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Another Blow to the Weak Gommercial Real Estate Market?

At a time when commercial real
estate brokers and building own-
ers feel like a boxer up against
the ropes, a proposed accounting
change might be akin to a punch
in the gut, because it can reduce
demand for commercial leases.

If you lease your office space or
building, or are contemplating a
long-term lease, you need to know
about the Financial Account-

ing Standards Board’s (FASB’s)
proposed change to move leases
to the balance sheet from the
income or profit & loss statement.
Why should you care about which
financial statement includes your
lease? Because it could have seri-
ous financial implications: your
bank could deny you credit or call
your loan, you could be forced to
book write-downs or charges that
would otherwise not exist, and it
will look like your business carries
more debt than it really does. All
bad outcomes, indeed. And all
because of an obscure change to
an accounting standard.

“I’m usually very cautious in
advising clients to plan for pro-
posed FASB rule changes, since so
many proposals get significantly
modified or killed, but this one is

a radical change with very long-

term ramifications. If someone

is unprepared, it could have sig-
nificant effects on their business”,
said Bob Denmark, CPA, a real-
estate accountant with Berman,
Goldman & Ribakow in
Columbia. Denmark, who is also
the firm’s Director of Audit and
Accounting, thinks the existing
standard works well and has stood
the test of time since the early
1970’s when it was introduced.
“FAS 13 was well thought out and
works fine. I’m not sure this is the
right time for wholesale changes”,
Denmark said, referencing the
current standard.

Lessees, the businesses who are
leasing their property, face possi-
ble violations of their loan cove-
nants if lease payments are consid-
ered liabilities instead of expenses.
Loan covenants, or the criteria by
which lenders agree to disburse
funds, typically place strict limits
on the levels of debt or liabilities
that a borrower can accrue. If the
liabilities rise above that con-
tractual threshold, the bank can
call the loan or revoke the line of
credit. Arguably, calling a loan
based on a change in accounting
standards would be unreasonable,
but the banks are under intense
pressure to clean up their own bal-
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ance sheets and might jump at the
chance to end certain deals based
on a technicality.

There are more permutations. In
the classic sense, assets and
liabilities should be equal — that’s
why the statement of financial
position is called the “balance”
sheet. When your lease is entered
as a liability (on the right side of
the balance sheet) it is also entered
at an equal value as an asset (on
the left side of the balance sheet).
But what happens if the real estate
market declines and rents in the
area fall. Then your “asset” would
be worth less, but your liability
would stay the same, because you
still owe the same amount to your
landlord. So the liability is very
real — the obligation to make fu-
ture payments — but the “asset” is
somewhat artificial. “It’s certainly
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not an asset you can take to the
bank and make payroll with”, say
Denmark.

Not everyone is concerned about
the rule change. In fact, Gary
Baxley is downright elated. The
developer of Stanford Overlook,
the new office condominium
building at Rt. 175 and Snowden
River Parkway, has long been an
evangelist in favor of entrepre-
neurs owning their office spaces.
“If someone is on the fence be-
tween leasing or owning, this will
certainly nudge them in the right
direction”, says Baxley. “My
argument has always been a finan-
cial one — if you’re going to put all
that money into monthly payments
over the term of the lease, you
might as well be paying yourself
instead of the landlord. Now that
those payments will be booked

on your balance sheet as a liabil-
ity, you’ll have all the financial
downside of ownership without
the significant financial upside. In

my opinion, it just doesn’t make
sense now for a healthy company
to enter into a long-term lease.”
Baxley argues that business own-
ers have increased flexibility when
they own their properties and can
use them as sources of leverage,
cash flow, and retirement plan-
ning. The proposed FASB change,
according to Baxley, really tips the
scales in favor of ownership.

The proposed changes, which are
described at www.fasb.org, are
being coordinated with the Inter-
national Accounting Standards
Board in a move to make U.S.
standards conform better to inter-
national standards. The change
is also favored by some investors
who must first reconcile among
financial leases and operating
leases prior to analyzing financial
statements, and those who are
concerned with off-balance-sheet
financing. If ratified, the new
standard will effectively eliminate
operating leases, treating every-

thing as a financial lease. The
likely time of implementation is
in 2013, giving businesses enough
time to prepare, but also pointing
out the pitfalls of entering into a
long-term lease now. For example,
a seven-year lease now would
include two to three years under
FAS 13, considering the lease an
operating lease and an expense on
the income statement, followed
by several years of treating it as

a financial lease and a liability on
the balance sheet.

Denmark commented, “I’m
surprised the commercial realty
brokers and REITs (real estate
investment trusts) are not coming
out stronger in opposition to this.
Maybe they don’t recognize the
significance.” With a wry smile,
Baxley retorts “any business
owner considering a lease should
consult with a real estate accoun-
tant...and then they should call
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