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ITEM 7.                             Financial Statements, Pro Forma Financial Information and Exhibits.

(c) Exhibits.
 

The following documents are furnished as exhibits to this report:
 

Exhibit No.
 

Description
   

1.1
 

Washington Office section of the Letter to Shareholders included in the Company’s Annual Report to Shareholders
for the year ended December 31, 2003.

   
1.2

 

Reconciliation of the projected impact on Net Income and Funds from Operations of the PTO vacating the space it
previously occupied and its subsequent lease up.

 
 
ITEM 9.                             Regulation FD Disclosure.
 

On April 29, 2004, we commenced the mailing of our Annual Report to Shareholders.  The Letter to Shareholders contained in the Annual
Report included a projection of the impact on the Company’s Funds from Operations of the Patent and Trademark Office (“PTO”) vacating the 1.9 million
square feet it currently occupies in the Company’s Washington, D.C. Office buildings, and the subsequent lease-up of that space.

 
Previously, the Company disclosed in its Annual Report on Form 10-K for the year ended December 31, 2003, that the PTO would be relocating

in the late 2004 and 2005.
 
Details of the projection are included in Exhibit 1.1 and 1.2.  This projection contains forward-looking statements as such term is defined in

Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Forward-looking statements are
not guarantees of performance.  The Company’s future results, financial condition and business may differ materially from those expressed in these forward-
looking statements.  These forward-looking statements are subject to numerous assumptions, risks and uncertainties.  Many of the factors that will determine
these items are beyond our ability to control or predict. For further discussion of these factors, see “Forward Looking Statements” and “Item 1. Business-Risk
Factors” in the Company’s annual report on Form 10-K for the year ended December 31, 2003.
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SIGNATURES

 



Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned hereunto duly authorized.
 
 

VORNADO REALTY TRUST
 

(Registrant)
  
 

By: /s/ Joseph Macnow
 

  
 

Name: Joseph Macnow
  
 

Title: Executive Vice President - Finance and
Administration and Chief Financial
Officer

  
Date:  April 29, 2004
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EXHIBIT INDEX

 
Exhibit No.

 
Description

   
1.1

 

Washington Office section of the Letter to Shareholders included in the Company’s Annual Report to
Shareholders for the year ended December 31, 2003.

   
1.2

 

Reconciliation of the projected impact on Net Income and Funds from Operations of the PTO vacating the
space it previously occupied and its subsequent lease up.
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Exhibit 1.1
 
Washington Office
 
Vornado’s Charles E. Smith Division is the largest owner of office space in the Washington, DC area and is the largest landlord to the Federal Government.
Vornado made minority investments in Smith in 1997, and then again in 1999, and acquired the remainder on January 1, 2002, so that we now own 100%.
Smith today owns 14.0 million square feet, about half of which is located in 26 buildings in Crystal City, Arlington, VA, adjacent to Reagan National Airport,
overlooking the Capitol. (8) Mitchell Schear has now completed his first full year as President of Charles E. Smith. He has finished the integration of Smith
and Kaempfer and is fully focused on leasing—our Washington office team leased 2,848,000 square feet in 2003. He and David have become quite a team.
Mike and I are delighted. When we acquired Smith our underwriting accounted for the fact that its largest tenant, the Patent and Trademark Office (PTO),
would be relocating in late 2004 and 2005, vacating approximately 1.9 million square feet in Crystal City. Our underwriting accounted for this both in terms
of price (9) — we acquired the portfolio at an above market 10.3% cap rate—and by mentally allocating $75 million for capital expenditures to re-lease these
buildings.
 
The table below shows the move-out schedule of PTO
 
    

2004
 

2005
 

2006
 

2007
 

(IN THOUSANDS OF SQUARE FEET)
 

Total
 

Q4
 

Q1
 

Q2
 

Q3
 

Q4
 

Q1
 

Q4
 

To be left in service
 

1,038
 

247
 

103
 

101
 

188
 

98
 

107
 

194
 

To be taken out of service
 

901
 

690
 

109
 

64
 

—
 

38
 

—
 

—
 

Total
 

1,939
 

937
 

212
 

165
 

188
 

136
 

107
 

194
 

 

(8)                 Smith also owns 4.8 million square feet inside the Beltway, including 2.5 million square feet in the I-395 Corridor (Skyline), 1.5 million square feet in
the District of Columbia and .8 million square feet in Rosslyn/Ballston and 1.7 million square feet outside the Beltway in Tysons Corner, Reston and
Bethesda.

 
(9)                 Our purchase price for 100% of Smith was $2.45 billion based on a 10.3% cap rate on EBITDA. Same store EBITDA grew at the rate of 5% per annum

to $278.7 million in 2003, which we believe would be valued in the current market at a cap rate in the 7s. But even at an 8% cap rate, we have a mark-
to-market profit in this investment of approximately $1 billion.

 
It’s not that simple, however. In this acquisition we issued a security convertible into 5.7 million common shares at $44 and issued 15.6 million
operating partnership units at $39. In effect, the sellers who took our shares instead of cash participated to the tune of 14% in the increase in value of
the Smith assets and the Vornado assets as well.

 

 
Our current financial model of the effect on Vornado’s FFO of PTO’s move-outs and our forecasted subsequent lease-up is based upon (i) an increase in
average straight-lined escalated rent from the current $26.61 per square foot to replacement straight-lined rent of $33.50 per square foot, (ii) one year of
downtime with a corresponding reduction in variable expenses, and (iii) taking 901,000 square feet out of service for 9–18 months including capitalizing
applicable costs.
 
To summarize:
 
•                  PTO is moving out of 1,939,000 square feet over the next couple of years. (Recently, the PTO advised us they intend to retain approximately 200,000

square feet through at least 2007.)
 
•                  We will take 901,000 square feet in the four oldest buildings out of service for modernization that will take 9-18 months. Our capital budget for this is

$122 million ($135 per square foot). Our capital budget for the remaining space is approximately $30 million.(10)
 
•                  We forecast FFO to decline as PTO vacates then rebound as we lease-up as follows
 

2004 Q4
 

$ (1,500,000)
2005

 

$ (14,300,000)*
2006

 

$ (5,200,000)
2007

 

$ 8,900,000
 

2008
 

$ 13,500,000
 

 
*                2005 by quarter–Q1 ($3,100,000), Q2 ($3,900,000), Q3 ($4,400,000), Q4 ($2,900,000)
 
We believe our business is certainly large enough and strong enough to absorb the PTO blip in 2004-2006 without missing a beat.
 
At the end of the day, we forecast an increase in FFO of $13.5 million from the PTO space—the result of replacing $26.61 per square foot rents with $33.50
per square foot rents. Looking at it another way, we expect about a 9% return on the incremental capital invested.
 

(10)          Reconciling the $75 million capital budget we underwrote at the time of this acquisition to the current budget of $152 million is a result of changed
assumptions. In the original underwriting we projected leasing over one third of the PTO space at about $26 per square foot with minimal capital
expenditures.  The current plan is to totally modernize 901,000 square feet to new building standards with a corresponding $7.00 per square foot
increase in rent.

 
And please remember, all this is still a forecast.

 



Exhibit 1.2
 

Below is a reconciliation of the projected impact on Net Income and on Funds from Operations (“FFO”) of the PTO vacating space it previously
occupied and its subsequent lease up:
 
($ IN MILLIONS)

 
2008

 
2007

 
2006

 
2005

 
2004

 

Net Income (Loss)
 

5.3
 

1.2
 

(12.2) (15.0) (2.4)
Depreciation

 

8.2
 

7.7
 

7.0
 

.7
 

.9
 

Funds from Operations
 

13.5
 

8.9
 

(5.2) (14.3) (1.5)
 

FFO does not represent cash generated from operating activities in accordance with accounting principles generally accepted in the United States of
America and is not necessarily indicative of cash available to fund cash needs which would be disclosed in the Consolidated Statements of Cash Flows for the
applicable periods.  FFO should not be considered as an alternative to net income as an indicator of the Company’s operating performance or as an alternative
to cash flows as a measure of liquidity.  Management considers FFO a relevant supplement measure of operating performance because it provides a basis for
comparison among REITs.  FFO is computed in accordance with NAREIT’s definition, which may not be comparable to FFO reported by other REITs that do
not compute FFO in accordance with NAREIT’s definition.

 


