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September 21, 2006

NATTONAL ASSQCIATION OF

REAL ESTATE INVESTMENT TRUSTS®

Ms. Nancy M. Morris

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

RE: Release No. 34-54122: File No. §87-11-06

Dear Ms. Morris:

The National Association of Real Estate Investment Trusts® (NAREIT) welcomes
this opportunity to respond to the request for comments from the Securities and

Exchange Commission (SEC or Commission) on the concepts and questions
contained in File No. S7-11-06 dated July 11, 2006 (Release).

NAREIT is the representative voice for U.S. real estate investment trusts (REITs)
and publicly traded real estate companies worldwide. Members are REITs and
other businesses that develop, own, operate and finance income-producing real
estate, as well as those firms and individuals who advise study and service those
businesses.

While this letter offers certain specific comments in response to the Release, we
would first like to say that we have participated in the development of the
comments submitted by the U.S. Chamber of Commerce (Chamber) and strongly
support views and recommendations set forth in the Chamber’s comment letter.

Specific Comments
Clarification of the Purpose of Internal Control and Implications to Fraud

A significant concern of many companies is the public’s apparent confusion over
the function and limitations of internal controls and the implications of the major
focus on controls as a result of the Sarbanes-Oxley Act (SARBOX). We strongly
support the Chamber’s suggestion that the SEC clarify that the purpose of
SARBOX , Section 404 (SARBOX 404) is to reach an appropriate level of
assurance regarding a company’s controls over its financial reporting rather than
obviating all risks. We further agree that the SEC should begin an effective
program to educate users of public financial reporting as to the limitations of
internal controls with respect to preventing fraud.
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Relationship Between AS2 and a Top-Down, Risk-Based Approach

An overarching concern of most of our members is that it has been extremely difficult to implement
a rational top-down, risk-based approach to identifying, documenting and testing internal controls, as
described by the SEC, with the very specific and detailed audit requirements of Auditing Standard #
2 (AS2) issued by the PCAOB. The issues this has caused have placed both management and
auditors in untenable positions and have, therefore, forced conservative interpretations of any related
rules or standards and extremely cantious approaches to complying with those interpretations. We
strongly urge the SEC and the PCAOB to remedy this situation by modifying AS2 based on the
SEC’s top-down, risk based approach to identifying and testing internal controls over financial
reporting.

Control Identification

Our members strongly believe that the SEC needs to provide additional guidance regarding the
identification of key controls. In particular, we understand from members that there is considerable
confusion as to how the strength of entity-level controls impacts the identification of other key
controls. In most cases, even after entity level controls are tested and considered effective, the
remainder of control identification and evaluation is based on analogies to AS2. This result is clearly
inconsistent with any notion of top-down, risk-based control identification and evaluation.

We believe that the SEC’s publication of extensive examples of what it believes are material entity
level controls would have a positive impact on the identification and evaluation of controls in a top-
down, risk-based notion. Examples of major entity level controls related to real estate investment
trusts and certain other real estate companies include:

¢ Controls that ensure the compliance with legislation and regulations required to maintain
REIT status. These controls might include:

- the existence of effective knowledge of REIT legislation and regulations;

- regular review and testing to ensure that business transactions comply w1th related
legislation and regulation; and

- external review of the company’s testing and conclusions with respect to compliance.

* Audit Committee, as well as executive management, approval of the pro forma and actual
financial statement impacts of all property acquisitions, dispositions and project
development.

Some of our members suggest that the SEC establish conservative “safe harbor™ thresholds to
provide guidance as to whether certain controls could have a material impact on the financial
statements.
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For example, if a breakdown in a specific control is estimated to have an impact of less than:

2.5% of Revenues,

2.0% of Operating Income,

1.5% of Income before Income Taxes, or
5.0% of Total Assets

and would not;

e Change net eamings to net loss or vice versa,
e Affect the company’s compliance with regulatory requirements, or
o Affect the company’s compliance with loan covenants or other contractual arrangements,

such control would be deemed to be immaterial.

In addition, we believe that the SEC should consider establishing a resource to provide companies
on-going guidance with respect to complying with SARBOX 404 requirements.

NAREIT staff and financial executives of member companies would welcome the opportunity to
further discuss the identification of controls and the linkage between strong entity level controls and
other controls with SEC staff.

Impact of SARBOX 404 Requirements on Smaller Public Companies

The requirements of SARBOX 404 will disproportionately impact smaller companies in terms of the
time and costs of complying with the requirements. As the SEC clearly understands, smaller start-up
companies represent a very positive driving force in the U.S. economy. While NAREIT would not
suggest that smaller public companies be exempted from the requirements of SARBOX 404, we
recognize the need for “scalable” guidelines that address the characteristics of smaller companies.

Conclusion

NAREIT strongly supports the need for effective internal controls over financial reporting. We
believe that, on balance, SARBOX has and will continue to improve public company financial
reporting. At the same time, as the SEC and PCAOB have recognized, the implementation of
SARBOX 404 has not been as effective as intended. We look forward to further guidance from the
SEC and PCAOB and will continue to participate in the positive evolution of corporate practice that
promotes ethical and effective financial reporting.

Respectfully submitted,

QL4 —

George L. Yungmann
Sr. VP, Financial Standards
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