 million). In addition, net repayments of debt were lower in 2002 ($64.0
million). Also, dividend payments were lower in 2002 ($5.6 million) due to the
repurchase of common stock. Partially offsetting these changes was our
repurchase of $20.7 million of preferred stock during the second quarter of
2002.
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LIQUIDITY AND CAPITAL RESOURCES

As of June 30, 2002, we had approximately $4.5 million in available
cash and cash equivalents. As a REIT, we are required to distribute at least 90%
of our taxable income to our stockholders on an annual basis. In addition, we
and our affiliates require capital to invest in our existing portfolio of
operating assets for capital projects. These capital projects can include such
things as large-scale renovations, routine capital improvements, deferred
maintenance on properties we have recently acquired and tenant related matters,
including tenant improvements, allowances and leasing commissions. Therefore, as
a general matter, it is unlikely our cash balances would satisfy our liquidity
needs. Instead, these needs must be met from cash generated from rental and real
estate service revenue and external sources of capital.

We derive substantially all of our revenue from tenants under existing
leases at our properties. Our operating cash flow therefore depends materially
on the rents that we are able to charge to our tenants, and the ability of these
tenants to make their rental payments. We believe that the diversity of our
tenant base (no tenant accounted for more than 5% of annualized revenue as of
June 30, 2002) helps insulate us from the negative impact of tenant defaults and
bankruptcies. However, general economic downturns, or economic downturns in one
or more of our core markets, still may adversely impact the ability of our
tenants to make lease payments and our ability to re-lease space on favorable
terms as leases expire. In either of these cases, our cash flow and therefore
our ability to meet our capital needs would be adversely affected.

We seek to create and maintain a capital structure that will enable us
to diversify our capital resources. This should allow us to obtain additional
capital from a number of different sources. These sources could include
additional equity offerings of common stock and/or preferred stock, public and
private debt financings and possible asset dispositions. Our management believes
that we will have access to the capital resources necessary to expand and
develop our business, to fund our operating and administrative expenses, to
continue to meet our debt service obligations, to pay dividends in accordance
with REIT requirements, to acquire additional properties and land and to pay for
construction in progress.

We have three investment grade ratings. As of June 30, 2002, Fitch
Rating Services and Standard & Poors have each assigned their BBB rating to our
prospective senior unsecured debt offerings and their BBB- rating to our
prospective cumulative preferred stock offerings. Moody's Investor Service has
assigned a negative outlook and its Baa2 rating to our prospective senior
unsecured debt offerings and its Baa3 rating to our prospective cumulative
preferred stock offerings. A downgrade in outlook or rating by any one of these
rating agencies could result from, among other things, a change in our financial
position or a downturn in general economic conditions. Any such downturn could
adversely affect our ability to obtain future financing or could increase costs
of existing debt.

Our total debt at June 30, 2002 was approximately $1.4 billion, of
which $88.0 million (6.3%) bore a LIBOR-based floating interest rate. The
interest rate on borrowings on our unsecured credit facility at June 30, 2002
was 2.54%. Our fixed rate mortgage payable debt bore an effective weighted
average interest rate of 7.97% at June 30, 2002. The weighted average term of
this debt is 6.8 years. At June 30, 2002, our debt represented 39.2% of our
total market capitalization of $3.6 billion.

We manage our capital structure to reflect a long-term investment

approach, generally seeking to match the stable return nature of our assets with
fixed interest rate liabilities. We also utilize floating rate debt for
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short-term financing purposes or to protect against the risk, at certain times,
that fixed rates may overstate our long-term costs of borrowing if assumed
inflation or growth in the economy implicit in higher fixed interest rates do
not materialize. At times, our mix of variable and fixed-rate debt may not suit
our needs. At those times, we may enter into interest rate swaps, forward
interest rate options or interest rate options in order to assist us in managing
our debt mix. We either will hedge our variable-rate debt to give it a fixed
interest rate or hedge fixed-rate debt to give it a variable interest rate.

On May 8, 2002, we entered into an interest rate swap with JP Morgan

Chase and Bank of America, hedging $150.0 million of senior unsecured notes due
July 2004. The interest rate swap matures at the same time the notes are due.
The swap qualifies as a fair value hedge. Net quarterly settlement payments are
recognized as an increase or decrease to interest expense. The fair value of the
interest rate swap is recognized on our balance sheet and the carrying value of
the senior unsecured notes is increased or decreased by an offsetting amount. As
of June 30, 2002, the fair value of the interest rate swap was approximately
$1.7 million. We recognized a credit to interest expense for the three
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months ended June 30, 2002 of approximately $507,000 related to the swap. As of
