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EXECUTIVE SUMMARY

On March 1, 1985, the New Y ork City Department of General Services, now
renamed the Department of Citywide Adminigtrative Services (DCAYS), entered into a
50-year |ease agreement with the East Broadway Mall, Inc. (EBM), to develop and
operate aretail shopping mal a 88 East Broadway in Manhattan. The lease requires
that EBM pay an escdating annua base rent ranging from $50,000 in the first year
increasing to $895,795 in the fina year of the lease, as wdll as pay “percentage rent”
ranging from 3 percent to 9 percent of gross operating revenue. EBM is aso required to
make additiond rent payments to the City in lieu of red property taxes. In addition,
EBM isrequired to carry certain insurance coverage, including personnd liability
insurance, naming the City as an additiond insured; remit a $72,000 security deposit to
the City; and pay dl required taxes and utility charges related to the facility.

This audit determined whether EBM maintained adequate internd controls over
the recording and reporting of gross receipts; calculated and properly paid itsrent on
time; complied with other mgor requirements of its lease agreement (e.g., carried the
required ligbility insurance, remitted the appropriate security deposit, and paid its utility
charges). For the fisca years ending August 31, 2000, and August 31, 2001, EBM
reported $2,390,175 and $2,408,789, respectively, in gross operating revenue, and
paid rent to the City totaling $820,297 and $992,339.

EBM had adequate internal controls over the recording and reporting of
revenue, and it generaly complied with the terms of its agreement with regard to paying
its base rent, carrying the appropriate insurance coverage, and remitting the required
$72,000 security deposit to the City. However, EBM did not accurately report its
gross operating revenue and common area maintenance charges to the City, and did not
pay al percentage rent due the City. Consequently, EBM owes the City $120,965 in
additional percentagerent and related interest. In addition, we determined that
there was a problem with the water billsfor EBM. Specificaly, the City’s Department
of Transportation was mistakenly billed for the water and sewer charges for the mall.
After we mentioned this to Department of Environmenta Protection (DEP) officids,
they had the name on the account changed and billed EBM for $100,718 in unpaid



water and sewer chargesfor the period December 1, 1999, to December 31, 2001.

Among the report’ s recommendations are that EBM pay DCAS $120,965 in
additiond rent and interest due, and pay DEP $100,718 in outstanding water and sewer
charges. Thereport dso recommends that DCAS ensure that EBM complies with the
report’ s recommendations.

Discussion of Audit Results

The matters covered in this report were discussed with EBM and DCAS
officids during and at the conclusion of thisaudit. A preiminary draft report was sent to
EBM and DCAS officids and was discussed a an exit conference on March 26, 2002.

On March 27, 2002, we sent a draft report to EBM and DCAS officias with arequest
for comments. On April 11, 2002, we received aresponse from DCAS officials stating
that they generaly agreed with the audit’ s findings and recommendations. On April 15,
2002, we received aresponse from EBM officids stating that Mui & Co., their
Certified Public Accountant, isthelr representative for thisaudit. On April 16, 2002,
we recelved aresponse from Miu & Co. that did not address any of the audit's findings
and recommendations. Consequently, we contacted officials from EBM and Miu &
Co. to discuss their responses. Officids of both entities stated that they generdly
agreed with the audit’ s findings and recommendations and will make arrangements to
pay the amount due. On April 23, 2002, we received aletter from Miu & Co. officids
dating that they agreed with the percentage rent calculation outlined in the report.

On April 12, 2002, we a0 received aletter from Gartner, Bloom & Greiper,
P.C., Attorneys at Law, aso in response to the audit. That letter did not address the
report’ s findings and recommendetions; rether, it criticized the Comptroller’ s Office for
expanding audit testing beyond the initid two-year scope period, and for covering
certain agpects of the lease that the firm contended were beyond the authority of the
Comptraller's Office. Officids from both EBM and Miu & Co. ingructed usto
disregard the law firm' sl etter Since, for the purpose of this audit, the firm was not
EBM'’ s representative. However, because of the serious accusations made againgt the
Comptroller’ s Office and because EBM and Miu & Co. refused to ingtruct usin writing
to disregard the law firm’s response, we decided to formally addressthe issuesraised in
that response. (See pages seven through nine in the body of this report for adiscusson
of the Gartner, Bloom & Grelper response.)

Thefull texts of the responses received from DCAS, EBM, Miu & Co., and
Gartner, Bloom & Greiper, P.C., Attorneys at Law, are included as addenda to this

report.
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INTRODUCTION

Background

On March 1, 1985, the New York City Department of Generd Services, now renamed the
Department of Citywide Adminigtrative Services (DCAYS), entered into a 50-year |ease agreement with
the East Broadway Madl, Inc. (EBM), to develop and operate a retaill shopping mall a 88 East
Broadway in Manhattan. The lease requires that EBM pay an escadating annual base rent. In the firgt
year of the lease, base rent was $50,000; it will increase to $895,795 in the fina year of the lease.
EBM has aso been required to pay “percentage rent” rent based on a percentage of “gross operating
revenue” less revenue received from tenants for common area maintenance charges” The annud
percentage rent ranges from 3 percent of gross operating revenue (less revenue for common area
maintenance charges) that is more than $500,000, to 9 percent of gross operating revenue (less revenue
for common area maintenance charges) that is more than $1,500,000. EBM is aso required to make
additiona rent paymentsto the City in lieu of rea property taxes.

In addition, EBM is required to: carry certain insurance coverage, including personnd liability
insurance, naming the City as an additiond insured; remit a $72,000 security deposit to the City; and
pay al required taxes and utility charges related to the facility

For the fiscal years ending August 31, 2000, and August 31, 2001, EBM reported $2,390,175
and $2,408,789, respectively, in gross operating revenue, and paid rent to the City totaling $820,297
and $992,339.

1 Thelease defines “gross operating revenue” as the sum total of all gross revenue, income, receipts, or

other value received from the use, occupancy, or operation of the premises.



Objectives
Our audit objectives were to determine whether EBM:

Maintained adequate interna controls over the recording and reporting of gross receipts,
Properly caculated the totd rent due the City, and paid the amounts on time; and,

Complied with other mgor requirements of its lease agreement (e.g., carried the required
ligbility insurance, remitted the appropriate security depost, and paid its utility charges).

Scope and M ethodology

This audit covered the period September 1, 1999, through August 31, 2001. To achieve our
audit objectives, we reviewed EBM'’s lease agreement, andyzed the reported gross receipts for any
ggnificant fluctuations, and reviewed EBM’ s rent payments to determine whether they were caculated
accurately based on the revenue amounts reported to the City. We interviewed EBM’s Managing Agent
and other key personnd and observed the rent collection process to obtain an understanding of the
operations and flow of documents from the receipt of payments to their deposit in the bank.

We performed tests of EBM’s financid records for the audit period to determine whether the
interna controls over gross receipts were sound and operating as represented by management.
Specificaly, we compared the amounts reported on the statements submitted to DCAS during the audit
period to the corresponding amounts recorded on EBM’s Rent Roll, EBM’s expense ledger, audited
financid statements, income tax returns, and other supporting documentation.

We traced reported gross receipts to EBM’s Rent Roll for the audit period. In addition, for
November 1999 and June 2000, we traced the amounts reported to the City to the amounts recorded
on individua receiptsissued to tenants and to the amounts on the bank statements.

We examined dl lease agreements between EBM and its tenants to determine whether
appropriate rent amounts were charged. We conducted two unannounced visits, on January 3, 2002,
and January 15, 2002, to observe EBM’s rent collection process and to confirm whether the
appropriate rents were collected and recorded on EBM’ s books and records. We also visited the madll
and to verify whether dl tenants on the premises were accounted for on the Rent Rall.

We traced the common area maintenance charges reported to the City to the amounts recorded
on EBM’ s books and records for the audit period. In addition, we reviewed supporting documentation
(i.e., invoices, canceled checks) for $319,844 (66%) of the $484,164 in common area maintenance
charges reported for the period of September 1, 1999, through August 31, 2000.

We examined documents on file with the Comptroller’s Office showing that the appropriate
security depodt had been filed, and that EBM caried the liability insurance and Workers
Compensation insurance required by the lease. We dso reviewed EBM’s utility bills to determine
whether they were paid on time. Findly, we verified whether two restaurants located in the mall had the
required Department of Hedlth certificates.



This audit was conducted in accordance with generally accepted government auditing standards
(GAGAY) and included tests of the records and other auditing procedures considered necessary. This
audit was performed in accordance with the City Comptroller’s audit responshilities, as set forth in
Chapter 5, 8 93, of the New Y ork City Charter.

Discussion of Audit Results

The matters covered in this report were discussed with EBM and DCAS officias during and at
the conclusion of this audit. A preliminary draft report was sent to EBM and DCAS officids and was
discussed at an exit conference on March 26, 2002. On March 27, 2002 we sent a draft report to
EBM and DCAS officids with a request for comments. On April 11, 2002, we received a response
from DCAS officids stating that they generdly agreed with the audit’s findings and recommendations.
On April 15, 2002, we received a response from EBM officids stating that Mui & Co., their Certified
Public Accountant, is their representative for this audit. On April 16, 2002, we received a response
from Miu & Co. that did not address any of the audit’s findings and recommendations. Consequently,
we contacted officids from EBM and Miu & Co. to discuss their responses.  Officids of both entities
dated that they generdly agreed with the audit's findings and recommendations and will make
arrangements to pay the amount due. On April 23, 2002, we received aletter from Miu & Co. officids
gating that they agreed with the percentage rent caculation outlined in the report.

On April 12, 2002, we aso received a letter from Gartner, Bloom & Greiper, P.C., Attorneys
a Law, dso in response to the audit. That letter did not address the report’s findings and
recommendations, rather, it criticized the Comptroller’s Office for expanding audit testing beyond the
initia two-year scope period, and for covering certain aspects of the lease that the firm contended were
beyond the authority of the Comptroller's Office. Officids from both EBM and Miu & Co. ingructed
us to disregard the law firm's letter since, for the purpose of this audit, the firm was not EBM’s
representative.  However, because of the serious accusations made againgt the Comptroller’s Office
and because EBM and Miu & Co. refused to ingtruct us in writing to disregard the law firm’s response,
we decided to formally address the issues raised in that response. (See pages seven through nine for a
discusson of the Gartner, Bloom & Greiper’ s response.)

The full texts of the responses received from DCAS, EBM, Miu & Co., and Gartner, Bloom &
Greiper, P.C., Attorneys at Law, are included as addenda to this report.

OFFICE OF THE COMPTROLLER
NEW YORK CITY

DATE FILED: June 6, 2002



FINDINGS AND RECOMMENDATIONS

EBM had adequate controls over the recording and reporting of revenue. It generally complied
with the terms of its agreement with regard to paying its base rent, carrying the appropriate insurance
coverage, and remitting the required $72,000 security depost to the City. However, EBM did not
accurately report its gross operating revenue and common area maintenance charges to the City, and
did not pay al percentage rent due the City. Consequently, EBM owes the City $120,965 in additiond
percentage rent and related interest, as shown in Table|, following.

TABLE |
Schedule of Underreported Revenue, and

Rent and Interest Due

September 1, 1999, to August 31, 2001

1998

1999

2000

2001

Total

Amount Due

Unreported Revenue

$111,013

$12,168

$97,964

$0

$221,145

Overreported Common
Area Expenses

12,667

35,723

10,331

29,902

88,623

Tota Audit Adjustments

$123,680

$47,891

$108,295

$29,902

$309,768

Rent Due on Audit
Adjustments

$10,874

$3,405

$9,746

$2,691

$26,716.

Interest Due on Audit
Adjustments*

$1,985

$2,976

$5,290

$1,579

$11,830

Rent and Interest Due
From Audit Adjusments
(Fiscal Years 1998-2001)

$38,546

Unpaid December 2001
Rent

$78,870

$78,870

Interest Due on Unpaid Rent

$3,549

$3,549

Rent and Interest Due
(Fiscal Year 2001)

$82,419

Total Rent and Interest
Due

$120,965

* Interest was calculated, in accordance with Article 9 of the Lease agreement, at 1.5% per month on the unpaid

amount overdue.

In addition, EBM has never been hilled for its water and sewer use. Consequently, EBM owes

the City $100,718 in outstanding water and sewer charges.

Theseissues are discussed in further detail in the following sections of this report.
Use of Unaudited Financial Data Resultsin
Unpaid Rent and | nterest Totaling $38,546
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EBM owes the City $38,546 in additiona rent and calculated interest for the fiscd years ending
August 1998, August 1999, and August 2000. For the three-year period, EBM reported $6,142,474
in gross operating revenue, $1,383,511 in common area charges, and paid the City $159,469 in
percentage rent. The amounts reported were based on unaudited financial data. According to DCAS
officids, EBM did not submit certified financid statements for the three years, in violaion of the lease
agreement, which states that:

“Tenant shdl furnish to landlord the following: (a) as soon as practicd after the end of
each fiscd year during the term and, in any event, within ninety (90) days therefter,
financid dtatements of the Tenant and of the operations of the Premises for the
preceding fiscd year, prepared in accordance with generdly accepted accounting
principles, and accompanied by a report of Tenant's independent certified public
accountant, which report must be based upon an audit conducted in accordance with
generdly accepted auditing standards.”

On October 29, 2001, after we requested EBM'’ s certified statements, DCAS issued a Notice
of Dissatidfaction to EBM requiring that within 30 days of the notice date, it submit audited financid
dtatements for the three-year period, as well as fiscal year ending August 2001. According to DCAS
officids, the audited statements for the four-year period showed that EBM underreported gross
operating revenue by $221,145 and over-reported deductions for common area maintenance charges
by $88,623. Consequently, EBM owes the City $26,716 in additiond rent and $11,830 in caculated
interest.

Unpaid Per centage Rent
Chargesfor Fiscal Year 2001

For fiscal year 2001, EBM reported $2,408,789 in gross operating revenue and $532,460 in
common area maintenance charges. According to DCAS records, the percentage rent, which was due
from EBM on December 1, 2001, was not paid as of March 1, 2002. Consequently, EBM owes the
City $78,870 in percentage rent and $3,549 in interest charges.

Contract Compliance | ssues

We verified that EBM had the required insurance coverage (eg., liability, fire and workers
compensetion) by reviewing the insurance certificates for the audit period. We confirmed that the proper
coverage amounts were maintained and that the City was named as an additiond insured, as required.
In addition, we verified that EBM remitted the required security deposit of $72,000 to the City. Findly,
we reviewed gas, eectric and telephone bills for July 2001, and confirmed that EBM paid these utility
billson time. However, EBM has not paid for its water and sewer use, as discussed below.

EBM Owes $100,718

In Water and Sewer Char ges

In reviewing the City Department of Environmental Protection’s (DEP) Customer Information
5



System, we determined that there was a problem with the water bills for EBM. Specificdly, the City’s
Department of Transportation was mistakenly billed for the water and sewer charges for the mall. After
we mentioned this to DEP officids, they had the name on the account changed and billed EBM for
$100,718 in unpaid water and sewer charges for the period December 1, 1999, to December 31,
2001.

Recommendations

EBM should:
1. Pay DCAS $120,965 in additional rent and interest due.

2. Submit audited financid statements to DCAS within 90 days after each fiscal year end, in
accordance with the lease.

3. Pay DEP $100,718 in outstanding water and sewer charges.

EBM Response: In their responses, EBM and Miu & Co. did not address any of the audit's
findings and recommendations. Consequently, we contacted officids from EBM and Miu &
Co. to discuss their responses. Officids of both entities stated that they generaly agreed with
the findings and recommendations and will make arangements to pay the amount due.
Subsequently, we received a letter from Miu & Co. stating that they agreed with the percentage
rent caculation outlined in the report.

DCAS should:
4. Ensurethat EBM complies with the report’ s recommendetions.

DCAS Response: DCAS agreed with the audit’ s findings and recommendations.




Discussion of L aw Firm’s Response

As stated earlier, we received a letter from Gartner, Bloom & Greiper, P.C., Attorneys at Law
that purportedly responded to the audit. That letter did not address the report's findings and
recommendations, rather, it criticized the Comptroller’s Office for expanding audit testing beyond the
initial two-year scope period, and for covering certain aspects of the lease that the firm contends were
beyond the authority of the Comptroller’s Office. Officids from EBM and Miu & Co. indructed us to
disregard the law firm's letter Snce, for the purpose of this audit, it was not EBM’s representative.
However, because of the serious accusations made againgt the Comptroller’s Office and because EBM
and Miu & Co. refused to ingtruct us in writing to disregard the law firm's response, we decided to
formally address the issues raised in that response asfollows:

Law Firm Response: “Fird, the City, through [auditor’s name omitted] of the Audit
Department, established the parameters of the audit as a two year” audit. This was
established as early as August of 2001, (see letter attached hereto), and is even
conceded in the DAR [Draft Audit Report] on page 2. In reliance on this, the Mal
produced for the City certified financias and other documents for the period in question.
Yet despite the agreed upon time frame, and the Mdl's reliance thereon, the DAR
purports to make findings and recommendations for 4 years, i.e., fisca years 1998,
1999, 2000, and 2001. See DAR, Table, p.4. Thus, the Bureau of Audits exceeded
the scope of the audit, with the Mal unaware that other documents would have been
relevant to the Bureau's objectives.”

Auditor Comment: With regard to the firm's criticism that audit testing extended
beyond the initid two-year scope, we informed EBM at the entrance conference that if
any mgor weaknesses were found, testing would be extended. EBM’ sfallure to submit
certified financia statements for 1998, 1999, 2000, and 2001, as required by the lease,
was such a weakness. When we received those statements, we noted that EBM had
underreported its gross operating revenues and over-reported its deductions for
common area maintenance charges for each of the four years. As a result, we included
in the audit the fact that EBM owes the City $120,965 for the entire four-year period.

Law Firm Response: “Second, the DAR uses the lease term ‘Common Area
Expenses,’ interchangeably with ‘Common Area Charges” Table 1 on page 4 of the
DAR purports to be a *Schedule of Underreported Revenue, and Rent and Interest
Due’ As pointed out above, it contains figures for a 4-year period, contrary to the
edtablished parameters of the audit. More importantly, however, it utilizesafigureit cals
‘Overreported Common Area Expenses.” Y, in the text above the Table, it uses a
different term — Common Area Charges. The discrepancy is unexplained, and it is
unclear to the Mdl and to this firm which figure the Bureau actudly utilized in its
cdculations. The Mdl can not determine the validity of the percentage rent numbers
arived a by the Bureau without knowing first which of the two categories the Bureau
utilized.”

Auditor Comment: From the firm’s responsg, it is evident that it understood that the
terms “common area charges’ and “common area expenses’ are used synonymoudy in
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the report. In addition, contrary to the firm's assertion, there was no difference in the
amount reported under these two terms.  Furthermore, percentage rent was calculated
on the amounts contained in EBM’s audited financid statements, therefore, the “Mal”
should have no difficulty in determining the vdidity of our caculations. Findly, as daed
in the CPA’s response to the audit, EBM is in agreement with the percentage rent
caculation contained in the report.

Law Firm Response: “Third, since September 13, 2002 [9¢], the Mdl has made
monthly payments to the City in the gpproximate amount of $9,500.00 per month
towards its percentage rent obligations. None of these payments is accounted for in the
Table, or anywhere else in the DAR. Clearly, those payments affect the amount owed,
and should bereflected in the DAR.”

Auditor Comment: We are a a loss to underdand the law firm's third point.
Obvioudy, the attorneys meant to state that the “Mall” has been making monthly $9,500
payments since September 13, 2001—not 2002, as dated. In addition, EBM’s CPA
indicates in its April 23, 2002, response to the audit that the "East Broadway Mall
would like to make an initia payment of $27,000 and pay the balance in 10 ingtalments
commencing June 1, 2002 Clearly, the CPA would know if EBM had made
payments againg the amount due.

Law Firm Response: *“Fourth, the DAR purports to make findings as to the Mdl’s
(@ insurance, (b) security deposit datus, (€) utility bills, and (d) licendang status. See
[emphasisin origind] DAR, p. 6. While the DAR found the Ml to bein compliance on
dl these items, the underlying ground lease, and the first amendment thereto, do not
permit an audit of such matters. (Footnote: Additionaly, the parameters of the audit
established by the City did not mention these items, or the water and sewer charges
about which the DAR purports to make findings.) The ground lease permits an audit of
the Mall’s books and records for two purposes only — the verification of percentage
rent, and the verification of payments in lieu of taxes. The Bureau's unilaterd and
unauthorized use of the audit process to examine the Mal’s other affairs was a violation
of the ground lease, a potentia violation of generaly accepted accounting principles,
and a potentid violation of the disciplinary rules governing accountants.”

Auditor Comment: We strongly disagree with the contention that we are precluded
from reviewing EBM’s compliance with these provisons. As previoudy dated, the
audit was performed in accordance with the City Comptroller’s audit responsibilities, as
st forth in the New York City Charter. Specificaly, he New York City Charter
Chapter 5,8 93b, states. " The comptroller shal have power to audit and investigate dl
meatters relating to or affecting the finances of the dity, including without limitation the
performance of contracts [emphasis added)].”

Therefore, part of the Comptroller’ s responsihilitiesis to determine whether there is
compliance with lease (contract) terms. In this case the Comptroller would be remissin
hisdutiesif he did not review whether EBM: maintained the gppropriate insurance;
remitted the required security deposit; and paid its utility billsincluding water and sewer
charges.







ADDENDUM I

i e

Departmesnt of Citywide Administrative Services

Municipal Building, 17th Floor

One Centrp Strest

Mow YVork, MY, (0607

(212) 669-7111 Fax: (212) 669-8992
E-Mail mhint@deasnregoy

Martha K. Hirst -

Conymissioner

April 11,2002

Roger B, Litver
-Assistant Comptrotier for Audits
Bureau of Andits
Office of the Comptroller
1 Centrs Street - Room 100
Tew York, NY. 10007

RE:  Auvdit Report #FL02-097A
‘East Broadway Mall, Inc.
Account #6723
Block 282, Lot 44
Borouzh of Manhaitan
Dear Mz, Litver:

We are in receipt of your draft audit report dated March 27, 2002, Please be advised that we are-
1n substantial agreement with the findings of the report. Howaver, our caleulation of the total late
charges due through Febroary 28, 2002 varies shightly with the numibers i the andit report. QOur
catculation of total late fees pursnant fo Article ¥ of the Lease shows that they owe $1,775 47 loss
“than the total i the audit repoit,

Flease be advised that DCAS has bilked the tenant for the unpaid December 2007 rent in the
amovt of $78,870; for the rent due on andit adjustment n the amount of $26,716: and for late
charges we have caloulated under the Lease, '

-Should the tenant not provide paviment in a timely manner, DCAS will initiate non-pavment
acticns pursuant to our standard practices. In addition, DCAS will require proof of paviment from
the tenant 1o DEP of owtstanding water and sewer charges in the amount of $100, 718,

Please comact Barry Gendelman, Assistant Commissioner for Property Management and Leasing
at (212} 669-4001 should you have any questions regarding our response.

- Sincerely,

VNotTen. tkoas

Nlartha K. Hirst
COmIRISSIioner
Ccor Lo Fierstein

David Greenberg

Barry Gendelman

Richard Fricdman

Sheley Goldman

‘Chris Lang The Dificial Mow Yok Cily Weh Site
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