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Preface

My goal in writing this book is twofold: to share with you my knowledge of
the theories and practices of real estate from an accounting and financial
perspective, and to provide a resource for easier understanding of the real
estate industry from a financial standpoint. This book is a must-read for
professionals and scholars interested in the real estate industry, especially
investors, analysts, accountants, auditors, and students.

To make the subject easy to understand, the book starts from an intro-
ductory level; subsequent chapters build on the first few chapters.

The first two chapters introduce real estate terms and products and
discuss basic real estate accounting. These chapters are fundamental to
understanding the industry and gaining the most out of this book. They
cover common terms used in the real estate industry as well as basic finan-
cial information common to the industry. Chapter 2 also covers basic
accounting aspects of real estate transactions.

This book also introduces the reader to the different forms of entities
in which real estate assets are held in Chapter 3. The discussion goes from
the simplest form of real estate ownership—sole ownership—to partner-
ships, joint ventures, and real estate investment trusts (REITs). The charac-
teristics as well as advantages and disadvantages of these forms of entities
are discussed in detail.

Later chapters discuss the various aspects of real estate. Chapters 4 to
7 focus on the accounting for revenues, expenses, capital improvements and
inducements, among other specific areas of transactions. There are in-
depth discussions on budgeting, variance analysis, market research and
analysis, valuation, and financing, which are covered in Chapters 8 to 12.
Certain more complicated types of transactions, such as accounting for
real estate investments, development costs, and percentage of completion
revenue recognition, are also discussed in depth in Chapters 13 to 15.
Chapter 16 discusses the various types of audits that real estate entities are
subjected to. Audit processes and procedures are explained to help

xiil
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auditors, accountants, and management understand the roles and impor-
tance of audits. Common items normally requested by the auditors are also
described.

I am confident that this book will further your understanding of the
real estate industry. My hope in writing this book is that I am able to con-
tribute to your understanding of this field.

Obioma Anthony Ebisike,
New York, New York
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INTRODUCTION
TO REAL ESTATE

Real estate is generally defined as land and all things that are permanently
attached to it. These attachments include improvements made to add to the
value of the land, such as irrigation systems, fence, roads, or buildings. When
buyers purchase real estate, in addition to acquiring the physical land and its
improvements, they acquire other specific rights related to that real estate.
These rights include the right to control, exploit, develop, occupy, improve,
pledge, lease, sell, or assign the real estate. These rights apply not only to the
physical land and improvements but also to the ownership of all that are
below and above the ground. These ownership rights normally can be sepa-
rately leased or sold to interested parties; thus landowners can separately sell
the space above a certain height on a particular piece of land. This space is
normally called an air right. However, it is important to note that the use and
transfer of air rights can be restricted or regulated by state and local laws.

TYPES OF REAL ESTATE ASSETS

Generally, a piece of land can be improved into different types of real estate
assets. These improvements can be classified into seven different types of
real estate:

1. Improved nonbuilt land

2. Residential properties

3. Commercial office properties

4. Industrial properties
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5. Retail properties
6. Hotels

7. Mixed use properties

Improved Nonbuilt Land

In economics and business, land is described as one of the four factors of
production. (The other factors include labor, capital, and entrepreneur-
ship.) The value of land is derived from the demand for land for production
of goods and also for the demand for goods and services created from im-
provements made to land. For example, the demand for rice requires the
cultivation of the seed in farmland to grow the rice. Likewise, the demand
for cars requires the need to build factories to produce the cars, and land is
needed to build these factories. Therefore, even an empty land is an asset
with measurable and in many cases significant value. Thus, a vacant land
can be improved through proper irrigation and access roads for farming or
with structures for the production of goods and services.

Residential Properties

Shelter is a basic necessity of life. In order to obtain it, residential properties
must be constructed. The type of residential properties predominant in a
particular area depends on factors such as availability of developable land,
population and population growth, zoning laws, local government policies,
and access to transportation, among others.

There are primarily four types of residential property:

1. Single-family and small multifamily properties
2. Garden apartment buildings
3. Mid-rise apartment buildings

4. High-rise apartment buildings

Single-Family and Small Multifamily Properties Single-family resi-
dential properties are found mostly in suburban areas and usually are
occupied by one family. Such houses normally would have a living room,
bedrooms, kitchen, bathroom(s), and maybe a family room. They are usu-
ally occupied by the property’s owner or rented out to a tenant. This type
of residential property is not usually found in a central business district
(CBD) because it requires more land space per family living unit than
other types of residential properties, and they are usually more affordable
in a suburban area.

A small multifamily residential property is similar to a single-family res-
idential property but with more than one unit. Because of the multiple-unit
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structure, each unit is rented out to different individuals or families. These
small multifamily properties can be between two and four separate units. In
some cases the owner occupies one of the units and rents the other units to
tenants. This type of residential property is also predominant in suburban
areas and sometimes is also found in urban areas. In some cases it can be
found near CBDs.

Garden Apartment Buildings Garden apartment buildings usually are
located in suburban areas and contain individual attached apartment units.
They usually are built horizontally and normally are made up of three to
four stories. In suburban areas, retirement homes and some condominiums
and cooperative houses are built in this form. A typical garden apartment
complex can have between 40 and 400 units. This type of residential prop-
erty is more common in the suburbs because it requires significant land
space due to the horizontal nature of the structures.

Mid-Rise Apartment Buildings Mid-rise apartment buildings are
more commonly found in urban areas. They are usually higher than 5 sto-
ries and can be up to 10 stories. In cities, mid-rise apartment buildings can
be structured as condominiums and cooperatives properties. Unlike garden
apartment complexes but similar to high-rise apartment buildings, mid-rise
apartment buildings require relatively small land space. But the cost of land,
even relatively small parcels, often is very expensive.

High-Rise Apartment Buildings High-rise apartment buildings are
usually towers built in urban areas. High-rise apartment buildings make
effective use of the high cost of land in cities. High-rise buildings are usu-
ally taller than 11 stories. In major cities, such as London, New York,
Tokyo, and Toronto, it is not uncommon to find 50-story high-rises. The
construction costs of these towers are enormous. High-rises contain signif-
icant numbers of apartment units, certainly more than mid-rise apartment
buildings.

Commercial Office Properties

Commercial office properties are properties constructed for commercial of-
fice activities. These properties can be found in both urban and suburban
environments and are occupied by businesses for conducting business activ-
ities; however, they are predominantly found in CBDs. Office properties are
usually classed either as A, B, or C. These classifications have no specific
rules or criteria, and classifications in different cities vary; thus, what is
classed as a Class A building in Dallas might have a different classification
in Washington, D.C. However, some of the factors that affect a building’s
classification include amenities, type and condition of the elevator, lobby
finishing, electrical and mechanical engineering efficiencies, adoption of
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modern energy concepts, design of the building, age, proximity to trans-
portation, and tenant mix.

Generally, a Class A building is better in terms of the factors men-
tioned above than a Class B building in the same market. Class A buildings
tend to be close to major transportation hubs; are new or relatively new, and
have modern designs; have modern electrical and mechanical engineering
systems; have modern heating, ventilation, and air-conditioning (HVAC)
systems; and usually have major companies as tenants, among other attrib-
utes. Class B buildings tend to have fewer amenities than Class A buildings.
They may have older electrical and mechanical systems and may be located
farther away from main transportation hubs. Class B buildings also may
have a mixture of major companies and less-known companies as tenants.
Class C properties are much older buildings that have not undergone any
major renovations for a long time. They also have older electrical and me-
chanical systems that lack current technological efficiencies. Most often
Class C buildings are occupied by numerous, less-well-known companies
with relatively small spaces rented to many tenants.

Industrial Properties

Industrial properties include manufacturing plants and warehouse facilities.
These properties usually are built horizontally and are very large in size.
Sometimes they are custom built to meet the specific needs of tenants due
to the nature of the manufacturing process or the type of equipment used.

Industrial properties usually have simple structural designs with open
space and very high ceilings. Some might have unique floor, wall, HVAC,
or roofing specifications. The actual structure depends on the needs of the
tenants. It is not unusual to find a manufacturing facility of up to 1 million
square feet of horizontal space or a warehouse facility of the same size.

Industrial properties usually are located away from residential areas
and urban cities. Due to amount of land required to construct these struc-
tures and also due to zoning restrictions, mostly they are located where land
costs are relatively cheap. In some cases, the waste from these facilities can
be unfit for normal living environments. In some areas, only certain loca-
tions far away from residential areas are zoned for industrial activities.

Retail Properties

Retail properties in general are built near residential neighborhoods and
commercial districts. There are different types of retail properties; the most
common types are:

¢ Convenience centers

® Neighborhood shopping centers

¢ Community shopping centers
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® Regional shopping centers/malls

® Superregional shopping centers/malls

® Specialty centers

® Lifestyle centers

® Power centers

¢ Oft-price outlets and discount centers/malls

® Strip commercial

® Highway commercial

The main differences among these types of retail properties are the

size of the buildings and the nature and type of tenants. On one extreme
are the convenience centers, which are usually less than 30,000 square feet;
on the other extreme are the regional and superregional malls, which could

be over 1 million square feet of shopping space. Exhibit 1.1 summarizes the
attributes of each of these types of retail properties.

Exhibit 1.1 Types of Retail Properties

Type Tenantry Size Trade Area
Convenience Stores that sell Less than Less than 5-
center convenience goods (e.g., 30,000 sq. ft. minute driving
groceries, time
pharmaceutical); not
anchored by a
supermarket
Neighborhood Stores that sell 30,000 to Less than 5-
shopping center  convenience goods and 150,000 sq. ft. of  minute driving
stores that provide gross leasable time; 1 to 13-
personal services (e.g., area; 4 to 10 mile range;
dry cleaning, shoe acres 5,000 to 40,000
repair); a supermarket is potential
often the principal customers
tenant
Community Stores that sell 100,000 to 5- to 20-minute
shopping center  convenience goods, 300,000 sq. ft. of  driving time; 3-
personal services, and gross leasable to 6-mile range;
shopper goods (e.g., area; 10 to 30 40,000 to
apparel, appliances); a acres (includes 150,000
junior department store  minimalls) potential
or off-price/discount customers

store is often the
principal tenant; other

(continued)



6 Introduction to Real Estate

Exhibit 1.1

(Continued)

Type

Tenantry

Size

Trade Area

Regional
shopping center

Superregional
shopping center

Specialty, or
theme center

Lifestyle centers

Power center

tenants include variety
or super-drugstores and
home improvement
centers

Stores that sell general
merchandise, shopper
goods, and convenience
goods; one or more
department stores are
the principal tenants

Stores that sell general
merchandise, apparel,
furniture, home
furnishings, and services
as well as recreational
facilities

Boutiques and stores
that sell designer items,
craft wares, and gourmet
foods; a high-profile
specialty shop is often
the principal tenant;
festival malls and fashion
centers are types of
theme centers

Stores that sell upscale
home furnishing,
women’s fashion,
department stores and
restaurants

A minimum of three, but
usually five or more,
anchor tenants that are
dominant in their
categories

300,000 to
1,000,000 sq. ft.
of gross leasable
area; 30 acres;
contains one or
more
department
stores of at least
100,000 sq. ft.

Over 800,000
sq. ft. of gross
leasable area;
contains at least
three major
department
stores of at least
100,000 sq. ft
each

Same range as a
neighborhood
or community
shopping center

300,000 to
500,000

Typically open-
air centers of
more than
250,000 sq. ft.;
almost all space
designed for
large tenants

20- to 40-
minute driving
time; 5- to 10-
mile range;
150,000 to
400,000
potential
customers

In excess of 30-
minute driving
time; typically
10- to 35-mile
range; over
500,000
potential
customers

Similar to that
of aregional
shopping center

Similar to
regional
shopping center

A minimum of
15 miles—
typically a 20-
minute range
and a
population of
400,000 to
500,000
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Off-price outlet Name-brand outlet 60,000 to Similar to
and discount stores and/or wholesales 400,000 sq. ft. superregional
center grocery and hadware center
stores
Strip Convenience stores, fast-  Varies according  Neighborhood
commerical food restaurants, car to trade area or community
(a continuous dealerships, and service
row or strip stations
along a main
thoroughfare)
Highway Motels, restaurants, Varies Passing
commercial truck stops, service motorists in
stations; may stand as a need of
single establishment highway-related
within a cluster of other servies
highway-related service
facilities

Source: Stephen F. Fanning, Market Analysis for Real Estate (Chicago: Appraisal
Institute, 2005), p. 192.

Hotels

There are numerous types of hotel properties, and they are classified based
on the level of service, amenities, and size of the property. The four most
common classifications are:

1. Full-service hotels

2. Boutique hotels

3. Extended-stay hotels
4.

Motels

Full-Service Hotels Full-service hotels provide guests with a variety of
services, such as room service, restaurants on site, valet parking, spas, swim-
ming pools, gymnastics centers, meeting rooms, and convention facilities.
Some full-service hotels also have retail shopping and gift stores. Some
examples of full-service hotels include Mandarin Oriental, Waldort-Astoria,
Marriott, and Hilton Hotels, among others. These hotels are usually big in
size; some are 100,000 square feet or more. Many full-service hotels are well
known due to their advertising budgets, services they provide, and ameni-
ties. In some cases these hotels are hotel franchises.

Boutique Hotels Boutique hotels provide limited service compared to
full-service hotels. They are mostly small in size and do not offer services
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such as convention facilities, restaurants, or room service or other amenities
found at full-service hotels. Boutique hotels usually are less known and usu-
ally have smaller advertising budgets than full-service hotels.

Extended-Stay Hotels Extended-stay hotels aim to be a home away
from home. Each unit is designed with a larger room to feel homey, and
they usually contain small kitchens complete with kitchen utensils. Custom-
ers often choose this type of hotel when they plan to stay for weeks or lon-
ger. Some examples include Hampton Inn & Suites, Embassy Suites, and
Comfort Suites.

Motels Motels are usually small lodging properties whose doors face a
parking lot and/or common area with small rooms, with free parking target-
ing business travelers and tourists looking to spend a few nights. Motels of-
fer very limited services; their rates usually are cheaper than all types of
hotel accommodations. Most motels are located close to major highways
and attraction centers. Motels usually do not provide services such as con-
vention centers, spas, room service, or restaurants.

Mixed Use Properties

Mixed use properties are innovative concepts in real estate development.
They contain a combination of two or more of the different types of propert-
ies mentioned earlier. Such properties can be hedges during down cycles in
a particular real estate market. A mixed use property may have a residential
component, a retail component, and a hotel component all in one. Some
mixed use properties contain an office component, a retail component, and
a hotel component. A mixed use property could be made up of any combina-
tion of the different types of real estate that is appropriate for that particular
market. Mixed use has been very popular recently, especially in urban areas
such as London, New York, Chicago, and Washington, DC, and Tokyo.

COMMON INDUSTRY TERMS

As we move from this introductory chapter of the book, we will encounter
numerous new terms that are mostly familiar to professionals in real estate.
To facilitate easier understanding for folks new to the industry, it is prudent
to offer definitions of some common terms used by professionals in the real
estate industry. Obviously this list is not all inclusive, but it is a great start to
become familiar with the industry.

Accounting The process of identifying, measuring, recording, classifying,
summarizing, and communicating financial and economic transactions
and events to enable users to make informed decisions.
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Accounts Payable A type of liability arising from the purchase of goods
and services from suppliers or vendors on credit.

Accounts Receivable A type of asset arising from the sale of goods and
services to customers on credit.

Amortization An accounting term used to describe the periodic writing off
of an asset over a certain timeframe or the periodic repayment of a loan
over a specified timeframe. Example: A landlord incurred $60,000 of
attorney fees for drafting a tenant lease with a lease term of 5 years.
Accounting principles require that the amount should be capitalized and
amortized into expense over the lease term; thus, the monthly amortiza-
tion expense would be ($60,000/60 months) $1,000.

Appraisal An opinion about the market value of a property at a specific
date. Appraisals usually are determined by licensed professionals.

Assets In general, “probable future economic benefits obtained or con-
trolled by a particular entity as a result of past transactions or events.”"
More simply, they can be thought of as properties and resources owned
by an entity. Assets can be tangible such as land, buildings, furniture, and
equipment or intangible such as acquired copyrights, trademarks, and
patents. Assets are further classified as current or noncurrent depending
on whether they can be converted into cash or used up within one year or
one operating cycle, whichever is longer.

Balance Sheet A financial statement that shows an entity’s financial posi-
tion at a point in time, such as at the end of a month, quarter, or year. A
balance sheet has three main parts: assets, liabilities, and owners’ equity.
The components of these three main parts are listed on the balance sheet
based on their relative liquidity. For example, cash balances are listed
before accounts receivable, and accounts receivable are listed before
inventories.

Bankruptcy A term used to describe a party’s inability to pay its liabilities
as they become due. A bankruptcy is granted through a court proceeding
and is filed under various bankruptcy codes, such as Chapters 7, 11, and
13. Each of these chapters has very different implications.

Budget A formal plan set by management for forecasted business activities
in future periods against which actual business activities would be eval-
uated. It enables the actual operations of an entity to be compared to
management objectives.

1. Financial Accounting Standards Board, Statement of Financial Accounting
Concepts No. 6, Elements of Financial Statements (Norwalk, CT: 1985), paragraph
25.
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Capitalization Rate (Cap Rate) The rate at which future cash flows are
converted to a present value amount. This amount is usually expressed
in percent. This rate is sometimes used in the valuation of real estate. A
cap rate is commonly calculated using the formula:

Cap Rate = Annual Net Operating Income/Cost (Purchase Price)

Central Business District (CBD) The central commercial and business
center of a city. CBDs usually are where the major firms are located and
are densely populated. CBDs usually are more accessible with better
transportation systems than other parts of a city.

Condominium (Condo) A collection of individual home units in which the
units are owned individually but there is joint ownership of common
areas and facilities. A residential condominium can be viewed as an
apartment that the resident owns instead of rents. Usually there is no
structural difference between a condominium and an apartment. Thus,
by looking at a building you can’t differentiate whether it is a condomin-
ium or apartment. The key difference between them is mostly the legal
structure that defines a condominium as a form of ownership. Note also
there are nonresidential condominiums as well, such as hotels, industri-
als, commercial, and retail condominiums.

Controller An entity’s chief accounting officer. The controller of an orga-
nization supervises the accounting, internal control, and financial
reporting activities of an organization.

Cooperative Property (Co-op) A property that is owned by a legal entity;
each shareholder is granted the right to occupy one unit of the real
estate. Shareholders pay rent to the corporation. They do not own the
real estate but own shares of the real estate ownership entity.

CPA Certified Public Accountant. A person holding this designation has
passed a qualifying examination and met all the educational and work
experience requirements of the profession to practice as a public
accountant.

Creditor An entity that is owed money.

Debt Coverage Ratio (DCR) The ratio of net operating income (NOI) to
the annual mortgage payment. This ratio is normally used in evaluating
an entity’s ability to fulfill its debt obligation.

Debtor An entity that owes money to others.

Debt Service The periodic repayment of a loan by the borrower to the
lender. Periodic debt service may include only interest or could be inter-
est and principal, depending on the loan agreement.
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Deed A written instrument that evidences the transfer of title from one
party to another. The party transferring the title is called a grantor; the
party receiving title is called the grantee.

Default A party’s failure to fulfill its obligation under any agreement.
Examples include nonpayment or late payment of rent by a tenant, land-
lord’s failure to provide agreed-upon services to the tenant, and debtor’s
failure to make agreed-on debt service payments.

Dividend A return received by a shareholder on an investment. Dividends
can be paid in the form of cash, shares, or properties. Dividends paid in
the form of cash are referred to as cash dividends, dividends paid in the
form of shares are referred to as share dividends, and those paid in the
form of property are referred to as property dividends.

Effective Gross Income (EGI) The expected rental income to be collected
after adjusting for vacancies and reserves for uncollected rents.

Eminent Domain The right of the government to take private property
for public use upon payment of fair compensation to the owner. This
right is regarded as the inherent right of the government. With this right
the government can take over people’s homes for purposes that qualify
as public use.

Equity Represents ownership interest in a real estate asset or securities. In
real estate ownership financed with debt, the owner’s equity is the differ-
ence between the real estate value and the loan balance.

Financing Costs Costs incurred by a borrower in obtaining a loan. Exam-
ples of loan costs are application fees, origination fees, loan points, and
filing fees.

Foreclosure The legal process in which the mortgagee (lender) exercises
its right under the loan agreement to force the sale of a mortgaged prop-
erty upon a default by the mortgagor (borrower). A foreclosure proceed-
ing is conducted through the legal system.

Fund from Operation (FFO) A commonly used term by real estate invest-
ment trusts (REITs) to measure cash flow from the entity. It is also used
as a measure of operating effectiveness of a REIT and regarded in the
real estate industry as a better measure of performance than earnings. It
is calculated as: net income plus depreciation and amortization minus
gain from sales of real estate.

Future Value The value in the future for funds deposited today. Example:
The value one year from today of $905 deposited at a bank earning an
interest rate of 10 percent is $1,000.

Gentrification The remodeling of old homes to modern concepts and the
conversion of properties from one use to another in a particular
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neighborhood. Examples include the conversion of rental apartments to
condominiums, conversion of hotels to condominiums or to cooperative
properties, or vice versa.

Gross Building Area (GBA) The total area of all floors measured from the
exterior of the building and including the superstructure and the sub-
structure basement.

Gross Rentable Area (GRA) The total floor area intended for tenants’ oc-
cupancy and use. Basements, hallways, and stairways are included in this
area.

Income Statement Also called the statement of operation. Shows the fi-
nancial performance of an entity over a period of time, such as during
the month, quarter, or year.

Inflation A general increase in the price level of goods and services in an
economy. It is generally regarded as an erosion of the purchasing power
of money. Inflation is normally expressed in percent per annum.

Inflation Risk The risk that inflation will reduce the purchasing power of a
certain amount of money over time.

Internal Rate of Return (IRR) One of the measures of an investment’s
performance and is expressed as a percent. The inputs on an IRR calcu-
lation include the invested amount, the cash flows, and the reversion
value. An IRR is sometimes described as the discount rate at which in-
vested capital has a zero net present value.

Interest Represents the cost of borrowed funds and is expressed in per-
cent per annum. The amount paid for borrowed funds is called the inter-
est cost, and the amount received for funds lent is called interest income.

Lease A legal agreement between a lessor and a lessee that gives the lessee
the exclusive right to use the lessor’s property in return for rent for an
agreed time period. A lease should, at a minimum, include the name of
the parties, a description of the leased premises, terms of the lease, and
the signature of the parties.

Lessee The party that leases a property from another party. This party is
usually the tenant. The lessee has the right to exclusive use of the prop-
erty for an agreed-on period. The rights of the lessee are derived from
the lease agreement and from the applicable law.

Lessor The party that grants its exclusive right to use to another party.
This is usually the landlord and owner of the leased property.

Liabilities What an entity owes others. Liabilities can be classified as current
or long-term liabilities. Current liabilities are those liabilities that are due
within one year or one operating cycle, whichever is longer. Long-term
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liabilities are liabilities with due dates longer than one year or one operat-
ing cycle. Liabilities are listed on the balance sheet according to the due
dates, with those due within the year or operating cycles listed first before,
for example, those due in 10 years.

Loan Commitment Letter Letter from a lender committing to provide a
specific loan amount to a borrower for a specific purpose and for speci-
fied terms within a given period of time. A loan commitment letter can
serve as evidence from a real estate purchaser to the seller of the pur-
chaser’s ability to close on the deal.

Loan-to-Value Ratio (LTV) The ratio of the mortgage loan to the prop-
erty’s value.

Lien The right to take and hold or sell the property of a debtor as security
for a debt provided by a lender.

Mortgage An instrument that evidences the lender’s security interest in a
debt-financed property.

Net Income The net earnings of an entity over an accounting period. It is
presented in an income statement and is determined by deducting all
costs and expenses of the period from total income of the period.

Net Loss The amount at which all costs and expenses of the period are
higher than total income of the period. A net loss occurs when an entity
is not profitable. It is basically the opposite of a net income and it is also
presented in an income statement.

Net Operating Income (NOI) The amount left after deducting operating
expenses from gross income. This amount does not include deprecia-
tion, amortization, or debt service payments. NOI is widely used as a
measure of operating profitability of a property.

Net Rentable Area (NRA) The amount of space rented to a lessee, exclud-
ing the common areas of the property.

Present Value The value today of a payment due in the future. Example:
The value of $1,000 due 1 year from today discounted at the rate of 10
percent and compounded monthly is $905.

Prime Rate The lowest interest rate that banks charge their best and larg-
est customers on short-term borrowed funds.

Refinancing The replacement of an old loan with a new loan by a bor-
rower from the same or a different lender with more favorable loan
terms.

Rent The amount agreed between the lessee and lessor to be paid by the
lessee in exchange for use of the lessor’s premises. Rent can be
expressed as a dollar amount or as dollars per square foot.
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Retainage In a construction project, represents a portion of the amount
due under a construction contract that has not been paid by the owner to
the contractor pending completion of the project in accordance with
plans and specifications.

Retained Earnings The accumulation of net earnings that were not dis-
tributed as dividends to the shareholders. Retained earnings are pre-
sented in a balance sheet and the statement of changes in shareholders’
equity.

Secured Interest A lender’s interest on a mortgage used to finance the
purchase or refinancing of an asset. A secured interest gives the lender
the right to foreclose on the mortgage in the event of default by a
borrower.

Securitization The pooling of mortgages together and offering them as
securities in the capital market. The underlying mortgaged properties
therefore serve as collateral for these securities.

Statement of Cash Flows A financial statement that shows how cash came
in and went out of an entity during an accounting period.

Statement of Changes in Shareholders’ Equity A financial statement that
presents a summary of all transactions that affected equity during an
accounting period. In a sole proprietorship, this is referred to as the
statement of changes in owner’s equity.

Time Value of Money The concept that $1 today is worth more than $1 in
the future because of the interest factor since if you deposit $1 today in a
bank, that $1 will earn interest over time.

Title A term commonly used to link the owner(s) of a real estate to the real
estate itself. It is the bundle of rights that the real estate owner(s) have in
the real estate. In some cases this term is also used to refer to the legal
document that evidences ownership of real estate.

Title Insurance A type of insurance that protects the holder of a title
against claims to the title or obtaining bad title in a transaction.

Townhouse A single-family residential property that is attached to an-
other property, usually another townhouse. Each unit is separately
owned.

Underwriting The process undertaken by a lender to decide whether
credit should be extended based on the creditworthiness of the borrower
and the condition and value of the property to be used as collateral.

Workout The various action plans agreed to between a defaulted debtor
and creditor(s). A workout agreement details the rights and obligations
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of each party necessary to enable the creditor(s) to get full or partial
refund of their loan to the debtor.

Zoning Restrictions by the government on land use. With zoning, the gov-
ernment regulates the type of buildings that can be developed in certain
areas. Example: Some areas can be zoned for residential, commercial,
industrial, or mixed use. Zoning can also be used to restrict the height of
buildings in a given geographic area.






BASIC REAL ESTATE
ACCOUNTING

The term “accounting” refers to the process of identifying, measuring, re-
cording, classifying, summarizing, and communicating financial transac-
tions and events to enable users to make informed decisions. Users of
accounting information include business managers, analysts, business own-
ers, creditors, regulators, investors, customers, and suppliers, among
others. The wide range of users of accounting information underscores the
importance of accounting knowledge in business. No one can run a very
successful business today without a basic understanding of accounting or
the advice of an accountant. Accounting information is not used only by for-
profit organizations; it is also very useful in nonprofit organizations.

HISTORY OF DOUBLE-ENTRY BOOKKEEPING

An important aspect of accounting is its double-entry bookkeeping system.
This system was first publicized by Italian mathematician Luca Pacioli in his
1494 book, Summa de arithmetic, geometric, proportion et proportionality, and is
widely regarded as the first published treatise on bookkeeping as we know it
today. However, the earliest known uses of double-entry bookkeeping date
back to the Farolfi ledger around 1299s, used by the Italian merchant
named Giovanno Farolfi & Company, and also the use of double-entry book-
keeping by the Treasurer’s accounts of the city of Genoa in Italy in 1340.
The principle of this system is that business transactions are best recorded
in accounts, and each transaction should be recorded in at least two
accounts with at least one credit and one debit going to each of the accounts.
The total credits must equal the total debits. This mechanism was meant to
serve as a recording error self-check on the transactions.
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Basic Real Estate Accounting

TYPES OF ACCOUNTS

An account is a location within an accounting system in which the debit and
credit entries are recorded. Organizations use numerous types of accounts
in recording transactions. These accounts are grouped into eight categories.

® N U s N -

. Assets

. Liabilities

. Owner’s equity
. Revenues

. Expenses

Gains

. Losses

. Extraordinary items

Asset Accounts

The term “assets” was defined by the Financial Accounting Standards Board
(FASB)' as probable future economic benefits obtained or controlled by a
particular entity as a result of past transactions or events. Assets represent
properties and resources owned by an entity.

Examples of asset accounts are:

Cash and cash equivalents

Investments: stocks, bonds, certificates of deposit

Accounts receivable

Notes receivable

Prepaid assets: prepaid insurance, prepaid rent, prepaid taxes
Property, plant, and equipment

Furniture

Land

Buildings

Inventories

. Financial Accounting Standards Board, Statement of Financial Accounting
Concepts No. 6, Elements of Financial Statement (Norwalk, CT: 1985), paragraph
25.
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Liabilities Accounts

The FASB defines “liabilities” as probable future sacrifices of economic ben-
efits arising from present obligations of a particular entity to transfer assets
or provide services to other entities in the future as a result of past transac-
tions or events. “Liability” can also simply be described as what an entity
owes others.

Examples of liabilities are:

® Accounts payable to vendors
® Salaries and wages payable to employees
® Taxes payable to the government

® Notes and loans payable to lenders

¢ Unearned revenues

Equity Accounts

Equity represents the entity owners’ net stake in the business entity. The
term “owner’s equity”’ is commonly used in a sole proprietorship form of
business. If the entity is a corporation, the term “stockholders equity” is
commonly used; in a partnership, such equity is commonly referred to
“partnership interest.”

Mathematically,

Equity = Assets — Liabilities

This means that if you deduct the total liabilities of an entity from its
total assets, the remainder is the owners’ equity in the business.
A typical equity section of a corporation would have these accounts:
¢ Common stock at par value
¢ Common stock: additional paid-in capital
® Preferred stock
® Treasury stock
® Retained earnings
Not every entity has all these equity subaccounts. Some entities
may have just common stock at par value, paid-in capital, and retained
earnings.

A sole proprietorship will have a capital account only for the sole
owner; a partnership may list the capital account of each of the partners.
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Revenue Accounts

An entity’s revenue represents inflow of assets received in exchange for
goods or services provided to customers as part of the major or central op-
erations of the business.”

Common revenue accounts in a real estate operation include:

® Base rents

® Operating expenses recoveries

® Property taxes recoveries

® Percentage rents from tenants

® Antenna rents
Other asset inflows that entities normally have separate accounts for include
interest income and vending machine income.
Expenses Accounts

Expenses are outflows or the using up of assets as a result of the major or
. . 3
central operations of a business.
Common expense accounts in a real estate operation include:

® Salaries and wages

® Electricity

® (Cleaning

® Taxes

® Management fees

® Security

¢ Insurance

* Water and sewer

® Repairs and maintenance

® General and administrative expenses

Gain Accounts

Gains represent the excess amounts received or receivable for assets
sold above their book values. They can also include increases in fair

2. Ibid., paragraph 78.
3. Ibid., paragraph 80.
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market value of investments above their purchase prices. Examples of
gains include:

® Realized and unrealized gains on marketable securities
® Gains on sale of equipment
® Gains on sale of land

® Gains on sale of buildings

Loss Accounts

Losses represent amounts at which amounts received or receivable from sale
of assets are less than the book values of the assets. They can also include
decreases in fair market value of investments below their purchase prices.
Examples of losses include:

® Realized and unrealized losses on marketable securities

® Losses from sale of equipment

® Losses from sale of land

® Losses from sale of buildings

Note that, in practice, companies might have one or a few accounts to

record both the gains and losses from the transactions mentioned in the
gains and losses sections.

Extraordinary Items
The “Extraordinary Items” account is used to record transactions that are
infrequent and unusual to the entity. Some examples of extraordinary items
may include:

® Gain or loss from disposal of a business unit

® Casualty loss from fire accident not covered by insurance

® Certain effects of change in accounting methods

Note, however, that due to the nature of the entity, the examples given

here might not be recorded as extraordinary items if they are not in-
frequent or not unusual to the entity.

ACCOUNTING METHODS

There are two principal methods in which business transactions can be re-
corded in an entity’s accounting system: cash basis and accrual basis.
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Cash Basis

Cash basis accounting is a method of bookkeeping in which revenues are
recognized when the related cash is received and expenses are recorded
when cash is paid. This method is commonly used in small businesses where
transactions are less complicated and where revenues are mostly cash sales
and purchases are mostly cash purchases. Usually, when this method is
used, accounts receivable, accounts payable, and prepaid expenses are very
immaterial to the business entity.

Accrual Basis Accounting

Accrual basis accounting is based on two very important accounting princi-
ples: the revenue recognition principle and the matching principle. The
revenue recognition principle says, among other things, that revenues
should be recognized at the time they are earned, not when cash is received;
the matching principle says that expenses should be recorded in the same
accounting periods as the revenues are earned as a result of the expenses
incurred.

The U.S. generally accepted accounting principles (GAAP) and federal
tax and the International Financial Reporting Standard all require all finan-
cial statements to be prepared under the accrual basis of accounting.

In the United States, there are two main methods of the accrual basis:
GAAP basis and federal tax basis. Both require the use of the accrual
method of accounting. Although the accrual method used is similar, there
are certain areas in which transactions are treated differently. A few com-
mon examples are presented next.

Rental Revenue Recognition According to Financial Accounting Stan-
dard 13, paragraph 19(b), GAAP requires that rent should be recognized as
income over the lease term on a straight-line basis unless another systematic
and rational basis is more representative of the time pattern in which the
leased property is used, in which case that basis should be used. In practice,
the use of another method other than straight-lining is very rare for entities
using the GAAP basis accounting. However, the federal tax code requires
rental revenue to be recognized when earned and due from the tenant, al-
though if Internal Revenue Code, Section 467, is applicable, the rental reve-
nue should be straight-lined.

Depreciable Life Under GAAP, capitalized assets are depreciated over
their useful life; however, under the federal tax basis, different classes of
assets have specified depreciable uses. For example, under GAAP, buildings
are depreciated over 40 years, while under the federal tax basis, they are
depreciated over 30 years with exemption to 40 years if the entity has tax-
exempt partner(s).
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Reserve for Doubtful Receivables Under GAAP, receivables deemed
to be uncollectible are reserved and recorded with a debt to bad debt
expense and a credit entry to a contra accounts receivable account. If the
receivable is subsequently collected, the entry would then be reversed.
However, under a federal tax basis, receivables are written off only when
all efforts to collect have been exhausted and uncollectibility is deter-
mined. No reserve is allowed, only a write-oft of the receivable.

Prepaid Rent from Tenants Under GAAP, rents are recognized over
the lease term on a straight-line basis. However, on a federal tax basis, rent
received in advance is recorded as revenue in the period it is received.

RECORDING OF BUSINESS TRANSACTIONS
IN THE ACCOUNTING SYSTEM

Before journal entries are recorded, accountants should have evidence to
support the transactions to be recorded. This evidence, in the form of
source documents, ensures that the journal entries and subsequent financial
reports are accurate and can stand the test of time. It also enables the entity
to pass any subsequent audits of its internal controls and financials.

Source documents serve as the evidence and support for the recording
of business transactions and should be obtained before entries are recorded.
They should also be retained for a reasonable period of time based on the
nature of the transactions.

Some common examples of source documents in a real estate entity
include:

® Purchase orders

® Vendor invoices

¢ Bills to tenants

® Employee time sheets
® Payroll records

® Bank statements

® (Canceled checks

® Mortgage statements

® Lease agreements

® Vendor contracts
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JOURNAL ENTRIES

After the source documents are received and the proper approvals for the
transactions are obtained, the journal entries should be recorded. Obtain-
ing approval for the transaction is very important because it ensures the
validity of the transaction. For example, companies require every vendor
invoice received to be reviewed and approved by a manager before the in-
voice is recorded or paid. This is a very useful control because it ensures the
accuracy of information in the accounting system.

Some common examples of journal entries using the double-entry
bookkeeping system are shown next.

Revenue Recognition Journal Entries

(i) Cash $10,000
Rental Revenue $10,000
(To recognize rental revenue and collection of the cash)
(i1) Accounts Receivable $10,000
Rental Revenue $10,000
(To recognize rental revenue and receivable from the tenant)
(iii) Cash $10,000
Accounts Receivable $10,000

(To record collection of cash received from tenant for receivable
recorded in journal entry ii)
(iv) Cash $1,000
Interest Income $1,000
(To record interest income on cash at the bank)

Expenses Journal Entries

(1) Salaries Expenses $5,000
Cash $5,000
(To record payment of salaries to employees)

At some companies, employees may not be paid just at the end of the
month. For instance, some companies pay their employees every two weeks.
To ensure that salary expenses are recorded in the correct period, an ac-
crual would need to be recorded at the end of the accounting period with
this journal entry (assume amount due at the end of period is $3,500):

(i1) Salaries Expense $3,500
Accrued Expenses $3,500
(i) Utility Expense $1,000
Cash or Accounts Payable $1,000
(To record utilities expense for the period)
(iv) Cleaning Expense $1,000
Cash or Accounts Payable $1,000

(To record cleaning costs for the period)
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Journal entries similar to these should be recorded for all expenses
incurred during an accounting period.

Depreciation Expenses Assets acquired by an entity with more than one
year of useful life are required to be capitalized and depreciated over their
useful lives. Examples of these types of assets include buildings, equipment,
mechanical and electrical systems, and furniture. It is important to note that
land is not a depreciable item in accounting.

Assume an entity purchased a building for $5 million. Of that
amount, $1 million represents the value of land. The remaining $4 million
($5m — $1m) would need to be depreciated over the building’s useful life,
usually 40 years.

The annual depreciation expense based on this information would be:

Purchase price $5,000,000
Allocation to land $1,000,000
Allocation to building improvement $4,000,000
Depreciable life (yr) 40
Annual depreciation $400,000

The annual depreciation journal entry would be:

Depreciation Expense $400,000
Accumulated Depreciation $400,000

Prepaid Expenses Journal Entries Prepaid assets or expenses are
assets or expenses paid for in advance of their use or prior to the period in
which the expenses are incurred. Examples include prepaid insurance, pre-
paid taxes, and prepaid leasing costs.

Let us assume that on December 20, 2008, an entity paid $120,000 for
12 months of property insurance for the period January 1, 2009 through
December 31, 2009. The prorated monthly cost of the insurance would be
($120,000/12 months) $10,000.

Therefore, the journal entry to be recorded for this transaction on
December 20, 2008, when the payment was made, would be:

Prepaid Insurance $120,000
Cash $120,000

At the end of each month starting on January 31, 2009, the entity
would need to record this journal entry to recognize each month’s insurance
expense and reduce the prepaid insurance:

Insurance Expense $10,000
Prepaid Insurance $10,000



26 Basic Real Estate Accounting

Therefore, on January 31, 2009, the prepaid insurance account would
have a balance of $110,000, which is determined as:

Original Prepaid Insurance on $120,000
12/20/08

January 2009 Insurance Expense 10,000
Prepaid Insurance Balance on $110,000
1/30/09

BASIC ACCOUNTING REPORTS

A collection of all of an entity’s accounts with their individual balances is
referred to as the general ledger. Thus, a general ledger contains all the
journal entries recorded with the respective debits and credits.

In some cases financial information users might be interested in just
the ending balance of each account for a particular period instead of the
details. This information can be obtained in a report called the trial balance,
which is a summary of all accounts with their respective balances.

The information from a trial balance can be summarized and pre-
sented in an even more condensed form called financial statements. These
statements show the entity’s financial position and performance both at a
point in time and over a period of time. The four main types of financial
statements are:

1. Income statement
2. Balance sheet

3. Statement of changes in shareholders’ equity

4. Statement of cash flows

Income Statement

The income statement is also called the statement of operations. It shows
the financial performance of an entity over a period of time. The period
could be for a week, month, quarter, or year. An income statement shows
whether the entity earned a profit or incurred a loss during the period. This
is indicated as net income or net loss on an income statement.

Some of the common line items that are found in an income statement
include:

® Revenues
® Expenses

® Gains
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® JLosses
® Extraordinary items
® Net Income

Exhibit 2.1 shows the income statement of Boston Properties for the
year ended December 31, 2007.

Balance Sheet

A balance sheet is a financial statement that shows an entity’s financial posi-
tion at a point in time, such as at the end of a month, quarter, or year. A
balance sheet is also referred to as a statement of financial position. The
balance sheet shows the assets, liabilities, and shareholders’ equity at a par-
ticular date. Five of the line items commonly found in a balance sheet
include:

. Current assets
. Long-term assets

. Current liabilities

. Long-term liabilities

GU W O N

. Equity section
Current Assets Current assets consist of:

® (Cash and cash equivalents
® Accounts receivable

® Short-term investments: stocks, bonds, and certificates of deposit
(CDs)

e Short-term notes receivable

® Prepaid assets

Long-term Assets Long-term assets consist of:

® Equipment
® Land
¢ Buildings

® Intangible assets
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30 Basic Real Estate Accounting
Current Liabilities Current liabilities consist of:

® Accounts payable
® Salaries payable

® Taxes payable

® Short-term debts

¢ Unearned revenues
Long-term Liabilities Long-term liabilities consist of:

® Joans

® Other long-term liabilities

Equity Section The equity section consists of:

® Common stocks

¢ Additional paid-in capital
® Retained earnings

® Treasury stock

In a balance sheet, the total of an entity’s assets must equal the sum of
liabilities and equity, thus the formula:

Assets = Liabilities + Equity

Exhibit 2.2 shows the balance sheet of Boston Properties, Inc. as of
December 31, 2007.

Exhibit 2.2 Boston Properties, Inc. Balance Sheet (in thousands, except for share
and par value amounts)

December December

31,2007 31,2006

ASSETS

Real estate, at cost: $ 10,249,895 $9,552,458
Less: accumulated depreciation (1,531,707) (1,392,055)
Total real estate 8,718,188 8,160,403
Cash and cash equivalents 1,506,921 725,788
Cash held in escrows 186,839 25,784
Investment in securities 22,584 —

Tenant and other receivables (net of allowance for
doubtful accounts of $1,901 and $2,682,
respectively) 58,074 57,052
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Accrued rental income (net of allowance of $829 300,594 327,337
and $783, respectively)
Deferred charges, net 287,199 274,079
Prepaid expenses and other assets 30,566 40,868
Investments in unconsolidated joint ventures 81,672 83,711
Total assets $11,192,637  $ 9,695,022
LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities:
Mortgage notes payable $2,726,127  $2,679,462
Unsecured senior notes (net of discount of 1,471,913 1,471,475
$3,087 and $3,525, respectively)
Unsecured exchangeable senior notes (net of 1,294,126 450,000

discount of $18,374 and $0, respectively)
Unsecured line of credit — —

Accounts payable and accrued expenses 145,692 102,934
Dividends and distributions payable 944,870 857,892
Accrued interest payable 54,487 47,441
Other liabilities 232,705 239,084
Total liabilities 6,869,920 5,848,288
Commitments and contingencies — —
Minority interests 653,892 623,508

Stockholders’ equity:

Excess stock, $.01 par value, 150,000,000 shares — —
authorized, none issued or outstanding

Preferred stock, $.01 par value, 50,000,000 — —
shares authorized, none issued or outstanding

Common stock, $.01 par value, 250,000,000 shares 1,195 1,175
authorized, 119,581,385 and 117,582,442 issued
and 119,502,485 and 117,503,542 outstanding
in 2007 and 2006, respectively

Additional paid-in capital 3,305,219 3,119,941
Earnings in excess of dividends 394,324 108,155
Treasury common stock at cost, 78,900 shares in (2,722) (2,722)
2007 and 2006
Accumulated other comprehensive loss (29,191) (3,323)
Total stockholders’ equity 3,668,825 3,223,226
Total liabilities and stockholders’ equity $11,192,687  $ 9,695,022

Statement of Changes in Shareholders’ Equity

In a sole proprietorship, the statement of changes in shareholders’ equity is
called statement of changes in owners’ equity.

This statement presents a summary of all transactions that affected
equity during an accounting period. As mentioned, the period could be dur-
ing the month, quarter, or year.

The statement starts with the beginning equity balance, then presents
the changes that occurred during the accounting period, and concludes with
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the ending equity balance. Examples of transactions that can affect share-
holders’ equity include:

® Net income or loss during the period

® Issuance of new shares

® Buyback of outstanding share (treasury stock)

® Declaration of dividends

® Other comprehensive income and losses

See Exhibit 2.3 for the statement of changes in shareholders’ equity of
Boston Properties, Inc. for 2007.

Statement of Cash Flows

A statement of cash flows shows how cash came into the entity and how cash
left the entity during an accounting period. It basically shows cash inflows
and outflows. The ending cash balance on a statement of cash flows also
agrees to the cash balance at the end of the period that is reported on the
balance sheet.
A statement of cash flows is broken out into three sections, namely:

1. Cash flows from operating activities

2. Cash flows from investing activities

3. Cash flows from financing activities
Cash Flows from Operating Activities This section of the statement of
cash flows shows cash inflows and outflows from the entity’s operating activi-
ties. Common cash inflows include:

® (Cash received from tenants

® Receipt of accounts receivable

® (ash received for interest income
Common cash outflows include:

® (Cash paid for current period operating expenses
® (Cash paid for liabilities from prior period for operating expenses
® (Cash paid for interest expenses

The cash flow from operating activities section can be reported in one
of two different ways: the direct or the indirect method. Under the direct
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34 Basic Real Estate Accounting

method, the net operating cash balance is determined by tracking all indi-
vidual cash receipts and cash disbursements during the period. However,
under the indirect method, the net income is adjusted noncash items, such
as depreciation and amortization expenses and other noncash expenses. In
addition, the net income is also adjusted for increases and decreases in cer-
tain balance sheet items that affected cash during the period but did not
affect net income for the period. Some of these accounts include but are not
limited to accounts receivables, accounts payables, prepaid expenses, and
liability accounts.

Cash Flows from Investing Activities This section of the statement of
cash flow shows cash inflows and outflows from an entity’s investment activi-
ties. Common examples of cash inflows are:

® Proceeds from sale of investments in stocks, bonds, and CDs
® Proceeds from sale of property, plant, and equipment
¢ Collection of principal on loans to others

® Proceeds from sale of investments in unconsolidated joint ventures
Common examples of cash outflows are:

® (Cash paid for investment in stocks, bonds, and CDs
® (Cash paid for purchase of property, plant, and equipment
¢ Loans and notes to other entities
® Investments in unconsolidated joint ventures
Cash Flows from Financing Activities This section of the statement of

cash flow shows cash inflows and outflows related to debt financing as well as
transactions with shareholders. Some common cash inflows are:

® (Cash received for issuance of new shares

® (ash received for issuance of bonds and notes
Some common cash outflows are:

® (Cash paid to buy back shares (treasury stock)
® (Cash dividend to shareholders

® Repayment of bonds and notes

See Exhibit 2.4 for the statements of cash flows of Boston Properties,
Inc.
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FORMS OF REAL ESTATE
ORGANIZATIONS

Real estate ventures are organized in numerous forms. This chapter
explores these forms and presents an in-depth analysis of the characteristics
of each form.

The form of ownership of a real estate venture is very important be-
cause it has a direct impact on the nature and extent of risks assumed and
tax benefits and burdens applicable to the business entity. The ownership
structure also impacts the extent of control by investors. Investors have
choices on the form of ownership structure to hold their real estate invest-
ments. If an investor wants to go it alone, he or she can acquire property
under his or her name, which is the most common in the acquisition of a
primary residence. But when real estate acquired is for investment purposes,
investors are better served when they use the other forms of ownership
structure. The seven most widely used forms of real estate ownership are:

1. Sole ownership

2. Common and joint ownership
3. Partnership

4. Joint venture

5. Corporation

6. Limited liability company

7. Real estate investment trust (REIT)

37



38 Forms of Real Estate Organizations
SOLE OWNERSHIP

Sole ownership occurs when ownership is in the name of one individual.
This is one of the most common forms of ownership of primary residen-
ces and small multifamily residential real estate properties. An invest-
ment property can also be held through sole ownership; however, one
disadvantage of this form of ownership is that unlike some other forms,
the investor has unlimited liability above and beyond the amount of the
investment such that if there is a lawsuit related to the ownership of the
property that requires financial damages to be paid to a plaintiff, the in-
vestor could be personally liable for such damages. In a sole ownership,
all tax benefits and burdens of the acquisition, operation, and disposition
of the real estate fall directly on the individual. Income generated by the
real estate will be added to the investor’s other incomes and taxed ac-
cordingly. Deductions generated by the real estate, subject to various loss
limitations, such as the at-risk rules and the passive loss rules, will reduce
the individual’s income subject to tax." There is no double taxation. This
form of ownership can offer the best tax advantage; it is also the simplest
form of ownership structure. Investors can protect themselves from the
unlimited liabilities nature of this form of ownership by obtaining ade-
quate liability insurance and using proper and adequate real estate man-
agement practices.

COMMON AND JOINT OWNERSHIP

Common and joint ownerships are unincorporated forms of ownership in
which title is held by two or more investors. In this type of ownership struc-
ture, the business is controlled by the individual investors. This form of
ownership has all the advantages and disadvantages of sole ownership. The
owners have undivided interest in the business venture.

Some forms of this type of ownership are structured as common own-
ership; others are structured as joint ownership. An owner in a common
ownership is called a tenant in common; an owner in a joint ownership is
called a joint tenant. Though common and joint ownership are very similar,
there are two very important differences between them:

1. In a common ownership, each owner can sell, pledge, or will his or her
ownership interest with the permission of the other co-owners; in a joint
ownership, no owner can sell, pledge, or transfer his or her interest.

1. F. David Windish, Real Estate Taxation (Chicago: CCH Inc., 2005), p. 42.
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2. In a joint ownership, there is the right of survivorship. This means that
if one of the owners dies, the surviving owner becomes the sole owner of
all the interest in the real estate business. In a common ownership there
is no right of survivorship, thus, if one of the owners dies, the ownership
interest will go to the dead owner’s heir(s). Because in the United States
the laws vary in each state with regard to the characteristics of common
and joint ownership, it is important to consult an attorney when setting
up this type of ownership.

Apart from common and joint ownership, there is a similar third type
of unincorporated ownership called tenancy by the entirety. This is available
only to married couples, and ownership is treated as if the couple were a
single individual. In some states in the United States, the same right is given
to domestic partners as well.

PARTNERSHIPS

Instead of going it alone in a real estate venture as a sole owner, an investor
might decide to collaborate with one or more additional investors in the
business venture. By partnering with these additional investors, the business
would have far more resources available to it.

A partnership is an unincorporated entity under state statutes and
common law in the United States and does not have any specific statutory
law governing it in the U.S. federal government. It is, however, formed by
the partnership agreement of the partners. This agreement governs the re-
lationship between the partners and the management of the partnership.
This form of ownership is defined by the Uniform Partnership Act (UPA) as
“an association of two or more persons to carry on as co-owners a business
for profit.” As stated in the definition, to qualify as a partnership, the associ-
ation has to be a business carried out for profit. The owners of a partnership
are called partners; their partnership interests do not have to be equal. Each
partner’s ownership interest is based on the agreement of the partners. An-
other important point noted by the UPA definition is that the partnership is
an association of “persons.” “Persons” here mean individuals, other part-
nerships, corporations, limited liability companies, real estate investment
trusts, or joint ventures.

Reason for Partnerships

One of the major reasons investors use the partnership form of business is
that it allows two or more persons to pool their resources together while still
achieving the same economic and tax benefits available to a sole owner.
Partnership formation is also relatively easy and costs less than forming and
registering a corporation or other forms of ownership.
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Legal Characteristics of a Partnership

1. A partnership must have two or more persons who are co-owners.
2. The purpose of the association should be for a business engaged for profit.

3. There should be an agreement between the partners; it can be
expressed or implied.

Types of Partnerships

There are two main types of partnership. Each has unique attributes that
difterentiates it from the other form. The two types of partnerships are gen-
eral and limited.

General Partnership General partnership is a type of partnership in
which all partners have equal rights in the partnership and are jointly and
severally liable for the liability of the partnership. The owners of a general
partnership are called general partners. Six common characteristics of a
general partnership are:

1. There is mutual agency relationship. This means that every general
partner is an agent of both the partnership and every other partner.?
Therefore, the partnership will be held responsible for agreement with
third parties signed by any of the partners on behalf of the partnership
that are within apparent capacity of the partner.

2. Management of the partnership is vested with the general partners, and
they all have equal right to bind the partnership.

3. The partners’ liability to creditors is unlimited and is jointly and sever-
ally among the partners. Thus a creditor can go after any of the partners
personally if the partnership is unable to pay its debts.

4. Unless the partnership agreement says otherwise, a simple majority
vote of the partners is required in cases when the partners cannot agree
unanimously.

5. A general partnership is not subject to income taxes but is required to file
an information return with the applicable state and federal tax authorities.

6. The partnership may be dissolved on the occurrence of certain events,
such as the bankruptcy of any of the partners, death of a partner, and
withdrawal of a partner, among others, as agreed to by the partners in
the partnership agreement.

2. Haried, Imdieke, Smith, Advanced Accounting (New York: John Wiley & Sons, Inc.,
1994).
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Limited Partnership A limited partnership is defined as a partnership
with one or more general partners and one or more additional partners
whose liabilities are limited to their contribution to the partnership. The
partners with limited liabilities are called limited partners; they do not get
involved in the management of the partnership. Any limited partners who
perform activities that are deemed to involve management of the partner-
ship may lose their limited liability privileges.
Four characteristics of a limited partnership are:

1. There should be at least one general partner and one limited partner.

2. The liabilities of the limited partners are limited to their contribution to
the partnership, unless the limited partner is deemed to be involved
with management of the partnership.

bt

Management of the partnership should be the responsibility of the gen-
eral partner(s). The responsibilities of a general partner in both a gen-
eral partnership and a limited partnership are the same.

L

A. limited partnership must file and record a certificate of limited part-
nership with state authorities where the business is located in order to
obtain limited liability protection for the limited partners.

JOINT VENTURES

A joint venture is an arrangement among two or more parties, generally
governed by a written agreement signed by all the parties, to carry out one
project or transactions or a series of related transactions over a short period
of time for the mutual benefit of the group. Joint ventures are commonly
organized as a general or limited partnership or as a limited liability
company.

The three main characteristics of a joint venture are:

1. There are at least two parties to the agreement.

2. The purpose of the arrangement is for one project or for a limited pur-
pose that is for mutual benefit of the parties to the arrangement.

3. A joint venture may be organized for any number of reasons, not just to
make a profit for the group members. It could be for social, recrea-
tional, research, or educational purposes.

CORPORATIONS

A corporation is a legal entity, separate from its owners and chartered under
a state or federal law. Equity ownerships in a corporation are broken into



49 Forms of Real Estate Organizations

units called shares, and the owners are called shareholders. Shareholders of
a corporation have limited liability up to amounts invested in the
corporation.

A corporation can be publicly or privately (closed) held. A public cor-
poration is a corporation whose shares are traded through any of the stock
exchanges, such as the New York Stock Exchange, Nasdaq, American Stock
Exchange, London stock exchange, and others. Privately held stocks are not
traded in an exchange but can be sold through private transactions.

As mentioned, corporations are separate legal entities and are there-
fore taxed separately from their shareholders. Corporations are further
classified into two kinds based on their income tax treatment: C corpora-
tions and S corporations.

C Corporations

C corporations are generally referred to as regular corporations. They are
taxed as separate legal entities and therefore separately from the sharehold-
ers. One of the disadvantages of a C corporation is double taxation. “Dou-
ble taxation” means that the corporate earnings are taxed at the
corporation level, and dividends received by shareholders are also taxed as
income to them.

S Corporations

Although S corporations are legal entities separate from their shareholders,
they do not pay taxes. In an S corporation, only the dividends received by
the shareholders are taxed. Unanimous consent of the shareholders is re-
quired to form an S corporation, and the corporation must file documents
with the taxing authorities.

A C corporation can elect to be treated as an S corporation if the cor-
poration meets four requirements:

1. The corporation does not have more than 100 shareholders.
2. The corporation must have only one class of shares.

3. All shareholders must be U.S. citizens or residents and are individuals;
however, certain tax-exempt organizations are allowed.

4. Entities electing S corporation status must be domestic corporations or
limited liability companies.

It is important to note that if the corporation at any time fails to meet
these four criteria, the election terminates. In addition, the S corporation
status may also terminate if 25 percent or more of the S corporation’s gross
receipts for three years came from passive investment income and the S cor-
poration also has calculated earnings not distributed to the shareholders.
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Characteristics of a Corporation

C and S corporations have these seven characteristics:

1. They are separate legal entities from the shareholders.

2. C corporations are subject to income taxes at the corporate level while S
corporations are not. However, dividends to shareholders from both C
and S corporations are included by shareholders as income and there-
fore taxed.

3. Shareholders of both C and S corporations elect the board of directors,
which in turn appoints the management that runs the day-to-day opera-
tions of the corporation.

4. Shareholders’ liabilities are limited to the capital contribution to the
corporation unless in cases where there is piercing of the corporate veil.
Piercing of corporate veil is a legal action in which the shareholders and
directors are made personally responsible for the liabilities of the
company.

5. Equity ownerships are broken out into units called shares.
6. Corporations may have infinite life.

7. Both C and S corporations are subject to property, payroll, sales, and
use taxes similar to other forms of business.

LIMITED LIABILITY COMPANIES

Limited liability companies (LLCs) have characteristics that are found in S
corporations and partnerships. These features have made LLCs a very at-
tractive form of ownership in various industries, including real estate. An
LLC combines features from S corporations, such as limited liability of the
investors, with some features from partnerships, such as exemption from
income taxes. LLCs are usually structured to be taxed as partnerships; thus,
they are required to pay income taxes not at the corporation level but at the
individual investor level.

Owners of an LLC are called members. LLC can be run by managers
elected from among the members of the LLC or hired by the members.

Six major characteristics of limited liability companies are listed next.

1. A member’s liability is limited to his or her capital contribution, similar
to limited partners in a limited partnership and shareholders in a
corporation.

2. Management of the LLC may be members or individuals hired by the
members.
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. There is no limit on the number of members.
. Unlike an S corporation, there is no limitation on the kind of investors.

. The LLC can issue different classes of shares.

S OU W W

. LLCs can be structured to be classified as partnerships for federal in-
come tax purposes.

REAL ESTATE INVESTMENT TRUSTS

Real estate investment trusts (REITs) were created by Congress in 1960 as
an investment vehicle through the Real Estate Investment Trust Act. This
act authorized a real estate structure in which taxes are levied only at the
individual shareholder level instead of both at the corporate and share-
holder level, as in some other corporate entities. The REIT ownership struc-
ture gives investors the ability to participate in the ownership of major real
estate assets in the marketplace. “REITs offer all investors, not just the big
players, a liquid way to invest in a diversified portfolio of commercial prop-
erties.”® This means that through REITs, small investors with just a few hun-
dred dollars can own a portion of prime real estate assets by purchasing
shares of a REIT that owns the properties.

There are many different types of REITSs, and REITs can be classified
based on whether they are publicly traded or privately owned. In addition, they
can be classified based on the type of assets held, such as residential, office,
industrial, hotel, healthcare, diversified, or retail; thus, there are residential
property REITs, office property REITs, industrial property REITs, and so on.

REITs have unique characteristics that differentiate them from other
forms of real estate entities. These four characteristics are mandated by the
Real Estate Investment Act and are discussed next.

1. Ownership composition
2. REIT assets

3. Income source

4. Distribution of income

Ownership Composition

The Real Estate Investment Act requires that for an entity to qualify as a
REIT, there have to be no fewer than 100 investors. In addition, no fewer

3. David Geltner, Norman G. Miller, Jim Clayton, and Piet Eichholtz, Commercial
Real Estate Analysis & Investment, 2nd ed. (Mason, OH: Thomson Higher
Education, 2007), p. 586.
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than 5 investors can own more than 50 percent of the entity. Through this
act, Congress tried to ensure that the benefits of REITs are made available
to a larger population of ordinary investors in the market.

REIT Assets

The purpose of a REIT is for investment in the real estate industry. To pre-
vent this investment structure from abuse, the act requires that at least
75 percent of a REIT’s total assets must be invested in real estate, mortgages
secured by real estate, cash, or treasury securities.

Income Source

Not only should 75 percent of a REIT entity’s assets be invested in real
estate, mortgage, cash, or treasury securities; 75 percent of the entity’s an-
nual gross income should come primarily from rents and mortgage inter-
ests. This requirement again is to ensure that the REI'T invests in real estate
and other related assets.

Distribution of Income

Although one of the main goals of the REIT structure is to encourage invest-
ment in real estate, Congress also made sure that the government still re-
ceives its tax revenues. Congress achieved this by requiring that for an
entity to retain its REIT status, the entity must pay at least 90 percent of its
taxable income each year to the shareholders so that the shareholders can
pay their share of the tax obligation.
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ACCOUNTING FOR
OPERATING PROPERTY
REVENUES

In general, properties derive revenues through multiple channels. Some of
these include base rent, operating expenses recoveries, real estate taxes re-
coveries, bill-back profits, antenna space rental, operation of vending
machines, among others. In most cases, agreements called leases govern
the relationships between the landlord and tenants. Therefore, a lease can
be defined as an agreement between the landlord and tenant for the rental
of the landlord’s premises to the tenant for specified terms and conditions.

The lease can be short term or long term. Short-term leases are nor-
mally for one year or less; long-term leases are usually for more than one
year. Most residential leases tend to be short term. Commercial office leases
tend to be long term due to the need to stabilize the revenue stream of the
property and also due to the high cost of finalizing a lease, which normally
includes significant costs on broker’s commissions, attorney fees, and docu-
ment preparation, including time involved in the potential tenants’ viewing
the premises and negotiating the lease. Typically, leasing costs on commer-
cial space are paid by the landlord; however, the attorney hired by the
tenant is paid by the tenant. A typical long-term lease could range from
5 years to 15 years, depending on the market.

TYPES OF LEASES

In practice, there are multiple leasing arrangements between landlords and
tenants. Four such arrangements include:

1. Gross lease

2. Net lease

47
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3. Fixed base lease

4. Base-year lease

Each of these lease arrangements determines which party bears the risk of
future operating cost increases and to what extent.

Gross Lease

A gross lease is a type of lease arrangement in which the tenant pays a speci-
fied amount that covers the rental of the premises, including the operating
expenses and real estate taxes of the property. In this type of lease, the ten-
ant’s future total rental payments are known from day 1, and the landlord
bears the risk of future operating expenses and real estate tax increases.
Some tenants prefer this type of lease arrangement because it helps them
manage the risk of future cost increases and planning.

Example

Union Plaza LLC, the owner of Union Plaza, a 45-story office building in
downtown Boston, rents a 10,000-square-foot space to APB Dental Services
(“tenant”). The lease is for five years, and tenant will pay the landlord the fol-
lowing rental to cover rental of the premises, which includes all operating
expenses and real estate taxes of the premises:

Year 1 $100,000

Year 2 $100,000

Year 3 $105,000

Year 4 $110,000

Year 5 $115,000
Under this simplified example, the listed amounts are the full and only
rental payments due to the landlord from this tenant during the lease period.
The tenant does not pay any additional amount in respect to operating

expenses and taxes. Whether the cost of operating the building goes up or
down in the future will not have an impact on the amounts noted.

Net Lease

In a net lease arrangement, the tenant pays a minimum base rent in addi-
tion to the tenant’s proportionate share of operating expenses and real
estate taxes. In this type of lease, the landlord recovers from the tenant op-
erating costs and real estate taxes. This arrangement is also referred to as
triple net or net net net lease.
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Example

Western 465 Tower LLC, the owner of a property located at 465 Tower Lane
in Boston, is leasing the whole fifteenth floor of the 25-story property to
Ashwood & Brown Partners LLC (“tenant”), a prestigious hedge fund that is
currently located two blocks from the property. The lease specifies that for the
10-year lease, Ashwood & Brown would pay a minimum base rent as indicated
in addition to its pro rata share of the property. The minimum base rents are:

Years Rent per Square Foot

1 $80.00
$82.00
$84.00
$86.00
$88.00
$90.00
$92.00
$94.00
$96.00
$98.00
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The fifteenth-floor space to be leased to Ashwood & Brown has a total net
rentable area (NRA) of 30,000 square feet. The entire building has a total NRA
of 600,000 square feet. The parties remeasured the space and agreed on the
sizes listed, noting that the tenant’s pro rata share is 5 percent of the building.
This amount would be used in determining the tenant’s share of operating
expenses and real estate taxes.

In determining the tenant’s share of operating expenses and real estate
taxes, let us assume that the total operating expenses in year 1 are
$15,247,000 and real estate taxes are $4,435,000. Therefore, the additional
rent would be:

Operating expenses $15,247,000
Real estate taxes $4,425,000
$19,672,000
Ashwood & Brown pro rata share 5%
Ashwood & Brown additional rent—Yr 1 $983,600

Note that in most cases, the parties would agree that the tenant would
pay monthly the minimum base rent plus its estimated monthly pro rata share
of operating expenses. For real estate taxes, the tenant would pay its share of
the taxes based on when they are due to the government taxing authority.
(Tax due dates vary depending on the municipality.)

Therefore, excluding the real estate taxes, the tenant’s total monthly
payment for the first year of the lease would be determined in this way:

(continued )
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(continued)
Step 1. Calculate the monthly minimum base rent.

Monthly Minimum Base Rent:

Minimum annual base rent (80 per square $2,400,000
foot x 30,000)

Number of months 12%

Monthly minimum base rent $200,000

Step 2. Calculate the estimated monthly operating expenses.

Estimated Monthly Operating Expenses:

Estimated year 1 annual operating $15,247,000
expenses

Tenant pro rata share percent 5%

Tenant pro rata annual share $762,350

Estimated monthly operating expenses $63,529

Step 3. Add the monthly minimum base rent and the estimated monthly
operating expenses.

Monthly minimum base rent $200,000
Estimated monthly operating expenses $63,529
Tenant’s total monthly rent payment $263,529

Since the operating expenses paid by the tenant each month is an esti-
mated amount, at the end of each year, the landlord would have to perform a
reconciliation of the actual operating expenses incurred in running the prop-
erty and compare that to the estimate paid by the tenants during the course of
the year to determine if additional rent is due from the tenant or if a refund is
due to the tenants. The lease normally would indicate the timeframe when this
reconciliation would need to be finalized by the landlord and communicated
to the tenant. Some leases also give the tenants an audit right. An audit right is
the tenant’s right under the lease to review the books and records of the land-
lord to ensure that the amounts are appropriately included or excluded as
operating expenses of the property.

Fixed Base Lease

The fixed base lease is a hybrid of a gross lease and net lease. In a fixed base
lease, the tenant pays a gross amount that covers the base rental of the
premises plus operating expenses. However, the total amount that the te-
nant pays is broken down into the base rental and the operating expenses.
At the end of the year, if the tenant’s pro rata share of actual operating
expenses is greater than the operating expenses portion of the amount in-
cluded in the gross payments paid by the tenant over the course of the year,
the landlord would bill the tenant for the additional amount. If, however,
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the tenant’s pro rata share of the actual operating expenses is less than the
operating expenses portion of the gross payment, the tenant does not get a
credit or refund.

Example

A landlord and tenant agree that tenant pays $100.00 per square foot (psf) for
10,000 square feet of space of an office building under a fixed base lease ar-
rangement. The parties agree that $40.00 of the $100.00 represent the oper-
ating expenses of the property. At the end of year 1 of the lease, the landlord
performed a reconciliation of the operating expenses incurred on the build-
ing. The total expenses were determined to be $47.00 psf.

In this case since actual operating expenses ($47.00) are greater than
the amount of estimated operating expenses ($40.00) by $7.00, the landlord
would bill the tenant for an additional rent of $70,000. This additional rent is
determined as:

Actual year 1 operating expenses $47.00

Operating expenses in estimated gross $40.00
payment

Difference $7.00

Net rentable area (NRA) 10,000

Additional rent due from tenant $70,000.00

If the actual operating expenses after the reconciliation show operating
expenses as $38.00 psf, the total rent paid by the tenant would remain
$100.00 psfwithout any year-end adjustments.

Base-Year Lease

The year in which a lease started is called the base year of a base-year lease.
During the base year, tenants pay a whole amount that represents the rental
of the premises plus the tenants’ pro rata share of operating expenses dur-
ing that year. In subsequent years, if the operating expenses are greater
than the operating expenses incurred during the base year, the landlord is
entitled to bill tenants their pro rata share of the increase over the base-year
operating expenses.

Example

AB Realty is the owner of a 10-story, 100,000-square-foot office property of
which 10,000 square feet was rented to Watson & Associates LLP under a
base-year lease arrangement. The lease started in 2009 for a 5-year lease
term. The parties agreed to a total rent of $100.00 psf based on 2009 operat-
ing expenses of $2,300,000.

(continued)
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(continued)

In 2010 the tenant continues to pay $100.00 psf as agreed to in the
lease. However, the total operating expenses for 2010 were $3,050,000, which
is an increase of ($3,050,000 — $2,300,000) $750,000 from the base-year oper-
ating expenses.

If AB Realty’s pro rata share of operating expenses is 10 percent of total
operating expenses for each year of the lease, then AB Realty would have to
pay the landlord an additional rent of $75,000. This amount is calculated as:

Total 2010 operating expenses $3,050,000
Minus base-year operating expenses $2,300,000
Increase over base-year operating expenses $750,000
Multiply by tenant pro rata share 10%
Additional rent due $75,000

Note, however, that if the 2010 operating expenses had been less than
the base-year operating expenses, the tenant would not have been entitled to
any refund or credit.

REVENUE RECOGNITION

According to Securities and Exchange Commission’s Staft Accounting Bul-
letin (SAB) 104, in general, revenue should be recognized when it is realized
or realizable and earned; and revenue is deemed realized or realizable and
earned when these four criteria are met:

1. Persuasive evidence of an arrangement exists.
2. Delivery has occurred or services have been rendered.
3. The seller’s price to the buyer is fixed or determinable.

4. Collectibility is reasonably assured.

SAB 104 recognizes that the accounting literature on revenue re-
cognition practices includes broad conceptual discussions as well as certain
industry-specific guidance. It therefore allows for the use of any specific au-
thoritative literature if such transaction is within its scope. Thus, the four
criteria can be utilized where there is no industry-specific guidance. The
principal accounting guidance for real estate revenue recognition is Finan-
cial Accounting Standard No.13 and its subsequent amendments. Financial
Accounting Standard No. 13, Financial Accounting Standard No. 29, Finan-
cial Accounting Standard No. 98, FASB Technical Bulletin 85-3, FASB
Technical Bulletin 88-1, SAB 101, and SAB 104 are among the important
accounting literatures that provide guidance on accounting for real estate
revenue recognition.
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This chapter simplifies these accounting pronouncements for ease of
use.

LEASE CLASSIFICATION

Leases are classified from the point of view of the lessee or lessor. There-
fore, they should be accounted for differently based on specific criteria and
aspects of the lease. These criteria determine how the lease transaction is
recorded on the books of both the lessee and the lessor.

There are two lease classifications: lessee lease classification and lessor
lease classification.

Lessee Lease Classification

From the point of view of the lessee, leases are classified into two categories:
operating leases and capital leases.

Lessor Lease Classification

From the point of view of the lessee, leases are classified into these
categories:

® Operating leases
® Sales-type leases
® Direct financing leases

® Leverage leases

Generally, in practice, the operating lease is the most common type of
lease; thus it is the focus of this chapter. The main difference between an
operating lease and the other types of leases is that no asset or liability is
recorded at the inception of an operating lease by the lessee based on the
current accounting guidance. However, for the other types, the lessee re-
cords an asset and liability equal to the present value of the minimum lease
payments over the lease term.

Financial Accounting Standard No. 13, paragraph 5, presents some
very important terms useful for proper understanding of the accounting
guidance on lease transactions.

Inception of a lease. [TThe date of the lease agreement or commitment, if earlier.
For purposes of this definition, a commitment shall be in writing, signed by
the parties in interest to the transaction, and shall specifically set forth
the principal terms of the transaction. However, if the property covered
by the lease has yet to be constructed or has not been acquired by the lessor at
the date of the lease agreement or commitment, the inception of the lease
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shall be the date that construction of the property is completed or the property
is acquired by the lessor.

Bargain purchase option. A provision allowing the lessee, at his option, to
purchase the leased property for a price which is sufficiently lower than the
expected fair value of the property at the date the option becomes exercisable
that exercise of the option appears, at the inception of the lease, to be reason-
ably assured.

Bargain renewal option. A provision allowing the lessee, at his option, to
renew the lease for a rental sufficiently lower than the fair rental of the prop-
erty at the date the option becomes exercisable that exercise of the option
appears, at the inception of the lease, to be reasonably assured.

Lease term. The fixed non-cancelable term of the lease plus (i) all periods,
if any, covered by bargain renewal options . . ., (ii) all periods, if any, for
which failure to renew the lease imposes a penalty on the lessee in an amount
such that renewal appears, at the inception of the lease, to be reasonably as-
sured, (iii) all periods, if any, covered by ordinary renewal options during
which a guarantee by the lessee of the lessor’s debt related to the leased prop-
erty is expected to be in effect, (iv) all periods, if any, covered by ordinary
renewal options preceding the date as of which a bargain purchase option is
exercisable, and (v) all periods, if any, representing renewals or extensions of
the lease at the lessor’s option; however, in no case shall the lease term extend
beyond the date a bargain purchase option becomes exercisable. A lease which
is cancelable (i) only upon the occurrence of some remote contingency,
(ii) only with the permission of the lessor, (iii) only if the lessee enters into a
new lease with the same lessor, or (iv) only upon payment by the lessee of a
penalty in an amount such that continuation of the lease appears, at inception,
reasonably assured shall be considered “noncancelable” for purposes of this
definition.

Minimum lease payments.

i. From the standpoint of the lessee. 'The payments that the lessee is obligated
to make or can be required to make in connection with the leased prop-
erty. However, a guarantee by the lessee of the lessor’s debt and the les-
see’s obligation to pay (apart from the rental payments) executory costs
such as insurance, maintenance, and taxes in connection with the leased
property shall be excluded. If the lease contains a bargain purchase op-
tion, only the minimum rental payments over the lease term and the pay-
ment called for by the bargain purchase option shall be included in the
minimum lease payments. Otherwise, minimum lease payments include
the following:

a. The minimum rental payments called for by the lease over the lease
term.

b. Any guarantee by the lessee of the residual value at the expiration of
the lease term, whether or not payment of the guarantee constitutes a
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purchase of the leased property. When the lessor has the right to re-
quire the lessee to purchase the property at termination of the lease
for a certain or determinable amount, that amount shall be considered
a lessee guarantee. When the lessee agrees to make up any deficiency
below a stated amount in the lessor’s realization of the residual value,
the guarantee to be included in the minimum lease payments shall be
the stated amount, rather than an estimate of the deficiency to be
made up.

c. Any payment that the lessee must make or can be required to make
upon failure to renew or extend the lease at the expiration of the lease
term, whether or not the payment would constitute a purchase of the
leased property. In this connection, it should be noted that the defini-
tion of lease term (defined above) includes “all periods, if any, for
which failure to renew the lease imposes a penalty on the lessee in an
amount such that renewal appears, at the inception of the lease, to be
reasonably assured.” If the lease term has been extended because of
that provision, the related penalty shall not be included in minimum
lease payments.

il. From the standpoint of the lessor. The payments described in (i) above plus
any guarantee of the residual value or of rental payments beyond the lease
term by a third party unrelated to either the lessee or the lessor, provided
the third party is financially capable of discharging the obligations that
may arise from the guarantee.

Initial direct costs. Those incremental direct costs incurred by the lessor in
negotiating and consummating leasing transactions (e.g., commissions and
legal fees).

These definitions are very important in understanding a lease and
properly recording the related accounting transaction, especially in relation
to rental revenue straight-lining.

ADDITIONAL COST RECOVERIES

Apart from minimum rental payments by the tenant for the use of the land-
lord’s premises, additional costs are incurred by the landlord in operating
the building. These costs are in one way or another recovered by the land-
lord from the tenants. Some examples of these recoveries are:

® Real estate taxes

® (leaning services

® Security services
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® Repairs and maintenance

e Ultilities

® Heating, ventilation, and air conditioning
® Management fees

® Freight services

Except for real estate taxes, in most cases these recoveries are paid
monthly to the landlord. Real estate taxes are treated differently because
the frequency of payment depends on when they are due to the taxing au-
thority where the property is located. In some localities they are due
monthly; in others they could be due quarterly, semiannually, or annually.
Therefore, tenants prefer paying based on when the real estate taxes are
due to the authorities.

OPERATING EXPENSES GROSS-UP

Operating expenses gross-up is a lease clause that helps landlords ade-
quately recover certain variable operating expenses due to building vacan-
cies. It allows the landlord to adjust upward certain variable and
semivariable operating expenses to what they could have been if the build-
ing was fully occupied. This clause applies only when a building’s occupancy
is less than the lease definition of full occupancy.

The lease normally contains the parties’ definition of “full occupancy,”
as this may not always mean 100 percent occupancy. For the purpose of cal-
culation of gross-up, the parties may agree that when the property is 95 per-
cent occupied, it should be deemed as fully occupied.

To help explain further how gross-up is calculated, let us use a simple
example. An office property is 87 percent occupied throughout the year.
Actual operating expenses subject to gross-up are $550,000, of which
$100,000 represents the fixed portion of the operating expenses; thus,
$450,000 is subject to gross-up. Assume per the lease that 95 percent is
defined as full occupancy of the property. Therefore, the total recoverable
expenses after gross-up would be determined as:

Steps  Description Amount
1 Operating Expenses incurred and to be grossed-up $550,000
(includes fixed and variable components)
2 Minus Fixed Component of Expense 100,000
3 Variable Component of Expense $450,000
4 Divide by Weighted Average Occupancy (WAO) during 87%
the Year

5 Variable Expense 517,241
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6 Multiply by Full Occupancy as Defined by Lease (%) 95%

7 Grossed-up Variable Expense 491,379
8 Plus Fixed Component of Expense (from above) 100,000
9 Total Grossed-up Expense $591,379

To determine each tenant’s share of the recovery, the tenant’s pro rata
share would be multiplied by the total grossed-up cost of $591,379. Note
also that some tenants’ leases might specify that the landlord may not re-
cover more than 100 percent of the amount actually paid for operating
expenses; this stipulation has to be considered in determining the recover-
ies from the tenants.

CONTINGENT RENTS

Contingent rents are additional rents to the landlord that can materialize
when certain agreed-on thresholds are met. This type of arrangement is
commonly found in retail leases. A typical contingent rent entitles the land-
lord, in addition to other rental payments already discussed, to a percentage
of the retail tenant’s sales after a certain amount. This arrangement can be
beneficial to the landlord and the tenant, depending on the final sales num-
ber. To the tenant, it allows for a higher rent only if there is an increase in
sales. It allows the landlord to share in the success of the tenant.

Example

Island Strip Mall LLC leased a 5,000-square-foot space to Berney Retail Stores
for 10 years. The parties agreed that the rent would be $25.00 psf with an
increase of 3 percent annually plus the tenant’s pro rata share of operating
expenses and real estate taxes. In addition, the tenant is to pay the landlord 5
percent of the tenant’s annual gross sales over $2,000,000.

Assume at the end of the first year of the lease, the tenant’s gross sales
are $3,000,000. Contingent revenue to the landlord for the first year of the
lease would be $50,000. This amount is calculated as:

Tenant’s first-year sales $3,000,000
Sales threshold $2,000,000
Sales above threshold $1,000,000
Rate 5%
Contingent revenue due to the landlord $50,000

The landlord should recognize the contingent revenue only at the point
when the threshold has been met. Thus, in the example, the landlord cannot
recognize any contingent revenue until the tenant’s gross sales have reached
$2,000,000. This accounting is based on the interpretation of SEC SAB 101,

(continued )
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(continued )

Revenue Recognition in Financial Statements. Note also that Emerging Issue Task
Force (EITF) 98-8, which deals with lessee accounting of contingent rental
expense, is silent on the accounting by the lessor. However, the author of this
book believes that the accounting of contingent revenue by the landlord just
described is consistent with accounting for contingencies.

EITF, however, requires that a lessee should recognize contingent
rental expenses over the measurement period even though the actual amount
to be recognized can be precisely determined only toward the latter part of the
measurement period or at the end of the accounting period. Therefore, les-
sees should take care in forecasting the sales amount used in determining con-
tingent rental expenses.

RENT STRAIGHT-LINING

In practice, the total rental payment to the lessor from the lessee is com-
prised mostly of the minimum lease payments, operating expenses and real
estate tax recoveries, and contingent rentals. As was described earlier, the
minimum lease payments can be agreed by the lessor and lessee to increase
by a certain agreed amount through the lease term. In most cases the parties
can agree that the increase would be based on certain external factors such
as the Consumer Price Index (CPI).

For U.S. generally accepted accounting principles (GAAP) reporting,
FAS 13 requires that rent shall be recognized on a straight-line basis over the
lease term unless any other “systematic and rational basis is more representa-
tive of the time pattern in which users benefit from the leased property.”

This particular area of lease accounting has generated a lot of confu-
sion related to such questions as what portion of the rent should be straight-
lined and when straight-lining should start and end in cases where there are
free rents and bargain renewal options, among other questions. These ques-
tions are answered here.

FASB Technical Bulletin 85-3 explains FAS 13 further by saying that

. . scheduled rent increases, which are included in minimum lease payment
under Statement 13, should be recognized by lessors and lessees on a straight-
line basis over the lease term unless another systematic and rational allocation
basis is more representative of the time pattern in which the leased property
is physically employed Accounting for Operating Leases with Scheduled Rent
Increases, Norwalk, CT: 1985]

An important comment to note in this statement that relates to the
first question raised above is what portion of the rent should be straight-
lined. Only the minimum lease payment should be straight-lined. Exclude
from the straight-line schedule operating expenses recoveries, real estate
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tax recoveries, and contingent rents because these amounts cannot be deter-
mined at the inception of the lease for the whole lease term. Note that an
exception is in gross lease arrangements; in those cases, the minimum lease
payments already include the tenant’s portion of operating expenses and
real estate taxes.

Rent straight-lining should start on the lease inception date regardless
of whether there are free rents given to the lessee at the beginning of the
lease term. This lease start date for the purpose of rent straight-lining
should be the tenant’s beneficial occupancy date. Also, the straight-lining
should end on the lease expiration date. However, there are a few excep-
tions. One exception is on a GAAP basis reporting where payments from
the landlord are to be accounted for as tenant improvements and the tenant
was granted access to the leased space prior to the substantial completion of
the improvement. In this case the straight-lining may not start on the bene-
ficial occupancy date. This topic is discussed more fully in Chapter 7. An-
other exception is where the lease contains a bargain renewal option. As
described earlier, a bargain renewal option gives the lessee the right to re-
new the lease at a significantly lower rental rate. There is a presumption
here that the lessee would renew the lease, thereby extending the lease
term. Therefore, in a lease with a bargain renewal option, the straight-lining
should be extended to assume that the lease would be renewed by the lessee.

Example

To illustrate rent straight-lining, a 400,000-square-foot four-story office prop-
erty with five tenants is 100 percent occupied and has these leases.

1. Roxy Clothing is retail tenant and occupies 40,000 square feet of space on
the first floor of the property. The lease is for 5 years with inception date
of July 1, 2009 and 6 months free rent. The lease is also a gross lease. A
breakdown of the tenant’s rent is:

Rent Start Date Rent End Date Rent

July 1, 2009 December 31, 2009 $—
January 1, 2010 December 31, 2010 $3,200,000
January 1, 2011 December 31, 2011 $3,500,000
January 1, 2012 December 31, 2012 $3,800,000
January 1, 2013 December 31, 2013 $4,100,000
January 1, 2014 June 30, 2014 $2,200,000

The tenant has no renewal option right; however, the landlord is
entitled to receive 3 percent of gross sales after sales of $15,500,000.
Actual gross sales for 2009 and 2010 were $10,000,000 and $22,000,000
respectively.

(continued )
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(continued )

2. ABC Grocery Store is a retail tenant and occupies 60,000 square feet of

space on the first floor. The lease is for 5 years with one additional 5-year

renewal option at a discounted rate noted on the breakdown below.
This tenant is also on a gross lease, and the gross rent is broken down

next.

Rent Start Date Rent End Date Rent
January 1, 2009 December 31, 2009 $4,800,000
January 1, 2010 December 31, 2010 $4,800,000
January 1, 2011 December 31, 2011 $5,000,000
January 1, 2012 December 31, 2012 $5,000,000
January 1, 2013 December 31, 2013 $5,000,000
Renewal Option

January 1, 2014 December 31, 2014 $4,500,000
January 1, 2015 December 31, 2015 $4,500,000
January 1, 2016 December 31, 2016 $4,700,000
January 1, 2017 December 31, 2017 $4,700,000
January 1, 2018 December 31, 2018 $5,000,000

3. Watkins & Watkins LLP, a law firm, occupies 100,000 square feet of the
second floor under a 3-year net lease from January 1, 2009, to December
31, 2011, with one additional 2-year renewal option. The renewal will be
at market rate at the end of the 3-year lease; therefore, the cost is not
known at the inception of the lease. The tenant pays $50.00 psf
throughout the lease term plus its share of operating expenses and real

estate taxes.

4. ABC & Associates is a regional staffing agency. The firm occupies 100,000
square feet on the third floor of the building. This net lease is for 5 years
with 6 months’ free rent with no renewal option. A breakdown of the

lease is:
Rent Start Date Rent End Date Rent PSF Rent
July 1, 2008 December 31, 2008 $— $—
January 1, 2009 December 31, 2009 $45.00 $4,500,000
January 1, 2010 December 31, 2010 $45.00 $4,500,000
January 1, 2011 December 31, 2011 $47.00 $4,700,000
January 1, 2012 December 31, 2012 $47.00 $4,700,000
January 1, 2013 June 30, 2013 $50.00 $2,500,000

5. Citizens International Bank occupies 100,000 square feet under fixed

base lease of $45.00 psf throughout the 3-year lease term from January 1,
2008 through December 31, 2010 with no renewal option. The operating
expenses portion of the rent is $15.00 psf. During 2008, the actual
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operating expenses were $20.00 psf; thus an additional $5.00 psf would
be paid by the tenant.

The breakdown of the rent to be straight-lined is:

Rent Start Date Rent End Date Rent PSF Rent

January 1, 2008 December 31, 2008 $45.00 $4,500,000
January 1, 2009 December 31, 2009 $45.00 $4,500,000
January 1, 2010 December 31, 2010 $47.00 $4,700,000

The five tenants and the applicable lease information are used on the
sample rent straight-lining schedule in Exhibit 4.1

Lease Termination

Sometimes prior to a lease expiration the tenant may decide to terminate
the lease or default on the lease and therefore be evicted or leave will-
fully. For GAAP reporting entities, due to the straight-lining of the
stream of minimum rental payments and scheduled rent increases when a
lease is terminated prior to the lease expiration date, there would be ac-
crued but unpaid rental balance on the balance sheet. This balance is also
referred to as deferred rent. Upon the termination of a lease, this
deferred rent balance would need to be written off. Unamortized lease
costs related to the terminated lease that are not recoverable would have
to be written off as well. Some of these unamortized balances would in-
clude attorney fees and leasing commissions. Any capital improvements
demolished as a result of the tenants vacating the premises would also
have to be written off.

MODIFICATION OF AN OPERATING LEASE

Prior to the end of a lease, the lessor and lessee may agree to renew or mod-
ify the provisions of the lease. Care must be taken to ensure that the
accounting is performed correctly based on the nature of the renewal or
modification. Accounting for lease modification is principally governed by
FAS 13, paragraph 9, which says:

If at any time the lessee and lessor agree to change the provisions of the lease,
other than by renewing the lease or extending its term, in a manner that would
have resulted in a different classification of the lease under the criteria in para-
graphs 7 and 8 had the changed terms been in effect at the inception of the
lease, the revised agreement shall be considered as a new agreement over its
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term, and the criteria in paragraphs 7 and 8 shall be applied for purposes of
classifying the new lease. Likewise, except when a guarantee or penalty is ren-
dered inoperative as described in paragraphs 12 and 17(e), any action that
extends the lease beyond the expiration of the existing lease term such as the
exercise of a lease renewal option other than those already included in the
lease term, shall be considered as a new agreement . . . . Changes in estimates
(for example, changes in estimates of the economic life or of the residual value
of the leased property) or changes in circumstances (for example, default by
the lessee), however, shall not give rise to a new classification of a lease for
accounting purposes.'

The primary purpose here is the discussion of lease modification of an
operating lease, not capital, leveraged, or financing leases. For operating
leases, any extension or renewal of the terms of the original lease prior to
the end of the lease should be accounted for as a new lease. Some of the
more common modifications in an operating lease include extension or
shortening of the lease term, changes in the minimum lease payment, and
changes on the determination of contingent rental income. Even though
accounting pronouncements describe that any change to the terms of an
operating lease should be accounted for as a new lease, there are industry
exceptions. Examples include where a lease is renewed toward the expira-
tion of a lease in the ordinary course of business. As we all know, it is in the
best interests of both the lessor and lessee, and it also is common industry
practice, for the parties to negotiate and execute a lease renewal before the
end of the existing lease. If such renewals occur very close to the expiration,
with immaterial impact on original lease balances such as the unamortized
lease costs and deferred rents, the straight-lining of the original lease
should be allowed to run its course without modification, and the renewal
should be accounted for as a new lease starting after the original expiration.

Other than this exception, any extension or renewal of an operating
lease should be accounted for as a new lease on the modification date. As
mentioned earlier, as a result of the rent straight-lining there may be
deferred rent balances on the modification date. Any such deferred rent
balance from the original lease on the modification date should be amor-
tized over the remaining life of the original lease plus the new extended
lease term. Any unamortized costs, such as attorney’s fees and broker’s com-
missions from the original lease, should be amortized over the same period
as the deferred rent balance.

1. Financial Accounting Standard Board, Financial Accounting Standard No. 13,
Accounting for Leases (Norwalk, CT, 1976).



Sublease of Operating Lease

65

Example

Assume a landlord spent $50,000 and $200,000 on attorney’s fees and bro-
ker’s commissions respectively on a 5-year lease. These costs are being amor-
tized over the lease term. At the end of the third year, the lease was extended
for an additional 3 years after the end of the original lease.

The unamortized cost at the end of year 3 and adjusted annual amorti-
zation would be determined in this way:

Attorney fees $50,000

Broker’s commission $200,000

Total $250,000 (a)
Original lease term (years) 5

Annual amortization $50,000

Number of years already amortized 3

Total amortization at end of year 3 $150,000 (b)
Unamortized balance $100,000 (a-b)
Remaining years after modification 5

Modified annual amortization $20,000

The deferred rent balances for the same lease would then be accounted
for similarly to the deferred cost treatment noted.

SUBLEASE OF OPERATING LEASE

A sublease is an arrangement in which the lessee releases leased premises

to

another party, generally called a sublessee. In this arrangement, the origi-

nal lessee of the lease becomes the sublessor.
There are three main types of a sublease:

1. The lessee on the original lease sublets the premises to a third party

while still being the obligor under the term of the original lease. Thus
there is no modification to the original lease.

. A new lessee is brought in to replace the original lessee. However, even
though the new lessee is primarily responsible and liable in event of de-
fault, the original lessee may or may not be secondarily responsible and
liable in case of default.

. The original lease is canceled and a new lease is entered into with a new
lessee.

In any of these examples, the new lessee always treats the lease as a

new lease, and it is accounted for accordingly. However, the accounting by
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the original lessor and original lessee varies depending on the type of
sublease.

Accounting by the Original Lessor

1. If the lessee sublets the premises to a new lessee without any change to
the original lease, then the lessor would not need to change the account-
ing of the original lease on its books.

2. If a new lessee is brought in to replace the original lessee with the new
lessee primarily responsible and liable in event of default, then the les-
sor should account for it as a termination of the original lease and the
start of a new lease with the new third-party lessee.

3. If the original lease with the original lessee is canceled and a new lease is
entered with the new lessee, the original lessor should account for it as a
termination of the original lease and the start of a new lease.

Accounting by the Original Lessee

1. If the original lessee leases the premises to a third party without any
modification to the original lease, the original lessee, as the sublessor
under the operating lease, would continue to account for the original
lease without any modification and would account for the new lease with
the new lessee similarly to the way a lessor would account for an operat-
ing lease discussed earlier.

2. If a new lessee is brought in to replace the original lessee as the primary
obligee even though the original lessee is still secondarily responsible,
the original lessee should account for it as a termination. If applicable,
a loss contingency should be recorded.

3. If the original lease is canceled and a new lease is entered with a third party,
the original lessee should account for it as a lease termination as well.
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ACCOUNTING FOR
OPERATING PROPERTY
EXPENSES

Numerous costs are incurred in the operation of a property. Some of these
costs can be recovered from tenants, depending on the lease. Thus, costs are
sometimes distinguished as recoverable and nonrecoverable costs. Proper
recording of these costs is also very important since not all costs are
expensed the year they are incurred. Some costs are deferred and amor-
tized over the useful or beneficial periods.

OPERATING COSTS

Some of the more common types of costs incurred in an operating pro-
perty are:

1. Property taxes

2. Cleaning services
3. Security

4. Water

5.
6
7
8

Electricity

. Heating, ventilation, and air conditioning (HVAC)
. Payroll

. Insurance

67
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9. Repairs and maintenance
10. Leasing costs
11. Loan closing costs
12. Management fees
13. Sales and use taxes

14. Additional services bill-backs

Property Taxes

Generally property taxes are billed by the city or municipality where the
property is located. Property tax is a major source of revenue to local gov-
ernments and a major expense line on a property’s income statement. The
amount of taxes paid on a property is assessed by the government taxing
agency. The importance of this cost is very evident upon review of a prop-
erty’s financial statement. It is usually one of the largest costs of operating a
property. Most taxing authorities give property owners the right to challenge
the assessment value used in determining the property taxes. Attorneys and
other professionals specialize in helping owners to obtain a fair assessment
of their property and thereby reduce their property taxes. Most of these pro-
fessionals are paid on a contingency basis based on the successful reduction
of the taxes. In some cases, their fees can be up to 30 percent of the annual
tax reduction. This can be a very profitable profession, especially in cities
where property taxes on commercial properties are in the millions a year.

Property tax billing varies between cities. Some cities bill monthly
or quarterly while some bill semiannually or annually. However, regardless
of how often the property taxes are paid by the owner, the cost should be
expensed over the applicable tax period. For some municipalities, property
taxes are paid in advance; for others, they are paid in arrears. The bill
should be thoroughly reviewed to ensure that the amounts are expensed
during the correct period. Assume that a municipality bills property taxes
in advance semiannually. In this case, the payment by the property should
be recorded as prepaid property taxes when paid and expensed pro rata
over the six months.

Example

If on January 1, 2009 the property owner paid $600,000 for property taxes
for the period January 1, 2009 through June 30, 2009, the initial and sub-
sequent monthly journal entries would be:

On January 1, 2009:
Prepaid property taxes $600,000
Cash $600,000
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(to record property taxes paid for period January 1,

2009 through June 30, 2009)

Monthly starting January 1, 2009:

Property tax expense $100,000

Prepaid property taxes $100,000
(to recognize property tax expense for the month)

At the end of the first month, the prepaid taxes balance would be:

Original prepaid property taxes $600,000
Property taxes expense in January 2009 $100,000
Prepaid taxes balance at January 31, 2009 $500,000

Assume instead of in advance, property taxes for the period of January 1,
2009 through June 30, 2009 are due and paid on June 30, 2009.

In this case the property owner would still have to recognize property
tax expense each month by recording an accrual each month. The required
monthly journal entries would be:

Monthly journal entries starting January 31, 2009:
Property tax expense $100,000

Accrued property taxes $100,000
(to accrue monthly property taxes due June 30, 2009)

Journal entry on June 30, 2009:
Accrued property taxes $600,000

Cash $600,000
(to record payment for property taxes for January 1, 2009
through June 30, 2009 due on June 30, 2009)

These entries ensure that the property’s financial statement appropri-
ately reflects the property tax expenses every reporting period.

Cleaning

Cleaning involves the cost of cleaning both inside and outside of the prop-
erty. This service is either provided by the property owner’s personnel or
outsourced to third-party cleaning companies. If it is performed by the own-
er’s personnel, this cost would be part of payroll expenses. Cleaning cost is a
period cost and should be expensed during the applicable periods. There-
fore, the journal entry to record this type of expense would be:

Cleaning expense $ xx.xx
Cash or Accounts Payable $ xx.xx
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However, in an outsourced cleaning scenario, the parties might
agree that the owner would pay in advance every six months. In this case,
the amount paid in advance would be a prepaid asset and amortized over
the beneficial period. Assume the landlord paid $120,000 for cleaning
service for the period January 1, 2009 to June 30, 2009, and this amount
was paid on January 1, 2009. The initial and monthly entries would be:

January 1, 2009:
Prepaid cleaning expenses $120,000
Cash $120,000
(to record prepaid cleaning for period January 1,
2009 —June 30, 2009)

Monthly starting January 1, 2009:

Cleaning Expense $20,000
Prepaid assets—cleaning $20,000
(to record monthly clean expense (120,000/
6 = $20,000)
Security

Security expenses are payments to security companies for providing their
security personnel to the property. The services provided by these person-
nel could include registering guests entering the building, confirming guest
visits with the hosting tenant, issuing security passes (IDs) to tenants, sur-
veillance of the exterior and hallways of the building, and a host of other
responsibilities.

The fees paid for these services are expensed during the applicable
periods similar to the cleaning service discussed earlier. The joined entry
recorded for the charge is:

Security services expense $xx
Cash or Accounts Payable $xx

Water, Electricity, HVAC

Water, electricity, and HVAC represent major expense lines in an operat-
ing property income statement. The charges for these items are billed by
the utility provider to the property. In some cases, where there are sub-
metering arrangements, these charges can be billed directly to tenants.
Submetering prevents the allocation of these costs by the landlord using
tenants’ pro rata shares of the building. Instead, meters are installed for
every tenant in the building.
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The entries to record these types of charges are:

Water expense $xx

Acquired expense $xx
Electricity expense $xx

Acquired expense $xx
HVAC expense $xx

Acquired expense $xx

Payroll

Payroll includes the compensation cost of all the personnel who perform

work for the property. It also includes all employees’ employment benefits.

Some personnel commonly found at the property include the property

managers, engineers, accountants, administrative assistants, and bookkeep-

ers. All compensation to these individuals is recorded as payroll expense.
The entry to record payroll expenses is:

Payroll expense $xx.xx
Cash or Accounts Payable $xx.xx

Insurance

The insurance category represents the cost of purchasing insurance cover-
age for the property. The amount paid to the insurance company is called
the insurance premium. Depending on the insurance company and the ar-
rangement with the property owner, the insurance premiums can be due
monthly, quarterly, or annually. Premiums usually are paid in advance.
When premiums are paid in advance, they should be recorded as a prepaid
expense and amortized over the coverage period.

Assume the property owner paid $30,000 on January 1, 2009 for in-
surance coverage for the period starting on January 1, 2009 and ending on
June 30, 2009. The entry to be recorded on January 1, 2009 when the
amount was paid would be:

Prepaid insurance $30,000
Cash $30,000

Therefore, at the end of each month, an entry would need to be re-
corded to recognize the insurance expense. This entry would be:

Insurance expense $5,000
Prepaid insurance $5,000

At the end of the first month, the balance of prepaid insurance would
be ($30,000 — $5,000) $25,000.
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Repairs and Maintenance

Repairs and Maintenance are costs spent to keep the property for its in-
tended use. Examples include repair of broken windows and doors, repair
of toilets stoppage, replacement of light bulbs, maintenance of the heating
system and air conditioner, maintenance of elevators, and so on. Numerous
costs fall into this type of expense.

Repairs and Maintenance expenses are period costs and should be
expensed as incurred. The entry to record the cost is:

Repairs and Maintenance expenses $xx.xx
Cash or Accounts Payable $xx.xx

Leasing Costs

Leasing costs are the costs incurred to lease the premises to tenants. The
most common leasing costs are broker’s commissions and legal fees. Broker’s
commissions are paid to brokers for securing a tenant who leases the prem-
ises. In a residential lease, the commission is typically paid at lease signing
and the payment obligation varies between the landlord and the tenant. In
commercial leases, the broker’s commission payments are typically spread
over the length of the lease and are specified in the commission agreement
between the leasing broker and the landlord. The most common commission
agreement entitles the broker to a portion of the commission upon a tenant’s
signing of the lease; the remainder is paid over the term of the lease. Some-
times the landlord and broker may agree that the broker is entitled to an
additional commission if the tenant renews at the end of the original lease.

The accounting journal entry to record broker’s commission is differ-
ent from how some of the other costs described above are recorded. The
total commission is recorded as a prepaid expense and amortized over the
length of the lease.

Example

Assume the broker and landlord agree that the total broker’s commission for a
5-year lease with a commencement date of January 1, 2009 and expiration
date of December 31, 2013 is $600,000, of which $300,000 is paid upon lease
signing with the remaining $300,000 paid on January 1, 2011. Assume the
lease was signed on November 15, 2008.

The entry to be recorded upon signing the lease and payment of
$300,000 to the broker would be:

Prepaid broker’s commission $600,000
Accrued broker’s commission $300,000
Cash $300,000
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Thereafter, during the lease period (January 1, 2009-December 31,
2013), the monthly entry to record the amortization of the prepaid broker’s
commission would be:

Total commission = $600,000
Number of months =60
Monthly amortization = $10,000
Amortization expense: broker’s commission $10,000
Accumulated amortization: broker’s $10,000
commission

Then at January 1, 2011, when the remainder of the broker’s commis-

sion is paid, the entry would be:

Accrued broker’s commission $300,000
Cash $300,000

Legal fees are the fees paid to an attorney for drafting the tenant lease
agreement. In most leases the legal fees are paid upon signing the lease.
Regardless of when they are due or paid, the amount should be capitalized

and amortized over the term of the lease.

Example

Assume that for the same lease transaction just discussed, the landlord paid
$60,000 in legal fees. The entry required upon signing the lease would be:

Prepaid legal fees $60,000
Accrued legal fees $60,000

When the legal fees are paid, the required journal entry would be:

Accrued legal fees $60,000
Cash $60,000

Each month during the lease term, the amount of legal fees to be
expensed is calculated as:

Total legal fees = $60,000
Number of months = 60
Monthly expense =$1,000

Amortization expense—legal fees  $1,000
Prepaid legal fees $1,000
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Loan Closing Costs

In practice, the purchase of real estate in most developed economies is
mostly financed with debt. Debt financing involves costs such as application
fees, origination fees, administration fees, and syndication costs, among
others. These costs are called loan closing costs. These costs should be capi-
talized and amortized over the life of the loan.

Assume debt was used to finance a real estate asset purchase and the
total loan closing costs were $500,000 on a 10-year debt financing. The
entry to record the loan closing costs is:

Loan closing costs (assets) $500,000
Cash $500,000

The monthly amortization of this cost during the loan period
would be:

Total loan closing costs = $500,000
Loan period in months =120
Monthly amortization = $4,166.67

The monthly journal entry would be:

Amortization expense—loan closing cost $4,166.67
Accumulated amortization—loan closing cost $4,166.67

Management Fee

In some cases the owner of a real estate entity hires a professional real estate
management firm to manage the property. These firms provide the staffing,
interface with the tenants, lease vacant space, procure supplies, and collect
rents, among other responsibilities.

Management fees are recorded as assets when paid and amortized
over the engagement management period unless the amounts are paid
periodically over the management period.

Sales and Use Taxes

Sales tax is a state tax on the retail sale of tangible personal property or
services. Sale taxes are normally collected by the seller from the purchaser
on behalf of the state. The seller in this capacity acts as the custodian for the
state in collecting these taxes.

Use tax is a government tax on the use or consumption of tangible
personal property or for services where sales tax was not charged by the
seller at the time of the transaction. Generally, goods used in a manufactur-
ing capacity are tax exempt because they are part of inventory. Use taxes
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arise because sometimes, during the purchase, the purchaser has not de-
cided whether the goods would be consumed by the purchaser or used in
the production of a final product. If the purchaser ends up using or consum-
ing the goods, the purchaser has to pay use tax to the state.

A purchaser is subject to sales or use tax on tangible personal property
if three conditions are met:

1. There is transfer of title or possession.
2. There is transfer of the right to use or control.

3. There is transfer of consideration such as credit, money, or extinguish-
ment of debt.

Note that sales and use taxes are not required on intangible personal
property; however, services are subject to sales and use taxes. Care should
be taken to differentiate between intangible personal properties and
services.

Certain purchasers and products are exempt from sales and use taxes.
Examples of exempt purchasers include government agencies, religious
organizations and societies, educational organizations, and charitable orga-
nizations. Some products exempt from these taxes include donations
to nonprofit organizations, publications, research and development, and
tangible goods used in the manufacturing, processing, or production of
inventory for sale. It is also important to note that different states have dif-
ferent rules on exempt purchasers and products.

Rental income is also exempt from sales or use tax. Landlords’ charges
for overtime freight elevator service, overtime cleaning, heating, air condi-
tioning services, and electricity are also exempt from sales or use tax
because tax rules consider them as incidental to the rental of the premises.

Additional Services Bill-backs

In some cases tenants may require additional services above and beyond the
normal level of service agreed to on a lease. These may include requests
for HVAC after normal work hours, additional security, or cleaning during
certain events. These types of costs are billed back to the requesting tenant
and not included as part of operating expenses billed to all tenants.

These additional costs are recorded differently depending on whether
the books and records of the property are kept on a GAAP or federal tax
basis. On a GAAP basis, the additional billing to the tenant is included as
revenue with the corresponding cost recorded as expense. On a federal tax
basis, this additional billing is not reported as revenue unless there is a
profit earned on this transaction by the property, which would then be
reported as revenue.
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OPERATING EXPENSES
RECONCILIATION AND
RECOVERIES

As discussed in Chapter 4, certain tenant leases may require that the tenant
pay a minimum base rent in addition to its prorated share of operating
expenses. This chapter discusses the types of expenses that can be recov-
ered from tenants and the reconciliation process involved.

The typical lease that requires tenants to pay their prorated share of
operating expenses normally requires that during the course of the year,
tenants pay the landlord an estimated prorated share monthly. At the end
of the year, when the actual operating expense can be determined, the land-
lord performs a reconciliation of operating expenses and refunds or bills
tenants for overpayments or underpayments. In some instances, large ten-
ants may require the landlord to pay interest on any overpayment in the
estimate after an agreed-on threshold. The interest rate normally is agreed
to by the parties and is specified on the lease.

Not all costs incurred by the landlord are recoverable from tenants.
What is recoverable or nonrecoverable depends on what the parties agree
to. For example, some retail tenants may negotiate that any costs related to
the building’s elevator should not be included in recoverable operating
expense since, if the tenant is on the first floor, it would not have any use for
the elevator. However, if the lease is silent on this issue, some landlords may
include elevator-related costs in recoverable operating expenses.
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MOST COMMON RECOVERABLE OPERATING EXPENSES
Common examples of recoverable operating expenses are:

® Wages and salaries

® (Cleaning

® Security

® Electricity

®* Water

® Heating, ventilation, and air conditioning (HVAC)
® Repairs and maintenance

¢ Insurance

® Management fees

® Property taxes

MOST COMMON NONRECOVERABLE OPERATING EXPENSES
Examples of nonrecoverable expenses include:

® Interest on loans

¢ Certain depreciation and amortization expenses
® Penalties, fines, and late charges

® (Capital improvements

® Office supplies

® Executive compensation

® Contributions and donations

® Employee entertainment and parties

® Cost of furnishing management company office located at the
property
¢ Income taxes

® Jeasing costs

® Financing costs
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® Legal fees
¢ Advertising and promotional costs
® Costs of any judgments, settlements, or arbitrations

® Professional dues of employees

These nonrecoverable costs are deemed landlord’s expenses and
therefore not the responsibility of the tenants. The list is not all inclusive.
Tenants can negotiate many other costs to be omitted from recoverable op-
erating expenses.

CALCULATING TENANT PRO-RATA SHARE OF EXPENSES

Usually, prior to the beginning of the year, the landlord puts together a
budget for the following year that shows the estimated operating expenses
and property taxes recoveries from each tenant. Each tenant would then pay
its pro-rated share on a monthly basis throughout the year. At the end of the
year, the landlord performs a reconciliation to determine if the tenant over-
paid or underpaid during the course of the year. In some cases a midyear
reconciliation can be performed to determine if the monthly payment
should be adjusted.

Assume the landlord’s estimate recoverable operating expense for the
following year is as indicated:

Estimated Operating Expenses Recoveries

Wages & salaries $390,000
Cleaning $100,000
Security $95,000
Electricity $100,000
Water $50,000
HVAC $50,000
Repairs $45,000
Insurance $100,000
Management fees $120,000
Property taxes $150,000

Total Recoverable Operating Expenses ~ $1,200,000

Let us assume now that at the end of that year, the actual recoverable
operating expenses were determined to be:
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Actual Operating Expenses Recoveries

Wages & salaries $435,000
Cleaning $115,000
Security $103,000
Electricity $120,000
Water $75,000

HVAC $46,000

Repairs $81,000

Insurance $130,000
Management fees $120,000
Property taxes $175,000

Total Recoverable Operating Expenses  $1,400,000

In this example, the total estimated recoverable operating expenses
were $1,200,000; however, the actual amount came in at $1,400,000. This
additional recovery would then be billed to the tenants based on their pro-
rata share of operating expenses.

Assume one of the tenants in the building, AB Mgt. LLC, occupies
20,000 square feet of space and has operating expenses at a pro-rata share
of 5.25%. This tenant must have paid the listed amount monthly to the land-
lord for estimated operating expenses prior to the reconciliation at the end
of the year:

Total Estimated Operating Expenses $1,200,000

AB Mgt. LLC pro-rata share 5.25%
AB Mgt. LLC Estimated Annual Share $63,000
AB Mgt. Estimated Monthly Share $5,250

Therefore, for AB Mgt., as for other tenants, the additional operating
expenses recoveries to be paid to landlord after the reconciliation would be:

Actual Recoverable Operating Expenses $1,400,000
Estimated Recoverable Operating Expenses $1,200,000
Additional Recoverable Operating Expenses $200,000
AB Mgt. pro-rata share 5.25%

AB Mgt. Additional Recoverable Operating Expenses $10,500

The calculation would be done for each of the tenants in the building.
As discussed earlier, the actual recoverable operating expenses may vary be-
tween tenants since some tenants may negotiate with the landlord not to
include certain costs. So, for some tenants the actual recoverable operating
expenses could be more or less than the $1,400,000 used in the AB Mgt.
calculation.
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The recovery of capital improvement is treated differently from the
other costs. Capital improvements in most cases have beneficial or useful
life of more than one year. So, these types of costs are not recovered from
tenants fully during the year they are incurred; rather, they are recovered
over their beneficial period through depreciation of the costs. An example
of capital improvement is the modernization of a building’s elevator. The
lease generally indicates the number of years these types of costs can be
recovered from tenants.

An example may help clarify this further. Assume a landlord spends
a total of $400,000 in modernizing six elevators during 2009. The mod-
ernization has a useful life of 20 years. The annual recovery for this cost
would be:

Total cost of the Capital improvement $400,000
Capital improvement useful life (in years) 20
Annual recovery $20,000

This $20,000 would be included as part of actual recoverable operat-
ing expenses annually for 20 years instead of $400,000 for 1 year.






LEASE INCENTIVES AND
TENANT IMPROVEMENTS

LEASE INCENTIVES

Lease incentives are payments made by a lessor to or on behalf of a lessee to
entice the lessee to sign a lease. Lease incentives may include up-front cash
payments to the lessee, payment of costs on behalf of the lessee (such as
moving expenses), termination fees to lessee’s prior landlord, or lessor’s
assumption of lessee’s lease obligation under a different lease with another
landlord.

Lease incentives are sometimes called tenant inducements and should
be accounted for as reductions of rental expenses by the lessee and as reduc-
tions of rental revenue by the lessor on a straight-line basis over the term of
the lease.

In a lease incentive arrangement in which the lessor agrees to assume
the lessee’s prior lease with a prior landlord, any estimated loss from the
assumption of that lease by the lessor would need to be recognized over
the term of the new lease by the lessor. Financial Accounting Standards
Board, Technical Bulletin No. 88-1, Issues Relating to Accounting for Leases
(Norwalk CT: 1988), allows the lessor and the lessee to independently esti-
mate any loss as a result of the lessor’s assumption of the lease; thus, both
parties can have different measurements and record different estimated
losses.

According to paragraph 8:

the lessee’s estimate of the incentive could be based on a comparison of the
new lease with the market rental rate available for similar lease property or
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the market rental rate from the same lessor without the lease assumption, and
the lessor should estimate any loss based on the total remaining costs reduced
by the expected benefits from the sublease or use of the assumed leased

property.

In addition, any future changes in the estimated loss, such as due to
changes in the leasing assumptions, should be accounted as a change in esti-
mates. In accordance with Financial Accounting Standards Board FAS 154,
Accounting Changes and Error Corrections, and APB Opinion No. 20, Account-
ing for Changes, it should be recognized during the period in which the
change occurred.

Note, however, that the guidance does not change the immediate re-
cognition by the lessee of items such as moving expenses, losses on sub-
leases, and write-offs of abandoned improvements at the old premises.

Example

To illustrate the accounting for a loss on a lessor assumption of the lessee’s
lease with a third party, let us assume that the lessee signs a 10-year lease with
the lessor and the lessor agreed to assume the lessee’s lease with a third party
that has 3 years remaining. Also assume these other salient terms of the deal:
1. Annual lease payment on the old lease assumed by lessor is $120,000.
2. Annual lease payment by the lessee on the new lease is $250,000.

3. Lessor’s estimated annual sublease revenue on the old premises is
$110,000.

4. Lessor’s estimated total loss from assuming lease is $60,000.

5. Lessee’s estimate of the incentive is $50,000.

The proper journal entries to be recorded by the lessor and the lessee
would be:

LESSOR JOURNAL ENTRIES

At lease inception:
Lease incentive $60,000

Sublease liability $60,000
(To record the incentive and liability related to loss on assumption of lease)
Annual journal entries in years 1-3:

Sublease liability (60,000/3yr) $20,000
Sublease expense $100,000
Cash $120,000

(To record annual sublease payment and amortized sublease liability)
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Annual journal entries in years 1-10:

Cash $250,000
Rental revenue $244,000
Lease incentive (60,000/10yrs) $6,000

(To record revenue on the new lease and amortized lease incentive)

LESSEE JOURNAL ENTRIES

At lease inception:
Loss on lease assumed by new lessor $50,000
Incentive from Lessor $50,000
(To recognize loss on sublease and the related incentive)
Annual journal entries in years 1-10:

Incentives from Lessor ($50,000/10) $5,000
Rental Expense 245,000
Cash $250,000

(To record annual rental expense and amortization of incentive from lessor)

As you can see, the entries to be recorded by both parties are quite
different.

TENANT IMPROVEMENTS

Tenant improvements are capital expenditures made by the landlord to
prepare the space for lease. Such improvements are capital assets of the
landlord. These improvements are components of the property and there-
fore should be capitalized and depreciated over their useful life consistent
with the accounting for property, plant, and equipment. For tax basis
reporting entities, the improvements are depreciated over 39 years on a
straight-line basis; however, if any of the investors in the entity are tax-
exempt entities, the depreciation would be over 40 years.

TENANT IMPROVEMENT JOURNAL ENTRIES

The journal entry to record expenditures for tenant improvements of
$100,000 with a 10-year useful life for a generally accepted accounting prin-
ciples (GAAP) basis entry would be:

Tenant improvement $100,000
Accounts Payable or Cash $100,000
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The recurring annual journal entry to record depreciation of the im-
provement is:

Depreciation ($100,000/10) $10,000
Accumulated depreciation $10,000

If at any time it was determined that the useful life of this improve-
ment is different from what was anticipated, the annual depreciation should
be adjusted going forward in accordance with the accounting for change in
estimates. One reason that the useful life of a tenant improvement changes
could be that the premises where the improvements were made was subse-
quently leased to a tenant for an eight-year term, and it is expected that the
improvements would no longer be useful at the end of that time. In this
case, the depreciable life of these tenant improvements would be through
the end of the lease.

Depreciation of tenant improvements should commence as soon as
the improvements are substantially complete and the premises are ready
for their intended use. If a lease commences while a landlord is still com-
pleting tenant improvements, revenue recognition should not start until
the tenant improvements are complete, regardless of whether a tenant
started paying rent or not. In addition, there could be lease arrangements
in which payments made by tenants are appropriately classified as tenant
improvements and the landlord paid only a portion of the total cost of
the improvements. In a situation like this, the landlord will still record
the asset and the usual periodic depreciation; the portion paid by the
tenant should still be recorded as asset by the landlord but with a corre-
sponding credit to a deferred liability. The assets should be depreciated
over the shorter of the useful life or the lease term; the deferred liability
should be amortized to rental revenue on a straight-line basis over the
term of the related lease.

FURTHER COMPARISON OF LEASE INCENTIVES
AND TENANT IMPROVEMENTS

In recent times there has been considerable confusion regarding what con-
stitutes a lease incentive or tenant improvement. Sometimes it may not be
clear whether funds provided by the landlord in connection with a lease
represent lease incentives or tenant improvements. Some cases are not clear
cut and may require significant judgment and consideration of several fac-
tors. Determining whether funds provided by a landlord is a tenant im-
provement or incentive should be based on the substance and contractual
rights of the lessor and lessee. Deloitte & Touche have indicated that factors
to consider in determining whether a funding is a tenant improvement or
incentive include but are not limited to these seven points:
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1. Whether the tenant is obligated by the terms of the lease agreement
to construct or install specifically identified assets (i.e., the leasehold
improvements) as a condition of the lease.

2. Whether the failure by the tenant to make specified improvements is an
event of default under which the landlord can require the lessee to make
those improvements or otherwise enforce the landlord’s rights to those
assets (or a monetary equivalent).

3. Whether the tenant is permitted to alter or remove the leasehold im-
provements without the consent of the landlord and/or without compen-
sating the landlord for any lost utility or diminution in fair value.

4. Whether the tenant is required to provide the landlord with evidence sup-
porting the cost of tenant improvements prior to the landlord paying the
tenant for the tenant improvements.

5. Whether the landlord is obligated to fund cost overruns for the construc-
tion of leasehold improvements.

6. Whether the leasehold improvements are unique to the tenant or could
reasonably be used by the lessor to lease to other parties.

7. Whether the economic life of the leasehold improvements is such that it is
anticipated that a significant residual value of the assets will accrue to the
benefit of the landlord at the end of the lease term.!

These factors show how complicated some leases can be in determin-
ing whether funds provided by a landlord is a lease incentive or tenant
improvement.

DIFFERENCES IN CASH FLOW STATEMENT PRESENTATION

After it has been determined whether a funding is a lease incentive or a
tenant improvement, the next question should be how this cost should be
presented on the cash flow statement. As mentioned earlier, tenant improve-
ments are capital assets and therefore should be presented on the investing
activities section of the landlord’s cash flow statement. Lease incentives, how-
ever, are operating activities and should be presented as such.

DEMOLITION OF BUILDING IMPROVEMENT

Most often when a tenant leaves and the space is leased to a new tenant, the
landlord demolishes some improvements related to the space to get it

1. Deloitte & Touche, “Lessor Accounting Issues: Follow Up to Heads Up,” 12, no. 1
(March 2005).
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ready for the new tenant. The question is how the costs of demolition and
the removed improvement should be accounted. Internal Revenue Code
168(1)(8)(B) requires that the unrecovered basis of improvements that are
demolished should be written off. If a portion of the improvements from
the old tenant is to be used by the new tenant, the remaining portion should
continue to be depreciated.



BUDGETING FOR
OPERATING PROPERTIES

WHAT IS A BUDGET?

A budget is a formal business plan set by an organization for future business
activities on which actual future activities would be evaluated. It can also be
described as a management tool used to communicate management’s goals
and objectives for a given future period. For an operating property, a bud-
get helps management understand the future outlook of the property, in-
cluding the revenue streams and expenditures. A well-prepared budget is
an important tool used by management in cash flow planning and asset val-
uation. A budget also communicates management’s strategy and sets the
tone for both short-term and long-term expectations.

COMPONENTS OF A BUDGET

Normally there are various sections of an operating property budget. How-
ever, the level of detail depends on the organization’s structure, goals, and
objectives. The most common components of a budget are:
1. Executive Summary
a. Brief description of the entity or assets or both
b. Discussion of key goals and objectives
c. Organizational chart

d. Brief market overview and economic conditions
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Budgeting for Operating Properties

2. Presentation of the detail budget, commonly made up of:

a. Revenues

.

i.
ii.
iii.

iv.

ix.

Office rents

Retail rents

Residential rents

Operating expenses recovery
Storage rents

Antenna rents

Parking rents

Interest income

Investment income

b. Recoverable operating expenses

i.
ii.
iii.

iv.

vi.
vii.
viii.
ix.

X.

Wages and salaries

Property taxes

Electricity

Heating, ventilation, and air conditioning (HVAC)
Cleaning

Water

Insurance

Security

Management fees

Repairs and maintenance

c. Nonrecoverable operating expenses

i
ii.
iii.

iv.

Marketing expenses
Public relations
Fines and penalties

Income taxes

v. Audit fees

vi.

Ownership legal fees
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d. Capital expenditures
i. Capital improvements
ii. Leasing commissions
iii. Lease incentives
iv. Tenants improvements
v. Leasing costs
e. Debt servicing
i. Debt serving costs
ii. Financing costs
f. Ownership contributions and distributions
i. Distributions
ii. Contributions
During the budgeting process, each of the budget categories is broken
out to the general ledger account level, and the budgeted amounts for the
given year are determined. Determining the most probable amount for
each of the account line items requires detailed knowledge of the property;
thus, budgeting requires the input of all individuals involved in the opera-
tion of the property. Some of the individuals whose inputs are very impor-
tant in developing an accurate and meaningful budget in an organization
include at least:
Property manager
Assistant property managers
Property accountants
Leasing personnel
Property engineers

Asset manager
Now let us discuss some of the budget lines a little further.

Revenues

In budgeting revenue, the preparer would need to be familiar with tenant
leases to ensure that all amounts due from the tenants are included. The
person in charge of leasing would also need to provide information on
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leasing assumptions for expected future leases for the period covered by the
budget. The operating expense recoveries to be included would then be de-
termined based on the budgeted operating expenses.

Operating Expenses

Detailed knowledge of the building’s operations is required to determine
operating expenses. This section cannot be estimated accurately without
the input of the personnel who run the property, such as the property man-
ager, assistant property manager, and property engineers, among others.
The budgeting of operating expenses involves good knowledge of vendor
contracts, the condition of the building machinery and equipments, and
good understanding of the utilities market and other major expense line
items.

Capital Expenditures

Capital expenditures are improvements related to the building and its per-
manent structures. For budgeting purposes, this section of the budget
should also include lease incentives, tenant improvements, leasing commis-
sions, and leasing legal fees. These costs are ownership costs and therefore
not recoverable from tenants. However, some tenant leases may allow the
landlord to recover the cost of the improvement over time if the improve-
ment helps reduce future operating expenses. An example would be the re-
placement of an old chiller system with a new cost-effective system.

Debt Servicing

Debt servicing represents the owner’s periodic payments to the lender on a
loan. The lender could be a bank, financing company, insurance company,
or investment firm. Some debt service could be structured as interest-only
or principal-plus-interest payments. Also, some financing could be fixed in-
terest payments while some could be variable interest. A thorough under-
standing of the loan agreement is necessary to ensure that correct amounts
are budgeted. For example, a variable interest financing arrangement re-
quires deeper knowledge of movements in interest rates in order to forecast
rates in future periods. In cases where interest rates are very volatile, prior
years’ rates might not be the best guide.

Ownership Distributions and Contributions

Distributions represent payments of excess cash from the entity to the
owner(s). This could be as a return on or of investment, depending on the
nature and profitability of the entity. Contributions represent the entity
owners’ funding for shortfalls to the entity. The shortfalls could be as a re-
sult of unusual or expected major capital expenditures, such as capital
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improvements, payment of lease incentives, and tenant improvements or
leasing costs.

It is important to note that the categories listed are not all inclusive; a
robust budget may require many other categories. In most cases, budgets
are quite extensive—up to tens of pages, depending on the nature and com-
plexity of the operation or entity. In some cases, the leasing assumptions
alone could be tens of pages, as could the market overview section, which
might get into the market’s demand and supply.
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VARIANCE ANALYSIS

In Chapter 8 we described the budget as a management tool that helps man-
agement set the direction of the business and also helps communicate manage-
ment’s strategic goal. A variance analysis is the periodic review of actual business
results and comparison of them to management’s approved budget. This analy-
sis shows the degree of discrepancy between budgets and actual results with
explanations of reasons for the discrepancies. A good variance analysis should
be thoroughly detailed to help management and other decision makers under-
stand why actual numbers are different from budgets. A variance analysis can be
a very powerful management tool because it helps management adjust expect-
ations and also helps to indicate probable issues with the operation of a particular
asset or entity. It is good practice to perform variance analysis at least quarterly so
that management can be alerted to potential issues in a timely manner.

A well-prepared variance analysis breaks down the numbers such that
meaningful budget categories can be compared to the actual results. The
level of detail will vary depending on management’s needs. Even though it
is advisable for the operating team to have a detailed variance analysis, the
report presented to top management may only highlight the major vari-
ances. A well-performed analysis should present side by side the budgeted
and actual results for a given period with explanations for significant vari-
ances. Management normally sets variance threshold(s) to determine the
degree of variance that would require explanation. If the variances between
budgeted amounts and actual results are greater than the threshold, reasons
for the variance would have to be explained. Setting thresholds ensures that
time is spent on items with significant discrepancies; it is impossible for all
actual numbers to tie exactly to budgeted amounts.

SAMPLE OPERATING PROPERTY VARIANCE ANALYSIS

A sample operating property variance analysis is provided in Exhibit 9.1
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98 Variance Analysis
SALIENT POINTS ON A VARIANCE ANALYSIS

Some of the most salient points to note on the variance analysis in Exhibit
9.1 are presented next.

® A reasonable variance threshold should be established based on both
the actual dollar variance and the percentage variance. This is because
a significant percentage change might not be material in terms of the
dollar value.

® Management can set different thresholds for different types of
accounts for variance explanation. For example, one threshold might
be used for revenue items and another threshold used for expenses or
capital improvement amounts.

® The variance explanations should detail the reasons for the variance
and, where possible, quantify the different components that resulted
in the overall variance for a particular line item.

® FEach line on a variance analysis file that does not require any explan-
ation because it is below the threshold should be indicated to ensure
that particular line was not mistakenly omitted.

® Favorable outcomes should be indicated as positive variances; un-
favorable outcomes should be indicated as negative variances.

® Periodic variance analysis performed prior to year-end should at least
include year-to-date actual and budgeted amounts to help the reader
better understand the condition of the entity. Some variance analysis
provides end-of-year projected amounts.

These key points help to ensure that a variance analysis provides man-
agement and decision makers with good insight into the operation of an
entity and help to prevent year-end surprises about an asset’s or an entity’s
performance.
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MARKET RESEARCH
AND ANALYSIS

MARKET RESEARCH DEFINED

In the field of real estate, market research is the study of the attributes of a
specific geographic area for the primary purpose of making a real estate
investment decision. Market research is fundamental for a successful real
estate investment decision. It provides a valuable insight into the market’s
trend and future outlook.

MARKET ANALYSIS DEFINED

Market analysis is the examination of market data obtained from market
research to help make real estate investment decisions. In a market analysis,
data such as the supply and demand for a specific type of real estate are
analyzed and used in the determination of value for a particular piece of
real estate. These data also can help in the determination of a real estate
parcel’s highest and best use. According to Geltner, Miller, Clayton, and
Eichholtz:

Market analysis is typically designed to assist in such decisions as:

® Where to locate a branch office
® What size or type of building to develop on a specific site
® What type of tenants to look for in marketing a particular building

¢ What the rent and expiration terms should be on a given lease

99



100 Market Research and Analysis

¢ When to begin construction on a development project
® How many units to build this year

® Which cities and property types to invest in so as to allocate capital
where rents are more likely to grow

® Where to locate new retail outlets and/or which should be closed.!

It is important to note that a real estate market research analysis can
be undertaken from the perspective of a specific real estate site or multiple
sites, or from the perspective of a specific geographic area. Therefore, it is
important for the report to clearly indicate its purpose.

MARKET RESEARCH: PRACTICAL PROCESS

A complete market research and analysis should be able to give the user a
good sense of the subject market or subject property and help the user
make decisions. The provider of a market research report should first un-
derstand the objective and intended purpose of the report.

There are two main scenarios in which market research is utilized:

1. Investor(s) or developer (s) searching for site for a known project type

2. Investor(s) or developer(s) with a known site evaluating the highest and
best use of a site

In both scenarios, good market research will be needed to help make
this important decision. Market research is usually documented in the form
of a report that gives users all the important information about the market
and/or property. Also, in most cases the market research is provided as a
section in a real estate appraisal. In this case it becomes one of the tools that
the appraiser uses in determining an estimate of value for the property.

In a market research and analysis, a good deal of time is spent in
understanding the geographic area, including the market’s demand and
supply mechanism for that particular real estate type (e.g., residential apart-
ment, condominium, cooperative housing, office space, hotel, shopping
mall, etc.). The report should look into the factors that affect that particular
market and how shifts in these factors would affect future supply and
demand.

1. David M. Geltner, Norman G. Miller, Jim Clayton, and Piet Eichholtz, Commercial
Real Estate Analysis & Investment (Mason, OH: Thomson South-Western, 2007),
p- 103.
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Some of the factors usually discussed in the report include:

® Population and demographic trends
¢ Income

® Education level

® Transportation

® Availability of public facilities: amenities, healthcare, recreational
facilities

¢ Crime rate and trends

® Government regulations and restrictions

® Competing projects, both current and ongoing
¢ Availability of sites and existing properties

® Homeownership culture

* Employment

The next sections discuss some of these salient facts and how they could
impact an investor’s decision on whether to invest in a particular market.

Population and Demographic Trends

No market research is complete without a thorough understanding of the
population and demographic trends of the market. This would include
understanding the historical and projected future population growth and
also the proportion of the population in different age groups. Whether
20 or 60 percent of a population is made up of people ages 20 to 30 years
or 60 to 70 years is very important in understanding the market and its real
estate needs. It also helps investors in decision making. Some of the main
sources of U.S. population information include the U.S. census data (www.
census.gov) and local government information. Some private organizations
also provide these data for a fee. Available information on population usu-
ally includes ethnic composition of the population and population growth
trends. Other information includes the culture and language predominant
in the area and average household size, among others.

Income

One source of income data for a particular geographical area is the U.S. census.
This information is very important, especially in a potential residential prop-
erty investment. Depending on the type of property, the investor needs to
make sure it is positioned to attract the most profitable group. Certain projects
are more profitable for occupancy by certain income groups, and profitability
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affects the viability of the project. The income growth for an area needs to be
looked at also; some areas could be experiencing a negative growth trend due
to residents leaving the area for better locations. Income level also indicates
the purchasing power of the neighborhood. Obviously, the higher the dispos-
able income, the more people tend to spend. Some sources of information on
buying power and consumer spending include the U.S. Department of Labor
and state Departments of Labor and employment commissions websites.

Education Level

Companies tend to locate where they can find qualified employees. There-
fore, market research should discuss the educational composition of the
subject neighborhood. Normally the higher the education level, the higher
the income and thus disposable income. Knowledge of the educational com-
position of an area being considered for investment is very important and
cannot be overstated. The types of amenities to include in a property tend
to be of higher quality when dealing with people of higher education and
thus income, so knowledge of this information would help in the detailed
planning of any type of investment targeted toward this group.

Transportation

Of all the factors to consider in a study of a market, including determining
where to build or invest, one of the most important things to consider is
transportation. Transportation changes neighborhoods. Access to major
means of transportation brings people from all corners to the neighbor-
hood. The impact of transportation is very evident in a commercial business
district (CBD). Even within a CBD, the proximity of a particular property to
a major transportation hub is reflected in the rent the property can com-
mand in relation to similar properties in the same CBD. This characteristic
of transportation is common in most major cities in the world.

Availability of Public Facilities

Similar to transportation, the availability of public facilities, such as hospi-
tals, healthcare centers, parks, and recreational facilities, contributes tre-
mendously to a neighborhood. These facilities bring people to the
neighborhood and drive economic growth there. The availability of public
facilities means that investors and developers do not need to spend their
own funds to provide such facilities, which help in the economic growth of
an area. The availability of these facilities through the government also
means that the government helps drive economic growth; a city’s planning
initiative should be looked at in making real estate investment decisions.
In addition, facilities such as hospitals and health centers employ a large
number of people, from doctors, to healthcare administrators, to day labor-
ers; thus, the demand for housing and support services increases signifi-
cantly in such areas.
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Crime Rate

Nothing kills a neighborhood more than crime. Safety is one of the most
important things people consider when determining where to live or work.
Numerous surveys have shown the inverse relationship between crime rates
and house prices. Nobody wants to put his or her life in harm’s way. Cities
are more prosperous and vibrant when citizens feel safe in going about their
business. Government can make a difference in encouraging economic
growth by reducing crime. The safer an area, the more likely companies will
move in and the more likely companies will find potential employees.
Employees would tend to spend time and money in safe areas, which all
leads to more economic growth and better social life.

Government Regulations and Restrictions

The government, usually in the form of city or municipal government, con-
trols land use through zoning and permits. Zoning determines the type,
height, and set-back of buildings in different parts of the community.
Through zoning, the government determines whether certain areas should
be commercial, residential, industrial, or mixed use. It is important to note
that there are cities in the United States without zoning restrictions; the best
known is Houston, Texas. The government also restricts what gets built
through the issuance of building permits. The government’s goal is not just
to restrict development but to manage or direct what gets built. The govern-
ment also uses its power to promote certain useful public policy in commu-
nities, especially in ensuring that the middle class are not driven out of
certain neighborhoods due to the rising cost of real estate. Governments do
this through various programs, such as requiring that new residential proj-
ects have a certain percentage of units dedicated to low-income earners, giv-
ing property tax abatements for properties with a certain percentage of
units allocated to lower-income earners, and guaranteeing some loans on
projects that support the government’s initiative. Government uses many
ways to encourage or restrict projects.

Competing Projects

Market research should give the user information on competition in that
particular market. Competition includes existing properties, ongoing proj-
ects, approved projects not started, and planned projects not yet submitted
for approval. Existing properties are the stocks of similar properties cur-
rently in use in that market. Market research helps investors understand
the market better, including knowing who the major players in the market
are. It also helps in coming up with products with competitive advantage.
Knowledge of ongoing projects and others not yet begun is even more im-
portant because of the demand-and-supply mechanism. Oversupply of a
particular type of property in the market leads to reduction in rents as



104 Market Research and Analysis

potential tenants have more choices. Information on ongoing projects and
on those approved but not begun can be obtained from the department of
buildings in the area under consideration. Information on conceived proj-
ects not yet submitted for approval can be the most difficult to obtain, but
local newspapers are good sources of data on major projects.

Availability of Sites end Existing Properties

Information on available vacant lots can help give a developer an idea of the
market and insight on what is available and the possible sites in which to
invest. It also helps estimate future supply in that market. For investments
in existing property, investors use information on most recent transactions
and currently available properties for sale to determine if a particular market
meets their investment criteria. Some important information that can be
obtained on these transactions includes the rent per square foot, purchase
and sales price per square foot, and cost of operation, among others. Infor-
mation on completed transactions can be obtained from the municipality
department of finance or similar agencies, depending on the state. This in-
formation can also be obtained from private organizations that keep track of
real estate transactions, such as the Costar website. Information on available
sites and properties can also be obtained from major real estate brokerage
firms in that market.

Homeownership Culture

An understanding of homeownership is very important in real estate, espe-
cially in residential real estate investment. Investors need to understand the
homeownership culture and the willingness of the residents to own their
own homes or rent apartments in and around the subject market.

Investors have to consider how homeownership would affect the
planned investment. The study should consider not just current ownership
composition but the trend, and then look at where things are going while
bearing in mind that the past does not always predict the future absolutely.

Employment

Employment opportunities bring people to a particular geographic area.
This is more evident in CBDs, where companies are usually concentrated
and therefore bring in more people and activities. The unemployment rate
of the subject market should be well understood, including knowledge of
the major industries in the market. Knowledge of the major local industries
helps investors better understand the employment situation including its
drivers and also helps them better understand how that market can be
impacted by economic slowdowns in certain industries.

The factors presented in this chapter are some, but not all, of the ones
that should be addressed by a market research report and should be well
understood by all real estate investors and developers. They are the key
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salient factors that investors should expect in a market research report; they
can make a different between success and failure.

Exhibit 10.1 is a breakdown of potential sources where some of the
information noted can be obtained for any geographic area.

Exhibit 10.1 Potential Source Data on Population, Consumer Spending, and
Employment

Population and Demographic Characteristics:

U.S. Census of Population and Housing

Kind of data: Demographics, housing, population, incomes.

Geography U.S,, states, census tracts, zip codes, and block data.

covered:

Frequency: Every 10 years for comprehensive census data. After 2000 the

census bureau started the American Community Survey (ACS).
This program is a comprehensive effort by the bureau to replace
the long form, which was administered to one in seven people
during the decennial census, with data from annual large-sample
survey. This survey provides current annualized data for all areas
with 65,000 or more persons, annual data based on three-year
averages for areas with between 20,000 and 65,000 persons, and
annual data based on five-year averages for areas as small as
individual census tracts. Data at the tract level will not be available
until 2010 and then annually thereafter. Other statistics like
county- and MSA-level data are already available for many areas.
Source: U.S. Bureau of the Census (www.census.gov).

Buying Power, Consumer Spending:

Bureau of Labor Statistics—Consumer Expenditure Survey

Kind of data: Consumer spending.

Covered: Regional, MSA for major cities.

Frequency: Biennially.

Source: U.S. Department of Labor, Bureau of Labor Statistics (www.bls.gov/
cex)

Content: The survey indicates how much households (BLS uses the term

“consumer units”’) spent for major items such as housing,
transportation, retail spending, health, savings, education, and
insurance. Subgroup detail data for each group are available.
Methodology:

Diary Survey ~ Consumer units complete a record of expenses for two consecutive
one-week periods.

Interview An interviewer visits each of the consumer units in the sample

Survey every three months over a 12-month period. The expenditures are
based on consumer recall for the period. The results of these two
surveys are reconciled into the final report.

Annual Retail Trade Survey

Kind of data: Retail establishment sales, number of establishments, annual
payroll.
Covered: U.S,, state, county, MSA, city, and zip code.

(continued )
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Exhibit 10.1 (Continued)

Frequency: Every five years, years ending in 02 and 07.
Source: U.S. Bureau of the Census (www.census.gov/econ).
Content: Retail sales by seven-digit NAICS code, number of establishments,

and payroll. The report, released each spring, contains estimates
of annual sales, per capita sales, gross margins, monthly and year-
end inventories, and sales/inventory ratios by kind of business.

Methodology: A mandatory survey of all major business establishments and
sample survey of small businesses.

Employment:

County Business Patterns

Kind of data: Employment.

Covered: States and counties.

Frequency: Annual.

Source: U.S. Census Bureau (www.census.gov/epcd/cbp).

Content: The series provides employment data by county, both current and

historical. The series excludes data on self-employed individuals,
employees of private households, railroads employees, agricultural
production employees, and most governmental employees.
Bureau of Labor Statistics
Kind of data: Employment data (usually the most current).

Covered: U.S,, states, counties, and some MSAs. The data are only for
workers covered by federal unemployment insurance, so they
exclude many categories such as the government and armed

services.
Source: www.bls.gov/cew
State Agency—Employment and Wages by Industry and County
Kind of data: Employment, income, earnings.
Covered: States and counties.
Frequency: Quarterly, semiannually—varies from state to state.
Source: State Department of Labor or Employment Commission. Offices of

these departments exist in each state. Statistics are compiled by at
least one of these agencies and sometimes by both.

Content: Varies from state to state but generally the data will cover monthly
employment and earnings by industry group.
Methodology: Typically data are compiled from quarterly contribution and wage

reports submitted by employers subject to the State
Unemployment Compensation Act.

Source: Stephen Fanning, Market Analysis for Real Estate (Chicago: Appraisal Institute,
2005), p. 152.
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REAL ESTATE VALUATION
AND INVESTMENT
ANALYSIS

WHAT IS REAL ESTATE VALUATION?

Real estate valuation is the key to investment in the real estate market. Valu-
ation answers the question: How much is this property worth today? Inves-
tors use different types of analysis and procedures to determine the
valuation of a particular piece of property.

Market value of a real estate asset is commonly defined as “the most
probable price which a property should bring in a competitive and open
market under all conditions requisite to a fair sale, the buyer and seller each
acting prudently and knowledgeably, and assuming the price is not affected
by undue stimulus.”! Valuation helps estimate the price at which the buyer
could be willing to buy and the seller could be willing to sell. Obviously it is
not uncommon for the buyer and the seller to come up with different values
for the same asset. The seller most likely comes up with a value on the
higher end of the range while the buyer comes up with a value at the lower
end of the range. However, there is always that price at which the asset
would be sold by well-informed, willing, and able buyers and sellers. Real
estate valuation helps the parties come to this price quicker and avoids wast-
ing time in the negotiations.

1. William B. Brueggeman and Jeffrey D. Fisher, Real Estate Finance and Investments,
12th ed. (New York: McGraw-Hill Irwin, 2005), p. 255.
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A very important concept in real estate asset valuation is that investors’
expected return has an inverse relationship to the price of the asset. This
inverse relationship exists because in a real estate valuation model, the fu-
ture cash flow of the asset, which is made up of the annual income and the
estimated reversion price, remains constant regardless of what the investor
pays today.

APPROACHES TO REAL ESTATE VALUATION

There are three common approaches used in real estate valuation in
practice:

1. Income approach
2. Sales comparison approach

3. Costs approach

Income Approach

The underlying concept of the income approach to real estate valuation is
that the asset’s value is based on its income-producing ability. This ap-
proach is commonly used in commercial property valuation and uses the
existing lease information in addition to market rates in determining value.
The two commonly used income approaches in the industry are discounted
cash flow (DCF) and direct capitalization.

Discounted Cash Flow Discounted cash flow is the most widely used
method in the determination of value in commercial real estate transac-
tions. It is based on the present value of future cash flows. Future cash flows,
which are made up of the annual income and the resale price, are dis-
counted to their value today. The annual income commonly used is the
property’s net operating income (NOI). In practice, investors usually use a
property’s 10-year cash flow with reversion at the end of year 10 in a DCF
valuation. Under this method, future vacancies and renewal probabilities
are estimated for leases that would expire within the 10-year period.
The three steps in a discounted cash flow valuation are:

1. Forecast the property’s future NOI.
2. Select a discount rate.
3. Discount the NOI to present value using the discount rate or required

internal rate of return.

Forecasting the NOI  To get to the forecasted NOI, you first need to forecast
the revenues, vacancies, credit losses, and expenses. It is important to note
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that capital expenditures, depreciations, and amortizations are not factored
in determining NOI. In general, capital improvements are excluded. Also,
depreciation and amortizations are excluded because they are noncash
transactions used in accounting to record the wear and tear of capital assets
over time.

A sample 10-year forecast of NOI is shown in Exhibit 11.1.

It is important is note that the effective gross income (EGI) is used in-
stead of the potential gross income (PGI). PGI is made up of all the fore-
casted revenue of the property without adjusting for vacancies and credit
loss due to tenant default. Therefore, PGI would include these revenue
items:

Rents from current tenants
Market rents from lease renewals
Parking revenues

Antenna space rental revenues
Billboard advertising

Miscellaneous other rental income

EGI is the potential gross income adjusted for forecasted vacancies
and credit losses. EGI is also the forecasted income prior to the deduction
of expenses in arriving at the NOI.

Discount Rates After determining the forecasted NOI over the holding
period, these NOIs would be discounted to their present values. The
question here is what discount rate should be used in discounting these
NOIs. Itis important to note that a minor difference in the discount rate
can yield a significantly different value, so care should be taken in using
an appropriate discount rate. The discount rate used should be thought
of as a required return for a similar real estate investment with similar
risk and returns in that particular market. Therefore, an analyst or in-
vestor performing this type of analysis needs to ensure that the appro-
priate discount rate is used.

Discount the NOI Using the Discount Rate After the NOIs and the discount
rate are determined, the next step is to discount the NOIs to their present
values. Let us assume that it was determined that 5.25 percent is an appro-
priate discount rate based on the risk, nature of the asset, and market condi-
tion. Also since the investor intends to hold the asset for 10 years, the
analysis in year 10 will need to show the reversion value.

Using the data from Exhibit 11.1, the DCF over the 10-year holding
period would be as indicated in Exhibit 11.2.
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The reversion value usually is determined based on the forecasted
NOI of the year after the projected holding period. The reversion value
used in Exhibit 11.2 is determined as:

Forecasted yr 11 NOI $ 910,381 A
Terminal cap rate 6% B
Reversion value $15,173,017 C=A/B
Selling costs (1,000,000)

Net reversion value $14,173,017

Even in cases where an investor plans to hold the asset for more than 10
years, instead of running this analysis for, say, the 30 years that the investor
plans to hold the asset, the terminal cap rate. Therefore, the terminal cap rate
is used to approximate the present value of the asset’s cash flow for the remain-
ing holding period or economic life. Empirically, terminal capitalization rate is
calculated as the discount rate minus the long-term expected growth rate.

Direct Capitalization The direct capitalization method is a quick and
easy method of calculating the estimated value of a property. This method
is appropriate for income-producing properties and also can be used as an
alternative check for the value determined using the discounted NOI
method. The direct capitalization rate is commonly called the cap rate. Under
this method, the property value is determined using this simple calculation:

Value = NOI/Capitalization Rate

The NOI used in this calculation is the stabilized NOI of the property,
and the capitalization rate used should be based on recent transactions for
similar properties in the market where the subject property is located. The
properties examined should be alike in quality, size, age, improvements,
location, functionality, operating and engineering efficiencies, tenant com-
position, and lease terms, among others. However, differences in these fac-
tors should be considered in determining the appropriate rate. The analyst
or investor would have to use a cap rate from a property that is most similar
to the subject property and adjust for differences. One of the downsides of
using the cap rate for valuations is that the value is determined based on
only one year’s NOI; therefore, it does not consider the asset’s cash flow
after year 1. Determining an asset’s value based on the cap rate alone could
be problematic and could lead to an incorrect valuation.

Example

Assume a 200,000-square-foot office space in downtown Canton, Ohio, with
year-1 NOI of $1,200,000 is offered for sale. The market cap rate for similar
properties in that market is determined to be approximately 6%.
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Using this information, the estimated value would be:

Value = NOI/Cap rate
= $1,200,000/6%
= $20,000,000

It is very important to make sure that an appropriate cap rate is used
due to its significant impact on the valuation. A half-percent difference can
have a major impact on the value calculated.

Example

Assume the same information as in the prior section except that the cap rate is
now determined to be 5.5% instead of 6.6%. The new value would be:
Value = NOI/Cap Rate
= 1,200,000/5.5%
=$21,818,182

Thus a 'e-point difference results in a valuation difference of
$1,818,182.

Sales Comparison Approach

The sales comparison approach is used predominantly in the valuation of
one- and two-family residential properties. This approach is used in these
cases because characteristics of a property other than income are used in
determining value. The estimated value of the subject property is deter-
mined by comparing the subject property to recent similar properties sold
in that market. The sales comparison approach is based on the premise that
similar properties in the same geographic area are sold at prices compara-
ble to each other. The properties used in the comparison should be recent
transactions that were at arm’s length. They should also be transactions be-
tween parties with reasonable knowledge of the properties and market. The
comparable properties should not be forced sales or transactions between
related parties.

During sales comparison, the analysis focuses on the similarities and
differences that affect value. These factors include but are not limited to:

¢ Property rights appraised

¢ The motivations of buyers and sellers
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¢ Financing terms

® Market conditions at the time of sale

® Size

® Location

® Physical features

® Economic characteristics, if the properties produce income

* Age of the property®

These characteristics are then compared between the subject property
and the comparable properties. In estimating the subject property value the
differences between the subject property and each of the comparable prop-
erties are adjusted on the comparable properties sales value in determining
value for the subject property.

In determining a subject property’s value using the sale comparison
approach, five fundamental procedures are used:

1. Research the competitive market for information on sales transactions,
listings, and offers to purchase or sell involving properties that are similar
to the subject property in terms of characteristics such as property type,
date of sale, size, physical condition, location, and land use constraints.
The goal is to find a set of comparable sales as similar as possible to the
subject property.

2. Verify the information by confirming that the data obtained are factually
accurate and that the transactions reflect arm’s-length market considera-
tions. Verification may elicit additional information about the market.

3. Select relevant units of comparison (e.g., price per acre, price per square
foot, price per front foot) and develop a comparative analysis for each
unit. The goal here is to define and identify a unit of comparison that
explains market behavior.

4. Look for differences between the comparable sale properties and the sub-
ject property using the elements of comparison. Then adjust the price of
each sale property to reflect how it differs from the subject property or
eliminate that property as a comparable. This step typically involves using
the most comparable sale properties and then adjusting for any remain-
ing differences.

2. The Appraisal Institute, The Appraisal of Real Estate, 12th ed. (Chicago: Author,
2001), p. 417.
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5. Reconcile the various value indications produced from the analysis of
comparables into a single value indication or a range of values.”

A simplified sample sales comparison valuation for a one-family home
with three similar recent sales in the same geographic area as the subject
property is shown in Exhibit 11.3.

After each of the comparables is adjusted based on its similarities and
differences with the subject property, a range of values is obtained for the
subject property. After the adjustments, the range of values obtained from
each of the comparable properties provides a reasonable estimate of the
subject property’s market value. In the example shown in Exhibit 11.3, the
price range was from $252,500 to $262,000, with average price of the three
properties $257,900.

Cost Approach

The cost approach is another method used in the valuation of real estate.
This method is based on the assumption that investors look at the fair value
of real estate as the cost to develop a new or a substitute property similar to
the subject property, adjusted for differences such as age, physical condi-
tion, and functional utility. For the cost approach, the cost to develop a new
or substitute property is determined based on current costs to replace the
building. After the determination of this current cost, the amount is ad-
justed for functional wear and tear of the subject property. This is known as
depreciation. Another way to look at the cost approach is that the fair mar-
ket value is equal to market value of the land plus the cost of improvement
for a similar but new property adjusted for physical and functional deprecia-
tion. These costs are obtained through market research.

In a cost approach, certain fundamental steps are necessary in deter-
mining the property’s value. These steps are:

1. Estimate the value of the land as though vacant and available to be devel-
oped to its highest and best use.

2. Determine which cost basis is most applicable to the assignment: repro-
duction cost or replacement cost.

3. Estimate the direct (hard) and indirect (soft) costs of the improvements as
of the effective appraisal date.

4. Estimate an appropriate entrepreneurial profit or incentive from analysis
of the market.

5. Add estimated direct costs, indirect costs, and entrepreneurial profit or
incentive to arrive at the total cost of the improvements.

3. Thid., p. 422.
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6. Estimate the amount of depreciation in the structure and, if necessary,
allocate it among the three major categories:
© Physical deterioration
©  Functional obsolescence
o External obsolescence

7. Deduct estimated depreciation from the total cost of the improvements to
derive an estimate of their depreciated cost.

8. Estimate the contributory value of any site improvements that have not
already been considered. (Site improvements are often appraised at their
contributory value—i.e., directly on a depreciated-cost basis— but may be
included in the overall cost calculated in Step 2.)

9. Add land value to the total depreciated cost of all the improvements to
arrive at the indicated value of the property.

10

.

Adjust the indicated value of the property for any personal property (e.g.,
furniture, fixtures, and equipment) or any intangible asset value that may
be included in the cost estimate. If necessary, this value, which reflects the
value of the fee simple interest, may be adjusted for the property interest
being appraised to arrive at the indicated value of the specified interest in
the property.*

4. Thid., p. 356.
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FINANCING OF REAL
ESTATE

Investment in real estate requires significant capital. Investors therefore of-
ten look outside their own firms to the capital market to raise the funds to
invest in these assets. Even investors who have the funds available might not
want to put up the whole amount but prefer to use leverage. The two most
common ways investors can use to fund the purchase of real estate are equity
and debt financing.

EQUITY

Equity investment includes the investor’s own capital and capital from other
investors in the purchase of the real estate. The investors could be individ-
ual investors, partnerships of individuals or corporations, investments clubs,
private equity funds, hedge funds, investment banks, commercial banks,
and pension funds, among others. In an equity investment funding struc-
ture the investors share the risks and rewards of the real estate investment.
The return for these investors would include periodic cash flow from the
investment and gains upon disposal of the assts.

DEBT FINANCING
The focus of this chapter is debt financing of real estate. Debt financing can
be obtained through numerous sources. Eight of the most common lenders
are:

1. Commercial banks

2. Investment banks

119



120 Financing of Real Estate

. Mortgage banks

. Credit unions

. Pension funds

. Life insurance firms

. Savings and loan associations

@ T O O AW

. Mortgage real estate investment trusts

Commercial Banks

Commercial banks usually are chartered by the federal or state governments
in which the banks operate. Real estate financing is one of many avenues
through which commercial banks invest deposits from their customers. Tra-
ditionally, because of the short-term nature of customer deposits, commer-
cial banks offer both short-term and long-term financing. Deposits of bank
customers are usually insured up to a limit provided by the Federal Deposit
Insurance Corporation (FDIC), which is currently up to $250,000. Exam-
ples of commercial banks in the United States include Citibank, Bank of
America, and JP Morgan Chase.

Investment Banks

Investment banks operate mostly in the capital market. These banks help
their customers raise significant money in the capital market through
debt and equity offerings. They are located mainly in major financial cit-
ies and have global networks of offices. They help in the financing of mul-
timillion- and billion-dollar real estate transaction across nations. As a
result of the 2008 financial crisis and subsequent bailout of most banks by
the U.S. government, most banks that were investment banks converted
to commercial banks. So now the delineation between commercial and in-
vestment banks is no longer as clear as it used to be. Examples of former
investment banks that converted to commercial banks include Goldman
Sachs and Morgan Stanley, among others. Some commercial banks also
have investment banking divisions that perform similar investment bank-
ing transactions.

Mortgage Banks

Unlike other banks that provide real estate and other investment services,
mortgage banks focus on real estate financing. These banks originate loans
for both themselves and their clients (which include commercial banks, in-
vestment banks, life insurance firms, pension funds, and others). When
mortgage banks originate loans for themselves, they hold the mortgage un-
til maturity, thereby keeping the mortgages on their own books. They earn
fees for originating loans for clients, and they earn service fees if they are
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the servicing agent on the loan. (Servicing means collecting the periodic
mortgage payments from borrowers and remitting them to the lender.)
Most mortgage banks are chartered by the state. There are numerous mort-
gage banks in every state in the United States.

Credit Unions

Credit unions are cooperative organizations that make loans to members.
Members make deposits with the credit union and are paid interest on their
deposits. Members also can borrow from credit unions for personal use.
One of the benefits of credit unions is that the interest they charge members
is usually lower than most members can obtain from other sources; thus,
most members borrow from the credit union when they purchase real
estate.

Life Insurance Firms

Life insurance firms obtain cash through the premiums from policy holders
and returns on investments. The cash is then used to cover claims and oper-
ating costs. Real estate represents a major asset class for most life insurance
firms due to the fairly predictable nature of real estate cash flow. Most of
these insurance firms invest on both the equity and debt sides of real estate.
Some of these insurance firms such as American International Group (AIG)
invest in real estate-related equity and debt derivatives such as credit de-
fault swaps (CDS). These derivatives resulted in the near collapse or total
collapse of AIG, ACA Capital, Lehman Brothers, Merrill Lynch, and similar
other firms during the 2008 financial crisis.

Savings and Loan Associations

Savings and loan associations are chartered by state or federal laws. They
lend only to their members, normally for long-term financing of home pur-
chases. The savings and loans association industry went through a near col-
lapse in the late 1980s and early 1990s due to bad loans until it was rescued
by the federal government. Savings and loans associations currently are reg-
ulated by the Federal Home Loan Bank (FHLB) system, a federal regulatory
agency that sets guidelines and provides depositors with insurance protec-
tion for deposits under the Federal Savings and Loan Insurance
Corporation.

Mortgage Real Estate Investment Trusts

Real estate investment trusts (REITs) were defined and authorized by
the U.S. Congress in the Real Estate Investment Trust Act of 1960. The
purpose of the act was to provide individual investors with the opportu-
nity to participate in owning and/or financing a diversified portfolio of
real estate.
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There are three main types of REITs: mortgage REITs, equity REITs,
and hybrid REITs. Mortgage REITs provide and hold loans and other
bond-like obligations that are secured by real estate collateral. Equity REITs
invest in real estate through the purchase of equity interests. Hybrid REITs
invest in both real estate equity and debt interests. The main benefit of
REITs as an investment vehicle is that the investors avoid double taxation.

OTHER FINANCING SOURCES

Over the years, many complex financial instruments have been created as
sources of financing real estate investments. Three of the most common
ones are:

1. Mezzanine debt
2. Preferred equity financing

3. Collateralized mortgage obligations

Mezzanine Debt

Mezzanine debt (also called mezzanine loan or “mezz” for short) is a loan to
the equity investor in debt-financed real estate. The mezzanine loan is se-
cured by the borrower’s equity interest in the real estate asset. Mezzanine
loans were created to provide additional financing to equity investors.

Preferred Equity Financing

Preferred equity financing is very similar to a mezzanine loan because it is
also provided to the equity investor. However, in a preferred equity financ-
ing, the preferred equity investor is entitled to receive all or a portion of the
borrower’s excess cash flow from the investment until the preferred equity
holder’s investment is repaid in addition to an agreed-on return. A pre-
ferred equity investment is more secure than a common equity investment
in the event of dissolution.

Collateralized Mortgage Obligations

Collateralized mortgage obligations (CMOs) were created to help convert
the cash flow from real estate mortgages into various investment instru-
ments that fit the needs of particular investors. CMOs are essentially bonds
sold to investors that are secured by mortgage cash flows. CMOs are struc-
tured, packaged, and sold by some of the major banks to sophisticated in-
vestors and firms. In principle, according to Davidson and coauthors, “The
mortgage cash flows are distributed to the bond[holders] based on a set of
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pre-specified rules and the rules determine the order of principal allocation
and the coupon level.”!

TYPES OF LOANS

In general, there are two main broad types of loan: conventional and guar-
anteed loans.

Conventional Loans

In conventional loans, the risk of the lender not being able to recover its
investment depends on the borrower’s ability to pay its debt obligations and
also the availability of sufficient equity in the financed asset in the event of
the borrower’s default. In conventional loans, there are no guarantees pro-
vided by any other third party. Due to the risks involved, lenders tend to
require larger down payments in order to reduce the loan to value so that in
event of default by the borrower, the lender would be more likely to recover
its investment.

Guaranteed Loans

Guaranteed loans are insured or guaranteed by another party other than
the borrower. Some of the most common guaranteed loans are those guar-
anteed by the government or its agencies, such as Federal Housing Authority—
insured loans, Veteran’s Administration—guaranteed loans, and Small Busi-
ness Administration-guaranteed loans. Depending on the agency that
insured or guaranteed the loan, different percentages of the loan are
guaranteed.

DEBT AGREEMENTS

In a debt-financed real estate purchase, buyers usually pledge their owner-
ship interests in the investment as collateral for the debt used in purchasing
the real estate asset. In some cases, depending on the risks involved, buyers
might be required to personally guarantee the debt, meaning that if cash
flow from the investment is not adequate to satisfy the debt obligation, the
buyer would personally fulfill the obligation.

1. Andrew Davidson, Anthony Sanders, Lan-Ling Wolff, and Anne Ching,
Securitization: Structuring and Investment Analysis (Hoboken, NJ: John Wiley &
Sons, 2003), p. 185.
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In a debt financing, the borrower and the lender normally formalize
their rights and obligations through an executed loan agreement. A typical
loan agreement would normally contain the following terms:

® Loan amount

® Interest rate

¢ Down payment

® Loan service payment
® Loan maturity date

¢ Early repayment option
® ILoan default

® Recourse

® Nonrecourse

® Renewal option

® C(Closing costs

® Loan assignment

¢ Guaranty

Loan Amount

Loan amount means the principal amount borrowed from the lender(s). De-
pending on how the loan is structured, if periodic loan service payments
include principal and interest, the loan balance decreases with every loan
service payment.

Interest Rate

Interest rate is the cost of borrowing money from the lender. Interest rates
are expressed per annum and usually negotiated between the borrower and
the lender. The amount of interest is based on the expected risk of the in-
vestment and the creditworthiness of the borrower. Interest rates can be
fixed or variable, depending on the loan structure that is agreed to between
the parties.

Down Payment

A down payment is the initial deposit made by the borrower at the time of
signing the loan agreement. Lenders usually require borrowers to put up a
reasonable down payment to ensure that the borrower has money at risk in



Debt Agreements 125

the transaction. The down payment ensures that the borrower has a finan-
cial interest in the transaction and therefore could not easily walk away from
the deal. In case of default, it also increases the likelihood that the lender
would be able to recover its money since the lender ordinarily finances the
difference between the purchase price and the down payment.

Loan Service Payment

The loan service payment represents the periodic payment by the borrower
to the lender for the use of the lender’s money. These payments can be
monthly, quarterly, semiannually, or annually, depending on the agreement
between the parties. The loan service may be interest-only or principal-plus-
interest payments.

Other loan service arrangements exist, such as negative amortization
and periodic future lump-sum payments. In a negative amortization, the
periodic loan service payment is less than the interest cost; thus the loan
balance increases periodically instead of decreasing. For a future lump-sum
payment arrangement, at predetermined points during the loan period, the
borrower will make lump-sum payments toward reduction of loan balance.
Fully amortized loans have equal payments made up of principal and inter-
est such that at the end of the loan period, the loan balance is zero.

Loan Maturity Date

The loan maturity date is the date on which the loan balance is either paid
off or due to the lender. In a fully amortized loan, the loan balance is zero
on the loan maturity date. If the loan is not a fully amortized loan, the bal-
ance is paid off on the loan maturity date.

Early Repayment Option

The early repayment option is the borrower’s right under the loan agree-
ment to repay the loan at any time prior to the loan maturity date. The par-
ties can agree whether prior notice or an early repayment penalty is
required before a borrower can repay the loan prior to the maturity date.

Loan Default

A loan default is the borrower’s failure to fulfill its obligations under the
terms of the loan. An act of default could include nonpayment or late pay-
ment of the periodic loan service payments. In some cases, borrowers can be
in default if the note specifies the condition in which the asset should be
maintained to retain its value. Thus, if the borrower fails to fulfill this obli-
gation, it is in violation of the loan agreement. It is important to understand
that a default is not only a nonpayment or late payment issue but could in-
clude other violations as specified in the loan agreement.
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Recourse

Recourse is a loan provision that holds the investor personally liable in the
event of loan default. This means that the lender has the right to go after
the borrower’s personal assets in event of a default.

Nonrecourse

Nonrecourse is the opposite of recourse. In case of a default, the lender can
recover the amount of loan due only from the asset used as collateral for the
loan. On a nonrecourse loan, the lender cannot hold the borrower person-
ally responsible in the event of default.

Renewal Option

For certain loans that are not fully amortized, the loan agreement may give
the borrower the right to renew the loan for a certain length of time after
the original maturity date. If the borrower has this right, the loan agree-
ment will specify the amount of time prior to the original maturity date at
which the borrower will notify the lender of the intent to renew the loan.
The agreement will also specify the conditions under which the lender can
grant the borrower the right to renew. Some conditions may include certain
performance criteria. One of the benefits of a renewal option is that it saves
the borrower certain costs, such as loan closing costs, that could have to be
spent if the borrower was to refinance the debt with another lender.

Closing Costs

Closing costs are the costs usually incurred by the borrower in obtaining a
loan. Some examples of closing costs are origination fees, application fees,
loan points, and recording fees.

Loan Assignment

Loan assignment is the lender’s right under the loan agreement to sell the
note to another party without any prior approval from the borrower. How-
ever, the borrower should be informed to ensure that payments and notices
are sent to the appropriate party.

Guaranty

A guaranty is a legal document that obligates one party to pay the debt of
another party in event of default. For example, a parent company can be
required to sign an agreement that says that in the event of default by its
subsidiary, the parent company will be liable to fulfill the loan obligations.
Most lenders require guaranty in cases where the financial stability of the
borrower is in question.
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FINANCING COSTS

Real estate transactions involve significant costs to obtain the financing and
prepare the loan documents. Most of these costs are paid by the borrower.
In a few cases, though, they are paid by the lender; however, they are some-
how recovered from the borrower. Six of the most common financing
costs are:

. Application fee
. Origination fee
. Broker’s commission

1
2
3
4. Loan points
5. Transfer taxes
6

. Legal fees

Application Fee

The application fee is the amount charged by the lender to process the bor-
rower’s loan application. This amount varies by lender and can be
negotiated.

Origination Fee

The origination fee is the amount paid by the borrower to the lender for
providing the loan. The amount varies by lender and can be negotiated be-
tween the parties. The lender charges this fee for its service in sourcing the
loan.

Broker’s Commission

In some cases, the borrower might go through a mortgage broker to obtain
the loan. The broker may be compensated by either the lender or the bor-
rower; however, the fee paid to the broker is called the broker’s commis-
sion. This amount varies and can be as little as 0.5 percent to as much as
3 percent of the loan amount.

Loan Points

Loan points basically are an additional fee charged by the lender to the bor-
rower for providing the loan. Each point represents 1 percent of the loan
amount. Points might vary depending on the risks and the borrower’s credit
history.
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Transfer Taxes

Transfer taxes are paid to the municipal government where the property is
located. The amount is determined by the municipal government in the
area. The actual transfer tax paid is based on the loan amount.

Legal Fees

Loan documents are usually drafted by the lender’s attorney and submitted
to the borrower and/or the borrower’s attorney to concur with the terms of
the loan. A borrower normally needs an attorney to review the terms and
language to ensure that its interests are adequately protected and that the
terms are what the parties agreed to. The fees for the attorney’s service are
called legal fees or attorney fees.

RELATIONSHIP BETWEEN A NOTE AND A MORTGAGE

A mortgage is a legal document that evidences that a property is encum-
bered by a loan obligation. It serves as the lender’s security interest in the
debt-financed real property. A mortgage is normally executed contempora-
neously with the note. A note, which is the loan agreement, obligates the
borrower to repay the loan in accordance with the terms agreed to by the
parties. The mortgage secures the lender’s interest in the financing and
gives the lender the right to sue in an event of default by the borrower.

ACCOUNTING FOR FINANCING COSTS

The financing costs described in this chapter are incurred as a result of debt
financing of a real estate purchase. These costs would not have been
incurred if the purchase were not financed with debt. Generally accepted
accounting principles require that these costs should be capitalized and am-
ortized as an expense over the loan term on a straight-line basis.

Example

If the total financing costs for a real estate transaction were $10,000 for a 10-
year loan, the $10,000 should be capitalized on the borrower’s balance sheet.
Then each year $1,000 ($10,000/10 years) should be expensed.
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ACCOUNTING FOR REAL
ESTATE INVESTMENTS AND
ACQUISITION COSTS

As discussed in Chapter 3, there are different forms of real estate entities in
practice, including general partnerships, limited partnerships, corporate
joint ventures, undivided interests, and public and private real estate invest-
ment trusts (REITs). Each entity differs in legal formation and economic
substance. The accounting and reporting of investments in any of these
forms of ownership vary significantly.

METHODS OF ACCOUNTING FOR REAL ESTATE INVESTMENTS

Real estate investments, like other types of investments, must be accounted
and reported using four principal methods:

1. Cost method

2. Equity method

3. Fair market value method

4. Consolidation method

Cost Method

The cost method of accounting and reporting is the method in which the
investor records and recognizes its ownership interest in the investee at cost
and then records as income dividends received from the net accumulated
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retained earnings of the investee since the investment by the investor. Un-
der this method, only the dividend distributed by the investee company is
recognized by the investor as income on the investor’s books. If at any point
the investee distributes to investors more than the net accumulated retained
earnings, the investor would need to recognize its share of the cumulative
distribution in excess of net accumulated retained earnings as a return
of capital.

Because under the cost method dividends are the only basis for recog-
nizing income on the investor’s books, this method does not timely reflect
the income of the investee on the investor’s books; thus, income recognized
by the investee in one accounting period might not be reflected in the inves-
tor’s book until many subsequent periods later. This is one reason why the
cost method has limited use in real estate. In practice, the cost method can
be used by a limited partner with a minor interest in a partnership where
the limited partner has no influence over the partnership’s operating and
financial activities.

Equity Method

The equity method is a very popular method for accounting and reporting
real estate investments, especially when there are two or more investors in
the ownership of real estate or real estate development projects. Under the
equity method, an investor initially records an investment in the stock of an
investee at cost and adjusts the carrying amount of the investment to recog-
nize the investor’s share of the earnings or losses of the investee after the
date of acquisition." The amount of the adjustment is included in the deter-
mination of net income by the investor. The amount reflects adjustments
similar to those made in preparing consolidated statements, including
adjustments to eliminate intercompany gains and losses and to amortize, if
appropriate, any difference between investor cost and the investee’s under-
lying equity in net assets at the date of investment. The investor’s invest-
ment is also adjusted to reflect its share of changes in the investee’s capital.
Dividends received from an investee reduce the carrying amount of
the investment.

Under the equity method, an investor recognizes its share of the earn-
ings or losses of an investee in the periods for which they are reported by
the investee in its financial statements rather than in the period in which an
investee declares a dividend.? An investor adjusts the carrying amount of an
investment for its share of the earnings or losses of the investee subsequent
to the date of investment and reports the recognized earnings or losses in
income. Dividends received from an investee reduce the carrying amount

1. American Institute of Certified Public Accountants, APB 18, The Equity Method
of Accounting for Investments in Common Stock, paragraph 6(b), 1971.
2. Ibid., paragraph 10.
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of the investment. Thus, the equity method is an appropriate means of rec-
ognizing increases or decreases measured by generally accepted accounting
principles in the economic resources underlying the investments. Further-
more, the equity method of accounting more closely meets the objectives of
accrual accounting than does the cost method since the investor recognizes
its share of the earnings and losses of the investee in the periods in which
they are reflected in the investee’s accounts.

Under the equity method, an investment in common stock is generally
shown on the balance sheet of an investor as a single amount.” Likewise, an
investor’s share of earnings or losses from its investment is ordinarily shown
on its income statement as a single amount.

The equity method is recommended and in some cases required in the
accounting for real estate investments, interests in joint ventures, certain
general partnerships, limited partnerships, and undivided interests. A fur-
ther description of the equity method in each of these forms of ownership
follows:

Corporate Joint Ventures A corporate joint venture is a corporation
owned and operated by a small group of businesses as a separate and
specific business for the mutual benefit of the members of the joint ven-
ture, usually to earn a profit. The purpose of a joint venture is to share
risks and rewards of the specific business. The members must have joint
controls for the business to qualify as a joint venture. Investors in a joint
venture are required to record their investments by the equity method
of accounting.

It is important to note that a real estate entity that is a subsidiary of a
joint venture should not be accounted for as a joint venture but should be
accounted for by the joint venture parent using the accounting guidance
applicable to investments in subsidiaries.

General Partnerships A general partnership is a type of partnership
entity in which there are only general partners. General partners are legally
responsible for the actions of the business and can legally bind the business,
including being personally liable for the business’s debts and obligations.
The liabilities of the partners in a general partnership are therefore joint
and several. Investment in a noncontrolled real estate general partnership
is required to be accounted for using the equity method by the investor;
however, a general partnership that is controlled, whether directly or in-
directly, by any of the partners should be accounted for by that partner as a
subsidiary.

3. Ibid., paragraph 11.
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Generally, “control of an entity” is defined by one of these points:

® Ownership of majority of the outstanding voting shares. “Majority”
here means ownership of over 50 percent.

® Ownership of majority (over 50 percent) of the financial interests in
profits and losses of the investee.

® Control power vested by contract, lease, and agreement with other
partners or by court order.

However, according to AICPA Statement of Position (SOP) 78-9,
Accounting for Investments in Real Estate Ventures, paragraph .07, the majority
interest holder may not control the entity if one or more of the other part-
ners have substantive participating rights that permit those other partners
to effectively participate in significant decisions that would be expected to
be made in the ordinary course of business.*

Limited Partnerships In a limited partnership, the partners are made
up of both general and limited partners. There is usually one or more of
both general and limited partners.

Investment in a limited partnership by a limited partner is required to
be accounted for using the equity method unless the limited partner’s inter-
est is minor such that the limited partner has virtually no influence, as noted
under the cost method. Emerging Issues Task Force (EITF) D-46, Account-
ing for Limited Parinership Investments, notes that the Securities and Exchange
Commission staff understands that practice generally has viewed invest-
ments of more than 3 to 5 percent to be more than minor.’ Therefore, it is
safe to assume that a limited partner’s interest that represents more than
the 3 to 5 percent range should be accounted for under the equity method.
Investments not meeting this criterion would be accounted for under the
cost method.

As noted in Chapter 3, the roles, rights, and obligations of the general
partners are very different from those of the limited partners in a limited
partnership. Generally, a sole general partner in a limited partnership is
presumed to control the activities of the partnership and should consolidate
the financial statement of the limited partnership with its financial state-
ments. However according to SOP 78-9, paragraph .09:

If the presumption of control by the general partners is overcome by the rights
of the limited partners, the general partners should apply the equity method
of accounting to their interests. If the presumption of control by the general

4. American Institute Certified Public Accountants (2005).
5. Financial Accounting Standards Board (Norwalk, CT,: 1995).
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partners is not overcome by the rights of the limited partners and no single
general partner controls the limited partnership, the general partners should
apply the equity method of accounting to their interests. If the presumption of
control is not overcome by the rights of the limited partners and a single gen-
eral partner controls the limited partnership, that general partner should con-
solidate the limited partnership and apply the principles of accounting
applicable for investments in subsidiaries.®

A general partner’s control of a limited partnership can be overcome if
limited partners have certain rights, namely substantive kick-out rights and
substantive participating rights.

Substantive Kick-out Rights A kick-out right is a contractual or legal right to
dissolve the limited partnership or remove the general partner without
cause. Whether a kick-out right of the limited partner is substantive should
be based on the consideration of all the relevant facts and circumstances,
such as whether the limited partner’s right is based on a vote of a simple
majority or if the limited partner’s kick-out right has no substantial barriers.

Substantive Participating Rights  Limited partners are deemed to have a sub-
stantive participating right if they have these four rights, as provided by
EITF No. 04-5, paragraph 11 (Financial Accounting Standards Board,
EITF No. 04-5, Determining Whether a General Partner, or the General Partners
as a Group, Controls a Limited Partnership or Similar Entity When the Limited
Partners Have Certain Rights, Norwalk, CT, 2004):

1. Selecting, terminating, and setting the compensation of management re-
sponsible for implementing the limited partnership’s policies and
procedures.

2. Establishing operating and capital decisions of the limited partnership,
including budgets, in the ordinary course of business.

3. The sale or refinancing of limited partnership assets.

4. The acquisition of limited partnership assets.

Fair Market Value Method

Fair market value is a method of presenting real estate investments on the
books of the investor based on the investment’s current readily available
market value. Over the years, the real estate industry has been moving
toward reporting investments based on the investment’s fair market value.

6. Financial Accounting Standards Board, SOP 78-9, Accounting for Investments in
Real Estate Venture (2005).
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Proponents of this method believe that it is more representative of the in-
vestment’s true value compared to the other methods.

The clearest example of reporting of fair market value is the reporting
of publicly traded shares. In those markets, investors can easily determine
the value of their holdings by looking up the market price of their stocks
traded on one of the trading exchanges, such as the New York Stock
Exchange, the American Stock Exchange, or the Nasdaq. Investors can eas-
ily determine the value of their investments. An investor would adjust the
balance sheet to the current value of the investment while also reporting the
change on its income statement. So, for example, if the market value of
the real estate increased by $100,000, an entry would be recorded that deb-
its the asset and credits revenue by this amount.

Currently, the fair market value method is required for all investment
companies registered under the Investment Company Act of 1940.

Consolidation Method

Consolidation is the reporting of a subsidiary company’s financial state-
ments within the financial statements of the parent company. A subsidiary
is an entity that is controlled, whether directly or indirectly, by another cor-
poration. As noted under the previous general partnership discussion, the
usual condition for control is ownership of a majority (over 50 percent) of
the outstanding voting share. The power to control may also exist with a
lesser percentage of ownership, such as by power vested under a contract,
lease, or agreement with other stockholders or by court decree.

In a consolidation, a parent’s and subsidiary’s activities are reported as
if they were one entity. Any intercompany transactions between the two enti-
ties, including gains and losses, are eliminated. Accounting Research Bulle-
tin No. 51, Consolidated Financial Statements, states the purpose of
consolidated financial statements in this way:

The purpose of consolidated statements is to present, primarily for the benefit
of the shareholders and creditors of the parent company, the results of opera-
tions and the financial position of a parent company and its subsidiaries essen-
tially as if the group were a single company with one or more branches or
divisions. There is a presumption that consolidated statements are more
meaningful than separate statements and that they are usually necessary for a
fair presentation when one of the companies in the group directly or indirectly
has a controlling financial interest in the other companies.”

This statement clearly states the importance of consolidated financial
statements, not just for the equity holders but also for the entity’s debt
holders.

7. American Institute of Certified Public Accountants (1959).
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PURCHASE PRICE ALLOCATION OF ACQUISITION COSTS
OF AN OPERATING PROPERTY

When an investor purchases a building, the purchase price of the transac-
tion is presumed as an exchange for certain specific assets that are conveyed
from the seller to the buyer. Accounting for acquisition of an operating real
estate asset requires the allocation of the purchase price to these assets.

The purchase price paid by the buyer is allocated to these five items
and recorded in the books of the buyer:

1. Land value

2. Building value as if vacant

3. Value of tenant relationships
4. Value of in-place leases

5. Value of above- and below-market leases

Land Value

The value of the land on which the building is built is normally obtained
through appraisal of the land. The land value is separated from the total
purchase price since land is usually not depreciated like other assets. In
most property acquisitions, a cost segregation study is performed. The land
value can be obtained from this study.

Building Value as if Vacant

In a purchase price allocation, the value of the building is determined with-
out considering any lease present at the building. The value can be gotten
from the appraisal report of the property obtained during due diligence.
The building value would be recorded on the buyer’s books under buildings
and improvement and depreciated over its useful life.

Value of Tenant Relationships

A tenant relationship value exists where there are ongoing customer rela-
tionships in connection with current tenants that are of significant value to
the building. An example of tenant relationship value includes major an-
chor tenants with a history of long-term leases at the building. Significant
assumptions are required to determine this value; appraisers usually deter-
mine by amount. The values of tenant relationships are amortized over the
remaining term of the tenants’ leases on a straight-line basis.

Value of In-Place Leases

Leasing a space requires significant time and resources. A significant value
difference exists between two identical properties where one property is
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leased to rent-paying tenants and the other is vacant. The building occu-
pied by tenants will command significantly higher value compared to the
vacant building for at least two main reasons: (1) It has current cash inflow
and (2) no money is going to be spent to lease the building. An in-place
lease is therefore the value of the tenant leases currently in the building.
The value is determined based on the current and future rents as noted on
the lease agreements. The values of in-place leases are amortized over the
remaining term of the respective leases on a straight-line basis.

Value of Above- and Below-Market Leases

As noted, the value of leases currently in place at the building is determined
based on the agreed rents of current and future tenants. Since these leases
may have been in existence for some years at the time of the building’s ac-
quisition, when compared to current market rents, some of the in-place
leases could either be higher or lower. Those leases with rents higher than
current market leases are called above-market leases; those leases with rents
lower than current market leases are called below-market leases. Above- and
below-market lease values are recognized on the books of the buyer and am-
ortized over the respective remaining lease terms on a straight-line basis.
During purchase price allocation, above-market leases are recorded as
assets; below-market leases are recorded as liabilities.

Allocation of the Asset’s Values

After the determination of values for each of the assets and liabilities (land,
building as if vacant, tenant relationships, in-place leases, above- and below-
market leases), the total value is compared to the purchase price. There are
two possible outcomes:

1. The total purchase price equals the total value determined. In this case,
no adjustment is made on any of the component values determined.

2. The total purchase price is greater or less than the total value deter-
mined. This means the buyer paid more or less than the individual com-
ponents of the acquired asset. The excess between the purchase price
and the total value of the components should be allocated to each of the
components based on their relative values. However, if the purchase
price is lower than the value of the components, the values are reduced
by this difference based also on their relative values.

It is important to note that the purchase price used in this allocation
should not include acquisition costs incurred in acquiring the building, such
as attorney’s and broker’s fees.
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ation of Acquisition Costs

Example

A 200,000-square-foot building was ac

quired for $2,000,000. The values de-

termined for each of the components acquired were:

Components Values
Land $ 600,000
Building as if vacant $1,200,000
Tenant relationships $ 150,000
In-place leases $ 250,000
Above-market leases $ 100,000
Below-market leases $ (55,000)
Total $2,245,000

The breakdown shows that the prices of the individual components of
the assets acquired are higher than the purchase price paid by ($2,245,000 —
$2,000,000) $245,000. This excess amount would be allocated among the vari-
ous components as shown in Exhibit 13.1.

Exhibit 13.1 Allocation of Purchase Price Difference

Initial  Pro Rated Allocation of Purchase Price
Valuation Value Difference Allocation
Land $ 600,000 27% 65,479 $ 534,521
Building as if vacant $ 1,200,000 53% 130,958 $1,069,042
Tenant relationships $ 150,000 7% 16,370 $ 133,630
In-place leases $ 250,000 11% 27,283 $ 222,717
Above-market leases $ 100,000 4% 10,913 $ 89,087
Below-market leases  $ (55,000) —2% (6,002) $ (48,998)
Total value $ 2,245,000 100% 245,000 $2,000,000
Purchase price $ 2,000,000
Difference $ 245,000

Based on the final allocated number from Exhibit 13.1, the initial pur-
chase accounting journal entry that would be recorded would be:

Land

Building and improvements
In-place leases

Tenant relationships
Above-market leases
Below-market leases

Cash

534,521
1,069,042
133,630
222,717
89,087

48,998

2,000,000

2,048,998 2,048,998

(continued )
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Monthly or quarterly amortization journal entries would be:

Depreciation Expense XX
Accumulated Depreciation XX

(To record depreciation of building & improvements

over its useful life)

Amortization Expense XX
In-place lease—initial value XX

(To record the amortization of the in-place leases over

the respective remaining lease terms)

Below-Market Leases XX
Rental Revenue XX

(To record the amortization of below-market leases over

the respective remaining lease terms)

Rental Revenue XX
Above-Market Leases XX

(To record the amortization of above-market leases over

the respective remaining lease terms)
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ACCOUNTING FOR
PROJECT DEVELOPMENT
COSTS ON GAAP BASIS

STAGES OF REAL ESTATE DEVELOPMENT PROJECT

There are three main stages of a development project, and accounting at
these stages can be different. The three main stages are:

1. Predevelopment stage
2. Development stage

3. Postdevelopment stage

Accounting for development projects under generally accepted
accounting principles (GAAP) requires knowledge of regulatory require-
ments and pronouncements from various accounting bodies, such as the Fi-
nancial Accounting Standards Board, American Institute of Certified Public
Accountants (AICPA), Accounting Principles Board, and Emerging Issues
Task Force, among others. The chapter aims to make these requirements
and pronouncements simpler and easier to understand and also to offer a
practical application of the pronouncements. This chapter also discusses
the accounting for costs related to acquiring, developing, constructing, sell-
ing, and leasing real estate projects.

The costs associated with the development of a project are accounted
in different ways, depending on the nature of the costs and the stage of the

139



140 Accounting for Project Development Costs on GAAP Basis

project. Some costs are expensed as period costs, some are capitalized when
incurred as costs of the project, while others are recorded as prepaid
expenses and expensed in the period in which the related revenues are
recognized.

Predevelopment Stage

The predevelopment stage can be described as the period prior to the start
of the construction of the project. Let us start the discussion of accounting
for predevelopment from the very beginning, at the inception of the entity
that will own the project. Normally the sponsor(s) of a project form a legal
entity that directly owns the project (usually one of the limited liabilities
entities discussed in Chapter 3). The start-up costs related to the formation
of this legal entity should be expensed as incurred. These start-up costs in-
clude the related filing fees, legal fees, and other regulatory fees.

In the past, the accounting for start-up costs was handled differently by
different companies in different industries. Some companies expensed
their start-up costs while others capitalized them and amortized them over
time. As a result of these inconsistencies, in April 1998 the AICPA State-
ment of Position No. 98-5, Reporting on the Costs of Start-up Activities, was
issued.! It requires that start-up costs and organization costs are period
costs and should be expensed instead of capitalized. This pronouncement
was effective for financial statements for fiscal years beginning after Decem-
ber 15, 1998, although earlier adoption was encouraged; for certain entities
that met the requirements for investment companies, their effective date
was June 30, 1998.

Some examples of predevelopment costs related to a project itself
include:

® Acquisition options

® Market studies

e Traffic studies

® Zoning changes

® Survey costs

® Costs of securing debt financing
® Costs of securing equity partners

® Marketing costs

1. American Institute of Certified Public Accountants, Statement of Position No.
98-5, Reporting on the Costs of Start-up Activities (1998).
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It is important to pay particular attention to these costs to ensure that
they are recorded correctly, as some are required to be expensed while
others are required to be capitalized. GAAP requires that all costs associated
with a project that are incurred prior to the acquisition of a property or be-
fore the entity obtains an option to acquire the property should be capital-
ized if all of these three conditions are met:

1. The costs are directly identifiable with the specific property.
2. The costs would be capitalized if the property were already acquired.

3. Acquisition of the property or of an option to acquire the property is
probable.”

As mentioned, these three criteria have to be met for costs incurred
prior to the acquisition of the property or option to acquire the property to
be capitalized. The criteria require that such costs should be directly related
to the property. Therefore, costs incurred at this stage should be examined
carefully to make sure that they relate specifically to the property and are
not general costs incurred by the entity. Some examples of directly related
types of costs include project-related travel costs and consulting fees specifi-
cally related to the property prior to acquisition or obtaining option to ac-
quire the property.

Another criterion mentioned is whether the cost would be capitalized
had the property already been acquired. Therefore, the entity needs to as-
sess whether the nature of the cost is such that it would be capitalized. An
example is where the buyer, with the agreement of seller, decides to per-
form certain environmental tests prior to the decision on whether to pur-
chase the property. Such costs clearly are costs a buyer would incur if the
buyer already owned the property.

The last of the three criteria says that acquisition is probable. Here the
test is both the ability of the buyer to close the deal and also that the subject
property is available for sale. Therefore, even if the potential buyer is able
and willing to purchase a particular property, if the property is not available
for sale, this criterion is not met. Therefore, the costs should not be
capitalized.

If the costs meet all three conditions mentioned, those costs are re-
quired to be capitalized; while all other costs should be expensed as
incurred. It is also important to note that the cost to acquire an option to
purchase a property must be capitalized. In most cases, even though all the
criteria are met, there is no guarantee that the property would be acquired.

2. Financial Accounting Standards Board, FAS No. 67, Accounting for Costs and
Initial Rental Operations of Real Estate Projects, paragraph 4 (2008).
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Therefore, at any time when it becomes probable that the property would
not be acquired, the prior capitalized costs would have to be expensed.

Other predevelopment costs that meet the criteria for capitalization
include costs incurred to change the zoning of the site and costs incurred to
obtain financing, such as loan fees, points, and origination fees. In most
cases, the developer starts marketing the project prior to the start or com-
pletion of construction. Therefore, marketing and other selling costs would
be incurred at different stages of development.

Development Stage

The development stage is the period with the most activities and costs
among the three stages. It is also the longest period in the project develop-
ment process. The accounting during this period is very important, as both
a management and a cost control tool. Adequate care should be taken to
ensure that costs are recorded in the correct cost category. Examples of
costs incurred during this stage are:

® Site costs

® Architectural and engineering
® Financing

® Construction

® Taxes and insurance

® General and administrative

® Marketing

® Permits and licenses

® Contingencies

Normally in a construction project, a comprehensive budget is pre-
pared with amounts for each of the cost categories just listed. The project’s
construction, management, accounting, and finance teams meet periodi-
cally to review the budget with the actual costs incurred to ensure that costs
incurred are recorded in the correct cost category or trade and also that the
budget and amount left to complete the project are still reasonable.

A typical construction cost summary report with the related budget
and actual costs is shown in Exhibit 14.1.

As in other stages of the development process, some costs incurred
during the development stage are capitalized while some are expensed
based on the GAAP rules. According to Statement of Financial Accounting
Standards No. 67, paragraph 7: “Project costs clearly associated with the
acquisition, development, and construction of a real estate project shall be
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capitalized as a cost of that project.”” The implication here is that for a cost
to be capitalized as a project cost, there has to be a clear indication that it is
directly related to a project. Many costs incurred at this stage are mostly
capitalized, such as site acquisition costs, architectural, engineering, and
construction. However, certain other costs incurred during this stage that
are not directly associated with the project should be expensed; these costs
include general and administrative and marketing costs. The invoices and
other supporting documents related to these costs should be properly
reviewed to determine the nature of the costs and to decide whether they
should be capitalized or expensed.

In some instances, costs might be related to more than one project.
For example, say a developer is developing an office complex with multiple
individual buildings, and bills for certain costs, such as surveys or architects
for the whole complex, are billed together. Such costs are still capitalized,
but they would have to be allocated among the individual buildings. The
developer should use any reasonable method to allocate the costs among
the individual projects.

Amortization of Costs Financing costs such as origination fees, points,
and guaranty fees should be capitalized as prepaid assets and amortized to
periodic project costs.

Example

Assume an entity obtained a construction loan of $100 million for an office
development project due at the completion of the project in 3 years with an
interest rate of 8 percent. At closing, the borrower paid 1 percent origination
fee, 1 percent point, .05 percent debt guaranty fee, and other loan closing
costs of $525,000.

Therefore, the total costs incurred by the borrower at closing, which are
usually disbursed from the loan principal, would be:

Origination fee (1%) $1,000,000
Point (1%) 1,000,000
Guaranty fee (.05%) 500,000
Other loan closing costs 525,000
Total loan closing costs $3,025,000

At the day of closing, the entity would record this accounting journal entry:

Cash $96,975,000
Prepaid assets 3,025,000
Loans payable $100,000,000

3. Financial Accounting Standards Board (2008).
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Note, however, that in most cases the borrower would not take the cash
up front at closing but will draw on the amount periodically (usually once a
month) as bills are received from contractors and vendors through a process
called the submission of draw.

On the amortization of the $3,025,000 total loan closing costs, each
month the company reduces the prepaid asset by $84,028 ($3,025,000/
36 months). Therefore, each month, the journal entry to record this amount
as project cost would be:

Loan financing cost $84,028
Prepaid assets—loan cost $84,028

This entry will be recorded each month over the 36-month loan term. If for
any reason the loan term is extended, the monthly amortization will have to
be adjusted.

Example

Assume that six months prior to the loan expiration, the company realized
that the project would not be timely completed due to a construction workers’
union strike. Management assessment indicates that the project will take an
additional six months from the prior expected completion date. The borrower
therefore approaches the lender, which agrees to extend the loan for the addi-
tional six months. The unamortized prepaid balance would now be amortized
over the remaining loan term of one year, which is determined as the six
months left on the original agreement plus the additional six-month
extension.
The new monthly amortization would be determined as:

Unamortized balance prior to loan = $504,167
extension ($84,028 x 6)

New amortization period = 12 months

Monthly amortization =$42,014

($504,167/12 months)

Therefore, after the extension, the monthly journal entry to record the
cost amortization would be:

Loan financing cost $42,014
Prepaid asset—loan cost $42,014

Real Estate and Income Taxes During construction, the entity may be
required to pay taxes to the government. The most common taxes are the
real estate taxes and income taxes. These two taxes are treated very differ-
ently in a construction project. For GAAP financial reporting purposes,



Postdevelopment Stage 147

costs incurred for real estate taxes from the inception of the project through
the time at which the property is ready for its intended use should be capi-
talized as project costs. Real estate taxes after this period should be
expensed. (See the detailed discussion in the “Postdevelopment Stage”
section.)

The second type of taxes mentioned was income taxes. During the
development stage, companies can still earn income through interest in-
come on funds deposited at a bank or through parking revenues. There-
fore, an entity might owe the government income taxes related to this
income. These income taxes are expenses of the period and should be
expensed.

Often some companies net their interest expense against interest in-
come on their project budget; however, financial reporting under GAAP
does not allow the netting of these two costs in financial statements. As men-
tioned earlier, interest expense incurred through the time at which the
property is ready for its intended use should be capitalized; interest income
should be reported separately on the income statement when earned. The
only exception in which interest income can be netted against interest
expense is when the interest expense is from tax-exempt borrowings. An-
other common error in financial reporting by some entities is the account-
ing for audit fees paid to the entity’s auditors for the audit of its financial
statements. Audit fees are expenses of the period and not directly related to
the project. Therefore, they should be expensed as incurred. In general, all
expenses should be thoroughly reviewed to determine whether they should
be expensed or capitalized.

POSTDEVELOPMENT STAGE

The postdevelopment stage is the period when the project is substantially
complete and is ready for its intended use. For example, if this is a condo
project, the buyers can now move in; if it is a rental property, the lessees, if
any, can now take possession of the spaces.

Most expenses incurred during this stage, such as salaries and wages,
cleaning, security, utilities, water, and real estate taxes, are expensed as
incurred. In addition, certain capital improvements performed after the
completion of the project normally are capitalized and depreciated over the
project’s useful life. Also, certain costs incurred in leasing the space (if a
rental property), such as brokers’ fees and attorney’s fees, are also capital-
ized and amortized over the related lease term.
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DEVELOPMENT PROJECT
REVENUE RECOGNITIONS

The process and methodology of revenue recognition depend on the type
of project. The revenue recognition for sale of condominium units is very
different from that for the sale of an office building or apartment building
after they are built. It is also different from the revenue recognition of the
rental of any office or apartment building. This chapter discusses these
types of projects and the revenue recognition methods.

Examples of rental properties include office space, residential apart-
ments, retail shopping centers, warehouses, and hotels. Revenues from the
rental of spaces from these types of properties are not recognized until the
projects are substantially completed and held available for occupancy. A
project is defined as substantially complete and held available for occupancy
when the developer has completed tenant improvements but no longer than
one year after major construction activity has been completed.

Generally accepted accounting principles (GAAP) require that reve-
nue should be recognized when earned. The revenue from a month-to-
month rental of a space is recognized when the rent is due from the tenant.
However, for long-term leases (leases for periods over one year), GAAP re-
quires that the revenue should be recognized on a straight-line basis unless
another systematic and rational basis is more representative of the benefi-
cial usage of the leased property. See Chapter 4 for a detailed description
of this revenue recognition method.

The profits and revenues from the sale of real estate are accounted for
in various ways, depending on the nature of transaction. The six most com-
mon methods of profit recognition are:

1. Full accrual method

2. Deposit method

149
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3. Installment method
4. Reduced-profit method
5. Percentage-of-completion method

6. Cost recovery method

FULL ACCRUAL METHOD

The full accrual method is one of the methods of real estate profit re-
cognition in which the full sale price and profits are recognized when the
real estate is sold. For the full accrual method to be used, the transaction
has to meet two main conditions:

1. The profit can be reasonably determined.
2. The seller’s obligation to the buyer is complete.
The profit from the sales transaction can be reasonably determined if
there is reasonable assurance that the sales price of the transaction is collect-

ible from the buyer and any portion of the sale price that is not collectible
can be reasonably estimated.

Example 1

Citi Development Corp., a developer of office properties, sold a recently com-
pleted 150,000 square-foot office property in Greenwich, Connecticut, to
Enrone Corp. for $95 million. When the parties signed the commitment
agreement for the transaction, Enrone paid $40 million and an additional
$40 million at closing 3 months later. Enrone agreed to pay the remaining
$15 million over 15 months with principal and interest due monthly. At clos-
ing Citi Development has no remaining obligation to Enrone and therefore
can recognize the full profit from the sale. In this example both conditions
were met; therefore the full accrual method should be used.

Example 2

Assume in the Citi Development example, that while the property is still un-
der construction Enrone pays the full contract amount of $95 million. In this
case, the developer still has remaining obligation of completing construction
of the property. Therefore, the full accrual method cannot be used in recog-
nizing any profit from the payment received from Enrone.
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If the two criteria are not met, the seller has to determine which other
methods would be appropriate. However, in addition to the two main condi-
tions noted above, a transaction has to meet these four additional criteria:

1. A final sale between the buyer and the seller has been consummated
such that all the obligations between the parties have been fulfilled and
all conditions prior to closing have been met.

2. The buyer has sufficient initial and continuing investment in the trans-
action to demonstrate its ability and willingness to fulfill its obligation.
This ensures that the buyer has enough skin in the deal to avoid backing
out of the transaction. The buyer can meet this requirement by provid-
ing enough down payments, an irrevocable letter of credit from an in-
dependent financially viable lending institution, or full payment of the
asset’s purchase price.

3. In cases where the buyer did not pay for the purchase price in full at the
time of closing, the remaining amount due to the seller is not subject to
any future subordination after the sale. This also means that in the event
of default by the buyer, none of the buyer’s debt obligations would have
preferential claim on the property higher than the seller’s claim on the
property.

4. The sale transfers all the rights, risks, and rewards of ownership of the
property to the buyer. The seller should not have any substantial
remaining obligation to the buyer in relation to the sale. An example
would be a development project where the completion and delivery
date is still in the future. In this case, the seller still has substantial re-
maining obligation to deliver a completed premises to the buyer at a
future date. Thus, the full accrual method would not be used in recog-
nizing the total profit.

If it is determined that the transaction meets the criteria for full ac-
crual method, the entry to record the transaction by the seller (e.g., the sale
of a property for $20 million) would be:

Cash $20,000,000
Sales $20,000,000

Initial Investment Criterion 2 above requires that buyer has sufficient
initial investment in the transaction, so for the buyer’s initial investments
requirement to be met, GAAP provides that the initial investment shall be
equal to at least a major part of the difference between usual loan limits for
that type of property in that market and the sales value of the property.
Exhibit 15.1 provides a guide to determine the adequacy of the initial
investment, which in most cases represents the buyer’s down payment.
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Exhibit 15.1 Minimum Initial Investment

Type of Property

Minimum Initial
Investment
Expressed as a
Percentage of
Sales Value

Land:
Held for commercial, industrial, or residential development to
commence within two years after sale

Held for commercial, industrial, or residential development to
commence after two years

Commercial and Industrial Property:

Office and industrial buildings, shopping centers, etc.:
Properties subject to lease on a long-term lease basis to parties
with satisfactory credit rating; cash flow currently sufficient to
service all indebtedness

Single-tenancy properties sold to a buyer with a satisfactory
credit rating

All other

Other income-producing properties (hotels, motels, marinas,
mobile home parks, etc.):
Cash flow currently sufficient to service all indebtedness

Start-up situation or current deficiencies in cash flow

Multifamily Residential Property:

Primary residence:

Cash flow currently sufficient to service all indebtedness
Start-up situations or current deficiencies in cash flow

Secondary or recreational residence:
Cash flow currently sufficient to service all indebtedness
Start-up situations or current deficiencies in cash flow

Single-Family Residential Property (including condominium or
cooperative housing):

Primary residence of the buyer

Secondary or recreational residence

20

25

10

15

20

15
25

10
15

15
25

5
10

Source: Financial Accounting Standards Board, FAS No. 66, paragraph 54, Accounting

for Sales of Real Estate (October 1982).

GAAP also requires that for recently obtained permanent loan or firm
permanent loan commitment for maximum financing of the property, the
minimum initial investment by the buyer should be whichever of the follow-

ing is greater:

a. The minimum percentage of the sales value . . . of the property as noted

[in Exhibit 15.1].
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b. The lesser of:

1. The amount of the sales value of the property in excess of 115 percent
of the amount of a newly placed permanent loan or firm permanent
loan commitment from a primary lender that is an independent estab-
lished lending institution.

2. Twenty-five percent of the sales value.'

Example

A condominium unit purchased as the buyer’s secondary residence is sold for
$1 million, and the buyer provided an initial deposit of $150,000. Assume in
this example that the loan for the remaining balance of $850,000 was from an
independent established lending institution.

To determine if the $150,000 initial deposit is sufficient to establish the
buyer’s commitment using the minimum initial investment criteria, this analy-
sis should be performed.

Analysis:

(a) Minimum percentage of the sales value per Minimum $100,000
Initial Investment Table (10%)

(b)(1)  Sales value in excess 115% of loan ($1,000,000 — $22,500
($850,000 x 115%)

(2) 25% of the sales value ($1,000,000 x 25%) $250,000

In this analysis, the required minimum initial investment should be
$100,000. This amount is determined by first calculating (a), then obtaining
the lesser of (b)(1) ($22,500) or (b)(2) ($250,000). The minimum initial invest-
ment is the greater of (a) ($100,000) and (b) ($22,500).

It is important to note that the initial deposit used in the analysis of
minimum initial investment is the nonrefundable part of the deposit if the
agreement has a refundable deposit clause.

Continuing Investment In addition, criterion 2 for use of full accrual
method requires that the buyer has sufficient continuing investment in the
transaction. Continuing investment relates to the buyer’s payment of the re-
maining purchase price after the initial investment in the transaction. The
Statement of Financial Accounting Standards No. 66, paragraph 12, says:

1. FAS 66, paragraph 53, Accounting for Sales of Real Estate (October 1982).
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The buyer’s continuing investment in a real estate transaction shall not qualify
unless the buyer is contractually required to pay each year on its total debt for
the purchase price of the property an amount at least equal to the level annual
payment that would be needed to pay that debt and interest on the unpaid
balance over no more than (a) 20 years for debt for land and (b) the customary
amortization term of a first mortgage loan by an independent established
lending institution for other real estate.?

In other words, after the buyer makes the initial investment in a real
estate purchase, the remaining amount due to the seller, which in most
cases is financed through an independent lender, should at a minimum
have financing terms as mentioned. This criterion is viewed as an indication
of the buyer’s ability to acquire the assets and also fulfills the borrower’s ob-
ligations on the transaction.

DEPOSIT METHOD

The deposit method is one of the methods that can be used when a real
estate transaction does not meet the conditions and criteria required for the
tull accrual of profits. Under this method, no profit, receivables, or sales are
recognized; however, the seller can disclose in its financial statements that
the asset is subject to a sales contract.

This method is used to record the initial and continuing investments
in a real estate transaction made by the buyer prior to consummation of
sales. The deposit method is also the appropriate method of accounting for
a transaction where the recovery of the project’s cost, in the event of the
buyer’s default, is not assured. Examples of real estate transactions where
the deposit method may be used are:

® The sale has not yet been consummated; thus the deal has not yet
closed, or there are remaining obligations between the parties re-
quired before consummation that have not been fulfilled.

® The buyer meets all the criteria for the full accrual method except that
the initial investment and the recovery of the project’s cost cannot be
assured if the buyer defaults.

¢ Condominium projects where one or more of the four criteria re-
quired for the percentage-of-completion method (PCM) has not been
met. (See the discussion on the “Percentage-of-Completion Method.”)

2. Financial Accounting Standards Boards, Accounting for Sales of Real Estate
(1982).
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® A real estate transaction where the seller guarantees a return on the
investment for a limited period of time. The agreed-upon costs and
expenses incurred prior to the operation of the property should be
accounted for using the deposit method. However, if the guarantee is
for an extended period, the transaction should be accounted for as a
financing, leasing, or profit-sharing arrangement, depending on
other specific terms of the transaction.

Example

Patterson Construction Corp., a developer of industrial warehouse and manu-
facturing facilities, is developing an industrial park built-to-suit. A start-up
plastics manufacturer signs a contract to purchase one of the 20 warehouse
units at the park at a purchase price of $1.7 million. Prior to the signing of the
sale agreement, the buyer provided the seller deposit money representing 10
percent of purchase price. Assume that the sale has not been consummated
and the seller has determined that in an event of default by the buyer, the cost
of the property would not be recovered due to reasons such as property loca-
tion or design uniqueness. In this type of situation, when the seller collects the
10 percent deposit, the amount should be recorded by the developer as a de-
posit with this journal entry:

Cash $170,000
Buyer deposit liability $170,000

Any subsequent continuing investments by the buyer would be recorded
with similar entries as above until sale is consummated and the ownership
rights, rewards, and obligations pass to the buyer.

At closing, when all the conditions required for consummation of sale
and full accrual are met, the seller would then recognize the sale with this
journal entry:

Deposit liability $1,700,000
Sales $1,700,000

This entry reduces to zero the liability that has been recognized from
the prior deposits received by the seller and also recognizes the sale as a
result of the transfer of the risks and rewards of the asset from the seller to
the buyer.

In this exercise we focus on the revenue-related journal entries. Note,
however, that other journal entries would have to be recorded to recognize
the related cost of sales, which prior to now were being capitalized as work
in progress (WIP).
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Assume that the total cost of the unit sold to the plastics company was
$1 million. This amount, which was recorded when incurred as WIP, will be
recognized in the income statement as cost of sales with this entry:

Cost of sales $1,000,000
Work in progress $1,000,000

This entry should be recorded at the same time as the total sales is
recognized. In essence, it matches the cost of sales with the related sales
recognized.

INSTALLMENT METHOD
The installment method is the appropriate method where both:

1. A transaction would have qualified under the full accrual method except
that the buyer’s initial minimum criteria were not met; and

2. The cost of the property could be recovered by reselling the property in
the event the buyer is not able to fulfill its obligation under the terms of
the agreement.

Under the installment method, each payment made by the buyer to
the seller is allocated between cost and profit using the same ratio by which
total cost of the project and total project profit is proportional to the sales
price.

Example

ABC Corp. sells a property to DMV Corp. for $2 million. DMV paid a cash
down payment of $100,000 with the remaining balance financed by ABC
Corp. For purposes of this exercise, it is assumed that the buyer’s initial invest-
ment did not meet the initial minimum criteria and therefore will be
accounted for using the installment method.

Based on the above information:

Total sales price =$2,000,000
Total cost =$1,200,000
Total profit =% 800,000

Profit % = 800,000/2,000,000 = 40%

At the time the sale was consummated, ABC will record the sales, the
gross profit that was deferred, and the total cost of the sale with this entry:
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(1) Cash $100,000
Accounts receivable 1,100,000
Sales $1,200,000
(To recognize sales, cash receipt, and receivables)
(i)  Cost of sales $1,200,000
Real Estate Property $1,200,000
(To recognize related cost of sales and remove assets from books)
(iii)  Deferred sales profit $440,000
Deferred assets from uncollected $440,000
receivables

(To recognize deferred receivables; amount is determined as:
40% x $1,100,000 = $440,000)

As more of the receivables are collected from the buyer, the seller will
recognize the deferred profit from the sale. Assume that the next month DMV
remitted the contracted monthly payment of $50,000; the entry to recognize
this receivable and the related deferred profit would be:

(1) Cash $50,000
Receivables $50,000
(To record the receipt of the receivables)
(i) Deferred assets from uncollected receivables $20,000
Profit recognized $20,000

(To recognized the prior deferred profit; 40% x $50,000 = $20,000)

The income statement of ABC Corp. immediately after this transaction
would look like this:

ABC CORP.
INCOME STATEMENT

Revenues:
Sales $ 2,000,000
Deferred profit (440,000)
$ 1,560,000

Costs:

Cost of sales 1,200,000
1,200,000
Net income $ 360,000

REDUCED-PROFIT METHOD

In the discussion on the installment method, we mentioned situations where a
transaction meets all the criteria for full profit accrual except that the initial
investment criteria were not met. The reduced-profit method is similar to the
installment method. The reduced-profit method of profit recognition is used
where all the criteria of full profit recognition are met except that the
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continuing investment criteria were not met. However, for profit to be re-
corded using this method, the annual payments by the buyer should at least
equal:

1. The interest and principal amortization on the maximum first mort-
gage debt that could be used to finance the property; plus

2. Interest on the difference between the total actual debt on the property
and the maximum first mortgage debt.

Remember, the criterion to meet “continuing investment” is that the
buyer is contractually required under the debt agreement of the total debt
on the property to pay each year an amount equal to at least principal and
interest payment over the customary amortization term of a first mortgage
loan by an independent reputable lending institution. For a land purchase,
the appropriate payment period is determined to be 20 years.

Example

An office property located in downtown Houston, Texas, with cost to seller of
$15 million was sold for $20 million. The buyer paid a down payment of
$3 million and obtained a $14 million first mortgage from an independent
lending institution at a rate of 10 percent over 20 years. In addition, the seller
provided a second mortgage financing to the buyer of additional $3 million
with interest of 8 percent over 25 years. The interest on both loans is com-
pounded monthly.

Assume that the down payment of $3 million is the minimum initial in-
vestment requirement and that the customary first-mortgage financing for this
type of property in this market would be over 20 years with a market rate of 11
percent.

On this transaction, since the second-mortgage financing by the seller is
for 25 years (which is above the term to meet the continuing investment crite-
ria for this type of property), the total profit of $5 million that should have
been recognized at the time of the sale is reduced, and the deferred profit is
recognized from years 21 through 25.

The calculation is determined as:

Total sales price $ 20,000,000
Total cost to seller $ 15,000,000
Total Profit $ 5,000,000

As mentioned, the total sales price is comprised of:

Buyer’s deposit $ 3,000,000
First mortgage from independent lender $ 14,000,000
Second mortgage from seller $ 3,000,000

Total sales price $ 20,000,000
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The buyer’s monthly payment based on the terms of the debt agreement
on the $3 million second mortgage is calculated as:

Loan amount $3,000,000
Term in months (25 yrs x 12) 300

Rate 8%
Monthly payment $23,001

Therefore, the present value of the $23,001 monthly payment for 20
years would be:

Monthly payment $ 23,001

Market rate 11%

Customary market term in 240
months (20 yrs x 12)

Present value $ 2,248,799

Deferred profit ($3,000,000 — $2,248,799) $ 751,201

The profit recognized at the time of sale would be:

Sales price $ 20,000,000
Cost $ 15,000,000
Deferred profit $ 751,201
Profit recognized at time of sale $ 4,248,799

So, in years 21 through 25, the deferred profit of $751,201 would be
recognized as the mortgage payments are recovered. The straight-line
method (or another reasonable method) can be used in recognizing this
deferred profit from years 21 through 25.

PERCENTAGE-OF-COMPLETION METHOD

The percentage-of-completion method is a revenue recognition methodol-
ogy in which revenues and profits are recognized as construction progresses
if certain specific criteria are met. This method is used mostly in condomin-
ium and time-sharing projects, where the units are sold individually.

For a project to be recorded using the percentage-of-completion
method, five criteria must be met:

1. The construction project has passed the preliminary stage.

The preliminary stage of a project has not been completed if certain
elements of the project have not be completed, such as surveys, project
design, execution of construction and architectural contracts, site prep-
aration and clearance, excavation, completion of foundation work, and
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similar aspects of the project. These criteria are some of the basic re-
quirements before a percentage-of-completion method can be used in
accounting for a condominium or time-sharing project.

GAAP requires that the “buyer is committed to the extent of being un-
able to require a refund except for non-delivery of the unit or interest.”

The determination of whether the buyer is committed to buy the
unit or interest requires judgment; however, one way to make this de-
termination is to utilize the minimum initial investment criteria. It is
important to understand that the purpose of determining the buyer’s
commitment is to ensure that the buyer has more skin in the transaction
and prevent the buyer from easily walking away at any slight change in
the market.

The minimum initial investment requirement provides a guide that
can be used to determine the buyer’s commitment in the transaction
and is shown in Figure 15.1. The percentages listed are based on usual
loan limits for different types of properties.

The project should have sufficient units sold to ensure that the project
will not regress to rental.

Obviously, the percentage-of-completion method is used to recog-
nize revenue and profit while the project is still ongoing based on the
assumption that the units will be completed and sold to buyers, not
rented to tenants. This criterion ensures that the objective is achieved.
To prevent the possibility that the developer, after recognizing some
revenues and profits related to the units sold, then reverts the project to
arental property, the developer is required to sell sufficient units before
using the percentage-of-completion method. The determination of how
many units are sufficient requires significant judgment, but the decision
must be made based on the nature of the project, the market for that
particular type of project, and the local and regional economy where
the project is located.

The agreed-on sales price of the units of interest should be determin-
able and collectible.

The collection of the sales price can be assumed to be assured if the
buyer meets the initial investment and continuing investment criteria
discussed earlier under the “Full Accrual Method.” It could be difficult
to establish that the sales price is collectible if the buyer is unable to
meet those criteria.

The total aggregate sales amounts and costs for all the units can be rea-
sonably determined.

3. Ibid., paragraph 37.
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Because the determination of the periodic profits to be recognized
is based on the estimated aggregate sales proceeds and estimated total
cost of the project, it is crucial that these two numbers can be reasonably
estimated. If these numbers cannot be estimated, the percentage-of-
completion method is not allowed.

Any condominium or time-share project that does not meet any of
these criteria can record the deposits received from the buyer using the de-
posit method.

Example

Hill Corp. Inc. is developing a 30-unit condominium project in Washington,
DC, with retail and parking components. The condominium portion is ap-
proximately 60,000 square feet; the retail and parking portions are 10,000
and 6,000 square feet, respectively. The condominium units are expected to
sell for $2,000 per square foot with estimated cost of $1,100 per square foot.
The retail and parking sections would not be sold but would be rented to ten-
ants upon completion. The retail and parking sections are estimated to cost
$600 and $400 per square foot, respectively.
A breakdown of the 30 condominium units is:

Unit No. Estimated Expected Sales
No. Bedrooms Size Cost Price

1 2 1,600 $ 1,760,000 $ 3,200,000
2 2 1,600 $ 1,760,000 $ 3,200,000
3 2 1,600 $ 1,760,000 $ 3,200,000
4 1 1,300 $ 1,430,000 $ 2,600,000
5 3 2,300 $ 2,530,000 $ 4,600,000
6 3 2,300 $ 2,530,000 $ 4,600,000
7 4 2,800 $ 3,080,000 $ 5,600,000
8 2 1,600 $ 1,760,000 $ 3,200,000
9 2 1,600 $ 1,760,000 $ 3,200,000
10 1 1,300 $ 1,430,000 $ 2,600,000
11 1 1,300 $ 1,430,000 $ 2,600,000
12 1 1,300 $ 1,430,000 $ 2,600,000
13 4 2,800 $ 3,080,000 $ 5,600,000
14 4 2,800 $ 3,080,000 $ 5,600,000
15 2 1,600 $ 1,760,000 $ 3,200,000
16 2 1,600 $ 1,760,000 $ 3,200,000
17 4 2,800 $ 3,080,000 $ 5,600,000
18 3 2,300 $ 2,530,000 $ 4,600,000
19 3 2,300 $ 2,530,000 $ 4,600,000
20 2 1,600 $ 1,760,000 $ 3,200,000
21 4 2,800 $ 3,080,000 $ 5,600,000

(continued )
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(continued)
22 4 2,800 $ 3,080,000 $ 5,600,000
23 2 1,600 $ 1,760,000 $ 3,200,000
24 3 2,300 $ 2,530,000 $ 4,600,000
25 3 2,300 $ 2,530,000 $ 4,600,000
26 2 1,600 $ 1,760,000 $ 3,200,000
27 2 1,600 $ 1,760,000 $ 3,200,000
28 1 1,300 $ 1,430,000 $ 2,600,000
29 3 2,300 $ 2,530,000 $ 4,600,000
30 4 3,000 $ 3,300,000 $ 6,000,000
60,000 $66,000,000 $120,000,000

Exhibit 15.2 presents the budget prepared for this development proj-
ect. Note that the budget categories can be further detailed for better analy-

sis of the costs.

Exhibit 15.2 Sample Development Project Budget

Cost Categories Parking Retail Condominium Total
Site Costs 1,184,211 1,973,684 11,842,105 15,000,000
Architectual/Engineering:

Interior Design — — 450,000 450,000
Design Architect 39,474 65,789 394,737 500,000
Production Architect 23,684 39,474 236,842 300,000
Surveying 5,921 9,868 59,211 75,000
Residential Interior Design 15,789 26,316 157,895 200,000
Landscape Architect 11,842 19,737 118,421 150,000
Civil Engineering 27,632 46,053 276,316 350,000
Structural Engineer 27,632 46,053 276,316 350,000
Mechanical Engineer 27,632 46,053 276,316 350,000
Security/Teledata Systems 27,632 46,053 276,316 350,000
Geotechnical Engineer 13,816 23,026 138,158 175,000
Subtotal Architectural/Engineering 221,053 368,421 2,660,526 3,250,000
Construction:

Excavation/Foundation 347,368 578,947 3,473,684 4,400,000
Hollow Metal/Hardware 181,579 302,632 1,815,789 2,300,000
Roll Down Gate 1,579 2,632 15,789 20,000
Skylights — — 350,000 350,000
Curtainwall —_ —_ 4,500,000 4,500,000
Drywall 276,316 460,526 2,763,158 3,500,000
Tile/Stone 161,842 269,737 1,618,421 2,050,000
Wood Flooring — 10,000 1,490,000 1,500,000
Carpet — — 750,000 750,000
Painting 94,737 157,895 947,368 1,200,000
Fire Extinguishers 5,921 9,868 59,211 75,000
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Toilet Accessories 35,526 59,211 355,263 450,000
Window Washing Equip. — 33,553 221,447 255,000
Appliances 197,368 328,947 1,973,684 2,500,000
Kitchen Cabinets — — 2,600,000 2,600,000
Window Treatments — — 200,000 200,000
Pools — — 1,850,000 1,850,000
Elevators — — 2,650,000 2,650,000
Plumbing 276,316 460,526 2,763,158 3,500,000
HVAC 197,368 328,947 1,973,684 2,500,000
Electrical 276,316 460,526 2,763,158 3,500,000
Subtotal Construction 2,052,237 3,463,947 35,133,816 40,650,000
Capitalized Taxes and Insurance:

Real Estate Taxes 146,053 243,421 1,460,526 1,850,000
Insurance 23,684 39,474 236,842 300,000
Subtotal Capitalized Taxes and Insurance 169,737 282,895 1,697,368 2,150,000
Financing:

Interest Cost 252,632 421,053 2,526,316 3,200,000
Loan Closing Costs 51,316 85,526 513,158 650,000
Subtotal Financing 303,947 506,579 3,039,474 3,850,000
Capitalized Leasing:

Retail Space Planning 150,000 — — 150,000
Sales Center — — 200,000 200,000
Building Model — — 318,816 318,816
Creative Direction 11,842 19,737 118,421 150,000
Collateral Materials 6,711 11,184 67,105 85,000
Subtotal Leasing 168,553 30,921 704,342 903,816
Capitalized General & Administrative 513,158 855,263 5,131,579 6,500,000
Contingency 631,579 1,052,632 6,315,789 8,000,000
SUBTOTAL BUDGETED—Capitalized Costs 5,244,474 8,534,342 66,525,000 80,303,816
Marketing—Expensed Component

Retail Commissions — 800,000 — 800,000
Condominium Closing Costs — — 1,000,000 1,000,000
Residential Marketing —_ 250,000 250,000
Marketing Consulting Fees — — 120,000 120,000
Public Relations — — 100,000 100,000
Creative Direction 3,947 6,579 39,474 50,000
Subtotal Marketing—Expensed Component 3,947 806,579 1,509,474 2,320,000
Expensed General & Administrative 9,474 15,789 94,737 120,000
Income Taxes — — 169,806 169,806
Misc Income (229,902) (383,169) (2,299,017) (2,912,088)
TOTAL PROJECT BUDGET 5,027,993 8,973,541 66,000,000 80,001,534
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In addition, care must be taken to ensure that costs are appropriately
classified between capitalized and expensed costs. Expensed costs are pe-
riod costs that are recognized on the income statement. Capitalized costs
become cost of sales when the related revenues are recognized. Note also
that certain costs are recorded as prepaid assets and later are recognized as
costs when certain events take place. An example is prepayment for market-

ing of the condo units.

In this example, it is assumed that the capitalized costs would be a
good measure of the project’s percentage of completion. Let us also assume
that after one year since the start of construction, the actual capitalized costs
incurred in the project are $27,030,000, which is allocated as shown:

Condominium
Retail
Parking

$21,355,263

3,484,211
2,190,526

Exhibit 15.3 shows a detailed breakout of these costs among condo-
minium, retail, and parking portions.

Exhibit 15.3 Actual Project Cost Incurred after One Year

Cost Categories Parking Retail Condominium Total
Site Costs 1,184,211 1,973,684 11,842,105 15,000,000
Architectual/Engineering:

Interior Design — — — —
Design Architect 5,921 9,868 59,211 75,000
Production Architect 3,553 5,921 35,526 45,000
Surveying 5,921 9,868 59,211 75,000
Residential Interior Design — — — —
Landscape Architect — — — —
Civil Engineering 15,197 25,329 151,974 192,500
Structural Engineer 23,487 39,145 234,868 297,500
Mechanical Engineer 4,145 6,908 41,447 52,500
Security/Teledata Systems — — — —
Geotechnical Engineer 13,816 23,026 138,158 175,000
Subtotal Architectural/Engineering 72,039 120,066 720,395 912,500
Construction:

Excavation/Foundation 315,789 526,316 3,157,895 4,000,000
Hollow Metal/Hardware 27,237 45,395 272,368 345,000

Roll Down Gate
Skylights
Curtainwall
Drywall
Tile/Stone
Wood Flooring

Carpet
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Painting — — — _
Fire Extinguishers — — _ _
Toilet Accessories — — — _
Window Washing Equip. — — — _
Appliances — — — —
Kitchen Cabinets — — — _

Window Treatments — — — _

Pools — — — —
Elevators — — — _
Plumbing 41,447 69,079 414,474 525,000
HVAC 29,605 49,342 296,053 375,000
Electrical 41,447 69,079 414,474 525,000
Subtotal Construction 455,526 759,211 4,555,263 5,770,000

Capitalized Taxes and Insurance:

Real Estate Taxes 21,908 36,513 219,079 277,500
Insurance 3,553 5,921 35,526 45,000
Subtotal Capitalized Taxes and Insurance 25,461 42,434 254,605 322,500
Financing:

Interest Cost 63,158 105,263 631,579 800,000
Loan Closing Costs 51,316 85,526 513,158 650,000
Suntotal Financing 114,474 190,789 1,144,737 1,450,000
Capitalized Leasing:

Retail Space Planning 100,000 — — 100,000
Sales Center — — 200,000 200,000
Building Model —_ —_ 250,000 250,000
Creative Direction 9,474 15,789 94,737 120,000
Collateral Materials 6,316 10,526 63,158 80,000
Subtotal Leasing 115,789 26,316 607,895 750,000
Capitalized General & Administrative 128,289 213,816 1,282,895 1,625,000
Contingency 94,737 157,895 947,368 1,200,000

SUBTOTAL BUDGETED—Capitalized Costs 2,190,526 3,484,211 21,355,263 27,030,000

Assume that after one full year, the project management team still be-
lieves the original budget is a reasonable estimate of the total cost of the
project. Also assume that 20 out of the 30 condominium units have been
sold. Therefore, based on the actual costs at this time, the project is deemed
to be 32 percent complete. This percentage is determined by dividing the
total capitalized cost incurred on the condominium portion by the capital-
izable total budgeted cost of the condominium portion; thus, $21,355,263/
$66,525,000 = 32%.

Exhibit 15.4 shows the 20 condominium units sold at this point.

Since $84,240,000 worth of the units has been sold, if this is the
entity’s year-end for financial reporting purposes, the project will recognize
this revenue and profit:
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Exhibit 15.4 Breakdown of Units Sold One Year after Start of Construction

Unit No. No. Bedrooms Unit Size Sales Prices
1 2 1,600 $ 3,200,000
2 2 1,600 $ 3,200,000
3 1 1,300 $ 2,600,000
4 3 2,300 $ 4,600,000
5 4 2,800 $ 5,600,000
6 2 1,600 $ 3,200,000
7 2 1,600 $ 3,200,000
8 1 1,300 $ 2,600,000
9 1 1,300 $ 2,600,000
10 4 2,800 $ 5,600,000
11 2 1,600 $ 3,200,000
12 4 2,800 $ 5,600,000
13 3 2,300 $ 4,600,000
14 4 2,800 $ 5,600,000
15 4 2,800 $ 5,600,000
16 2 1,600 $ 3,200,000
17 2 1,600 $ 3,200,000
18 2 1,600 $ 3,200,000
19 1 1,300 $ 2,600,000
20 4 3,000 $ 6,000,000
$ 79,200,000
Total units sold at year-end $ 79,200,000
Percentage complete 32%
Revenue to be recognized $ 25,344,000

The revenue recognized of $25,344,000 is determined by multiplying
the percentage complete by the total dollar value of the units under contract
(sold).

Note that as capitalized costs are incurred during the construction pe-
riod, the required journal entry would be a debit to WIP and a credit to
accounts payable or cash, depending when these costs are paid.

In the example, since at year-end we incurred total costs of
$27,030,000 of which $21,355,263 relates to the condominium portion, the
entries to recognize the revenue and cost of sales would be:

Receivable from buyers $ 25,344,000
Sales $ 25,344,000
Cost of sales $ 21,355,263

Work in progress $ 21,355,263
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In most condominium projects, the developer collects deposits from the
buyer when the contracts are signed. These deposits are recorded as liabilities
in the developer’s books. Assume that the total deposits on the 20 units
already sold equal $20 million. The journal entry that would be recorded is:

Cash ... ... ... ... ... ....%$20,000,000
Buyer Deposit Liability ... ... ... $20,000,000

Subsequent Periods

As this project is ongoing, actual costs incurred might be quite different
from what was originally budgeted. Therefore, the original budget would
need to be revisited and updated to reflect the current estimate of the total
project cost. Note that updating the budget will affect the percentage com-
plete of the project and therefore the revenue recognized.

Let us now go further and assume that during the first quarter of year
2, three new units were sold and $2,650,000 additional costs were incurred
of which $1,650,000 relates to the condominium section. In addition, the
construction budget is projected to increase by an additional $2,000,000
due to rising costs of construction materials that were not anticipated when
the original budget was prepared. Of the total $2,000,000 cost increase,
$1,578,948 will be spent on the condominium portion; the rest will be spent
on the retail and parking garage sections. The updated budget is shown in
Exhibit 15.5.

Exhibit 15.5 Sample Development Project Updated Budget, Year 2

Cost Categories Parking Retail Condominium Total
Site Costs 1,184,211 1,973,684 11,842,105 15,000,000
Architectual/Engineering:

Interior Design — — 450,000 450,000
Design Architect 39,474 65,789 394,737 500,000
Production Architect 23,684 39,474 236,842 300,000
Surveying 5,921 9,868 59,211 75,000
Residential Interior Design 15,789 26,316 157,895 200,000
Landscape Architect 11,842 19,737 118,421 150,000
Civil Engineering 27,632 46,053 276,316 350,000
Structural Engineer 27,632 46,053 276,316 350,000
Mechanical Engineer 27,632 46,053 276,316 350,000
Security/Teledata Systems 27,632 46,053 276,316 350,000
Geotechnical Engineer 13,816 23,026 138,158 175,000
Subtotal Architectural/Engineering 221,053 368,421 2,660,526 3,250,000
Construction:

Excavation/Foundation 505,263 842,105 5,052,632 6,400,000
Hollow Metal/Hardware 181,579 302,632 1,815,789 2,300,000
Roll Down Gate 1,579 2,632 15,789 20,000

(continued)
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Exhibit 15.5 (Continued)

Cost Categories Parking Retail Condominium Total
Skylights — — 350,000 350,000
Curtainwall — — 4,500,000 4,500,000
Drywall 276,316 460,526 2,763,158 3,500,000
Tile/Stone 161,842 269,737 1,618,421 2,050,000
Wood Flooring — 10,000 1,490,000 1,500,000
Carpet — — 750,000 750,000
Painting 94,737 157,895 947,368 1,200,000
Fire Extinguishers 5,921 9,868 59,211 75,000
Toilet Accessories 35,526 59,211 355,263 450,000
Window Washing Equip. — 33,553 221,447 255,000
Appliances 197,368 328,947 1,973,684 2,500,000
Kitchen Cabinets — — 2,600,000 2,600,000
Window Treatments — — 200,000 200,000
Pools — — 1,850,000 1,850,000
Elevators — — 2,650,000 2,650,000
Plumbing 276,316 460,526 2,763,158 3,500,000
HVAC 197,368 328,947 1,973,684 2,500,000
Electrical 276,316 460,526 2,763,158 3,500,000
Subtotal Construction 2,210,132 3,727,105 36,712,763 42,650,000
Capitalized Taxes and Insurance:

Real Estate Taxes 146,053 243,421 1,460,526 1,850,000
Insurance 23,684 39,474 236,842 300,000
Subtotal Capitalized Taxes and Insurance 169,737 282,895 1,697,368 2,150,000
Financing:

Interest Cost 252,632 421,053 2,526,316 3,200,000
Loan Closing Costs 51,316 85,526 513,158 650,000
Subtotal Financing 303,947 506,579 3,039,474 3,850,000
Capitalized Leasing:

Retail Space Planning 150,000 — — 150,000
Sales Center — — 200,000 200,000
Building Model — — 318,816 318,816
Creative Direction 11,842 19,737 118,421 150,000
Collateral Materials 6,711 11,184 67,105 85,000
Subtotal Leasing 168,553 30,921 704,342 903,816
Capitalized General & Administrative 513,158 855,263 5,131,579 6,500,000
Contingency 631,579 1,052,632 6,315,789 8,000,000
SUBTOTAL BUDGETED—Capitalized Costs 5,402,368 8,797,500 68,103,948 82,303,816
Marketing—Expensed Component

Retail Commissions — 800,000 — 800,000
Condominium Closing Costs — — 1,000,000 1,000,000
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Residential Marketing — — 250,000 250,000
Marketing Consulting Fees — — 120,000 120,000
Public Relations — — 100,000 100,000
Creative Direction 3,947 6,579 39,474 50,000
Subtotal Marketing—Expensed Component 3,947 806,579 1,509,474 2,320,000
Expensed General & Administrative 9,474 15,789 94,737 120,000
Income Taxes —_ — 169,806 169,806
Misc Income (229,902) (383,169) (2,299,017) (2,912,088)
TOTAL PROJECT BUDGET 5,185,888 9,236,699 67,578,947 82,001,534

At the end of this quarter, the percentage complete and revenue to be
recognized would be determined as:

Prior-Period Condo Actual Cost $ 21,355,263
Additional Condo Costs during the Quarter $ 1,650,000
Total Condo Costs Incurred $ 23,005,263
Percentage Complete 34%

The percentage complete is calculated by dividing $23,005,263 by
$68,103,948.

The revenue to be recorded during this quarter would therefore be
determined as:

Prior-Period Condo Sales (20 units) $ 79,200,000
3 Additional Units Sold $ 12,000,000
Total Condo Sold thru This Quarter $91,200,000

Total Condo Sold thru This Quarter $91,200,000

Percentage Complete 34%

Total Sales since Inception $ 31,008,000 (a)
Total Sale in Prior Period $ 25,344,000 (b)
Sales for the Quarter $ 5,664,000 (a+b)

The journal entries to recognize the additional revenues and costs for
the quarter would be:

Receivables from Buyers $ 5,664,000
Sales Revenue $ 5,664,000
Cost of Sales $ 1,650,000

Work in Progress $ 1,650,000



170 Development Project Revenue Recognitions
COST RECOVERY METHOD

The cost recovery method is another method of profit recognition of real
estate sale. This method can be used in either of these situations:

® Real estate transactions where the initial investment criteria were not
met and the cost of the property cannot be recovered in the event the
buyer defaults.

® Transaction where the unpaid balance of the sales price due to the
seller from the buyer is subject to future subordination. A seller’s re-
ceivable is subject to subordination if it is being placed in a position
lower than another party’s claim against the buyer.

The cost recovery method is also appropriate in transactions where
the installment method is allowed; thus, either method can be used in a
transaction that meets the criteria mentioned earlier under the “Installment
Method.”

Under the cost recovery method, no profit is recognized by the seller
until the total payments by the buyer to the seller are sufficient to cover the
seller’s cost basis on the property.

On the seller’s financial statements for the transaction period, the in-
come statement should show the sales, the deferred gross profit, and the
cost of the property sold; the balance sheet should show the receivables
from the buyer net of the deferred gross profit.

Example

A property was sold for $1 million with a cost basis to the seller of $700,000
that qualifies to be accounted for under the cost recovery method. The journal
entries at the time of sale would be:

Receivable from Buyer $ 1,000,000
Deferred Gross Profit (contra to sales) $ 300,000
Sales $1,000,000
Deferred Assets (contrs to receivables) $ 300,000
Cost of Sales $ 700,000
Property $ 700,000

The seller’s income statement will present the transaction as:

Sales $ 1,000,000
Deferred Gross Profit $ (300,000)
Net Sales $ 700,000
Cost of Sales $ (700,000)

Net Income $ _
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The seller’s balance sheet would show:

Receivable from Buyer $ 1,000,000
Deferred Assets $ (300,000)
$ 700,000

Total Assets

Therefore, future periodic payments made by the buyer will be re-
corded as a reduction of the receivables with a portion credited to interest

income.
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AUDITS

As this book has shown, there are numerous participants in the real estate
industry, and the stakes are almost always very high. Real estate requires
relatively huge capital, and most times that capital comes from numerous
sources. For capital to flow throughout the industry, there has to be trust
among the market participants and a system of checks and balances. Audits
help provide this comfort and assurance.

In this chapter we discuss auditing: what it means, who performs au-
dits, and how they are performed. In addition, we discuss the types of audits
and their users.

“Auditing” has been defined by the American Accounting Association
as “‘a systematic process of objectively obtaining and evaluating evidence
regarding assertions about economic actions and events to ascertain the de-
gree of correspondence between those assertions and established criteria
and communicating the results to interested users.”' This definition has
been the most widely used. It is the most comprehensive definition of audit-
ing, regardless of the type and nature of audit.

AUDIT OVERVIEW

In performing an audit, the auditor tests management’s assertions regard-
ing the financial statements. According to the Statement of Auditing Stan-
dards (SAS) 31, Evidential Matter, these assertions are:

e Existence or occurrence

® Completeness

1. American Accounting Association, “Report of the Committee on Basic Auditing
Concepts,” Accounting Review 47 (Sarasota, FL, 1973).
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® Rights and obligations
® Valuation or allocation

® Presentation and disclosure

It is important to fully understand the meaning of these management
assertions. In their book, Modern Auditing, Boynton and Kell define the
terms in this way:

Existence or occurrence:

Assertions about existence or occurrence deal with whether assets or
liabilities of the entity exist at a given date and whether recorded transactions
have occurred during a given period.

Completeness:

Assertions about completeness deal with whether all transactions and
accounts that should be presented in the financial statements are so included.
Rights and obligations:

Assertions about rights and obligations deal with whether assets are the
rights of the entity and liabilities are the obligations of the entity at a given
date.

Valuation or allocation:

Assertions about valuation or allocation deal with whether asset, liability,
revenue, and expense components have been included in the financial state-
ments at appropriate amounts.

Presentation and disclosure:

Assertions about presentation and disclosure deal with whether particu-
lar components of the financial statements are properly classified, described,
and disclosed.”

Numerous audit firms can provide financial statements audits in the
real estate industry. The four largest ones, popularly referred to as the “Big
Four,” are PricewaterhouseCoopers, Deloitte, Ernst & Young, and KPMG.
These firms have global real estate audit professionals and can serve both
small, local real estate firms and larger global ones. At the end of an audit,
the auditors usually issue an audit report that contains their audit opinion.

Users of Audit Reports

In general, audit reports issued by independent auditors are highly valued
for their objectivity, despite recent questions regarding their reliability.
Nevertheless, audits are not going away. The recent problems have caused
increased regulation and monitoring of auditors.

2. William C. Boynton and Walter G. Kell, Modern Auditing, 6th ed. (New York: John
Wiley & Sons, 1996).
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The main users of the auditor reports are:

¢ Investors

® Lenders

® Regulators

® Suppliers

® (Customers

These users need audited financial statements and auditors’ reports

for various reasons. Investors need the material to determine the perform-
ance and financial position of the audited company in order to make invest-
ment decisions. Lenders similarly use the material to determine whether to
lend money to the company, to what extent, and also at what cost. The regu-
lators use it, among other reasons, to ensure that adequate information is
provided to investors in a timely manner. Suppliers and customers use such

information to determine whether to do business with the company and to
what extent.

Audit Procedures
Upon completion of an audit, auditors provide a report that expresses their
opinion. For the auditors to be able to express this opinion with confidence,
they need to perform certain audit tests on the management’s assertions.
This process of testing management’s assertions is called audit procedure.
During audits, the typical audit procedures are:
® Vouching
¢ Confirming
® Inspecting
® Tracing
® Observing
® Reperforming
® Counting
® Inquiry
® Analytical testing
These audit procedures are not all used at once on all account bal-

ances. Auditors determine which of one or a combination of procedures is
appropriate for each account or management assertion.



176 Audits

Major Account Balances and Specific Audit Procedures

This section discusses some account balances and common specific proce-
dures performed by auditors.

Cash Cash is one of the balance sheet items most susceptible to theft, mis-
appropriation, and misrepresentation due to its very nature. Investors,
lenders, industry analysts, and vendors pay close attention to it. In auditing
cash, auditors want to ensure that the cash balance is not materially over-
stated on the balance sheet date. Auditors tests this balance through confir-
mation of the cash balance with the bank. Usually the company prepares a
confirmation letter signed by the appropriate company officer. This letter is
handed over to the auditor, who mails the confirmation letter to the bank.
The bank is advised in the confirmation letter to mail the confirmation di-
rectly to the auditor.

As part of cash audit testing, auditors also request the company’s bank
statements and cash reconciliations to ensure that transactions and cash bal-
ances were properly recorded.

Accounts Receivable These could be receivables from base rent, ten-
ants’ pro rata share of operating expenses, and property taxes. Auditors
want to make sure the amount on the balance sheet is not overstated. It is
important for auditors to make sure that they are valid receivables and col-
lectible. This account balance can be audited in several ways. Auditors can
confirm the balances with the tenants, similar to the way cash is confirmed.
Auditors can also review the lease agreement to determine the base rent and
the tenants’ pro rata operating expenses and property taxes. Auditors also
verify these amounts by vouching the amounts to the supporting docu-
ments, such as invoices and subsequent cash receipts.

As mentioned, auditors not only test to determine whether the receiv-
ables are valid; they also want to make sure the receivables are collectible.
They obtain this assurance by asking management for old outstanding
receivables and by reviewing the supporting documents. In addition, audi-
tors inspect the list of tenants with receivables to ensure they are viable com-
panies and not ones in financial difficulties.

Prepaid Expenses As with other asset amounts on the balance sheet,
auditors want to make sure that prepaid expenses, which are assets, are not
overstated. Some examples of prepaid expenses include prepaid insurance,
prepaid legal fees, and prepaid property taxes. Auditors audit these
accounts by reperforming the company’s calculation of the balances and
also inspecting supporting invoices and payments.

Land and Building Improvements If auditors are auditing land and
building improvements during the year in which they were acquired, they
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would need to audit the validity of this amount by inspecting the purchase
and sales agreement and the evidence of payment. During subsequent
years, the building improvements should be carried on the balance sheet
net of accumulated depreciation. Auditors would review the company’s de-
preciation policy and also recalculate the depreciation schedule to ensure
that the depreciation schedule follows company policy and that reported
net book value is not materially misstated.

Accounts Payable and Accrued Liabilities Accounts payable and ac-
crued liabilities are audited for understatement. Auditors want to get rea-
sonable assurance that liabilities are not more than the company has stated
in the balance sheet. The four principal ways in which auditors test liabilities
are:

Search for unrecorded liabilities
Detail test of recorded liabilities

1.
2.
3. Review of contracts
4. Inquiry

Search for Unrecorded Liabilities During the search for unrecorded liabilities
testing, auditors request at least two items from the company: (1) subse-
quent disbursements from the day after the balance sheet date through end
of fieldwork, and (2) a detailed listing of accounts payable and accrued
liabilities.

Since the auditors’ test is to ensure that liabilities are recorded cor-
rectly and also recorded during the correct period, selections are made
from subsequent disbursements. For selected disbursements, auditors re-
quest invoices supporting the disbursements. If the invoices show that the
disbursements represent transactions during the period being audited,
auditors would trace the invoices to the accounts payable and accrued liabil-
ities listing. If they are not on the listing, that would represent error that
would be noted as audit adjustments.

Detail Test of Recorded Liabilities During the detail test of recorded liabilities,
auditors obtain the list of accounts payable and accrued liabilities. Auditors
select items from the list and request supporting information for those
items to ensure that the amounts recorded are not understated.

Review of Contracts 'The review of contracts is performed to ensure that the
company’s obligations as noted on agreements with third parties are prop-
erly recorded. For example, some lease agreements require that landlord is
to provide funding for lease incentives. These are liabilities at the time the
lease is signed, and they should be recorded as such. If the agreement is not
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reviewed properly, this type of liability may be missed or not recorded dur-
ing the correct accounting period.

Inquiry Inquiry is a very important audit procedure. It involves discussions
with the client personnel to gain insight into the events and transactions
that may affect the audit in general or specific aspects of the audit. Inquiry
involves both past and on going events and transactions. During inquiry,
auditors are better able to understand the nature of the transactions and are
better able to determine the best way to perform the audit to ensure there is
no material misstatement.

Loans Payable Loans are usually audited through confirmation from lend-
ers. The debt confirmation normally asks lenders to confirm the loan bal-
ance as of the balance sheet date, including any accrued interests and the
loan interest rate. The confirmation is usually signed by the appropriate of-
ficer of the company and mailed directly by the auditor to the lender. Upon
receipt of the confirmation, the lender is instructed to mail the confirmation
directly to the auditor.

Revenue Revenue is one of the accounts that is more susceptible to mis-
statement. The revenue reported by an entity is of interest to many financial
statement users. Revenue is closely watched by investors, lenders, vendors,
and analysts. To audit revenue, auditors can use a number of audit proce-
dures, depending on the type of revenue.

For rental revenue, auditors would request a schedule of revenues rec-
ognized and lease agreements. They would then trace the revenue on the
schedule to the lease agreements and the payment supports. Auditors may
also perform analytical procedures by comparing the revenues for the pe-
riod to revenues from prior periods that have been audited. For example,
auditors could compare the revenues by tenants for the 12 months ended
12/31/10 to the audited revenues by tenants for the 12-month period ended
12/31/09. Auditors would then inquire through management and obtain sup-
ports for unusual variances. Unusual variances could be due to terminated
leases, new leases, or rent step-ups. It would be the responsibility of manage-
ment to provide auditors with explanations for any unusual variances.

Operating expenses recoveries and property tax recoveries are aud-
ited by obtaining the schedules supporting the amounts recognized as addi-
tional revenues by the landlord. The underlying numbers in the schedules
should have been audited as part of the expenses audit. The next step would
include the auditors making sure all tenants’ pro-rata shares used in calcu-
lating the recoveries agree to the individual leases and also making sure that
expenses are properly included or excluded in accordance with the respec-
tive lease agreements. In addition, auditors check the company’s calculation
of expense gross-ups, if any, by reperforming the calculation and tracing
the inclusion of gross-up to the respective lease gross-up clause.
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For percentage-of-completion revenues recognized on a development
project that qualify for this method, auditors would request the revenue cal-
culation and would reperform the calculation. Auditors would then make
sure the project completion factor used in determining revenue is appropri-
ate based on the percentage of the total project that is complete.

For revenue recognized from the sale of assets, auditors would request
the purchase and sales agreement, including payment support. The pay-
ment would then be vouched to the bank statement for verification.

One of auditors’ most important objectives during a revenue audit is
ensuring that there is appropriate revenue recognition cut-off. Auditors test
cut-offs by auditing revenues recognized near the period-end. Thus, for a
company with a December 31 year-end, revenues recognized before and af-
ter December 31 are thoroughly detail tested.

Expenses Regarding expenses, auditors want to ensure that the company’s
expenses are not materially misstated. Auditors audit expense by perform-
ing expense cut-offs similarly to the revenue cut-oft already described.
Auditors also request detailed listings of expenses and select some of the
expense items to ensure that the amounts recorded are supported by the
invoices and payments. Auditors may also perform analytical procedures by
comparing current-year amounts to prior-period audited amounts to deter-
mine whether there are unusual variances that need further testing.

TYPES OF AUDITS
There are four common types of audits in the real estate industry:

1. Financial statement audits
2. Internal control audits
3. Sales and use tax audits

4. Tenant audits

Each serves a different purpose, and each is performed for different users,
though the procedures can be similar in certain aspects.

Financial Statement Audit

Financial statement audits are required to be performed by an independent
Certified Public Accountant (CPA). The CPA is required to express an opin-
ion on the financial statements of the company. The opinion to be
expressed usually is whether the company’s financial statements are free of
material misstatement. In performing the audit in the United States, the
CPA is required to follow the generally accepted auditing standards (GAAS),
which are the auditing standards generally accepted in the United States.
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Financial Statement Audit Requests During the course of the audit
fieldwork, auditors request information to help them form opinions as to
whether the financial statements are materially misstated. Auditors com-
monly request these items:

¢ Draft financial statements

® Trial balance

® General ledger

® Invoices

® Purchase orders

® Lease agreements

® Board minutes

® Bank statements

® Canceled checks

® Rent rolls

® Accounts receivable aging report

e Confirmations

® Payroll registers

® Vendor agreements

® Management fee calculation schedule

® Supporting schedules

® Account reconciliation

® Correspondence with customers

Internal Control Audit

Internal audit is defined by the Institute of Internal Auditors (IIA) as “an
independent appraisal function established within an organization to exam-
ine and evaluate its activities as a service to the organization.””

An internal audit ensures that activities within an organization are car-
ried out appropriately as directed by management. In essence, this audit
ensures that specific procedures for performing various transactions and

3. Institute of Internal Auditors, Statement of Responsibilities of Internal Auditing,
Codification of Standards for the Professional Practice of Internal Auditing
(Altamonte Springs, FL, 1993).



Types of Audits 181

activities follow management’s directive. For example, internal audit deter-
mines whether:

® Purchases and cash disbursements are approved by appropriate
personnel.
® Journal entries are posted by appropriate personnel.

® Bank reconciliations are performed periodically as specified by man-
agement and approved by the appropriate personnel.

® Proper approvals are obtained before bank accounts are opened.
® General ledger accounts are timely reconciled and timely approved.
¢ (Critical supporting schedules are reconciled to the general ledger and

timely approved.

These are just some of the questions that internal audit helps to answer. Inter-
nal auditors not only answer these questions; they also can advise manage-
ment and recommend control activities necessary to ensure adequate control
and oversight of the company’s assets and liabilities.

Internal auditors usually are the organization’s employees. However,
due to many reasons, such as lack of expertise or limited number of staff,
organizations also hire internal auditors from accounting firms that have
professionals who specialize in this field.

Some common documents requested by internal auditors are:

® General ledgers

® Account reconciliations

® Invoices

® (Cash disbursement register

® Bank statements

® Annual operating expenses reconciliation with copies of tenant billing
® Property taxes schedule with copies of tenant billing
® C(ertificates of insurance

® Lease agreements

® Rentrolls

® Accounts receivable aging report

® Vendor agreements

® Management fee calculation schedule
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¢ (Capital projects tracking schedule

® Approved annual plan

Sales and Use Tax Audit

State laws require vendors to charge customers sales taxes on goods and ser-
vices purchased within the state. Vendors are therefore required to collect
the taxes and remit them to the state. If a customer purchases goods for
resale, vendors do not charge sales taxes if the customer has a tax-exempt
certificate issued by that state. However, if that customer ends up consum-
ing those goods instead of selling them, then that customer has to file and
pay use taxes to the state. In addition, goods purchased for use in a capital
improvement are not exempt from taxes. Sales and use tax audits therefore
are conducted by the state to ensure that organizations pay their sales and
use taxes.

Underpayment or nonpayment of sales and use taxes discovered by
sales and use tax auditors are subject to penalties and interests.

Some common documents usually requested by sales and use tax audi-
tors include:

® Copies of sales and use taxes forms filed

¢ Sales and use tax payments support

® General ledger

® Invoices

¢ Listing of capital improvement work performed
® Bank statements

® (Cash disbursement register

Tenant Audits

Certain tenant leases require that tenants pay base rent in addition to their
pro-rata share of operating expenses and property taxes.

When this type of arrangement exists, the lease would specify the types
of costs that should or should not be included in operating expense and
property taxes. In some of these cases, the parties may agree that the tenant
has the right to audit the landlord’s books and records to ensure that
expenses are properly included or excluded. This right to audit the books
and records of the landlord by the tenant is called audit right.

In a tenant audit, the tenant requesting the audit hires and pays for
the auditor. Some leases specify that if the auditor finds any overbillings by
the landlord, the landlord would be responsible for the audit fees or a por-
tion thereof in addition to the overbilling. For this reason, it is important
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for landlords to make sure that the operating expenses and property taxes
billed to the tenants are correct.
Some common documents usually requested by auditors during tenant

audits include:

® Property tax bills

® Operating expenses reconciliation

® Invoices

® (Canceled checks

® Bank statements

® Payroll records

® Depreciation and amortization schedules

¢ Vendor contracts

® Management agreements

® Operating expense ledger
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