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PART I - FINANCIAL INFORMATION
ITEM 1. CONSOLIDATED FINANCIAL STATEMENTS

MISSION WEST PROPERTIES, INC.
CONSOLIDATED BALANCE SHEETS
(dollars in thousands, except share and per share amounts)
(Unaudited)

September 30, 2

ASSETS
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Real estate assets, at cost:
Land
Buildings and improvements
Real estate related intangible assets

Total investments in properties
Less accumulated depreciation and amortization

Net investments in properties
Cash and cash equivalents
Restricted cash
Deferred rent receivable, net of $2,000 allowance
at September 30, 2004 and December 31, 2003
Investment in unconsolidated joint venture
Other assets (net of accumulated amortization of $6,518 and $4,211
at September 30, 2004 and December 31, 2003, respectively)

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Liabilities:

Line of credit (related parties)

Revolving line of credit

Mortgage notes payable

Mortgage notes payable (related parties)

Interest payable

Security deposits

Deferred rental income

Dividend/distribution payable

Accounts payable and accrued expenses

Total liabilities
Commitments and contingencies
Minority interests

Stockholders' equity:
Preferred stock, $.001 par value, 20,000,000 shares
authorized, none issued and outstanding
Common stock, $.001 par value, 200,000,000 shares
authorized, 18,077,191 and 17,894,691 shares issued and
outstanding at September 30, 2004 and December 31, 2003, respectively
Paid-in-capital
Accumulated deficit

Total stockholders' equity

Total liabilities and stockholders' equity

The accompanying notes are an integral part of these consolidated
financial statements.

MISSION WEST PROPERTIES, INC
CONSOLIDATED STATEMENTS OF OPERATIONS

$ 275,707
779,558
18,284
1,073,549
(105, 936)
967,613
1,597
1,551

19,111
2,431

$ 1,105
26,492
295,284
10,508

330

8,771
11,622
25,076
8,482

387,670

511,777

18
134,348
(21,270)
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(dollars in thousands, except share and per share amounts)

(Unaudited)
Three months ended September 30,
2004 2003
(As Restated)
Revenues:
Rental revenue from real estate $29,580 $33,310
Tenant reimbursements 3,766 4,796
Other income, including lease terminations,
settlements and interest 397 567
33,743 38,673
Expenses:
Property operating, maintenance and real estate taxes 4,880 5,559
Interest 4,468 4,335
Interest (related parties) 256 280
General and administrative 395 360
Depreciation and amortization of real estate 5,428 5,497
15,427 16,031

Income before equity in earnings of unconsolidated joint

venture and minority interests 18,316 22,642
Equity in earnings of unconsolidated joint venture,

including $1,400 gain on sale of property acquired

from related party in the nine months ended

September 30, 2003 345 599
Minority interests 15,488 19,348
Net income to common stockholders $ 3,173 $ 3,893
Net income to minority interests $15,488 $19, 348

Net income per share to common stockholders:
Basic $0.18 $0.22

Diluted $0.18 $0.22

Weighted average shares of
common stock outstanding (basic) 18,071,484 17,747,293

Weighted average shares of
common stock outstanding (diluted) 18,098,174 17,817,917

The accompanying notes are an integral part of these consolidated
financial statements.
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MISSION WEST PROPERTIES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(dollars in thousands)
(Unaudited)

Cash flows from operating activities:

Net income
Adjustments to reconcile net income to net cash provided by operating activities:
Minority interests
Depreciation and amortization of real estate
Amortization of above market rent intangible asset
Equity in earnings of unconsolidated joint venture
Distributions from unconsolidated joint wventure
Changes in operating assets and liabilities, net of liabilities assumed:
Deferred rent receivable
Other assets
Interest payable
Security deposits
Deferred rental income
Accounts payable and accrued expenses

Net cash provided by operating activities

Cash flows from investing activities:
Improvements to real estate assets
Purchase of real estate
Net proceeds from sale of TBI unconsolidated joint venture real estate

Net cash used in investing activities

Cash flows from financing activities:
Principal payments on mortgage notes payable
Proceeds from mortgage loan payable
Principal payments on mortgage notes payable (related parties)
Net payments under line of credit (related parties)
Payment on loan payable
Payment on revolving line of credit
Proceeds from revolving line of credit
Restricted bond
Financing costs
Proceeds from stock options exercised
Minority interest distributions
Dividends

Net cash used in/provided by financing activities

Net decrease/increase in cash and cash equivalents
Cash and cash equivalents, beginning of period

Cash and cash equivalents, ending of period
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Supplemental information:

Cash paid for interest

Supplemental schedule of non-cash investing and financing activities:

Issuance of common stock upon conversion of O.P units

Assumption of other liabilities in connection with property acquisition

Issuance of operating partnership units in connection with joint venture acquisition

The accompanying notes are an integral part of these consolidated
financial statements.

MISSION WEST PROPERTIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except share, per share, O0.P units and per
square footage amounts)
(Unaudited)

The Company's consolidated financial statements have been prepared pursuant

to the Securities and Exchange Commission's ("SEC") rules and regulations.
The following notes, which present interim disclosures as required by the
SEC, highlight significant changes to the notes to the Company's December
31, 2003 audited consolidated financial statements and should be read

together with the financial statements and notes thereto included in the
Company's Form 10-K. The results of operations for the three and nine
months ended September 30, 2004 are not necessarily indicative of the
results to be expected for the entire year.

ORGANIZATION AND FORMATION OF THE COMPANY

Mission West Properties, Inc. ("the Company") is a fully integrated,
self-administered and self-managed real estate company that acquires and
manages R&D/office properties in the portion of the San Francisco Bay Area
commonly referred to as Silicon Valley. In July 1998, the Company purchased

an approximate 12.11% of four existing limited partnerships (referred to
collectively as the "operating partnerships") and obtained control of these
partnerships by becoming the sole general partner in each one effective
July 1, 1998 for financial accounting and reporting purposes. The Company
purchased an approximate 12.11% interest in each of the operating
partnerships. All limited partnership interests in the operating
partnerships were converted into 59,479,633 operating partnership ("O.P.")
units, which represented a limited partnership ownership interest of
approximately 87.89% of the operating partnerships. The operating

partnerships are the vehicles through which the Company holds its real
estate investments, makes real estate acquisitions, and generally conducts
its business.

On December 30, 1998, the Company was reincorporated under the laws of the
State of Maryland through a merger with and into Mission West Properties,

Inc. Accordingly, shares of the former company, Mission West Properties, a
California corporation (no par), which were outstanding at December 30,
1998, were converted into shares of common stock ($.001 par value per

share) on a one-for-one basis.
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As of September 30, 2004, the Company owns a general partnership interest
of 17.12%, 21.63%, 16.14% and 12.38% in Mission West Properties, L.P.,

Mission West Properties, L.P. I, Mission West Properties, L.P. II and
Mission West Properties, L.P. 1III, respectively, for a 17.30% general
partnership interest in the operating partnerships, taken as a whole, on a

weighted average basis.

Through the operating partnerships, the Company owns interests in 109 R&D
properties, all of which are located in Silicon Valley.

The Company has elected to be taxed as a real estate investment trust
("REIT") under the Internal Revenue Code of 1986, as amended. Accordingly,
no provision has been made for income taxes for the three and nine months
ended September 30, 2004.

BUSINESS SEGMENT INFORMATION

The Company's primary Dbusiness 1s the ownership and management of
R&D/office real estate with a geographic concentration in the Silicon
Valley of the San Francisco Bay Area. Accordingly, the Company has
concluded it currently has a single reportable segment for SFAS No. 131
purposes.

BASIS OF PRESENTATION

PRINCIPLES OF CONSOLIDATION AND FINANCIAL STATEMENT PRESENTATION

The accompanying consolidated financial statements include the accounts of
Mission West Properties, 1Inc. and its controlled subsidiaries, including
the operating partnerships. All significant intercompany balances have been
eliminated in consolidation. The consolidated financial statements as of
and for the three and nine months ended September 30, 2004 and 2003 and
related footnote disclosures are unaudited. In the opinion of management,
such financial statements reflect all adjustments necessary for a fair
presentation of the results of the interim periods. All such adjustments
are of a normal recurring nature.

MINORITY INTERESTS

Minority interest represents the separate private ownership of the
operating partnerships Dby the Berg Group (defined as Carl E. Berg, his
brother Clyde J. Berg, members of their respective immediate families, and

certain entities they control) and other non-affiliate interests. In total,
these interests account for approximately 83% of the ownership interests in
the real estate operations of the Company as of September 30, 2004.
Minority interest in net income is calculated by taking the net income of
the operating partnerships (on a stand-alone basis) multiplied by the
respective minority interest ownership percentage.

RECLASSIFICATIONS
Certain reclassifications have been made to the previously reported 2003
statements in order to conform to the 2004 presentation.

ACCOUNTING FOR STOCK—-BASED COMPENSATION

SFAS No. 123, "Accounting for Stock-Based Compensation," encourages, but
does not require companies to record compensation cost for stock-based
employee compensation plans at fair wvalue. The Company has chosen to
continue to account for stock-based compensation using the intrinsic value
method prescribed in Accounting Principles Board Opinion ("APB") No. 25,
"Accounting for Stock Issued to Employees" and related interpretations.
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Accordingly, compensation cost for stock options is measured as the excess,
if any, of the quoted market price of the Company's stock at the date of
the grant over the amount an employee must pay to acquire the stock.

The following table illustrates the wunaudited pro forma effect on
consolidated net income available to common shareholders and consolidated
earnings per share if the fair wvalue method had been applied to all
outstanding and unvested stock options for the three and nine months ended
September 30, 2004 and 2003.

Three Months Ended September
30,
2004 2003
(As Restated)

(dollars in thousands,

Historical net income to common stockholders $3,173 $3,893
Deduct compensation expense for stock options

determined under fair value based method (44) (59)
Allocation of expense to minority interest 36 49
Pro forma net income to common stockholders $3,165 $3,883

Earnings per share - basic:

Historical net income to common stockholders $0.18 $0.22
Pro forma net income to common stockholders $0.18 $0.22
Earnings per share - diluted:

Historical net income to common stockholders $0.18 $0.22
Pro forma net income to common stockholders $0.17 $50.22

No stock options were granted during the first nine months of 2004.
STOCK TRANSACTIONS

During the nine months ended September 30, 2004, stock options to purchase
20,000 shares of common stock were exercised at $8.25 per share. Total
proceeds to the Company were approximately $165. In 2004, two limited
partners exchanged 104,500 O.P. units for 104,500 shares of the Company's
common stock under the terms of the December 1998 Exchange Rights Agreement
among the Company and all limited partners of the operating partnerships.
In 2004, Carl E. Berg gave 58,000 O.P. wunits to charitable institutions
that exchanged them for 58,000 shares of the Company's common stock
pursuant to the December 1998 Exchange Rights Agreement.

NET INCOME PER SHARE

Basic operating net income per share is computed by dividing net income by
the weighted average number of common shares outstanding for the period.
Diluted operating net income per share is computed by dividing net income
by the sum of the weighted-average number of common shares outstanding for
the period plus the assumed exercise of all dilutive securities using the
treasury stock method.

The computation for weighted average shares is detailed below:



Edgar Filing: MISSION WEST PROPERTIES INC - Form 10-Q

Three Months Ended September 30,

2004 2003
Weighted average shares outstanding (basic) 18,071,484 17,747,293
Incremental shares from assumed option exercise 26,690 70, 624
Weighted average shares outstanding (diluted) 18,098,174 17,817,917

The outstanding O.P. units, which are exchangeable at the unit holder's
option, subject to certain conditions, for shares of common stock on a
one-for-one Dbasis have been excluded from the diluted net income per share
calculation, as there would be no effect on the calculation after adding
the minority interests' share of income Dback to net income. The total
number of O.P. units outstanding at September 30, 2004 and 2003 was
86,404,695 and 86,498,064, respectively.

RELATED PARTY TRANSACTIONS

As of September 30, 2004, the Berg Group owned 77,577,528 O.P. units. The
Berg Group's ownership as of September 30, 2004 represented approximately
74% of the equity interests, assuming conversion of the 86,404,695 O.P.
units outstanding into the Company's common stock.

The Berg Group $20,000 line of credit bears interest at LIBOR plus 1.30%,
which was 3.47% as of September 30, 2004, and matures in March 2005. The
Company believes that the terms of the Berg Group line of credit are more
favorable than those available from commercial lenders. As of September 30,
2004, debt in the amount of $1,105 was due the Berg Group under the line of
credit, and debt in the amount of $10,508 was due the Berg Group under a
mortgage note established May 15, 2000 in connection with the acquisition
of a 50% interest in Hellyer Avenue Limited Partnership, the obligor under
the mortgage note. The mortgage note bears interest at 7.65% and is due
June 2010 with principal payments amortized over 20 years. Interest expense
incurred in connection with the Berg Group line of credit and mortgage note
was $256 and $280 for the three months ended September 30, 2004 and 2003,
respectively, and $760 and $830 for the nine months ended September 30,
2004 and 2003, respectively.

During the first nine months of 2004 and 2003, Carl E. Berg or entities
controlled by Mr. Berg held financial interests in several companies that

lease space from the operating partnerships, which include three companies
where Mr. Berg has a greater than 10% ownership interest. These related

tenants occupy approximately 48,000 square feet and contributed $217 and
$229 in rental revenue during the three months ended September 30, 2004 and
2003, respectively, and $650 and $687 in rental revenue during the first
nine months of 2004 and 2003, —respectively. Under the Company's charter,
bylaws and agreements with the Berg Group, the individual members of the
Berg Group are prohibited from acquiring shares of the Company's common
stock 1if such acquisition would result 1in their Dbeneficial ownership
percentage of the Company's common stock causing the Company to violate any
REIT qualification requirement.

The Berg Group has an approximately $2,500 commitment to complete certain
tenant improvements in connection with the Company's 2002 acquisition of
5345 Hellyer Avenue in San Jose. The Company recorded this portion of its
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purchase consideration paid to the Berg Group as an Other Asset on its
Consolidated Balance Sheets. The Berg Group plans to satisfy this
commitment to complete certain tenant improvements when requested by the
Company following the approval of the Independent Directors Committee of
the Company's board of directors (the "Independent Directors Committee").

The Berg Group has an approximately $7,500 commitment to complete an
approximately 75,000 to 90,000 square foot building in connection with the
Company's 2001 acquisition of 245 Caspian in Sunnyvale which is comprised
of approximately three acres of unimproved land. The Company recorded this
portion of its purchase consideration paid to the Berg Group as an Other
Asset on its Consolidated Balance Sheets. The Berg Group plans to satisfy
this commitment to construct a building when requested Dby the Company
following the approval of the Independent Directors Committee.

The Company currently leases office space owned by Berg & Berg Enterprises,
Inc., an affiliate of Carl E. Berg and Clyde J. Berg. Rental amounts and
overhead reimbursements paid to Berg & Berg Enterprises, Inc. were $23 for
each of the three-month periods ended September 30, 2004 and 2003 and $68
for each of the nine-month periods ended September 30, 2004 and 2003.

In January 2003, the Company acquired a 50% interest in an unconsolidated
joint venture from the Berg Group under the Berg Land Holdings Option
Agreement for $1,800. The Company financed this acquisition Dby issuing
181,032 O0.P. units to various members of the Berg Group. In April 2003, the
Company, through the joint venture, acquired a property from the Berg Group
under the Berg Land Holdings Agreement and sold it to an unrelated third
party. The Company received a net distribution and recorded a gain of
$1,400 from the sale.

COMMITMENTS AND CONTINGENCIES

Neither the operating partnerships, the properties nor the Company are
subject to any material litigation nor, to the Company's knowledge, 1is any
material litigation threatened against the operating partnerships, the
properties or the Company. From time to time, the Company is engaged in
legal proceedings arising in the ordinary course of business. The Company
does not expect any of such proceedings to have a material adverse effect
on its cash flows, financial condition or results of operations. The
Company 1is currently involved in or has recently concluded the following
legal proceedings, which it believes the wultimate outcome will have no
material adverse effect on its consolidated financial statements.

Republic Properties Corporation ("RPC") v. Mission West Properties, L.P.
("MWP"), in the Circuit Court of Maryland for Baltimore City Case No.
24-C-00-005675. RPC is a former partner with Mission West Properties, L.P.
in the Hellyer Avenue Limited Partnership ("Hellyer LP"). In April 2004,

the Circuit Court for Baltimore City, Maryland issued a Memorandum Opinion
in the case and awarded damages of approximately $934 to the RPC
plaintiffs, which must be paid by the Company or MWP. The court denied all
requests by MWP, including a declaration that all of RPC's interests in
Heller L.P. were validly converted to limited partnership interests and
transferred to MWP or its designee in accordance with the terms of the
Hellyer L.P. partnership agreement. The court also denied RPC's request for
an injunction ordering the reinstatement of RPC's partnership interests in
Hellyer L.P. The Company has appealed the decision to the Maryland Appeals
Court. Under the pre-appeal hearing procedures, the Maryland Appeals Court
requires a mediation hearing before the parties can appear Dbefore the
Appeals Court. No date has been set for such a

10
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hearing. The Company does not believe that any further court decisions in
this case, for or against it and MWP, will have a material adverse effect
on its business. The Company has a receivable from a Berg Group affiliate
for the amount of distributions it received as the successor to RPC's
interest in the Hellyer LP which exceeds the amount of the damages awarded
to the RPC parties and would be used to pay for those damages in the event
the decision of the Circuit Court is upheld wultimately. Furthermore, the
Company has never accounted for the 50% interest of RPC as its asset and if
RPC is deemed to have retained that interest or reacquires that interest,
the Company's balance sheet and financial condition would not be impacted.
In February 2001, the Company filed a suit against RPC in Superior Court of
the State of California for the County of Santa Clara Case No. CV 796249
which has been stayed pending resolution of the Maryland case. In July
2004, RPC attached the Company's Dbank account for approximately $1,100.
Following a July 2004 hearing in Superior Court of the State of California
for the County of Santa Clara, the Company posted a $1,551 bond in August
2004 and RPC removed the attachment on the Company's Dbank account until
final resolution of the appeal in Maryland.

In January 2004, the Global Crossing Estate Representative, for Itself and
the Liquidating Trustee of the Global Crossing Liquidating Trust v. Mission
West Properties filed an action in United States Bankruptcy Court Southern
District of New York Case No. 02-40188 (REG) asserting that payments of
approximately $815 made in the ordinary course of business within 90 days
of the Global Crossing bankruptcy filing were preference payments. The
Company has engaged legal counsel to defend itself in this claim and intend
to vigorously contest the matter.

In December 2003, Craig R. Jalbert Liquidating CEO, as representative of
the Estate of the Consolidated Debtors for ACT Manufacturing, Inc v.
Mission West Properties, L.P. filed an action in United States Bankruptcy
Court District of Massachusetts Case No. 01-47641 (JBR) asserting that
payments of approximately $482 made in the ordinary course of business
within 90 days of the ACT bankruptcy filing were preference payments. The
Company has engaged legal counsel to defend itself in this claim and intend
to vigorously contest the matter.

GUARANTEES

Under its certificate of incorporation and bylaws, the Company has agreed
to indemnify its officers and directors for certain events or occurrences
arising as a result of the officer or director's serving in such capacity.
The maximum potential amount of future payments the Company could be
required to make under these indemnification agreements is unlimited. The
Company believes the estimated fair wvalue of these indemnification
agreements is minimal and has no liabilities recorded for these agreements
as of September 30, 2004.

The Company also enters into indemnification provisions wunder (i) its
agreements with other companies in its ordinary course of Dbusiness,
typically with lenders, joint venture partners, contractors, and tenants.
Under these provisions the Company generally indemnifies and holds harmless
the 1indemnified party for losses suffered or incurred by the indemnified
party as a result of the Company's activities. These indemnification
provisions generally survive termination of the underlying agreement. The
maximum potential amount of future payments the Company could be required
to make under these indemnification provisions is unlimited. The Company
has not incurred material costs to defend lawsuits or settle claims related
to these indemnification agreements. As a result, the Company believes the
estimated fair value of these agreements 1s minimal. Accordingly, the
Company has no liabilities recorded for these agreements as of September
30, 2004.

11
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SEISMIC ACTIVITY

The Company's properties are located in an active seismic area of Silicon
Valley. Insurance policies currently maintained by the Company do not cover
seismic activity, although they do cover losses from fires after an
earthquake.

ENVIRONMENTAL ISSUES

The environmental investigations that have been conducted on the Company's
properties have not revealed any environmental liability that it believes
would have a material adverse effect on its financial condition, results of
operations and assets, and it is not aware of any such liability.
Nonetheless, it 1is possible that there are material environmental
liabilities of which the Company is unaware. The Company cannot assure that
future laws, ordinances, or regulations will not impose any material
environmental liability, or that the current environmental condition of the
properties has not been, or will not be, affected by tenants and occupants
of the properties, by the condition of properties in the vicinity of the
properties, or by third parties unrelated to the Company.

RESTATEMENTS

The Company has restated its previously reported quarterly information for
the three and nine months ended September 30, 2003. The restated
consolidated financial statements were reported and are further discussed
in the Company's 2003 Form 10-K filed on July 30, 2004. The items that the
Company restated for are as follows:

- The Company recorded additional amortization expense relating to
certain leasing commissions, which were originally being amortized
over a 40-year period. The additional amortization expense resulted
from changing the amortization period of commissions from 40 years to
the term of the lease and the write-off of certain unamortized leasing
commissions in connection with tenant bankruptcies.

- The Company corrected the purchase accounting originally applied to

its 2002 acquisition of the Orchard-Trimble property. In accordance
with Statement of Financial Accounting Standards (SFAS) No. 141,
Business Combinations, which Dbecame effective July 1, 2001, the

Company allocated a portion of the purchase ©price to in-place lease
intangible assets and recorded additional amortization expense from
changing the amortization period of these intangible assets from 40
years to the term of the lease.

- The Company recorded additional depreciation expense relating to the
reclassification of certain real estate assets from a 40-year
depreciable life to a 7- and 25-year depreciable life.

- The Company reclassified the amortization of the above-market lease
intangible asset relating to the 2003 acquisition of the San Thomas
Technology Park from amortization expense to an offset to rental
revenue from real estate.

The aggregate net impact of all restatement items on the Company's
Consolidated Statements of Operations for the three and nine months ended

September 30, 2003 resulted in a decrease 1in net income to common
stockholders compared to previously reported amounts of $50 ($0.00 per
diluted share) and $139 ($0.01 per diluted share), respectively. The

effects of the restatement items described above on the Company's net
income to common stockholders for the three and nine months ended September
30, 2003 are as follows:

12
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Three Months Ended Nine Months
September 30, 2003 September 30

(dollars in thousands)

Net income to common stockholders, as previously $3,943 $12,132
reported
Impact of adjustments for:
Leasing commission amortization (128) (384)
Intangible asset amortization (137) (410)
Depreciation of real estate assets (35) (49)
Total adjustments (300) (843)
Minority interest portion of adjustments 250 704
Net income to common stockholders, as restated $3,893 $11,993
8. SUBSEQUENT EVENTS

On October 7, 2004, the Company paid dividends of $0.24 per share of common
stock to all common stockholders of record as of September 30, 2004. On the
same date, the operating partnerships paid a distribution of $0.24 per O.P.
unit to all holders of O.P. units.

On October 14, 2004, the Company concluded the renewal and extension of its
$80,000 mortgage term loan with Citicorp USA, Inc. (the "Citicorp Loan")
for an additional two years until September 6, 2006. The Citicorp Loan
requires monthly principal payments of $215 and carries a variable interest
rate of LIBOR plus 2%. The loan fee and costs incurred in connection with
the mortgage loan extension amounted to approximately $142 and will be
amortized over the two-year term of the loan using the interest method.
Under the previous loan terms Carl E. Berg had personally guaranteed the
Company's repayment obligations and provided a personal guaranty of the
Company's obligation to indemnify the lender for certain potential
environmental liabilities with respect to the pledged properties. Those
guaranties were provided in conjunction with Citicorp's short-term loan of
$80,000 for the Company's acquisition of the San Tomas Technology Park and
were released by Citicorp as part of the loan renewal and extension. The
loan is secured by seven properties owned by the Company. The Citicorp Loan
terms require the Company to maintain a minimum excess of assets over
liabilities of $400,000.

On October 14, 2004, 1in connection with the Company's extension of the
Citicorp Loan, the Company retired an 8.75% mortgage loan from Prudential
Capital Group with $548 of outstanding principal, which was collateralized
by one property located at 20400 Mariani Avenue in Cupertino, California.
This property has been added as additional security for the Citicorp Loan.

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS

13
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OF OPERATIONS

This Management's Discussion and Analysis of Financial Condition and Results of
Operations should be read in conjunction with the accompanying consolidated
financial statements and notes thereto contained herein and our consolidated
financial statements and notes thereto contained in our Annual Report on Form
10-K as of and for the year ended December 31, 2003. The results for the three
and nine months ended September 30, 2004 are not necessarily indicative of the
results to be expected for the entire fiscal year ending December 31, 2004. The
following discussion includes forward-looking statements, including but not
limited to, statements with respect to our future financial performance,
operating results, plans and objectives. Actual results may differ materially
from those currently anticipated depending upon a variety of factors, including
those described under the sub-heading, "Forward-Looking Information."

FORWARD-LOOKING INFORMATION

This quarterly report contains forward-looking statements within the meaning of
the federal securities laws. We intend such forward-looking statements to be
covered by the safe harbor provisions for forward-looking statements contained
in the Private Securities Reform Act of 1995, and is including this statement
for purposes of complying with these safe harbor provisions. Forward-looking
statements, which are based on certain assumptions and describe future plans,
strategies and expectations of the Company, are generally identifiable by use of
the words "believe," "expect," "intend," "anticipate," '"estimate," "project" or
similar expressions. Additionally, all disclosures under Part I, Item 3
constitute forward-looking statements. Our ability to predict results or the
actual effect of future plans or strategies is inherently uncertain.

Factors that could have a material adverse effect on our operations and future
prospects include, but are not limited to, the following:

- economic conditions generally and the real estate market specifically,

- legislative or regulatory provisions (including changes to laws
governing the taxation of REITs),

- availability of capital,

- interest rates,

- competition,

- supply of and demand for R&D, office and industrial properties in our
current and proposed market areas,

- tenant defaults and bankruptcies,

- lease term expirations and renewals, and

- general accounting principles, policies and guidelines applicable to
REITs.

In addition, the actual timing of development, construction, and leasing on any
projects that we believe we may acquire in the future under the Berg Land
Holdings Option Agreement is presently unknown, and reliance should not be
placed on the estimates concerning these projects. These risks and
uncertainties, together with the other risks described from time to time in our
reports and other documents filed with the Securities and Exchange Commission,
should be considered in evaluating forward-looking statements and undue reliance
should not be placed on such statements.

OVERVIEW

We acquire, market, lease, and manage R&D/office properties, primarily located
in the Silicon Valley portion of the San Francisco Bay Area. As of September 30,
2004, we owned and managed 109 properties totaling approximately 7.9 million
rentable square feet through four limited partnerships, or operating
partnerships, for which we are the sole general partner. This class of property
is designed for research and development and office uses and, in some cases,
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includes space for light manufacturing operations with loading docks. We believe
that we have one of the largest portfolios of R&D/office properties in the
Silicon Valley. As of September 30, 2004, the six tenants who each leased in
excess of 300,000 rentable square feet from us were Microsoft Corporation,
Fujitsu America (a subsidiary of Fujitsu Limited), JDS Uniphase Corporation, NEC

Electronics America, Inc. (a subsidiary of NEC Electronics Corporation), Ciena
Corporation and Apple Computer, Inc. For federal income tax purposes, we have
operated as a self-managed, self-administered and fully integrated real estate
investment trust ("REIT") since fiscal 1999.

Our acquisition, growth and operating strategy incorporates the following
elements:

- working with the Berg Group to take advantage of their abilities and
resources to pursue development opportunities which we have an option
to acquire, on pre-negotiated terms, upon completion and leasing;

- capitalizing on opportunistic acquisitions from third parties of
high-quality R&D/office properties that provide attractive initial
yields and significant potential for growth in cash-flow;

- focusing on general purpose, single-tenant Silicon Valley R&D/office
properties for information technology companies in order to maintain
low operating costs, reduce tenant turnover and capitalize on our
relationships with these companies and our extensive knowledge of
their real estate needs; and
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- maintaining prudent financial management principles that emphasize
current cash flow while building long-term value, the acquisition of
pre-leased properties to reduce development and leasing risks and the
maintenance of sufficient 1liquidity to acquire and finance properties
on desirable terms.

CURRENT ECONOMIC ENVIRONMENT

All of our properties are located in the Northern California area known as
Silicon Valley, which generally consists of portions of Santa Clara County,
Southwestern Alameda County, Southeastern San Mateo County and Eastern Santa
Cruz County. The Silicon Valley economy and business activity have slowed
markedly since 2001 after fast-paced growth in 1999 and 2000. The Silicon Valley
R&D property market has historically fluctuated with the 1local economy.
According to a recent report by BT Commercial Real Estate, vacancy rates for
Silicon Valley R&D property was approximately 22.5% in late 2003 and at the end
of the third quarter 2004. Total vacant R&D square footage in Silicon Valley at
the end of the third quarter of 2004 amounted to 34.8 million square feet, of
which 26.7%, or 9.3 million square feet, was being offered under subleases.
Total negative net absorption (which is the computation of gross square footage
leased less gross new square footage vacated for the period presented) in 2003
amounted to approximately (3.0) million square feet. During the first nine
months of 2004, there was total negative net absorption of approximately (0.7)
million square feet. Average asking market rent per square foot have decreased
from $1.00 in late 2003 to $0.91 at the end of the third quarter of 2004,
although individual properties within any particular submarket presently may be
leased above or below the current average asking market rental rates within that
submarket. The impact of the rental market decline has not Dbeen uniform
throughout the area, however. The Silicon Valley R&D property market has been
characterized by a substantial number of submarkets, with rent and vacancy rates
varying by submarket and location within each submarket.

Our physical occupancy rate at September 30, 2004 was 69%, which is a
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significant decline from the occupancy rate of 78.3% at September 30, 2003. We
believe that our physical occupancy rate could decline further going forward if
key tenants seek the protection of bankruptcy laws, consolidate operations or
discontinue operations. In addition, leases with respect to approximately
140,000 rentable square feet are expiring prior to the end of 2004. The
properties subject to these leases may take anywhere from 12 to 18 months or
longer to re-lease. We believe that the average 2004 renewal rental rates for
our properties will be approximately equal to, or perhaps, below current market
rents, but we cannot give any assurance that leases will be renewed or that
available space will be re-leased at rental rates equal to or above the current
quoted market rates. If we are unable to lease a significant portion of any
vacant space or space subject to expiring leases; 1f we experience significant
tenant defaults as a result of the current economic downturn; if we are not able
to lease space at or above current market rates; or if we restructure existing
leases and lower existing rents in order to retain tenants for an extended term,
our results of operations and cash flows will be adversely affected.
Furthermore, 1in this event it is ©probable that our board of directors will
reduce the quarterly dividend on the common stock and the outstanding O.P.
units. Our operating results and ability to pay dividends at current levels
remain subject to a number of material risks, as indicated under the caption
"Forward-Looking Information" above and in the section entitled "Risk Factors"
in our most recent annual report on Form 10-K.

IMPACT OF RESTATEMENTS

We have restated our previously reported quarterly information for the three and
nine months ended September 30, 2003. The restated consolidated financial
statements were reported and are further discussed in our 2003 Form 10-K filed
on July 30, 2004. The items that we restated for are as follows:

- We recorded additional amortization expense relating to certain
leasing commissions, which were originally being amortized over a
40-year period. The additional amortization expense resulted from
changing the amortization period of commissions from 40 years to the
term of the lease and the write-off of certain unamortized leasing
commissions in connection with tenant bankruptcies.

- We corrected the purchase accounting originally applied to our 2002
acquisition of the Orchard-Trimble property. In accordance with
Statement of Financial Accounting Standards (SFAS) No. 141, Business
Combinations, which Dbecame effective July 1, 2001, we allocated a
portion of the purchase price to in-place lease intangible assets and
recorded additional amortization expense from changing the
amortization period of these intangible assets from 40 years to the
term of the lease.

- We recorded additional depreciation expense relating to the
reclassification of certain real estate assets from a 40-year
depreciable life to a 7- and 25-year depreciable life.

- We reclassified the amortization of the above-market lease intangible
asset relating to the 2003 acquisition of the San Thomas Technology
Park from amortization expense to an offset to rental revenue from
real estate.

The aggregate net impact of all restatement items on our Consolidated Statements
of Operations for the three and nine months ended September 30, 2003 resulted in
a decrease in net income to common stockholders compared to previously reported
amounts of $50,000 ($0.00 per diluted share) and $139,000 ($0.01 per diluted
share), respectively.
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The effects of the restatement items described above on our net income to common
stockholders for the three and nine months ended September 30, 2003 are as
follows:

Three Months Ended
September 30, 2003

Nine Months
September 30

(dollars in thousands)

Net income to common stockholders, as previously reported $3,943
Impact of adjustments for:
Leasing commission amortization (128)
Intangible asset amortization (137)
Depreciation of real estate assets (35)
Total adjustments (300)
Minority interest portion of adjustments 250
Net income to common stockholders, as restated $3,893

$12,132

(384)
(410)

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

We prepare the consolidated financial statements in conformity with accounting
principles generally accepted in the United States of America ("GAAP"), which
requires us to make certain estimates, Jjudgments and assumptions that affect the
reported amounts 1in the accompanying consolidated financial statements,
disclosure of contingent assets and liabilities and related footnotes.
Accounting and disclosure decisions with respect to material transactions that
are subject to significant management Jjudgments or estimates include impairment
of long lived assets, deferred rent reserves, and allocation of purchase price
relating to property acquisitions and the related depreciable 1lives assigned.
Actual results may differ from these estimates under different assumptions or
conditions.

Critical accounting policies are defined as those that require management to

make estimates, judgments and assumptions, giving due consideration to
materiality, in certain circumstances that affect amounts reported in the
consolidated financial statements, and potentially result 1in materially

different results under different conditions and assumptions. We believe that
the following best describe our critical accounting policies:

BUSINESS COMBINATIONS. Statement of financial Accounting Standards No. 141
("SFAS No. 141"), Business Combinations, was effective July 1, 2001. The
acquisition costs of each property acquired prior to July 1, 200lwere allocated
only to building, 1land and leasing commissions with building depreciation being
computed Dbased on an estimated weighted average composite wuseful life of 40
years and leasing commissions amortization being computed over the term of the
lease. Acquisitions of properties made subsequent to the effective date of SFAS
No. 141 are based on an allocation of the acquisition cost to land, Dbuilding,
tenant improvements, and intangibles for at market and above market in place
leases, and the determination of their useful lives are guided by a combination
of SFAS No. 141 and management's estimates. If we do not appropriately allocate
these components or we incorrectly estimate the wuseful 1lives of these
components, our computation of depreciation and amortization expense may not
appropriately reflect the actual impact of these costs over future periods,
which will affect net income.
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IMPAIRMENT OF LONG-LIVED ASSETS. We review real estate assets for impairment
whenever events or changes in circumstances indicate that the carrying amount of
an asset may not be recoverable in accordance with Statement of Financial
Accounting Standards No. 144 ("SFAS No. 144"), Accounting for the Impairment and
Disposal of Long-Lived Assets. If the carrying amount of the asset exceeds its
estimated wundiscounted net cash flow, Dbefore interest, we will recognize an
impairment loss equal to the difference between its carrying amount and its
estimated fair value. If impairment is recognized, the reduced carrying amount
of the asset will be accounted for as its new cost. For a depreciable asset, the
new cost will be depreciated over the asset's remaining useful life. Generally,
fair values are estimated using discounted cash flow, replacement cost or market
comparison analyses. The process of evaluating for impairment requires estimates
as to future events and conditions, which are subject to varying market factors,
such as the vacancy rates, future rental rates and operating costs for R&D
facilities in the Silicon Valley area and related submarkets. Therefore, it is
reasonably possible that a change in estimate resulting from judgments as to
future events could occur which would affect the recorded amounts of the
property. To date we have not recognized an impairment of any long-lived assets.

ALLOWANCE FOR DOUBTFUL ACCOUNTS AND DEFERRED RENT. The preparation of the
consolidated financial statements requires us to make estimates and assumptions.
As such, we must make estimates of the wuncollectibility of our accounts
receivable based on the evaluation of our tenants' financial position, analyses
of accounts receivable and current economic trends. We also make estimates for
reserves against our deferred rent receivable for existing tenants with the
potential of early termination, bankruptcy or ceasing operations. We charge or
credit rental income for increases or decreases to our deferred rent reserves.
Our estimates are based on our review of tenants' payment histories, publicly
available financial information and such additional information about their
financial <condition as tenants provide to us. The information available to us
might lead us to overstate or understate these reserve amounts. The use of
different estimates or assumptions could produce different results. Moreover,
actual future collections of accounts receivable or reductions in future
reported rental income due to tenant bankruptcies or other business failures
could differ materially from our estimates.
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CONSOLIDATED JOINT VENTURES. We, through an operating partnership, own three
properties that are in Jjoint ventures of which we have controlling interests. We
manage and operate all three properties. The recognition of these properties and
their operating results are 100% reflected on our consolidated financial
statements, with appropriate allocation to minority interest, because we have
operational and financial control of the investments. We make Jjudgments and
assumptions about the estimated monthly payments made to our minority interest
joint venture ©partners, which are reported with our periodic results of
operations. Actual results may differ from these estimates wunder different
assumptions or conditions.

INVESTMENT IN UNCONSOLIDATED JOINT VENTURE . We, through an operating
partnership, have a 50% non-controlling limited partnership interest in one
unconsolidated joint venture. This investment is not consolidated because the we
do not exercise significant control over major operating and financial
decisions. We account for the Jjoint venture using the equity method of
accounting.

FAIR VALUE OF FINANCIAL INSTRUMENTS. Our financial instruments include cash and
cash equivalents, accounts receivable, accounts payable, and debt. Considerable
judgment is required in interpreting market data to develop estimates of fair
value. Our estimates of fair value are not necessarily indicative of the amounts
that we could realize in a current market exchange. The use of different market

18



Edgar Filing: MISSION WEST PROPERTIES INC - Form 10-Q

assumptions and/or estimation methodologies may have a material effect on the
estimated fair value amounts. Cash and cash equivalents, accounts receivable,
and accounts payable are carried at amounts that approximate their fair values
due to their short-term maturities. The carrying amounts of our variable rate
debt approximate fair value since the interest rates on these instruments are
equivalent to rates currently offered to us. For fixed rate debt, we estimate
fair value by using discounted cash flow analyses based on borrowing rates for
similar kinds of borrowing arrangements. The fair value of our fixed rate debt
at September 30, 2004 was approximately $234 million.

REVENUE RECOGNITION. Rental revenue is recognized on the straight-line method of
accounting required by GAAP under which contractual rent payment increases are
recognized evenly over the lease term, regardless of when the rent payments are
received by us. The difference between recognized rental income and rental cash
receipts is recorded as Deferred Rent Receivable on the consolidated balance
sheets.

Certain lease agreements contain terms that provide for additional rents based
on reimbursement of certain costs. These additional rents are reflected on the
accrual basis.

Rental revenue is affected if existing tenants terminate or amend their leases.
We try to identify tenants who may be likely to declare Dbankruptcy or cease
operations. By anticipating these events in advance, we expect to take steps to
minimize their impact on our reported results of operations through lease
renegotiations, reserves against deferred rent, and other appropriate measures.
Our judgments and estimations about tenants' capacity to continue to meet their
lease obligations will affect the rental revenue recognized. Material
differences may result in the amount and timing of our rental revenue for any
period if we made different judgments or estimations.

Lease termination fees are included in other income. These fees are paid by
tenants who want to terminate their lease obligations before the end of the
contractual term of the lease. There is no way of predicting or forecasting the
timing or amounts of future lease termination fees.

We recognize income from rent, tenant reimbursements and lease termination fees
and other income once all of the following criteria are met in accordance with
SEC Staff Accounting Bulletin 104:

- the agreement has been fully executed and delivered;

- services have been rendered;

- the amount is fixed and determinable; and

- collectibility is reasonably assured.
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RESULTS OF OPERATIONS

COMPARISON OF THE THREE AND NINE MONTHS ENDED SEPTEMBER 30, 2004 TO THE THREE
AND NINE MONTHS ENDED SEPTEMBER 30, 2003

As of September 30, 2004, through our controlling interests in the operating

partnerships, we owned 109 properties totaling approximately 7.9 million
rentable square feet compared to 108 ©properties totaling approximately 7.8
million rentable square feet owned Dby us as of September 30, 2003. This

represents a net increase of approximately 1% in total rentable square footage,
which is primarily attributable to our acquisition in December 2003 of one
property located in San Jose, California consisting of approximately 129,000
rentable square feet from the Berg Group.
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Rental revenue from real estate for the three and nine months ended September
30, 2004 compared to the three- and nine-month periods in 2003 are as follows:

Three Months Ended September 30,

2004 2003 $ Change

(dollars in thousands)

Same Property (1) $26,662 $30,537 ($3,875)
2003 Acquisitions (2) 2,918 2,773 145
$29,580 $33,310 ($3,730)

2004 2003 $ Change

(dollars in thousands)

Same Property (1) $82,303 $92,227 ($9,924)
2003 Acquisitions (2) 8,754 5,237 3,517
$91,057 $97,464 ($6,407)
(1) "Same Property" is defined as properties owned by us prior to 2003 that we
still owned as of September 30, 2004.
(2) Operating rental revenue for 2003 Acquisitions does not reflect a full 12

months of operations in 2003 because these properties were acquired at
various times during 2003. The 2003 acquisition amount for the three months
ended September 30, 2004 and 2003 each includes approximately $0.5 million
of above market rent amortizatio