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MCE EXECUTIVE COMMITTEE i &
AR S et Prnpﬂrti,l' Leases Offer Opportunities to Provide
PLANNING

The MCS Executive Commitiee under-
Look the [irst two phases of the process
of strateic planning al its November
1992 and February 1993 commities
e tings and will continue the process
during its scheduled committes meet-
ings this year (see related article on
page ). MCS section members are in-
vited to use the MCS FaxSURVEY (o
sugrest |ssucs that the commitiee
should be consldering. A survey form s
provided on page 7.

Continued on page 5
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BY HERBERT "HAL" ROSENTHAL, CPA, FORT LAUDERDALE, FLORIDA

CPAs may be sitting on a cornucopia of opportunities to provide
additional professional services to existing and potential clients. At
the same time, they may be unwittingly exposing their CPA firms to
clalms of substantial damages arising out of possible negligence or
ignorance. The new and supplemental services can be provided (o
clients that rent office space and other commercial property.

The opportunitles and dangers are
associated with lease provisions and
rent escalations that may result in ex-
ceasive charges and therefore Inceease
the potential of having a significant
impact on an organization’s flnancial
statement. Accordingly, CPAs should
become aware of these overcharges and
thie reasons they exist. Even CPAs who
chioose motl 1o |’E|r"|'1'|.'l.-|,!:- these servioes
should be aware of the possibility of
lease overcharges as they manage thelr
0w actrning practioes.

A ke of thumb to estimate the po
tential magnitude of these excessive
charges [s based on stalisties that have
been compiled: Il four or more leases
are involved, the gross overcharges can
amount (o 5] persquare foot or more of
all leases in force. In my experience,
maore than one in four commerclal prop-
erty leases contain provisions that lead
to overchanges by landlords and prop
erty managermnent companies. These
overcharges on individual leases can
range from 24 (o more than $10 per
square fool. depending on the term of
the [esase

A COTIOMION cause of |'|'..'|.-n|'|'|.'|,rg|,-.1 1]
phieertfam costs, These are additieral
charges to the tenant that do not repre-
Hemit actual Inereases in CXPENSEs o
vided for under the terms of the lease

CPAs who are unaware of these phaan-
lom cosls may approach an engage-
ment assuming that anyihing unusueal,
such as a4 material hidden overcharge,
because of s siee, will come to thelr
attention. This assumpiion S wun-
founded,

HOoW OVERCHARGES HAPPEN
Base renl contains four key compo
ments, sach carefully considersd by an
astute landlord, They are—
1. The landiord’s debt servior requilne-
ment
2. The projected operating cosis
4. Provision for future major capital
repalrs [such as a8 new rood)
. Frofit
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O thae four components, only prodit
Is discretlonary. and then only moder-
ately =0, The remadning three Faclors
are usually frmed up during the praject
planning-funding process and aee well
kmowym B o landlend by the lime lease
pegotiations with prospective lemnls
begin.

The opernting oosis of commercinl
properly, such as an offlee bullding.
inerease gver time. primactly beeavse of
infation. and w4l probably erode the
landlord's prodit. To prevent such ero-
slon, moest leases conlain ang of mene
provisions reguining tenants o relm-
burse the landlord for increases In op-
erating expenses of the building during
theterm af the lease. The most cemmon
plan provides for the landlond (o be
relmburssd for any copense increases
i the vears after the first or base year
of the lease, Such relmbursements are
known as rental escalationsg or poss-
throvugh costs.

Rentalescalation provisions ooime in
several forms. Somelimes, formulas or
Indexes, such as the Consumer Price
Index (CE, are wsed as a basis for
estimating inereases of operating ex-
perses. Whatever form the sxpense re-
imbursermnent provision takes, i does
troLalter the pucpaseal the provision: 1o
reimburse expenses. The inlentlon I8
the same as when an employee s eeim-
b pgedd o |:}|.|.:t|:|'|-e:5.5. EMPERSS. The
EI'I:Il:-|rJ-:|.'H" i% ol s»'.11'|:|||.:rﬂ-|?-|1 1o ke a
prrcdin an the relmburserment: peither |15
the: Bappdlord, Nevertheless, expense ne-
imbursemenissometimes provide enor-
mous hldden profits 1o landlords and
building management companies ol
their tenants’ expaense,

Cargeful aittention to the basls of the
terms of the Jease will help prevent
polentlal problem siiuations such as
the Fallowing:

# The base yvear ax expense may be
dedermined By using a I assess.
meend valuation. Taxing authorities
customartly provide low assessmwnt
valuations 1o landlerds In contem:-
platienof a lease-up period of severnl
VCArE,

& The rental escalation provislon s
based on a CPl index that is subject
o seasonal swings, The starting in-
dex selectxd may be one that will
soon change in favor of the landlord

8 The debl sepdee for financing the
cost of an office butlding garage |5
classifled as leased ~air rights® and
passcd on 1o the tenants.

These and similar situatlons (see the
case study on this page) may resull in
excess expenscs being passed o the
tenant despite a property-lease armange-
ment that appears favarable,

IMPACT ON THE LANDLORD'S
FINANCIAL STATEMENTS
When tenants are being overcharged,
Bath the CPA and the elient-landioed
fy b At rish To the extent that over-
charpges can be proved, theie effect on
L T Bl s dinanclal statenients st
L comsdilernsd.  Bxoess expense relin-
barsements fnd their way to e botrom
e of the landlord entity and becoae
af the acenmulated equity shown
I7 the Ll loecl s Dalanee aheet. 10 acti-
ality, the overcharge s a Uablity, and
Lbee acr-usrlated equliy on the Bundlond s
balanee sheet 18 oveestated o the ex-
tenst of that lEability [plus (nterest), A
cominon resull of reporting an over-
charge on a lindiord's balance sheet is

CASE STUDY:

insolvency of the landiord's entity. This
oulrome is capeckilly probable n the
cvent of successiul litigntion by a single
tenant towhom the landlord must pay
damages. Insuch an instance. the land-
lord is estopped from fereing other ten-
ants togo tocourt te obtalin comparatle
damages I the basis of their claim s
ientical w that of the single tenant,
Therefore, a contingent liability leading
o indolvency iy arise because of the
petentlal for meabtiple Habillty.

Whether or not a balanee sheet cor-
recilon 15 requbred, disclosure may e
mandatory and could have the same
ellect on the landlord's financial state-
eriennts as it would §F the correction were
e,

If the landlord’s CPA SO not Know of
the everchiange, bhutshould have known,
hie or she may be accused of negligence,
Negligence alone is an Insulflefent basis
upon which third parties may recover
dlamages from a CPA, However, 1t is not

EXPOSURE TO LIABILITY FOR DAMAGES
ASSOCIATED WITH PROPERTY-LEASE COSTS

Thee lease for o property called for the sole tenant to pay the landlord annual rent
inereases based upan the annwal pereentage Inereases of the wholesale price
index, which is a spectlic Index of the Consumer Price Index. However, the
Taneklored vsed a ciiferent [ndex ol the CPL than the one specificd in the léase and,
as a result, overcharged the tenant hundreds of thousands of dollars—not
counting Interesi—over the lease term.

Usually it 1s relatively easy for a CPA to verify that the rental escalations are
caleilated accarding to the terms of the lease. I8 15 alse prudent to do =0, For
these reasons aswell as reasons of materality, the landlond's CPA should huvve
reacd thee bease and tested the CPM ocalculation as parl of the engagement
procedures. Tlad that been done, the emmor would have been discovened,
assuming the CPA knew that CFf can be a generic name for several different
indexes. (For example, specific consumer price indexes that landlords can
sedept from Include the wholesale price Index; the CPL, all urban consumer [CFI-
Ul and the CPI, urban wage eamers and clerical workers [CPI-W.

Ini this case, by fadling (o read e lease and test the calculation, the CPA did
not demonstrate due professional care. The tenant alleged that the CPAL In
failing to do so over & period ol vears, alded and abetted the landlord in decelving
the tenant and thereby helped to cause and Lo perpeiuate the damages to the
tenamnt,

In addition, by filing (o make proper provision on the landlord's financtal
statements and to make appropriate disclosures related o these financlal
statements, the CPA jeopardized the landlord's net assets, the fund from which
a judgment in fovor of Injured thied parties could be satisfied.
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difflcull o establish that the injured
partics reled on faulty representations
of the CPA.

Usuplly, the CPA™s fallure to uneover
material evercharges eon be shown to
have asslsted the landlord to bprog-
erly obtain and retain manes eom ten-
ants. This 15 particuilary likely swhen
e CPA should have knows that the
client used the lease engagement work
product to legitimize charges Lo ten:
anis.

OVERCHARGES ARE UNSTATED
ASSETS AND RECOVERABLE
CosTs

CiPAs are encouraged o think of prop-
erty-lease cost overchurges of a temunt
ellent as an unsEaled asset, or 4% n
recoverable cost. The aforementioned
rule of thumb o estimate e gotentlal
magnitude of evercharges can be used
a8 4 basis, bul ned the only basis, to
approximate the amounl Lhat may he
fnvolved.

For a company the siee of 1BM.
SBT0,000,000 of costs may be recovers
able, depending enthe statute of limita-
tions. Although the evercharges for a
small company may be only a fraction of
those paid by a large company. the
relative: significance w0 profitability s
cejuidl.

CPA lirms engaged 1o provide prop-
eriy-lease services should consider con-
sulting with eihers to ascertain ssues
fnvalving propeny lease costs of which
they may sob be aware. Then, the fiems
cabfy determaine what, i any, additional
services or procedures may b mneess-
sy Lo properly sepee the ellent’s Inier-
ests and o fulfill the engagement ve-
spenisibilities,

CPAconsullants should consider ad -
visions thielr firms” audit departments to
liasit their responsibilities or expand
their procedures in audit engagements
inwhich there is the possibility of prop-
erly-lease cosl overcharges. For ex-
ample, In an engagement to provide
atlest services related 1o the purchase
or sitle of rental preperibes, the issue of
lease overcharges may exist. In this
e, the projected profit of the cumer is
based, in great measure, on the
progaerty's historc profitabdbity. The past
oF anthcpsted profitabdlity of the peop-
eriy canmod e validly cstimated unless
cxlsting, bul as vet unclalmed, over-
charges are uncovercd, Estoppel cor-
titicates, pormally required af tenants
when a bullding 15 sold or reflnaneed,

LEASE AUDIT SERVICES
[0 e o L A A R e LSS TP

Lease auditing, an emerging leld of experiise, only infrequently involves an
actual audit and can be more accurately described as forensic review of
properiy-lease costs. CPAS who wish to gain the benefits of lease acditing
servioes for their clients or themselves should be aware that. of the amount of
potential overcharges, less than 20 percent Is accounting-related [e.g., cash/
accrual differences) and more than 80 percent s nonaccounting-related
overcharges (e, phantom ecosts]. | call this the 80/20 factor.

The mwjonity of providers of lease auditing services in the US, focus on
accopnting-related overcharges and may be unaware of the 8020 factor.
These providers do help to recover some overcharges and occasionally uneover
nonaceouniing-related overchanges, However, their resulis are inherently
different from those of providers capable of discovering both classes of
overcharges or those of providens proficlent in the entire range of services

associated with property-leise costs.

CPA comsultants in this disclpllne, as with other techndeal arcas, should be
selected on the basds of thelr abllity to develop and achieve the goals of the

cllent.

doned ellectbvely bar daanape recoerny,

OPPORTUNITIES FOR NEW
OR EXPANDED SERVICES
CPA consultants can also advize mem-
e ol thelr Arms® audit departments
arl Kentiiving sttuatlans e client orga-
nlzatkons that may require conswaliine
services assoclaled with propeny-lease
caslts,
The conswulting services that a CPA
firm can offer inelode:
® Chvercharge kentlioatbon amd verifi-
catlon
Forensic inveatigaiton
Litigation support services
Arbiteation and mediation
Megollated resolutiéon of disputes
Trasawction reviews
Drvelopment of overcharge avoicd-
anee melhoeds
= Seminars and tralning programs
ACPA firm does not need 10 becane
peofickent in each of these areas o
provide new or expanded consulilng
semvices N connection withh property
lenses, For cxnmple, il can be suiliclent
and valuable for the CPA to identify
potential opportunities for tenant—eli-
ents io avokd overcharges o to podit ot
areas of risk 1o landlord clients [ses
sidebar "Lease Audit Secvices™).
Typically, whenever overcharge alle-
gatlons are made, the need ardses for
additional conventional accountiveg and
consuling seevices.  In swueh circuam-

stances, the CPAwho prowildes aocont-
e or consultiong services o support a
particular position needs o be well
infermed aboul property-lense cosis.
Ctheraise, the pesull can be extremes
embarrassment. Knowledge of real es-
iate, however extensive, |5 mol 2 sukst-
fube for Koo bedre abowt propery -hese
cost matlers.

CPAs providing Htigatlon sepport
servires—or Leose wdshing o do sa,
especially those with o background in
commerclal real estale—should con-
slder fearninmg more about property-
beivse costs ond offering assoclated
services,

A properly developed overcharge
claim s dillicull to defeat in cowrt
Enowinge thls. a CPA consaltant spe-
clalkzing In property-lease costs can
help bring about a more intelligent,
Eairer, ool less costly result than might
ntherwise ooour,

Hecouse frw precedents have been
s In these maitlers. the jJuddment of a
frier of et §s often bascd in great part
wpenn the clartty, logic, and faimess of
the positlons presented by the Cia
consultant, To apply their kills more
elfectivelr, astute attormeys rely on the
coneepts and arguments provided by
the CPA consultant,

CPAs con and showld assist thelr
clicnis in negotiating a resolution of
overcharde clalms, Ultmately, a busi

Continued






