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Summary

The report offers a detailed analysis of the existing practices
concerning the creation and management of service charge
budgets and certified accounting statements. It describes the
nature of best practice as established by the RICS Code of
Practice for Commercial Service Charges and investigates how

this has affected accounting practice and disclosure.

The report establishes an evidence-based approach to gathering
data in order to overcome existing hyperbole on the subject.
From this, it provides critical analysis and derives conclusions
on the current state of accounting practice, compliance and
disclosure for commercial service charges. It then provides
recommendations on how to improve existing practice as well
as offering a conceptual foundation to help understand the

technical issues within a wider context.
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Accounting for Service Charges within the UK OfficeMarket:
Evidence on Accounting Practice, Compliance and Difosure

1.0 Introduction

This research considers the contested nature otdhemercial service charge. It
seeks to establish the basis for the widespreagleams (see for example Calvert
2008: 11) through a systematic and defensible ndeflbgy so as to respond to those
who refer to such claims as “anecdotal” (RICS 2008awill then examine whether
changes have taken place since the introductioth@fRICS Code of Practice on
Service Charges, including a discussion of the reatf these changes. It will
conclude by examining whether such change is aatfy in itself, if the Code has
been adequately adopted, and whether statutorgld¢ign might force wider and
better conformity to best practice. The report &msi on technical aspects of
accounting for monies discussed within the Coded@minantly within ‘large’ owner
and occupier organisations. Further work will expatime range of participants
involved. The report also offers some speculatibaua the wider issues related to
service charges, particularly on the issue of wightrbe regarded as both an ‘expert’

in the field, and a potential regulator.

2.0 Theoretical Introduction: the Nature of Occupatonal Knowledge

The wider research problem considers the issueco@ipational control. How is
knowledge originated, who creates it into spediitns, and how is this commodified
and served up as a commercial service within thmeitref certain professional
groups? In other words, how does the technical kexbye of the service charge come
into being? Which groups lay claim to understandntgase, and are thus able to
negotiate over it, thereby excluding others. Thedogy of the professions literature
refers to the creation of a fictional commodity (¢&@n 1977) that is artificially created
in order that a certain occupation can claim cdmver it, and thus get paid. Relevant
to the issue of service charges, the literatureudises the extent to which the issue of
lease charges is organised so as to allow certainpg to claim themselves as
‘experts’ and any others as ‘quacks’ in settingamg managing the service charge
process. This idea is weaker today because thare uswillingness to recognise that

any group can dominate, can create such non-mar&etanisms. Service charges are
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as they are because that is how clients, ownersoaagpiers wish the system. The
immediate response to any notion of control is that ‘the market’ that determines

how businesses operate.

The concept of profession is variously identifiead adescribed, but one common
issue is the creation and maintenance of a disbatg of knowledge; something that
only ‘experts’ can be expected to know. This, trelows a distinction to come about
between those who ‘know’ this knowledge (the exgeand those who don't (the lay
population). This, in turns, requires some formewéluation of competence between
those who are competent and those who are quackser, it is difficult to see
quite who can establish dominance over either sermsiarges as a core of knowledge

or the work of managing them.

Professional firms service clients, but professi@nsthe property field) rely upon
universities to provide training up to qualificatidHowever, universities increasingly
serve students as clients, and will provide knogethat is ‘interesting’ rather than
necessarily useful (see for example Meighan andj-8iatchford 2003). Neither
professional associations nor universities are osition to create or dominate a
body of knowledge that is service charges. Neitaar create a licensing process of
approved practices or certified competent practérs. However, neither clients nor
students are able to amass organised control cfetlpeocesses either. Clients
themselves follow ‘the market’, and many who pawiee charges are not in the
business of property, but use property simply aglage to carry out their own
occupations. Similarly, students are a mass ofrg@vsed individuals frequently
making the sorts of ill-informed choices that candxpected of young school leavers
with no knowledge of occupations or the workpladéhat is more, who makes a
career choice at 18 to deal with service chargeis™hrdly vocationally ‘sexy’! Even
where occupational groups do cluster into authtorgéaprofessional associations,
these, too, report a lack of dominance over knogédedhow it is used, and who by.
Indeed, if they were to admit so, then they migkivbe guilty of monopolistic
activity and be prosecuted for it. The primary @isr this is the lack of political
acceptance of the principle of statutory protectimn occupations. Surveying,
architecture and engineering are all representegrbfessional bodies, but without

any legislative requirement for any practitionejdin.
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There is then a wider question here concerning &keowledge originates, and how
it takes form. This requires at least a nod indinection of certain other fields, those
of the sociologies of knowledge, education and glefessions in order to examine
the nature of ‘pure’ knowledge. This is then uéitiswithin the specific situation of
service charges as a means of explaining, and imgilys describing, the current
situation. Put simply, might a Code be used by R#@G& its members to help generate
exactly this sort of difference? Those working t€Cade are clearly professionals,
whilst those not become outsiders, quacks and ailyilntrusted non-professionals.
However, the core of this report remains a techracelysis on the issue of the
service charge, and this specific focus will beneixeed first, in order that later
speculative inferences might be added.

3.0 Technical Introduction: the Service Charge

Service charges seem to be generating rathercd hytperbole at the moment, whilst
more ‘restrained voices’ seem to be oscillatingMeein the positions that much of this
is ad hoc and unrepresentative (RICS 2009a) antbrigsis with improvements
deriving from the new RICS Code. Certainly our opmmary data endorses the
general view that service charge management hasoweg. Also, RICS has
established a Transparency Working Group to ingatgi the issue, amongst others
(RICS 2009a). Similarly, whilst our respondentseagt that change has occurred,
there was disagreement in its scale and whetheast sufficient. Jin and Tsourikova
(2009) go further and find strong support for l&gien.

The primary difference, and cause for a lot of uéston, between residential and
commercial service charge positions is that thenéoris statutorily regulated, and the
latter is not. This then leads to a debate whetherlegislation is working with

residential service charges, or is just expenswvm ffilling. And thence whether the
commercial service charge needs such treatmentt Wieaident from the secondary
literature is that no one now defends the pre-Guastion, and all parties recognise
the need for change. This is endorsed by our oseareh. It would be interesting to
have had longitudinal studies to measure this ghiftosition, since the Code clearly

has not always either been seen as necessarymrgegh The differences in opinion
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within our research begin when discussion turnaiether the Code is working and
if a ‘voluntary’ scheme can ever succeed, and wdrettatutory legislation would — in

practice — make any substantive difference. Onnalafew respondents thought so,
but our interview size and sample might bias thrs] we only report this tentatively

here.

We are not prepared at this stage to allocate bkmeat the causes of problems with
implementation, although we will speculate upon tbke of RICS later, and both
Calvert (2008) and Jin and Tsourikova (2009) s€eSRais primarily responsible with
the task of enforcing compliance. However, the meatti the lease is also recognised as a
historic problem since the lease overrides any Godeis legally superior (Forrester
2008, King 2009 for example). Calvert (2008) alsggests that managing agents cannot
be expected to follow the Code if their employeh®g landlords specifically, will not
allow them to do so. We found no specific evideiocehis, but landlords are unlikely to
publicly admit to such behaviour, either. Finalking (2009) describes the paranoia
caused by O’'May in trying to engage with the Codd modernise leases. Whilst she
believes this unfounded, or at least exaggeratatlelC(2009) believes that this conflict
does exist. This might explain landlord behavidDertainly, the whole area needs

further investigation.

Generally speaking, there are probably two appresdcbwards the issue of service

charges.

1. It is a market-based issue, resolved as patthieohegotiation between a potential
client and landlord, and their agents. If eithedesdislikes what they are being

offered, then they can simply walk away from thalde

2. Service charges are a technical issue involaeshanaging a landlord and tenant
relationship. The nature of a tenancy agreememistém favour landlords because of
the costs and difficulties in tenants leaving. Tikisvidenced by the opaque nature of
service charge calculations, lack of clarity in whthe money lies and the rather one-
sided decision-making nature of where they get tsgeor these reasons, a Code of
Practice was introduced and the RICS is inveshgatihe issue as part of its

‘transparency’ initiative.
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Our work seeks to examine the financial and manalgeccounting issues concerned
with service charge monies. We are interested & dbnceptual and regulatory
framework of how monies ought to be accounted édegmining actual practices of
companies and illustrating variations in opiniomshmw to provide accurate, true and

fair procedures.

The work also flows from previous research caroatlby the authors into the social
construction of reality in technical fields (see Bxample Eccles et al 2005 on the

issue of revenue recognition and property companies

4.0 Organisation of this Work

The report is divided into the following sections:
* Methodology
» Definition of the term ‘service charge’
* Some Speculations upon the Nature of the RICS Respo
* The Impact of the RICS Code of Practice on Ser@larges
» Accounting for Service Charges: Code Complianca¢tire and Disclosure

» Conclusions, including both derived conclusions exfiefred speculation.

4.1 Methodology

Researching the issue of service charges conteitdstwo research problems. The
first is that data is commercially valuable and deerconfidential and difficult to

obtain. The second is the issue of the integritytr data. This falls into the
guantitative versus qualitative debate. RICS (2D086gers to the “anecdotal” nature
of the evidence concerning service charge problemmplying that subjective

interpretation-based analyses of this area areetlaRICS (2009g) can also point to a
paltry 60 self-selected responses on the genesaki®f professional fees, which
includes those of managing agents, reinforcing raepis of the relative

unimportance of the issue. However, self-selectregponses have their own
problems, such as whether potential contributoes aavare of the existence of the

research, and are inherently unrepresentativehdtsame time, the available data
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sets, OSCAR and Loughborough, present competingunggts over the
representative nature of their data, both in a miperiod and as year-on-year

comparators.

The following research provides both qualitatived aguantitative analysis of the
issues. It also seeks to establish representaditze Hirst, it utilises a critical literature
review in order to establish a foundation for therkv This is then reinterpreted using

two distinct sets of data.

1. Interviews with key professionals working withinetHield. A representative
sample of those representing the larger actorhénfield of service charges,
agents, landlords (owners) and tenants (occupiegsg interviewed. These were
asked to explain their individual interpretationishow things work, how they
should work, what the Code says and how things tmiglange. A total of 11
interviews were carried out for this preliminarydy, detailed in Appendix A.
Each took from 1-2 hours. These interviews werefoeced by focus groups and

a Kingston University student project.

2. Both accounting and raw data was collected fromuactservice charge
certificates, budgets and accounts records for Wkrercial multi-let office
premises for the period 2004-8. These documentsesept a statistically
representative sample (see Krejcie and Morgan 16¥@grvice charge records
covering approximately 5.2% of total UK commeraiaiilti-let office space. As
documents typically cover different parts of thensacalendar year, the analysis
assigned each document to a year on the basis etharhits accounting period
covered the majority of that year. For exampleaifdocument covered the
accounting period 01/04/07 to 31/03/08, it wouldalssigned the year 2007 as the
majority of its period falls within that year. Thiesearchers were independently

allowed access to and the selection of represeatadita.

Interviews were carried out with a selection oformhied individuals, representing
owners, occupiers and agents. The value of anyargseconclusions is predicated
upon the quality of the data collected and crededhe project. There is nothing

inherently wrong with the interview method, butrélies upon the representative
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nature of the sample and the comparability of dampendix A provides a schedule
of the interviews that were carried out; this Istpartly selected by the researchers,
and partly by respondents. It is evident that partefusing to participate withdrew
themselves from the sample. However, the initil@d®n of participants was solely
made by the researchers, upon the basis of anyopeepublic involvement on the
issue or employment within a representative owmecupier or agency. At this
preliminary stage of the work we approached onby targe players’, not because
they would necessarily give a ‘better’ view, but@ese this initial report concentrates
upon the issue of service charges for ‘large’ owrserd occupiers, and their agents.

Further work will deepen and broaden the study.

The interview allows respondent and researcheully €xamine the interviewee’s
views upon a particular issue, to round out answard to investigate issues
thoroughly. Interviewees determine when they feelaaswer is fully answered, in
what way to formulate answers and how to illusteatd defend their responses. The
interviewer responds to this, suggests areas tlgittrhave been forgotten and draws
out details. However, the interview is always tasponse of the interviewee, and the
interviewer simply manages the process to allowrdgspondent to fully articulate

their views.

A semi-structured interview method was selectedcaBse of the technical nature of
the subject area, we determined which issues tusts This allows for comparison
of the responses across all interviews very simidhywever, the questions are open,
and so individual interviewees were allowed to dsscthe issues on their own terms
and in their own way. We did not artificially constt the questions to lead
respondents. The briefing note was presented toegsfiondents approximately one
week prior to interview. This allowed them time poepare their answers. All
interviewees were also allowed to add any furtesues to the end of the interview,

and these points are also included into the rekearc

A major disadvantage of the interview method id thés very time consuming. We
are very aware that eleven interviews does notapmpresentative, although those
eleven represented the prime players in each fisdidlitionally, interviews ranged

from an hour to over two, and were thus very dethiHowever, in order to add
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further bulk to the evidence, and hence improvedfgesentativeness, focus groups
were undertaken. These consist of an invited gafuparticipants who are asked to
discuss a number of issues as a group in themseiese the researcher acts more
as a manager of the process than an interviewesir Phimary use is to establish
issues that can then be investigated in more tlybrauethods. Direct use of the
outcome of the group is problematic since it is asgble to standardise them and
difficult to manage the conversations of the pg#tats. This prevents direct
comparison of different focus groups since they gilite likely have talked about
very different things. If an interviewee does natntion an issue, then the issue is
likely to be seen as not relevant, whereas a fgeosp might simply have forgotten
to raise it. The focus group can also be hijacked Btrong personality. None of this
renders the data valueless, but it does make do@tiparison and analysis more

tentative.

Finally, a Kingston University project, referred &s Kingston Study ,1was also
utilised. A postgraduate student under supervigiarried this out. The academic
community is rather divided upon the use of stuslant research. Increasingly,
pragmatism over obtaining a mass of data, of tb@@my of using student labour and
the ability to select trusted students overrides itteal that an academic does their
own work in entirety. We utilised a postgraduatedsint dissertation in order to field
further evidence on this issue. Our use of the dataalanced with its origins as a

student piece of work.

Together, these have created data on the viewsppfogimately 100 selected

participants.

4.2 Definition of the term ‘service charge’

Forrester (2008a: 1) defines a service charge las thechanism by which the
landlord recovers from tenants that expenditurectvitiie landlord expends in relation
to the repair and maintenance of the building, fpéard machinery and the provision
of services.” Section 18 of the Landlord and TenAnt 1985, amended by the

Commonhold and Leasehold Reform Act 2002 proviteddgislative definition.
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This report is concerned with commercial servicarghs, the primary distinction
from residential being the lack of legislative rkgion in the sectorYet That
provides the environmental context for this replerthe current situation working, or
is action required? Whilst the initial position, lest of landlords and the Royal
Institution of Chartered Surveyors, was that naoactvas required, mounting tenant
pressure has awakened government interest. Thitetla® the creation of a RICS
Code of Practice, in association with BCSC, BCOFBPMA, BRC. This field is an
interesting examination into the contested integiren of how and why things are.
Whether, for example, RICS produced the Code ottleeato evade legislation, to
protect the position of its own members or to iaseethe efficiency of the system is
just one area of disputed reality. For a profesdiam the field, it is simply a fact of
‘how things are’, but deeper examination might offesight into the future and what

might be inferred about the development of theisergharge.

At core, the service charge is a means of the ¢addtlaiming expenses from the
tenant for works that they have carried out in otdekeep the building in operation
for the tenant’s use. Because of the annual vagianthe sum, depending upon what
work might be done in any given year, this figueeds to be charged each year, and
then predicted and actual expenditure is laternstitoited. Of course, the issue of
‘improvements’, long-term maintenance issues, sigkunds and the like add further
complexity. Additionally, a service charge is orggyable if the lease specifically
requires it. The O’May case also prohibits “introthg any service charge terms that
would lead to increased costs”, although King (20@509) believes that the
profession is taking a specific case and extendingfo an unwarranted generality.
This encourages analysis that is less about defniand more about purpose. Why
have a service charge? Why utilise a concept thajuite obviously open to bias,
manipulation and opacity? Does it encourage firanefficiency? Is it fit for

purpose?

The reasoning behind these questions will determinether the service charge can
be managed transparently, whether it is ‘fair’itifcan evolve to deal with new
demands (such as the ‘greening’ of leases), andheheither a Code of Practice or
legislation can achieve this — or whether somethiifgrent is required. It is also

important to recognise the context of these iss@eserating legislation, professional
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codes of procedures and practical ways of ‘gettivegjob done’ are not scientifically
neutral processes rationally devised within a latmy. Rather, they are social
processes created through discussion by groupsnandduals of varying political
power. In this case, the RICS exists as a membegghnisation, landlords, though not
all, are powerful economic entities, representedyimups such as BPF, and tenants,
are perhaps more varied and disparate, though sethtoral differences, such as
retail's powerful BRC (an issue discussed furthetolw). Therefore, it is useful
before commencing with a technical analysis torodfame tentative thoughts on the
social construction of reality behind the Codeotder to do this, we will focus upon
the RICS, as nominal creator (though see belowd, leow its actions for, and in,

developing the Code might be interpreted.

4.3 Some Speculations upon the Nature of the RICSeRponse

The current situation concerning service chargagedsgnised as unsatisfactory, but
interpretations vary. Like any market-based retetiop, the landlord-tenant

framework is competitive and antagonistic. At itlsiglest, one seeks to maximise
income, and the other to minimise expenditure. Thihen reinforced by a tendency
for each to employ a professional adviser to allgon their behalf. This makes for

an interesting study of attitudes, especially aff@ssional associations like RICS,
since chartered surveyors act for both partiessTha current UK situation consists
of four parties established into two sides of a lbative negotiation upon what needs

doing to a property and how much it should cosesEhparties are:

e Landlord
* Tenant
* (Chartered) Surveyors - as managing agents fdatitdord

* (Chartered) Surveyors - as service charge congsiitarthe tenants

One cause for distrust and competitive negotiasothe manner in which managing
agents are employed. This process also tends tpégue, although the Code does
offer guidance. HoweveKingston Study ¥ound that managing agents were often

paid in relation to their performance, and wereuraisually forced to tender for work
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at a loss in order to obtain future work. This Mardncourages a ‘professional’

service.

A further cause is the cultural fissure originatingUK law. Whilst this is not the
place to examine the law of landlord and tenang worth noting the almost feudal
nature of the relationship created by it. From &ucal perspective, legislation is
derived from the Norman invasion of England in 1086d still retains the archaic
terms ‘landlord’ and ‘tenant’. This all serves @nforce a cultural divide between the
two parties. King (2009) argues that whilst theerof managing agents is to manage
costs, they tend to act more as an income gene@tdineir employer, the landlord.
This, then, results in tenants employing their csunveyors to represent them and
produces a factional and fractious process. UKslatijon in the area remains the
Landlord and Tenant Act 1985, amended by the Conmmldrand Leasehold Reform
Act 2002. UK laws differ from wider European andeimational interpretations that
have begun to concentrate on rights to propertye thandlord has
ownership/proprietorial rights to rent, future opation, and a choice of who can
occupy. The tenant has rights to occupy and ps&se®f land for a term. These
forms of rights are not only contractual but inve@lhuman rights - Article 1 of the 1st
Protocol of the European Convention of Human Righésng perhaps the most

important.

What is interesting, however, are the nuances terpreting the situation. RICS
(2009Db), for example, accepts that “poorly managedice charges are a frequent
cause of disputes between owners and occupiersieider, RICS (2009a) refers to
the evidence concerning problems with service awargs “anecdotal”. This, of
course, serves to minimise the effect of compléytsuggesting that evidence is
neither representative nor methodologically groahdowever, these complairdse
being sounded, and with greater vigour (see formga Clift 2008). Partly, this is a
result of the current recessigKingston Study ,1Jin. and Tsourikova 2009, RICS
2009f, RICS 2009q), but also of the wider work Igedtone in the field. Additionally,
residential service charges are not only statytadntrolled, but residential service
charge legislation is deemed to have been sucd¢éBsfwvards 2009a).
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From all of this, it appears that RICS seeks taldisth a Code of Practice for four co-

related reasons.

1. The current situation is indefensible, and theredseto be greater openness and
transparency. Transparency is practical and pragn@onflict is expensive to all
sides (BPF 2006, Edwards 2007, Edwards 2009a, Edv2f09c, King 2009).

2. RICS is seeking to evade statutory legislation,ciwlwill create a more rigorous
environment for its members (Clift 2007, Forre@08b, Edwards 2009a).

3. The Code is firefighting, evolving through Guidandetes to deal with small
flash fires as they emerge. And, in the case ddilnef), a forest fire and a
powerful group, which needs placatirigtérview §. There is also the danger that
the issue will generate enough of a head of stearforce the creation of a
motivated and resentful Tenants Forum (Calvert 2008

4. RICS also needs to convince clients that it rem#wesdeterminant authority in
the occupation of managing service charges. Botermonent intervention and a

Tenants’ Forum might disrupt this.

However, and related to point 4, the Code can laéseeen as a dynamic strategy by
RICS, and part of a concerted program to estaltéshnical jurisdictional control
over areas of work. The RICS is developing a ‘brandcreate good practice and
establish evaluated competency and insured andateduenforcement. This can be
seen in valuation (see for example RICS 2009¢e)exed in project management, not
obviously a specifically ‘surveying’ occupation ik 2009). This process establishes
a standard of ‘approved’ practice in each areaakwbut approved by RICS. RICS
creates in itself the role of quasi-government k&tgu, and as regulator charges fees;
membership fees. RICS has also recognised that lotlages are also regulating slices
of the industry, such as BPF's CLS scheme (Jan86ii)2and that RICS needs to
work fast to ensure that it is the body that cdstemd regulates the occupation.

The Code of Practice for Service Charges is crebyeRICS, albeit in cooperation
with others, to maintain control of the businessnwnaging service charges. The
Code establishes a unified, ‘professional’, appnodthe RICS way”. It enforces a
particular way of operating on its own members,dlsb extends its control over non-
chartered surveyors working in the field throughaate with these other bodies.

Clients come to expect RICS procedures and redpm s industry best practice. If
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statutory legislation were implemented, then teisilone by government, and not by
RICS. It will likely involve many other interestgzhrties. This would weaken RICS
hegemony. This has already happened in the catiKafesidential service charge
management (see for example RICS Business 2008a) pdint made at the RICS
Commercial Property Management Roadshow and elsewtbe RICS, is that the
Code must be adopted or legislation will followthe field of commercial service
charges (for example Edwards 2009a, King 2009).i$6ee is to both accede to the
principle of these demands whilst retaining conttiotough implementing a Code of
Practice. Nor is the ‘competition’ only in governmbdaying down rules, but the Code
is client-led and was originally driven by BRGiterview § and so RICS needs to
convince clients that it is the determinant occigpel authority in the service charge
field.

RICS produces three types of practice documentaRoactice Statement, Guidance
Note, and Information Paper. Practice Statemengs naandatory; they must be
followed, and are usually approved by the UK gowent in some manner. Guidance
Notes are just that, guidance to good practice. Mas1do not have to follow them,
but they will be expected to be able to provideoadyreason not to. Information
papers are part informative, part consultative aadally concerned with technical
and tactical matters in how to actually carry dwe tomplex tasks discussed in the
Guidance Note. The Code of Practice is a guidarute; rchartered surveyors are
legally required to follow the lease. However, RI@$pects leases to follow the
advice of the Code over time, and this is likelgdugse of the support for the Code by
BCSC, BCO, BPF, PMA, BRC. However, it is RICS ti&t(now) the lead in this
because it is enforced upon their members, andcéegbef non-members by wider
parties — especially UK courts. The Code was oaifyrthe idea of BRC and remains
client-led. However, respondents for this work RRIZS as the logical authority to
manage the Code since it was more neutral thaprdigémant or landlord-led groups.
Interview 6offered one qualification, in that RICS enforciig Code on its members
might put them at a disadvantage to non-membeltser§tsuch amterview 1 saw
this as a positive competitive advantage, howeMais is probably more of a problem
for the small practices acting as managing agdmas the large agents dealing with

big property portfolios. However, the idea of regirlg and branding competent
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managing agents seems consistent with other aféhs surveying community and a

strategic way in which to embed RICS as the colmigobexpertise in the field.

The Information Papers reinforce a single approachow to carry out tasks,

specifically how to deal with sinking funds, apponiment of charges in mixed use
developments, and tenant alterations (RICS 2008€SR009d). The importance of

these, and of creating a single view on the way Wak is done, is consistently

reinforced by RICS; Information Papers contain fineface that “members should
note that when an allegation of professional neglog is made against a surveyor,
the court is likely to take account of any relevarfibrmation papers published by the
RICS in deciding whether or not the surveyor hasdwith reasonable competence”
(RICS 2009c: 1).

One interesting aspect of the Code of Practickasit shifts the language away from
this archaic ‘landlord’ and ‘tenant’ and to the maational terms of ‘owner’ and

occupier’. This is the first evidence of the intdneg perceptual changes being
introduced by the profession into the area of sercharges. Careful use of language
persuades that RICS is producing a fairer and mepeesentative environment, and

that the profession is far savvier than the oldviased legal terminology.

Pragmatically, the Code would appear to be of douienefit for RICS. Whilst
denying that there is a serious issue with semf@@ges, RICS also proves itself to be
a ‘modern’ professional association by creating aeranefficient, transparent and
rational process. In doing so, it avoids potenteislation. By allying with the
supporting bodies to the Code, it ensures that kotblords (owners) and tenants
(occupiers) expect implementation of the Code, aitidlook to those approved and
regulated as competent as their advisers and mamdgesstablishes RICS as the
leading body in the field, establishes it as theinant regulator of what is and is
not acceptable and builds its own brand. For whéf, some would say, by simply
ensuring that the creation and management of sepharges is done in accordance
with rather basic principles of communication, hetgeand transparency. “The Code
is about discussion with tenants, and | mean risalidsion” (King 2009).
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There is evidence that the very nature of codesh@nging. Take another property
example, that of the RICS/ ISVA Code of Measuringqdice. The 1993 fourth

edition when launched was quite openly describdaeasy optional (Campbell 1993).
Individual professionals were trusted to choosertbe/n system based upon their
own experience. By 2009, in this Code, the RICSdRbaw is explicitly a warning to

change or accept legislation (for example Edwar@89a). Again, compare the
judgement of 1993 with the 2009 construction-relaidew Rules of Measurement.
Not only is the new system promoted, but also tlvdse do not adopt it are described
in terms of quackery and foolishness. Certainlytdmgible and rational benefits are
being pushed (for example Benge 2009, Harper 2@0®@) BCIS is enlisted to

reinforce the need for these rules (Martin 2009wklver, NRM is more than just an
issue of ‘best practice’; it is a straightforwaisbue of ‘professionalism’ (Sullivan

2009) and only a “fool” would not follow RICS guidee. Thus, we have come from
trusting members to use their judgement to beirmsfd they do so against RICS
guidance on what is “doing the job properly”. leses unlikely that service charges
and managing agents will not face the same tredtinem RICS as their regulating

body.

In the case of this Code, the concept of brandimgy ereating a corporate RICS
approach to service charges seems to be being &kigbainst the difficulties of
enforcing this across thousands of small practigékilst the ultimate competitive
advantage to members might be worth it, the pakhiss of members unwilling or
unable to change is a force against change. Quitethgr these members are
perceived as “fools” is — as yet — unclear, but RIS probably leery of further
criticism of it being a ‘big practice’ associatiahat does nothing for smaller

practices.

4.4 The Impact of the RICS Code of Practice on Seice Charges

The contested nature of the service charge seovesnifuse the issue of compliance.
The impact of the RICS service charge remains gigalland ideological battlefield,
biased by the observer’'s own economic positionrd memain two strong positions,
the first a predominantly tenant-led movement fogager enforcement of the Code
(see for example Calvert 2008: 11), whilst the sedcoonsists of a range of strengths

of opinion contesting the principle that the Codenot working (again, RICS 2009a
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for example). In our research, all parties seeawtapt a middle ground, that the Code

has improved matters and that it can only be seqrad of an evolutionary process:

“I think it is a significant step forward. | thiniks been a useful document in
clarifying basic standards and so | think it hagualty taken both
understanding and compliance forward. | think thate is a long way further
forward in terms of compliance but | think it hasised awareness about
standards and the need to complyitérviewl).

“There’s an almost infantile desire to please avltbv the Code” [nterview
6).

“You get those who genuinely, British Land is assia example, want to
support the Code, they think it is good for bus#iébterview §.

“The question now for the RICS is post that roadD@mmascus, what now
happens?”’Kocus Group L

“We've got plenty of improvement still to make bué are being praised for a
lot of things we’re doing. What happens next yéat's more interesting than
what’s happened at this stag€&bgtus Group 2

However, there is also a strong view that, whitapiovements have taken place,
deteriorating market conditions are responsibleafanore conciliatory approach by
landlords Kingston Study )1 Accurately distinguishing the precise causal
relationships between the Code, market sentimeshiadlord and tenant behaviour

is nigh on impossible.

Calvert (2008) describes tenant discontent as aataeason for the creation of the
Code, thoughnterview 6thinks this tends to distort the way it is applost Too
often, it is presumed to be a retail-dominated Caahe yet it is equally important to
other sectors. None of these directly respond tetkadr the Code has had (a) any, and
(b) satisfactory, impact upon practice. Howeverlv&a (2008: 5) points to surveys
that continue to support the argument that tenaetsain dissatisfied. Property
Industry Alliance and Corenet Global UK (2009) refto a “service charge satisfaction
gap” with far greater weight towards negative eigreres than positive. At the same
time, Calvert (2008) shows that improveméas occurred and the Occupiers Index
appears to support this, but this change is temtatind has some examples of

regression. Both the secondary evidence and our pravnary evidence strongly
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supports the contention that change has occurrbd. guestion is whether it is

sufficient and long-lasting?

4.5 Accounting for Service Charges: Code Complian¢®ractice and Disclosure

To this point the report has sought to exploregbeeral reasons behind the Code’s
implementation and perceptions of its impact so fahis next part of the report
focuses on exploring how the Code has tackled &iageing problems within
accounting for service charge income. The seriasrd these problems were
summarised quite effectively in the words of ormgéacorporate tenant:

“The thing | always quote to landlords is that asaaporate we have to
publish our year end accounts to the Stock Exchanten six weeks of our
initial year end. | tell my accountant clients tha and a half years after
[year end] tens of thousands of Pounds worth ofieercharge can't be
reconciled and they find it astonishingnierview 2.

Even before the Code was implemented, a numbeerants were very vocal in
publicly expressing their dissatisfaction with thisclosure levels and transparency of
existing service charge certificates (John and IP2268). Part of the problem is
believed to be that the accounting aspect of semiarges and property management
is seen as a “very, very low value activity in pedy management” and the
“accounting piece is the piece that gets doneeav#ény end and is the bit that gets left
off because...there’s nothing else to dbit¢rview 3. As a result of this, it is hardly
surprising that the preparation of service changggets accounts is conducted in an

untimely, low cost and largely ad hoc manner.

From the interviews conducted for this current warkl our analysis of pre-Code and
post-Code service charge certificates, it appdmaistenants have identified a number
of valid concerns with current accounting and disale for service charges monies.
The remainder of the report discusses these coscand provides empirical evidence
on the extent and significance of each one. Howebefore discussing these
problems it is important to firstly outline the acmting requirements that must be

complied with under the terms of the Code.
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4.5.1 The Accounting Requirements of the Code

From an accounting perspective, the Code of Pedidlines a number of detailed
principles and requirements for the accountingasmbciated narrative disclosures for
service charge monies, including:
* an annual budget of likely service charge expenglittne month prior to
commencement of the service charge year
» certified accounts within four months of the endtloé service charge year,
that provide a consistent, detailed and compreliersimmary of items of
expenditure with full explanations of material \&ions against the budget.
* narrative explanation and disclosures about sicanifi individual costs and
variances from previous year’s budget/accounts
» the use of standard cost codes and a clearly defipportionment basis
» disclosure on interest earned on service chargeasion
» disclosure of the calculation basis for any sinkimgplacement or reserve fund
contribution and the items to which it relates.
» disclosure of contributions to and expenditure freimking, replacement and
reserve funds, together with the opening and ofpbadances and the amount

of interest earned and tax paid in the relevanbger

For the Code, the aim of these accounting discéssig to promote transparency, as
“being transparent both in the accounts and théaegpory the manager will prevent
disputes” (RICS 2007a: 9). Despite these accountiequirements being a
fundamental part of the Code, it is apparent thatet are still fundamental problems
with the content, format and presentation of senaharge accounts within the UK
multi-let office sector. Evidence obtained fronr anterviews and analysis of actual
post-Code service charge budgets and certificdiess shat many tenants are still
dissatisfied with the service charge documentati@y receive and that the Code’s
accounting requirements are not being complied watla universal basis:

“The whole of the accounting process in propertgapalling” (nterview 3.

“I have to say that the range of documentation wWeget is incredibly mixed.

You'll get some people who will give one piece afper with the budget on it

and you will get others who will give you a detdilereakdown. But nine

times out of ten, maybe more than that, we haventerrogate it, ask for
information, ask for example a staffing breakdowa? éinterview 3.
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“I think there is some way to go before it is unsedly adopted by everyone
who is preparing service charge accounts. | thifkampliance] is probably
patchy at the moment. Improving but still patchytérview 4.

“I would liken it to turning a tanker. In an indugtthat hasn’'t been used to
providing transparent information, it's almost ctemculture for some people
(Interview 3.

4.5.2 The Qualitative Characteristics of Service Crge Accounting Information

Seen from the perspective of the end user i.etethant, the Code (together with the
terms of the lease) provides a framework that Hyodédscribes the minimum levels
of accounting information and disclosures that thag expect from their managing
agent and/or landlord. However, what is equally antgnt is to ensure that the
accounting data is prepared and presented in a enatirat providesuseful
information for the decision making of the tenaAtcording to the International
Accounting Standards Board (IASB), for accountinfprmation to be useful to users

it must possess four qualitative characteristicshasvn in figure 1.

Figure 1: The Qualitative Characteristics of
Financial Information

Understandability

Should be readily
understandable
(assumes that
users have
reasonable
knowledge and a
willingness to
study the
information)

Relevance

Should be
capable of
influencing
users’ decisions
(if information is
not material, it
is not relevant)

Reliability
Should be a
complete and
faithful
representation,
neutral and
prudent

Comparability
Should be
timely and
prepared on a
consistent
basis so users
can make
comparisons

Adapted from IASB (1989)

As shown in figure lrelevanceandreliability are the primary characteristics that
determine the usefulness of informaticcontent whilst comparability and
understandability relate to secondary qualities that govern phesentationof the
information. All financial information should possean appropriate ‘balance’ of each

of these four characteristics, but should also lxhan additional ‘threshold’
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characteristic of materiality. Material informatio® information whose omission or
misstatement might reasonably be expected to imfiee¢he economic decisions of
users. If information is deemed to be immaterisghes due to its relatively small size

or actual nature, then it should be excluded froenaccounts.

Seen through the IASB’s framework, it is vital ttsarvice charge accounts provide
tenants with information that is relevant, religblederstandable and comparable.
From our research, it is evident that the majootyservice charge accounts fail to
provide information that exhibits an appropriatelabae of these essential
characteristics. Imall of our interviews conducted with tenants for theport,

concerns were voiced about accounting issues arecos that effectively questioned
the reliability, relevance, comparability and ursdlendability of the content and

presentation within service charge accounts.

In order for service charge accounting informationbe relevant for a tenant’s
decision making process, it must be provided oimaly basis and have predictive
and confirmatory value. However, as research bye&al2008) and this work has
discovered, budgets and certificates typicallyaroutside of timeframe permitted by
the Code (there will be more detailed discussionhdd issue below). Furthermore,
budgets are typically inaccurate which leave temdidble for unexpected future

balancing charges on their service charge accounts.

The reliability of the information contained in g®e budgets and certificates is also
strongly doubted by most tenants. To be reliablehsinformation should be free
from material error, complete, prudent and a faithepresentation of the actual
service charge incurred. From the evidence obtdimed our interviews with tenants
and our analysis of service charge budgets andicates, in far too many instances
commercial service charge accounts contain materr@rs or inaccuracies, fail to
include sufficient narrative explanation and discliee (especially in terms of the
disclosures for the balances of sinking funds &edapportionment basis) and are not
signed off by an independent auditor. As a redbk, reliability of many service

charge accounts is open to question.
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From our sample of service charge certificates laundgets, it is also apparent that
there is an inconsistent approach to the formattest and presentation used. Whilst
landlords or managing agents will obviously useeralitive ‘in-house’ styles or
formats, each service charge account should, anenemm, adequately disclose the
accounting requirements of the Code in a consisteahner across accounting
periods. However, in our analysis of service chalgeuments from 2004-8, it is
apparent that there is little attention paid to mim¢ion of comparability when such

documents are being prepared.

If comparability levels are to be improved in seevcharge accounting across the UK
multi-let office market, the Code of Practice mpstvide more prescriptive guidance
on the content, format and presentation of eacbuatong statement and disclosure.
In terms of service charge accounts, sections 48f%ie Code states that they should
provide an “adequately detailed and comprehensivengary of items of expenditure,
with full explanations of any material variationsgaénst the budget” together with a
report providing “a reasonably comprehensive leweél detail” about current
expenditure and “explanations of significant indival costs” and year-to-year
variances (RICS 2007a: 13). The precise meaningSadéquately detailed and
comprehensive”, “full explanations”, “reasonablyngarehensive level of detail” and
“explanations of significant individual costs” araclear and open to interpretation by
landlord, managing agent and tenant, so it is lgasdiprising that disputes arise over
what service charge accounts should disclose. kample, from a professional
accounting perspective an “adequately detailedéasonably comprehensive” and
“full explanation” would be seen to require the luston of notes to the accounts
providing narrative and additional financial disioes of all material items and
variances relevant to the accounts. Unfortunatadgitional narrative disclosures and
notes to the accounts were seldom in evidenceeirséinvice charge accounts that we
have examined. This information ‘gap’ requires umtgattention from the RICS, as it
is an accounting failure that tenants were extrgroehcerned about in the interviews

and focus groups we conducted.

In terms of a prescribed format for the accounstagements, the Code simply states
that the presentation of accounts should be instreably consistent format year-on-

year” (ibid: 13). In our opinion, the word “reasdd should be removed from the
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Code in order to enhance comparability levels wildK service charge accounts. As
our interviews and analysis of service charge agtsohave shown, tenants are being
presented with documents that differ in their yeafyear content, format and
presentation. Such inconsistencies are especigligrant to tenants where a landlord
or management agent changes during the lease bwagh the Code specifies that
“where the owner or managing agent was not respn&r earlier years, they will
convert the data into a consistent format for camspa” (ibid: 14). In such situations
we have observed, and tenant’'s have commented tip@format, content and even
the length of accounting period of the accountscslfy change with little to no
narrative explanation or detailed disclosure of thmpact of the changes. Such
inconsistencies clearly hamper the comparabilityd amderstandability of the
accounts:

“The landlord will change and have a different f@aating] approach. So it's

almost smoke and mirrors type stuff if we're notefal” (Interview 4.

“Our service charge accounting years are constamifynging and therefore
it's almost impossible to analyse accounts becangeyear it's nine months
and the next year it's 12 and then they will chatigee managing agents and
their accounting year will be different. | thinkwtould be good if the Code
could state that service charge [accounting] perigtiould not change”
(Interview 3.
In an effort to promote how its accounting prinegplcan be achieved the Code of
Practice provides illustrative examples of a “lamdls service charge certificate”,
“detailed expenditure report” and “expenditure aade report” (see appendices E2-
E4 of the Code). These are described as exampleshatf can be “considered best
practice” but they themselves fail to comply withamy of the accounting
requirements and principles of the Code! For exaimible variance report in E4 fails
to provide “full explanations of any material vditams” as there is no narrative
explanation or commentary about the reasons fanifgignt variances in the health,
safety and environmental and fabric, repairs & neiance expenditure. As a second
example of poor accounting compliance, neitherséwwice charge certificate nor the
detailed expenditure report (see E2-E3) provide “@xplanation of significant
individual costs” as they fail to disclose the kafsir the apportionment of cost and
provide no commentary on the nature of the managefee and contract. A final,
and perhaps most glaring, failure in accounting mieance shown by the “best

practice” appendices in E2-E4 is that none of thpovide the required disclosures
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for the sinking fund monies. The Code clearly sateat “the annual budget and
reconciliation accounts will state clearly conttibns to and expenditure from the
sinking fund together with the account opening alas$ing balances and the amount
of interest earned and tax paid in the relevanibdé(RICS 2007a: 15). None of this

information is present within the examples of “bpstctice” accounting in E2-E4.

Perhaps such criticisms are unfair, but the Codenily needs to include detailed
examples of Code-compliant accounting and budgetacpments. Such practice is
routinely undertaken by accounting standard setgersh as the IASB, as it serves to
provide illustrative examples that can used to arage a consistent and compliant

approach amongst practitioners.

The final characteristic of appropriate service rgeaaccounting information is
understandability. Understandability assumes tlsatrai of service charge accounts
have reasonable knowledge of such issues and hawélisgness to study the
information provided. Evidence from our focus gmeusuggests that tenants are
sometimes unwilling to study the service chargeoants for many years, and end up
continually paying incorrect sums as result. Howevee majority of tenants both
understand and use the service charge accountiag alad feel that landlords and
managing agents typically treat tenants’ finangisries with disdain:

“You aren’t talking to complete prats. You are tatkto people who know
numbers and it is truly astounding that in thistipalar building they've
got...an administrative assistant being paid £45,{00&rview 3).

Service charge accounts need to be understandgbtenants, but as highlighted
above in the discussion of what makes relevaniabiel and comparable service
charge information, many tenants feel that suchowus lack transparency and
cannot be understood due to various deficiencielilsiVit is evident that certain
tenants may fail to spend the necessary time stgdguch accounts, accounting
research has shown that accounting statementy@calty, but erroneously, seen to
convey an objective financial reality that cannet dhallenged (Hines 1988). As a
result, a tenant may not bother to challenge theuracy of a service charge
certificate, even though it actually presents ditseaf service charge expenditure
constructed by the accountants and property masdgeolved in its preparation.
Tenants need to expect to question the ‘truth’ hef figures, but they also need

understandable data to do so.
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4.5.3 Timeliness of Service Charge Budgets and Ciied Accounts

The Code states that “the manager will issue bsdgebccupiers with an explanatory
commentary at least one month prior to the stathefservice charge year” (RICS
2007a: 5). Table 1 produces a detailed analysiseofimeliness of 112 service charge
budgets prepared during 2007 and 2008. The majoifitthese documents were
prepared after the Code came into force on 1 A0D7, and, as a result, should
comply with its accounting requirements. Of the Kervice budgets examined for
this report, approximately 83% (93 budgédisijed to arrive within the time frame

permitted by the Code. Furthermore, during the 2807 and 2008, only 67.4% and
76.8% of budgets arrived within three months of skert of the accounting period,
respectfully. These results indicate a fundamdat{ of timeliness in the provision

of budgetary information, which tenants view asaansource of frustration in terms

of their decision making.

Table 1
Timeliness of Accounting Data 2007 2008 QIS
No| % No.| %

Budgets arriving 1 month prior to start of period 3 7.0 16| 23294 16.294
Budgets arriving within 1 month of start of period 22| 51.294 420 60.994 9.7%
Budgets arriving within 3 months of start of period 29| 67.4% 53] 76.894 94%
Budgets arriving within 9 months of start of period 33 834% 65 H.204 58%
Budgets arriving within 12 months of start of period 40 93.0% 67] 97194 41%
Budgets arriving after 12 months of start of period 3 7.0% 2l 294 -41%
Total budgets examined 43 69

Certificates arriving within 4 months of end of period 30| 4179 11 6119 19.4%
Certificate arriving over 4 months after period end 42| 58.3% 7] 3894 -194%
Total certificates examined 72 18

In terms of certified accounts, the Code states ‘i@ owner will submit certified
accounting to the occupiers in a timely manneriarahy event within four months of
the end of the service charge year” (ibid: 13).tihes data in Table 1 shows, of the 90
certificates reviewed approximately 45.5% (41 G&edtes) arrived within the
prescribed timeframe. Whilst some of the certisatncluded within the data for
2007 were prepared before the Code was implemealtenf, the data for 2008 should
comply with the Code, but as the table shows, 3&9%e certificates for 2008 failed

to arrive in the permitted timeframe.
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Our evidence is supported by the findings of Caly2008) who found that, for the
period from 2004-8, 64% of certificates and 86%buatigets arrived in an untimely
fashion. For many tenants, this lack of timelyniiiwas seen as unacceptable and all
too common:

“your heart sinks when you get service charge lahgnaccounts that are
three or four years out of date or even longktefview 4.

However, there was some evidence that where lashgllond managing agents endorse
the accounting requirements of the code by “mom@ntfust lip service” it has
“improved the speed of getting things like cerafies and balancing service charges”

(Interview 3.

While a late certificate clearly hinders its usatgs as ‘relevant’ information for
tenant decision making, Calvert (2008: 6) provideglence that lateness may also
indicate problems with the ‘reliability’ of the iofmation contained within the
certificate, so tenants “should treat delayed ftestes with care, fully investigating
the reasons for late arrival as well as the castmtown in the certificate”. This point
is supported bynterview 2where the respondent doubts the reliability ofimaaty
service charge certificates:

“Often when it is out of date the information yoeceive is extremely poor
because nobody can remember what on earth they apénts very difficult
for them to answer questions about it, when yosergueries they are unable
to answer them.”

Whatever the reason for the lack of timelinessuippéying service charge documents
to tenants, it appears that landlords and manaagemts have considerable work to
do before they can be said to be in compliance thighCode requirements. Until this
happens, the reliability and usefulness of serwbarge accounts will be greatly
hampered.

4.5.4 Budgets Accuracy and the Information Qualityof Certified Accounts

While the timely arrival of a budget is fundamehtanportant, its accuracy is critical
for it to be used as a reliable and relevant soaféeformation for the end user. The

Code does not prescribe an acceptable level ofdiualcruracy but it does specify
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that “when significant variances (e.g. of more tl286 above RPI) in actual year-on-
year costs against budget are likely, the ownermailify occupiers promptly, within
the current service charge year” and best pradite “confirm the half year forecast

on an un-audited basis” (ibid: 9).

The selection of the figure of 2% offers an intéresexample of the contested nature
of decision-making. At face value it offers certgirand a promise of accuracy in
budgets. Certainly, given the disputed nature ofise charge calculations discussed
in this report, then stating that “due professioddigence”, or some equivalent
phrase, should be used when calculating budgetslysiwould not be acceptable; it
would be seen by occupiers as an excuse to contiithgore-Code inaccuracies. But
the figure of 2% offers accuracy and keeps the budgtimate ‘honest’. Yet where
does this figure of 2% come from? Why not 1% or 3@®en, for example, the
arguments over valuation accuracy, can we everomehty expect a budget to be
within 2% when valuation accuracy is trumpeted B R for the fact that less than
two thirds are within 10% (RICS 2009h).

Similarly, whilst the addition of the retail pricasdex (RPI) seems to be fair at first
glance, allowing for gradual price inflation withihe sums budgeted, this is also not
quite as precise as first appears. After all, metre item in the budget is paid for at
the end of the 12 month period, and so does nouaafull year’s inflationary price
rise. The figure of RPI itself is a constructedufig subject to what might be described
as arbitrary changes of items within its calculat{see for example Duncan 2008),
especially given that it used politically as theasiere of UK inflation. More precisely
one might question why, for example, the ConsunieeP Index (CPI) was not used.
After all, does mortgage interest rate (included R#l) actually affect most
commercial budgets? Or does the generally highdr d¥iér even greater wiggle
room for budgets to be inaccurate. RPI is typicaly higher than CPI. In a number
of interviews with tenants, disputes with landloashel managing agents over the level
of the RPI used within budgetary calculations weamemon:

“I went to a meeting with the managing agents @ thuilding to discuss the
service charge account [and] said “You've got arl BfP7% in there” and
obviously I've looked at the RPIs and | think itsval don’t know 1.9% or
something. And | said “in your account you're resfirgy an on account
payment which has got 7% inflation in it, yet iiftan is only running at 1.9%.
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Explain it to me. | don’t understand.” And theyddoh well we set this six
months ago and at that point we had RPI of...| dendw 3.9% or whatever
it was and we've added in a bit extra.” And it taa®rts of conversations that
annoy” (nterview 3.

Table 2 provides an analysis of the accuracy of 488ice charge budgets for the
years 2007 and 2008. As the table shows budgets tyeically inaccurate, with only

15.3% and 14.8% of budgets accurate to within % & actual service charge in
2007 and 2008, respectively.

Table2
Accuracy of Service Charge Budgets 2007 2008 O
No| % No.| %

Budgets within +/-2% of actual service charge 171 15.3% 4 14894 -05%
Budgets exceeding +2%0f actual service charge 59 53.2% 14] 5194 -13%
Budgets above -2% of actual service charge 3H 31L5% 9 BIH 18%
Budgets 10%or more above actual senvice charge 40 36.0 8 2069 -64%
Budgets 25%or more above actual senvice charge 240 21.6% 4 14894 -68%
Budgets 10%or more below actual senvice charge 18 16.2% 6 2204 604
Budgets 25%or more below actual senvice charge g 7.2 2] 749 0294
Total budgets examined 111§ 27

All of the 27 budgets included within the data 8008 were prepared after the Code
was implemented. Of these, 29.6% exceeded 10%twédlaservice charge and 14.8%
exceeded 25% of actual expenditure. Whilst thidyaisis currently based upon a
limited amount of data, it indicates that many betdgare substantially over charging
tenants which has a substantial cash flow impaet difficult time within the UK
economy. As worrying is that 22.2% of 2008 budgetse 10% or more below actual
service charge, resulting in tenants having to papstantial and unexpected
balancing charges at the end of the period. A budgeuld be accurate, free from
bias and not suffer from excessive prudence. Asgnt the majority of service
charge budgets fail to embody such qualities asda direct result, tenants have to
rely on unreliable estimates of future expendit@&arly then, the Code needs to

provide further guidance on the preparation ofehdscuments.
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If a budget is substantially over or under budgkén its information content is
useless for tenant decision-making. There may beymeasons for an inaccurate
budget, but from our research it was rare for dltznal or managing agent to inform
the tenant of unforeseen variances or material reria a timely manner.
Communication is severely lacking on this issueal emlicates another area of poor
compliance with the Code, which clearly states thedmpt notification of variances
to plans or forecasts ensures better relationsiepseen owners and occupier” (ibid:
9).

Whilst the overall accuracy of budgets is criticdhe majority of the budgets
examined failed to include a clear defined appartient basis and were normally
issued with virtually no accompanying narrativectbsure of significant items of
expenditure or substantial differences from prieang (see section 4.5.2 for an earlier
discussion of this problem and its impact on thefulsof service charge accounting
information). If such important details and disciess were missing from service
charge budgets, one would assume that they woulordsent elsewhere within the
service charge accounting documents. The Codesstat “an apportionment
schedule will be made available to all occupiemwshg the total apportionment for
each unit within the property/complex” (ibid: 13utbfails to prescribe how this
information should be conveyed to tenants. Whit&t &pportionment basis may be
specified in the lease, it appears logical thatramearised version of the information
should be disclosed by way of a note somewheréhénservice charge accounts.
However, as Table 3 shows, from an analysis of @58ficates for 2007 and 2008,
the majority failed to disclose a clear apportionmdasis for service charge
expenditure. Only 35.4% and 36.1% of certificatecldsed a clear apportionment

basis in 2007 and 2008, respectively.
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Table 3: Accounting Compliance Levels
. . . . 2007 2008 Ch
Comparative Analysis of Disclosure Metrics ange
Nol % No| %

Certificates providing a clear apportionment basis 70 354% 22| 3619 0794
Total certificates examined 198 61

Certificates mentioning a fixed management fee 47| 34.6% 19| 55.994 21.3%4
Total certificates examined 134 A

Certificate including interest on service charges 62 31.0% 26| 42694 11.6%
Total certificates examined 200 61

The same lack of transparency and disclosure ¢ aparent for management fees.
The Code states that “best practice requires theretwill be transparency in the
management fee charged” and that the total priceh®dmanagement service will be
“a fixed fee for a reasonable period of time” (ibi®) Table 3 highlights that of 136
and 34 certificates for 2007 and 2008, respectjvilg majority failed to disclose
whether a fixed management fee was being leviedt $hid, disclosure levels did
increase by 21.3% over the period. Whilst the nunabeertificates in the sample is
substantially lower, this is an area where the Capglgears to have made significant
progress in improving good practice. What we ditltest, though, was how the new

fee was calculated.

If the above examples are not sufficient evidericéhn@ poor information quality and
lack of transparency within most service chargeoants, Table 3 also highlights that
only 31% of certificates from 2007 and 42.6% oftifieates for 2008 included an
amount for the interest earned on service chargeieso This is despite the Code
stating that “best practice does require this aftaking due deduction for tax” (ibid:
16).

Whilst our analysis of the information quality withservice accounts is still in
progress, the results indicate accounts are faitmgcomply with the Code’s
requirements. This view is supported by the work Gdlvert (2008: 7), who
additionally found “little evidence that the indysts moving towards the use of the
22 cost codes established as best practice in B8 Buidance” as 6,511 different
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descriptions of service charge cost items were usedrvice charge accounts for the
years 2004-8.

From this evidence, it is hardly surprising thatrpmaenants feel unhappy about the
quality of the information within service chargecaants:
“There’s stuff that goes on that you think, howytliave the nerve to do it is
beyond me” pterview 2.

“You don’t get the sort of clarity required on thgpenditure. You get lumps
of expenditure that you weren’t expecting, all tisatrt of clarity is bad
practice” (nterview 9.

“We've been fighting a battle for the last, probabix to eight months, to get
the sort of information we need to enable us to-saye we getting a decent
deal?” (nterview 3).
Interview?2 provided a definition of what he regarded as gwactice in terms of the
provision of both budgets and service charge adsoun

“It [the account] arrives very late, has manifesbes, attempts are made to
charge which on a brief reading of the lease idady show that they are not
entitled to. Poor explanation, if any explanatiofvariances, very significant
ones — you know tens of thousands of Pounds wénartances, if you asked
— what happened — they have no iddatdrview 3.
From an accounting perspective, such fundamentdllgms threaten the integrity of
the whole service charge process, and must be tlygaddressed by the whole
industry and the RICS. Enhanced communication ig lkere, but there is little
evidence of landlords and management agents resgprid tenants’ accounting

gueries in a timely and detailed manner.

4.5.5 Accounting for Sinking Funds

As the average lease term is six years and a suiadtaumber are shorter than this
(RICS 2009d), it is hardly surprising that ownersd abccupiers have conflicts in
terms of providing monies for the long term maiatece, repair and replacement of
plant and equipment. According to the RICS infoioratpaper Sinking Funds,
Reserve Funds and Depreciation Chargesinking fund is defined as “a replacement
fund where the owner builds up a fund to pay fgrare and replacement of major
items of plant and equipment” (ibid: 3). From th#erviews and data analysis

conducted for this report it appears that the dsenking funds is slowing declining
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within the industry, as approximately 10% of thetifieates examined contained such

funds and “only 10-15% of leases provide for thémterview §.

Whilst leases may expressly provide for the creatioa fund referred to as a ‘sinking
fund’, this “is not invariably the case” (Rainey &t 2006: 180) and even in the
absence of such a provision “on proper construatioine lease, the landlord may be
entitled to establish such a fund” (op cit). Whernease makes provision for the
establishment of a sinking fund it may do so inegahor specific manner:

“Not infrequently the service charge clause inas&will simply provide for
service charges to include an amount towards “éuéunticipated expenditure”,
or some such very general form of words, but samegiit will be more
specific than this, identifying the subject mattdr the future anticipated
expenditure, for example, “plant and machineniidi 184)

Where the lease specifically identifies the subjeatter of the expenditure, the fund

can only be used for this purpose. Where the tefntise lease are more general, the
use of the fund will be a matter of interpretatioreach case. Whilst it is beyond the
scope of this report to discuss the complicatedliggs of the entitlement to create a
sinking fund, it is clear that if a landlord warits create a sinking fund, the lease
should be clearly drafted to allow this, otherwisature landlord-tenant disputes

about the fund may arise:

“The trouble is that people use the phrase ‘sinkumgd’ and ‘reserve fund’
when they mean the other thing and there’s thisusion over what its called
and | think the only way that we as an industry st moving forward...is
to be very, very clear about what we mean byfitwd're clear about what we
intend to create we can give clear instructiondehalf of our clients to the
lawyers who can then draft something which actuedijects what we mean
and does what it says on the tin rather than |ggidira whole big dispute as to
precisely what the draftsman intended when helmttfairly woolly wording
into the lease” (Forrester 2009a).

During the research, industry representatives Ipaveided examples of sinking fund
monies being collected from tenants even whendhgd does not allow it:

“There are a lot of issues now where landlords leeeimulated funds, where
you look at the lease and the lease doesn’t agtaliilw them necessarily to
accumulate the funds for which they think they hoéding it. | think it's
more of a matter of encouraging the landlords ayihg “look be clear. You
may have collected this money and you don’t know'wh “you may have
accumulated this money but from here on in, statg,wery clearly why you
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have the money. What's it for? You can’t kegpassing money into the
sinking fund” (nterview §.

“We challenged landlords on the level of contribattowards them and what

funds are actually for, and had sinking fund cdmitions returned to us”

(Interview 4).
According to the RICS information paper a sinkingd should have a clear policy
that states “the purpose to which the accrued nsoare being built up” and the
landlord should act “reasonably in estimating theoant of contributions due” and
“set out the basis for calculating the charge™dil#). This policy should also describe
“how the monies will be held, to whose order anavHmancial matters including
interest and tax will be accounted for”. Where sigkfund monies are held for many
parties, they should be held “in trust” and “praéecfrom any liquidation or financial
arrangements” (op cit). For the purposes of thermétion paper, “in trust” means
holding the monies in a “designated professionalent account properly named and
designated as such and so recognised by the bamie whs held”, or in the case of
more substantial funds, “there may be a formal ttrdeeds setting out the

arrangements, trustees, etc” (op cit).

If sinking funds are held in a formal trust, it ates a specific obligation on the
landlord or management agent to do so in an apjgtepvay as “incautious dealing
with service charge funds held on trust or sloppgoanting procedures may mean
that the landlord or other person holding the fufidds that he has left himself open
to a claim for breach of trust” (Rainey al 2006: 173). The potential consequences
are clear, so it is surprising that virtually nadéords or managing agents provide full
disclosure about sinking fund monies held or thevdies of the trust itself. Whether
sinking fund monies aractually held in trust is critical to the tax treatmentsaiking
fund contributions.

“Well, to keep the Revenue quiet they would expgeciee a proper trustee, a
properly formulated trust’iiterview §.

According to Raineyet al (2006), the tax treatment of the fund and its itwesnt

income will depend upon the nature of the fundhé# sinking fund is treated as part
of the general funds of the landlord it is simpaxed as part of the landlord’s
Schedule A income, just like any other type of smrwharge receipts. However, if a

trust fund is created “the Inland Revenue treateipts as capital. Investment income
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is chargeable in the hands of the trustee at theiaprates applicable to trusts” (ibid:
296). Payments into the trust that are treatedap#iat receipts in the hands of the
trustee should also “be treated as capital paynisntise tenants” (op cit). As a result,
if a sinking fund trust is created, a commercialatgt should probably refrain from
deducting sinking fund contributions from taxabteame, although “the application
of these provisions depends to a great extent tipoprecise drafting of the lease and
the nature of the payments made or fund creatdxti:(R95). In terms of the capital
allowances earned through expenditure from theirsgnkund trust account, these
should “be claimed by the landlord and not the h¢@a& the common areas concerned
will be retained by the landlord” (ibid: 296). Aandlords are effectively claiming
capital allowances from expenditure funded by témantributions to the trust fund,
this economic benefit should be passed back tdrtlst in some manner - but it is
open to question whether this happens in practice.Code is unclear on its advice in
this area. On the one hand it states that “incoer@ved from the provision of a
service or activity, the finance for which is indad in the service charge, will be
treated as a service charge credit” (RICS 2007a: Tihis would appear to confirm
that the economic benefit of capital allowancesaimigtd from sinking fund
expenditure should flow back to the tenant in sovag. However, the example given
by this advice concerns apparently immaterial antgyisuch as photocopying and fax
reimbursements. It is unclear whether this adviceéant to apply to the tax benefits

obtained from expending sinking fund monies helttust.

From the interviews conducted for this report,pp@ars that the Inland Revenue is
“quite relaxed” about the treatment of sinking fumdnies where relatively minor
amounts of money are involved, and the issue isltdsith on a practical basis”
(Interview 73 as long at the tax treatment of sinking fund dbntions is performed in
a symmetrical manner by landlords and tenants, cegpital allowances are only
claimed by one party and the contributions are actam for in the same manner by
the parties. In many cases, sinking fund contidos from tenants are kept in
separate bank accounts and simply treated as pé#ne dandlord’s taxable income,
and the interest on the fund is taxed at the compate rather than the trust rate.
However, where large sums of sinking fund moniesiavolved, such as “£1-£5m”,

the Inland Revenue is “a bit more attentiviit¢rview 73 and requires proof that “an

36 The Kingston Report: Eccles and Holt



appropriate and symmetrical treatment” is beingdusethe accounts of the owner

and occupier of the building.

What is clear is that specialist advice should baghkt on the appropriate tax
treatment of sinking fund monies, and that tenanéscurrently provided with little
information about the manner in which landlords ama@inaging agents are treating

such monies. Further research is currently beimtptiaken about this issue.

Section D8 of the Code of Practice sets out a léetdramework of responsibilities
for the owner or managing agent responsible foraipey a sinking fund. These
include the following accounting-related issues:

* Sinking fund monies will be held in an interest-lieg@ account, held in Trust
for the tenants and separate from the owner’s oanies.

» Clear disclosure of the calculation basis for amkiag fund contribution and
the items to which it relates, including a reatisissessment of the anticipated
life cycle of the item in question and accountimg fthe funds accumulated
from previous service charge periods.

» Disclosure of movements into and out of the fulediether with the opening
and closing balances and the amount of interestedaand tax paid in the

relevant period.

According to the RICS information paper, a fundwdtd'set out what is being paid
and by whom to what purpose, and what happens timee purpose has been
achieved” with “residual monies being disbursectorent and former tenants who
have contributed to the fund” (ibid: 4). Whilst shappears a logical approach, it is
doubtful whether landlords and managing agentseatlyr maintain accounting
records as to the amounts which individual tenbate contributed to a sinking fund:

“If the building gets knocked down and there’s ale of million quid in the

fund you need to know who chipped in what to thedfiso that you can
distribute back the £2 million between all thosegle. Now I'll bet that

nobody in the room knows a fund where they wouldvkrihat all the way

back. But if you think it through logically, if goes with the building and its
in common in trust amongst everybody, you do neestard all the way back
of who paid what and when so that if you do neegive it back you know to
whom and in what proportion” (Edwards 2009a).
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Another area of importance for the accounting ofkisig funds is their legal
ownership as this will largely determine their agating treatment. The ownership of
sinking fund monies is frequently disputed by blaitdlords and tenants, particularly
when the original purpose of the fund has beenlledf For Forester (2009a), sinking
funds should be seen as being held in trust forjoi benefit of owners and
occupiers:

“There’s no specific case law on ownership anddfoee what we’re saying is
that these funds should be considered to be heldish jointly for the benefit
of the owner and occupiers from time to time whiebans that the building
can be sold and the new owner has an interest enfuhds that have
accumulated and all of the tenants over a sucaesdideases also have an
interest through the trust fund that is created setdip”

This view was disputed by a number of tenants amdllbrds interviewed for this

report, who believed sinking fund monies belongeiirely to the tenant:

“What some landlords seem to forget is that thiaggially tenants’ money”
(Interview 4).

A representative of one of the largest UK commér@adlords was clear about
whom sinking fund monies belonged to:
“We differentiate the funds and know how much isha fund. As a result, the
principal is clear. The funds do not belong toldrelord. We know it doesn’t
really belong to us — it is the tenant’s mondyitérview 7.
In terms of assessing the relevance and reliabdftythe current accounting for
sinking funds, 88 service charge certificates (%38f the 943 checked) and 169
service charge budgets (17.6% of the 960 checleedhé period 2004-8 were found
to mention such funds. Table 4 provides a detailealysis of sinking fund disclosure

on the service charge documents for the years a062008.
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Tgbl§4: Accounting Disclosures for . 2007 2008 Changel
Sinking Funds & RICS Code 22 Forward Funding
No| % No.| %

Budggets including RICS Code 22 Forward Funding 32 36

Certificates including RICS Code 22 Forward Funding 20 4

Total documents examined 52 40

Certificates deemed to be dlearly referring to a "sinking fund” 71 35.0% 2 50.0%q 15.0%
Disclosure of balance & movements on sinking fund 0 0.0% 0 009 009
Additional Disclasure for the sinking fund 0 0.0% 0 009 009
Disclosure of interest earnt on sinking fund 0 0.0% O 009 0094
Total certificates examined 20 4

From both our longitudinal and year by year analgdiservice charge documents it is
apparent that where a certificate ‘appears’ touidel contributions to a sinking fund,
levels of disclosure range from poor to non-existeidence that was supported by
the views expressed by tenants during the intesviéine typical tenant perspective
of the accounting disclosures for sinking funds bansummed up by the following
quotes:

“The level of disclosure is appalling. In fact tiMhole of the accounting

process in property is appallinghterview?2).

“I don’t think there’s openness on this at alfiterview 3.

“We don’'t even know sometimes what's in the funchefie is limited
transparency. | mean in reality, to my mind, yoowdtd almost have a bank
account statement in terms of —this is what'’s jrihiese are the withdrawals,
this is the input, this is the output, this is wilg spent it and oh, by the way,
this is where we put the moneyhterview 4.

“I know sinking funds that never went when theresveasale and | know a
property that was sold to deliberately strip a sigkund out of it. | think our
track record as an industry on sinking funds isgomtd” (nterview §.

As damning in an accounting sense was that in nrestgnces it proved impossible to
conclusively ascertain whether contributions wesalento a sinking fund rather than
some other form of “forward funding” under RICS tosde heading c22, such as a
depreciation fund or reserve fund (see appendigfERICS 2007a for full details). Of

the 24 certificates examined for the years 2007 20@B, it was only possible to

definitively identify the existence of a sinkingniai 37.5% of the time. In total, 52 and
40 various service charge documents were analyse200D7 and 2008, respectively,
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and the forward funding amounts included were Vdyidescribed as contributions to

“sinking funds”, “contingency funds” “reserve furigsplant replacement funds”,
“depreciation funds” or simply as a “transfer teeeves”. Whilst the definitions of a
“sinking fund”, “depreciation fund” and “reservenfd’ are clearly defined in an RICS
information paper (RICS 2009d), it proved virtualhypossible to uniquely ascertain
the intention for many forward funding contributgyras the majority were included
with no accompanying notes or additional narratdisclosure to explain their
purpose. This evidence is especially alarming astbde states that “care should be

taken not to confuse sinking and reserve fundsC@R2007a: 28).

Despite reviewing the history of the disclosuresamking, depreciation and reserve
funds in the period both prior to and post impletagan of the Code of Practice,

there was no evidence of increased transparendysolosure with regard to any of
these funds in certificates or budgets. Of the 82uchents analysed for 2007 and
2008, not one certificate, budget or account folyndisclosed whether sinking fund

monies were being held in trust in a separate kmudount or identified who the

trustees actually were. This is a key omission iaratitical for tenant understanding
of the tax treatment and security of the said n&nie

“There’s a shed load of money in some account sdraesy in theory for the
benefit of that building and the tenants withinttbailding, the tenants has
paid over in good faith, that the tenants know mgjlabout or very little about
it anyway” (nterview 3.

“I think there are clear questions of fraud of Heb&landlords in so far as we
have asked “where is this sinking fund money that f1ave been collecting
over the last ten years?”. “Ah, spent that” [is #reswer from the landlord].
“Not on this building you haven’t,” and you know wgeieried it and the first
thing we had was a letter from the lawyer. And ve&d s‘I'm sure you'll
understand, we’re not going to pay the servicegdnaecause we think you've
run away with our client’s money and we’re not gpto pay anymore until
we get a result™ Ihterview §.

In no instance was the current balance or movenants sinking fund disclosed on
the certificate, and only two certificates discld®ven limited information about the
specific items that a fund was intended to covexr.a/esult, service charge accounts
are failing to comply with the Code’s requiremerftsrthermore they are failing to

supply tenants with relevant and reliable accogniiiormation for decision-making.
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During a number of interviews, respondents ackndgdel examples of poor landlord
practice regarding the use and disclosure of sghkind monies:
“There is great disparity in openness about smkimds” (nterview 3.

“We have a landlord where the sinking fund thaeem built up over the last
seven years is over £3 million. Every year, when gsk “how much is the
sinking fund?”, you're given a different figurefhferview 3.

“I know one landlord and he’s sitting on £4.5 naitli worth of sinking fund
and as much goes into it every year as comes oiit efery year. This
building is likely to be redeveloped fairly soom what happens to the £4.5
million that he’s sitting on? Why are they holdifig.5 million? They don’t
know. s it for the lifts? Well they were dofest year so why are you
holding £4.5 million?  They don’t know, which idearly a ludicrous
situation” (nterview §.

More fundamentally, no certificate mentioned whetingerest or investment income
was being received on the sinking fund monies amwd this income was being taxed
and distributed. This lack of transparency on theestment returns generated on the
sinking fund is an issue for many tenants:
“If you start on the premise that we don’t evenwrimow much the sinking is,
we’re never going to know what the interest isvae®” (Interview 4.

“When we ask if interest is being put onto the gigkiund, they [the landlord]
will say, well, you'll have 15 different answers'itis put on it, its not put on
to it, it is in a trust vehicle or an Escrow accbanwhatever, yes, no, maybe”.
If we ask to see the account: “oh I'll have to gatk to you on that one” is the
reply” (Interview 3.

In the interviews and focus groups conducted fas teport it appears that many
tenants deliberately avoid leases that includeréogirement for contributions to a
sinking fund:

“You wouldn’t believe what goes on in that aremean it is frightening. It's
one of the reasons we fight against them all dvemplace and in fact we don’t
have that many because | don't agree to sign & leagre they are in there”
(Interview 3.

Such tenant aversion towards making contributiomssinking funds is hardly
surprising given our evidence that the Code of tRra@accounting requirements for
such monies are currently being ignored. Furtheemone large corporate tenant

commented that landlords can be frightened awam feollecting the sinking fund
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monies by questioning the manner in which such esmill be accounting for and
how the funds will be utilised:

“Very rarely, | would suggest do landlords endeavimucollect sinking fund

monies. You only need to ask them how they’re gamgaccount for the

money and the tax on the interest that's goingaeehto be paid and they
usually run a mile”lfiterview 2.

To summarise then, the treatment of sinking fundnie® by the landlord or

management agent has important implications fotdRereatment of payments into
the sinking fund for both landlord and tenants aeliWithout adequate disclosure by
the landlord or managing agent concerning the nreat and use of sinking fund

monies within service charge accounts, it is imfidedor tenants to make informed
decision about their significance and impact. Qaigarly, it is apparent that levels of
Code compliance on sinking funds is virtually midarequires considerable attention
within the industry. Furthermore, the Code needsdtude a specific requirement for
certified accounts to include disclosures on theneaof the sinking fund trust and its
trustee, together with a statement of the tax rmeat of fund contributions and

expenditure, if material amounts.

4.5.6 The Sign off Process for Service Charge Acauis

The analysis so far has identified a number of gk with present service charge
accounts. Perhaps surprisingly, there is no besttipe requirement within the Code
for service charge accounts to undergo scrutinyindapendent audit. All this Code
states is thatlf the account is certified by an auditor, such ceslisbe charged to
the service charge account” and ‘an occupier requests an independent audit, the
owner will agree and the audit fee will be chargedhe occupier” (RICS 2007a: 14,
our emphasis added). The Code takes no view orhehtte entire process should be
documented by independent audit into whether tkerds provide a ‘true and fair
view' of the costs incurred and relevant accountpuiicies have been followed.
Obviously cost is a consideration, but our findinggggest that tenants would
willingly pay for such a service given the certaestit would offer them over the
whole service charge process. Some suggest thatgoay auditor would more than
pay for itself since they mistrust the current sgstso much. They would also be
saved the expense of continually requiring the l@mddto provide more information.

Given the financial importance of service chargeseems obvious that there is a
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need to show that the service charge accountsdeawitrue and fair view of the
financial records, their lease compliance, and Coa®pliance (except where this

deviates from the lease).

Of the service charge certificates examined fos tieport for 2007 and 2008, there
was a noticeable variation in the certification agign off procedure for service
charge accounts. This was ‘worrying’ from a tenapgsspective as many certificates
did not appear to be signed off at all, some wegeesl off by managing agents or the
landlord’s surveyor, some were signed off by firofsaccountants and some were
jointly signed off by an accountant and managingragin addition, the wording of
the opinions attached to such signatures variediderably, ranging from statements
such as “the above figures have been independehtdgked and verified by”, a
statement made by a landlord’s surveyor, to “I hereertify that, according to the
information available to me, the attached...recofus true cost to the landlord of
providing the services to the Property...in accoreéandth the lease”, a statement
made by an ‘accounting services’ firm. This evidemelps to reinforce the doubts
expressed by tenants about the quality and accufatye service charge information
they receive. It also indicates a need for the Guideractice to include some form of
‘pro-forma’ statement of opinion that a certificaieould include, with specific sign
off obligations on behalf of both management agams auditors. This would then
clearly establish who is responsible for ensurihgt tthe service charge is in
accordance with the lease, and that charges atgifaurred as two separate audited

processes.

Tenants voiced concerns consistently over issuevatiie for money and the
transparency of the process. Notwithstanding th@ws problems discussed within
this report, it would seem that benchmarking penmmce and standardising
presentation would greatly assist the processasisparency. Where agents sign off
on clearly outlined performance indicators and gdiions, improved governance
ought to follow. However, once again the Code’snepl® (schedule E2) in helping
the parties to develop best practice is problemagppendix C includes model sign-
off statements and obligations for the independenitor, managing agent and a third
party verification of the duty of care owed to tets which includes an opinion on

value for money.
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4.5.7 Summary of the Accounting Issues

In summary, whilst our research to date highlighisilar concerns raised elsewhere
about the low level of compliance with the CodePwéctice, it highlights specific
accounting shortcomings that plague service chaogeunting. While the Code of
Practice provides much needed direction on thegoagjon of service budgets and
accounts, its accounting guidance often uses vagdemprecise wording and fails to
provide detailed examples of fully compliant acdmg documents. Despite the
Code’s inherent limitations, its accounting guidamioes provide landlords (owners)
and managing agents with a ‘basic’ framework fopriaving the content, format and
presentation of service charge accounts. Howevapirecal evidence contained
within this report suggests that landlords and rgangpagents appear to be failing in
their professional duty to provide “best practic®rvice charge accounts. Since 1
April 2007 the quality of service charge accourss failed to improve in a number of
key accounting areas, hampering the usefulnesshedet documents for tenant

decision-making.

5.0 Conclusions

It is possible to engage in two forms of concludmegnarks to this analysis. First,
there are conclusions that can be derived dirdotiyn the evidence that we have
created here. Second, there are speculations, wacthall infer from the evidence,

but lack the same concrete certainty.

5.1 Final Analysis

There is no doubt that all parties, at least folynaccept that the pre-Code situation
was unacceptable. Of course, this does raise thstiqn as to why it then took so
long to resolve. Whilst our respondents offeredcoasistent explanation over the
pre-Code position, this is probably to be expectesiprofessionals operating in the
field, they are obviously more interested in thésemxg situation as they find it on a

daily basis than engaging in a discourse to expilaim we ended up here.

44 The Kingston Report: Eccles and Holt



The Code of Practice is a RICS guidance note andezpuently is expected practice
from its members. The fact that it is also endotsedwner and occupier associations
reinforces this expectation of its adoption. Howewmes the evidence support this
supposition? The evidence suggests not, or, at, lde implementation has been

patchy with some improvements, but also regressiogr, the last year.

One interviewee described the Code as “aspiratiohat the rules are in reality very
straightforward governance issues. Whilst “bad méngractices” (another
interviewee) coupled with the way in which some aging agents are employed do
contribute to the problem, the fact remains thatgheparation of a ‘code-compliant’
set of service charge accounts is far from difficih the specific examples of
accounting practice covered here, there are seissuss that need attention.

Since the RICS has created a Code of Practicglots that it ought to monitor it for

compliance and whether it is successful. After iélthe Code is not followed then

why implement it, as one tenant asked. SimilarhyCR needs to provide further
detailed direction and specification within the @odn the format and content of
service charge accounting information. The infoiorafpapers provide a start, but
more, and with greater detail, are needed. WHilst not mandatory, RICS members
are being potentially disadvantaged in law shobkl €ode not be fit for its purpose
since RICS states in the preface to all its Guidadotes that the Courts will expect

compliance. Therefore, the Code has to work, and well.

5.2 Speculation

The obvious response to the wider situation withsés and the management of
service charge is the adoption of an all-inclusieet. This is economically rational
and avoids the need for any discussion or mandggeien. It is also the position
suggested by the RICS Roadshow, or at least ongkepéhere (King 2009). Of
course, this would then create different problemeetolve.

The issue of the need for statutory regulation rema highly divisive issue. Jin and

Tsourikova (2009) suggest that there is a stromgtte for legislation within sections

of the market. Our evidence is far less conclusitethe least, the RICS Roadshow
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on service charges is, at least in part, an ex@misallying chartered surveyors to the
Code in order to avoid the need for such governnrgrtvention (see for example
Edwards 2009a). There is also a wider trend withan property industry to ‘badge’
competency and offer non-statutory evaluation ahgetence, regulation, and fee-
free arbitration and resolution. This includes botbfessional and trade associations;
for example BPF's Commercial Landlords Accreditatiicheme (CLS) accreditation
scheme for landlords (Jansen 2007). What is meen &here these schemes fail or
are only partially successful, there is a commitirten'try, try and try again’: CLS
was launched in 1995 and again in 2002 prior to72@8@ example. Constructing a
formalised professional register through best practand eventual institutional
regulation and enforcement seems a plausible owcdor service charge
management. It satisfies all demands for accouitialnd fairness, whilst protecting
consumers of the service without cost to governm@nnforming practices will be
distinguished from their ‘cowboy’ competitors andterter, kite or ‘safety’ mark will
become accepted as the sign of these, as with 8g guads and services these days.
There is a clear message to be developed fromatmpt the Code and modern best

practice techniques, and be ‘badged’ as competanibse clients.
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Appendix A: Empirical Evidence

The following respondents were interviewed. A steyrtopsis of the individual and
their company is offered to allow the value of thapinions to be evaluated. It was
decided to interview only senior professionalshia tield. The difficulty of obtaining
interviews and the resulting restricted numbembénviews was thought to outweigh
the simple desire to produce a mass of data. Tihe=@iews, on average of one and a
half hours in duration, offer a high quality opinibased upon extensive and rounded
experience. Note that the wording of the descnipisotaken from each business’ own
descriptions.

Interview 1: Director of one of the UK’s largest RE.

Interview 2: ‘Group Property Manager’ of an intetinaal retail financial services
company.

Interview 3: ‘Corporate Development Director’ ofettworld's largest provider of
outsourced workplaces.

Interview 4: A senior chartered surveyor for angstwment and services company with
assets of £4 billion.

Interview 5: Managing Director of the UK’s leadimgpmmercial service charge
consultancy.

Interview 6: Director of one of the leading realagés advisors in the world.

Interview 7: ‘Corporate Taxation Executive’ for ookthe UK'’s largest REITSs.
Interview 8: Independent taxation consultant ansitimig lecturer to two London
universities.

Interview 9: Director of a taxation consultancy.

Interview 10: Accountant dealing in taxation withlaage accountancy consultancy
practice.

Interview 11: A national taxation expert, currentigad of department at a UK

university.

Additionally, focus groups were run with a numbérirderested parties. The focus
group is not an ideal research vehicle since itlificult to control. Structuring
interviews allows for comparison, but the very mataf the focus group is anarchic

and individual. However, it does all researchergltamwv out themes and establish a
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basis for further study. These groups were usedhtain ideas that we later developed
upon, and to test our preliminary findings out tpamel of selected experts for their

opinions and views.

Focus Group 1: Bristol, in the offices of a servitarge agent.
Focus Group 2: Kingston University, to invited imidiuals from commercial practice.

Focus Group 3: Kingston University, to selecteddaoaic participants.

Finally, we utilised a student project to obtairews upon the issue. This work
utilised 21 completed questionnaires (from a sangbl€0) and 6 semi-structured
interviews. The advantage in utilising studentsaory out work is that it generates
more evidence. The downside, of course, is thanioves direct control of the work
from the researchers and relinquishes some intetfe to a third party, albeit one

under supervision.

Kingston Study 1: supervised postgraduate work.

Appendix B: Other data

RICSCommercial Property Management RoadshBwstol, 19 March 2009:
Chris Edwards (MD, Commercial Property Advisors)Ltd
Peter Forrester (Director, Savills)

Vivian King (consultant, Bond Pearce)

RICS ConferenceLapital Allowances — Back to Basjd¢ondon, 25 March, 2009

RICS Commercial Property Management Roadshbandon, 6 May 2009:
Chris Edwards (MD, Commercial Property Advisors)Ltd
Peter Forrester (Director, Savills)
Vivian King (consultant, Bond Pearce)

Henry Stewart Conference StudieFthe Corporate Real Estate Executive’s

Contribution to Improved P&L Figures and Sharehal®alue London, 23 October
2009
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Appendix C: Model “Sign-off” Statements for a Servce Charge Certificate

Service Charge Certificate
Certification Period: 1 January to 31 December 2008

E? PROPERTY

managing service charges
Landlord:
Managing Agent:
Tenant:
Building:

Independent Auditors ' Report to the Tenants of (bilding)
We have audited the service charge certificatestralb of.... (Managing Agent)....... for the year
ended 31 December 2009.

We report to you our opinion as to whether theisergharge certificate gives a true and fair view
of the costs incurred and whether it has been pedda accordance with relevant accounting
policies.

In addition, we report to you if, in our opiniotgt Managing Agent has not kept proper
accounting records, if we have not received athefinformation and explanations we require for
our audit, or if details of other transactions ao¢ disclosed.

Basis of Audit Opinion

An audit includes examination, on a test basigvidence relevant to the amounts and disclosures
in the service charge certificate. It also includesassessment of the significant estimates and
judgements made by the Managing Agents in the paéipa of the certificate and whether the
policies adopted are appropriate to the circums®io€ the building, consistently applied and
adequately disclosed.

We planned and performed our audit so as to obththe information and explanations which we
considered necessary, in order to provide us witficgent evidence, to give reasonable assurance
that the certificate is free from material misstagat, whether caused by fraud or other
irregularity or error. In forming our opinion wesal evaluated the overall adequacy of the
presentation of the certificate.

Opinion
In our opinion:
» the service charge certificate gives a true arrdviaiv of the costs incurred at .........
during the year ended 31 December 2008

» the information provided is consistent with the amis contained in the service charge
certificate

A N Accountant
Service Charge Accountant
For and on behalf of Property Solutions (UK) Limdite
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Service Charge Certificate
Certification Period: 1 January to 31 December 2008

E? PROPERTY

managing service charges
Landlord:
Managing Agent:
Tenant:
Building:

The Managing Agent’s Obligations

In order for the Managing Agent to confirm thatdbestatements are a true and fair reflection of
the transactions that have taken place during ¢hiegh they are required to:

a) select suitable accounting policies and apply thensistently;
b) make judgements and estimates that are reasonmabj@adent;

c) prepare the service charge certificate on a ‘goomgcern’ basis (unless it is inappropriate
to presume that the Landlord will continue to tréaese premises in the near future);

d) Ensure that the service charge costs are recoweradcordance with the terms of the
lease

The Managing Agents are responsible for keepinggraccounting records, which disclose with
reasonable accuracy at any time the financial iposét the property.

Managing Agent’s Statement of Compliance
(MA’s firm)... are the Managing Agent's responsilitg the production of the service charge
certificate for the year ended 31 December 2008spect of.....(building)....

I can confirm that this service charge certifichés been produced in compliance with the terms
set out in the lease (see appendix 1) and, whereldles not deviate from the lease, in accordance
with the RICS Service Charge Code of Practice.

| hereby certify that, according the informatioraéable to me, the attached statement of service
charge expenditure records the true cost to théidesh of providing the services to the property
for the period.

Signed

A N Agent
Managing Agent
For and on behalf of Managing Agents (UK) Limited
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Service Charge Certificate
Certification Period: 1 January to 31 December 2008

E? PROPERTY

managing service charges

Landlord:
Managing Agent:
Tenant:

Building:

Third Party Verification

In accordance with the RICS Code of Practice, fieth_andlord and the Managing Agent are required
to recognise a duty of care to occupievgho entrust the spending of their own businesshmast and
cash flow by funding the services'.

Further, The Code requires that:

a) ‘Occupiers have the right to reasonably challenge propriety of expenditure’;

b) ‘The owner will ensure that standards of services/med are monitored, that the quality
and cost of the services provided are regularly ieeed and, where possible,
demonstrate that service standards are being deliveand value for money is being
obtained’;

c) ‘Owners will operate sound management procedureangure the respective obligations
of owner and occupier are discharged and services provided efficiently and
economically’;

d) ‘The owners will inform occupiers of the plans fbe property in so far as they have an
implication on the service charge’

e) ‘On-site management staff need to have a soundlkdge of modern business practices
and be adequately skilled to provide best and afypsformance standards’.

Services should be commercially and professionptlycured, with regard to the requirements of
property, the Landlord and the Tenants.

The principal aim of the Agent is to manage thdding on behalf of the Landlord, whilst ensuring
value for money and effectiveness for the Tenants.

‘Value-for-Money' Statement of Compliance

(MA’s firm)... are the Managing Agent’s responsilide the production of the service charge certtfica
for the year ended 31 December 2008 in respect @fuilding)....

We have analysed the certificate to ensure thdtrass is reasonably possible, the Agent has adher
to the provisions of the Code outlined above anddmmonstrate that the building has been managed
to an appropriate standard of economy, efficieny effectiveness.

| therefore certify that the services procurechat building are:

a) Appropriate for the location, use and charactehefbuilding;

b) Of an appropriate quality standard; and

c) Value for money and cost effective for the Tenants
Please note that, where there has been a deviationthe Code, we have enquired as to the rationale
for such deviation and made reference to it infmaings at the back of this report.

We are satisfied that any deviation from the Cadeither appropriate for the circumstances, or in
accordance with the lease provisions and therefimes us no reason to qualify this audit.

Signed

For and on behalf of Property Solutions (UK) Lindite
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