Doing Business in Sarbanes-0Oxley Era

Real estate experts point to industry’s relative transparency in saying
the act raises costs and penalties while doing little to stop fraud
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is being unjustly impacted by new
accounting requirements designed to
suppress corporate malfeasance.

Having already achieved a relatively high
degree of transparcncy o increase public
investment, public real estate firms face
increased costs and administrative complesd-
ties to comply with the new rules intended 1o
reduce accounting ambiguity.

Advocates of the 2002 Sarbanes-Oxley Cor-
porate Reform Act credit it with laying the

R eal estate mavens contend their industry

foundation for the accounting industry to earn
back the investors’ trust shattered by the
Enron scandal, Arthur Andersen's subsequent
collapse and the bankrupt corpses of other
once-high profile companies.

They also say it will check latent corruption
by auditors and financial advisors by changing
how the accounting profession is regulated.
The act also holds corporate executives to a
higher level of accountability, including fnes of
up Lo 55 million and prison lerms up to 20 years
for top executives who sign off on improper
cerfifications.

No wonder that chief executive officers have
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a dim view of the law. PricewaterhouseCoop-
ers surveyed 136 chief financial officers of
large companies in June and found that just 30
percent had a favorable opinion of the law. That
is down from 42 percent in 2002,

Ironically, accounting firms stand to benefit
the most from the new legislation with
increased client bases as firms look Lo financial
consultants to comply with Sarbanes-Oxley,
:ddiugbﬂmmﬂnidomghum

Problem Solver or Problem Creator?

During a Sepl. 23 hearing on the act’s imple
mentation, Sen. Bichard Shelby, B-Ala, charac-
terized the new requirements as an opportuni-
ty for the accounting industry to repair its rep-
utation by reassuring investors that auditors
?’tﬁm corporate books without con-

“These rules were necesgary to address con-
flicts of interest that caused investors to doubt
the credibility of auditors and the accuracy of
financial reports,” he said during the hearing.

Enacting new rules is nol the best solution,
said Richard Campo, chief executive officer of
Camden Property Trust, a Texas-based real
exlate imvestment trust. He advocated the vig-
lant prosecution of existing laws as a befter
remedy 1o help solve the problem.

“You cannod begishate morality,” Camipo said.
*To stop the Enrons of the world from happen-
ing, they've sort of broadened it to inchude
everything under the sun.”

Historically, customers, Bnding it impossible
lo regulate ethics, have always relied on the
integrity of merchants — whether they're sell-
ing flowers or energy — and as a result, from
time to time, they have been duped.

Clearly, it is important o protect investors in
securties sold in Amencan marketz, bul indus-
try experts wonder if Sarbanes-Onley will cut
down on the creative accounting witnessed at
MCI {formerly WorldCom), Tyco and Enron.

Once the world's largest energy trader,
Enron boasted 8000 contracts in hundreds of
husinésses at the time of its Chapler 11 bank-
rupley filing in December 2001, lis collapse
managed to cripple an industry, frighten
investors, damage the European market and, in
the process, trigger a slew of new regulations
designed to prevent this level of corruption
from recurring, all while brnging about the
demise of a few other corrupl entitics,

*I'm not a big fan of Sarbanes-Cndey,” Campo
sad. “I's designed to build confidence in
investors that people are doing the right thing.
Companies that had good business to sart
with now have 1o do a lot of busy work that
doesnt add vahae.”

Campo said he has paid some $500,000 to
consultants to comply with the rules. For the
mioney, Campo sad he gets, “a bitle document
that says, ‘Here's what I did.~

Unexpected Real Estate Benefit

One unexpected consequence of the corpo-
rale scandals was that mabigned investors
plugged their money into the real estane indus
try, regarding property 28 a good investment.

“Typically in a recession, real estate suffers,”
Campo said. "Bul real estate is enjoying a pret-
v good spot ... m_s;ittnflhenmﬂ]fmﬁ

apartment market.

With the creation of REITs in the 1960s and
modernization in the 1980s the real estate
industry had a vehicle for transforming itself
from a relatively opague industry to a much
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Accounting Impacts of New Rules

| the recent George Smith Partners
charity luncheon, Stan Ross, former
vice-chairman for Ernst & Young
and chairman of the board for the University
of Southern California Lusk Center for
Real Estate, expounded on five new
industry: the Financial Accounting Stan-
dards Board's Financial Interpretation NO. 46
(FIN4E), FASE 1417142, FASBE 144, FASE

FIN 46, which deals with consolidation, is
a new sel of rules for offbalance sheet

assets showing up on the balance sheet,”
Foss said. "Your banker and rating agency
will want to talk to you.”

FASE 141 and 142 are principle-based con-
cepts of comparability and relevance that
requine a single accounting treatment for all
business combinations. FASB 141 required
that all acquisitions are accounted for on

more transparent one that invited public
imvesbors.,

Moreover, the relatively straightforward
carnings struchure of real estate, which is dic-
tated by cocupancy and salis, makes the indus-
try easier to track.

But with the impacts of hurt-
ing smaller real estate firms, many %l have to
question their place in the industry.

“The cost of compliance seems to be fallng
disproportionately on the smaller to middle-
market companies that have gone public in the
last five or six years as part of the robust eoon
omy,” sad Damon Lewis, manager of San Fil-

The Bay Area accounting firm is active in
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Whereas such large mulinational compa-
nics as General Motors have enough resources
to make compliance feasible, newer companies
hiave found themsehves scrambling (o compliete
just the act’s firsi phase of documenting their
policics and procedures, he said,

As a result, a growing number of firms are

opting to remain or switch 1o being private
rather than brave the increased red tape that
accompanies being public.
At the Real Estate Conference Group's
Apartments 2003 multifamily conference in
September, Frank McDowell, chief executive
officer of BRE Properties Inc., 3 San Fran-
cisoo REIT, sxid the act increased the manginal
cosl of running a public company between 55
million and $10 million a vear.

“IVs creating additional costs and complexity
throughout the organization,” McDowell said,
*1 don’t know if it's improving the way compa-
nics function, but it has certainly made it more
costly to comply”

As the act makes it more expensive to be a
public company, McDowell said it will Bkely
either raize the minkmum public company size,
force some (o turn private or others to get big-
ger o absorb added costs.

McDowell said he speculated that in time
people might look back and contend that Sar-
banes-Ondey had added costs but did Etile to
improve ranSparency or corporate governance.

*It's just one of those things that all public
mpﬁuw@alum:uﬁﬂ with,” he

bakunce sheets as acquisiions and

oopany
FASB 142 specified how companies must

account for intangible assets.

“You have to allocate value to leases as
well a5 to the bricks and mortars, and you
Imehprmmlﬂlhrmmﬂm

poses.
FASE 144 deals with write-downs where
there's been an impairment of loag-term
F L e
FASE 146 is intended to deal with restruc-

As a consequence, legal and accounting
expenses have rsen for BRE, McDowell said.
Additionally, one of the most difficult aspects
ahwtthenmkgnlﬁmmhmrpmlntn
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of changes, and even mandated timelines, bul
thevre ot giving uz puidednes™ el ™
said, "I forcing us to respond very quickly
ﬂd'm late to some things that are mandat-

Possibility of Fraud Still Exists

The act, which dramatically changed regula-
tion of the accounling profession, created the
Public Company Accounting Oversight Board,
which is responsible for registering acoounting
programs, and drafting new auditing and attes-
tation standards. The board is essentially a reg-
ulator expected to supervize audil firms in
order to ward off future excesses.

"It's more of a pain in the neck than any-
thing else,” said corporate attorney Bob
Moser, with the downtown Los Angeles law
firm of Nossaman, Guthner, Knox and
Elliott. “There's always the possibility of fraud
in any indusiry.”

In comparison lo the corporate world, cor-
ruption in the real estate world — perhaps
becanse 20 many transactions eocur in the pe-
vale sector — is virtually unheard of

“In general, | would say the real estale indus-
try is in better shape in terms of transparency
or board accountability, as opposed 1o compo-
rate America, because a lot of them went pub-
bic im the 908" McDowell said.

The trend toward consolidation emerged in
the late 19805 and early 1990% due o new tech-
nology, which added to the rapid compartmen-
talization of the real estale industry.

With the main thrust of the secunity regula-
tions impacting public companies, it is doubtful
that private companics will choose to follow the
rules if their own investors don't mind.

Christopher , managing
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an ethical standard to do the right thing.”
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