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INTRODUCTION

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations consists
of three interactive self-study CPE courses. These are companion courses to PPC’s Guide to Homeowners’
Associations and Other Common Interest Realty Associations designed by our editors to enhance your
understanding of the latest issues in the field. To obtain credit, you must complete the learning process by logging
on to our Online Grading System at cl.thomsonreuters.com/ogs or by mailing or faxing your completed
Examination for CPE Credit Answer Sheet for print grading by September 30, 2018. Complete instructions for
grading are included below and in the Test Instructions preceding the Examination for CPE Credit.

Taking the Courses

Each course is divided into lessons. Each lesson addresses an aspect of homeowners’ associations and other
CIRAs. You are asked to read the material and, during the course, to test your comprehension of each of the
learning objectives by answering self-study quiz questions. After completing each quiz, you can evaluate your
progress by comparing your answers to both the correct and incorrect answers and the reason for each.
References are also cited so you can go back to the text where the topic is discussed in detail. Once you are
satisfied that you understand the material, answer the examination questions at the end of the course. Youmay
record your answer choices by printing the Examination for CPE Credit Answer Sheet or by logging on to our
Online Grading System.

Qualifying Credit Hours—NASBA Registry (QAS Self-Study)

Checkpoint Learning is registered with the National Association of State Boards of Accountancy (NASBA) as a
sponsor of continuing education on the National Registry of CPE Sponsors. State boards of accountancy have final
authority on the acceptance of individual courses for CPE credit. Complaints regarding registered sponsorsmay be
submitted to the National Registry of CPE Sponsors through its website: www.nasbaregistry.org.

Checkpoint Learning is also approved for “QAS Self Study” designation.

The requirements for NASBA Registry membership include conformance with the Statement on Standards of
Continuing Professional Education (CPE) Programs (the Standards), issued jointly by NASBA and the AICPA. As of
this date, not all boards of public accountancy have adopted the Standards in their entirety. Each course is
designed to comply with the Standards. For states that have adopted the Standards, credit hours are measured in
50-minute contact hours. Some states, however, may still require 100-minute contact hours for self study. Your state
licensing board has final authority on acceptance of NASBA Registry QAS self-study credit hours. Check with your
state board of accountancy to confirm acceptability of NASBA QAS self-study credit hours. Alternatively, you may
visit the NASBA website at www.nasbaregistry.org for a listing of states that accept NASBA QAS self-study credit
hours and that have adopted the Standards. Credit hours for CPE courses vary in length. Credit hours for each
course are listed on the Overview page before each course.

CPE requirements are established by each state. You should check with your state board of accountancy to
determine the acceptability of this course. We have been informed by the North Carolina State Board of Certified
Public Accountant Examiners and the Mississippi State Board of Public Accountancy that they will not allow credit
for courses included in books or periodicals.

Obtaining CPE Credit

Online Grading. Log onto our Online Grading Center at cl.thomsonreuters.com/ogs to receive instant CPE
credit. Click the purchase link and a list of exams will appear. You may search for the exam using wildcards.
Payment for the exam of $89 is accepted over a secure site using your credit card. For further instructions regarding
the Online Grading Center, please refer to the Test Instructions preceding the Examination for CPE Credit. A
certificate documenting the CPE credits will be issued for each examination score of 70% or higher.

Print Grading. You can receive CPE credit by emailing, mailing, or faxing your completed Examination for CPE
Credit Answer Sheet to Thomson Reuters (Tax & Accounting) Inc. for grading. Answer sheets are located at the
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end of the course PDFs. Theymay be printed from electronic products; they can also be scanned for email grading,
if desired. The answer sheet is identified with the course acronym. Please ensure you use the correct answer sheet
for each course. Payment (by check or credit card) must accompany each answer sheet submitted. We cannot
process answer sheets that do not include payment. Payment for emailed or faxed answer sheets is $89. There is
an additional $10 charge for manual print grading, so please include a total of $99 with answer sheets sent by
regular mail. Please take a few minutes to complete the Self-study Course Evaluation so that we can provide you
with the best possible CPE.

You may fax your completed Examination for CPE Credit Answer Sheet and Self-study Course Evaluation to
(888) 286-9070 or email them to CPLGrading@thomsonreuters.com. The mailing address is provided on the
Overview and Exam Instructions pages.

If more than one person wants to complete this self-study course, each person should complete a separate
Examination for CPE Credit Answer Sheet. Payment must accompany each answer sheet submitted ($89 when
sent by email or fax; $99 when sent by regular mail). We would also appreciate a separate Self-study Course
Evaluation from each person who completes an examination.

Obtaining EA and NCRP Credit

To receive IRS Enrolled Agent (EA) or Non-Credentialed Return Preparer (NCRP) credit, you must provide your
PTIN to Thomson Reuters in one of two ways. Log on to cl.thomsonreuters.com, select the “Settings” tab, and
then “Edit My Membership Information.” Select “IRS PTIN” from the drop-down menu, and input your PTIN. (Your
PTIN should start with a capital “P” and be followed by eight numbers.) Alternatively, if you are submitting your
exam for print grading, write your PTIN in the space provided on your answer sheet.

Retaining CPE Records

For all scores of 70% or higher, you will receive a Certificate of Completion. You should retain it and a copy of these
materials for at least five years.
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COMPANION TO PPC’S GUIDE TO HOMEOWNERS’ ASSOCIATIONS AND OTHER
COMMON INTEREST REALTY ASSOCIATIONS

COURSE 1

PERFORMING SUBSTANTIVE PROCEDURES AND CONCLUDING THE AUDIT
(HOATG171)

OVERVIEW

COURSE DESCRIPTION: This interactive self-study course discusseselements of the audit of a homeowners’
association or other common interest realty association (CIRA). Lesson 1 covers
substantive procedures anddiscusses topics including tests of details, substantive
analytical procedures, substantive audit procedures for CIRAs, and special
considerations for interim audits. Lesson 2 examines topics related to concluding a
CIRA audit, including commitments and contingencies, accounting estimates and
fair value, summarization and evaluation, and client communications.

PUBLICATION/REVISION
DATE:

September 2017

RECOMMENDED FOR: Users of PPC’s Guide to Homeowners’ Associations and Other Common Interest
Realty Associations

PREREQUISITE/ADVANCE
PREPARATION:

Basic knowledge of auditing

CPE CREDIT: 8 NASBA Registry “QAS Self-Study” Hours

This course is designed tomeet the requirements of the Statement on Standards of
Continuing Professional Education (CPE) Programs (the Standards), issued jointly
byNASBAand theAICPA. Asof this date, not all boardsof public accountancy have
adopted the Standards in their entirety. For states that have adopted the Standards,
credit hours aremeasured in 50-minute contact hours. Some states, however, may
still require 100-minute contact hours for self study. Your state licensing board has
final authorityonacceptanceofNASBARegistryQASself-studycredit hours.Check
with your state board of accountancy to confirm acceptability of NASBA QAS
self-study credit hours. Alternatively, you may visit the NASBA website at
www.nasbaregistry.org for a listing of states that accept NASBA QAS self-study
credit hours and that have adopted the Standards.

FIELD OF STUDY: Auditing

EXPIRATION DATE: Postmark by September 30, 2018

KNOWLEDGE LEVEL: Basic

Learning Objectives:

Lesson 1—Performing Substantive Procedures

Completion of this lesson will enable you to:
¯ Determine the best methods for performing substantive procedures in a CIRA audit, including how to address
tests of details, substantive analytical procedures, substantive audit procedures, and other elements of the
audit that may require special consideration.

Lesson 2—Concluding the Audit

Completion of this lesson will enable you to:
¯ Identify how to approach the following elements of concluding aCIRA audit: commitments and contingencies,
accounting estimates and fair value, subsequent events, and related parties.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

2

¯ Recognize how to deal with the following elements of concluding a CIRA audit: going concern considerations,
management representation letters, considering the accumulated results of audit procedures, analytical
procedures, review of workpapers, and summarization and evaluation.

¯ Determine the best methods for drafting the financial statements and auditor’s report, dealing with group
financial statements, communicating the correct information with clients in a CIRA audit, and using an
engagement summary memorandum.

TO COMPLETE THIS LEARNING PROCESS:

Log onto our Online Grading Center at cl.thomsonreuters.com/ogs.Online grading allows you to get instant CPE
credit for your exam.

Alternatively, you can submit your completed Examination for CPE Credit Answer Sheet, Self-study Course
Evaluation, and payment via one of the following methods:

¯ Email to: CPLGrading@thomsonreuters.com
¯ Fax to: (888) 286-9070
¯ Mail to:

Thomson Reuters
Tax & Accounting—Checkpoint Learning
HOATG171 Self-study CPE
36786 Treasury Center
Chicago, IL 60694-6700

See the test instructions included with the course materials for additional instructions and payment information.

ADMINISTRATIVE POLICIES:

For information regarding refunds and complaint resolutions, dial (800) 431-9025 for Customer Service and your
questions or concerns will be promptly addressed.
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Lesson 1: Performing Substantive Procedures
INTRODUCTION

Obtaining a solid, in-depth understanding of the CIRA’s business and how it operates is fundamental to audit
effectiveness and efficiency. This topic and other audit-related topics beyond the scope of this course are dis-
cussed in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations.

This lesson discusses substantive procedures and considerations specific to designing and performing substan-
tive procedures for a CIRA audit. Lesson 2 discusses the general procedures that are necessary during the
concluding phase of the audit.

Further audit procedures performed for the purpose of detecting material misstatement at the relevant assertion
level are referred to as substantive procedures. For each relevant assertion within a material account balance, class
of transactions, or disclosure, the auditor needs to determine the nature, timing, and extent of substantive proce-
dures necessary to obtain sufficient appropriate audit evidence to express an opinion on the financial statements.
Substantive procedures consist of tests of details and substantive analytical procedures, both of which are dis-
cussed later in this lesson.

Learning Objectives:

Completion of this lesson will enable you to:
¯ Determine the best methods for performing substantive procedures in a CIRA audit, including how to address
tests of details, substantive analytical procedures, substantive audit procedures, and other elements of the
audit that may require special consideration.

Authoritative Literature

The authoritative pronouncements establishing requirements that most directly affect designing substantive proce-
dures are as follows:

a. AU-C 240,Consideration of Fraud in a Financial Statement Audit, requires the auditor to identify and assess
risks of material misstatement due to fraud, and to design the audit to provide reasonable assurance of
detecting fraud that results in the financial statements being materially misstated.

b. AU-C 315,Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement,
discusses how the results of substantive procedures may affect the preliminary risk assessment and
planned audit procedures.

c. AU-C 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained, addressesdesigningandperformingauditprocedures thatare responsive to risksat the relevant
assertion level.

d. AU-C 500, Audit Evidence, describes audit procedures used to obtain audit evidence.

e. AU-C 505, External Confirmations, explains the auditor’s use of external confirmation procedures to obtain
audit evidence.

f. AU-C 520, Analytical Procedures, explains the use of analytical procedures as substantive tests to obtain
sufficient appropriate audit evidence.
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Substantive Procedures Required in Every Audit

Because of the judgmental nature of the auditor’s risk assessments and the inherent limitations of internal control,
particularly the risk of management override, the auditing standards prescribe certain substantive procedures that
should be performed in every audit. According to AU-C 330.18, no matter what the assessed risk of material
misstatement, the auditor should design and perform substantive procedures for all relevant assertions for each
material class of transactions, account balance, and disclosure. The additional substantive procedures that are
needed in particular circumstances depend on the auditor’s judgment about the sufficiency and appropriateness
of audit evidence in the circumstances.

AU-C 330.21 requires the auditor to perform the following substantive procedures related to the financial close and
reporting process in every audit:

¯ Agree or reconcile the financial statements, including the accompanying notes, to the underlying
accounting records. (AU-C 330.33 notes that the auditor’s documentation should demonstrate that
agreement or reconciliation.)

¯ Examinematerial journal entries and other adjustments made during the course of preparing the financial
statements.

AU-C 240.32 also requires certain substantive procedures in all audits to address the risk of management override
of controls. These required procedures are as follows:

¯ Examine journal entriesandother adjustments for evidenceofpossiblematerialmisstatementdue to fraud.

¯ Review accounting estimates for biases that could result in material misstatement due to fraud.

¯ Evaluate the business rationale for significant unusual transactions.

Both AU-C 330.21 and AU-C 240.32 require examining journal entries and other adjustments, but the requirement
of AU-C 240.32 is focused on identifying fraudulent journal entries. As discussed in Paragraph 6.89 of the AICPA
Audit Guide, Assessing and Responding to Audit Risk in a Financial Statement Audit, the nature, timing, and extent
of procedures required by AU-C 240 are different from those required by AU-C 330. AU-C 330 focuses on journal
entriesmade during the course of preparing the financial statements, and AU-C 240 requires the auditor to consider
reviewing journal entries made throughout the year. Auditors should ensure that their audit procedures satisfy both
requirements.

There are also other presumptively mandatory requirements for substantive procedures for particular account
balances. Examples include the following:

¯ Confirmation of accounts receivable. (AU-C 330.20)

¯ Inventory observation, that is, beingpresent at the timeof the count and, by suitableobservation, tests, and
inquiries being satisfied about the effectiveness of the methods of inventory taking. (AU-C 501.11)

In addition, there are other specific requirements to perform procedures, typically called general procedures, that
do not relate to particular account balances, such as performing a review for subsequent events and reading
minutes of board of director meetings.

Significant risks are risks that require special audit attention. When the audit approach to significant risks consists
only of substantive procedures (that is, the auditor does not plan to rely on controls), the substantive procedures
should be tests of details only or a combination of tests of details and substantive analytical procedures. The use
of only substantive analytical procedures is not permitted (AU-C 330.22).
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AU-C 330.30 and AU-C 240.44 require the auditor to document the following items relating to substantive proce-
dures, including responses to fraud risks:

¯ The nature, timing, and extent of substantive procedures.

¯ The linkage of those procedures with the assessed risks at the relevant assertion level.

¯ The results of the procedures, including procedures to address the risk of management override of
controls.

Considering the Sufficiency and Appropriateness of Audit Evidence. Even if the auditor concludes that the risk
of material misstatement is low for a particular assertion related to a material account balance, transaction class, or
disclosure based on performing risk assessment procedures and tests of controls, some substantive procedures
are still required. The additional substantive procedures that are needed in particular circumstances depend on the
auditor’s judgment about the sufficiency and appropriateness of audit evidence to be obtained in the circum-
stances. AU-C 500.05 describes these characteristics of audit evidence as follows:

¯ Sufficiency is the measure of the quantity of audit evidence.

¯ Appropriateness is the measure of the quality of audit evidence, that is, its relevance and its reliability in
providing support for the conclusions on which the auditor’s opinion is based.

The quantity and quality of audit evidence needed are interrelated and are dependent on the risk of material
misstatement. As the residual risk of material misstatement increases, the quantity and quality of necessary audit
evidence from substantive procedures also increases.

The auditor performs risk assessment procedures to obtain an understanding of the CIRA and its environment,
including its internal control, to assess the risks of material misstatement. This assessment includes consideration
of the effectiveness of management’s responses and controls to address risks. The auditor evaluates the quality
and quantity of the evidence obtained from the risk assessment procedures and, if applicable, tests of controls to
determine the further audit procedures necessary to obtain sufficient appropriate evidence to afford a reasonable
basis for expressing an opinion on the financial statements.

An important quality of audit evidence is its reliability, which is affected by both the nature and source of the
evidence. AU-C 500.A32 provides the following generalization about the reliability of audit evidence:

a. Audit evidence is more reliable when it is obtained from knowledgeable independent sources outside the
entity.

b. Audit evidence that is generated internally is more reliable when the related controls imposed by the entity
are effective.

c. Audit evidence obtained directly by the auditor (for example, observation of the application of a control)
is more reliable than audit evidence obtained indirectly or by inference (for example, inquiry about the
application of a control).

d. Audit evidence is more reliable when it exists in documentary form, whether paper, electronic, or other
medium.Forexample, acontemporaneouslywritten recordofameeting ismore reliable thanasubsequent
oral representation of the matters discussed.

e. Audit evidence provided by original documents is more reliable than audit evidence provided by
photocopies, faxes, or electronic images. Electronic images include documents that have been filmed,
digitized, or otherwise transformed into an electronic form. The reliability of electronic imagesmaydepend
on the controls over their preparation and maintenance.
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AU-C 500.10 states that if audit evidence obtained from different sources is inconsistent or doubt exists about the
reliability of information to be used as audit evidence, the auditor should determine what changes or additions to
audit procedures are necessary to resolve the matter and consider the effects on other aspects of the audit. The
auditor needs to be wary when explanations obtained from different sources conflict; management’s explanations
for significant fluctuations differ from the auditor’s expectations; or responses to inquiries about analytical relation-
ships are vague, implausible, or inconsistent with the auditor’s knowledge or other audit evidence. In this area, the
main ingredients for effectiveness are healthy doses of common sense and professional skepticism.

Choosing between Substantive Analytical Procedures and Tests of Details

The authoritative literature does not explain how to apportion reliance on substantive procedures between tests of
details and analytical procedures except for the prohibition against using substantive analytical procedures alone
when testing significant risks, as discussed above. Analytical procedures may be used to reinforce conclusions
based on the results of other substantive procedures or as the sole source of evidence. That decision is primarily
based on the effectiveness of the procedures. Efficiency also may be a factor in deciding between analytical
procedures and tests of details. That is, given two procedures of equal effectiveness, the auditor chooses the one
that is most efficient. Therefore, the auditor would ordinarily use an analytical procedure rather than a test of details
if the analytical procedure is at least as effective in reducing detection risk to the desired level as the test of details
and is easier to apply.

According to AU-C 520.05, in designing substantive analytical procedures, the auditor should consider matters
such as the following:

a. The suitability of using substantive analytical procedures, given the assertions.

b. The reliability of the data, whether internal or external, from which the expectation of recorded amounts or
ratios is developed. [AU-C 500.09 indicates that the auditor should obtain audit evidence about the
accuracy and completeness of information (both financial and nonfinancial) used in performing
substantive analytical procedures.]

c. Whether the expectation is sufficiently precise to identify a material misstatement at the desired level of
assurance.

d. The amount of any difference between recorded amounts and expected values that is acceptable.

Generally, the higher the assessed risk of material misstatement of a particular assertion, the more effective
analytical procedures need to be before they can be relied on instead of tests of details. Accordingly, auditors tend
to use tests of details more extensively in high risk audit areas (such as areas containing fraud risks or other
significant risks) and analytical procedures more often in low risk areas or as secondary rather than primary
auditing procedures. However, if the auditor performs highly effective analytical procedures, it may be possible to
reduce the extent of detail testing, even in areas in which significant risks exist. The effectiveness of analytical
procedures in reducing detection risk in comparison with the effectiveness of tests of details generally depends on
the evaluation of the considerations listed in the previous paragraph. The following general observations are useful
in evaluating the suitability of using substantive analytical procedures given the assertion to which the procedures
are directed:

a. Analytical procedures are generally not effective in testing assertions about rights or obligations or
assertions related to presentation and disclosure because those assertions do not lend themselves to
testing through comparisonswith expectations. For example, analytical procedureswould not be effective
responses for risks related to matters such as parties to transactions lacking in economic substance or
intentional ambiguity in financial statement disclosures.

b. Relationships involving transactions over a period of time (that is, revenue and expense accounts) tend to
be more predictable than relationships at a point in time (that is, balance sheet accounts). Because of the
difficulty in developing expectations about a balance at a point in time with sufficient precision, analytical
procedures are often not as effective as tests of details for assertions about the existence of assets and
liabilities. For example, analytical procedureswould not be as effective as tests of details when responding
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to risks such as potentially recording false receivables or including items in inventory that are false or
mislabeled.

c. Analytical procedures are often equally or more effective than tests of details for assertions about the
completeness of assets, liabilities, revenues, and expenses. When testing for completeness, misstate-
ments would often not be apparent from inspecting detailed evidence in the accounting records.

d. Analytical procedures are often equally or more effective than tests of details for assertions about the
occurrence of revenues. For example, comparing recorded revenue with the amount expected, based on
a reliable record of member units and average assessments, may be as likely to detect a material
misstatement of assertions about the occurrence of revenues as inspecting supporting documentation for
a sample of recorded revenue. Analytical procedures are more reliable if they are based on reliable data
produced outside the accounting system (for example, approved assessment cost per unit or operating
data used to manage the CIRA).

e. Analytical procedures are often equally or more effective than tests of details for assertions about the
occurrence of certain expenses. For example, comparing recorded labor costs with the amount expected,
based on the number of people employed and the average hours worked, may be as likely to detect a
material misstatement resulting from errors as looking at supporting documentation for a sample of
recorded compensation expense. However, if fraud is a concern, analytical procedures may not be
effective. For example, if management is able to manipulate expense accounts so that ratios appear
reasonable, ratio analysis would not be an effective analytical procedure for detecting material
misstatements.

f. Analytical procedures may be as effective as tests of details for assertions about the valuation of some
assets and liabilities but not for others. Generally, whether an analytical procedure is as effective as a test
of details for a valuation assertion depends on whether an expectation can be developed. For example,
an analytical proceduremaybeas effective as a test of details for assertions about the valuation ofmember
receivables that are made up of a large number of relatively small balances. However, a test of details may
be more effective when some account balances are disproportionately large. In that situation, failure to
record an allowance for uncollectible amounts resulting from a deterioration in the financial condition of
one of those members either before or after year-end would most likely not be detected by an analytical
procedure.

g. Substantive tests of detailsmay bemore effective for valuation assertions in an unstable environment. The
ability to develop an expectation that approximates the recorded amount is greater when the environment
is stable. For example, when interest rates are fluctuating widely, it is difficult to develop a precise
expectation about interest expense. Similarly, when transactions involvemanagement discretion, such as
the choice of repairing versus replacing equipment, there is also less predictability in expected
relationships.

AU-C 330.A65 notes that an important consideration in the effectiveness of audit evidence from tests of details is
selecting the items to test. Items need to be selected in a way that is effective in meeting the purpose of the test.
Alternatives in selection of items to test include—

¯ Selecting All Items.Generally, an entire population is selected when either the population contains a small
number of large-value items or a significant risk exists and other means do not provide sufficient
appropriate audit evidence.

¯ Selecting Specific or Individually Significant Items.

¯ Audit Sampling. In-depth discussions of selecting specific or individually significant items and audit
sampling are beyond the scope of this course, but more information is available in PPC’s Guide to
Homeowners’ Associations and Other Common Interest Realty Associations.

Auditors may use one or a combination of those alternatives in selecting items for testing. Considerations for the
method used include efficiency and the risks of material misstatement related to the account or transaction being
tested.
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PERFORMING TESTS OF DETAILS

Tests of details may be applied to transactions or to balances. Those tests can be described as follows:

a. Tests of Transactions. These are tests of the processing of individual transactions by inspection of the
documents and accounting records involved in processing, e.g., tracing a sample of invoices to the
purchase journal or other accounting records to see whether invoices have been recorded as expenses.

b. Tests of Balances.These are tests applieddirectly to the details of balances in the accounting records, e.g.,
confirming investments held by others, such as a broker.

Tests of transactions and tests of balances are related because each class of transactions affects a related account
balance. For example, assessment revenue affects the assessments receivable balance. An auditor may test the
transactions that enter an account balance, the individual items included in the ending balance, or both. Generally,
tests of balances are more efficient and effective than tests of transactions because transaction tests are applied to
individual transactions and may be more time-consuming than direct tests of a balance that results from many
transactions.

Confusion about Tests of Details

Inspection of documents and accounting records may be involved in both tests of controls directed toward
operating effectiveness (if controls leave a documentary trail) and tests of details of transactions For that reason,
some auditors have equated tests of details and tests of controls. The difference is in the objective of the test and
the nature of any exceptions. The mere fact that a transaction or balance is being tested does not make the test a
test of controls. For example, the inspection of invoices in support of additions to equipment is a substantive test.
The objective of the test is to substantiate the transaction, i.e., the addition. The same principle applies to other
types of transactions or balances. For example, if revenue transactions are tested to substantiate total revenue
without testing the effectiveness of control policies and procedure for processing member assessment transac-
tions. It is the objective of the test and not whether it is applied to a class of transactions or a balance that
determines whether the test is a test of controls or a substantive procedure. Additionally, exceptions when perform-
ing tests of details of transactions or balances are monetary in nature and result in a misstatement in terms of
dollars. Material exceptions generate a proposed audit adjustment entry. In contrast, exceptions when performing
tests of controls are measured as rate of noncompliance with the control procedure. When the rate of exceptions is
too high, the control is not effective. The auditor’s assessment of control risk would be changed and the auditor
would determine an appropriate response to the modified risk assessment. Substantive procedures, including
tests of details, are normally applied after the auditor has obtained an understanding of internal control, but
substantive tests of details in the current period may contribute to the auditor’s understanding in subsequent
periods. Tests of details can be performed concurrently with tests of controls.

Required Documentation

Items tested in a test of details should be documented. An in-depth discussion of audit documentation is beyond
the scope of this course, but more information can be found in PPC’s Guide to Audits of Homeowners’ Associations
and Other Common Interest Realty Associations.

PERFORMING SUBSTANTIVE ANALYTICAL PROCEDURES

What Are Analytical Procedures?

Analytical procedures are evaluations of financial information made by a study and comparison of plausible
relationships among both financial and nonfinancial data. GAAS identifies three categories of analytical proce-
dures: preliminary (planning) analytical procedures, substantive analytical procedures, and overall review analyti-
cal procedures. Both preliminary and overall review analytical procedures are required in an audit. Preliminary
analytical procedures are performed in the planning stage of the audit. Overall review analytical procedures are
performed in the final review stage of the audit. Use of substantive analytical procedures is discretionary. A
discussion of choosing between substantive analytical procedures and tests of details appeared earlier in this
lesson. The following paragraphs further discuss substantive analytical procedures in an audit engagement.
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Analytical procedures include trend analysis, ratio analysis, and predictive or reasonableness tests. Trend analysis
compares either the absolute dollar amount or percentage change in accounts over time. When the auditor reads
comparative financial statements and questions the fluctuations in accounts between years, the auditor is applying
a form of trend analysis. Exhibit 1-1 provides common financial statement trends.

Exhibit 1-1

Common Financial Statement Trends

Most entities exhibit relationships in the increases and decreases of financial statement amounts.
Unexpected increases or decreases may indicate that the information supplied by the entity is incorrect,
incomplete, or otherwise unsatisfactory.

The following accounts often exhibit a direct relationship (that is, if the primary account increases, the related
accounts can also be expected to increase):

Assessment Revenue and
Assessments Receivable

Wages and Salaries Expense and
Payroll Taxes
Health Insurance

Interest Expense and
Long-term Debt

Assessments Receivable and
Bad Debt Expense
Legal Expense (for bad debt collection)

Cash and Investments and
Investment Income (such as interest and dividends)

* * *

Ratio analysis involves the study of the relationship between two financial statement amounts or between financial
and relevant nonfinancial amounts. Most ratios are less meaningful to CIRAs because of their simple financial
structure and lack of a profit motive. However, ratios and relationships considered for CIRAs may include the
following:

¯ Relationships among balance sheet accounts, such as between the allowance for uncollectible accounts
and the balance of assessments receivable.

¯ Relationships between balance sheet and income statement accounts, such as interest expense and
long-term debt, and assessment revenue and average assessments receivable.

¯ Relationships among income statement accounts, such as bad debt expense and assessment revenue.

Reasonableness tests estimate a financial statement amount or the change in an amount from the prior year. Some
reasonableness tests involve ratios. For example, the reasonableness of interest expense can be evaluated by
dividing the average principal amounts outstanding during the period by the contractual or average interest rates.
Other reasonableness tests involve estimating account balances by using nonfinancial data. For example, the
reasonableness of assessment revenue can be evaluated by multiplying the number of members by approved
member assessments.

Using analytical procedures generally involves:

a. Developing an expectation of what an account balance should be.
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b. Comparing the expected amount with the recorded amount.

c. Determining whether any difference between the recorded and expected amount is significant.

d. Investigating the cause of any unexpected significant difference.

e. Evaluating the likelihood of material misstatement.

f. Documenting the analytical procedures.

As indicated by items a. and b., analytical procedures involve comparisons of recorded amounts, or ratios of
recorded amounts, to expectations developed by the auditor. These expectations can be developed from a variety
of sources of financial and nonfinancial information, but the most important aspect of developing expectations is
having a thorough knowledge and understanding of the CIRA and its industry and the risks the CIRA faces in doing
business.

Most explanations of analytical procedures focus on the steps involved in comparing the recorded amount to the
expectation, but most prefer to think of analytical procedures as a coordinated family of procedures that include
scanning and inquiry as well as computations and comparisons. Scanning accounting records to identify unusual
or unexpected relationships or the absence of expected relationships is an integral aspect of applying analytical
procedures. What account balances have increased significantly since the prior year? Are there new accounts?
Inquiry is also a critical companion procedure in all aspects of applying analytical procedures. Inquiry procedures
are a crucial part of the process of identifying all of the following: useful analytical procedures, worthwhile sources
of information for developing expectations, and explanations for differences between recorded amounts and
expectations.

Designing Substantive Analytical Procedures

According to AU-C 520.05, when designing substantive analytical procedures, the auditor should consider
whether:

¯ The use of substantive analytical procedures is appropriate considering the relevant assertions. The
appropriateness of analytical procedures with respect to various assertions was discussed earlier in this
lesson.

¯ The data fromwhich the expectation of recorded amounts or ratios is developed is reliable. The discussion
about the reliability of audit evidence that appeared earlier in this lesson included considerations that are
relevant with respect to the reliability of data used in substantive analytical procedures.

¯ The expectation is sufficiently precise to identify the possibility of a material misstatement at the desired
level of assurance. This is discussed below.

¯ The amount of any difference in recorded amounts from expected values is acceptable. Evaluation of
differences is discussed later in this lesson.

Exhibit 1-2 provides factors that affect the expected effectiveness of an analytical procedure.

Exhibit 1-2

Factors Affecting the Expected Effectiveness of an Analytical Procedure

¯ Nature of the Account. (Revenues, expenses, and changes in fund balance accounts are generallymore
favorable to the useof analytical procedures as substantive tests thanarebalance-sheet accounts. Also,
substantive analytical procedures generally are more effective for accounts that have a large volume of
transactions that are predictable over time.)

¯ Nature of the Assertion Being Tested. (Analytical procedures can be more effective than tests of details
for testing the completeness assertion.)
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¯ Likely Cause of Potential Misstatement. (Analytical procedures tend to be more effective when the risk
of misstatement is assessed as being primarily from error rather than from fraud.)

¯ Degree of Relationship among the Data to Which the Analytical Procedure Is Applied. (Analytical
procedures aremore effectivewhen there is a close relationship between the account and the data used
to predict the balance. For example, for a CIRA, there is likely a close relationship between the number
of owners and assessment revenue.)

¯ The Stability of the Client Environment. (Analytical procedures are generally more effective in a stable
environment.)

¯ ExistenceofOffsettingFactors thataffect theamountbeing tested, forexample, if productmixaffects total
sales. (Analytical procedures are generally more effective when offsetting factors are taken into
consideration. For example, analytical procedures that predict total assessment revenue based onunits
owned times average assessment rate will be less precise if there are significant variations in rates by
unit size and significant changes in the unit mix during the period.)

¯ The Source and Reliability of Data Used in the Test. (Examples of reliable data include internal financial
information from comparable prior periods, budgets, extrapolations from interim or annual data, or data
developed under a reliable system with adequate controls; internal nonfinancial or operating data from
sources independent of those responsible for the amount being audited; and external industry statistics
or comparable company data.)

¯ The Level Aggregation of Information Used to Develop the Expectation. (For instance, a more effective
test generally results from use of monthly and/or budget rather than annual data.)

* * *

Precision of Expectation. Precision is the term used to describe the expected degree of accuracy of the prediction
of the amount or the account balance developed by the auditor. The auditor’s expectation becomes more precise
as the range of expected difference between the prediction and the true amount of the account balance narrows.
When an auditor is combining the evidence from substantive analytical procedures with evidence from tests of
details, a less precise expectation may be appropriate. However, a more precise expectation may be necessary
when the substantive analytical procedure is the only procedure planned to address a particular risk of material
misstatement. Other things remaining equal, the larger the recorded amount, the more difficult it is to develop a
precise expectation. This is because a small percentage of a very large recorded amount can be material to the
financial statements taken as a whole. In some cases, to develop a precise expectation, the auditor might need to
break the recorded amount down into more predictable components. Expectations developed at a more detailed
level have a greater chance of detecting a misstatement of a given amount. For example, expectations developed
concerning monthly amounts are generally more precise than annual amounts. Comparisons by location or
department are generally more precise than entity-wide comparisons. Sometimes, an account balance can be
separated into different categories of transactions. For example, assessment revenue might be separated by type
of unit in a mixed-use association (for example, residential, timeshare, and commercial), or compensation expense
might be separated by salaried and hourly employees.

Evaluating the Results of Analytical Procedures. Results of analytical procedures are usually evaluated against
a CIRA’s past operations, taking into account expected operations. Professional judgment needs to applied in
deciding when the results of analytical procedures indicate significant fluctuations from expected amounts that
need to be investigated further. AU-C 520.A24 states that the amount of difference that can be accepted without
further investigation is influenced by materiality and the level of assurance desired from the analytical procedures
while taking into account the possibility that a misstatement may cause the financial statements to be materiality
misstated. It is a good idea for auditors to determine the magnitude of changes that will be considered significant
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before applying analytical procedures so that those judgments will be as objective as possible. In making that
decision, the following factors usually are considered:

a. Expected Size of the Fluctuation. Some fluctuation from prior years (or expected results) often would be
considered reasonable based on the CIRA and the circumstances. However, fluctuations in excess of
expected amounts generally should be considered significant.

b. Materiality.Fluctuations should be considered in light ofmateriality for the financial statements, by financial
statement line as well as in the aggregate, rather than being evaluated in terms of the percentage of the
account balance.

c. PercentageChange.Usually thepercentagechange rather than theabsoluteamountof the changeshould
be considered in deciding whether a change in an account balance is significant, especially in smaller
accounts.

d. Precision of the Analytical Procedure. Relationships that are more direct and involve fewer variables can
be expected to provide more accurate estimates of actual account balances.

An important consideration when evaluating the results of analytical procedures is the evaluation and corroboration
of management’s explanation for significant differences from the auditor’s expectation. In this regard, the main
ingredient for effectiveness is a healthy dose of common sense and professional skepticism. In corroborating
explanations, the auditor ought to be wary when information that should be readily available is not supplied
promptly or when explanations obtained from different sources conflict. For example, explanations from manage-
ment or the managing agent might be inconsistent with information provided by CIRA employees or reflected in
minutes of the board of directors’ meetings.

Limitations of Analytical Procedures

Applying analytical procedures can be an effective method of identifying misstatements in financial statements.
However, they do have certain limitations (in addition to the limitations discussed at the beginning of this lesson).

a. Inquiries may bemore effective for certain assertions or accounts. For example, analytical procedures are
ineffectivewhenaccountsaresubject tosignificantmanagementdiscretion,suchas those involvingcertain
estimates, because relationships are unpredictable.

b. Analytical procedures are ineffective when factors affecting accounts are not constant over time.

c. Analytical procedures are less precise and accurate as account relationships become more remote.

d. Reasonableness tests, to some extent, usually depend on operating data, which may not be available.

e. Ratiosmay not be comparablewith industry averages, with ratios computed for similar CIRAs, or within the
same CIRA over time because of changes in accounting principles or because of differences in the way
they are computed.

Required Documentation

When analytical procedures have been performed, the auditor should document (AU-C 520.08):

¯ The expectation and the factors considered in its development (unless readily determinable from the work
performed).

¯ The results of comparing recorded amounts to the expectation.

¯ Any additional procedures performed to address significant unexplained differences and the results of
those procedures (for example, the amount of any misstatement quantified as a result of the analytical
procedures performed).



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

13

Although not required by authoritative literature, documentation might also include information about the auditor’s
approach to evaluating the significance of the difference between the recorded amount and the expectation (for
example, a percentage of performance materiality). Also, many auditors document analytical procedures, particu-
larly the results of ratio and trend analysis, in carryforward workpapers or in a permanent file to facilitate historical
comparisons.

SUBSTANTIVE AUDIT PROCEDURES PERFORMED SPECIFICALLY FOR
CIRAS

AU-C 300.09 requires preparing an audit plan, commonly referred to as a written audit program. The audit
programs in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations provides
detailed guidance on designing substantive tests. For each audit area, the programs link the financial statement
assertions with audit objectives. Those objectives are in turn linked with a detailed list of procedures to consider.
This section discusses general considerations in designing audit procedures to test the major accounts unique to
CIRAs.

Cash and Cash Equivalents

Cash is often more material to a CIRA’s balance sheet than is the case for a typical commercial business and may
require proportionately more audit time. CIRAs are notorious for maintaining numerous bank accounts and for
opening and closing accounts frequently. Separate accounts in a financial institution may be required for replace-
ment funds, but multiple discretionary accounts alsomay exist. Particularly when amanaging agent is used, a CIRA
may maintain separate accounts, such as pool key deposits or social fund accounts, that are unknown to the
managing agent and not recorded on the accounting records it maintains.

Confirmation of Accounts. Auditors ordinarily inquire about the existence of accounts in financial institutions that
are not reflected in the accounting records and review the minutes of board of directors’ meetings for accounts
opened or closed during the period. Once all accounts that were open during the period are identified, the auditors
need to decide which ones to confirm. If the CIRA uses only a few accounts, the auditors may decide to confirm all
of them. However, valuable time can be saved by confirming only the primary accounts and relying on statements
from financial institutions to substantiate the balance of other accounts if they are numerous and relatively small. In
some states, it has become increasingly difficult to obtain accurate confirmation responses without one or more
follow-up requests. If the CIRA has a simple depository relationship with a financial institution, it may be more
efficient to verify balances by performing alternative procedures on year end statements in lieu of sending standard
financial institution confirmations. In addition, some financial institutions no longer respond to paper confirmation
requests. Instead, they only respond to electronic confirmation requests submitted via designated third-party
providers. Such providers serve as intermediaries who provide a secure link between the auditor and a validated
financial institution. Currently, numerous financial institutions have designated Confirmation.com as the third-party
provider for submitting electronic confirmation requests. Additional information on Confirmation.com can be
obtained via its website at www.confirmation.com. Auditors need to be alert for other financial institutions that
might also choose to only process electronic confirmation requests.

If a CIRA holds funds in trust for members, such as in a social fund account, the cash may not be an asset of the
CIRA. However, if the amount is material, the auditors may want to treat the account the same as other accounts as
amatter of client service. The volunteer boardmembers of a CIRA are normally financially unsophisticated andmay
expect the auditors to apply procedures to material cash balances even if those balances are not included in the
CIRA’s financial statements.

State laws or governing documents may specify who can sign checks on CIRA bank accounts. Some auditors may
consider it worthwhile to confirm authorized check signers because CIRAs often have frequent turnover of directors
and managing agents who are authorized to sign checks and, in some cases, the CIRA’s procedures for notifying
the financial institutions of changes in authorized check signers may be lax.

Restrictions and Uninsured Balances. State laws or governing documents may restrict the types of accounts in
which CIRAs may invest excess cash. Auditors ordinarily obtain an understanding of those matters during the risk
assessment process and consider them in determining the nature, timing, and extent of further audit procedures.
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Restrictions on accounts holding replacement funds are common. Transfers between restricted and unrestricted
accounts may be prohibited, and use of interest earnedmay be designated. GAAP requires restrictions or designa-
tions of cash balances to be disclosed. Also, auditors need to consider whether the CIRA has material amounts of
cash in certificates of deposit or money market accounts that are uninsured or that exceed insurance limits. FASB
ASC 815 requires that such concentrations of credit risk be disclosed.

Commingled Cash. When the CIRA uses a managing agent, the auditors need to consider whether the agent
commingles the funds of the various CIRAs managed. (However, state laws may prohibit CIRAs from commingling
funds.) A managing agent may deposit collections into one central account (sometimes called a sweep account)
and later disburse funds to separate accounts for each CIRA. Also, a managing agent may deposit cash from all
CIRAs into a common account and account for the funds separately only in the accounting records. If funds are
commingled, there is a greater risk of material misstatement, and the auditors may need to expand cash proce-
dures to test more cash transactions during the period. Expanded testing of transactions is necessary when funds
are commingled because the cash balance cannot be confirmed with an independent source. Control activities in
the cash area are particularly important in those circumstances. The auditors have to be concerned that the
managing agent may pay the bills of one CIRA with the funds of another. The auditors need to be satisfied that the
expenses charged to the CIRA client were authorized and incurred.

Single Brokerage Accounts. A trend in cash management is the use of a single, managed brokerage account.
Funds in the account are invested by the broker in certificates of deposit or other types of investments at more than
one bank or other financial institution. Advantages of such an arrangement to the association are as follows:

¯ The association deals with only one “institution”—the broker.

¯ Diversification of investmentsmeans the CIRA runs less risk of exceeding the FDIC’s insured deposit limit.
The current insurance limit is $250,000 per depositor and per FDIC-insured institution.

¯ With the help of a knowledgeable broker, the CIRA can maximize interest earned by matching long-term
deposits with its replacement funding program.

A single brokerage account generally enhances the auditors’ ability to obtain confirmation of the year-end balance.
However, disadvantages of using single brokerage accounts may include the ability to transact business over the
phone on a single individual’s authority, thereby losing protection of dual authority over cash management.
Furthermore, certain state lawsmay require two boardmembers or officers to authorize transactions. Auditors have
an additional responsibility with single brokerage accounts to determine that the brokerage accounts’ underlying
investments are owned by the CIRA, not the brokerage house.

Investments and Derivatives

A CIRA’s governing documents or state or local statutes may restrict the types of investments CIRAs are permitted
to make. Auditors need to obtain an understanding of those matters as part of the risk assessment process and
consider them in determining the nature, timing, and extent of further audit procedures relative to investments.
Frequently, a CIRA’s investments are limited to certificates of deposit, which may be substantiated as part of cash
work. Thus, a separate audit program for investments may not be needed.

AU-C 501, Audit Evidence—Specific Considerations for Selected Items, provides requirements and application
guidance for certain aspects of auditing the valuation of investments in debt and equity securities measured at fair
value. Specifically, AU-C 501.06–.09 require the auditor to—

¯ Determine if GAAP specifies a method for measuring fair value.

¯ Evaluate whether fair value is measured in accordance with that method.
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¯ For fair value based on a valuation model, test management’s determination of fair value, or if applicable,
understand the method used by a broker-dealer or other third party to determine fair value and consider
the guidance for use of a management’s specialist.

¯ Evaluate management’s conclusion about the need for an impairment loss and test any impairment
adjustment, including compliance with GAAP.

Specific requirements related to auditing fair value accounting estimates can be found in AU-C 540, Auditing
Accounting Estimates, Including Fair Value Accounting Estimates, and Related Disclosures, which is discussed in
Lesson 2.

Key considerations when auditing investments in debt and equity securities include evaluating whether securities
are properly classified as trading, available-for-sale, or held-to-maturity; whether they are properly valued at fair
value or amortized cost; and the proper treatment of unrealized gains or losses. In evaluating whether investments
are properly classified, auditors may obtain evidence supporting management’s intent and, if the securities are
classified as held tomaturity, the entity’s ability to hold the securities tomaturity. In evaluatingmanagement’s intent,
FASB ASC 320-10 requires an entity’s historical experience to be considered. Auditors also need to be alert for
signs that investments are impaired. Additionally, the auditor ordinarily determines whether the CIRA’s investments
are insured or otherwise protected and whether an appropriate accrual of interest receivable has been made. The
AICPA Audit Guide, Special Considerations in Auditing Financial Instruments provides interpretive guidance for
auditing financial instruments, including investments and derivatives, and includes suggested procedures to clarify
and illustrate the application of auditing standards. That Audit Guide is available online at www.aicpastore.com.

When determining whether an other-than-temporary impairment in value exists for investments in debt securities,
the auditor ordinarily evaluates whether management has considered relevant information to determine the exis-
tence of the following factors:

¯ Fair value is significantly below cost and—

¯¯ The decline in fair value can be attributed to adverse conditions specifically related to the security or
to specific industry or geographic conditions.

¯¯ The association does not have the ability or intent to hold the investment for a sufficient time period
to allow for any anticipated recovery in fair value.

¯¯ The decline in fair value has existed for an extended period of time.

¯ A rating agency has downgraded a debt security’s rating.

¯ The financial condition of the security’s issuer has deteriorated.

¯ Scheduled interest payments on debt securities have not been made.

¯ Losses from the security have been recorded subsequent to year-end.

Evidence may be obtained about those factors, and the auditor considers whether the evidence corroborates or
conflicts with management’s conclusion about whether an other-than-temporary impairment exists.

Most CIRAs do not hold derivative instruments. For those CIRAs that do have such investments accounted for
under FASB ASC 815,Derivatives and Hedging, key audit considerations include identifying derivative instruments;
evaluating whether derivative instruments are properly designated as hedging instruments and, if so, the type of
hedge; evaluating whether derivative instruments are properly valued at fair value; and assessing the proper
treatment of changes in fair value.

Evaluating Fair Value. AU-C 501, Audit Evidence—Specific Considerations for Selected Items, provides require-
ments and application guidance for certain aspects of auditing the fair value of derivative instruments. For specific
requirements related to auditing fair value accounting estimates, the auditor would turn to the guidance in AU-C
540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and Related Disclosures, which is
discussed in Lesson 2.
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Some fair values are readily determinable because there are relevant quoted market prices. For such items,
published price quotations in an active market are the best evidence of fair value. When there is no observable
market price or items have characteristics requiring an estimate to be made, the best estimate of fair value may be
determined using a valuation method.

If the fair value estimates are obtained from broker-dealers or other third-party sources based on valuation models,
the auditor needs to understand the method they used to develop the estimates and consider the relevance and
reliability of the information to be used as audit evidence. Guidance on the work of specialists when their work will
be used as audit evidence is provided in PPC’s Guide to Homeowners’ Associations and Other Common Interest
Realty Associations. If the fair value estimates are determined by the client using a valuation model, the auditor
performs procedures to obtain sufficient audit evidence to support management’s assertions about fair value.
Procedures the auditor may perform to assess the reasonableness of the client’s fair value estimate include:

¯ Assessing the reasonableness and appropriateness of the client’s model. For example, the auditor
determines whether the market variables and other assumptions used by the client are reasonable.

¯ Calculating the fair value using a model developed by the auditor or a specialist as an independent
expectation to corroborate the reasonableness of the client’s valuation.

¯ Comparing the fair value with the exchange price for recent or subsequent transactions.

As a practical matter, it seems likely that CIRAs generally can obtain estimates of the fair value of most of their
derivatives from banks and broker-dealers.

In the absence of quoted market prices, the auditor will need to either test the client’s fair value estimate or develop
an independent estimate. Guidance on auditing accounting estimates, including fair value estimates, is discussed
in Lesson 2.

Use of a Custodian. Investment portfolios for CIRAs may sometimes be held by a custodian, such as a bro-
ker-dealer or bank trust department. In some cases (depending on the nature of transactions processed by the
custodian and the other functions performed by the custodian), the auditor may need to consider obtaining a
service auditor’s report on the custodian’s internal controls in order to gain an understanding of controls sufficient
to assess the risks of material misstatement and design further audit procedures. A discussion of using a service
organization is beyond the scope of this course, but the topic is discussed in more detail in PPC’s Guide to
Homeowners’ Associations and Other Common Interest Realty Associations.

Prepaids, Deferred Charges, and Other Assets

CIRAs frequently keep their accounting records on a cash basis, and the auditors’ primary concern with respect to
prepaids is identifying items that require accounting recognition. Common types of prepaids are insurance
expense and service contracts, such as landscaping or snow removal.

If the client does not prepare a detailed summary analysis of prepaid insurance, the auditor can simply apply the
procedures to the supporting documents and summarize the work done inmemorandum form. Often the insurance
agent can furnish an analysis that can be used as a workpaper in lieu of preparing a workpaper analysis.

An issue that sometimes arises in practice is the auditors’ responsibility for assessing the adequacy of insurance
coverage. Accounting standards do not require disclosure of the adequacy of insurance coverage. However, GAAP
does not discourage disclosure of uninsured or underinsured risks, if appropriate. Thus, assessment of adequacy
of coverage is not necessary to form an opinion on the CIRA’s financial statements and is not ordinarily a part of the
auditors’ responsibility. Some auditors do advise their CIRA clients in that area strictly as a matter of client service.
Also, a cooperative housing corporation may have a mortgage agreement that mandates certain insurance
coverage. In that case, consideration of insurance coverage is a normal part of assessing compliance with debt
requirements.

Receivables

Member assessments represent the primary source of revenues for a CIRA. There may be both regular assess-
ments and special assessments. Auditors need to consider whether member assessments have been allocated in
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conformity with the CIRA’s governing documents and recorded as revenue and receivables when assessed,
whether the allowance for uncollectible assessments is reasonable, whether the CIRA’s policies and procedures for
late fees and liens and foreclosures are being followed, and whether any assessments have been prepaid by
members and should be reclassified as a liability. Also, particularly during the initial operating period, auditors need
to consider whether amounts due from the developer/sponsor related to unsold units have been properly recorded
and are collectible.

Confirmation of Assessments. It is generally not a common practice to confirm assessments receivable from
members for a variety of reasons. Frequently when confirmations are used, the members either do not return the
confirmations or return inadequate replies. Thus, alternative audit procedures are necessary. Normally receivables
are collected shortly after assessment. Those balances that are uncollected for longer periods are usually delin-
quent accounts that are often in foreclosure, and no confirmation response can be obtained. For those reasons, the
normal audit approach for assessments receivable from members is to test subsequent cash collections to
substantiate recorded amounts, if material. Examining subsequent cash collections and collectibility are discussed
later in this lesson.

AU-C 330.20 prohibits substituting effective alternative procedures, such as testing subsequent receivables collec-
tions, for confirmation of accounts receivable unless one of the following criteria exists:

¯ The balance is immaterial.

¯ Using confirmations would be ineffective.

¯ The risk of material misstatement (the combined assessment of inherent and control risk) is low, and other
substantive procedures will be adequate to provide sufficient appropriate audit evidence for relevant
assertions.

Confirmation procedures might be ineffective, for example, if the auditor determines that (a) the response rate to
confirmation requests will be inadequate or (b) responses are known to be unreliable. As noted above, based on
their previous experience, auditors of CIRAs generally believe that one or both of those conditions may be true for
their CIRA clients. Auditors who omit confirmation procedures are required by AU-C 330.32 to document the
reasons they were able to do so. It is not sufficient to merely assert in the workpapers that the use of confirmations
would be ineffective without providing some type of evidence or analysis to substantiate that assertion. In that case,
the auditor also needs to design effective alternative procedures.

However, it is possible that in some cases, confirmation of assessments receivable from members may be a more
effective auditing procedure than testing subsequent cash collections to substantiate recorded amounts (for
example, if a managing agent commingles funds of the CIRAs to which it provides services). When assessments
are confirmed, the auditor should document the extent of confirmation work performed and summarize the results
of those confirmation procedures. (Exhibit 1-3 provides a format that can be used to reconcile CIRA confirmed
balances.) AU-C 505.14 indicates that the auditor should investigate exceptions to confirmation requests to
determine if they represent misstatements. As long as an auditor maintains control over selection, mailing, and
receipt of confirmations as required by AU-C 505.07, it may be efficient to have the CIRA’s personnel help in
clearing confirmation exceptions. Generally, the auditor will make a copy of a confirmation that has been returned
with an exception or a copy of the original confirmation request, in cases of nonresponding confirmations, and
request the client to provide the original documents that support the transaction (such as validated deposit slips).
The auditor will examine the original documents to determine if the account is misstated.

If the CIRA objects to sending a confirmation to a particular party, the auditor should inquire about the reason for the
refusal, obtain corroborating evidence to support the CIRA’s reasoning, and evaluate the implications on the risk
assessment, including fraud risk, and planned audit procedures. If the auditor considers the CIRA’s reason to be
valid, alternative procedures should be applied to obtain sufficient appropriate audit evidence related to the
receivable account. The auditor might also consider obtaining a representation in the management representation
letter regarding the reasons for not confirming. Auditors ought to be alert to the fact that a CIRA’s request that an
account not be confirmed because it is in dispute may be intended to divert the auditor from an inappropriate
transaction. If the CIRA’s reason is not considered valid or sufficient evidence cannot be obtained from alternative
procedures, the auditor should communicate with those charged with governance and consider the possible effect
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on the audit, such as the ability to rely on management’s representations. In most cases, when the auditors do not
consider the CIRA’s request to be reasonable or they are unable to obtain sufficient appropriate audit evidence
from alternative procedures, it seems logical to assume that a scope limitation has been imposed by the client.
Under these circumstances, it may be a good idea for the auditors to disclaim an opinion on the financial
statements. If the auditors believe that the CIRA’s request has implications regarding management integrity or
might indicate the possible existence of fraud, the auditors should evaluate the circumstances in accordance with
AU-C 240, Consideration of Fraud in a Financial Statement Audit.

Exhibit 1-3

Reconciliation of Confirmations

AMOUNT

1. Balance per confirm reply (vendor or customer)

2. Deduct items recorded by vendor/customer; not by client:
Ref. Number Date Comments (items in transit, disputed, etc.)

a.

b.

c.

d.

e.

f. Total

3. Add items recorded by client; not by vendor/customer:

a.

b.

c.

d.

e.

f. Total

4. Balance per client

5. Client researcher:

* * *
AU-C 230.08 requires the auditor’s documentation to include the identifying characteristics of the specific items
selected for confirmation. Returned confirmations ordinarily are retained in the workpapers, even when a schedule
of confirmation results is prepared for the workpapers.
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AU-C 505.15 provides guidance about the appropriate use of negative confirmations. That guidance applies to
CIRAs and other entities if auditors decide to confirm receivables. According to AU-C 505.15, negative confirma-
tions may be used as the sole substantive procedure only when all of the following criteria are met:

¯ The assessed risk of material misstatement is low, and relevant controls have been tested for operating
effectiveness.

¯ A large number of small, homogeneous balances is involved.

¯ A very low exception rate is expected.

¯ The auditor believes the confirmation recipients will consider the requests.

Since the first criterion is rarely met in CIRA audit engagements, negative confirmations usually are not an option.
However, if all of the above criteria are met, the auditor may want to consider using negative confirmations. When
using negative confirmations, auditors need to bear in mind that negative confirmations do not provide any
evidence that the requests were actually received or verified by the recipient. Therefore, negative confirmations
provide only limited evidence. In addition, the use of negative confirmations is not a sampling application, and the
results cannot be projected to the population. Because of the limited evidence provided by negative confirmations,
they are best used as a supplement to evidence obtained from other auditing procedures. For example, negative
confirmations may be used as a supplement to positive confirmations. Generally, only positive confirmations are
used to confirm individually significant items.

Examining Subsequent Cash Collections. AU-C 505.A24 suggests that alternative procedures to confirmations
include examining specific subsequent cash receipts. As mentioned above, testing subsequent cash collections to
substantiate assessments receivable ordinarily is performed only when receivable balances are material. When
examining subsequent cash collections, auditors consider whether the specific payment being tested relates to the
year end receivable balance. That is, it would be inappropriate to conclude that a year end receivable balance was
collected if the payment was actually for an assessment for a period after year end. Consequently, if there is some
question as to how the client is applying subsequent payments, subsequent collections may not provide reliable
audit evidence about the existence of year end receivable balances. Also, auditors examining subsequent cash
collections as a primary substantive test in lieu of confirmation procedures, consider the need to obtain evidence
that the source of the payment was, in fact, the CIRA member, and the cash collected was neither cash remitted by
a different CIRA member nor cash transferred from a different CIRA’s account by the managing agent.

Collectibility. Auditors need to consider whether the allowance for uncollectible assessments is reasonable.
Managing agents may be lax about enforcing collection of assessments. Also, many CIRAs make no attempt to
evaluate the collectibility of assessments receivable because a lien can be filed against units. However, a lien does
not ensure collectibility. For example, CIRAs may not be able to enforce liens in some circumstances (for example,
the unit owner files for bankruptcy), or amounts realized from liens may not be sufficient to satisfy balances due. As
a result, there might be little or no equity remaining in units after a settlement is reached with tax authorities and
secured creditors with priority liens, or the collection costs might be more than the assessed charges. Thus,
auditors need to consider the CIRA’s enforcement process for late fees, liens, and foreclosures. That can be
coordinated with obtaining a legal representation letter. Auditors consider collectibility of assessments in light of the
CIRA’s prior experience, the opinion of legal counsel, local economic and real estate market conditions, and the
status of the CIRA’s claims relative to other creditors.

Developer Receivables. When amounts are due from the developer/sponsor related to unsold units, auditors
may obtain written confirmation of the amount owed. However, the use of confirmations may be ineffective if there
is a dispute between the CIRA and the developer/sponsor. In that case, the audit work can be coordinated with
obtaining the legal representation letter from the CIRA’s attorney.

Special Assessment Receivables. CIRAs may levy special assessments for items such as major repairs. Such
special assessments may be payable over longer periods. Auditors should consider the earlier discussions of
confirmations and collectibility in light of any extended collection periods.

Assessments Received in Advance. It is fairly common for members to pay assessments in advance. Thus,
auditors need to identify prepaid assessments and, if they are material, propose reclassifying of them as a liability.
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Property and Equipment

Most CIRAs other than cooperatives do not capitalize common real property directly associated with the units (for
example, exterior walls, roofs, public hallways, underlying land, sidewalks, driveways, roads, some parking areas,
and greenbelts). However, those CIRAs typically capitalize common real property not directly associated with the
units (for example, recreational facilities, managers’ apartments, and properties that are primarily used for commer-
cial operations) if specific conditions are met. Since a cooperative housing corporation owns the land and building,
audit procedures for those CIRAs are similar to procedures for commercial businesses. Furthermore, according to
FASB ASC 972-360-25-5, all CIRAs should capitalize common personal property (for example, furnishings, recre-
ational equipment, maintenance equipment, and work vehicles).

If common property is capitalized in accordance with FASB ASC 972-360-25 and the auditors have not previously
applied auditing procedures to those amounts in the financial statements, their procedures will need to be directed
to evidential matters concerning existence, title to the property, and the amount recorded in the financial state-
ments. Generally, CIRAs’ governing documents are not sufficient to determine title to real property, and auditors
may examine properly filed deeds or similar evidence of title rather than rely on those internal documents. In
addition, they should review the basis used to record the assets. If appraisals have been used, auditors should
follow the guidance for the use of specialists. In subsequent years, the auditors consider the need for auditing
procedures aimed at determining whether capitalized common property continues to exist and be used by the
CIRA. The auditor also needs to be alert for signs that any significant assets may be impaired.

Interior Furnishings. There are differences of opinion regarding whether the interior furnishings of certain time-
share developments should be capitalized. If the timeshare development treats their interior furnishings as com-
mon personal property, the auditor ordinarily should determine whether applicable capitalization procedures are
being followed. The auditors need to:

¯ Understand the CIRA’s policies on capitalizing assets.

¯ Inquire of management as to whether there are internal furnishings and in which property and equipment
accounts they are recorded.

¯ Review expense accounts for internal furnishings that should be capitalized.

All CIRAs may be affected by asset retirement obligations and impairment or disposal of long-lived assets.

Accounts Payable, Accrued Liabilities, and Other Liabilities

Confirmation of Accounts Payable. Most auditors believe it is not necessary to confirm accounts payable
because the search for unrecorded liabilities is the primary procedure for testing completeness of accounts
payable. Many CIRAs account for expenses on a cash basis during the year and convert to the accrual basis only
at year end. There is no listing of accounts payable during the year and, in some cases, not even at year end. Often
auditors propose the entry to record accounts payable as a by-product of the search for unrecorded liabilities.
However, it may be a good idea for accounts payable to be confirmed in the following situations:

¯ There is a high risk that accounts payable are incomplete, and the period for conducting the search for
unrecorded liabilities is not considered long enough to detect material unrecorded liabilities.

¯ The CIRA has extended payment terms with vendors.

¯ There are significant debit memos included in the accounts payable balances.

¯ The auditor, based on consideration of identified fraud risks, decides to modify procedures related to
accounts payable balances.

When confirmation procedures are necessary, auditors should comply with the provisions of AU-C 330 and AU-C
505. Accounts selected for confirmation need to include primarily major suppliers of goods or services. “Blind”
requests that do not state the client’s balance in the letter are preferable. Also, auditors may want to consider
having the confirmation letter request the vendor to return a copy of a vendor statement supporting the confirmed



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

21

balance. Since the accounts usually are selected after the year-end general ledger is closed, but before the
accounts payable listing is prepared, the auditor selects vendors based on a review of purchase journals, disburse-
ment journals, and knowledge of the CIRA’s operations. The selection also ordinarily includes some accounts of
new vendors, accounts expected to have a small or zero balance, and accounts payable to officers/related parties.

Confirmation request letters may be sent via physical mail or via email. Whether paper or electronic, the auditor
should control the mailing of the confirmation request and should consider validating the addressee information in
response to assessed fraud risk. Some audit firms choose to use online confirmation services as part of their
confirmation procedures. Using email or online confirmation services may improve the response rate, as it is more
convenient and less likely to get lost than a physical letter. In addition, some entities, especially larger companies,
have a central “clearinghouse” for confirmation letters that online confirmation services have on file and contact
directly. However, there is additional risk to consider when using electronic communications. AU-C 505.A14 states
that the validity of responses received electronically (e.g., via email) may be subject to additional risk because proof
of respondents’ identities may be difficult to determine and alterations to responses may be difficult to identify. As
such, the auditor may consider performing additional procedures, such as contacting respondents directly via
telephone, to further validate the source and the contents of the response.

If the client objects to a confirmation with a particular supplier, the guidance on such objections provided earlier in
this lesson will apply.

For confirmation procedures, AU-C 230.09 requires the auditor’s documentation to include the identifying charac-
teristics of the specific items selected for confirmation.

Search for Unrecorded Liabilities. The audit approach to search for unrecorded liabilities is to (a) review
disbursements after the balance sheet date and open purchase orders, (b) review vendor invoices and statements
above a specified cutoff amount, and (c) inquire of responsible client personnel about their knowledge of unpro-
cessed invoices and whether accruals have been made for such items. To meet the documentation requirements
of AU-C 230, the workpapers should identify the characteristics of the specific items inspected. For example, the
auditor may identify the source and selection criteria, such as “all disbursements exceeding $2,000 from the cash
disbursements journal for the period 1/1/X3 through the date of the auditor’s report.”

Many CIRAs account for expenditures on a cash basis during the year and convert to accrual basis at year end.
Auditors often assist in that conversion by accumulating and proposing a journal entry to record accounts payable
at year end. To improve efficiency, the auditor might request that the CIRA accumulate accounts payable at year
end. Auditors can then set a cutoff amount instead of inspecting every vendor invoice or disbursement after the
balance sheet date. Other transactions below that amount can be scanned for reasonableness.

Auditors use their knowledge of the CIRA’s industry and operations to identify unrecorded liabilities. Many dis-
bursements are for routine, recurring items such as utilities and landscape maintenance. Auditors ordinarily
consider whether all of those items are recorded and whether they are recorded in the proper period. Other annual
expenditures are for local taxes or fees (for example, water and sewer taxes, rent taxes, and vault taxes). Based on
an awareness of the local taxes and fees levied against CIRAs, the auditors consider whether all of those items are
properly recorded.

If a managing agent is used, invoices are often forwarded to the board of directors or an officer of the CIRA for
approval. Particularly if the search for unrecorded liabilities is performed shortly after year end, it may be necessary
for the auditors to determine whether the board of directors or officers of the CIRA are holding any unpaid invoices.

Refundable Security Deposits. Many associations maintain refundable security deposits on their books for
deposits received from their members. Security deposits are commonly required for keys, clubhouse rentals,
recreational activities, commercial leases, etc. Refundable security deposits represent a liability since the CIRA is
generally obligated to eventually return these funds to their members. Auditors need to review their clients’ activities
with respect to accounting for deposits, as failure to adequately account for refundable security deposits or turn
over unclaimed deposits to the state may result in a material unrecorded liability. Auditors need to be informed
about the laws applicable to these deposits to help assess the proper accounting for them and to provide advice to
their CIRA clients.
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Debt and Related Liabilities

More associations are incurring debts, often a result of incurring significant reconstruction costs after suffering
natural disasters or repairing major construction defects. Increasingly, aging associations are now borrowing after
discovering that they are severely underfunded in reserves. This underfunding of reserves often occurs either
because of failing to set aside enough money for reserve components identified or discovering that major building
components, such as in-wall and under-slab plumbing, electrical, and sewer systems, have never been identified
on reserve studies until they begin to fail. Since these items are so expensive to replace and generally have lives of
30–50 years, replacing or repairing these items often creates funding situations that require borrowing.

Most loans (other than mortgage loans to cooperative associations) cannot be secured by real estate, as it is most
often owned in common by the members of the association individually. Accordingly, banks specializing in serving
the CIRA industry usually secure the loans by special assessments or future assessments on the association
members. Loan repayment terms vary from interest only to fully amortized, while interest rates vary from fixed to
customized rates based on prime.

Many associations will approve special assessments to provide for repayment of loans. Accounting for the pro-
ceeds related to the members’ loan payments often results in difficulties for the association, as associations
sometimes arrive at creative ways to provide their members with “easy options” to pay the assessments. Unfortu-
nately, these options are often the source of accounting problems. Common repayment terms include—

¯ Immediate payment in full to avoid future interest charges.

¯ Immediate payment in full to allow the payor a discount.

¯ Interest added to periodic payments.

¯ No interest added to periodic payments.

¯ Payoff required prior to property transfer.

¯ No payoff required prior to property transfer.

Difficulty often occurs because special assessmentsmay be designed to generate, for example, $10,000 permonth
to support loan payments of $8,000 per month. However, if one-third to one-half of the members takes an
immediate lump-sum payment option, the monthly special assessment payments from remaining members will be
insufficient to service the debt. Most associations will not apply the proceeds of lump-sum special assessment
payments to the loan because these loans generally cannot be reamortized. Additionally, some loans, notably from
the Small Business Administration, prohibit early payments.

Cooperative Mortgages. A cooperative housing corporation normally has a mortgage on the real property of the
corporation. In some cases, the sponsor/developer will guarantee the rate on a variable rate mortgage (for
example, the sponsor/developer will reimburse the cooperative for amounts paid in excess of a specifiedmortgage
interest rate). In that case, auditors may wish to confirm the terms of the guarantee and any payments under the
guarantee during the period directly with the developer.

Governing Document and Loan Restrictions. Auditors ordinarily should determine that the CIRA has complied
with any restrictions related to debt. For example, the governing documents of some CIRAs require member
approval prior to incurring any debt. Auditors can review the CIRA’s articles of incorporation, bylaws, declarations,
covenants, and other governing documents to determine that the documents allow the CIRA to incur debt. Also, the
debt may contain covenants. Auditors determine the CIRA has complied with the covenants, and procedures may
include confirming compliance with the financial institution.

Small Business Administration (SBA) Loans. CIRAs may apply for low-interest, long-term loans from the SBA.
The loan contract is between the association and the SBA. However, repayment is the unit owners’ responsibility.
Participating in the SBA loan program requires the association to keep subsidiary receivable records that clearly
show the account history for each unit. For convenience, CIRAs generally record annual interest expense based on
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the most recent amortization schedule. Since not all CIRAs account for SBA loans the same, auditors need to
discuss the accounting method used by the CIRA during the risk assessment phase of the audit. The SBA sends
monthly statements showing the application of payments between principal and interest. Auditors need to consider
whether the monthly statements provide adequate audit evidence or if confirmations with the SBA are necessary.
These procedures may also be relevant to other types of debt.

Loan Fees. GAAP requires loan fees (if material) to be amortized over the life of the loan and reported as interest
expense. Many associations expense the loan fees in the first year of the loan because the amount is not material.

Income Taxes

Auditors need to consider whether the CIRA has complied with tax laws and regulations that could have a direct
andmaterial effect on the financial statements in the event of noncompliance. The CPA firm performing the audit will
often also have tax return preparation responsibilities, even if the CIRA uses a managing agent. Usually auditors do
not need to apply any additional audit procedures in that area beyond the work involved in preparing the tax return
and considering the information from other audit areas. It is unusual for CIRAs to recognize deferred income taxes.
Generally, a CIRA will not have material differences between financial and tax reporting unless it has significant
nonmember activity (for example, significant commercial operations or unrealized gains and losses on investments
classified as available for sale) or net nonmembership losses. However, deferred taxes may be necessary if CIRAs
interpret Revenue Ruling 70-604 as allowing only a one-year carryover of excess membership income.

Auditors are required to obtain sufficient appropriate audit evidence about material assertions in the financial
statements or else issue a qualified opinion or disclaim an opinion on the financial statements. Audit documenta-
tion to support tax accounts and related disclosures includes copies of the client’s documents, schedules, or
analysis (or auditor-prepared summaries thereof) sufficient to support the auditor’s conclusions about the
accounting and disclosure for income taxes. Documentation should indicate the audit procedures performed
and conclusions reached. If the client’s support for a tax accrual is based on the opinion of an outside tax advisor,
audit documentation needs to include either the actual advice or opinion or other documentation of the facts and
conclusions reached by the client and advisor. Documentation needs to be sufficient for the auditor to form an
independent conclusion. Tax documentation for CIRAs ordinarily needs to include documenting the decision to
make a Revenue Ruling 70-604 election. Additionally, CIRAs can consider documenting their decision why Form
1120 or Form 1120-H was chosen in a given year.

For efficiency, the auditor ought to obtain all information needed to prepare or review the tax return or tax
computations during the conduct of the audit. Some of the more common types of information needed are:

¯ Reconciliation of financial statement captions to exempt function transactions, nonexempt function
transactions, and IRC 118 capital transactions required by the income tax return.

¯ CIRA resolution for Revenue Ruling 70-604 election.

¯ IRC 277 carryover information.

¯ Property acquisitions or dispositions identified as to specific assets, dates acquired or sold, cost,
depreciation method, life, amount of accumulated depreciation, gain or loss involved.

¯ Listing of amounts and dates of income tax prepayments.

Equity

The shareholders’ equity section of the balance sheet of a cooperative housing corporation is essentially the same
as any other corporation, and the auditing considerations are similar. Often, there is very little activity. Many
associations, particularly those that prepare internal financial statements on a modified cash basis, will not record
the auditor’s adjusting journal entries because the journal entries distort the financial statements that the associa-
tions use internally. Consequently, the auditor will often discover that equity balances will not agree to the prior year
audit report. Therefore, it is advisable for the auditor to review the equity accounts as one of the first steps of the
audit process each year to determine whether the association recorded the prior year journal entries correctly.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

24

When a CIRA uses fund accounting, the auditors need to obtain or prepare an analysis of the transactions affecting
fund balance and inspect appropriate support for any changes in the balance. It is generally efficient to coordinate
audit work on the replacement fund with procedures applied to major repairs and replacements.

Revenues, Operating Expenses, and Major Repair and Replacement Expenditures

Substantive Procedures for Income Statement Accounts. A common approach to testing CIRA revenue and
expense accounts has been to rely heavily on substantive analytical procedures to test income statement
accounts. This approachmay not give sufficient consideration to the differences that can exist among revenue and
expense accounts. The following overall approach to testing income statement accounts in an efficient and
effective manner and designing tests of details of individual transactions is recommended:

¯ Identify risks of material misstatement on the assertion level with as much specificity as possible.

¯ Consider the quality and extent of evidence provided from tests of other related accounts relevant to the
assertion, particularly balance sheet accounts.

¯ Consider the evidence from substantive analytical procedures.

¯ Consider the efficiency and effectiveness of testing controls.

¯ Design and apply tests of details of selected individual transactions based on the above considerations.

The individual transactions selected would include individually significant transactions and, if necessary, a sample
of remaining transactions.

Assessment Revenue. As explained earlier in this lesson, member assessments represent the primary source of
revenues for a CIRA. Because the legal documents creating most CIRAs require that assessments be based upon
budgets, the budget becomes the financial defining structure of how the CIRA is expected to operate. Thus, auditor
comparison of recorded revenue to the CIRA’s budget is a key analytical tool. Any significant difference between
recorded revenue and the budget needs to be investigated.

Auditors will generally also compare recorded assessment revenue with the prior year’s actual amounts as part of
audit planning. In addition, as part of risk assessment, AU-C 240.22 requires auditors to perform preliminary
analytical procedures related to revenue to identify unusual or unexpected relationships that may indicate fraudu-
lent financial reporting. The results of those procedures should be considered when identifying the risks of material
misstatement due to fraud. As discussed in Lesson 2, the analytical procedures related to revenue should be
updated during the final review stage of the audit, that is, the procedures should be performed through the end of
the reporting period. To perform a predictive test of assessment revenue, auditors can determine the number of
units, the frequency of assessments, the assessment rate or amount in effect during the period, and whether, and
if so when, the assessment rate or amount changed during the period. Also, auditors can determine whether
special rates or amounts apply to any units. With that information, auditors are able to determine the expected
assessment revenue for the period. Any difference between recorded revenue and that amount needs to be
explained. A fairly common reason for the difference when recorded revenue does not agree with analytical
expectations stems from a unit or units that have inadvertently not been billed. This could occur when a new unit
opens and the initial assessment billing has not been set up. Auditors who encounter this situation need to consider
if the association has inadequate procedures for initial assessment billings and whether the circumstance is a
significant deficiency that should be communicated to management and those charged with governance. Another
possible reason for a difference between recorded revenue and expected revenue could be late fees that are
recorded as regular assessment revenue.

In certain special situations, a predictive analytical test will not be sufficient to test the reasonableness of recorded
assessment revenue. An example of such a situation is an association that calculates member assessments as a
factor of property tax assessments levied by the county. For example, assume a vacant lot had an assessed
property tax valuation of $50,000 (althoughmarket value of the lot had increased to $1,000,000) and was assessed
association dues of $200, while the lot next door, which had recently sold and onwhich a house had been built, had
an assessed property tax valuation of $4,250,000 and was assessed association dues of $17,000. Each member
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received identical services from the association. In that case, the only way for the auditors to satisfy themselves
about the reasonableness of recorded assessment revenue is to perform detailed tests of assessment calculations,
in addition to inquiring about the process of calculating and recording assessment revenue.

CIRAs may levy special assessments for various purposes. Auditors review documents such as minutes of the
board of directors, legal documents, governing documents, etc., to determine how the CIRA should levy special
assessments, for example, whether developers that own unsold units are to be assessed. Auditors also review
special assessments to determine that the CIRA has recognized the assessment revenue in the appropriate
accounting period; for example, special assessment revenue may be deferred if it is designated for specific
expenditures that have not yet been incurred. Auditors also consider examining expenditures, if any, related to
special assessments. Relevant expenses, including allocable costs, whether incurred or budgeted, need to be
directly associated with the assessment.

Auditors consider whether late fees are being properly computed and assessed. The arrangements for late fees
often are found in the minutes or house rules. For many CIRAs, late fees are not material, and the auditors can test
the late fee revenue through analytical procedures. If the CIRA has material late fees, the auditors can scan the
deposits to the bank account in which assessments are deposited. The monthly deposits for assessments can be
computed based on the same information used to analytically predict total revenue as described above.

Auditors ordinarily consider whether there are sources of revenue other than assessments based on knowledge of
the CIRA’s operations. For example:

¯ Revenues fromGarageOperations or Other Commercial Tenants. The amount of those revenues is usually
specified in contracts or other agreements.

¯ FeesCollectedby theCIRA forManagingaPool of Rental Units.Those feesare common in resort locations.
Themonthly fee is usually either a flatmonthly fee or a per unit fee based on either the total number of units
in the rental pool or the number of units actually rented. The auditors verify the contractual arrangement,
and, if the amounts are material, perform tests to satisfy themselves about the reasonableness of the
recorded revenue.

¯ ClubhouseRestaurantsorBars.Restaurantsandbarshaveaudit considerations thatmaybemuchdifferent
than those related tomember assessment revenue. Auditors can consider performing an analytical review
of the monthly revenue from the restaurant or bar. For those CIRAs with significant restaurant or bar
operations,PPC’sGuide toRestaurantsandBarsprovidesguidanceon the financial andoperational issues
related to those operations.

¯ Laundry or Concession Vending Machines. Generally, laundry and vending income is not material to the
CIRA’s financial statements. If it is significant, auditors should obtain an understanding of the internal
controls over coin collections, if applicable, and perform further audit procedures such as an analytical
review of themonthly revenue for any unusual items. If a third party is responsible for operating the laundry
or vending machines, the auditor may be able to confirm with the service provider the revenue due to the
CIRA.

¯ “Unusual” Income, e.g., Oil and Gas Royalties. There is one CIRA in Louisiana that collects more in oil and
gas royalties than it previously collected through member operating assessments. The auditors should
inquire about, and examine documentation of, any type of “unusual” income, if significant. The tax
consequences must also be determined. (For tax purposes, oil and gas royalty income appears to be
nonexempt function income for Form 1120-H filers and nonmembership income for Form 1120 filers.)

When a new source of revenue occurs during the year under audit and no budgeted data exists, analytical
procedures alone would not ordinarily be sufficient.

Presumption of Revenue Recognition as a Fraud Risk. AU-C 240.26 requires auditors to make the rebuttable
presumption that improper revenue recognition is a risk that may result in material misstatement of the financial
statements due to fraud and to evaluate which types of revenue, revenue transactions, or assertions give rise to the
risks. The auditor may be able to overcome that presumption, but, if so, should document how the presumption
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was overcome. If the auditor is unable to overcome the presumption, then a response to the risk of improper
revenue recognition is required.

Auditors may respond to a risk of improper revenue recognition by increasing the extent of the basic audit
procedures or performing additional procedures related to revenue recognition the auditor may perform in
response to identified fraud risks. Because revenue recognition practices vary by type of CIRA and are dependent
on the particular facts and circumstances, auditors ordinarily develop procedures related to revenue recognition
based on their understanding of the CIRA and its environment, including the composition of revenues, specific
attributes of revenue transactions, and unique CIRA considerations.

In obtaining an understanding of the CIRA and its environment, including its internal control over revenue, the
auditor gains an understanding of the CIRA’s accounting policies and procedures related to revenue recognition.
Well-designed analytical procedures can help the auditor identify situations that may require additional detail audit
testing to ensure revenue recognition is proper. Depending on the circumstances, auditors may want to also
consider the need for increased supervision and the assignment of more experienced audit staff.

Auditors may find it helpful to obtain representations from management concerning specific revenue recognition
issues. This can be done using a management representation letter. Because of the potential for significant audit
risk, auditors need to approach this area with an appropriate degree of professional skepticism.

Operating Expenses. Auditor comparison of actual expenditures to budget is equally as important as the revenue
comparison to budget discussed earlier. Since the operations of CIRAs are generally based upon the budget, this
comparison is a key performance indicator for whether the CIRA is controlling the use of its resources as planned
and obtaining its financial goals. Differences between the current budget and actual expenditures need to be
investigated.

The auditor will normally also compare recorded operating expenses with the prior year’s actual amounts. This
comparison and the budget comparison discussed in the previous paragraph generally improve the auditor’s
understanding of operations during the period. Additionally, since many expenses of CIRAs are standard amounts
each month, auditors can multiply the standard monthly amount by 12 to determine whether the association has
recorded a full year of expense. This procedure allows certain expenses, such as management fees, landscaping,
pest control services, utilities, etc., to be quickly reviewed and identifies those expenses that need additional
testing. (This times 12 test can also be used to review assessment revenue for many established associations.)

Certain major expenses can be substantiated by analytical procedures such as predictive tests (for example,
mortgage interest of a cooperative housing corporation) or by reference to contracts or agreements (for example,
management fees). It may be useful to review a list of approved vendors with appropriate board members or
management before reviewing support for expenditures.

Additional substantive procedures may be necessary to test operating expenses that are considered significant,
unusual transactions. Auditors should obtain an understanding of the business purpose of significant unusual
transactions. AU-C 240.32c requires the auditor to evaluate significant transactions that are outside the normal
course of business for the entity or that otherwise appear to be unusual based on the auditor’s understanding of the
entity, its environment, and other information obtained during the audit. The auditor is specifically required to
consider whether the lack of business rationale suggests that transactions may have been entered into to
perpetrate fraudulent financial reporting to conceal misappropriation of assets. AU-C 240.A54 provides the follow-
ing indicators of transactions that require such an evaluation:

¯ Transactions that appear overly complex in relation to their stated purpose.

¯ Transactions in which management has placed more emphasis on the need for a particular accounting
treatment than on the underlying economics.

¯ Transactions involving previously unidentified related parties (or nonconsolidated related parties).

¯ Transactionswith inadequate documentation for whichmanagement has not discussed the nature of, and
accounting for, such transactions with those charged with governance.
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¯ Transactions involving parties lacking substance or the financial strength to support the transactions
independently of the audited entity.

Special Considerations—Subsidy Agreements

Developers will often enter into subsidy agreements with the associations they are developing. Such agreements
may be necessary because developers often create significant common area amenities that can only be supported
adequately by the full membership of the association (at build-out). Consequently, during initial phase-in periods,
there is frequently an insufficient number of members and cash flow to support the amenities already constructed.
In large communities, the time period from initial sales to complete build-out may take several years.

The primary reason that associations participate in developer subsidy agreements is to obtain at least breakeven
funding during the initial phase-in periods. The primary incentive from the developer’s viewpoint is to limit its cash
outflow to the minimum amount required as it is generally less expensive for the developer to pay for a subsidy
agreement than for the full cost of assessments on unsold lots.

Subsidy agreements may take many forms and are limited only by the ingenuity of the parties involved. Accord-
ingly, the discussion here is limited to the basic issues generally considered in a subsidy agreement. Those issues
include duration of the subsidy agreement, the amount of operating subsidy, and the amount of reserves subsidy.

Subsidy Agreement Duration. The duration of a subsidy agreement is generally variable, but may be fixed. The
most common subsidy agreement is based upon a combination of number of lots sold and the passage of time. For
instance, the agreement may provide that the developer pays a subsidy until two-thirds of the lots are sold, or for
a fixed period of time (for example, seven years), whichever occurs first. However, it is not uncommon for subsidy
agreements to state that the subsidy is paid until the later situation occurs.

Operating Subsidy. The amount of the operating subsidy is usually tied directly to operating costs required to
maintain association common areas and operations to a stated level. In its most simple form, this means that the
developer makes up the shortfall of revenues compared to operating expenses. Accordingly, the association may
have zero profit or loss, since it is mandated by formula.

Reserve Subsidy. The amount of reserve subsidy is usually a more complex situation as not all amenities may be
completed or turned over to the association during the subsidy period. Consequently, reserve calculations gener-
ally are made at least on an annual basis or may be tied to completion dates of specific common area components.

In one significant example, the county refused to allow the developer to turn over control of the streets within a large
development to the association because the county felt that an insufficient number of lots had yet been sold. The
county’s position was that continued construction would severely damage the streets, and that homeowners
should not be burdened with that cost. Thus, the developer was forced to retain the streets until a very large
majority of the lots had been sold, then to resurface the streets to new condition in order to obtain permission to turn
over the streets to the homeowner association board. The streets were removed from the association’s reserve
study until turnover occurred.

Audit Procedures. Auditors need to carefully read and understand any subsidy agreement in order to determine
the accuracy of recorded receivable from, or payables to, the developer. Based on the risk assessment, the auditor
may determine the need to confirm the receivable or payable balance. Legal counsel for both the association and
the developer are often involved in rendering opinions regarding interpretation of the subsidy agreement. The
auditor may want to consider obtaining written representations from both the developer and association manage-
ment that the subsidy agreement has been properly interpreted, and that any revenues, receivables, or payables
are accurately recorded. In addition, assessment revenue attributable to the developer typically is shown sepa-
rately from assessment revenue from other unit owners in the statement of revenue and expenses, if material. The
auditor may need to perform additional procedures to determine that amount, as many computer applications
associations use to account for assessments do not segregate assessment revenue by unit owner.

Financial Statement Considerations. Associations subject to a subsidy agreement generally will have line items
in the financial statements that report asset, liability, and/or revenue amounts related to the subsidy agreement.
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Associations with a separate replacement fund may show amounts in both the operating and replacement funds.
Examples of financial statement line items may include:

¯ Assessments receivable, developer (asset account)

¯ Maintenance fee receivable, developer (asset account)

¯ Amount due to developer (liability account) [Liability balances may result when the developer, by
estimating amounts needed to achieve the association’s zero profit, has overpaid the association.]

¯ Maintenance agreement income, developer (revenue account)

The notes to the financial statements should disclose the nature of the subsidy agreement and explain the impact
of the subsidy agreement on the financial statements. A financial statement note example for an association with
both an operating and reserve subsidy is illustrated below:

The Association and the Developer have entered into maintenance agreements that provide that
in lieu of paying the non-replacement portion of regular assessments for annexed lots owned by
the Developer, the Developer contributes to the Association any deficiencies in operating funds to
the extent that the homeowners non-replacement portion of regular assessments cannot cover
the operating costs of the Association, up to the amount it would otherwise be required to
contribute if it was paying the non-placement portion of regular assessments. As a result, the
operating expenses are always fully funded and the operating fund will not be allowed to fall into
a deficit balance or retain contributions in excess of expenses.

The Developer is also required to contribute assessments to the replacement fund to the extent
that the replacement fund is not funded by homeowners. A receivable in the amount of $
with respect to the replacement fund was outstanding from the Developer as of [the balance
sheet date] .

Additionally, the developer generally is considered a related party and accordingly, the notes to the financial
statements should include the required related party disclosures. Related party considerations are discussedmore
in Lesson 2.

Special Considerations—Ancillary Operations

As part of gaining an understanding of the CIRA’s operations, if a CIRA has ancillary operations, the auditor
identifies each type of ancillary operation conducted by the association. If significant, auditors need to make
reasonable inquiry of the association to determine the scope of operations, the accounting controls employed, and
the method of allocating indirect costs to such activities, if any. If the financial results of the ancillary operations are
material, auditors should design and conduct audit tests to determine the accuracy of reporting of revenues and
expenses. Associations may not enter into these activities to generate a profit, but to provide services to their
members. As a result, it may not be relevant to compare statistics from an association ancillary activity to an
identical activity in a for-profit business. For example, the labor and food costs of an association-operated restau-
rant generally would compare unfavorably to industry statistics of for-profit restaurants, simply because the associ-
ation’s primary goal is not to make a profit. Consequently, auditors may often need to rely on other tests to
determine if revenues and expenses are accurately recorded.

Tests of expenses related to ancillary operations are generally no different than tests of expenses for the association
as a whole. The auditors’ most significant challenge generally will be in determining the reasonableness of
allocations. While there are many possibilities of tests that auditors could employ in this area, generally the auditor
needs to consider:

¯ Making inquiries to gain a general understanding of expenses and document howexpenses are recorded.

¯ Designing and conducting analytical tests of expenditures, for example, determining the average cost per
round of golf, and comparing that amount to budget and to other time periods, and comparing expense
categories to budget and other time periods.
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¯ Conducting substantive tests of balances, such as reviewing invoices for large purchases for specific
expense accounts.

Tests of revenues related to ancillary operations generally are custom-designed based upon the nature of the
activity. In general, auditors consider performing procedures, such as the following, to test ancillary revenues
(although other types of tests could be employed also):

¯ Making inquiries to gain an understanding of the ancillary operation revenue cycle and document how
revenues are recorded.

¯ Designingandconductinganalytical tests of revenues, for example, comparing roundof golf counts to rate
schedules, recalculating anticipated revenues, and comparing the calculated revenues to budget and to
prior time periods.

¯ Conducting substantive tests of balances, such as reviewing documentation of ancillary operations
revenues recorded for specific transactions in selected revenue accounts.

Internal Control Considerations. It is a fairly simple process to account for the operations of a traditional CIRA that
does not engage in ancillary activities. For associations without ancillary operations, many of which are profession-
ally managed, internal control at the association level is generally not a significant issue.

However, as associations become larger, with many on-site staff personnel, internal control becomes an important
issue. Internal control becomes more important when associations have ancillary operations, as there are even
more staff personnel involved, and ancillary operations often include cash handling activities that by their nature are
more susceptible to misappropriation.

The association is responsible for designing andmaintaining an adequate system of internal control to limit the risk
of loss to the association. For an association with a limited number of appropriately skilled staff personnel and
inherently high risk cash transactions exist, this can be a challenging situation. If the association is unable to
maintain adequate segregation of duties over cash, it may be necessary for the association to design mitigating
review and oversight procedures. It is not uncommon for associations to accept a risk of internal control system
design deficiencies that cannot be reasonably overcome by the association, merely due to lack of appropriate
personnel. In that situation, the auditor should consider AU-C 265,Communicating Internal Control Related Matters
Identified in an Audit, in evaluating whether control deficiencies are significant deficiencies or material weaknesses,
as discussed in Lesson 2.

Major Repairs and Replacements. If the CIRA accumulates funds for major repairs and replacements, audit
testing of expenditures needs to be coordinated with testing of the related replacement fund. Auditors may test the
clerical accuracy of the replacement fund balance and trace beginning and ending fund balances to the trial
balance. Changes posted to the fund balance account, such as increases for assessments, decreases for expendi-
tures, and interfund transfers, ordinarily are reconciled to the trial balance and tested by inspecting supporting
documents. Interfund transactions and similar transactions should be approved by the board of directors or the
members, depending on the provisions of the CIRA’s governing documents.

Based on the risk assessment, auditors may examine the support for all significant replacement fund expenditures
that have not been examined in connection with other audit areas.

As part of gaining an understanding of the CIRA and its environment, auditors obtain an understanding of the
CIRA’s policy on funding major repairs and replacements and whether there are any requirements of state statutes
or governing documents to accumulate funds for that purpose. If noncompliance with those requirements could
have a direct and material effect on the CIRA’s financial statements, the auditors should perform the following audit
procedures specified in AU-C 250 that may identify instances of noncompliance with applicable state statutes or
rules specified in governing documents:

¯ Inquire of management and, when appropriate, those charged with governance about whether the CIRA
is in compliance with such laws and regulations.
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¯ Inspect correspondence, if any, with the relevant licensing or regulatory authorities.

Some CIRAs may be in violation of funding requirements because of economic developments and natural disas-
ters. For example, reserve funds may be earning lower returns on investments, and some CIRAs may forego
assessments for future repairs and replacements due to economic difficulties in the area or region. In addition,
natural disasters (such as hurricanes and floods) may have depleted the reserve funds so that violations of funding
requirements have occurred. Lastly, due to economic conditions, some CIRAs may be using reserve funds to
finance current operations.

FASB ASC 972-235-50-2 requires disclosure of two broad categories of information concerning major repairs and
replacements. First, the notes to the financial statements should describe the CIRA’s funding policy and disclose
whether there are requirements in state statutes or the CIRA’s governing documents (ormortgage on governmental
bodies funding requirements, such as FHA) concerning funding, compliance with the policy and requirements, and
certain related information. If the CIRA funds major repairs and replacements as the need occurs rather than
accumulating funds, that policy also should be disclosed.

The second category of information concerns the estimated cost of future major repairs and replacements. FASB
ASC 972-235-50-2 requires CIRAs to present estimated costs and funding of major repairs and replacements as
unaudited supplementary data outside the basic financial statements. Auditors are required to apply certain limited
procedures to the required supplementary information as discussed Lesson 2.

Associations may also consider making two additional disclosures:

¯ Disclosing the type of funding plan goal that was used in the reserve study.

¯ Disclosing the level of service used to perform the reserve study.

Disclosing the type of funding plan goal used in the reserve study allows financial statement readers to understand
the implications of the method chosen and make informed and educated decisions. Three types of non-statutory
funding plans are baseline funding, full funding, and threshold funding. The funding plan goal used could contrib-
ute to significant fluctuations in assessment levels.

The National Reserve Study Standards discuss three levels of service used to prepare a reserve study and the
levels vary greatly in detail. These levels of service are (a) full, (b) update—including a site visit and on-site review,
and (c) update—without a site visit or an on-site review. Disclosure will allow financial statement readers to know
what level of service was performed in preparing the reserve study.

TRANSFER OF CIRA CONTROL TO PROPERTY OWNERS

The first audit of a CIRA is usually an audit of the financial statements for the initial operating period. The initial
operating period is normally a partial annual period that includes the time of conversion of a rental building to
cooperative or condominium ownership, or the transition of new or renovated buildings or units from control by the
developer/sponsor to owner control. During at least a portion of that transition period, the CIRA’s board of directors
is controlled by the developer/sponsor. The developer/sponsor is considered a related party. Therefore, developer/
sponsor control of the board of directors should be disclosed in the financial statements. It is not unusual for the
new owner-controlled board to request an initial audit, and some states mandate that CIRAs be audited when
control is transferred from the developer to the property owners.

There are certain audit procedures that are unique to the initial operating period of a CIRA. Auditors need to review
documents such as closing statements to establish the exact date the CIRA’s operations began and the proper
recording of initial working capital contributions such as membership fees and/or escrow deposits collected from
unit owners on behalf of the CIRA. Among the most important audit procedures for the initial operating period are
procedures directed to the transactions between the developer/sponsor and the CIRA.

Assessment Income

The auditors need to determine if the developer has paid assessments on the developer-owned units through the
date that control was transferred to the newboard of directors. Reviewing state statutes and association documents
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will help the auditor determine the amount that should have been paid by the developer/sponsor. In many
instances, the developer/sponsor must begin paying dues, fund operating deficits, and/or contribute to the
replacement fund based on unsold units at the close of the first escrow. (Many new planned unit developments are
built in phases. For example, in a 100-unit planned unit development, theremay be 10 phases of 10 units each. This
may allow the developer to only pay on nine units of a phase after one unit is sold, rather than paying on 99 units.)
Or, there may be a subsidy agreement that allows the developer/sponsor to pay an amount less than the full
assessment for new unit owners if the developer/sponsor is paying CIRA expenses under a subsidy agreement.

In direct contrast to the audit of a mature development where the budgeted assessment income is known and will
agree with the final income, in a developer transition audit the build out is often not complete, so the number of units
billed member assessments during the year, and the resulting assessment income, is an estimate. The final
assessment income may be substantially different than the estimate, depending on the timing of units being
completed and when the related member assessments actually begin. Occasionally, a developer may also pay
assessments on units sold as a sales incentive to induce buyers to purchase units or lots. In this situation, the
auditor generally performs tests to determine whether assessments are being collected on all lots sold.

Developer Receivables

In many cases, a developer receivable at year end exists because the developer/sponsor is having cash flow
problems, or there may be a dispute between the CIRA and the developer/sponsor over the correct amount owed.
Whether confirmation of developer receivables is appropriate when such a dispute exists was discussed earlier in
this lesson.

Common Areas

The auditors ordinarily consider whether common area assets received from the developer/sponsor are given
proper accounting treatment. An inventory of all personal property that has been transferred can be obtained from
the CIRA (or prepared by the auditors). From that list, it can be verified that title to real property has been transferred
to the name of the CIRA. As an additional service, auditors may verify that local or state property tax rolls carry the
property at the correct taxable status. Inmany jurisdictions, property taxes are not assessed onCIRA common area
property.

Expenses

Auditors ordinarily perform procedures to determine whether the CIRA has paid any expenses that are actually
obligations of the developer/sponsor under the terms of the offering document. During the transition period, it is
critical to properly segregate those expenses that apply to the CIRA from those of the developer/sponsor. For
example, a landscape company may submit one invoice that includes charges for installation services that were
incurred by the developer/sponsor and for maintenance services performed for the CIRA. It is not uncommon for
developers to be delinquent in getting vendor billings switched over at time of transition due to neglect or error in
the developer’s accounting department. Generally, the developer will later come back and collect these amounts
from the association. Accordingly, auditors need to question when there are no expenses in a particular category
after developer transition has occurred.

Contracts

Contracts and agreements entered into by the developer on behalf of the CIRA often are affected by statutory or
similar guidelines. (For example, certain states prohibit developers from obligating the CIRA for more than a certain
number of years.) Accordingly, the auditor needs to obtain copies and review all contracts and agreements signed
by the developer that will obligate the CIRA into the future to ensure that the contract or agreement meets statutory
restrictions.

INITIAL AUDITS WITH A PREDECESSOR AUDITOR

Audits of CIRA financial statements are normally required by state statutes, CIRA bylaws, or, in the case of a
cooperative, a financial institution holding the mortgage on the property. It is rare for a first audit to occur in other
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than the initial year of operations. That means that an incoming auditor usually will be auditing financial statements
of the initial operating period or will be following a predecessor auditor. When there is a predecessor, the consider-
ations are essentially the same as in other audits. Communication with a predecessor auditor is discussed in more
detail in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations.

Auditors accepting a new engagement of a CIRA that has been in operation for a while need to carefully review
accounting for property and equipment and potential income tax exposure from prior years.

¯ CIRAs often fail to properly record common property. Thus, it is a good idea for the auditors to question
management about the existence of capitalizable fixed assets that have not been properly recorded and
review the reserve study to see if reserves are being accumulated to replace them.

¯ Auditors generally need to review tax returns for several prior years (even if the statute of limitations is
closed) to determine if there is any unrecorded income tax exposure. That exposure may arise from
improper characterization of membership versus nonmembership income or capital versus operating
transactions, incorrect calculation ofmembership loss carryovers under IRCSection 277, or inappropriate
use of the election under Revenue Ruling 70-604.

MANAGEMENT COMPANY TRANSITION AUDIT

When a CIRA changes management companies, it may be prudent for the CIRA to request a transition audit. In
some cases, the change of management companies is caused because the CIRA’s relationship with the manage-
ment company has deteriorated. Among the most important audit procedures for a management company
transition audit are those directed to assessment income, assessment receivable, cash, and expenses.

Management company “transition audits” may actually be agreed-upon procedures engagements performed
under the attestation standards rather than audits because of the nature of the procedures performed. The
attestation standards are included in SSAE No. 18, Attestation Standards: Clarification and Recodification. PPC’s
Guide to Nontraditional Engagements includes guidance on performing agreed-upon procedures engagements.
Many of the procedures discussed in the following paragraphs would be appropriate in both an agreed-upon
procedures engagement and in a financial statement audit of a period in which the CIRA changed managing
agents.

Assessment Income

Auditors ordinarily need to determine that all assessment income was properly recorded during the transition
between the two management companies by performing analytical tests. During the transition period, members of
the CIRA will frequently send their payments to the predecessor management company for a period of time, until
they realize that a change of companies has occurred. Auditors typically also determine that all cash receipts have
been properly recorded and credited to the appropriate members’ accounts. This may require additional testing of
the accounts receivable listing.

Cash

Special attention usually is paid to the transfer of cash accounts from one management company to the other. The
auditors ordinarily determine whether all cash accounts have been transferred to the successor management
company. Signature cards should have been updated, removing the signature of the former managing agent and
adding the signature of the new one. Also, all in-transit items on accounts of the predecessor management
company should have cleared within a reasonable period of time after the transition.

Expenses

Auditors typically determine that the accounts payable listing at the date of transfer is complete and accurate. This
may include reviewing cash disbursements for amore extended period of time after the transition period (that is, the
search for unrecorded liabilities) if there were problems in transferring unpaid invoices from one managing agent
to another. Also, auditors ordinarily consider whether all expenses reported by the former managing agent are
those of the CIRA and not those of another CIRA client of the former managing agent.
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General Ledger

Some managing agents maintain their CIRA clients’ records on a cash basis of accounting, while others may use
the accrual basis of accounting. Auditors need to be alert for problems in transferring general ledger balances from
one managing agent’s accounting system to another’s if the former and newmanaging agents use different bases
of accounting. Also, sometimes the former managing agent may transfer incomplete or inaccurate general ledger
balances to the new managing agent.

INTERIM REVIEWS

Standards and Conditions for Performing the Review

AU-C 930, Interim Financial Information, applies to reviews of interim financial information of nonpublic entities.
Interim financial information is defined as financial information or statements covering a period less than a full year
or for a 12 month period ending on a date other than the entity’s fiscal year end. Interim financial information may
be condensed or in the form of complete financial statements.

Applicability. AU-C 930 applies when auditors of nonpublic entities are engaged to perform a review of interim
financial information and all of the following conditions are met:

a. The auditor or a predecessor has audited the CIRA’s latest annual financial statements.

b. The auditor either (1) has been engaged to audit theCIRA’s current year financial statements or (2) audited
the CIRA’s latest annual financial statements and, when it is expected that the current year financial
statementswill beaudited, theappointmentof another auditor toaudit the current year financial statements
is not effective prior to the beginning of the period covered by the review.

c. The CIRA prepares its interim financial information in accordance with the same financial reporting
frameworkas thatused toprepare theannual financial statements (for example,GAAPora special purpose
framework).

d. When the interim financial information is condensed information, all of the following conditions are met:

(1) The condensed interim financial information purports to conform with an appropriate financial
reporting framework, which includes appropriate form and content of interim financial statements.
This course assumes the interim financial information will be prepared following U.S. GAAP.

(2) The condensed interim financial information includes a note that the financial information does not
represent complete financial statements and should be read in conjunction with the CIRA’s latest
annual audited financial statements.

(3) The condensed interim financial information accompanies the latest audited annual financial
statements or the CIRA makes such audited annual financial statements readily available. (For
example, financial statements on the CIRA’s website may be considered readily available.) Being
available on request is not considered readily available. (AU-C 930.A3)

The most likely circumstances when an audit firm will be applying AU-C 930 are when the firm has performed an
annual audit and then performs the review or when the firm has been engaged to perform the audit, but performs
the first review before the audit is completed.

If the conditions in the preceding paragraph are not met, the auditor cannot perform a review under AU-C 930. In
that case, the review of interim financial information of a nonpublic entity should be performed under SSARS,
following the guidance in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associa-
tions and PPC’s Guide to Compilation and Review. Examples of when the SSARS apply are:

¯ When the CIRA’s latest annual financial statements were reviewed rather than audited.
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¯ When the CIRA’s latest annual financial statements were audited by another auditor and the accountant
is engaged to review interim financial information without any expectation of being engaged to audit the
next annual statements.

¯ When the interim financial information is prepared in conformity with a different financial reporting
framework than the annual financial statements (i.e., cash basis interim financial information and GAAP
basis annual financial reports).

Interim financial information of nonpublic entities may be condensed or in the form of complete financial state-
ments. However, GAAP does not provide minimum requirements for what should be included in condensed interim
financial statements of nonpublic entities. FASB ASC 270, Interim Reporting, provides accounting and disclosure
guidance related to recognition and measurement in interim financial information, but does not contain guidance
on the form and content of condensed interim financial statements. A nonauthoritative AICPA Technical Question
and Answer to the guidance in Q&A 1900.01 indicates that nonpublic entities providing condensed interim financial
statements may analogize Article 10 of SEC Regulation S-X for form and content guidance when preparing those
financial statements. Therefore, some auditors consider GAAP for condensed interim financial information of
nonpublic entities to consist of Article 10 of SEC Regulation S-X, Interim Financial Statements, for form and content
and FASB ASC 270, Interim Reporting, for recognition and measurement.

Reporting. The auditor is required to issue a written review report when engaged to report on interim financial
information, even if third parties may choose not to require that a written auditor’s review report on such information
be provided to users of the CIRA’s interim financial information.

Interim Review Steps and Procedures

A review of interim financial information is substantially less in scope than an audit and, therefore, does not provide
a basis for expressing an opinion about the fairness of presentation of the interim financial information in conformity
with GAAP by performing limited procedures. A review consists primarily of performing analytical procedures and
making inquiries of CIRA personnel responsible for financial and accounting matters. The overall approach is
influenced by the fact that the review is performed by auditors who either have or will perform an audit of the annual
financial statements. As a result, some of the steps in a review can be combined with similar steps for the annual
audit, and various efficiencies can be achieved by performing some audit work in the course of performing the
interim review.

The steps and procedures that are ordinarily appropriate for the review of interim financial information are as
follows:

a. Assess engagement acceptance or continuance.

b. Agree on the terms of the engagement.

c. Obtain or update an understanding of the CIRA and its internal control.

d. Perform analytical procedures, inquiries, and other review procedures.

e. Obtain a management representation letter.

f. Evaluate the results of the review procedures performed.

g. Communicate to management and those charged with governance.

h. Issue the review report.

Because review steps and procedures can be combined with related steps and procedures in the annual audit,
some of the same forms and checklists may be used. Using the same forms and performing some audit proce-
dures in the course of a review does not elevate the engagement to an audit. If the auditor was engaged to perform
a review, the responsibility for the interim financial information remains a review and not an audit responsibility.
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Review Reports

As discussed earlier in this lesson, a written review report is required. Interim review reporting examples and
guidance can be found in PPC’s Guide to Auditor’s Reports. Exhibit 1-4 provides an illustration of an unmodified
review report on interim financial information.

Exhibit 1-4

Example of a Standard Report on a Review of Interim Financial Information

Independent Auditor’s Review Report

To ABC Homeowners’ Association

We have reviewed the accompanying balance sheet of ABC Homeowners’ Association as of September 30,
20X1, and the related statements of revenues and expenses and cash flows for the three-month and nine-
month periods then ended.

Management’s Responsibility for the Financial Information

Management is responsible for the preparation and fair presentation of the interim financial information in
accordance with accounting principles generally accepted in the United States of America; this includes the
design, implementation, and maintenance of internal control sufficient to provide a reasonable basis for the
preparation and fair presentation of interim financial information in accordance with accounting principles
generally accepted in the United States of America.

Auditor’s Responsibility

Our responsibility is to conduct our review in accordance with auditing standards generally accepted in the
United States of America applicable to reviews of interim financial information. A review of interim financial
information consists principally of applying analytical procedures and making inquiries of persons responsible
for financial and accountingmatters. It is substantially less in scope than an audit conducted in accordance with
auditing standards generally accepted in the United States of America, the objective of which is the expression
of an opinion regarding the financial information as a whole. Accordingly, we do not express such an opinion.

Conclusion

Based on our review, we are not aware of any material modifications that should be made to the accompany-
ing interim financial information for it to be in accordance with accounting principles generally accepted in the
United States of America.

Auditor’s signature

City, State

Date

* * *

OTHER SPECIAL AUDITS OR ATTEST ENGAGEMENTS

CPAs are often engaged to perform procedures in other specialized circumstances relating to activities such as
litigation or insurance settlements. These engagements may take the form of a special stand-alone audit, be
performed in conjunction with the normal year-end audit, or be the application of agreed-upon procedures to
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specified elements of financial statements. It is not uncommon for the activities that underlie such special audits to
span multiple years. Reporting often encompasses both current year and inception-to-date time periods. The
procedures discussed below may be applicable in such an audit or an agreed-upon procedures engagement.
When performing an agreed-upon procedures engagement, the practitioner should also follow the attestation
guidance in SSAE No. 18, Attestation Standards: Clarification and Recodification (specifically AT-C 105, Concepts
Common to All Attestation Engagements and AT-C 215, Agreed-Upon Procedures Engagements). Additionally,
PPC’s Guide to Nontraditional Engagements provides detailed information on performing agreed-upon procedures
engagements.

General Understanding

TheCPA needs to discuss the goals of the engagement with the association prior to accepting the engagement and
ensure that the firm possesses the necessary skills to perform the engagement and that reporting requirements are
clearly understood. The CPA needs to conduct inquiry procedures and review necessary documents to understand
the transactions that are the subject of the engagement.

Income and Expense

The CPA ordinarily determines that all income and expense is properly recorded by reviewing the necessary
documents and comparing to activities already completed and yet to be completed. Income records (such as
billing or collection records) and any expense records (such as accounts payable or disbursement records) can be
reviewed to ascertain that there was a proper cutoff at the end of any specific time period.

General Ledger

The CPA needs to ascertain that transactions are recorded in the proper general ledger accounts and to be alert for
(a) any state laws that may govern reporting on litigation or construction defects projects and (b) possible interfund
transactions. It is not uncommon for associations to borrow from reserves to finance litigation, settlement, or
construction defects projects. Such interfund borrowing may be restricted by state law.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

1. Whichof the followingproceduresmustbeperformed ineveryaudit toaddress the riskofmanagementoverride
of controls?

a. Evaluating the business rationale for any significant unusual transactions.

b. Reconciling financial statements to underlying accounting records.

c. Confirming accounts receivable.

d. Performing a subsequent events review.

2. Which of the following auditors had performed a test of balances?

a. Annie traces a sample of the CIRA’s invoices to the purchase journal to see how they were recorded.

b. Bob confirms investments held by the CIRA’s broker.

c. Cleo performs procedures to test assertions about the completeness of the CIRA’s assets.

d. Don performs ratio and trend analysis.

3. When performing a CIRA audit, the auditor is more likely to determine fewer substantive audit procedures are
needed in which area?

a. Confirming bank accounts.

b. Evaluating investments.

c. Testing receivables for member assessments.

d. Addressing debt and related liabilities.

4. All CIRAs should capitalize which of the following?

a. Interior furnishings.

b. A unit’s roof.

c. Recreational facilities.

d. Work vehicles.

5. The following auditors are performing substantive audit procedures for CIRA audits. Who has correctly
addressed an issue related to this type of audit?

a. Evan reviews disbursements for unrecorded liabilities during the last three months of the year.

b. Felicia disclaims an opinion on the financial statements because the CIRA’s tax return is filed by a
managing agent rather than Felicia’s firm.

c. Gregpreparesananalysis of transactionsaffecting fundbalancesbecausehisCIRAclient usescashbasis
accounting.

d. HannahcomparesherCIRAclient’s revenue to its plannedbudget and investigates significantdifferences.
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6. Joe is engaged to audit the Glendale Association. In addition to being a homeowners’ association, this CIRA
runs a country club. Everyone who lives in the Glendale development can use the golf course, pool, gym, and
restaurant, and the services are also open to the public. How will these ancillary operations affect Joe’s audit
engagement?

a. He needs to compare statistics from the Glendale country club to other for-profit country clubs.

b. He needs to make inquiries of the association to determine items such as the scope of the ancillary
operations.

c. He needs to both design and conduct audit testing on each of the association’s ancillary operations.

d. Conducting analytical tests is the preferred way for Joe to test the ancillary operations’ expenses and
revenues.

7. Which of the following is one of the conditions that must be met for AU-C 930 to apply to the interim audit of
a nonpublic entity, such as a CIRA?

a. The entity has never undergone a financial statement audit.

b. The auditor is engaged to perform an audit of the entity’s current financial statements.

c. The entity uses a special purpose framework for its interim financial information but presents its annual
financial information using GAAP.

d. The entity provides condensed financial information.

8. Jack is performing an agreed-upon procedures engagement for a CIRA related to a litigation claim. Which of
the following actions should Jack take?

a. Follow the guidance in the FASB Codification.

b. Finalize engagement goals with the CIRA after accepting the engagement.

c. Determine that expenses related to the claim were recorded properly.

d. Contact any predecessor auditors for information related to the litigation.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

1. Whichof the followingproceduresmustbeperformed ineveryaudit toaddress the riskofmanagementoverride
of controls? (Page 4)

a. Evaluating the business rationale for any significant unusual transactions. [This answer is correct.
AU-C240.32 requirescertainsubstantiveprocedures inall audits toaddress theriskofmanagement
override of controls. One such procedure is to evaluate the business rationale for significant
unusual transactions.]

b. Reconciling financial statements tounderlyingaccounting records. [This answer is incorrect. AU-C330.21
requires auditors to agree or reconcile the financial statements, including the accompanying notes, to the
underlying accounting records in order to test the financial close and reportingprocess in every audit. This
substantive procedure is not related to management override of controls.]

c. Confirming accounts receivable. [This answer is incorrect. Confirmation of accounts receivable is a
presumptively mandatory requirement for substantive procedures for a particular account balance
required by AU-C 330.20. Management override of controls is not related to this substantive procedure.]

d. Performing a subsequent events review. [This answer is incorrect. Auditors have a specific requirement
to perform general procedures that do not relate to particular account balances, such as performing a
review for subsequent events and reading theminutes of board of directormeetings. This, therefore, is not
a substantive procedure related to the risk of management override of controls.]

2. Which of the following auditors had performed a test of balances? (Page 8)

a. Annie traces a sample of the CIRA’s invoices to the purchase journal to see how theywere recorded. [This
answer is incorrect. Tracing a sample of invoices to the purchase journal or other accounting records to
see whether invoices have been recorded as expenses is a test of transactions, not a test of balances.]

b. Bob confirms investments held by the CIRA’s broker. [This answer is correct. Tests of balances are
applied directly to the details of balances in the accounting records. An example of this kind of test
of details is confirming investments held by others, such as a broker. Therefore, in this scenario,
Bob has performed a test of balances.]

c. Cleo performs procedures to test assertions about the completeness of the CIRA’s assets. [This answer
is incorrect. Analytical procedures are often equally or more effective than tests of details for assertions
about the completeness of assets, liabilities, revenues, and expenses. When testing for completeness,
misstatements would often not be apparent from inspecting detailed evidence in the accounting records.
Therefore, in this scenario, Cleo is not performing a test of balances, which is a type of test of details; she
is performing analytical procedures.]

d. Don performs ratio and trend analysis. [This answer is incorrect. Analytical procedures include trend
analysis, ratio analysis, and predictive or reasonableness tests. Therefore, in this scenario, Don is
performing analytical procedures instead of tests of details, and a test of balances would be a test of
details.]

3. When performing a CIRA audit, the auditor is more likely to determine fewer substantive audit procedures are
needed in which area? (Page 14)

a. Confirming bank accounts. [This answer is incorrect. CIRAs are notorious formaintaining numerous bank
accounts and for openingandclosingaccounts frequently. Therefore, this is anarea thatmay requiremore
attention from the auditor.]
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b. Evaluating investments. [This answer is correct. A CIRA’s governing documents or state or local
statutes may restrict the types of investments CIRAs are permitted to make. Frequently, a CIRA’s
investments are limited to certificates of deposit, whichmay be substantiated as part of cash work.
Thus, a separate audit program for investments may not be needed. It depends on the facts and
circumstances of each individual CIRA, of course, but if such restrictions exist, the auditor will need
fewer substantive procedures in this area.]

c. Testing receivables for member assessments. [This answer is incorrect. Because member assessments
are important to CIRAs, auditors will need to give them plenty of attention during the audit. Auditors need
to consider whether member assessments have been allocated in conformity with the CIRA’s governing
documents and recorded as revenue and receivables when assessed, whether the allowance for
uncollectible assessments is reasonable, whether the CIRA’s policies and procedures for late fees and
liens and foreclosures are being followed, and whether an assessments have been prepaid by members
and should be reclassified as a liability.]

d. Addressing debt and related liabilities. [This answer is incorrect. More associations are incurring debt,
oftena result of incurring significant reconstructioncostsafter sufferingnatural disastersor repairingmajor
constructiondefects. Because this is a high-growth area, the auditor is likely to need todevote a significant
amount of time to it during a CIRA audit.]

4. All CIRAs should capitalize which of the following? (Page 20)

a. Interior furnishings. [This answer is incorrect. There are differences of opinion regarding whether the
interior furnishingsof certain timesharedevelopments shouldbecapitalized. If the timesharedevelopment
treats their interior furnishings as common personal property, the auditor ordinarily should determine
whether applicable capitalization procedures are being followed. However, these are specific circum-
stances applied to timeshares and not all CIRAs.]

b. A unit’s roof. [This answer is incorrect. Most CIRAs other than cooperatives do not capitalize common real
property directly associated with the units (for example, exterior walls, roofs, public hallways, underlying
land, sidewalks, driveways, roads, some parking areas, and green belts.]

c. Recreational facilities. [This answer is incorrect. Most CIRAs other than cooperatives typically capitalize
common real property not directly associatedwith the units (for example, recreational facilities,managers’
apartments, and properties that are primarily used for commercial operations) if specific conditions are
met. However, since this is not general practice for cooperative CIRAs, which require procedures similar
to those for a commercial business, the capitalization requirement is not uniform to all CIRAs.]

d. Work vehicles. [This answer is correct. FASB ASC 972-360-25-5 requires all CIRAs to capitalize
common personal property (for example, furnishings, recreational equipment, maintenance
equipment, andwork vehicles). Therefore, this capitalization requirement will affect all CIRA audits
that own such property and equipment.]

5. The following auditors are performing substantive audit procedures for CIRA audits. Who has correctly
addressed an issue related to this type of audit? (Page 24)

a. Evan reviewsdisbursements forunrecorded liabilitiesduring the last threemonthsof theyear. [Thisanswer
is incorrect. The audit approach to search for unrecorded liabilities is to (1) review disbursements after the
balancesheetdate (not onlyduring the last threemonthsof the year) andopenpurchaseorders, (2) review
vendor invoices and statements above a specified cutoff amount, and (3) inquire of responsible client
personnel about their knowledgeof unprocessed invoices andwhether accruals havebeenmade for such
items. Therefore, Evan has not performed this additional audit procedure at the correct time.]

b. Felicia disclaims an opinion on the financial statements because the CIRA’s tax return is filed by a
managing agent rather thanFelicia’s firm. [This answer is incorrect. Auditors need to consider whether the
CIRAhascompliedwith tax lawsand regulations that couldhaveadirect andmaterial effecton the financial
statements in the event of noncompliance. TheCPA firmperforming the audit will often alsohave tax return
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preparation responsibilities, even if the CIRA uses a managing agent. However, simply because the
managingagent, not the firm, files theCIRA’s income taxes isnot a reason forFelicia todisclaimanopinion.
It would, however, be appropriate for Felicia to disclaim an opinion if she could not obtain sufficient
appropriate audit evidence about material assertions in the financial statements related to income taxes.]

c. Gregpreparesananalysis of transactionsaffecting fundbalancesbecausehisCIRAclient usescashbasis
accounting. [This answer is incorrect.WhenaCIRAuses fundaccounting (not cashbasis accounting), the
auditors need to obtain or prepare an analysis of the transactions affecting fund balance and inspect
appropriate support for any changes in the balance. Therefore, Greg will not need to perform this
substantive audit procedure if his CIRA client uses cash basis accounting.]

d. Hannah compares her CIRA client’s revenue to its planned budget and investigates significant
differences. [This answer is correct. Because legal documents creating most CIRAs require that
member assessments be based uponbudgets, the budget becomes the financial defining structure
of how theCIRA is expected tooperate. Thus, auditor comparisonof recorded revenue to theCIRA’s
budget is a key analytical tool. Any significant difference between recorded revenue and thebudget
needs to be investigated. Therefore, in this scenario, Hannah has appropriately performed the
necessary substantive audit procedures for her CIRA client related to budgets and revenue.]

6. Joe is engaged to audit the Glendale Association. In addition to being a homeowners’ association, this CIRA
runs a country club. Everyone who lives in the Glendale development can use the golf course, pool, gym, and
restaurant, and the services are also open to the public. How will these ancillary operations affect Joe’s audit
engagement? (Page 28)

a. He needs to compare statistics from the Glendale country club to other for-profit country clubs. [This
answer is incorrect. Associations may not enter into these activities to generate a profit, but to provide
services to their members. As a result, it may not be relevant to compare statistics from an association
ancillary activity to an identical activity in a for-profit business. Consequently, Joe will likely need to rely on
other tests to determine if revenues and expenses are accurately recorded.]

b. He needs tomake inquiries of the association to determine items such as the scope of the ancillary
operations. [This answer is correct. As part of gaining an understanding of the CIRA’s operations,
if a CIRA has ancillary operations, the auditor identifies each type of ancillary operation conducted
by the association—in this scenario, Joe would identify all the revenue producing aspects of the
country club. If significant, auditors need to make reasonable inquiries of the association to
determine the scopeof operations, the accounting controls employed, and themethodof allocating
indirect costs to such activities, if any. Therefore, to make this determination of significance, it is
important for Joe to make the applicable inquiries as part of his CIRA audit.]

c. He needs to both design and conduct audit testing on each of the association’s ancillary operations. [This
answer is incorrect. If the financial results of the ancillary operations are material, auditors should design
andconduct audit tests todetermine the accuracyof reportingof revenuesandexpenses. Therefore, if Joe
is designing and performing such tests for every ancillary operation, including the immaterial ones, he is
overauditing.]

d. Conducting analytical tests is the preferred way for Joe to test the ancillary operations’ expenses and
revenues. [This answer is incorrect. There are many possibilities of tests Joe could perform for either of
these areas, including (1) inquiry and documentation, (2) analytical tests of expenses or revenues, and (3)
substantive testsof balances. Joe isnot limitedonly toanalytical tests; neither areanalytical testspreferred
by the authoritative guidance.]

7. Which of the following is one of the conditions that must be met for AU-C 930 to apply to the interim audit of
a nonpublic entity, such as a CIRA? (Page 33)

a. The entity has never undergone a financial statement audit. [This answer is incorrect. AU-C 930 applies
when the auditor or a predecessor has audited the CIRA’s latest annual financial statements.]
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b. The auditor is engaged to perform an audit of the entity’s current financial statements. [This answer
is correct. AU-C 930 applies when auditors of nonpublic entities are engaged to perform a review
of interim financial information and all of the prescribed circumstances are met. One of those
circumstances is that the auditor either (1) has been engaged to audit the CIRA’s current year
financial statements or (2) audited theCIRA’s latest annual statements and, when it is expected that
the current year financial statementswill be audited, the appointment of another auditor to audit the
current year financial statement is not effective prior to the beginning of the period covered by the
review.]

c. The entity uses a special purpose framework for its interim financial information but presents its annual
financial information using GAAP. [This answer is incorrect. For AU-C 930 to apply, the CIRAmust prepare
its interim financial information in accordance with the same financial reporting framework as that used to
prepare the annual financial statements. Therefore, both would have to either use the special purpose
framework or GAAP.]

d. The entity provides condensed financial information. [This answer is incorrect. Condensed financial
information isnot required forAU-C930 toapply.However, if the interim financial information is condensed,
certain conditions must be met for AU-C 930 to apply to the interim engagement.]

8. Jack is performing an agreed-upon procedures engagement for a CIRA related to a litigation claim. Which of
the following actions should Jack take? (Page 36)

a. Follow theguidance in the FASBCodification. [This answer is incorrect.Whenperforming anagreed-upon
procedures engagement, the practitioner should follow the attestation guidance in SSAE No. 18,
Attestation Standards: Clarification and Recodification (specifically AT-C 105, Concepts Common to All
Attestation Engagements and AT-C 215, Agreed-Upon Procedures Engagements). Therefore, the
attestation guidance would be more applicable to Jack’s engagement than the FASB Codification.]

b. Finalize engagement goals with the CIRA after accepting the engagement. [This answer is incorrect. The
CPAneeds todiscuss thegoalsof theengagementwith theassociationprior toaccepting theengagement
and ensure that the firm possesses the necessary skills to perform the engagement and that reporting
requirementsare clearly understood. TheCPAneeds toconduct inquiryproceduresand reviewnecessary
documents to understand the transactions that are the subject of the engagement. Therefore, if Jackwaits
to finalize the goals until after the engagement is accepted, he may find out that his firm cannot complete
the engagement to the CIRA’s satisfaction.]

c. Determine that expenses related to the claim were recorded properly. [This answer is correct. The
CPA ordinarily determines that all income and expense is properly recorded by reviewing the
necessarydocuments andcomparingactivities alreadycompletedandyet tobecompleted. Income
records (such as billing or collection records) and any expense records (such as accounts payable
or disbursement records) can be reviewed to ascertain that there was a proper cutoff at the end of
any specific time period. Therefore, making this determination will allow Jack to correctly deal with
expenses in his agreed-upon procedures engagement for the CIRA.]

d. Contact any predecessor auditors for information related to the litigation. [This answer is incorrect. When
performing an initial audit for a CIRA that had a previous auditor, the CPAwill need to follow the guidelines
for dealing with a predecessor auditor. However, since that is not the case for Jack in this scenario,
contacting any predecessor auditors would be unnecessary.]
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Lesson 2: Concluding the Audit
INTRODUCTION

In addition to the audit procedures for specific account balances or transaction classes discussed in Lesson 1,
other procedures that are more general in nature are necessary. This lesson discusses the following general and
concluding procedures:

¯ Commitments and contingencies, including the legal representation letter, environmental remediation
liabilities, and risks and uncertainties.

¯ Accounting estimates and fair value.

¯ Subsequent events.

¯ Related parties.

¯ Going concern considerations.

¯ The management representation letter.

¯ Considering accumulated results of audit procedures.

¯ Analytical procedures.

¯ Review of workpapers.

¯ Summarization and evaluation.

¯ Drafting financial statements and the auditor’s report.

¯ Group audit considerations.

¯ Client communications, including internal control relatedmatters, communicationwith theaudit committee
(or those charged with governance), and communication of fraud and other illegal acts.

¯ Engagement summary memorandum.

The authoritative pronouncements that establish requirements or provide guidance that most directly affect the
matters discussed in this lesson are as follows:

¯ AU-C 230, Audit Documentation.

¯ AU-C 240, Consideration of Fraud in a Financial Statement Audit.

¯ AU-C 250, Consideration of Laws and Regulations in an Audit of Financial Statements.

¯ AU-C 260, The Auditor’s Communication With Those Charged With Governance.

¯ AU-C 265, Communicating Internal Control Related Matters Identified in an Audit.

¯ AU-C 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained.

¯ AU-C 450, Evaluation of Misstatements Identified During the Audit.
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¯ AU-C 501, Audit Evidence—Specific Considerations for Selected Items.

¯ AU-C 520, Analytical Procedures.

¯ AU-C 540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and Related
Disclosures.

¯ AU-C 550, Related Parties.

¯ AU-C 560, Subsequent Events and Subsequently Discovered Facts.

¯ AU-C570andAU-C570A,TheAuditor’sConsideration of an Entity’s Ability toContinue as aGoingConcern.

¯ AU-C 580, Written Representations.

¯ AU-C 600, Special Considerations—Audits of Group Financial Statements (Including the Work of
Component Auditors).

¯ AU-C 700, Forming an Opinion and Reporting on Financial Statements.

¯ AU-C 720, Other Information in Documents Containing Audited Financial Statements.

¯ AU-C 725, Supplementary Information in Relation to the Financial Statements as a Whole.

¯ AU-C 730, Required Supplementary Information.

Learning Objectives:

Completion of this lesson will enable you to:
¯ Identify how to approach the following elements of concluding aCIRA audit: commitments and contingencies,
accounting estimates and fair value, subsequent events, and related parties.

¯ Recognize how to deal with the following elements of concluding a CIRA audit: going concern considerations,
management representation letters, considering the accumulated results of audit procedures, analytical
procedures, review of workpapers, and summarization and evaluation.

¯ Determine the best methods for drafting the financial statements and auditor’s report, dealing with group
financial statements, communicating the correct information with clients in a CIRA audit, and using an
engagement summary memorandum.

DEALING WITH COMMITMENTS AND CONTINGENCIES

The primary audit objectives for commitments and contingencies are to determine whether all significant commit-
ments and contingencies have been identified (completeness), to assess their financial effect (valuation), and to
evaluate presentation and disclosure (completeness, understandability, and valuation). Examples of commitments
and contingencies of concern to a CIRA auditor are as follows:

¯ Pending or threatened litigation or unasserted claims, including developer lawsuits.

¯ Communications from regulatory agencies regarding violations or possible violations of laws or
regulations.

¯ Commitments related to expansion or rehabilitation of facilities.

¯ Possible losses on long-term contracts.

¯ Long-term leases with required fixed payments for several years.

¯ Financial transactions or arrangements with financial institutions, for example, oral or written guarantees,
endorsements, open letters of credit, etc.



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

45

¯ Other oral or written guarantees.

¯ IRS examinations in progress related to tax elections or taxes on nonmembership/non-exempt functions.

¯ Environmental remediation liabilities, including designation as a potentially responsible party by the
Environmental Protection Agency.

¯ Fraud involving CIRA management or personnel that could affect the financial statements.

Audit Procedures

The auditor may be aware of possible commitments or contingencies from (a) knowledge of the CIRA’s activities
gained during audit planning; (b) reading minutes, contracts, agreements, or similar documents; (c) reviewing
communications from relevant local, state, and federal agencies such as the Environmental Protection Agency; and
(d) reviewing transactions subsequent to the balance sheet date. Some commitments or contingencies may be
discovered as a result of audit procedures applied to specific financial statement components. For example, an
income tax dispute may be identified in the audit of income tax expense and lease commitments may be discov-
ered during the audit of rent and other lease payments. The auditor may become aware of compensating balances
or details of financing arrangements, such as debt guarantee arrangements or other contingent liabilities, through
confirmation responses received from lenders. Litigation, claims, and assessments are also often the cause of
significant contingencies. An auditor’s search for those contingencies is accomplished through inquiries and
communications involving the client’s management and lawyers.

In addition, the auditor generally questions management about the possibility of unrecorded contingencies or
commitments and documents the inquiries and responses in the management representation letter.

Legal Representation Letter

AU-C 501, Audit Evidence—Specific Considerations for Selected Items, addresses, among other topics, the proce-
dures that auditors should follow for identifying an entity’s litigation, claims, and assessments that may result in a
risk of material misstatement. The authoritative and related application guidance related to litigation, claims, and
assessments is found in paragraphs AU-C 501.03; AU-C 501.16–.24; and AU-C 501.A39–.A65. In addition, AU-C
501.A69 provides an illustrative audit inquiry letter to legal counsel.

To identify litigation, claims, and assessments that may give rise to risks of material misstatement, AU-C 501.16
requires auditors to design and perform procedures, including the following:

¯ Inquiring of management and, when applicable, others within the entity, including in-house legal counsel.

¯ Obtaining from management a description and evaluation of litigation, claims, and assessments that
existedat thedateof the financial statementsandduring theperiod from thedateof the financial statements
to the date the information is furnished, including an identification of matters referred to legal counsel.

¯ Reviewing minutes of meetings of those charged with governance; documents obtained from
managementconcerning litigation, claims, andassessments; andcorrespondencebetween theentity and
its external legal counsel.

¯ Reviewing legal expense accounts and invoices from external legal counsel.

AU-C 501.18 requires the auditor to seek direct communication with the entity’s legal counsel (including in-house
legal counsel, if any) unless the procedures performed to identify litigation, claims, and assessments do not
indicate any actual or potential litigation, claims, or assessments that may give rise to a risk of material misstate-
ment. If the auditor does not seek direct communication with the entity’s legal counsel, the auditor should docu-
ment the basis for that decision.

SomeCIRAsmay usemore than one lawyer, and AU-C 501 recognizes that communicating with some lawyersmay
not be necessary. For example, communication would not be required with lawyers involved only with collections,
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lawyers representing the CIRA at exchanges of ownership interests, lawyers involved with litigation by the CIRA,
unless counterclaims are involved, or lawyers contacted last year who performed no services this year. (However,
auditors may want to consider whether, because of the general lack of sophistication of many CIRA officers, the
CIRA’s attorney may be the only reliable source of information for discovering litigation in which the CIRA is
involved.)

As noted above, if a lawyer on the board of directors serves as the CIRA’s counsel, communication is required when
the lawyer has responsibility for the CIRA’s litigation, claims, and assessments. In such circumstances, in-house
legal counsel may be in the best position to know and describe the status of litigation, claims, and assessments or
to corroborate the information provided by management.

Some small CIRAs may have no need to consult a lawyer about pending or threatened litigation or claims.
(However, the CIRA may have consulted a lawyer for other reasons, such as matters related to collection of
assessments, exchanges of ownership interests, etc.) As long as the CIRA has no material litigation, claims, or
assessments, it is generally not necessary to request a legal representation letter from the client’s attorney. An
auditor can rely on other audit procedures, as described earlier in this lesson, to disclose the existence of
contingencies, including litigation, claims, and assessments. If an auditor’s other procedures do not identify the
existence of material claims or assessments, nor indicate that a lawyer was consulted regarding such matters, no
additional procedures are necessary. However, it is a best practice for the written representation obtained from
management to state that management is not aware of any pending or threatened litigation, claims, or assess-
ments or unasserted claims or assessments and that a lawyer has not been consulted about such matters.

If the auditor believes that actual or potential material litigation, claims, or assessments possibly exist but the CIRA
has not engaged external legal counsel relating to suchmatters, the auditor may discuss with the CIRA the need to
consult legal counsel to appropriately determine the effect to the CIRA’s financial statements. If the auditor believes
the matter may be significant, refusal by management to consult legal counsel may result in a scope limitation
sufficient to preclude an unmodified opinion.

Content of the Letter. The legal letter asks the lawyer to provide or corroborate information about pending or
threatened litigation, including, for each individual case, its nature and progress to date; how the CIRA is respond-
ing or intends to respond; the likelihood of an unfavorable outcome, and an estimate, if one can be made, of the
amount or range of potential loss; and a statement that the list of matters is complete or an identification of the
omission of any pending or threatened litigation, claims, and assessments. With respect to unasserted claims, the
lawyer is asked to comment on any possible unasserted claims specifically identified by management and to
confirm that the lawyer will notify management of any unasserted claims that come to the lawyer’s attention that, in
the lawyer’s judgment, must be disclosed in accordance with the requirements of FASB ASC 450.

The letter generally specifies a materiality limit so that the lawyer knows what items are to be considered material,
individually or in the aggregate, for purposes of the response. The materiality amount should be some fraction of
performance materiality computed in audit planning. The specific amount used is a matter of auditor judgment
based on knowledge of the client and other factors.

When a “long form” request for legal representation is used, the lawyer is asked to comment on the completeness
of client-prepared information about the details of each matter listed as pending or threatened litigation. This
approachmay bemore efficient if the CIRA has both inside and outside legal counsel. The inside legal counsel may
be able to prepare the information and thus reduce the cost of obtaining outside counsel’s representations. (The
“long form” request also can be used if the client represents that there are no unasserted claims or assessments
that are probable of assertion and should be disclosed in accordance with FASB ASC 450.) When a “short form”
request for legal representation is used, the lawyer is asked to prepare information rather than comment on
management’s list. A short form letter also may be used when the client represents that there are no unasserted
claims or assessments that are probable of assertions and must be disclosed in accordance with FASB ASC 450.
The “short form” is usually best suited for a small CIRA, especially if the CIRA does not have inside counsel.

Evaluating Lawyers’ Responses. In reviewing the lawyer’s response, the auditor should make sure it reflects the
materiality limit specified, is as of the specified response date, and that the attorney’s response is complete, that is,
for each case or asserted claim or assessment the attorney identifies, all of the items in the “Content of the Letter”
paragraph are addressed. If the date of the response significantly differs from the date requested, the auditor
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should obtain an updated letter. Also, the auditor should carefully evaluate how the lawyer words the assessment
of the probability of an unfavorable outcome. The auditor should decide whether the response is clear regarding a
probable or remote outcome.Wording such as “the CIRA believes there is absolutely nomerit to the litigation,” “the
CIRA has a substantial chance of prevailing,” or “the CIRA will be able to assert meritorious defenses,” are not clear
as to likelihood of outcome. In addition, lawyers’ responses that are unclear or amount to talking around the point
without taking a solid position should be carefully evaluated by the auditor. For example, terms like substantial
chance and reasonable opportunity indicate more uncertainty than an opinion that the CIRA will prevail. The term
meritorious defenses means only that the defenses will not be summarily dismissed by the court.

In some instances, the attorney’s response may be limited in ways other than that specified by the original request.
For example, instead of limiting the response based on a specified materiality limit, the attorney may limit the
response to cases in which six or more hours have been billed. In that situation, the auditor needs to assess the
potential effect of the limitation on the attorney’s response. A limitation based on billable hours is generally not
appropriate because it does not necessarily correlate to the amount of the contingent liability. Consequently, if an
attorney’s response has a billable hours limitation, the auditor will generally need to ask the client to have the
attorney respond based on the materiality limits specified in the original request.

Some lawyers add statements in their responses to emphasize retention of the attorney-client and attorney work
product privileges. An example of such statements follows:

[Name of CIRA] has advised us that the request made in its letter to us is not intended to be a
waiver of the attorney-client privilege relating to any information the Association had furnished to
us. Furthermore, be advised that our response to you should not be interpreted as a waiver of the
work product privilege relating to any of our files involving [Name of CIRA] .

According to AU-C 501.A61, such comments in lawyers’ letters are not limitations on the scope of their responses.
Thus, those comments should not affect the auditors’ evaluations.

With respect to unasserted possible claims or assessments, some attorneys also include language such as the
following in their responses to emphasize the preservation of attorney-client privilege:

Please be advised that pursuant to clauses (b) and (c) of Paragraph 5 of the ABA Statement of
Policy and related Commentary referred to in the last paragraph of this letter, it would be inap-
propriate for this firm to respond to a general inquiry relating to the existence of unasserted
possible claims or assessments involving the association. We can only furnish information con-
cerning those unasserted possible claims or assessments upon which the association has
specifically requested in writing that we comment. We also cannot comment upon the adequacy
of the Association’s listing, if any, of unasserted possible claims or assessments or its assertions
concerning the advice, if any, about the need to disclose same.

According to AU-C 501.A62, such language is not a limitation on the scope of the audit as long as the lawyer’s
response includes a confirmation of the understanding that the lawyer, under certain circumstances, will advise and
consult with the client concerning the client’s obligation to make financial statement disclosure with respect to
unasserted claims or assessments.

If the auditor obtains an oral response concerning matters covered by the audit inquiry letter, the auditor should
document conclusions reached concerning the need to account for or disclose litigation, claims, and assessments.

Dating of Lawyer’s Response. The legal representation letter should request the lawyer to respond as of a date
reasonably close to the date of the auditor’s report, for example, within two weeks of the anticipated report date. If
particularly volatile litigation proceedings exist, the auditor may decide to confirm the continued appropriateness of
the lawyer’s response as of a date nearer to the report date. This follow-up may be oral or written. If the lawyer’s
response does not specify an effective date, the auditor can assume that the date of the response is the effective
date. If the lawyer’s effective response is dated too long before the date of the auditor’s report, the auditor needs to
consider getting an updated response. If the update is obtained orally, it should be documented in the workpapers.
If significant matters (such as new litigation or significant developments relating to old litigation) are discovered in
the oral update, it is a best practice to obtain a written update from the attorney.
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Scope Limitations Related to Litigation, Claims, and Assessments. If an external legal counsel refuses to
furnish the information requested in an audit inquiry letter, either in writing or orally, according to AU-C 501.A58, that
may cause a scope limitation of the audit sufficient to preclude an unmodified opinion. The limitations inherent in
the form of inquiry described by AU-C 501.22 are not scope limitations. Information on pending or threatened
litigation, claims, and assessments is appropriately limited to matters as to which the legal counsel has been
engaged and to which the legal counsel has devoted substantive attention.

As explained above, the legal counsel does not provide information on the existence of unasserted claims and
might further include language in the response to preserve lawyer-client privilege. This language does not consti-
tute a scope limitation. Maintaining privilege is the same reason the legal counsel is not requested to provide a list
of unasserted claims and to comment only on such matters the client has already disclosed to the auditor.

Because of the lawyer-client privilege, the client might identify certain documents as subject to the lawyer-client
privilege and not permit the auditor to examine them.Whether this would be considered a scope limitation depends
on the circumstances. AU-C 501.A59 points out that if there are such questions about the applicability of the
privilege, the auditor may request legal counsel’s confirmation that the information is subject to that privilege and
that the information was considered by the legal counsel in responding to the letter of inquiry. Unless the auditor is
able to obtain such confirmation, the matter is likely to constitute a scope limitation.

As noted in AU-C 501.A60, if management imposes a scope limitation on the audit and the auditor cannot obtain
sufficient appropriate audit evidence through alternative procedures, a disclaimer of opinion should be rendered or,
when practical, the auditor might withdraw from the engagement.

Environmental Remediation Liabilities

FASB ASC 410, Asset Retirement and Environmental Obligations, provides accounting and auditing guidance
related to environmental remediation liabilities. In general, FASB ASC 410 requires CIRAs to accrue environmental
remediation liabilities when the criteria of FASB ASC 450,Contingencies, are met. This area is challenging because
of the number of applicable state and federal laws, and the possibility that many years may elapse between the
contamination event and identification of the liability. PPC’s Guide to Homeowners’ Associations and Other Com-
mon Interest Realty Associations and PPC’s Guide to Preparing Financial Statements provide more information on
environmental laws and accounting for environmental remediation liabilities.

Audit Procedures. To identify instances of noncompliance with laws and regulations (such as environmental
regulations) that may have amaterial effect on the financial statements, AU-C 250.14 requires auditors to (a) inquire
of management and, when appropriate, those charged with governance about whether the CIRA is in compliance
with such laws and regulations and (b) inspect correspondence, if any, with the appropriate licensing or regulatory
authorities. The extent of other procedures performed for environmental liabilities depends on the CIRA’s potential
to incur such liabilities. Questions auditors may ask to evaluate a CIRA’s potential for environmental remediation
liabilities are included in Exhibit 2-1. If there is an increased risk that the CIRA has environmental remediation
liabilities, auditing procedures generally are the same procedures applied for other contingent liabilities (that is,
reading the minutes of board or administrative committee meetings, making inquiries of the CIRA’s attorney, and
making inquiries of the client). Some of the inquiries auditors should make of management include whether they
have:

¯ Considered environmental matters that may materially affect the financial statements.

¯ Established effective policies and procedures to assess and record information on environmentalmatters.

¯ Been notified that the CIRA has been designated as a PRP or otherwise has an increased risk of exposure
to environmental liabilities.
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Exhibit 2-1

Questions for Identifying an Increased Risk of Environmental Liabilities

Is there any indication the CIRA has violated environmental laws? (While complying with the law
in force at the time a toxic substance is disposed of normally does not free the CIRA from its
liabilities for cleaning up the site, any penalties may be reduced.)

Does the CIRA use or generate regulated substances in its operations?

Is the CIRA required to have a permit to transport, store, treat, or dispose of hazardous wastes?

Has the CIRA ever used landfills, underground storage tanks or barrels to dispose of hazardous
substances?

Are there any pending civil or criminal investigations related to environmental issues?

Have regulatory authorities or environmental consultants issued any reports on property the CIRA
is associated with, such as site assessments or impact studies?

Are there any requirements for site clean-up of any property abandoned, purchased, or closed
during the period? Any intentions for future removal and site restoration?

Has the CIRA retained any environmental remediation liabilities for any sites it has sold?

Is the CIRA aware of mold intrusion affecting the development or are any mold remediation
projects in progress?

* * *

Auditors frequently obtain information about potential environmental liabilities through the lawyer’s letter. If the
client has been notified that a potential liability exists for a site with which it is or has been associated, the auditor
would normally probe (through additional inquiry and analysis) an assertion by the CIRA’s attorney that the risk of
loss is other than probable.

Auditing the Estimated Liability. If a CIRA has been designated a PRP or has an increased risk of exposure, the
auditor needs to obtain an understanding of the method used to estimate the liability. If the client uses an attorney,
engineer, or other specialist to make the estimate, the auditor should treat it as if a specialist has been used.

In addition to the general information discussed later in this lesson, auditors may also consider information such as
the following when assessing the adequacy of the client’s estimate:

¯ The CIRA’s previous cleanup experience, if any.

¯ The cleanup experiences of other CIRAs.

¯ Data released by the EPA or other organizations.

Auditing Potential Recoveries. The CIRA may be able to file a claim for recovery of its remediation costs from
insurers, nonparticipating PRPs, prior property owners, and governmental or third-party funds. Potential recoveries
are evaluated separately from the related liability. To assess whether recovery of a potential claim is probable,
auditors generally need to confirm recoverable amounts directly with the insurer, nonparticipating PRPs, or any
specialized legal counsel that is involved. In addition, auditors will generally need to obtain evidence about the
collectibility of receivables from these parties. Auditors generally will also need tomake inquiries of the CIRA’s legal
counsel. Unless there is a legal right of offset, potential recoveries are not netted against potential liabilities.
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Mold. Mold intrusion is a common environmental concern for CIRAs due to the significant expenses incurred by
associations for mold remediation. Unfortunately for CIRAs, most insurance policies have been rewritten to exclude
mold damage. Attorneys are cautioning CIRA boards of directors to be proactive in responding to mold claims.
Once mold is discovered, repair, remediation, and possibly relocation of the unit owners occur as part of the
remediation process.

Determining the responsible party and the extent and/or type of repairs and remediation, as well as unit owner
relocation policies, varies by association and the specific circumstances encountered. The auditor needs to inquire
of management as to the association’s policy with regards to these matters and the expected financial impact.
Often, however, the financial impact is unknown until the extent of the damage is uncovered and the extent of
necessary remediation can not be determined until the mold is exposed. For mold remediation projects in process,
the association needs to consider whether disclosure of the contingency in the notes to the financial statements is
adequate. An illustrative disclosure example follows:

Mold has been found and remediated in one or more units of the Association during the year.
Neither the extent of the mold intrusion, nor the total financial impact to the Association, can be
determined at this time.

Risks and Uncertainties

FASB ASC 275, Risks and Uncertainties, requires disclosures about (a) certain risks and uncertainties that could
significantly affect the amounts or situations reported in the financial statements or the near term functioning of the
entity and (b) certain inherent limitations in financial statements. The disclosures are grouped into the following four
areas:

¯ Nature of operations.

¯ Use of estimates in the preparation of financial statements.

¯ Certain significant estimates.

¯ Current vulnerability resulting from certain concentrations.

The first two disclosures generally are required for all financial statements. The second two are required only for
estimates and concentrations that meet specified criteria. FASB ASC 275 does not apply to condensed or summa-
rized interim financial statements. The first two areas do not require significant additional audit work because the
disclosures are required in all financial statements and the information needed for the disclosures is readily
available. However, for the other two areas, specific procedures may be necessary to determine that all required
disclosures have been identified.

Nature of Operations. FASB ASC 972-235-50-1 requires CIRA financial statements to disclose the entity for which
the CIRA provides services, the areas it controls, and the number of units in the CIRA. In most cases, those
disclosures will satisfy the requirements of FASB ASC 275 to disclose the nature of operations. If a CIRA has
significant revenue from nonmembers, however, FASB ASC 275 also requires disclosure of the relative importance
of that segment of the CIRA’s operations.

Use of Estimates. FASB ASC 275 requires financial statements to disclose that the preparation of financial
statements requires the use of management estimates. That boilerplate disclosure generally is included in the
summary of significant accounting policies.

Certain Significant Estimates. Initially, an auditor’s objective is to determine whether all significant estimates have
been identified. The auditor may be aware of significant estimates from knowledge of the CIRA’s operating
characteristics and the industry in which it operates. Some estimates may be identified as a result of risk assess-
ment procedures or further audit procedures applied to specific financial statement elements. AU-C 540, Auditing
Accounting Estimates, Including Fair Value Accounting Estimates, and Related Disclosures, also provides guidance
that is useful. As discussed later in this lesson, AU-C 540 requires the auditor to obtain an understanding, through
the performance of risk assessment procedures, of how management identifies those transactions, events, and
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conditions that may require accounting estimates. When doing so, the auditor is required to make inquiries of
management about changes in circumstances that may result in new or changed estimates. The exhibit to AU-C
540 provides numerous examples of accounting estimates that are included in financial statements.

FASB ASC 275 requires additional disclosures for certain significant estimates. The additional disclosures are
required when the estimate meets both of the following criteria:

¯ It is at least reasonably possible that the estimate of the effect on the financial statements of a condition,
situation, or set of circumstances that existed at the date of the financial statements will change in the near
term due to one or more future confirming events, and

¯ The effect of the change would be material to the financial statements.

Near term means within a period of time not to exceed one year from the date of the financial statements.

The next step is determining whether it is at least reasonably possible that an estimate will change by a material
amount in the near term. The term reasonably possible encompasses the entire range from “more than remote” to
“less than likely.” It could be concluded that it is at least reasonably possible that almost any estimate could
change. To conclude otherwise, auditors must conclude that there is only a remote chance of an estimate chang-
ing.

Materiality for disclosure under FASB ASC 275 does not depend on the amount reported in the financial statements,
but rather on the materiality of the effect that using a different estimate would have on the financial statements.
Disclosure may be required even if an estimate resulted in the recognitions of a small financial statement amount
or no amount. When evaluating the potential materiality of a change in an estimate, auditors should use the same
materiality thresholds used to evaluate uncorrected misstatements at the conclusion of the audit. Using planning
materiality, which is calculated in the planning stage of the audit to establish the extent of audit tests, is not
necessarily appropriate.

AU-C 540 indicates that auditors are required to obtain sufficient appropriate evidence about whether the disclo-
sures in the financial statements related to accounting estimates are in accordance with GAAP. If there are
significant risks associated with an accounting estimate, auditors are also required to evaluate the adequacy of
disclosure of estimation uncertainty in the financial statements. AU-C 540.A130 notes that the importance of the
auditor’s evaluation of the adequacy of disclosure of estimation uncertainty increases as the range of possible
outcomes of the estimate also increases in relation to materiality.

Whenever auditors conclude there is only a remote chance of an estimate changing, best practices indicate that it
is good practice to document such conclusions, particularly if the decisions are difficult or contentious. Such
documentation can be unstructured and can be done, for example, on the relevant workpaper or in a separate
memo. AU-C 540.22 notes that the auditor is required to document the basis for conclusions pertaining to the
reasonableness of accounting estimates and their disclosure when there are significant risks.

Current Vulnerability Resulting from Certain Concentrations. FASB ASC 275 requires disclosure of current
vulnerability from concentrations that exist at the balance sheet date (a) in the volume of business with a particular
customer, supplier, or lender, (b) in revenue from particular products or services, (c) in the available sources of
supply of materials, labor, or services, or of licenses or other rights used in the entity’s operations, and (d) in the
market or geographic area in which an entity conducts its operations if the concentrations meet the following
criteria:

¯ The concentration makes the entity vulnerable to the risk of a near-term severe impact.

¯ It is at least reasonably possible that the events that could cause the severe impact will occur in the near
term; that is, within one year from the date of the financial statements.

Vulnerability from concentrations occurs when an entity is exposed to a greater risk of loss than would have existed
if the entity had mitigated its risk through diversification. A concentration is of concern when it involves something
that cannot be easily replaced, for example, if a cooperative purchases most of its heating fuel from a single
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supplier that cannot easily be replaced. Concentrations may involve another entity or individual, or they may
involve a group of counterparties or items that have similar economic characteristics, such as a group of homeown-
ers that collectively expose the CIRA to a particular kind of risk.

The audit approach for concentrations is similar in many respects to the audit approach for significant estimates.
That is, initially, the auditor’s objective is to determine whether all concentrations have been identified. If the auditor
identifies concentrations, evaluation of disclosure can be documented on the relevant workpaper, by memo, or on
a relevant checklist. The auditor may be aware of concentrations from knowledge of the CIRA’s operating charac-
teristics and the industry in which it operates. Some concentrations may be identified as a result of audit proce-
dures applied for specific financial statement elements. One significant difference between auditing disclosures of
concentrations and auditing disclosures of significant estimates is that the threshold for disclosure is different. For
concentrations, the threshold is severe impact, whereas for significant estimates, the threshold ismaterial. (Severe
impact refers to a significant financially disruptive effect on the normal functioning of the association. It is more than
material, but less than catastrophic.) Auditors may find that fewer concentrations require disclosure. That, however,
is a matter of professional judgment based on the individual circumstances of each client.

Wording the Disclosure. Applying the requirements of FASB ASC 275 requires significant judgment on the part of
both the auditor and the client. However, FASB ASC 275 contains only disclosure requirements. It does not require
amounts to be recorded in the financial statements. For that reason, an approach of “when in doubt, disclose” is
recommended. In a sense, by making the disclosure, both the client and the auditor transfer some of the risk due
to uncertainties in the financial statements to the users of the financial statements themselves. By not making the
disclosures, however, the client and the auditor forego an opportunity to reduce the risk that a user may success-
fully assert in litigation that the disclosures should have been made.

CIRAs may have concerns that the disclosures required by FASB ASC 275 will include information considered by
management to be confidential. That is particularly true for disclosure of certain concentrations. Other concerns
may include that the disclosures are too negative. Some client resistance may be overcome by carefully wording
the proposed disclosures. For example, when disclosing a concentration, phrases such as “a significant portion”
or “a substantial percentage” are appropriate. The guidance does not require disclosure of names or percentages.

Reporting Issues. FASB ASC 275 only leads to modifying the auditors’ report if either—

¯ The disclosures are incorrect or not adequate, in which case the report should bemodified for a departure
from GAAP, or

¯ The auditors are unable to obtain sufficient audit evidence to support management’s assertion about the
nature, presentation, and disclosure of an uncertainty, in which case the report should be modified for a
scope limitation.

Report modification just because there is an uncertainty is not required.

PROCEDURES FOR ACCOUNTING ESTIMATES AND FAIR VALUE
Accounting Estimates

Preparation of financial statements normally requires making accounting estimates. AU-C 540.07 defines an
accounting estimate as “an approximation of a monetary amount in the absence of exact measurement.” The
following are examples of accounting estimates that may be relevant to CIRAs:

a. Net realizable values of assessments receivable.

b. Valuation of common property contributed by the developer/sponsor.

c. Valuation of securities.

Accounting estimates may be recognized in the financial statements (for example, the allowance for doubtful
accounts or an impairment adjustment) or only disclosed (for example, disclosure of the fair value of financial
instruments).
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AU-C 540 does not prescribe specific audit procedures to substantiate specific accounting estimates; instead, it
emphasizes that the auditor should follow a risk-based approach when auditing accounting estimates. An auditor
should understand how management (a) identifies transactions, events, and conditions that require accounting
estimates and (b)makes estimates (including understanding themethods, assumptions, relevant controls, special-
ists required, changes from prior periods, and how estimation uncertainty has been assessed). Through the
performance of risk assessment procedures, the auditor should identify and assess risks associated with the
development of accounting estimates.

The nature and reliability of information available to management when making estimates will vary. As a result, the
degree of estimation uncertainty associated with estimates will vary. The degree of estimation uncertainty affects
the risk of material misstatement of estimates. AU-C 540 defines estimation uncertainty as “the susceptibility of an
accounting estimate and related disclosures to an inherent lack of precision in its measurement.” In identifying and
assessing risks associated with accounting estimates, the auditor is required to (a) evaluate the degree of estima-
tion uncertainty associated with accounting estimates and (b) determine if those estimates with high estimation
uncertainty represent significant risks. For identified significant risks, the auditor is required to understand the
entity’s controls, including control activities.) Accounting estimates with a higher degree of estimation uncertainty
also might be susceptible to management bias.

The auditor’s further audit procedures for identified accounting estimates should be responsive to the assessed
risks of material misstatement that are related to those estimates. In responding to assessed risks for accounting
estimates, AU-C 540 requires the auditor to do one or more of the following:

¯ Test the operating effectiveness of the controls over how management made the estimate, along with
appropriate substantive procedures.

¯ Determine if subsequent events up to the date of the auditor’s report provide audit evidence about the
estimate.

¯ Test how management made the estimate and the underlying data, including the evaluation of the
appropriateness of the method, reasonableness of the assumptions, and the reliability of the underlying
data.

¯ Develop a point estimate or range to evaluate management’s point estimate.

The approach selected by the auditor will normally depend on the nature of the estimate, the effectiveness of the
procedure in providing sufficient appropriate audit evidence, and the assessed risk of material misstatement,
including whether the risk is considered to be a significant risk.

Auditors also are required to perform a review of the outcome of accounting estimates that were included in the
prior period. Generally, the outcome of an accounting estimate will differ from the amount that was recognized in
the prior period. By identifying and understanding the reasons for such differences, the auditor may obtain
information about the effectiveness of management’s prior period estimation process, audit evidence that is
pertinent to re-estimation of prior period estimates in the current period, or evidence of matters requiring disclosure
in the financial statements such as estimation uncertainty. In addition, AU-C 240, Consideration of Fraud in a
Financial Statement Audit, requires a retrospective review of management’s judgments or assumptions related to
significant accounting estimates included in prior period financial statements to determine if there is an indication
of management bias and a risk of material misstatement due to fraud. As a practical matter, both reviews can be
coordinated when reviewing prior period estimates.

Significant Risks. When the auditor has determined that there is a significant risk associated with an accounting
estimate, AU-C 540 requires auditors to evaluate:

¯ How management considered alternative assumptions and why they were rejected or how estimation
uncertainty was addressed in making the accounting estimate (e.g., the use of a sensitivity analysis).

¯ Whether the significant assumptions used by management are reasonable.
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¯ When relevant to the reasonableness of the significant assumptions used by management or the
application of GAAP, management’s intent and ability to carry out a specific course of action.

¯ Whether disclosures in the financial statements relating to estimation uncertainty are adequate. (Even
though the client’s disclosures might comply with GAAP, the auditor might deem them to be inadequate
in light of the specific facts and circumstances.)

If the auditor deems that management has not adequately addressed the effects of estimation uncertainty, the
auditor should, when necessary, develop a range to evaluate the reasonableness of the estimate. Furthermore, for
accounting estimates with significant risks, the auditor is required to obtain sufficient appropriate evidence about
whether management’s decision to recognize, or not recognize, the estimate, as well as the measurement basis,
are in accordance with GAAP.

Evaluating the Reasonableness of Estimates and Determining Misstatements. When evaluating the reason-
ableness of management’s estimates, if the audit evidence supports a point estimate, a misstatement represents
the difference between the auditor’s point estimate and the amount recorded by management. If the auditor has
developed a range and management’s estimate falls outside that range, the misstatement is at least the difference
between management’s point estimate and the nearest point of the auditor’s range.

Disclosures. AU-C 540 emphasizes that the auditor should obtain sufficient appropriate audit evidence about
whether the disclosures in the financial statements relating to accounting estimates are in accordance with GAAP.
Checklists provided in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations
can help the auditor determine whether disclosures relating to accounting estimates are complete and appropri-
ately presented. The auditor would still need to determine whether enough audit evidence has been collected to
support the matters presented in the disclosures. In addition, as discussed above, when an accounting estimate
has significant risks, the auditor is required to evaluate the disclosures pertaining to estimation uncertainty in the
financial statements.

Indicators of Possible Management Bias. AU-C 540.21 requires the auditor to review judgments and decisions
made by management when making accounting estimates to determine if there are any indicators of possible
management bias. Indications ofmanagement biasmay affect the auditor’s conclusions regarding risk assessment
and whether there are implications for the rest of the audit. AU-C 540.A134 provides the following examples of
indicators of possible management bias regarding accounting estimates:

¯ Changes in an estimate, or the underlyingmethod,whenmanagement hasmadea subjective assessment
that there has been a change in circumstances.

¯ The entity uses its own assumptions for fair value accounting estimates that are inconsistent with
observable market assumptions.

¯ Selection or construction of significant assumptions that result in a favorable point estimate for
management’s purposes.

¯ Selection of a point estimate that indicates a pattern of optimism or pessimism.

AU-C 240.32 also requires the auditor to review estimates for bias and evaluate whether underlying circumstances
represents a risk of material misstatement due to fraud. Similar to AU-C 540, AU-C 240 requires the auditor to
evaluate whether the judgments and decisions made by management whenmaking the estimate indicate possible
bias, even if they are individually reasonable. If so, the auditor is required to reevaluate accounting estimates as a
whole. The auditor might also consider whether differences between estimates best supported by the audit
evidence, and the estimates included in the financial statements that are individually reasonable, indicate (in the
aggregate) a possible bias on the part of management. If management, for example, always chooses estimated
amounts for the valuation of assets that are at the low end of the range the auditor considers reasonable, the
combined effect could result in a material misstatement of income. In that case, the auditor should consider
whether other recorded estimates reflect a similar bias and perform additional procedures to address those
estimates. The auditor might also consider whether management’s estimates were at one end of the auditor’s
reasonable range in the prior year and at the other end in the current year. That could indicate the possibility that
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management is using accounting estimates to manage earnings. If the auditor believes that is the case, the auditor
should consider communicating the matter to those charged with governance as discussed later in this lesson.

AU-C 240.32 further requires auditors to perform a retrospective review of significant prior-year accounting esti-
mates to determine whether the underlying judgments and assumptions indicate possible bias. The items selected
for review should be those estimates based on highly sensitive assumptions or those that are significantly affected
by judgments made by management. The review may provide additional information about whether the current
year’s estimates could be biased.

Documentation.AU-C 540.22 requires the followingmatters related to accounting estimates to be included in audit
documentation:

¯ For accounting estimates with significant risks, the basis of conclusions about the reasonableness of the
estimate and related disclosures.

¯ Indicators of management bias.

Fair Value Measurements and Disclosures

GAAP requires some assets, liabilities, and components of equity to be measured or disclosed at fair value.
Examples of a CIRA’s use of fair value measurements include (a) abandoned or foreclosed units received by the
CIRA for nonpayment of delinquent assessments, (b) units received by the CIRA from the developer in settlement
of litigation, (c) securities classified as available for sale, and (d) common property transferred to the CIRA by the
developer. The requirements of AU-C 540 apply when auditing fair value accounting estimates.

Some fair values are readily determinable because there are relevant quotedmarket prices (such as for marketable
securities classified as available for sale). For such items, published price quotations in an active market are the
best evidence of fair value. When there is no observable market price or items have characteristics requiring an
estimate to be made, use of a valuation method, such as discounted cash flows, may provide the best estimate of
fair value.

When a valuation method is used, the auditor considers the appropriateness of the method, including manage-
ment’s rationale for selecting the method. Auditors may consider whether management has evaluated the range of
values resulting from different methods and investigated the reasons for the differences. Changes in circumstances
may require changes in the method used to determine fair value. If there has been a change from the prior period
in estimates or the methods, the auditor should determine if such changes are appropriate in the circumstances.

The following approaches may be used to obtain evidence supporting a fair value estimate determined using a
valuation model:

¯ Test the client’s valuation, including management’s assumptions (or those of a specialist), the valuation
model, and the underlying data.

¯ Develop an independent estimate and compare it to the client’s valuation.

¯ Review subsequent events and transactions to corroborate the client’s valuation. (However, the auditor
should consider only those events or transactions that reflect circumstances existing at the balance sheet
date.)

When testing the client’s valuation or developing an independent estimate based on management’s assumptions,
the auditor should evaluate whether management’s assumptions are reasonable and not inconsistent with market
information. If management retained a specialist to develop the valuation, the auditor’s responsibility to test the
assumptions does not change. The auditor considers the source and reliability of evidence supporting the assump-
tions, pays special attention to assumptions that are highly sensitive or uncertain and those susceptible to misap-
plication or bias, and considers the sensitivity of the valuation to changes in assumptions and market conditions.
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To be reasonable, the assumptions, individually and taken as a whole, need to be realistic and consistent with the
following:

¯ The general economic environment, the economic environment of the specific industry, and the entity’s
economic circumstances.

¯ Existing market information.

¯ The plans of the entity, includingwhatmanagement expects will be the outcome of specific objectives and
strategies.

¯ Assumptions made in prior periods, if appropriate.

¯ Past experience of, or previous conditions experienced by, the entity to the extent currently applicable.

¯ Other matters relating to the financial statements, for example, assumptions used by management in
accountingestimates for financial statement accounts other than those relating to fair valuemeasurements
and disclosures.

AU-C 540.A83 also provides additional matters the auditor might consider when evaluating the reasonableness of
assumptions pertaining to fair value accounting estimates, including:

¯ When relevant, whether and how market-specific inputs have been included in the development of
assumptions.

¯ Whetherassumptionsareconsistentwithobservablemarketconditionsand thecharacteristicsof theasset
or liability measured at fair value.

¯ Whether the sources of market-participant assumptions are relevant and reliable.

¯ When a number of different market participant assumptions exist, how management selected the
assumptions to use.

¯ Whether and how management considered assumptions used in comparable transactions, assets, or
liabilities.

When there are unobservable inputs, the auditor’s evaluation of the assumptions will likely be combined with other
responses to assessed risks as discussed earlier in this lesson. Also, fair value accounting estimates with unob-
servable inputs as a result of illiquid markets may provide challenges to management. Therefore, the auditor would
consider the risks that may exist for such estimates when assessing the risks of material misstatement and
developing appropriate responses.

The accuracy, completeness, and relevancy of the underlying data should also be tested, and the auditor should
ensure that the resulting valuation properly reflects both the assumptions and the data. Tests may include verifying
the source of the data, recomputation, and review of information for internal consistency.

The auditor who independently develops assumptions for use in evaluating the client’s estimate still needs to
understand management’s assumptions so the auditor can assess whether any significant matters have been
omitted and can evaluate any significant differences between management’s and the auditor’s estimates.

For certain valuations, best practices indicate that the development of an independent estimate or the use of
subsequent events to corroborate the client’s valuation will not be practical or may be of limited usefulness. Also,
for long-term liabilities such as asset retirement obligations, the use of subsequent events would generally not
apply.

During summarization and evaluation procedures, the auditor should evaluate the sufficiency of the evidence
obtained and its consistency with other evidence obtained during the audit. Regardless of the audit approach used,
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the auditor should ordinarily obtain management representations about the reasonableness of significant assump-
tions and consider certain communications with those charged with governance. Management representations
and communications with those charged with governance are discussed later in this lesson.

Identifying Financial Instruments of Nonpublic Entities

Financial instruments consist of the following:

a. Cash.

b. Evidence of an ownership interest in an entity.

c. Contracts that require one entity to deliver cash or another financial instrument to another entity.

d. Contracts that require two entities to exchange financial instruments on potentially unfavorable terms.

Contracts that are financial instruments can be grouped into five categories: unconditional receivable-payable
contracts, receivable-payable contracts conditional on the occurrence of an event outside the control of either
party, financial option contracts, financial guarantees or other conditional exchanges, and financial forward con-
tracts. Since contracts are not financial instruments unless they are to be settled with cash or other financial
instruments, a number of common rights and obligations are excluded, such as deferred revenue for membership
assessments received in advance that will be settled by providing services. Similarly, executory contracts for future
services to be provided by one of the parties (such as an operating lease) are not financial instruments.

Disclosure Requirements

FASB ASC 825 primarily requires certain entities to disclose (a) the fair values of financial instruments for which it
is practical to estimate fair values and (b) concentrations of credit risk. Disclosures about market risk of financial
instruments are encouraged, but not required. This course suggests that most CIRAs are exempt from the require-
ment to disclose the fair value of financial instruments. Fair value disclosures are discussed in PPC’s Guide to
Preparing Financial Statements.

Auditing Fair Value Disclosures

When auditing fair value disclosures, the following guidance applies:

¯ Evaluation of whether fair value disclosures are in conformity with GAAP ordinarily involves the same audit
procedures used to audit fair value measurements recognized in the financial statements.

¯ If fair value disclosure is omitted because it is not practical to determine fair value with sufficient reliability,
information that would be pertinent to such an estimate should be disclosed along with the reasons why
it is not practical to estimate fair value. In that case, the adequacy of disclosures required in such
circumstances is evaluated.

ADDRESSING SUBSEQUENT EVENTS

AU-C 560, Subsequent Events and Subsequently Discovered Facts, defines the types of subsequent events the
auditor should evaluate and specifies the procedures that should be performed to determine the occurrence of
such events. FASB ASC 855-10, Subsequent Events, includes accounting and disclosure standards for subsequent
events.

Dating the Auditor’s Report and Subsequent Events Note in the Financial Statements

FASB ASC 855-10-50-1 requires reporting entities to disclose the date throughwhich subsequent events have been
evaluated and whether that date is the date the financial statements were issued or were available to be issued.
That disclosure is required regardless of whether the reporting entity recognizes or discloses a subsequent event
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in its financial statements. Generally, CIRAs will evaluate subsequent events through the date that the financial
statements are available to be issued, i.e., when they are complete in a form and format that complies with GAAP
and all approvals necessary for issuance have been obtained. Often, this will be the date of the auditor’s final
conference with the CIRA when proposed adjustments to the financial statements are agreed upon. Therefore, the
remainder of this discussion addresses subsequent events in the context of the date that the financial statements
are available to be issued.

FASB ASC 855-10-20 notes that subsequent events are events or transactions that occur subsequent to the
balance sheet date but before financial statements are available to be issued. The period within this time is called
the subsequent events period, and the audit procedures performed specifically to search for material events in this
period are referred to as the subsequent events review.

The auditor’s report is dated no earlier than the date on which the auditor has obtained sufficient appropriate
evidence to support the opinion. This includes evidence about subsequent events, so the auditor’s report date
cannot be earlier than the date of management’s subsequent events evaluation note. AU-C 560.A10 notes that, in
most cases, the date of management’s subsequent events evaluation note will be the same date as the auditor’s
report. Furthermore, AU-C 580 requires management to make specific representations relating to information
concerning subsequent events, and the date of the management representation letter should be the same as the
date of the auditor’s report. Therefore, the subsequent evaluation note date, the management representation letter
date, and the auditor’s report date generally will be the same. See discussion on coordinating these dates later in
this lesson.

In addition, ordinarily, the date of the auditor’s report is expected to be close to the report release date. Many firms
adopt a policy about when to date their auditor’s report if there is a delay in releasing the report (that is, how long
of a delay makes it necessary to redate the report). A decision to redate the report should result in extending the
subsequent events review to the later date. Auditors should consider covering that matter in their firm’s quality
control policies and procedures. Dating of the auditor’s report is discussed later in this lesson.

Subsequent Events Review Procedures

Some subsequent eventsmay be discovered as a result of audit procedures applied for specific financial statement
components (for example, cutoff tests and assessment of valuation, such as considering the impairment of assets).
AU-C 560.10 requires auditors to perform other procedures specifically to search for material subsequent events,
including (a) understanding the procedures management has established to ensure that subsequent events are
identified; (b) readingminutes of meetings held through the date of the auditor’s report and inquiring about matters
discussed at such meetings for minutes that are not yet available; (c) reading any interim financial statements or
financial reports prepared in the subsequent period and investigating any unusual fluctuations; and (d) inquiring of
management about the existence of significant subsequent events. Auditors’ subsequent event procedures also
often include evaluating whether events provide evidence about accounting estimates, scanning journals and
ledgers for the subsequent period and considering whether the carrying amount of assets has become impaired
subsequent to year end. Furthermore, the lawyer’s response and the management representation letter may also
provide evidence of, or representations about, the existence of significant subsequent events. The auditor would
apply any additional audit procedures necessary to follow up on material subsequent events identified.

Timing. Subsequent events review procedures should cover the period from the date the financial statements are
available to the date of the auditor’s report, or as close to that date as practicable.

Also, asmentioned earlier in this lesson, the lawyer’s letter should have an effective date that is as close as possible
to the audit report date (for example, generally within about two weeks of the report date). The management
representation letter should be dated as of the audit report date.

Subsequent Events Occurring after the Date of the Report

Subsequent to the date of the auditor’s report, the auditorsmay become aware of facts that existed on that date that
might have caused them to believe information supplied by the association was incorrect, incomplete, or otherwise
unsatisfactory had they then been aware of them. In such circumstances, the auditors should consider the
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guidance in AU-C 560, Subsequent Events and Subsequently Discovered Facts (formerly AU 561), in determining
an appropriate course of action.

The guidance in AU-C 560 can be summarized as follows:

a. Facts discovered after the date of the auditor’s report but before the report release date—

(1) Discuss the matter with management and when appropriate, those charged with governance.

(2) Determine whether the financial statements need revision.

(3) If management revises the financial statements, perform procedures necessary with respect to the
revision, update management representations, and either (a) dual-date the auditor’s report for the
revision or (b) date the auditor’s report as of the later date and extend subsequent events procedures
to that date.

(4) If management does not revise the financial statements, modify the auditor’s report.

b. Facts discovered after the report release date—

(1) Discuss the matter with management and when appropriate, those charged with governance.

(2) Determine whether the financial statements need revision.

(3) If management revises the financial statements, perform procedures necessary with respect to the
revision, update management representations, and either (a) dual-date the auditor’s report for the
revision or (b) date the auditor’s report as of the later date and extend subsequent events procedures
to that date. If the auditor’s opinion on the revised financial statements differs from the previous
opinion, determine that appropriate disclosures are made.

(4) Ifmanagement does not revise the financial statements and the audited financial statementswere not
made available to third parties, notify management not to make the statements available to third
parties until they have been revised and the auditors have issued a new report. If the audited financial
statements weremade available to third parties, assess whether management has taken appropriate
steps to prevent reliance on the statements.

(5) If management does not take appropriate steps to prevent reliance on the financial statements before
their revision, notify management and those charged with governance that the auditor will seek to
prevent reliance on the auditor’s report, and seek to prevent reliance if management and those
charged with governance still do not take appropriate steps.

According to AU-C560.A18, this guidance is applicable, even if the auditor has withdrawn or been discharged.

Procedures to be performed are included in the audit procedures provided in PPC’s Guide to Homeowners’
Associations and Other Common Interest Realty Associations. PPC’s Guide to Nonpublic Companies provides a
detailed listing of the objectives and requirements of AU-C 560. PPC’s Guide to Auditor’s Reports provides
reporting guidance when the decision is made to issue revised financial statements and the auditor’s report.

TRANSACTONS WITH RELATED PARTIES

Most business transactions result from bargained dealing. When the parties to a transaction are related, the
objectivity expected in unrelated bargainingmay be lost. Because of the loss of objectivity, knowledge of the nature
and volume of transactions with related parties may be necessary for financial statement users to properly evaluate
the CIRA’s financial condition and results of operations. Consequently, FASB ASC 850, Related Party Disclosures,
requires material related-party transactions to be disclosed. Under FASB ASC 850 related parties include affiliates;
equity investees; pension, profit-sharing, and similar trusts managed by or under the trusteeship of management;
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principal owners, management, and members of their immediate families; other parties if one party controls or can
significantly influence the management or operating policies of the other to an extent that one of the parties might
be prevented from pursuing its own separate interest; or another party that can significantly influence the manage-
ment or operating policies of the transacting parties or that has an ownership interest in one of the transacting
parties and can significantly influence the other to an extent that one or more of the transacting parties might be
prevented from pursuing its own separate interests.

Auditing Standards for Related Parties

Authoritative literature outlining the auditor’s responsibilities with regard to related parties and related-party trans-
actions is contained in AU-C 550, Related Parties. AU-C 550 requires the auditor to (a) perform risk assessment
procedures to identify and assess the risks of material misstatement arising from related-party relationships and
transactions, (b) determine whether any of those risks are significant risks, and (c) design and perform further audit
procedures in response to those risks. In addition, under AU-C 550, as part of performing risk assessment
procedures, the auditor should obtain an understanding of the controls surrounding related parties and related-
party transactions and treat significant related-party transactions outside the normal course of business as signifi-
cant risks. Furthermore, if the auditor identifies related-party transactions that have previously not been identified or
disclosed by management, the auditor should perform additional procedures regarding (a) the risk that additional
related-party transactions may exist, and (b) the consideration of fraud.

Audit Procedures

Audit procedures for related parties are generally applied at the start of the audit, in connection with other audit
procedures applied to financial statement components, and near the end of the audit as a final review. At the start
of the audit, auditors perform risk assessment procedures to identify obvious or known related parties so that the
auditors can develop appropriate audit procedures and can recognize transactions with those parties when
applying audit procedures. Some of the procedures used are (a) inquiring of predecessor auditors; (b) reviewing
prior year workpapers; (c) discussing with the engagement team the susceptibility of the financial statements to
material misstatement due to error or fraud that could result from related party relationships and transactions; (d)
reading minutes of board of directors’ meetings; (e) reviewing documents such as income tax returns and regula-
tory filings; (f) inquiring of management for the names of related parties, material transactions with them, and any
changes from the prior period; and (g) inquiring of management and others about controls over related-party
relationships and transactions.

Most audit procedures for related parties relate to receivables and payables. Occasionally, auditors may discover
that the client is settling related-party receivables or payables at year end and renewing them after year end. In
those circumstances, the auditors need to consider whether the settlements are accounted for based on their
economic substance and whether such transactions are adequately disclosed in the financial statements. Auditors
also should remain alert when inspecting documents or records (for example, bank and legal confirmations and
minutes of board of directors’ meetings) for arrangements or other information that may indicate the existence of a
previously undisclosed related-party relationship or transaction. AU-C 550.23 requires the auditors to perform
certain procedures when they identify related parties or significant related-party transactions that management has
not previously identified or disclosed. Furthermore, when significant transactions outside the association’s normal
course of business are identified, the auditor should inquire of management about the nature of the transactions
and whether related parties could be involved (AU-C 550.17).

Generally, the purpose of final review procedures is to evaluate whether there are undisclosed transactions with
related parties and to evaluate the adequacy of disclosure of identified transactions. Some audit procedures of an
overall review or analytical nature that are performed near the end of the audit may disclose related-party transac-
tions. Generally, those procedures include scanning accounting records for large, unusual, or nonrecurring trans-
actions or balances, particularly those around the end of the period; considering the nature and extent of business
with the CIRA’s officers, the developer/sponsor, andmajor suppliers, borrowers, or lenders for undisclosed relation-
ships; and considering whether transactions are occurring, but not being given accounting recognition, e.g., the
transfer of a unit in development from the developer to the CIRA in settlement of litigation.

Substantiating Material Related-party Transactions. Generally, the audit procedures applied to substantiate
material transactions with related parties are the normal procedures applied to other significant transactions, e.g.,
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vouching, confirmation, and recomputation. However, if an auditor has identified a risk of material misstatement
related to a transaction’s nature or purpose or the recording of the transaction, it may be necessary to apply
additional procedures. Examples of such procedures include confirmation, inspecting evidence possessed by the
other party to the transaction; discussing relevant information with intermediaries, such as banks, agents, or
attorneys; referring to financial publications, credit agencies, and other sources for information about unfamiliar
parties to the transaction; etc. It is a good idea for the auditor to consider whether any related-party transactions are
occurring that are not being recognized in the accounting records.

Other procedures may be necessary to understand the transaction or obtain evidence about it, such as consulta-
tion with persons knowledgeable about a particular specialized type of transaction, application of audit procedures
at the related-party, or even an audit of the related party’s financial statements. The auditor also may consider
obtaining representations from senior management and directors about whether they, or any other related parties,
engaged in any transactions with the CIRA during the period.

FASB ASC 850 and AU-C 550.25 indicate that representations about related-party transactions should not imply
that the transactions were consummated on an arm’s-length basis unless those representations can be substan-
tiated. AU-C 550.A45 notes that generally it is difficult to substantiate management representations that a related-
party transaction was consummated on an arm’s-length basis. (AU-C 550.A46–.48 provide some example proce-
dures that might be performed to substantiate such representations.) If management discloses in the financial
statements that a related-party transaction was consummated on an arm’s-length basis, but prefaces that repre-
sentation with a phrase such as “Management believes that . . .” or “It is the Association’s belief that . . .”
management’s responsibility to substantiate the representation is not affected. Also, the auditor needs to consider
wording that is potentially ambiguous about arm’s-length status in the same manner. For example, management
might state that the transactions are consummated on a reasonable basis. Because there are no criteria for the
reasonableness of related-party transactions, the assertion cannot be substantiated. If the representations cannot
be substantiated, the auditor needs to consider the implications for the auditor’s opinion on the financial state-
ments.

Auditors also need to understand the business purpose of material related-party transactions and that proper
authorization of such transactions, such as by CIRA management, board of directors, or those charged with
governance, is more important than for similar transactions with unrelated parties.

Related-party Transactions and Fraud. AU-C 240, Consideration of Fraud in a Financial Statement Audit, requires
the auditor to consider the existence of fraud risk factors when identifying and assessing risks of material
misstatement due to fraud. A common thread in many frauds is the use of related parties unknown to the auditor to
facilitate management intentionally misstating the financial statements (for example, selling real estate or other
assets to a related party for artificial gain). Appendix A to AU-C 240 lists the risk factors thatmay involve transactions
with related parties.

Disclosures

FASB ASC 850 requires certain disclosures about related parties. A full list of those disclosures is beyond the scope
of this course, but more information is available in PPC’s Guide to Homeowners’ Associations and Other Common
Interest Realty Associations.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

9. TheWestviewHomeowners’ Association is likely toexperiencesignificant lossesononeof its long-termvendor
contracts. This is an example of which of the following?

a. Related-party transactions.

b. Subsequent events.

c. Accounting estimates.

d. Commitments and contingencies.

10. FASB ASC 275 requires which of the following to be disclosed in all financial statements affected by risks or
uncertainties?

a. The nature of operations.

b. The single largest significant estimate.

c. Future vulnerability due to specific concentrations.

d. Whether the entity can continue as a going concern.

11. Which of the following accounting estimates is most likely to be affected by management bias?

a. Estimate 1 has remained the same for the last few years.

b. Estimate 2 uses fair value assumptions that reflect those used by the market.

c. Use of Estimate 3 results in a positive point estimate for management.

d. Use of Estimate 4 does not indicate any type of pattern on management’s part.

12. After performing a CIRA audit and releasing her report, Jane discovers facts that affect her opinion.What is the
first thing she needs to do?

a. Seek to prevent reliance on the auditor’s report.

b. Discuss the matter with management.

c. Determine whether the financial statements need to be revised.

d. Notify management not to make the financial statements available to third parties.

13. When performing a CIRA audit, Tom discovered a significant related-party transaction that was not disclosed
by management. What should Tom do differently for this transaction than other related-party transactions?

a. He needs to determine if the lack of disclosure was an act of fraud.

b. He should perform risk assessment procedures to identify the risks of material misstatement.

c. He must obtain an understanding of the CIRAs controls for related-party transactions.

d. He needs to determine if any associated risks are significant.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

9. TheWestviewHomeowners’ Association is likely toexperiencesignificant lossesononeof its long-termvendor
contracts. This is an example of which of the following? (Page 44)

a. Related-party transactions. [This answer is incorrect. While it is possible for a vendor contract to be a
related-party transaction, that is not specified in the scenario above; therefore, there is a better answer to
this question.]

b. Subsequent events. [This answer is incorrect. Subsequent events are events or transactions that occur
subsequent to the balance sheet date but before financial statements are available to be issued. While it
is possible that the losses described above could occur as a subsequent event to a set of annual financial
statements, that is not definite, so there is a better answer to this question.]

c. Accounting estimates. [This answer is incorrect. An accounting estimate is “an approximation of a
monetary amount in the absence of exact measurement.” An example of an accounting estimate relevant
toCIRAs is net realizable values of assessments receivable. The type of losses described abovewould not
fit under this definition.]

d. Commitmentsandcontingencies. [Thisanswer iscorrect.Commitmentsarecontractualobligations
for a future expenditure. Contingencies are existing conditions or situations that involve
uncertainties about possible gain or loss to an entity that will be resolved when the future events
occur (or fail to occur). Examples of commitments and contingencies of concern to a CIRA auditor
include (1) pending or threatened litigation or unasserted claims, (2) commitments related to
expansion or rehabilitation of facilities, (3) possible losses on long-term contracts, and (4)
long-term leases with required fixed payments for several years.]

10. FASB ASC 275 requires which of the following to be disclosed in all financial statements affected by risks or
uncertainties? (Page 50)

a. The nature of operations. [This answer is correct. FASB ASC 275 requires disclosures about (1)
certain risks and uncertainties that could significantly affect the amounts or situations reported in
the financial statements or the near term functioning of the entity and (2) certain inherent limitations
in the financial statements. Two disclosures are generally required for all financial statements:
nature of operations and use of estimates in the preparation of financial statements. These
disclosures do not require significant extra audit work because the disclosures are required in all
financial statements and the information needed for the disclosures is readily available.]

b. The single largest significant estimate. [This answer is incorrect. According to FASB ASC 275, disclosure
of certain significant estimates is only required for estimates that meet specific criteria. This guidance is
not limited to the single largest estimate. If it is necessary, additional procedures may be needed.]

c. Future vulnerability due to specific concentrations. [This answer is incorrect. The disclosure for current
vulnerability resulting from certain concentrations is only required by FASB ASC 275 if the concentrations
meet certain criteria; however, if that is the case, additional procedures may be needed.]

d. Whether the entity can continue as a going concern. [This answer is incorrect.Whether or not an entity can
continue as a going concern is a separate consideration; therefore, any related disclosures for this
consideration would be different from those required by FASB ASC 275 for risks and uncertainties.]

11. Which of the following accounting estimates is most likely to be affected by management bias? (Page 54)

a. Estimate 1 has remained the same for the last few years. [This answer is incorrect. According to AU-C
540.A134, an indication of possible management bias is when there are changes in an estimate, or the
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underlyingmethod, whenmanagement hasmade a subjective assessment that there has been a change
in circumstances.]

b. Estimate2uses fair valueassumptions that reflect thoseusedby themarket. [This answer is incorrect.One
of the examples of possible management bias provided by AU-C 540.A134 is that the entity uses its own
assumptions for fair value accounting estimates that are inconsistent with observable market assump-
tions.]

c. Use of Estimate 3 results in a positive point estimate formanagement. [This answer is correct. AU-C
540.A134 provides certain examples of indicators of possible management bias regarding
accounting estimates. One such example is selection or construction of significant assumptions
that result in a favorable point estimate for management’s purposes. Therefore, in an audit where
this situation exists, the auditor would need to be wary of management bias.]

d. Use of Estimate 4 does not indicate any type of pattern on management’s part. [This answer is incorrect.
According toAU-C540.A134,management biasmay exist when a point estimate is selected that indicates
a pattern of pessimism or optimism.]

12. After performing a CIRA audit and releasing her report, Jane discovers facts that affect her opinion.What is the
first thing she needs to do? (Page 59)

a. Seek to prevent reliance on the auditor’s report. [This answer is incorrect. According to AU-C 560, this is
an action that may be taken in this situation; however, it is the last resort, so there are other actions that
Jane should try before seeking to prevent reliance on her report.]

b. Discuss thematter withmanagement. [This answer is correct. According to AU-C 560, the first thing
an auditor should dowhen subsequent facts are discovered after the report release date is discuss
the matter with management and when appropriate, those charged with governance. Therefore, if
Jane begins by contacting management, she is in compliance with the authoritative guidance.]

c. Determine whether the financial statements need to be revised. [This answer is incorrect. According to
AU-C 560, this does need to be done. However, it should be Jane’s second step. There is another action
she needs to take before making this determination.]

d. Notifymanagementnot tomake the financial statementsavailable to thirdparties. [Thisanswer is incorrect.
Though AU-C 560 does include this in its list of actions, there are other actions that Jane needs to take
before she can consider making this notification to management.]

13. When performing a CIRA audit, Tom discovered a significant related-party transaction that was not disclosed
by management. What should Tom do differently for this transaction than other related-party transactions?
(Page 60)

a. He needs to determine if the lack of disclosure was an act of fraud. [This answer is correct. If the
auditor identifies related-party transactions that havepreviously not been identifiedor disclosedby
management, the auditor should perform additional procedures regarding (1) the risk that
additional related-party transactionsmay exist and (2) the consideration of fraud. Therefore, this is
one of the actions Tom needs to take under these circumstances.]

b. He should perform risk assessment procedures to identify the risks ofmaterialmisstatement. [This answer
is incorrect. Tom would need to take this action for any related-party transaction, per AU-C 550. So, while
it should be done, there are other actions Tom would need to take specifically for an undisclosed
related-party transaction.]
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c. He must obtain an understanding of the CIRAs controls for related-party transactions. [This answer is
incorrect. AU-C 550 requires auditors to obtain an understanding of the controls surrounding related
parties and related-party transactions as part of their risk assessment procedures. Therefore, Tom should
have already done this before he found the undisclosed related-party transaction.]

d. He needs to determine if any associated risks are significant. [This answer is incorrect. Per AU-C 550, Tom
does need to determine whether any associated risks are significant; however, this would be required for
all related-party transactions. It is not specific to anundisclosed related-party transaction. Therefore, there
is a better answer to this question.]
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ADDRESSING GOING CONCERN CONSIDERATIONS

Introduction

FASB ASU 2014-15, Disclosure of Uncertainties about an Entity’s Ability to Continue as a Going Concern (which is
codified in FASB ASC 205-40), established requirements for management to (a) evaluate whether there is substan-
tial doubt about an entity’s ability to continue as a going concern and (b) provide related disclosure requirements.
ASU 2015-14 is effective for the annual period ending after December 15, 2016, and for interim periods within years
beginning after December 15, 2016.

The principal provisions of FASB ASC 205-40—

¯ Define the term substantial doubt.

¯ Requiremanagement to evaluate whether conditions and events raise substantial doubt about the entity’s
ability to continue as a going concern at both interim and annual period ends.

¯ Require management’s evaluation to be based on an assessment of the effect of known and reasonably
knowable conditions and events at the date the financial statements are available to be issued and for a
period one year after that date.

¯ Identify principles for considering whether management’s plans mitigate the substantial doubt.

¯ Require certain disclosures when consideration of management’s plans alleviates substantial doubt.

¯ Require an explicit statement by management that there is substantial doubt as well as other disclosures
when substantial doubt is not alleviated.

FASB ASC 205-40 differs in several respects from SAS No. 126 (AU-C 570A), The Auditor’s Consideration of an
Entity’s Ability to Continue as a Going Concern. These differences are discussed later in this lesson and in section
1807 of PPC’s Guide to Audits of Nonpublic Companies.

In February 2017, the AICPA issued SAS No. 132 (AU-C 570), The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern, which provides requirements to auditors regarding an entity’s ability to continue as
a going concern. The SAS, when effective, will supersede SASNo. 126. One of the key considerations in issuing the
SAS was to consider the requirements contained in FASB ASC 205-40. SAS No. 132 is effective for audits of
financial statements for periods ending on or after December 15, 2017.

SAS No. 126 Objectives. Under SAS No. 126, the objectives of the auditor when considering the entity’s ability to
continue as a going concern are to evaluate and conclude, using the evidence obtained during the audit, whether
there is substantial doubt about the entity’s ability to continue as a going concern for a reasonable period of time,
evaluate the possible effects on the financial statements including the adequacy of related disclosures, and
determine the implications for the auditor’s report.

Evaluating the Entity’s Ability to Continue as a Going Concern. As discussed, FASB ASC 205-40 provides
guidance aboutmanagement’s responsibility to evaluate whether there is substantial doubt about an entity’s ability
to continue as a going concern. Certain key differences exist between the accounting standards and the auditing
standards under SAS No. 126, prior to the implementation of SAS No. 132. The discussion in this section discusses
both accounting and auditing standards as appropriate.

Under AU-C 570A, the auditor has two responsibilities related to an entity’s ability to continue as a going concern.

a. To evaluate whether conditions or events identified during the audit, when considered in the aggregate,
indicate there could be substantial doubt about the entity’s ability to continue as a going concern for a
reasonable period of time, i.e., a period not to exceed one year beyond the balance sheet date. FASBASC
205-40-50-1 ismore specific as to the timeperiodwhichmanagement looks at when evaluating the entity’s
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ability to continue as a going concern. In connection with preparing financial statements, the entity’s
management should evaluate whether conditions and events, in the aggregate, raise substantial doubt,
asdefinedbyFASBASC205-40-20, about theentity’s ability to continueasagoingconcernwithinoneyear
after the date the financial statements are available to be issued (FASB ASC 205-40-50-1). If the auditor
identifies conditions and events that cause him or her to believe there is substantial doubt about entity’s
ability to continue as a going concern (and management has not identified those), the audit procedures
in AU-C 570A should be performed.

b. If the auditor concludes there is substantial doubt about the entity’s ability to continue as a going concern,
the auditor should gather evidence and consider the effect on the financial statements, the adequacy of
disclosures, and the audit report.

The evaluation discussed in item a. is required for all audits, and item b. is necessary only when the auditor has
concluded there is substantial doubt.

Assessing Results of Audit Procedures. AU-C 570A does not mandate any specific procedures designed solely
to search for conditions or events that might affect the association’s ability to continue as a going concern, but it
does require specific assessment of whether audit procedures that were applied identified such conditions and
events. Some auditing procedures for CIRAs include applying analytical procedures; reviewing subsequent events;
reviewing compliance with terms of debt and loan agreements; reading minutes; confirmation with related parties
and third parties of the details of arrangements to provide or maintain financial support; inquiring of the CIRA’s legal
counsel about litigation, claims, and assessments; etc.

If necessary, the auditor applies procedures to obtain additional information about any conditions and events
identified. If, after considering the identified conditions and events, the auditor believes there is substantial doubt
about the entity’s ability to continue as a going concern for a reasonable period of time, he or she should obtain
information about management’s plans intended to mitigate the effect of the conditions and events and assess the
likelihood that those plans can be effectively implemented. Examples of conditions or events that, when considered
in the aggregate, may indicate there could be substantial doubt about the dealership’s ability to continue as a going
concern for a reasonable period of time include the following:

¯ Negative trends, suchas recurring operating losses, negative cash flows fromoperating activities, adverse
key financial ratios, significant decline in members/owners and related assessments, or significant
increase in unpaid assessments.

¯ Other indications of possible financial difficulties, such as denial of usual trade credit from contractors and
suppliers, default or restructuring of debt agreements, need to seek new sources ormethods of financing,
or need to dispose of substantial assets.

¯ Internal matters, such as physical structure of complex deteriorating or in disrepair; inadequacy or lack of
reserve funding; need for special working capital assessments; uneconomic long-term commitments; use
of funds for future major repairs and replacements to finance current operations; mushrooming
construction costs relative to major repairs and replacements; large investment losses; severe discord
amongmembers ofmanagement, board, developer,members/owners, etc.; or need to significantly revise
operations.

¯ Externalmatters that have occurred, such as adverse legal proceedings, legislation, or similarmatters that
might jeopardize the CIRA’s ability to operate; significant declines in values of real estate/increase in
foreclosures; significant uninsured or underinsured catastrophe or disaster such as earthquake, tornado,
or flood; significant economic downturns; lost rental income from commercial units due to a sluggish
commercial real estate market; or significant ownership of units by developers and financial institutions.

Consideration of Management Plans. After considering the identified conditions and events, an auditor who
believes there is substantial doubt about the entity’s ability to continue as a going concern for a reasonable period
of time should obtain information about management’s plans intended to mitigate the effect of those conditions or
events. The auditor should assess the likelihood that management’s plans can be effectively implemented. Audi-
tors also need to assess whether the plans are likely to mitigate the adverse effects of the identified conditions and
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events. If necessary, the auditor should apply audit procedures to obtain evidential matter about management
plans (including any available prospective financial statements). When evaluatingmanagement’s plans to continue
as a going concern, an appropriate level of professional skepticism is important.

Documentation Requirements.When conditions or events cause the auditor to believe there is substantial doubt
about the CIRA’s ability to continue as a going concern for a reasonable period of time, AU-C 570A.22 requires
documentation of the following:

¯ Conditions or events causing the auditor to believe there is substantial doubt about the CIRA’s ability to
continue as a going concern.

¯ The elements ofmanagement’s plansmost significant to overcoming the adverse effects of the conditions
or events.

¯ The auditing procedures performed and evidence obtained to evaluate those significant elements.

¯ The auditor’s conclusion about whether substantial doubt remains or is alleviated and the possible effects
on the financial statements and related disclosures.

¯ The possible effects on the auditor’s report, including the auditor’s conclusion about whether an
emphasis-of-matter paragraph is necessary and whether to modify the auditor’s report for inadequate
disclosures.

Best practices suggest that auditors use a generalized audit program step or checklist to document going concern
considerations. That will ensure that the assessment will be made on every audit. The checklist should summarize
the consideration of management’s plans and other procedures necessary when conditions and events are
identified and enables auditors to meet the documentation requirements of AU-C 570A.

Differences between AU-C 570A and Accounting Standards. Prior to issuance of ASU 2014-15 and the resulting
guidance on going concern considerations in FASB ASC 205-40, no requirements existed in GAAP for going
concern, so auditors have used the auditing standards, specifically SAS No. 126 (AU-C 570), The Auditor’s
Consideration of an Entity’s Ability to Continue as a Going Concern, to evaluate going concern uncertainties and the
related disclosures. Although the accounting standards have been issued and are now effective, the SAS No. 126
requirements continue to be effective for auditors under GAAS, until the effective date of SAS No. 132. Therefore,
it is important for auditors to be aware of the differences that exist between the auditing and accounting standards.
In January 2015, the AICPA issued four interpretations to SAS No. 126 that address certain differences and provide
guidance on what to do until the effective date of SAS No. 132.

GoingConcernRequirements for Audits of Financial Statements for Periods Endingon or after December 15,
2017

In February 2017, the Auditing Standards Board (ASB) issued SASNo. 132, (AU-C 570, The Auditor’s Consideration
of an Entity’s Ability to Continue as a Going Concern, which supersedes, when effective, the current guidance at
SAS No. 126 (AU-C 570A). Conceptually, the primary difference between SAS No. 132 and the existing guidance is
that the new standard explicitly recognizes management’s responsibility to consider going concern issues under
GAAP and premise the auditor’s procedures on that responsibility. It also clarifies the applicability of the standard
when the financial statements are based on a financial reporting framework other than GAAP.

While SAS No. 132 is effective for audits of financial statements for periods ending on or after December 15, 2017,
since SAS No. 132 incorporates management’s evaluation of whether aggregate conditions or events exist that
raise substantial doubt about the entity’s ability to continue as a going concern for a reasonable period of time, it is
believed that certain of the requirements would be performed prior to its effective date.

One of the primary technical differences between existing guidance in SAS No. 126 and SAS No. 132 is the lookout
period, or reasonable period of time. Under SAS No .132, reasonable period of time is defined as the period
required by the applicable financial reporting framework, or, if no such period is designated, one year from the date
the financial statements are available to be issued. This brings the lookout period under the auditing standards into
line with the period defined by GAAP in FASB ASC 205-40.
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SAS No. 132 Objectives. The auditor’s objectives under SAS No. 132 are as follows:

¯ To obtain sufficient and appropriate audit evidence about and conclude on the appropriateness of
management’s use of the going concern basis of accounting in preparing the financial statements.

¯ To conclude on whether substantial doubt about an entity’s ability to continue as a going concern for a
reasonable period of time exists, based on the audit evidence obtained.

¯ To evaluate possible effects on the financial statements, such as the adequacy of disclosure regarding an
entity’s ability to continue as a going concern for a reasonable period of time.

¯ To issue an auditor’s report in accordance with the auditing standards.

Risk Assessment Procedures and Related Activities. SAS No. 132 was modeled by the AICPA after the IAASB’s
International Standard for Auditing, which includes going concern procedures early in the audit process. Likewise,
SAS No. 132 includes procedures for auditors to perform in the planning and risk assessment phases of the audit.
AU-C 570.12 requires that the auditor consider, when performing risk assessment procedures as discussed in AU-C
315, whether there are aggregate conditions or events that raise doubt about the entity’s ability to continue as a
going concern for a reasonable period of time. As part of risk assessment procedures, the auditor is required to
determine if management has performed a preliminary evaluation of whether such conditions or events have been
identified. If so, auditors and management would discuss management’s evaluation of conditions or events that
raise substantial doubt about the entity’s ability to continue as a going concern, as well as plans to address any
issues identified. If management has not yet made such an evaluation, the standard requires the auditor to discuss
with management why management intends to use the going concern basis of accounting and inquire as to any
existing conditions or events that raise substantial doubt about the entity’s ability to continue as a going concern.
Auditors would consider management’s evaluation in the risk assessment process and remain alert throughout the
audit for any evidence indicating conditions or events that raise substantial doubt regarding going concern.

Outside of the auditor’s inquiry and discussion with management regarding its evaluation of aggregate conditions
or events, SAS No. 132 does not specify any other specific risk assessment procedures designed to search for
conditions or events that might affect the entity’s ability to continue as a going concern.

AU-C 570.A7 provides examples of adverse conditions and events that can raise substantial doubt about an entity’s
ability to continue as a going concern. The guidance notes, similar to FASB ASC 205-40, that an entity should
determine the likelihood and magnitude of the potential effects of such conditions and events, along with the
consideration of the timing.

The Auditor’s Evaluation. SAS No. 132 requires the auditor’s evaluation to address management’s evaluation of
the entity’s ability to continue as a going concern, consider the same time period asmanagement’s evaluation, and
consider whether management has considered all relevant information of which the auditor is aware when making
management’s evaluation.

AU-C 570.A20 notes that the auditor has no responsibility to rectify any lack of analysis by management to support
its evaluation. The auditor may, however, be able to conclude that substantial doubt exists even whenmanagement
has not performed a detailed analysis. For example, management may have not performed a detailed analysis to
support its evaluation if the entity has a history of profitable operations and readily available financial resources. In
this situation, the auditor may not need to perform detailed evaluation procedures of the appropriateness of
management’s evaluation if the auditor’s other audit procedures allow the auditor to conclude whether there is
substantial doubt in the circumstances. In situations where the applicable financial reporting framework requires
management to make an evaluation, such as under FASB ASC 205-40, the lack of a detailed analysis by manage-
ment might be considered as an indicator of an internal control deficiency as discussed in AU-C 265.

In other situations, the auditor’s evaluation of management’s evaluation of whether there is substantial doubt might
include a review of the process that management used, the assumptions employed, management’s plans, and
whether the plans are feasible in the circumstances.

Periods beyond the Evaluation Period. AU-C 570.15 notes that the auditor should inquire if management has any
knowledge of conditions or events beyond the management evaluation period that could have an impact on the
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entity’s ability to continue as a going concern. Besides the inquiry, no additional procedures are required by SAS
No. 132 for the identification of additional conditions or events that may raise substantial about the entity’s ability to
continue as a going concern beyond the period evaluated by management. AU-C 570.A27 notes that conditions or
events identified after the evaluation period would not affect the evaluation of whether substantial doubt exists, but
may impact other disclosure requirements or a consideration of whether financial statements are fairly presented.

Audit Procedures. In order to obtain sufficient appropriate audit evidence about whether conditions and events
identified and considered in the aggregate raise substantial doubt about an entity’s ability to continue as a going
concern for a reasonable period of time, AU-C 570.16 states that the auditor should perform the following proce-
dures:

¯ Request that management perform an evaluation if they have not yet done so.

¯ Evaluatemanagement’splans in relation to itsgoingconcernevaluation,consideringwhether it isprobable
that the plans can be effectively implemented, and whether the plans would mitigate the conditions or
events that raise substantial doubt about the entity’s ability to continue as a going concern.

¯ If a cash forecast relevant to management’s plans has been prepared, evaluate the reliability of the
underlyingdatagenerated toprepare it anddeterminewhether there isadequatesupport for theunderlying
assumptions. This includes considering contradictory audit evidence, such as assumptions in the cash
flow forecasts that are inconsistentwith thoseused for other purposes like impairment or deferred tax asset
analysis.

¯ Consider any facts or information that have become available since the date of management’s evaluation.

Other Relevant Procedures. AU-C 570.A28 notes examples of procedures that might be relevant to obtaining
sufficient appropriate audit evidence whether identified conditions or events raise substantial doubt about the
entity’s ability to continue as a going concern.

Management’s Plans. The significance of identified conditions or events might be mitigated by certain plans of
management that are probable of implementation and would be effective in overcoming the adverse effects of such
conditions or events. AU-C 570.A8 provides examples of management plans that might be implemented and the
information that should be considered when evaluating the plan’s feasibility and probability of effective implemen-
tation within one year after the date the financial statements are available to be issued.

Auditor’s Conclusions. SAS No. 132 requires the auditor to make the following conclusions:

¯ Evaluate whether sufficient appropriate audit evidence has been obtained and conclude on the
appropriateness of management’s use of the going concern basis of accounting, when preparing the
financial statements, when relevant.

¯ Conclude, based on audit evidence obtained, on whether there are aggregate conditions or events that
raise substantial doubt about the entity’s ability to continue as a going concern for a reasonable period of
time.

¯ When the auditor concludes that the use of the going concern basis of accounting is appropriate by
management, but substantial doubt about the ability to continue as going concern exists, evaluate the
adequacy of the disclosures as required by the applicable financial reporting framework.

¯ When aggregate conditions or events have been identified and, based on audit evidence obtained, the
auditor concludes that substantial doubt about the entity’s ability to continue as a going concern has been
alleviated, evaluate the adequacy of the disclosures as required by the applicable financial reporting
framework.

When considering the adequacy of the disclosures under GAAP, the auditor will look to the requirements in FASB
ASC 205-40-50.
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Documentation Requirements.When conditions or events cause the auditor to believe there is substantial doubt
about the entity’s ability to continue as a going concern for a reasonable period of time before the consideration of
management plans, AU-C 570.32 requires documentation of the following:

¯ The conditions or events.

¯ Significant elements of management’s plans to overcoming the conditions or events, per the auditor’s
judgment.

¯ Audit procedures performed in evaluating significant elements of management’s plans and the evidence
obtained, where applicable.

¯ The auditor’s conclusion regarding whether substantial doubt continues to exist or is alleviated.

¯ Whensubstantial doubt remains, thepossibleeffectsof theconditionsoreventson the financial statements
and the adequacy of disclosures.

¯ When substantial doubt is alleviated, the auditor’s conclusion about the need for and the adequacy of
disclosures about the principal conditions or events that originally created substantial doubt and
management’s plans that alleviated it.

¯ The author’s conclusion concerning the effects of the auditor’s report.

Best practices suggest that auditors use a generalized audit program step or checklist to document going concern
considerations. This will ensure that the assessment will be made on every audit. The checklist should summarize
the consideration of management’s plans and other procedures necessary when conditions and events are
identified and enables auditors to meet the documentation requirements of SAS No. 126 or SAS No. 132.

THE MANAGEMENT REPRESENTATION LETTER

AU-C 580, Written Representations, requires the auditor to request written representations from management with
appropriate responsibilities for the financial statements. A management representation letter, among other things,
confirms oral representations about specific matters given to the auditor during the audit and provides audit
evidence that supports the validity of results of other audit procedures.

Content of the Letter

Representations about Management’s Responsibilities. In the representation letter, CIRA officials acknowledge
their primary responsibility for the financial statements (even if the auditor drafts the financial statements and
related notes). Among other things, AU-C 580.10–.11 requires the auditor to request management to provide
specific representations that it has fulfilled the responsibilities concerning the terms of the audit engagement for—

¯ preparation and fair presentation of the financial statements;

¯ design, implementation, and maintenance of internal control relevant to preparation and presentation of
financial statements that are free of material misstatements due to error or fraud;

¯ providing all relevant information and access; and

¯ recording and reflecting all transactions in the financial statements.

In addition, AU-C 580 and other auditing standards require the auditor to request other written representations from
management. Furthermore, the auditor may request other written representations considered appropriate in certain
situations. AU-C 580.26 indicates that whenmanagement does not provide one ormore of the written representations
requested, the auditor should (a) discuss the omission with management, (b) reevaluate management’s integrity, (c)
evaluate the implications for the reliability of management’s other written or oral representations and audit evidence
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generally, and (d) take appropriate actions. Appropriate actions include determining the possible impact to the
auditor’s report pursuant to the guidance provided by AU-C 705, Modifications to the Opinion in the Independent
Auditor’s Report. The inability to obtain written representations is a scope limitation that prevents the auditor from
expressing an unmodified opinion.When those representations are either (a) not provided bymanagement, or (b) the
auditor cannot rely on the representations due to the auditor concluding that sufficient doubt exists about manage-
ment’s integrity, AU-C 580.25 requires the auditor to disclaim an opinion or withdraw from the engagement. Accord-
ing to AU-C 580.A34, depending on the reasons for the refusal or the nature of the omitted representations, the
auditor may determine that a qualified opinion is appropriate.

Audit Adjustments. AU-C 580.14 requires an acknowledgment in the representation letter that management has
considered whether the effects of uncorrected misstatements are immaterial, both individually and in the aggre-
gate, to the financial statements as a whole. A summary of the uncorrected misstatements should be included in,
or attached to, the representation letter. Authoritative literature does not provide specific guidance for the auditor
when there are no uncorrected misstatements. In that situation (that is, when either no misstatements are noted in
the audit or all noted misstatements are corrected), it is believed no representation about uncorrected misstate-
ments is necessary in the management representation letter.

Uncorrectedmisstatements communicated in the representation letter include bothmisstatements identified by the
auditor and misstatements brought to the auditor’s attention by management. The summary of uncorrected
misstatements also may include the current year effect of unadjusted audit differences from prior years (that is, the
turnaround effect). Some auditors set an amount below which detected misstatements need not be accumulated
on the summary of audit differences. Those misstatements need not be included in the summary of uncorrected
misstatements communicated in the management representation letter.

The adjustments included in the summary may be aggregated. If the auditor chooses to aggregate the misstate-
ments, they are normally aggregated by financial statement caption. If the adjustments are aggregated, they
should be presented in sufficient detail to provide CIRA management and board representatives with an under-
standing of the nature, amount, and effect of the uncorrected misstatements.

Unique CIRA Representations. In addition to items specified in AU-C 580, the letter should include any other
matters relevant to CIRAs or to the specific engagement. For example, CIRAs frequently usemanaging agents, and
there is often a lack of auditor interaction with the CIRA’s board of directors and officers. In those circumstances, it
is particularly important to remind the CIRA’s officers and, if applicable, the managing agent of their responsibility
for the financial statements as well as their responsibility to provide the auditors with complete and accurate
information.

In addition, it is a good idea for auditors to obtain representations from management and the board of directors
about the followingmatters in addition to thosemade in audits of the financial statements of other kinds of reporting
entities:

¯ Disclosures based on a study of future major repairs and replacements.

¯ The association’s policy for funding future major repairs and replacements.

¯ The association’s policy for disposing of the excess of revenues over expenses, if any.

Although representations obtained in CIRA engagements are similar to those obtained in engagements for com-
mercial businesses, auditors should consider obtaining additional representations in certain areas, however, as
discussed below.

a. Funds for Major Repairs and Replacements. Auditors ordinarily obtain representations regarding the
CIRA’s funding for major repairs and replacements. The representations generally include the following
items:

¯ Whether the CIRA has complied with its policy for funding future major repairs and replacements
including requirements, if any, for outside studies to estimate future costs.
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¯ If the CIRA is accumulating funds for future major repairs and replacements, whether the board of
directors believes they will be adequate.

b. Allocation of Expenses against Membership and Nonmembership Income (or against Exempt and
Nonexempt Function Income). Best practices suggest that auditors obtain the CIRA’s representation that
the CIRA’s allocations conformwith IRS rules, which state that such allocations bemade “on a reasonable
and consistently applied basis.”

c. Excess Revenues over Expenses. CIRAs have some options that will allow them to exempt the excess of
assessments over operating expenses from federal taxation. The CIRAs may elect to—

¯ apply the excess against the next year’s assessments, or

¯ refund the excess to members.

If certain strict criteria are met, CIRAs may elect to transfer the excess to the fund for major repairs and
replacements. Auditors should usually obtain representations about the CIRA’s policy for the current year.

d. Required Supplementary Information about Future Major Repairs and Replacements. AU-C 730, Required
Supplementary Information, requires auditors to obtain the following management representations:

¯ Acknowledgment of its responsibility for the required supplementary information.

¯ Its belief that the required supplementary information ismeasured and presented in accordancewith
prescribed guidelines.

¯ Methodsofmeasurement andpresentation have not changed from those used in prior periods (or the
reasons for any changes).

¯ Significant assumptions or interpretations underlying the measurement or presentation of the
required supplementary information.

e. Adequacy of Insurance. Although not required, some auditors review management’s evaluation of the
adequacy of insurance. In that case, the auditors may consider obtaining representations about whether
management has reviewed the adequacy of insurance and whether they believe it is adequate.

f. Interfund Transactions. It is a best practice for auditors to obtain the CIRA’s representation that there are
no unauthorized transfers or designations of fund balance or interfund borrowings, or uncollectible
interfund loans.

g. Responsibility for Tax Election. It is a best practice for auditors to obtain the CIRA’s representation that
management is responsible for the choice of filing either Form 1120 or 1120-H, as appropriate.

If required communications are made orally (as permitted in certain circumstances under AU-C 260, The Auditor’s
Communication with Those Charged with Governance), it is desirable for management to acknowledge in the
representation letter that the matters have been communicated. Also, the representation letter may include man-
agement’s acknowledgment that it will let the auditor review any subsequently published document that includes
the auditor’s report.

Audit Adjustments. AU-C 580.14 requires an acknowledgment in the representation letter that management has
considered whether the effects of uncorrected misstatements are immaterial, both individually and in the aggre-
gate, to the financial statements as a whole. A summary of the uncorrected misstatements should be included in,
or attached to, the representation letter. Authoritative literature does not provide specific guidance for the auditor
when there are no uncorrected misstatements. In that situation (that is, when either no misstatements are noted in
the audit or all noted misstatements are corrected), best practices indicate that no representation about uncor-
rected misstatements is necessary in the management representation letter.
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Uncorrectedmisstatements communicated in the representation letter include bothmisstatements identified by the
auditor and misstatements brought to the auditor’s attention by management. The summary of uncorrected
misstatements also may include the current year effect of unadjusted audit differences from prior years (that is, the
turnaround effect). Some auditors set an amount below which detected misstatements need not be accumulated
on the summary of audit differences. Those misstatements need not be included in the summary of uncorrected
misstatements communicated in the management representation letter.

The adjustments included in the summary may be aggregated. If the auditor chooses to aggregate the misstate-
ments, they are normally aggregated by financial statement caption. If the adjustments are aggregated, they
should be presented in sufficient detail to provide CIRA management and board representatives with an under-
standing of the nature, amount, and effect of the uncorrected misstatements.

Materiality

AU-C 580.A22 permits, but does not require, limiting representations to matters that are either individually or
collectively material to the financial statements. That limitation is acceptable, however, only for representations that
directly relate to amounts included in the financial statements and only if the auditor and management reach an
agreement about what is material for that purpose. It would not be acceptable, for example, to limit representations
about the completeness of available financial records; management’s responsibility for fair presentation; or man-
agement’s responsibility for the design, implementation, and maintenance of internal control to prevent and detect
fraud. AU-C 580.A22 notes that materiality may be different for different representations, and it permits but does not
require including an explicit discussion of materiality in the representation letter, in either qualitative or quantitative
terms. A discussion that includes both qualitative and quantitative terms is also acceptable. However, a purely
quantitative discussion of materiality is inappropriate because it relies solely on quantitative considerations when
determining materiality.

Signatures on the Letter

The representation letter is obtained from officials who are responsible for and knowledgeable about, directly or
through others, the matters covered by the representations. For a CIRA, such officials include CIRA officers (such
as the president), board members, and managing agent, if any. If the CIRA has a treasurer, the auditor might
consider having that person also sign the letter.

Periods Covered by the Letter

AU-580 requires written representations frommanagement who have responsibility for the financial statements and
knowledge of the matters concerned for all financial statements and periods covered by the auditor’s report. For
example, if the auditor reports on comparative financial statements, management’s representation letter for the
most recent audit should address all periods on which the auditor is reporting. AU-C 580.A26 explains that even
when current management was not present during all periods referred to in the auditor’s report, current manage-
ment’s responsibilities for the financial statements as a whole are not diminished, and the requirement for the
auditor to request written representations from them covering the whole of the relevant periods still applies. If
management or the managing agent changed during or after the period under audit, the current management may
be hesitant to provide this assurance. It is a best practice for the auditor to insist on written representations from
management with appropriate responsibilities for the financial statements and knowledge of the matters con-
cerned. The only reason for not requesting representations would be that the position the person holds is not
responsible for the financial statements. That is especially true of managing agents. Auditors may point out that the
letter limits the Confirmant’s’ responses to the best of their knowledge and belief. In some cases, the managing
agent may sign the representation letter, but new CIRA officials not present during the period under audit may
decline because they are new to the situation. It seems likely that this is acceptable and would not result in a scope
limitation. However, the auditor needs to make inquiries to determine that the reason for the new CIRA officials not
signing the letter is because the officials were not responsible for the financial statements and not due to other
reasons (such as a disagreement about accounting matters or knowledge of an actual or suspected material
misstatement). It would also be a good idea to ask the official to sign a separate representation stating that the
official has no knowledge of a material matter that was not properly treated in the financial statements.
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Dating of the Letter and Updating Letters

The auditor is concerned with matters occurring through the date of the audit report, not merely through the
balance sheet date. As a result, the management representation letter should be dated as of the date of the
auditor’s report.

Updating Letters. There are circumstances that require predecessor auditors to obtain updating representation
letters frommanagement. AU-C 560, Subsequent Events and Subsequently Discovered Facts, requires a predeces-
sor auditor to obtain a representation letter from management, in addition to the previous requirement for a
representation letter from the successor auditor, before reissuing a report on financial statements of a prior period.
This requirement applies when the prior period financial statements are presented on a comparative basis with
audited financial statements of a subsequent period. The updating management representation letter should
address (a) whether management is aware of any new information that would cause them to believe that any of the
previous representations should be modified and (b) whether any events occurring subsequent to the latest
balance sheet date of the financial statements reported on by the predecessor require disclosure in or adjustment
to such financial statements.

Receipt of the Letter

AU-C 580.A27 indicates that the auditor does not need to possess management’s representation letter on the date
of the auditor’s report. The requirement can bemet if, on or before the date of the auditor’s report, management has
received the final representation letter and confirmed to the auditor that they will sign the letter without exception.
The auditor will need to possess the signed letter before releasing the audit report. Management’s refusal to furnish
written representations constitutes a limitation on the scope of the audit sufficient to preclude an unmodified
opinion and may cause the auditor to disclaim an opinion on the financial statements or to withdraw.

Reliance on Management’s Representations

The management representation is part of the audit evidence the auditor obtains; however, it is not a substitute for
other necessary audit procedures to corroborate information about matters for which written representations are
obtained. For example, the auditor cannot simply accept management’s representations as the only necessary
audit evidence for significant matters. If the auditor cannot verify a representation using another form of evidence,
such as management’s intent to hold investment securities to maturity, the auditor needs to evaluate whether the
representation is feasible considering factors such as past history with the client and the current economic
conditions. In particular, if the auditor becomes concerned about management’s competence, integrity, ethical
values, or diligence, the auditor should determine the effect that those concerns may have on the reliability of
management’s representations (oral or written) and audit evidence in general. Significant concerns in that area
may cause the auditor to conclude that the risk of management misrepresentation is such that an audit cannot be
conducted. According to AU-C 580.A30, even when those charged with governance implement appropriate
corrective measures, such measures may not be enough to enable the auditor to issue an unmodified audit
opinion. In addition, if other audit evidence contradicts a representation made by management, the auditor should
attempt to resolve the matter by performing audit procedures. In the case of such identified contradictions, the
auditor may consider whether the risk assessment remains appropriate and, if not, may revise the risk assessment
and perform appropriate procedures to respond to the assessed risks. Depending on the circumstances, the
auditor may need to consider whether reliance on management’s representations relating to other aspects of the
financial statements and audit evidence in general is appropriate.

CONSIDERATION OF THE ACCUMULATED RESULTS OF AUDIT
PROCEDURES

Reevaluating Risk Assessments

The auditor’s assessment of the risks of material misstatement at the relevant assertion level made during planning
is based on available audit evidence and naturally may change as additional evidence is obtained. For example, in
performing substantive procedures, the auditor may identify misstatements that are larger or more frequent than
had been anticipated. AU-C 315.32 requires the auditor to revise the risk assessment and modify further planned
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audit procedures if new information is obtained or if the initial assessed risks of material misstatement at the
assertion level change during the audit. Furthermore, AU-C 330.27 requires the auditor to reevaluate, before the
conclusion of the audit, whether the assessment of risks of material misstatement at the relevant assertion level
remains appropriate. The audit evidence may either confirm the auditor’s risk assessments or result in the auditor
performing additional audit procedures. Exhibit 2-2 illustrates this concept.

As indicated in Exhibit 2-2, an auditor should not assume that an identified error or instance of fraud is an isolated
occurrence. Instead, the auditor needs to consider how the misstatement affects the assessed risks of material
misstatement. (In addition, misstatements may indicate a significant deficiency or material weakness in internal
control.) In doing so, the auditor should consider all relevant audit evidence, even if it appears to contradict relevant
assertions in the financial statements.

Exhibit 2-2

Reevaluating the Initial Assessment of the Risk of Material Misstatement
at the Relevant Assertion Level

When planning the audit of ABC CIRA, the auditor initially assessed a low level of risk that the CIRA would not
record assessments in the proper period. The auditor then determined the nature, timing, and extent of
substantive procedures related to the cut-off assertion based on the auditor’s assessment of a relatively low
risk of material misstatement. However, the CIRA’s accounting personnel were confused about how to record
assessments for billings that were prepared on December 31, related to the following year’s assessment.

In the examination of assessments receivable, the auditor identified a misstatement of assessments receiv-
able and revenue. Further investigation led to identifying cut-off issues as the cause of the misstatement. As
a result, the auditor reevaluated the initial risk assessment relating to cut-off and increased the extent of tests
of details over billing cut-off to obtain a higher level of assurance that all material misstatements relating to
cut-off errors had been identified.

* * *

It is natural to have some deviations in the way controls are applied. Deviations may be caused by such factors as
changes in key personnel, seasonal fluctuations in activity, and human error. As a result, controls may not operate
as effectively as the auditor had expected. If the auditor detects deviations when performing tests of controls, the
auditor makes inquiries to understand such matters and their potential consequences and should determine
whether the tests provide an appropriate basis for reliance on the controls, whether additional tests of controls are
needed, or whether the potential risks of misstatement need to be addressed by substantive procedures. The
auditor should also evaluate whether misstatements identified when performing substantive procedures alter the
auditor’s judgment about the effectiveness of the related controls.

At the end of the audit, the auditor should conclude whether sufficient appropriate audit evidence was obtained to
reduce to an appropriately low level the risk of material misstatement in the financial statements and to support the
opinion on the financial statements. This requires the auditor to evaluate whether the audit was performed at a level
that provides the auditor with a high level of assurance that the financial statements, taken as a whole, are free of
material misstatement. The sufficiency and appropriateness of audit evidence is a matter of the auditor’s profes-
sional judgment.

AU-C 330.29 states that if the auditor has not obtained sufficient appropriate audit evidence with respect to a
material financial statement assertion, the auditor should try to obtain additional evidence. If the auditor cannot
obtain sufficient appropriate audit evidence, the auditor should either express a qualified opinion or disclaim an
opinion.

Evaluating the Existence of Fraud

Fraud Risk Assessment Is an Ongoing Process. Assessing the risks of material misstatement due to fraud is an
ongoing process that should occur throughout the audit. Fraud risks may be identified during the engagement
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acceptance/continuance process, during engagement planning, while obtaining an understanding of internal
control, when assessing the risks of material misstatement of the financial statements due to error or fraud, when
performing further audit procedures to respond to assessed risks, or when communicating with management or
others. Examples of conditions the auditor may note that may change or support the assessment of risks made
during planning are included in Exhibit 2-3.

Exhibit 2-3

Conditions That May Change or Support the Auditor’s Assessment of Fraud Risks

¯ Unrecorded transactions or transactions recorded improperly as to account, amount, period, or CIRA policy.

¯ Balances or transactions that are unsupported or unauthorized.

¯ Adjustments made by the CIRA at the last minute that substantially affect financial results.

¯ Evidence of employees’ unauthorized or unnecessary access to systems or records.

¯ Missing documents.

¯ Indications of altered documents.a

¯ Only photocopies or electronic versions of documents being provided to auditors when originals are expected
to exist.

¯ Significant unexplained reconciling items.

¯ Vague, implausible, or inconsistent responses by the client to the auditor’s inquiries.

¯ Significant physical assets are missing.

¯ Denial by client personnel of auditor’s access to records, facilities, certain employees, members, vendors, or
others.b

¯ Unusual discrepancies between confirmation replies and the CIRA’s records.

¯ Failure to retain documents or electronic files consistent with the CIRA’s record retention policies or practices.

¯ Unusual delays by CIRA personnel in providing requested information.

¯ Unreasonable time pressures to resolve complex or contentious accounting issues.

¯ Attempts by the management or the managing agent to intimidate audit teammembers or control the conduct
of the audit.

¯ Complaints or tips received by the auditor about fraud or potential fraud.

¯ Unwillingness to make financial statement disclosures more clear or complete.

¯ Management’s proposal of adjustments, not previously identified or communicated to the auditor, that offset
misstatements found by the auditor.

¯ Evidence of management bias in accounting estimates.

Notes:

a If the auditor suspects that documents have been altered, it may be necessary to engage a specialist to
determine their authenticity.
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b Denial of access to information may constitute a limitation on the scope of the audit sufficient to preclude an
unmodified opinion on the financial statements.

* * *
Required Procedures. AU-C 240.34 requires auditors to evaluate, at or near the completion of field work, whether
the results of auditing procedures (including analytical procedures performed as substantive tests, or in the overall
review stage of the audit) affect the assessment made earlier in the audit regarding the risks of material misstate-
ment due to fraud or indicate a previously unidentified risk of material misstatement due to fraud. In addition,
analytical procedures relating to revenue through the end of the reporting period are required to be performed. If
the full year’s revenue information is available during audit planning, the procedures can be performed during
preliminary analytical procedures. Otherwise, the procedures performed during planning should be updated
during the final analytical review stage of the audit.

Based on the evaluation, the auditor determines whether additional or different audit procedures are necessary. In
addition, the auditor should perform a qualitative evaluation of misstatements identified in the financial statements
and determine whether the misstatements may indicate possible fraud. Communication among the engagement
team about information or conditions that indicate potential risks of material misstatement due to fraud should
continue throughout the audit.

Evaluating Significant Unusual Transactions

Additional substantive procedures that may be needed in particular circumstances depend on the auditor’s
judgment about the sufficiency and appropriateness of audit evidence in the circumstances. Because of the
judgmental nature of the auditor’s risk assessments and the inherent limitations of internal control, particularly the
risk of management override, some substantive procedures have to be performed in every audit.

AU-C 240.32 requires the auditor to evaluate the business rationale for significant unusual transactions to address
the risk of management override of controls by considering whether the business rationale (or lack thereof)
suggests that transactions may have been entered into to perpetrate fraudulent financial reporting or conceal
misappropriation of assets. In evaluating the business rationale for significant unusual transactions, factors the
auditor considers include whether:

¯ The transaction is overly complex in relation to its stated purpose.

¯ Management is overly concerned that the transaction receives a particular accounting treatment.

¯ Previously unidentified related parties are involved in the transaction.

¯ The parties to the transaction lack substance.

¯ The transaction and the manner of accounting have been reviewed and approved at an appropriate level,
such as by those charged with governance.

Considering the Application of Significant Accounting Principles for Bias

According to AU-C 240.29, the auditor should evaluate whether the application of significant accounting principles
indicates a bias on the part of management. In particular, the auditor should consider accounting related to
subjective measurements and complex transactions. Intentional misapplication of accounting principles relating to
amounts, classification, manner of presentation, or disclosure is oneway in which fraudulent financial reporting can
be accomplished.

Documentation Requirements

AU-C 230.08 requires auditors to document significant audit findings or issues, the conclusions reached about
made in reaching those conclusions. Judging the significance of a finding or issue generally requires an objective
analysis of the facts and circumstances.
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Evaluation of Presentation and Disclosure

AU-C 330.26 establishes the basic requirement that the auditor should perform audit procedures to evaluate
whether the overall presentation of the financial statements, including the related disclosures, is in accordance with
GAAP. AU-C 330.A72 explains that evaluating the overall presentation of the financial statements, including the
related disclosures, involves the following:

¯ Presentation inamanner that reflects theappropriate classificationanddescriptionof financial information.

¯ The form, arrangement, and content of the financial statements, including the related notes, with respect
to the—

¯¯ terminology used,

¯¯ amount of detail given,

¯¯ classification of items in the financial statements, and

¯¯ basis of amounts set forth in the financial statements.

In forming an opinion on financial statements, according to AU-C 700.16, the auditor should evaluate several
matters, including the following, related to presentation and disclosures, as to whether—

¯ significant accounting policies selected and applied are adequately disclosed,

¯ information presented is relevant, reliable, comparable, and understandable,

¯ disclosures enable intended users to understand the effect of material transactions and events on the
entity’s financial position, results of operations, and cash flows; and

¯ terminology used, including the title of each financial statement, is appropriate.

In this evaluation, the auditor considers the presentation, structure, and content of each of the individual financial
statements presented (e.g., typically the balance sheet, statement of revenues and expenses, statement of
changes in fund balances, and statement of cash flows), as well as the overall presentation of the financial
statements as a whole.

Summary of Planning and Performing Audit Procedures for Presentation and Disclosure. An appropriate
audit approach to planning and performing audit procedures to evaluate whether the overall presentation of the
financial statements, including the related disclosures, is in accordance with GAAP can be summarized as follows:

¯ Make a preliminary determination of the disclosure information that is material, considering both
quantitative and qualitative matters.

¯ As part of performing risk assessment procedures, including during the discussion of the engagement
team, identify potential material misstatements in disclosures at the assertion level that could arise due to
error or fraud.

¯ Plan and perform further procedures designed to detect whether material misstatements have occurred
at theassertion level inmaterial areasofdisclosure that are responsive to the risksofmaterialmisstatement.
As part of planning and performing procedures, consider whether—

¯¯ particular disclosures require the involvement of an auditor’s specialist or

¯¯ particular disclosures require special audit consideration.
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¯ Further audit procedures related to disclosures ought to include the following:

¯¯ Procedures for testing the gathering of disclosure information as part of the financial reporting and
closing process, including information from systems and processes that are not part of the general
ledger system.

¯¯ Procedures to agree or reconcile disclosure information with the underlying accounting records and
systems and processes that are not part of the general ledger system.

USING ANALYTICAL PROCEDURES

AU-C 520.06 requires the use of analytical procedures in the final review stage of the audit. The purpose of analytical
procedures at this stage is to identify any unusual or unexpected financial statement relationships not previously
identified and to assist the auditor in assessing the validity of the conclusions reached, including the opinion on the
financial statements. The auditor assesses whether the financial statementsmake sense in light of the knowledge and
understanding obtained during the audit. When the auditor does not have a sufficient understanding of the cause of
an unusual or unexpected relationship, the auditor may need to revise the risk of material misstatement and apply
additional audit procedures.

Preliminary analytical procedures are risk assessment procedures performed to obtain an understanding of the
entity and its environment for the purpose of assessing the risks of material misstatement and determining what
further audit procedures should be performed in response to the risk assessment. Final review analytical proce-
dures are used to consider the adequacy of the procedures performed. Although the objective of applying the
procedures may differ, the analytical procedures actually applied may be very similar or identical. At the planning
stage, analytical procedures will be applied to unaudited amounts. In the final review stage, the procedures will be
applied to amounts after audit adjustment. Thus, in the final review, a simple comparison to prior period amounts
at the financial statement level is normally effective.

One common form of documentation is referred to as a flux analysis. A flux analysis is a narrative explanation by
financial statement caption (line item) of the change in the amount from the prior period and of any unusual or
unexpected relationships to other financial statement line items in the current period. A flux analysis does not
appear to be required by AU-C 520, but it is a convenient means of documenting the thought process that is
required by the standard. A flux analysis is often performed during the risk assessment process at the start of the
audit. If there are relatively few adjustments made during the audit, the initial flux analysis can be updated rather
than reperformed in the final review.

AU-C 240 requires the auditor to perform preliminary analytical procedures related to revenue to identify unusual or
unexpected relationships that may indicate fraudulent financial reporting. Those procedures should be performed
through the end of the reporting period. If the full year’s revenue information is available during audit planning, the
required procedures can be performed during preliminary analytical procedures and updated during the final
analytical review stage of the audit.

Examples of analytical procedures and guidance on evaluating the results of analytical procedures are included in
Lesson 1.

PERFORMING THE REVIEW OF WORKPAPERS

The review of workpapers near the conclusion of the engagement generally consists of a detailed review of the
audit work of staff assistants and a higher level supervisory review. The supervisory review is usually conducted
after financial statements and the auditor’s report have been drafted and is the final check on whether the audit
work supports the overall conclusions on the financial statements. AU-C 220.18–.19 require the engagement
partner to take responsibility for review of the work performed in accordance with the firm’s review policies and
procedures. Based on the review of audit documentation and discussion with the engagement team, on or before
the date of the auditor’s report, the engagement partner should be satisfied that sufficient appropriate audit
evidence has been gathered to support the conclusions reached and the auditor’s report to be issued. In addition,
quality control standards indicate that a firm should establish policies and procedures that address supervision and
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review responsibilities. AU-C 230.09 requires that the workpapers indicate who reviewed the workpapers and the
date of the review.

Tax Department Review

Tax considerations often are significant to CIRAs. In addition to the detailed and supervisory review by audit
personnel, CPA firms with separate tax departments typically have the firm tax personnel review tax aspects of the
audit workpapers and financial statements, for example, those relating to whether the CIRA elects to be taxed under
IRC Section 277 or IRC Section 528. The auditor needs to discuss with tax department personnel any knowledge
they may have of matters that may affect the financial statements.

Timing of Review of Workpapers

AU-C 700.41 requires that the date of the auditor’s report be no earlier than the date on which sufficient appropriate
evidence has been obtained to support the opinion on the financial statements. Among other items, sufficient
appropriate audit evidence includes evidence that:

a. The audit documentation has been reviewed.

b. The financial statements, including disclosures, have been prepared.

c. Management has asserted that they have taken responsibility for the financial statements.

AU-C 220.19 requires that, by the date of the audit report, the engagement partner be satisfied that, through
discussion with the engagement team and a review of audit documentation, sufficient appropriate evidence has
been obtained to support both the audit conclusions and the audit report to be issued. It seems implicit in this
requirement that detailed and supervisory reviews need to be completed before the engagement partner’s review.
AU-C 220.A17 observes that the engagement partner may review all audit documentation but need not do so. AU-C
230.09c requires documentation of who reviewed the audit work and the review’s date and extent.

Review Checklists

Most firms use some form of checklist to serve as a reminder of important engagement completion matters and to
document completion of a review of the workpapers. The checklist provided in PPC’s Guide to Homeowners’
Associations and Other Common Interest Realty Associations has sections for documenting the detailed review and
the partner review, and it includes an optional step relating to tax department review.

Engagement Quality Control Review

Quality control standards (QC standards) require firms to establish criteria to determine which (if any) engagements
are subject to an engagement quality control review (EQCR). If an engagement meets the criteria established by
the firm, an EQCR should be performed and completed before the report is released (AU-C 220.21 and QC 10.40).
(Smaller firms may be challenged to perform engagement quality control reviews due to limited personnel
resources. QC standards indicate that sole practitioners or small firmsmay contract with qualified external individu-
als or firms to perform the EQCR function.)

Establishing Criteria for Engagement Quality Control Reviews. In establishing criteria for performance of an
EQCR, the structure and nature of the firm’s practice are important. Such criteria may include considerations such
as (a) the structure and nature of the firm, including the size of the firm, whether the firm is a single-office firm or part
of a multi-office practice, the number of partners in the firm, the types of services the firm performs and how those
services make up the total engagements of the firm; (b) the nature of the engagement, including whether it involves
a matter of public interest; (c) whether unusual circumstances or risks have been identified relating to the engage-
ment, engagement service type, or industry; and (d) whether laws or regulations require an engagement quality
control review to be performed.

Firms define engagement quality control review criteria based upon the firm’s unique circumstances. Since EQCR
criteria is based upon each firm’s unique circumstances, firms should consider whether their established EQCR
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criteria need to change when firm circumstances change. The firm’s quality control system should be a dynamic
system that changes as the firm changes. In addition, for each type of service provided, the firm may consider a
different set of EQCR criteria. In other words, the criteria established for audit engagements may differ significantly
than for other types of attest engagements. Accordingly, some firms may establish criteria that result in more
EQCRs being performed than other firms. Furthermore, firms may treat the same engagement differently for
purposes of establishing engagement quality control review criteria. The key point is that EQCR criteria are as
unique as the firm.

Any circumstance that creates an unusual or a higher level of engagement risk should be considered in establish-
ing EQCR criteria. The following list presents some of the types of situations that can be considered when
establishing EQCR criteria for a CIRA audit engagement:

¯ Third-party use of the report, such as a developer or the CIRA’s lender for financing purposes.

¯ High profile clients.

¯ New types of service for the firm, such as attest services related to reserves for repairs and replacements.

¯ Clients that are new types ofCIRAs (such as cooperatives or timeshares) for a firm that previously provided
services only to condominium or homeowner associations, or CIRAs with ancillary operations such as a
golf course or restaurant.

¯ CIRAs without competent or experienced accounting personnel.

¯ CIRAs with substantial fraud risk factors.

¯ CIRAs with significant related-party transactions, especially related parties such as boardmembers or the
developer who provide other services of the CIRA.

¯ CIRAs that have experienced material misstatements during the current or previous engagements.

¯ First time clients.

¯ Initial audits, especially audits of previously unaudited CIRAs or upon transfer of CIRA control to property
owned.

¯ Audits with unique considerations, such as management company transition audits.

¯ New firm partners.

Regardless of whether a particular engagement meets the firm’s stipulated EQCR criteria, it may be selected for
EQCR based on current year risk during engagement performance. On the other hand, however, a firm may not
choose to opt-out of performing EQCR when an engagement meets the firm’s established EQCR criteria.

While firms are required to establish criteria as part of their QC policies and procedures for determining when an
EQCR should be performed, if no engagements meet the criteria established by the firm for review, no EQCRs are
required to be performed.

If performed, the engagement quality control review should be completed before the audit report is released. The
review should be documented.

SUMMARIZATION AND EVALUATION AT THE END OF THE ENGAGEMENT

One of the final steps near completion of the engagement is evaluation of the misstatements discovered in
fieldwork. AU-C 240.35 requires auditors to evaluate whether identified misstatements are indicative of fraud. In
addition, AU-C 450.11 requires that the individual and aggregate effects of all uncorrected misstatements be
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considered to evaluate whether they are material to the financial statements as a whole. To evaluate the combined
effect of various uncorrected misstatements, it is necessary to summarize them in one place in the workpapers.

Categories for Evaluation

The categories of misstatements and the format used to summarize them are matters of individual firm preference.
This course uses the following classifications:

a. Normal Closing Entries. These are routine entries, such as adjustments of accruals, that are made to help
the client close out the books for the year. If normal closing entries are booked, they are not misstatements
and should not be included in the summary of audit differences. Normal closing entries also ordinarily are
not significant findings or issues that would be subject to the documentation requirements of AU-C 230,
Audit Documentation. However, it is often useful to group all those entries in one place. Grouping closing
entries in one place is more convenient for supervisory review and discussion with the client. The client
needs to agree with booking these entries and accepting responsibility for them because the financial
statements are the client’s responsibility.

b. Audit Differences. These are any differences noted between the accounting records and the evidence
obtained during the audit. An audit difference could be any of the following:

(1) Passed adjustment for a specifically identified misstatement.

(2) Projected misstatement from a substantive audit sampling application.

(3) Significant unexplained difference from an analytical procedure that is treated like a misstatement.

(4) Difference between the client’s accounting estimate and the relevant end of the auditor’s acceptable
range for that estimate.

Audit Differences

In discussing summarization and evaluation, this course uses the term audit differences to refer to misstatements
of amounts and classification. This term was adopted because, as a practical matter, the auditor can only summa-
rize quantitative misstatements. Other misstatements, primarily those relating to presentation and disclosure
assertions, are usually judged qualitatively on an individual basis.

Types of Misstatements. AU-C 450.A3 provides the following terminology to distinguish between the types of
misstatements, which auditorsmay find beneficial in evaluating the effect of misstatements accumulated during the
audit and communicating misstatements to management and those charged with governance:

a. Factual Misstatement. This is a misstatement about which there is no doubt.

b. Judgmental Misstatement. A judgmental misstatement is one that arises from judgments made by
management related to accounting estimates that the auditor believes to be unreasonable. This type of
misstatement may also arise due to the selection or application of accounting principles by management
that the auditor considers to be inappropriate.

c. Projected Misstatement. This type of misstatement is the result of the auditor’s best estimate of
misstatement extrapolated to entire populations arising from the use of sampling procedures.

Factual misstatements are observed directly by the auditor when performing audit procedures. For example,
assessment revenue recorded in the wrong accounting period is a factual misstatement. Judgmental and projected
misstatements, while not actually observed by the auditor, arise from procedures performed during the audit. For
example, the auditor may determine through performance of procedures to evaluate the adequacy of the allowance
for uncollectible assessments that the CIRA’s bad debt expense is unreasonable given historical trends and the
current economic environment, resulting in the identification of a judgmental misstatement. In addition, the auditor
may determine the amount of a projected misstatement based on the results of a sampling application.
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Communication of Misstatements to Management. AU-C 450.07 requires the auditor to communicate to man-
agement on a timely basis all misstatements accumulated during the audit, other than clearly trivial ones. AU-C
450.07–.09 also require the following related to the communication and correction of misstatements:

¯ Ask the appropriate level of management to correct accumulated misstatements.

¯ After the detection of a misstatement, the auditor may request management to examine the account
balance, transaction class, or disclosure in which the auditor identified a misstatement and make
corrections.

¯ When the auditor identifies a judgmental misstatement involving a difference in an estimate, the auditor
may ask management to review the assumptions and methods used in developing its (management’s)
estimate. After management’s investigation, the auditor should perform additional audit procedures to
determine whether misstatements remain.

¯ If management decides not to correct some or all of the misstatements, the auditor should obtain an
understanding of management’s reasons for not correcting the misstatements and take that into account
when making the qualitative considerations discussed in the “Different Levels for Different Amounts,
Subtotals, or Totals” paragraph later in this lesson. The auditor should also consider the implications for
the audit report. In addition, as discussed later in this lesson, uncorrected misstatements are significant
audit findings under AU-C 260.13 and should be communicated to those charged with governance.

Evaluating Audit Differences

AU-C 700.14 states that the auditor should concludewhether the financial statements as a whole are free ofmaterial
misstatement. The auditor considers both the individual and aggregate effects of all uncorrected misstatements to
evaluate whether the financial statements are fairly stated. In making that evaluation, the auditor should consider
both quantitative and qualitative factors, as well as the effect on prior periods. The summarization and evaluation of
audit differences can be complex. It is a good idea for the summarization and evaluation to include consideration
of the following factors:

¯ Nature. For example, services provided but not billed, accounts payable not recorded, and assets
expensed instead of capitalized.

¯ Cause. For example, arithmetic or mechanical mistake, or inappropriate application of an accounting
principle because of misunderstanding, intentional use of an accounting principle that is not generally
accepted, and whether misstatements are isolated or related to a common cause.

¯ Amount. The dollar amount of the difference and whether the difference is an overstatement or
understatement.

¯ Effect. The financial statement components affected by the difference, (for example, the excess of revenue
over expenses or total liabilities). (Also, consider the effect on compliance with loan covenants, such as
maintaining certain operating ratios, or similar issues.)

As discussed above, the auditor communicates to management on a timely basis all misstatements accumulated
during the audit, other than clearly trivial ones. For many small CIRAs, management will have corrected all nontrivial
misstatements and remaining uncorrectedmisstatements will be limited. Generally, managementwill record factual
misstatements. For judgmental misstatements, management often will challenge the auditor’s assumptions about
the misstatement and resolve any differences in those assumptions to determine if an adjustment should bemade.
For projected misstatements, management normally evaluates the population to determine the actual misstate-
ments in the population to eliminate the projection element.

The quantitative effects of misstatements need to be combined in a way that enables the auditor to consider
whether, in relation to individual amounts, subtotals, or totals in the financial statements, the misstatements
materially misstate the financial statements as a whole. That simply means the auditor needs to consider not only
the materiality of individual misstatements, but also their combined effect on important financial statement totals or
subtotals.
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The application and other explanatory material related to evaluating the effect of uncorrected misstatements
included in AU-C 450 explains that before considering the combined effect of uncorrected misstatements, the
auditor considers each misstatement separately to evaluate the following matters:

¯ Its effect in relation to the relevant individual classes of transactions, account balances, or disclosures,
includingwhethermateriality levels for that particular class of transactions, account balance, or disclosure,
if any, has been exceeded.

¯ The effect of considering the individual misstatement on the financial statements taken as a whole,
including whether it is appropriate to offset misstatements. For example, it may be appropriate to offset
misstatements of items within the same account balance or class of transactions; however, the risk that
further undetected misstatements may exist is considered before concluding that offsetting even
immaterial misstatements is appropriate. If the misstatement of an individual financial statement amount
causes the financial statements as a whole to be materially misstated, auditors need to exercise caution
before aggregating that misstatement with misstatements in other financial statement components. It is
unlikely that the effect of an individually material misstatement can be offset against other misstatements
that diminish its effect on important financial statement totals or subtotals in order to justify that, as awhole,
the financial statements are not materially misstated. For example, it is not appropriate for a material
misstatement of revenue to be netted against an offsetting misstatement of expenses, even though the
aggregate effect on net income is not material.

¯ The effect of misstatements related to prior periods. In prior periods, misstatements may not have been
corrected by the entity because they did not cause the financial statements for those periods to be
materiallymisstated.Thosemisstatementsmightalsoaffect thecurrentperiod’s financial statements.AU-C
450.11 states that in determining whether uncorrected misstatements are material (individually or in the
aggregate), theauditor shouldconsider theeffect on thecurrent period’s financial statementsof thoseprior
period misstatements. The two main approaches used for considering the effect of prior period
misstatements (that is, the rollover and iron curtain methods) are discussed later in this lesson.

Clearly Trivial Misstatements. Some auditors set an amount below which detected misstatements need not be
accumulated on the summary of audit differences (often referred to as adjustments passed at the workpaper level).
AU-C 450.05 requires the auditor to accumulate misstatements identified during the audit, other than those that are
clearly trivial. AU-C 450.A2 explains that clearly trivial does not mean the same thing as not material. Misstatements
that are clearly trivial are inconsequential in amount, whether considered individually or in the aggregate and whether
judged by any criteria of size, nature, or circumstance. Clearly trivial matters are a wholly different order of magnitude
(smaller) than materiality determined in accordance with AU-C 320. If there is any uncertainty regarding an item
meeting the classification of clearly trivial, the matter is not considered to be clearly trivial.

When determining whether the amount of a misstatement meets the clearly trivial criteria, auditors need to be
careful not to net proposed adjustments at the workpaper level. For example, assume the auditor has determined
that only misstatements greater than $500 need to be accumulated on the summary of audit differences. If the
auditor has a knownmisstatement that overstates income by $10,000 and a misstatement that understates income
by $10,500, both misstatements need to be included on the summary of audit differences.

Evaluating Estimates.A discussion of accounting estimates and examples of common accounting estimateswere
included earlier in this lesson. The result of auditing an accounting estimate is often a range for the estimate that the
auditor considers acceptable. AU-C 540 states that an accounting estimate may be evaluated by reviewing
subsequent events; testing management’s methods, assumptions and data; or developing a point estimate or a
range. If the client’s estimate is unreasonable based on the auditor’s evaluation, then the difference between the
client’s estimate and the auditor’s estimate would be considered a judgmental misstatement. (When the auditor’s
estimate is a range, the amount of the misstatement is the difference between the client’s estimate and the closest
end of the auditor’s range.)

AU-C 540.21 requires the auditor to review judgments and decisionsmade bymanagement whenmaking account-
ing estimates to determine if there are any indicators of possible management bias. If management, for example,
always chooses estimated amounts for the valuation of assets that are at the low end of the auditor’s range of
acceptable amounts, the combined effect could result in a material misstatement of income. In that case, the
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auditor would consider whether other recorded estimates reflect a similar bias and perform additional procedures
to address those estimates taken as a whole. The auditor might consider whether management’s estimates were at
one end of the auditor’s reasonable range in the prior year and at the other end in the current year. That could
indicate the possibility that management is using accounting estimates to manage the excess of revenues over
expenses. If the auditor believes that is the case, the auditor should consider communicating the matter to those
charged with governance as discussed later in this lesson.

AU-C 240.32 requires the auditor to review accounting estimates for biases that could result in material misstatement due
to fraud. If the auditor identifies possible bias, the auditor should evaluate accounting estimates as a whole.

Different Materiality Levels for Different Amounts, Subtotals, or Totals. For planning purposes, a judgment is
made about a single materiality amount for the financial statements as a whole, known as planning materiality. In
addition to planning materiality, the auditor determines whether there are particular financial statement items for
which a lower planning materiality amount is appropriate based on user perceptions of the particular items. Also,
to achieve the objective of performing the audit to obtain reasonable assurance of detectingmisstatements that the
auditor believes could be large enough, individually or in the aggregate, to be quantitatively material to the financial
statements, the auditor establishes a performance materiality amount at the individual account balance, class of
transaction, or disclosure level. Determining performance materiality is beyond the scope of this course but is
discussedmore fully inPPC’s Guide to Homeowners’ Associations andOther Common Interest Realty Associations.
The auditor also considers materiality when evaluating audit differences at the conclusion of the engagement.
During this evaluation, the auditor considers the effect of misstatements on specific amounts, subtotals, or totals in
financial statements. In this case, it is possible to use a larger amount in evaluating the effect on certain amounts,
subtotals, or totals than on others. Audit differences can be accumulated by various financial statement subtotals
to accommodate the auditor’s consideration of the effect of misstatements noted.

However, exclusive reliance on a quantitative amount or percentage relationship for determining materiality is not
appropriate. Qualitative factors also should be considered. The consideration of qualitative factors may cause the
auditor to conclude that a quantitatively small misstatement is material to the financial statements. AU-C 450.A23
indicates that some misstatements surrounding circumstances(qualitative considerations) may cause the auditor
to conclude that they are material, individually or when aggregated with other misstatements, even if they are lower
than the amount previously designated asmaterial to the financial statements as a whole. If, as the audit progresses
or when evaluating audit findings, the auditor concludes that lower materiality levels than the amounts determined
during audit planning are appropriate, the auditor should reconsider the related levels of performance materiality
and the sufficiency of the further audit procedures that were performed. AU-C 450.06 indicates that the auditor
should determine whether misstatements identified as the audit progresses require revision to the overall audit
strategy and audit plan. In making that determination, the auditor considers whether (a) the nature of identified
misstatements and the circumstances related to their occurrence indicate that other misstatements may exist, that
when aggregated with misstatements already accumulated, could be material, or (b) the misstatements accumu-
lated during the audit approaches materiality levels determined in accordance with AU-C 320 (that is, planning
and/or performance materiality).

Overall Evaluation. Even if the auditor concludes that the effects of uncorrected misstatements, individually or in
the aggregate, do not cause the financial statements to be materially misstated, the auditor recognizes that there
is a risk that the financial statements may be materially misstated due to further undetected misstatements. If
combined uncorrected misstatement is very close to the amount an auditor considers material to the financial
statements as a whole, the risk of further misstatementmay be considered unacceptable. For example, if an auditor
considers $20,000 material and uncorrected misstatement is $5,000, the risk of further misstatement of $15,000
may be considered acceptably low. If combined uncorrectedmisstatement is very close to $20,000, the risk may be
considered unacceptably high. In that case, the auditor needs to perform additional procedures or determine that
the CIRA appropriately adjusts the financial statements.

Evaluating the Existence of Fraud

If the auditor believes or suspects misstatement is indicative of fraud, the auditor should evaluate its implications for
the audit. Those implications may be more significant if management is involved. If management is involved,
questions about management’s integrity may raise doubts about the auditor’s ability to rely on representations made
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during the audit. In that case, the auditor should reevaluate the assessment of the risks of material misstatement due
to fraud and its resulting effect on the nature, timing, and extent of audit procedures to respond to the assessed risks.

If the auditor concludes that, or is unable to conclude whether, the financial statements are materially misstated as
a result of fraud, the auditor should evaluate the implications for the audit.

In some cases, the risk of material misstatement of the financial statements due to fraud is so significant that
auditors should consider withdrawing from the engagement. If the auditors withdraw, they should communicate the
reasons for their withdrawal to the appropriate level of management and those charged with governance and
determine whether they have a professional or legal requirement to report the withdrawal and the reasons for it to
those who engaged them or to regulatory authorities. The decision to withdraw may depend on whether the
identified risks call into question the integrity ofmanagement andwhethermanagement or others with oversight are
diligent and cooperative in investigating the situation and taking appropriate action. Best practices indicate that
auditors considering withdrawal should consult with legal counsel.

Documentation Requirements

To evaluate the combined effect of various uncorrected misstatements, it is necessary to summarize them in one
place in the workpapers. AU-C 450.12 states that the auditor should prepare documentation of the following:

¯ The amount by which misstatements would be regarded as clearly trivial.

¯ All misstatements accumulated by the auditor during the audit, and whether they have been corrected by
management.

¯ The auditor’s conclusion as to whether uncorrectedmisstatements, individually or in the aggregate, do or
do not cause the financial statements to be materially misstated, and the basis for that conclusion.

Summary of Audit Differences. An auditor needs to combine, or aggregate, the effect on the financial statements of
all uncorrected misstatements to evaluate whether the financial statements as a whole are materially misstated.
According to AU-C 450, misstatements need to be combined in a way that enables the auditor to consider whether
the misstatements in individual amounts, subtotals, or totals in the financial statements materially misstate the
financial statements as a whole. That simply means the auditor needs to consider not only the materiality of individual
misstatements, but also their combined effect on important financial statement totals or subtotals.

Two methodologies have been used in practice to aggregate differences—the rollover method and the iron curtain
method. Some firms use the rollover method; others use the iron curtain method. The main difference between the
two methods is how the effects of prior-period misstatements are considered. The rollover method considers all
misstatements (current-period misstatements as well as the impact of prior-period waived adjustments on current-
period income). The iron curtain method focuses on the impact of misstatements on the audited balance sheet and
considers the effect on current-period income of amounts needed to correct the balance sheet. For further informa-
tion regarding the rollover and iron curtain methods, see PPC’s Guide to Audits of Nonpublic Companies.

Evaluation of Overall Materiality

The combined effect of uncorrectedmisstatements on various financial statement components (amounts, subto-
tals, or totals) should be compared to the amount that the auditor considers material to the financial statements
as a whole. The auditor’s judgments about materiality in audit planning may be different than materiality used in
evaluating audit findings because it is not possible to anticipate everything that could ultimately influence
judgments about materiality when evaluating audit findings at completion of the audit. For example, while
performing the audit, the auditor may become aware of quantitative or qualitative factors that were not initially
considered but could be important to users of the financial statements. Those factors should be considered in
making materiality judgments about audit findings. If the auditor concludes that a lower materiality level than
initially determined is appropriate, the auditor should reconsider performancemateriality and appropriateness of
the nature, timing, and extent of further audit procedures. If the nature of identified misstatements and the
circumstances of their occurrence indicate that other misstatements may exist that could be material when
aggregated with identifiedmisstatements, the auditor should also consider whether the overall audit strategy and
audit plan need to be revised.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

14. Which of the following CIRAs is most likely to have difficulty continuing as a going concern?

a. CIRA 1 had operating losses on its most recent financial statements.

b. CIRA 2 switches its main supplier for a new vendor.

c. CIRA 3 renovates the members’ clubhouse.

d. CIRA 4’s real estate has declined a great deal in value.

15. Which of the following statements best describes how an auditor deals with a going concern issue under AU-C
570A?

a. The auditor must perform specific procedures to determine whether the entity’s ability to continue as a
going concern is an issue.

b. If there is substantial doubt, the auditor should obtain information about management’s plans to mitigate
the effect of the conditions or events.

c. The auditor should considermanagement’s plans tomitigate substantial doubt separately from the doubt
itself.

d. Since management’s plans are assessed, it is unnecessary for the auditor to document findings about
such substantial doubt.

16. Which of the following auditors has correctly addressed an issue related to the management representation
letter in a CIRA audit?

a. Imogen has management focus the letter on CIRA-specific issues, such as funding major repairs and
replacements.

b. James accepts management’s oral statements in lieu of a written representation letter.

c. Kendra has her CIRA client limit its representations to those that are material to the financial statements.

d. Louis expresses an unmodified opinion on the CIRA’s financial statements even thoughmanagement did
not provide representations.

17. Whichof the followingCPA firmshascorrectly dealtwith an issue related to engagement quality control reviews
(EQCRs)?

a. Firm A establishes its own criteria for when EQCRs are necessary.

b. Firm B performs its EQCRs after the audit report has been released.

c. Firm C is small enough that it considers itself exempt from EQCR requirements.

d. Firm D maintains the same EQCR requirements every year for consistency.
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18. What is the correct term for amisstatement in which the auditor uses sampling to estimate how amisstatement
will affect an entire population of data?

a. Audit differences.

b. Judgmental misstatement.

c. Projected misstatement.

d. Factual misstatement.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

14. Which of the following CIRAs is most likely to have difficulty continuing as a going concern? (Page 68)

a. CIRA 1 had operating losses on its most recent financial statements. [This answer is incorrect. One year
of losses is not enough to engender doubt about an entity’s ability to continue as a going concern.
However, if theCIRAhasanegative trendof recurringoperating lossesovermultiple years, thendoubtmay
legitimately be raised.]

b. CIRA 2 switches its main supplier for a new vendor. [This answer is incorrect. There could be many valid
reasons why an entity switches suppliers. However, doubt may arise about a CIRA’s ability to continue as
agoingconcern if the usual trade credit is deniedbycontractors and suppliers, as thismaymean theentity
is having financial difficulties.]

c. CIRA 3 renovates the members’ clubhouse. [This answer is incorrect. Renovations can be a perfectly
normal part of the operating cycle of a CIRA. However, an internal matter that may indicate difficulty in
continuing as a going concern would be if the CIRA’s physical structure were deteriorating or in disrepair.
The fact that CIRA 3 has the funds to do a renovation actually speaks well of their ability to continue as a
going concern, because it should indicate they are not running into financial difficulties.]

d. CIRA 4’s real estate has declined a great deal in value. [This answer is correct. There are many
external matters that could raise doubt about an entity’s ability to continue as a going concern for
a reasonable period of time. Examples include (1) legal proceedings, legislation, or similar matters
that might jeopardize the CIRA’s ability to operate; (2) significant declines in values of real
estate/increase in foreclosures; and (3) significant uninsured or underinsured catastrophe or
disaster such as earthquake, tornado, or flood. Though the decline in real estate value may not be
CIRA 4’s fault, it may negatively impact theCIRA’s ability to continue as a going concern, as it could
affect the CIRA’s ability to sell units and get mortgages. Therefore, CIRA 4’s auditor needs to
address doubt about the ability to continue as a going concern in the audit engagement.]

15. Which of the following statements best describes how an auditor deals with a going concern issue under AU-C
570A? (Page 68)

a. The auditor must perform specific procedures to determine whether the entity’s ability to continue as a
goingconcern isan issue. [Thisanswer is incorrect. AU-C570Adoesnotmandateanyspecificprocedures
designed solely to search for conditions or events that might affect the association’s ability to continue as
a going concern, but it does require specific assessment of whether audit procedures that were applied
identified such conditions and events.]

b. If there is substantial doubt, the auditor should obtain information about management’s plans to
mitigate theeffect of theconditionsor events. [This answer is correct. If, after assessing theauditing
procedures applied, the auditor believes there is substantial doubt about the CIRA’s ability to
continue as a going concern, AU-C 570A requires the auditor to obtain information regarding
management’s plans tomitigate the adverse effects of the conditions and events that indicate there
is substantial doubt about the entity’s ability to continue as a going concern and the likelihood of
effectively implementing those plans.]

c. The auditor should considermanagement’s plans tomitigate substantial doubt separately from the doubt
itself. [This answer is incorrect. Management’s plans tomitigate the effect of conditions or events that give
rise to substantial doubt that the CIRA can continue as going concern are integral to the auditor’s
consideration of the issue as a whole. The auditor’s initial substantial doubt could even be alleviated by
management’s plans. Therefore, both sides of the issue must be considered together.]

d. Since management’s plans are assessed, it is unnecessary for the auditor to document findings about
such substantial doubt. [This answer is incorrect. When conditions or events cause the auditor to believe,
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before consideration of management’s plans, there is substantial doubt about the CIRA’s ability to
continue as a going concern for a reasonable period of time, AU-C 570A.22 requires documentation of
specific items, such as the conditions or events that caused the auditor to have this substantial doubt.]

16. Which of the following auditors has correctly addressed an issue related to the management representation
letter in a CIRA audit? (Page 75)

a. Imogen has management focus the letter on CIRA-specific issues, such as funding major repairs and
replacements. [This answer is incorrect. It is a best practice for auditors to obtain representations from
management and the board of directors about CIRA-specific matters (e.g., the association’s policy for
funding future major repairs and replacements) in addition to those made in audits of the financial
statements for other kindsof reportingentities. Therefore,while Imogencanhaveher client’smanagement
include these issues, the management representation cannot focus solely on these CIRA-specific items.]

b. James accepts management’s oral statements in lieu of a written representation letter. [This answer is
incorrect. AU-C 580,Written Representations, requires the auditor to request written representations from
management with appropriate responsibilities for the financial statements. Amanagement representation
letter, amongother things, confirms oral representations about specificmatters given to the auditor during
the audit and provides audit evidence that supports the validity of the results of other audit procedures.
James would not have this necessary audit evidence if his representations from management were oral
instead of written.]

c. Kendra has her CIRA client limit its representations to those that are material to the financial
statements. [This answer is correct. AU-C 580.A22 permits, but does not require, limiting
representations to matters that are either individually or collectively material to the financial
statements. That limitation is acceptable, however, Kendra will need to make sure that
representations limited thusly directly relate to amounts in the financial statements and reach an
agreement with management about what is material for this purpose.]

d. Louis expresses an unmodified opinion on the CIRA’s financial statements even thoughmanagement did
not provide representations. [This answer is incorrect. AU-C 580 is clear that the inability to obtain
appropriate written representations prevents an auditor from expressing an unmodified opinion andmay
cause an auditor to disclaim an opinion or even withdraw from the engagement. Therefore, Louis would
not be able to express an unmodified opinion unless the CIRA’s management provides the necessary
representations.]

17. Whichof the followingCPA firmshascorrectly dealtwith an issue related to engagement quality control reviews
(EQCRs)? (Page 82)

a. Firm A establishes its own criteria for when EQCRs are necessary. [This answer is correct. Quality
control standards (QC standards) require firms to establish criteria to determine which (if any)
engagements are subject to an EQCR. Therefore, since the QC standards to not prescribe any
mandatory criteria, Firm A has complied with them by setting this criteria.]

b. Firm B performs its EQCRs after the audit report has been released. [This answer is incorrect. According
to AU-C 220.21 and QC 10.40, if an engagement is subject to an EQCR, the review should be performed
and completed before the report is released. Therefore, Firm B needs to perform its EQCRs earlier in the
audit process.]

c. Firm C is small enough that it considers itself exempt from EQCR requirements. [This answer is incorrect.
Smaller firms may be challenged to perform EQCRs due to limited personnel resources. QC standards
indicate that sole practitioners or small firms may contract with qualified external individual or firms to
perform the EQCR function. Therefore, Firm C is not exempt from EQCRs solely because of its size.]

d. Firm Dmaintains the same EQCR requirements every year for consistency. [This answer is incorrect. The
firm’s quality control system should be a dynamic system that changes as the firm changes. Therefore,
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Firm D should consider whether its established EQCR criteria need to change when firm circumstances
change.]

18. What is the correct term for amisstatement in which the auditor uses sampling to estimate how amisstatement
will affect an entire population of data? (Page 84)

a. Audit differences. [This answer is incorrect. This term refers to differences noted between the accounting
records and the evidence obtained during the audit.]

b. Judgmental misstatement. [This answer is incorrect. Per AU-C 450.A3, this term refers to a misstatement
that arises from judgmentsmadebymanagement related toaccountingestimates that theauditorbelieves
to be unreasonable. This type of misstatement may also arise due to the selection or application of
accounting principles by management that the auditor considers to be inappropriate.]

c. Projected misstatement. [This answer is correct. According to AU-C 450.A3, this term refers to
misstatement that is the result of the auditor’s best estimate of misstatement extrapolated to entire
populations arising from the use of sampling procedures.]

d. Factual misstatement. [This answer is incorrect. This term refers to misstatement about which there is no
doubt, according to the definitions provided in AU-C 450.A3.]
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PREPARING A DRAFT OF THE FINANCIAL STATEMENTS AND THE
AUDITOR’S REPORT

Financial Statements

PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations presents illustrations of
CIRA financial statements. In many small CIRA audit engagements, the auditor drafts or assists with drafting the
financial statements. (Financial statement preparation assistance is a nonattest service subject to the requirements
of ET 1.295 of the AICPA Code of Professional Conduct). Management needs to understand that the auditor’s
involvement in drafting the financial statements does not change the fact that management is responsible for the
financial statements. Management is expected to acknowledge its responsibility in themanagement representation
letter. Furthermore, for the auditor to remain independent, among other things, management should agree to
accept that responsibility, and the auditor should be satisfied that management has the ability to do so. The
auditor’s understanding with the client regarding drafting the financial statements should be documented as
discussed later in this lesson. The auditor needs to discuss the representation letter with management personnel
so they understand the meaning and significance of acknowledging responsibility for the financial statements.

Management also needs to understand that the auditor’s involvement in drafting the financial statements may be
the result of a significant deficiency or material weakness in internal control that should be communicated, in
writing, to management and those charged with governance. AU-C 265, Communicating Internal Control Related
Matters Identified in an Audit, including issues related to the auditor’s involvement in financial statement prepara-
tion, is discussed in detail later in this lesson.

Notes to the Financial Statements

The notes to the financial statements are an integral part of the financial statements. Normally, the information in the
notes is tested when the related financial statement components are tested.

Even the most experienced auditors find it necessary to use an aid to remind them of the multitude of disclosures
required by GAAP. One option is to use a disclosure checklist, such as the one provided in PPC’s Guide to
Homeowners’ Associations and Other Common Interest Realty Associations.

Dating the Auditor’s Report

AU-C 700.4 requires the date of the auditor’s report to be no earlier than the date that sufficient appropriate audit
evidence has been obtained to support the opinion on the financial statements. Among other items, sufficient
appropriate audit evidence includes evidence that:

a. The audit work has been reviewed.

b. The financial statements, including disclosures, have been prepared.

c. Management has taken responsibility for the financial statements.

Auditors need to coordinate the following dates:

¯ Audit report date.

¯ Management representation letter date.

¯ Subsequent events evaluation note disclosure date.
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To coordinate the auditor’s report date, management representation letter date, and the subsequent events
evaluation note disclosure date, this course suggests that the auditor take the following steps:

¯ Discuss the dating requirements with management in advance of starting the audit.

¯ Include in the engagement letter a provision that management will not date the subsequent event note
earlier than the date of their management representation letter and the date of the auditor’s report.

That process will generally result in the date management discloses as the date through which they have evaluated
subsequent events being the same date as the auditor’s report.

Auditor’s Reports

AU-C 700, Forming an Opinion and Reporting on Financial Statements, addresses the auditor’s responsibility to
form an opinion on the financial statements and on the form and content of the auditor’s report.

This section discusses the following aspects of audit reports that often arise in CIRA engagements:

¯ Note disclosure on funding future repairs and replacements.

¯ Reporting on comparative financial statements.

¯ Reporting on supplementary information accompanying the basic financial statements.

¯ Reporting on comparisons of budgeted and actual information.

¯ Required supplementary information on future major repairs and replacements.

¯ Reporting on information required by HUD.

¯ Auditor’s responsibility for other information.

Note Disclosure on Funding Future Major Repairs and Replacements

To keep the financial statements from beingmisleading, the FASB ASC 972-235-50-2 requires CIRAs to disclose the
following information concerning their funding for future major repairs and replacements:

¯ Requirements, if any, in statutes or association documents (or mortgage or governmental bodies funding
requirements, such as the FHA), to accumulate funds for future major repairs and replacements and the
CIRA’s compliance or lack of compliance with them

¯ A description of the CIRA’s funding policy, if any (including a policy to fund future major repairs and
replacements by special assessments or borrowings when needs occur), and compliance with that policy

¯ A statement that funds, if any, are being accumulated based on estimated future (or current) costs and that
actual expenditures may vary from those estimates and the variations may be material

¯ Amounts assessed for major repairs and replacements in the current period, if any

¯ A statement indicating whether a study was conducted to estimate the remaining useful lives of common
property components and the costs of future major repairs and replacements.

Comparative Financial Statements

If CIRAs present their financial statements using fund accounting, prior-period financial statements usually are
presented in a single column and show only total-all-funds information. If auditors are to express an unmodified
opinion on the prior-period financial statements, the prior-year statements should include all of the detail required
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by GAAP. Thus, generally auditors need to consider whether the statements include all of the disclosures required
by GAAP, especially information about funds that have been designated for future major repairs and replacements
and any assessments that were used for purposes other than those for which they were designated. Often any
necessary disclosures may be easily made in the notes to the financial statements. If the prior-period financial
statements include all of the disclosures required by GAAP, the auditors should issue a standard unmodified report
in conformity with AU-C 700.

If prior period comparative financial information lacks the sufficient detail required by GAAP as described above,
AU-C 700.A52 states that the auditor need not opine on the comparative information in accordance with AU-C 700.
However, when comparative information is presented but not covered by the auditor’s opinion on the financial
statements, AU-C 700.47 requires the auditor to clearly indicate the character of the auditor’s work, if any, and the
degree of responsibility the auditor is taking. To comply with that requirement, auditors may add a separate section
in the auditor’s report following the opinion paragraph with a heading such as “Report on Summarized Compara-
tive Information,” as follows:

Report on Summarized Comparative Information

We have previously audited XYZ Homeowners’ Association’s 20X2 financial statements, and we
expressed an unmodified opinion on those financial statements in our report dated February 10,
20X3. In our opinion, the summarized comparative information presented herein as of and for the
year ended December 31, 20X2, is consistent, in all material respects, with the audited financial
statements from which it has been derived.

If the CIRA requests the auditor to express an opinion on the prior period as well as the current period and the
information for the prior period does not include sufficient detail to constitute a fair presentation in accordance with
GAAP, the CIRA would need to include additional columns or separate detail and the required disclosures for the
prior period, or the auditor would need tomodify the opinion on the prior period financial statements in accordance
with AU-C 705, Modifications to the Opinion in the Independent Auditor’s Report.

Supplementary Information

Some CIRAs choose to present information supplementing the financial statements, such as the following:

¯ Schedules of revenues and expenses.

¯ Analysis of activity in the repair and replacement fund.

¯ For CIRAs involved with HUD reporting, the financial schedule required by HUD.

In addition, FASB ASC 972-235-50-3 requires CIRAs to disclose certain supplementary information about future
major repairs and replacements outside the basic financial statements. The following auditing standards define the
types of information accompanying the basic financial statements and provide guidance on the auditors’ related
responsibilities, including reporting responsibilities:

¯ AU-C 720, Other Information in Documents Containing Audited Financial Statements.

¯ AU-C 725, Supplementary Information in Relation to the Financial Statements as a Whole.

¯ AU-C 730, Required Supplementary Information.

Inmost circumstances, other than required supplementary information, auditors’ responsibilities for supplementary
information accompanying the CIRA’s basic financial statements will be governed by AU-C 725. According to AU-C
725, auditors have a responsibility to report on supplementary information presented outside the basic financial
statements when they (a) have audited the financial statements and (b) are engaged to report on whether the
supplementary information is fairly stated in relation to the financial statements as a whole. (The auditors’ responsi-
bilities when the supplementary information is contained in a document such as a CIRA’s annual report and they
are not engaged to report on supplementary information are set forth in AU-C 720,Other Information in Documents
Containing Audited Financial Statements and discussed later in this lesson. AU-C 725 requires auditors to apply the
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following procedures to determine whether the supplementary information is fairly stated in relation to the basic
financial statements as a whole:

a. Determine that the supplementary information was derived from and relates directly to the underlying
accounting and other records used to prepare the financial statements.

b. Determine that the supplementary information relates to the same period as the financial statements.

c. Determine that the supplementary information will accompany the audited financial statements or that the
audited financial statements will be made readily available by the CIRA. (Audited financial statements are
considered to be “readily available” if a third party user can obtain the audited financial statements without
any further action by the entity, for example, because they are available on the entity’s website.)

d. Inquire of management about the purpose of the supplementary information, the criteria used by
management toprepare it, andanysignificant assumptionsor interpretationsunderlying themeasurement
or presentation of the supplementary information.

e. Determine that the form and content of the supplementary information complies with applicable criteria.

f. Obtain an understanding of the methods of preparing the supplementary information and determine
whether they are consistent with those used in prior years (or if preparation methods have changed from
those used in prior periods, the reason for those changes).

g. Compare and reconcile the supplementary information to the financial statements or the underlying
accounting and other records.

h. Evaluate the appropriateness and completeness of the supplementary information.

In addition, AU-C 725.06–.07 require auditors to obtain the following acknowledgments and written representations
from management:

a. Obtain the agreement of management that it acknowledges and understands its responsibility to—

¯ Prepare the supplementary information in accordance with applicable criteria.

¯ Provide the auditors with certain written representations. (See item b.)

¯ Include the auditor’s report on the supplementary information in any document that contains the
supplementary information and that indicates that the auditors have reported on it.

¯ Present the supplementary information with the audited financial statements or make the audited
financial statements readily available to intended users of the supplementary information if the
supplementary information will not be presented with the audited financial statements.

b. Obtain the following written representations from management:

¯ Acknowledgment of its responsibility for preparing the supplementary information in accordancewith
the applicable criteria.

¯ Belief that the supplementary information, including its form and content, is fairly presented in
accordance with the applicable criteria.

¯ Methods of measurement or presentation used to prepare the supplementary information are
consistent with those used in prior years (or if preparation methods have changed from those used
in prior periods, the reason for those changes).
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¯ Significant assumptions or interpretations underlying the measurement or presentation of the
supplementary information.

¯ When the supplementary information is not presentedwith the audited financial statements, that it will
make the audited financial statements readily available to the intended users of the supplementary
information no later than the issuance of the supplementary information and the auditors’ report.

The engagement letter can be used if the auditors choose to obtain management’s acknowledgments in item a.
above in writing. Representation letters in can include management’s representations from item b. above.

Auditors’ Reports. An auditor’s report on supplementary information may either be presented separately or
included as an other-matter paragraph following the opinion paragraph of the auditor’s report on the financial
statements. The other-matter paragraph or separate report should include statements that—

a. The audit was conducted for the purpose of forming an opinion on the financial statements as a whole.

b. The supplementary information is presented for purposes of additional analysis and is not a required part
of the financial statements.

c. The supplementary information is the responsibility of management and was derived from, and relates
directly to, the underlying accounting and other records used to prepare the financial statements.

d. The supplementary information has been subjected to the auditing procedures applied in the audit of the
financial statements and certain additional procedures, including comparing and reconciling such
information to the underlying accounting and other records used to prepare the financial statements or the
financial statements themselves and other additional procedures, in accordance with GAAS.

e. In the auditor’s opinion, the supplementary information is fairly stated, in all material respects, in relation
to the financial statements as a whole.

In addition, when reporting separately on the supplementary information, the auditor’s report should include a
reference to (a) the report on the financial statements, (b) the date of that report, (c) the nature of the opinion
expressed on the financial statements, and (d) any report modifications. When the report on supplementary
information is presented as an other-matter paragraph of the auditor’s report on the financial statements, the
other-matter paragraph should include a heading such as “Report on Supplementary Information.”

As discussed above, auditors may express an opinion on supplementary information accompanying audited
financial statements when (a) engaged to do so and (b) the supplementary information was derived from, and
relates directly to, the underlying accounting and other records used to prepare the financial statements. When
supplementary information includes nonaccounting data and other information that is not directly related to the
basic financial statements and, consequently, not susceptible to auditing procedures applied in the audit of the
basic financial statements, auditors are not able to express an opinion on the presentation of the information in
relation to the financial statements as a whole. In those circumstances, although not required by AU-C 725, it may
be a good idea for auditors to disclaim an opinion on the information so that the degree of responsibility the
auditors are taking with respect to the information will be clear. In addition, the information onwhich the auditors are
disclaiming an opinion should be clearly designated as “unaudited” or include a reference to the auditor’s
disclaimer of opinion.

If the supplementary information ismaterially misstated in relation to the financial statements as a whole, the auditor
should discuss the matter with management and propose appropriate revisions. If the revisions are not made:

¯ If the auditor is engaged to report on the supplementary information in an other-matter paragraph of the
auditor’s report on the financial statements, the auditor should modify the opinion on the supplementary
information and describe the misstatement in the report.

¯ If the auditor is engaged to report on the supplementary information in a separate report, the auditor should
withhold the report on the supplementary information.
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Comparisons of Budgeted and Actual Information

A CIRA’s financial statements may include schedules that compare budget information with actual results for the
period. Normally, budget comparisons are presented in one of two ways:

¯ Expired Periods. The current year actual comparedwith the budget for the current year (that is, the budget
covers the same period as the historical financial statements).

¯ Prospective Periods. The current year actual compared with the budget for next year (for example, the
financial statements for the year ended December 31, 20X6, include the CIRA’s 20X7 budget).

The reporting responsibility for budgets differs depending on whether for an expired or prospective period.

Budgets for Expired Periods. If the expired budget is part of the supplementary information on which the auditors
have been engaged to report, AU-C 725 applies and it may be better for the auditor to disclaim an opinion on it as
explained above.

Budgets for Prospective Periods. If the financial statements include budget information for a period that has not
expired, the unexpired budget meets the definition of prospective financial information in the AICPA professional
standards. The professional standards that apply to services performed on prospective financial information are not
found in the auditing standards, which relate to historical financial information. Depending on the level of assurance
the CIRA wishes to obtain on the budgeted information, a CPA may be engaged to perform one of the following
types of services, listed in order of the least amount of assurance to the most:

¯ Preparation (no assurance, CPA does not issue report)

¯ Compilation (no assurance, CPA issues report)

¯ Agreed-upon procedures (CPA reports on procedures applied to the subject matter, and findings)

¯ Examination (CPA obtains reasonable assurance and provides an opinion about whether the subject
matter is in accordance with criteria)

The professional standards for engagements to prepare or compile prospective information are found in sections
AR-C 70 and AR-C 80, respectively, of the Statements on Standards for Accounting and Review Services (SSARS).
The professional standards for engagements to examine or perform agreed-upon procedures on prospective
financial information are provided in Statement on Standards for Attestation Engagements (SSAE) No. 18, Attesta-
tion Standards: Clarification and Recodification, and codified in Sections AT-C 205, AT-C 215, and AT-C 305.

If the practitioner is not engaged to perform one of the levels of service described above on prospective financial
information and is only providing audit services on the historical financial statements for the client, AU-C 720
applies to the presentation of the unexpired budget information. Adding an Other Matter paragraph to the audit
report to disclaim an opinion on the prospective financial information is recommended.

Prospective financial information is beyond the scope of this course. PPC’s Guide to Forecasts and Projections
provides detailed presentation and reporting guidance on comparative presentations of actual and prospective
information.

Required Supplementary Information on Future Major Repairs and Replacements

FASB ASC 972-235-50-3 requires CIRAs to disclose the following supplementary information about future major
repairs and replacements of its common property as supplementary information outside of the basic financial
statements:

¯ Estimates of current or future costs of future major repairs and replacements of all existing components,
such as roofs, including the following:

¯¯ Estimated amounts required
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¯¯ Methods used to determine the costs

¯¯ The basis for the calculations, including assumptions, if any, about interest and inflation rates

¯¯ Sources used

¯¯ Dates of studies made for that purpose, if any

¯ A presentation of components to be repaired and replaced that includes the following:

¯¯ Estimates of the remaining useful lives of the components

¯¯ Estimates of current or future replacement costs

¯¯ Amount of funds accumulated for each component to the extent designated by the CIRA’s board of
directors

Exhibit 2-4 illustrates presentations of required supplementary information.

Auditors have the following alternatives when required supplementary information is presented with audited
financial statements:

¯ Include an other-matter paragraph in their report after the opinion paragraph that refers to the information
and disclaims an opinion on it in accordance with AU-C 730, Required Supplementary Information.

¯ Report on whether the information is fairly stated, in all material respects, in relation to the basic financial
statements inaccordancewithAU-C725,Supplementary Information inRelation to theFinancialStatements
Taken as a Whole.

Generally, because of the nature of the required supplementary information regarding future major repairs and
replacements, auditors will report on it in accordance with AU-C 730. Reporting on required supplementary
information is discussed later in this lesson.

Applying Limited Procedures. Required supplementary information differs from voluntary presentations of infor-
mation outside of the basic financial statements because a designated accounting standard setter such as the
FASB considers the information an essential part of the financial reporting of certain entities and because authorita-
tive guidelines for presentation of the information have been established. Thus, AU-C 730 requires auditors to apply
certain limited procedures to the required supplementary information.

The limited procedures are described in AU-C 730.05. In general, they require auditors to—

¯ Make inquiries of management about the method of preparing the required supplementary information,
including (a) whether the required supplementary information conforms to prescribed guidelines, (b)
significant assumptions underlying the information, and (c) whether the information has been prepared on
a consistent basis.

¯ Compare the required supplementary information for consistency with management’s responses to the
preceding inquiries, the financial statements, and other information obtained during the audit of the
financial statements.

¯ Obtain certain written representations from management.

Although auditing standards require auditors to apply limited procedures to presentations of required supplemen-
tary information, the objective of the procedures differs significantly from the objective of procedures applied during
an audit of financial statements. Since the limited procedures do not include examining evidence or testing to
corroborate management’s responses to auditors’ inquiries, auditors do not have a basis for expressing an opinion
on the required supplementary information itself. See Lesson 2 for a discussion of the reporting options.
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Exhibit 2-4 lists the required procedures contained in AU-C 730.05. The exhibit also compares those required
procedures to procedures tailored to required supplementary information on future repairs and replacements that
were included in Paragraph 7.101 of the now inactive AICPA guide. The guide states that auditors should consider
its specific procedures in carrying out the required procedures. Although the guide is inactive, the procedures in it
are not onerous, and it is best practice for auditors to apply themwhenever the required supplementary information
is included with audited financial statements. Auditors need to tailor their inquiries to the approach followed by the
CIRA in developing the required supplementary information. For example, if the required supplementary informa-
tion has been prepared by the CIRA’s board of directors, auditors would address their inquiries to the particular
members responsible for developing the information.

Exhibit 2-4

Limited Procedures for Required Supplementary Information

Description of Procedure
Required by
AU-C 730.05

Additional
Procedure in AICPA

Guide

1. Inquire of the managing agent or the board of
directors about the methods used by the board to
develop the required supplementary information
(e.g., internal study made by the board of directors,
estimates obtained from licensed contractors, or a
study conducted by a professional engineer).

X

2. Inquire of the managing agent or the board of
directors about each of the following items:
a. Whether the required supplementary informa-
tion is measured and presented in conformity
with prescribed guidelines.

X

b. Whether the methods and bases used for
estimating the amounts are reasonable. X

c. Any significant assumptions or interpretations
underlying themeasurement or presentation of
the information.

X

d. Whether themethods and bases for estimating
the amounts are documented. X

e. Whether the CIRA’s historical property mainte-
nance costs were considered in determining
the information to be disclosed.

X

f. Whether the age and condition of the common
property components were considered in
determining the information and amounts to be
disclosed.

X

g. Whether the methods of measurement or
presentation have been changed from those
used in the prior period and the reasons for any
such changes.

X

h. Whether or not the reserve study preparer has
the Reserve Specialist designation as a way of
confirming that the study was completed in
conformance with the National Reserve Study
Standards.

X

i. When the study was performed (that is, what is
the age of the study). X
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Description of Procedure

Additional
Procedure in AICPA

Guide
Required by
AU-C 730.05

3. If the studywas conductedby theboard of directors,
consider whether the sources of the information
used to estimate useful lives (technical manuals)
and current or future repair and replacement costs
(bids from contractors) are reasonable.

X

4. Determine by physical inspection of the common
property or review of legal documents whether the
required information is disclosed for all major
components.

X

5. Compare the information for consistency with the
following:
a. Management’s responses to the preceding
inquiries. X

b. Basic audited financial statements. X
c. Other knowledge obtained during the audit of
the financial statements. X

6. Compare estimates of repair and replacement costs
with current periodexpenditures andwith theannual
budget, if any.

X

7. Check the mathematical accuracy of amounts dis-
closed. X

8. Obtain written representations from management
that it acknowledges its responsibility for the
required supplementary information and about (a)
whether the required supplementary information is
measured and presented in accordance with pre-
scribed guidelines, (b) whether the methods of
measurement or presentation have changed from
those used in the prior period and, if so, the reasons
for such changes, and (c) any significant assump-
tions or interpretations underlying themeasurement
or presentation of the required supplementary
information.

X

* * *

In applying the limited procedures discussed above, auditors need to consider whether the procedures underlying
the reserve study itself are sufficient to ensure accuracy and completeness. In making the required inquiries of
management about the methods of preparing the required supplementary information, auditors generally question
their CIRA clients as to whether they believe the CIRA has an adequate reserve study. Some CIRA clients may
believe their reserve study is not adequate because, for example, the study lacks all required components, it has
incorrect pricing or measurements, or the replacement dates used in the study do not match the CIRA’s mainte-
nance program. In other cases, CIRAmanagement may not devote time to reviewing the CIRA’s reserve study, only
having one prepared because it is required by state law. CIRAmanagement often know the physical complex better
than anyone else and are a valuable source of information about the reliability of the reserve study.

Smaller CIRAs or those that do not employ amanaging agent may request auditors to assist their board of directors
in preparing the required supplementary information. If the auditors provide much more than assembly-type
assistance with an audit client’s reserve study, it is a best practice for them to consider whether they are providing
a nonattest service that threatens independence (as defined by ET 1.295) by performing such work.
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Auditors’ Reports. In most cases, auditors will disclaim an opinion on the required supplementary information in
accordance with AU-C 730, Required Supplementary Information. The AICPA guide at Paragraph 7.129 states that
auditors may subject the supplementary information to certain auditing procedures in conjunction with the audit of
the financial statements, and AU-C 725, Supplementary Information in Relation to the Financial Statements as a
Whole, notes that auditors may be engaged to report on whether required supplementary information is fairly
stated, in all material respects, in relation to the financial statements as a whole. However, it seems likely that the
required supplementary information on future major repairs and replacements is not ordinarily susceptible to the
auditing procedures applied in the audit of the basic financial statements, and the limited procedures required by
AU-C 730.05 are not sufficient to enable the auditor to express an opinion on the required supplementary informa-
tion in relation to the basic financial statements.

When some or all of the required supplementary information accompanies the CIRA’s audited financial statements
and the auditors apply the limited procedures listed above to the information, AU-C 730.07–.08 require auditors to
add an other-matter paragraph following the opinion paragraph to their report on the financial statements that
includes the following statements:

¯ That GAAP requires the information about future major repairs and replacements to be presented to
supplement the financial statements.

¯ That such information, although not a part of the basic financial statements, is required by the FASB,which
considers it to be an essential part of financial reporting for placing the basic financial statements in an
appropriate operational, economic, or historical context.

¯ That the auditor has applied certain limited procedures to the required supplementary information in
accordance with GAAS, which consisted of inquiries of management about the methods of preparing the
information and comparing the information for consistency withmanagement’s responses to the auditor’s
inquiries, the basic financial statements, and other knowledge the auditor obtained during the audit of the
basic financial statements.

¯ That the auditor does not express an opinion or provide any assurance on the information because the
limited procedures do not provide sufficient evidence to express an opinion or provide any assurance on
the information.

The other-matter paragraph should be modified in the following circumstances:

¯ The supplementary information that the FASB requires to be presented is omitted. However, auditors need
not present the required supplementary information if the CIRA omits it.

¯ The auditors have concluded that the required supplementary information departs materially from
prescribed guidelines.

¯ The auditors are unable to complete the prescribed procedures. Although auditors are unable to complete
the procedures, if they conclude that the information has not been measured or presented in conformity
with the guidelines in the AICPA guide, the auditor could suggest appropriate revision; if the CIRA refuses
to revise it, the auditors can describe the nature of any material departures in their report. (Auditors also
need to consider whether the circumstances should be communicated to those charged with governance
as required by AU-C 260, The Auditor’s Communication With Those Charged With Governance. See the
discussion later in this lesson.)

¯ The auditors are unable to remove substantial doubts about whether the required supplementary
information conforms to prescribed guidelines.

Since required supplementary information is not part of the basic financial statements and is not necessary for the
financial statements to be presented in conformity with generally accepted accounting principles, none of the
preceding circumstances preclude auditors from expressing an unmodified opinion on the basic financial state-
ments.
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Required Supplementary Information Presented in a Note to the Financial Statements.CIRAs should disclose
the required supplementary information about future major repairs and replacements outside of the basic financial
statements. Nevertheless, some state statutes currently require some of that information to be presented in the
notes to the financial statements. For example, certain state statutes require changes in replacement fund balances
allocated to each common property component to be disclosed in the notes to the financial statements. Thus,
some CIRAs may present the preceding information in the notes to the financial statements and the estimated
remaining useful lives and estimated replacement cost of each common property component in a supplementary
schedule outside of the basic financial statements. AU-C 730 does not address how to report when the required
supplementary information is presented in the notes to the financial statements. This course suggests that the
authoritative literature does not prohibit that practice. However, it is likely that reporting in accordance with AU-C
730 would be cumbersome in those cases, since the notes would include both unaudited required supplementary
information and audited disclosures, and some required supplementary information would be in a schedule
outside of the basic financial statements. Thus, it would be difficult for the auditors’ disclaimer to clearly identify the
required supplementary information by descriptive title or page number of the document. Accordingly, whenever
possible, it may be preferable to present all of the required supplementary information either in a note to the
financial statements or in a separate schedule outside of the basic financial statements.

CIRAs Involved with HUD Reporting

If the CIRA is involved in a not-for-profit or a for-profit multifamily housing program and is receiving financial
assistance fromHUD, the HUD reporting and audit requirements for such programsmandate that a hardcopy of the
financial data schedule (this is a template used to submit financial information electronically to HUD’s financial
assessment subsystem) be included with the basic financial statements and reported on by the auditor. Since the
financial data schedule is outside the basic financial statements, auditors should report on this information in
relation to the financial statements taken as a whole.

Other Information

Other Information in Documents Containing Audited Financial Statements. AU-C 720, Other Information in
Documents Containing Audited Financial Statements, applies to “other information” in “documents containing
audited financial statements” and the auditors’ report, when auditors are not engaged to report on whether the
information is fairly stated, in all material respects, in relation to the financial statements as a whole as those terms
are defined in AU-C 720. For purposes of AU-C 720:

¯ Other information is defined as “financial and nonfinancial information (other than the financial statements
and the auditor’s report thereon) that is included in a document containing audited financial statements
and the auditor’s report thereon, excluding required supplementary information” (AU-C720.05). Examples
of other information include (a) a report by management or those charged with governance, (b) financial
summaries or highlights, (c) employment data, (d) planned capital expenditures, (e) financial ratios, (f)
names of officers and directors, and (g) selected quarterly data.

¯ Documents containing audited financial statements refer to annual reports (or similar documents) that are
issued to owners (or similar stakeholders) and annual reports of governments and organizations for
charitable or philanthropic purposes that are available to the public that contain audited financial
statements and the auditors’ report thereon.

AU-C 720 does not apply when the auditor is engaged to report on whether the information accompanying the
financial statements is fairly stated, in all material respects, in relation to the financial statements as a whole. (In that
case, AU-C 725 applies. See the discussion earlier in this lesson.)

Because auditors are not engaged to report on the other information, they have no responsibility to determine
whether the information is properly stated, but they should read the other information and consider the manner in
which it is presented to identify material inconsistencies between the other information and the financial statements
or material misstatements of fact, if any. Furthermore, the auditors are not required to report on the other informa-
tion. (However, the auditors may add an other-matter paragraph to their report to disclaim an opinion on the other
information.)
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Some larger CIRAs may issue annual report documents that contain the audited financial statements and the
auditor’s report, and best practices indicate that AU-C 720 would apply in those cases. However, best practices
indicate that AU-C 720 will not apply in most circumstances that auditors encounter with their CIRA clients because
their clients do not issue documents containing audited financial statements as that term is defined in AU-C 720.
PPC’s Guide to Auditor’s Reports discusses AU-C 720 in detail, including auditors’ responsibilities to communicate
to those charged with governance when the other information in documents containing audited financial state-
ments is materially inconsistent with the audited financial statements or contains a material misstatement of fact
and management refuses to revise the other information.

Other Information in Electronic Sites Containing Audited Financial Statements. When a CIRA makes its
audited financial statements (including the auditors’ report) available on its website, electronic bulletin boards, or
similar venues, auditors may question their responsibility with respect to other information in those electronic sites.
AU-C 720.A4 clarifies that, for purposes of GAAS, information contained on an entity’s website is not considered to
be “other information” and, accordingly, is not subject to the requirements of AU-C 720. Thus, auditors are not
required to read information contained in the sites or consider the consistency of the other information in the sites
with the original documents.

Auditors may be requested by their clients to provide other services with respect to information in electronic sites.
Best practices indicate that, in that situation, the guidance for applying agreed-upon procedures would generally
apply. PPC’s Guide to Nontraditional Engagements discusses the requirements for performing agreed-upon proce-
dures engagements.

AUDITING GROUP FINANCIAL STATEMENTS

Determining Whether AU-C 600 Applies

AU-C 600, Special Considerations—Audits of Group Financial Statements (Including the Work of Component
Auditors), addresses the auditing considerations that apply to audits of group financial statements, particularly
those that involve component auditors. Auditors need to understand the following two terms when determining
whether AU-C 600 applies to an audit:

¯ Group Financial Statements—financial statements that include the financial information of more than one
component.

¯ Component—anentity or business activity for which group or componentmanagement prepares financial
information that is required by the applicable financial reporting framework to be included in the group
financial statements.

In many cases, determining whether financial statements include more than one component, and thus, whether
AU-C 600 applies, is relatively straight-forward. For example, a subsidiary, branch, division, equity-method
investee, special purpose entity, variable interest entity, or business activity that produces separate financial
information that requires consolidation in the group financial statements often may be readily identified as a
component. However, professional judgment is necessary when determining whether a business activity such as
ancillary operations of a CIRA (as opposed to a separate legal entity) represents a component. In some circum-
stances, if the financial reporting system organizes financial information by function, product or service, or
geographical location for external reporting, those activitiesmay be identified as components. Furthermore, if the
operations, management, and financial reporting of a business activity are separate from those of the group, it
generally is more likely to be considered a component. On the other hand, Paragraph .93 of the AICPA Audit Risk
Alert, Understanding the Responsibilities of Auditors for Audits of Group Financial Statements, notes that “when
financial information about a function, product or service, or geographical location is first part of the group’s
financial reporting system and then disaggregated by group management for operating purposes, the group
engagement teammay consider such financial information in whole or part as a class of transactions rather than
components.” That is, the auditor may be able to perform procedures directly on the aggregated data.

This course suggests that CIRA ancillary operations generally are not components because information from
ancillary operations is typically recorded in centrally maintained accounting records, either by CIRA management
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or the managing agent. If the financial statements that the auditor has been engaged to audit do not include
components (as defined in AU-C 600), the audit is not an audit of group financial statements and the requirements
of AU-C 600 do not apply.

Applying AU-C 600

If AU-C 600 applies in an audit, certain of its requirements apply anytime the auditor is auditing group financial
statements, that is, when there is more than one component included in the financial statements. Other additional
requirements apply when there are one ormore component auditors. AU-C 600 defines a component auditor as “an
auditor who performs work on the financial information of a component that will be used as audit evidence for the
group audit.” A component auditor may be part of the group engagement partner’s own firm, a network firm of the
group auditor, or another auditing firm. Auditors who are not members of the group engagement team are
considered to be component auditors. Even auditors from the same firm who perform audit work on a component
are considered component auditors and subject to the relevant requirements of AU-C 600, such as obtaining an
understanding of the component auditor and determining the type of work to be performed on the financial
information of the component. As a practical matter, those requirements would not normally be difficult to meet, but
may require additional documentation.

AU-C 600 applies to all audits of group financial statements, whether or not there are auditors involved who are not
members of the group engagement team. AICPA Technical Question and Answer at Q&A 8800.24, Applicability of
AU-C Section 600 When Only One Engagement Team Is Involved, explains that while certain considerations related
to component auditors are not relevant, other considerations, such as understanding components, identifying
significant components, and identifying component materiality, are relevant to all group audits.

AU-C 600 establishes comprehensive requirements for the conduct of a group audit, including developing an
overall audit strategy and audit plan, as well as reporting responsibilities, including the decision of whether tomake
reference to a component auditor in the auditor’s report on the group financial statements. PPC’s Guide to Audits
of Nonpublic Companies provides extensive discussion of planning and performing a group audit and how to
obtain sufficient appropriate evidence regarding the financial information of components. PPC’s Guide to Auditor’s
Reports provides extensive discussion and examples of auditor’s reports, including reports in which reference is
made to component auditors.

COMMUNICATIONS WITH THE CLIENT

Communicating Internal Control Related Matters

AU-C 265, Communicating Internal Control Related Matters Identified in an Audit, as amended by AU-C 940,
establishes requirements for auditors to communicate certain control deficiencies, including control deficiencies, in
a management agent’s internal control, that they have identified during the audit. Control deficiencies that, in the
auditor’s judgment, are significant deficiencies or material weaknesses should be communicated in writing to
management and those charged with governance. According to AU-C 265—

¯ The auditor should evaluate identified control deficiencies and determine whether, individually or in
combination, they are significant deficiencies or material weaknesses.

¯ The auditor should communicate, in writing, to management and those charged with governance all
significant deficiencies or material weaknesses identified during the audit, including those that were
remediated during the audit and those communicated in prior audits if they have not been corrected.

¯ The auditor should communicate, in writing or orally, other deficiencies in internal control identified during
the audit that have not been communicated to management by other parties and that, in the auditor’s
professional judgment, are of sufficient importance to merit management’s attention.

To determine which control deficiencies to report, the auditor first identifies control deficiencies, and then evaluates
them to determine whether the deficiencies, individually or in combination, are significant deficiencies, material
weaknesses, or other deficiencies.
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Identifying Control Deficiencies. AU-C 265 indicates “a deficiency in internal control over financial reporting
exists when the design or operation of a control does not allow management or employees, in the normal course
of performing their assigned functions, to prevent, or detect and correct, misstatements on a timely basis.” A
control deficiency may be either a deficiency in design or a deficiency in operation. Deficiency in design and
deficiency in operation are discussed further later in this lesson.

In a GAAS audit, an auditor is not required to perform procedures to identify deficiencies in internal control.
However, an auditor may become aware of control deficiencies while performing audit procedures such as
obtaining an understanding of internal control, assessing the risks of material misstatement of the financial state-
ments due to error or fraud, performing further audit procedures to respond to assessed risks, and communicating
with management or others. Accordingly, an auditor’s awareness of control deficiencies varies with each audit and
is influenced by the nature, timing, and extent of audit procedures performed.

Evaluating Control Deficiencies. Although there is no requirement to search for control deficiencies to communi-
cate, the auditor should evaluate identified control deficiencies to determine, on the basis of the audit work
performed, whether they constitute significant deficiencies or material weaknesses. Auditors should evaluate
control deficiencies individually and in combination with other deficiencies affecting the same significant class(es)
of transactions, significant account balance(s) or disclosure(s), relevant assertion, or component of internal control.
This is because multiple control deficiencies that affect the same financial statement class(es) of transactions,
account balance(s) or disclosure(s), relevant assertion, or component of internal control increase the likelihood of
misstatement and may, in combination, constitute a significant deficiency or material weakness even though they
are individually insignificant.

Significant Deficiency. According to AU-C 265.07, a significant deficiency is “a deficiency, or combination of
deficiencies, in internal control over financial reporting that is less severe than a material weakness yet important
enough to merit attention by those charged with governance.”

Material Weakness. A material weakness is defined by AU-C 265.07 as a “deficiency, or combination of deficien-
cies, in internal control over financial reporting, such that there is a reasonable possibility that a material misstate-
ment of the entity’s financial statements will not be prevented, or detected and corrected, on a timely basis. A
reasonable possibility exists when the likelihood of an event occurring is either reasonably possible or probable as
defined as follows:

¯ Reasonably possible. The chance of the future event or events occurring ismore than remote but less than
likely.

¯ Probable. The future event or events are likely to occur.”

AU-C 265 requires auditors to separately identify significant deficiencies and material weaknesses. The difference
between a significant deficiency and a material weakness is the severity of the control deficiency when evaluated
individually or in combination with other deficiencies. The severity of an identified control deficiency depends on (a)
the magnitude of the potential misstatement resulting from the deficiency or deficiencies and (b) whether there is a
reasonable possibility that the entity’s controls will fail to prevent, or detect and correct, a misstatement of an
account balance or disclosure.

When evaluating the severity of an identified control deficiency under AU-C 265, it seems logical that most auditors
will begin by considering whether an identified control deficiency should be considered a material weakness. If not,
they will consider its severity to determine whether it should be communicated to management as a significant
deficiency. Unlike judgments about materiality, which can affect whether a client’s financial statements are fairly
presented (and, thus, the auditor’s report), the auditor’s judgment about the severity of an identified control
deficiency affects only whether the auditor communicates the significant deficiency or material weakness to the
client. Therefore, when in doubt, best practices suggest communicating it to the client.

Examples of Deficiencies. As discussed above, a control deficiency may be either a deficiency in design or a
deficiency in operation. A deficiency in design exists when a control necessary to meet the control objectives is
missing or an existing control is not properly designed so that, even if it operates as designed, the control objective
would not be met. A deficiency in operation exists when a properly designed control does not operate as designed
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or when the person performing the control lacks the necessary authority or qualifications to perform the control
effectively. Exhibit 2-5 lists examples from AU-C 265 for both deficiencies in design and deficiencies in operation.
While AU-C 265 distinguishes between the two types of control deficiencies, there is no requirement to indicate in
the communication to management and those charged with governance which are deficiencies in design and
which are deficiencies in operation. The examples in the exhibit may be control deficiencies, significant deficien-
cies, or material weaknesses.

Exhibit 2-5

Examples of Circumstances That May Be Control Deficiencies,
Significant Deficiencies, or Material Weaknesses

Deficiencies in the Design of Controls

¯ Inadequate design of internal controls over the preparation of financial statements.

¯ Inadequate design of internal control over a significant account or process.

¯ Inadequate documentation of the internal control components.

¯ Insufficient control consciousness within the association, e.g., the tone at the top and the control
environment.

¯ Absent or inadequate segregation of duties within a significant account or process.

¯ Absent or inadequate controls over the safeguarding of assets (if those controls would be necessary for
effective internal control over financial reporting).

¯ Inadequate design of information technology (IT) general and application controls that prevent the
informationsystem fromprovidingcompleteandaccurate informationconsistentwith financial reporting
objectives and current needs.

¯ Employees or management lack the qualifications and training to fulfill their assigned functions. For
example, the person responsible for the accounting and reporting function lacks the skills and
knowledge to apply GAAP in recording transactions or preparing the financial statements.

¯ Inadequate design of monitoring controls used to assess the design and operating effectiveness of
internal control over time.

¯ The absence of an internal process to report deficiencies in internal control to management on a timely
basis.

¯ An indication that significant transactions in which management is financially interested are not being
appropriately scrutinized by those charged with governance or other evidence that certain aspects of
the control environment are ineffective.

¯ Failureofmanagement to identifya riskofmaterialmisstatement that theauditorwouldexpect theentity’s
risk assessment process to have identified or other evidence that the entity’s risk assessment process
is ineffective.

¯ Absence of controls over a significant identified risk or other evidence of an ineffective response to
significant risks that have been identified.

¯ Absence of a risk assessment process when such a process would ordinarily be expected to have been
established.

Failures in the Operation of Internal Control

¯ Failure in the operation of effectively designed controls over a significant account or process, for
example, the failure of a control requiring dual authorization for significant disbursements.
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¯ Failure of the information and communication component of internal control to provide complete and
accurate output because of deficiencies in timeliness, completeness, or accuracy.

¯ Failure of controls designed to safeguard assets from loss, damage, or misappropriation. [This
circumstancemay need careful consideration when it is evaluated as a significant deficiency ormaterial
weakness.Material weaknesses relating to controls over the safeguarding of assets only exist if controls
to prevent, or detect and correct, a material misstatement of the financial statements are ineffective.]

¯ Failure to reconcile significant accounts.

¯ Undue bias or lack of objectivity by those responsible for accounting decisions, for example, expenses
are consistently understated at the direction of management.

¯ Misrepresentation by client personnel to the auditor.

¯ Management override of controls.

¯ Failureof anapplicationcontrol causedbyadeficiency in thedesignoroperationof an ITgeneral control.

¯ An observed deviation rate that exceeds the number of deviations expected by the auditor in the test of
the operating effectiveness of a control.

* * *

Factors to Consider When Evaluating Control Deficiencies. The auditor considers not only whether a misstate-
ment has actually occurred but also (a) whether there is a reasonable possibility of misstatement and (b) the
magnitude of a potential misstatement. A reasonable possibility of misstatement exists when the likelihood of an
event occurring is either reasonably possible or probable. AU-C 265.A8 lists a number of risk factors that may affect
whether there is a reasonable possibility that a deficiency, or a combination of deficiencies, in internal control will
result in a misstatement of an account balance or disclosure. Those factors include, but are not limited to, the
following:

¯ The nature of the classes of transactions, account balances, disclosures, and assertions involved; e.g.,
suspense accounts or transactions with related parties may present more risk.

¯ The cause and frequency of the exceptions detected as a result of the deficiency or deficiencies in internal
control.

¯ Susceptibility of the related assets or liabilities to loss or fraud.

¯ The complexity, subjectivity, or extent of judgment needed to determine the amount involved.

¯ The relationship or interaction of the control with other controls.

¯ Interaction of the control deficiency with other control deficiencies.

¯ Possible future consequences of the deficiency.

¯ The importance of controls to the financial reporting process.

When AU-C 265 discusses evaluating themagnitude of a potential misstatement, it is really dealing with whether an
identified deficiency could result in a misstatement that is material to the financial statements. According to AU-C
265.A6, factors that affect the magnitude of a misstatement that might result from a deficiency, or deficiencies, in
internal control, include, but are not limited to, the following:

¯ The financial statement amounts or transaction totals exposed to the deficiency. Generally, the most an
account balance or transaction total could be overstated is the recorded amount. Potential understate-
ment, however, is not limited to the recorded amount.
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¯ The volume of activity (in the current period or expected in future periods) in the account or class of
transactions exposed to the deficiency.

AU-C 320, Materiality in Planning and Performing an Audit, elaborates on that guidance in AU-C 320.A12, which
provides the following examples of circumstances that might cause a misstatement to be material, even when the
amount falls below the materiality threshold:

¯ Whether laws or regulations affect users’ expectations about how certain information should bemeasured
or disclosed (for example, related-party transactions and the remuneration of management and those
charged with governance).

¯ The key disclosures with regard to the industry in which the entity operates (for example, funding for future
major repairs and replacements of common property for a CIRA).

¯ Whether attention is focused on a particular aspect of the entity’s business that is separately disclosed in
the financial statements (for example, turnover of control from a developer or sponsor to the CIRA).

In addition to those circumstances, best practices indicate that auditors also could consider circumstances such as
the following when evaluating themagnitude of a potential misstatement caused by an identified control deficiency,
including whether the deficiency:

¯ Is immaterial to the entity’s excess of revenues over expenses for the current period, but material to the
overall trend of excess of revenues over expenses (for example, amisstatement that changes a deficiency
of revenues over expenses to an excess of revenues over expenses).

¯ Results in events or circumstances that could materially affect the financial statements. For example, an
illegal payment of anotherwise immaterial amountmight bematerial if it could lead to amaterial contingent
liability or amaterial loss of revenue. In addition, somemisstatements, althoughnot individually significant,
may be pervasive to the financial statements (that is, misstatements that affect numerous financial
statement amounts, subtotals, or totals).

¯ Masks a change in excess of revenues over expenses or other trends, especially in the context of general
economic conditions.

¯ Has an affect on the entity’s compliance with loan covenants, other contractual agreements, or regulatory
provisions (for example, a misstatement that would reveal a default under a debt covenant).

¯ Is the result of fraud or suspected fraud. (In this case, the auditor should consider the implications of the
misstatement in relation to other aspects of the audit, as described in AU-C 240, Consideration of Fraud
in a Financial Statement Audit, even if the effect of the misstatement is not material to the financial
statements.)

¯ Affectsprofessional fees, if theauditor isconcerned that there isan inadequateunderstandingof theclient’s
litigation exposure and the identity of all attorneys engaged during the period.

¯ Affects material disclosures related to a small account balance (for example, impairment of common
property assets that are not capitalized on the financial statements),

Indicators of Material Weaknesses. According to AU-C 265.A11, the following conditions are indicators of material
weaknesses:

¯ Identification of fraud, whether or not material, on the part of senior management.

¯ Restatement of previously issued financial statements to reflect the correction of a material misstatement
due to error or fraud.

¯ Identification by the auditor of a material misstatement of the financial statements in circumstances
indicating that the misstatement would not have been detected by the entity’s internal control.
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¯ Ineffective oversight of the entity’s financial reporting and internal control by those charged with
governance.

While AU-C 265 identifies the factors described in the preceding paragraph only as indicators of material weak-
nesses, best practices indicate that auditors generally would consider such deficiencies material weaknesses. For
that reason, many auditors begin the evaluation process by determining whether any of the deficiencies identified
during the audit are indicators of a material weakness.

PPC’s Process for Evaluating the Severity of Deficiencies. In summary, when evaluating the severity of an
identified control deficiency under AU-C 265, best practices indicate that most auditors will begin by considering
whether an identified deficiency is considered a material weakness. If not, they will consider its severity to
determine whether to communicate it to management and others as a significant deficiency. Specifically, best
practices indicate that the process will be as follows:

¯ For an identified deficiency, determine whether it is a material weakness by considering whether (a) the
magnitude of the potentialmisstatement could result in amaterialmisstatement to the financial statements
and (b) there is a reasonable possibility that the misstatement would not be prevented, or detected and
corrected, on a timely basis by the entity’s internal controls.

¯ For an identified deficiency not considered a material weakness, consider whether the deficiency is
important enough to merit attention by management and those charged with governance as a significant
deficiency. When making this evaluation, consider whether a prudent official with knowledge of the same
facts and circumstances would likely reach the same conclusion.

¯ Combine individual deficiencies affecting the same account balance or disclosure, relevant assertion, or
component of internal control and evaluate whether they are considered either a significant deficiency or
a material weakness.

Finally, for other deficiencies in internal control not communicated as either material weaknesses or significant
deficiencies, the auditor should consider whether to communicate them to management in accordance with the
requirement in AU-C 265.12(b).

Auditor Identifies Misstatements in the Financial Statements. During the course of an audit, an auditor might
identify (and propose adjustments to correct) any number of errors, some of which may be material to the CIRA’s
financial statements. As noted above, AU-C 265 indicates that the auditor’s identification of a material misstatement
of the financial statements in circumstances that indicate that it would not have been identified by the entity’s
internal control is an indicator of a material weakness. Therefore, whenever the auditor identifies a material
misstatement in the financial statements, the auditor should evaluate whether the control deficiency that allowed
the misstatement to occur represents a material weakness or a significant deficiency.

If an auditor identifies a misstatement that is less than material, the auditor can also evaluate whether the control
deficiency that allowed the misstatement to occur represents a control deficiency, a significant deficiency, or a
material weakness. If the auditor determines the control deficiency is, individually or when aggregated with other
deficiencies, a significant deficiency or a material weakness, AU-C 265 requires the auditor to communicate the
deficiencies to the appropriate parties.

Combining Deficiencies. AU-C 265 requires auditors to evaluate control deficiencies both individually and when
combined with other deficiencies affecting the same class of transactions, account balance or disclosure, relevant
assertion, or component of internal control to determine whether they represent a significant deficiency or material
weakness on a combined basis. An auditor may consider several control deficiencies in and of themselves
insignificant and, thus, only a control deficiency. However, if those control deficiencies are all related (for example,
they all relate to the same account balance or same component), the requirement in AU-C 265 to combine control
deficiencies might cause the auditor to consider them a significant deficiency or a material weakness when
aggregated.

Prudent Official Test. AU-C 265 requires auditors to consider whether prudent officials, having knowledge of the
same facts and circumstances, would agree with the auditor’s conclusion. In other words, would a prudent official,
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knowing what the auditor knows about the facts and circumstances, other controls tested, and the likelihood and
magnitude of potential misstatement, agree with the auditor’s conclusion that a deficiency is not a material
weakness? AU-C 265 does not define the term prudent official. Instead, the intent is for the auditor to take a final,
objective look at the severity of the deficiency similar to what a regulator or someone in an agency oversight role
would do. This objective consideration is used only to gaugewhether the auditor’s final judgment about the severity
of a control deficiency is greater than, but never lower than, the auditor’s preliminary judgment.

Do CIRAs Automatically Have a Control Deficiency If the Auditor Prepares the Financial Statements? The
auditor’s preparation of the financial statements does not automatically indicate that there is a material weakness,
significant deficiency, or other control deficiency. Many smaller CIRAs request auditors to prepare, or assist with
preparing, the financial statements and related disclosures. Those services can range from preparing the complete
set of financial statements (including the notes) to preparing only one statement (such as the statement of cash
flows), to preparing only the notes to the financial statements. The auditor’s preparation of the financial statements
does not cause a control deficiency. However, it may be the result of a control deficiency. A system of internal
control over financial reporting includes controls over financial statement preparation, including note disclosures.
A control deficiency exists when the client does not have controls over preparation of the financial statements that
would prevent, or detect and correct, misstatements in the financial statements.

In addition to auditors’ responsibilities under AU-C 265 to determine whether material weaknesses or significant
deficiencies exist that should be communicated to the client, auditors also need to consider whether they are
independent under the AICPA’s Code of Professional Conduct. The determination of auditor independence is a
separate evaluation from determining whether control deficiencies exist. The preparation of financial statements is
a nonattest service. That means that, before auditors prepare financial statements for their clients, they should
determine whether the requirements of ET 1.295 have been met. In addition, the auditor also needs to consider the
cumulative effect of performing multiple nonattest services on the threats to independence.

The requirements of ET 1.295 for nonattest services include obtaining management’s agreement to oversee the
financial statement preparation service by designating an individual, preferably within senior management, who
possesses suitable skill, knowledge, or experience. Under ET 1.295, the individual designated by management
should possess the technical skills, knowledge, and experience sufficient to (a) understand the financial statement
preparation service enough to be able to provide general direction for the service; (b) understand the key issues the
auditor identifies; (c) make any required management decisions; and (d) evaluate the adequacy of, and accept
responsibility for, the results of the auditor’s work. The auditor considers whether the designated individual fulfills
this competency requirement based on factors such as the individual’s understanding of the service, knowledge of
the client’s business and industry, general business knowledge and education, and position within the client. When
assessing competency, the relative importance of those factors is considered in relation to the financial statement
preparation service being performed.

Furthermore, the auditor’s preparation of the financial statements and the related notes does not relieve the client
of the responsibility for the financial statements and for the establishment of controls over the financial reporting
process.

Determining whether a control deficiency exists and whether it is a significant deficiency or a material weakness is
subjective and often may be a difficult judgment call. There are many gray areas requiring professional judgment.
Best practices indicate that auditors cannot draw a hard line on what constitutes a significant deficiency or a
material weakness. Instead, auditors need to evaluate the facts and circumstances specific to each situation.

Communication Requirements. The auditor should communicate significant deficiencies and material weak-
nesses identified during the audit, including significant deficiencies and material weaknesses in a managing
agent’s internal control, in writing to those charged with governance. AU-C 260, The Auditor’s Communication With
Those Charged With Governance, defines those charged with governance as the persons responsible for oversee-
ing the strategic direction of the entity and obligations related to the accountability of the entity, including oversight
of the financial reporting process. In a CIRA, those charged with governance may include the CIRA’s board of
directors, audit committee (if any), and the management company.
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In addition, AU-C 265.12 states that the auditor also should communicate the following to management:

¯ In writing, significant deficiencies andmaterial weaknesses that the auditor has communicated or intends
to communicate to those charged with governance, unless it would be inappropriate to communicate
directly to management in the circumstances.

¯ In writing or orally, other deficiencies in internal control identified during the audit that have not been
communicated to management by other parties and that, in the auditor’s professional judgment, are of
sufficient importance to merit management’s attention. If other deficiencies in internal control are
communicated orally, the auditor should document the communication.

The communication is best made by the report release date but, in any case, should bemade within 60 days of that
date. The report release date is defined in AU-C 230, Audit Documentation, as the date that the auditor grants the
entity permission to use the auditor’s report in connection with the financial statements. The communication of
significant deficiencies should include the following elements:

a. The definition of a material weakness and, when relevant, of a significant deficiency.

b. A description of each significant deficiency and material weakness identified along with an explanation of
their potential effects.

c. Sufficient information to allow those chargedwith governance andmanagement tounderstand the context
of the communication. In particular, the auditor’s communication should include elements to explain that:

(1) The purpose of the audit was for the auditor to express an opinion on the financial statements.

(2) The audit included consideration of internal control over financial reporting in order to design audit
procedures that are appropriate in the circumstancesbut not for thepurposeof expressinganopinion
on the effectiveness of internal control.

(3) The auditor is not expressing an opinion on the effectiveness of internal control.

(4) The auditor’s consideration of internal control was not designed to identify all deficiencies in internal
control that might be material weaknesses or significant deficiencies, and therefore, material
weaknesses or significant deficiencies may exist that were not identified.

d. A paragraph restricting the use of the communication to management, those charged with governance,
others within the organization, and any governmental authority to which the auditor is required to report,
in accordance with AU-C 905, Restricting the Use of an Auditor’s Report.

When explaining the potential effects of the significant deficiencies andmaterial weaknesses, it is not necessary for
the auditor to quantify those effects. In fact, the potential effects may be described in terms of (a) the control
objectives that might not be achieved; (b) the types of errors the control was designed to prevent, or detect and
correct; or (c) the risk(s) of misstatement that the control was designed to address. In some cases, the potential
effects may be evident from the description of the significant deficiencies or material weaknesses, and therefore no
further explanation would be necessary.

When preparing the written communication, the auditor may decide to group significant deficiencies or material
weaknesses together. The auditor also may include in the written communication suggestions for remedial action
on the deficiencies, management’s actual or proposed responses, and a statement about whether the auditor has
undertaken any steps to verify whether management’s responses have been implemented. The auditor also may
decide to include in the communication the following information as additional context:

¯ The general inherent limitations of internal control, including the possibility of management override of
controls.

¯ The specific nature and extent of the auditor’s consideration of internal control during the audit.
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AU-C 265.11 notes that the auditor should communicate in writing significant deficiencies andmaterial weaknesses
identified and remediated during the audit. Furthermore, AU-C 265.A20 indicates that significant deficiencies and
material weaknesses reported in prior years that still exist need to be reported again. In those circumstances, it is
also a good idea to include an indication that the same comments were made in prior communications. For
convenience, such comments may be presented separately from new comments under a heading such as
“Significant Deficiencies Communicated in Prior Years.” Prior-year comments typically are presented after new
comments. The communication may merely refer to the previously-issued communication and its date.

The auditor may orally communicate significant deficiencies and material weaknesses during the audit. These
communications need not be in writing at the interim date. However, communications of significant deficiencies or
material weaknesses ultimately should be communicated in writing to management and those charged with
governance.

Reporting When There Are No Significant Deficiencies. To prevent potential misunderstandings, AU-C 265.16
prohibits the auditor from issuing a written communication stating that no significant deficiencies were noted during
the audit. Even though there may be no significant deficiencies, less serious control deficiencies may still exist.
AU-C 265.12 requires auditors to communicate to management, in writing or orally, other deficiencies in internal
control identified during the audit that have not been communicated to management by other parties and that, in
the auditor’s judgment, are of sufficient importance to merit management’s attention. If the communication is in
writing, the form of communication is not subject to the requirements of AU-C 265. Accordingly, auditors may want
to include the deficiencies in a separate communication such as a management letter. If other deficiencies in
internal control are communicated to management orally, the auditor should document the communication.

Reporting When There Are No Material Weaknesses. The auditors’ communication of significant deficiencies
may indicate that no material weaknesses were noted. Thus, auditors may discuss the absence of material
weaknesses but not the absence of significant deficiencies. If the auditor agrees to issue a written communication
indicating nomaterial weaknesses were identified during the audit, AU-C 265.15 states that the written communica-
tion should include the matters required by AU-C 265.14(a), (c) and (d).

Other Internal Control Deficiencies and Management Letter Comments. As discussed above, AU-C 265.12
requires auditors to communicate tomanagement, in writing or orally, other deficiencies in internal control identified
during the audit that have not been communicated to management and that, in the auditor’s judgment, are of
sufficient importance to merit management’s attention. (If the auditor decides to communicate such matters orally,
AU-C 265 requires the communication to be documented.) From a practical standpoint, many auditors already
communicate such other deficiencies in a separate section of their significant deficiency and material weakness
letters. In addition, auditors also often include in a management letter matters such as other suggestions on how to
improve administrative or other functions (for example, legal requirements, operational efficiencies, and tax strate-
gies) may be identified, and as a matter of client service, most auditors take time to educate and inform the client
by communicating them in a formal “management letter.”

Communication with Those Charged with Governance

AU-C 260, The Auditor’s Communication With Those Charged With Governance, requires auditors to communicate
with those charged with governance certain matters related to the financial statement audit that are relevant to the
responsibilities of those charged with governance in overseeing the financial reporting process. The communica-
tion requirements of AU-C 260 apply to all entities, regardless of their governance structure or size. However, the
standard does provide specific considerations for situations in which all of those charged with governance are also
involved in managing the entity. AU-C 260 does not establish requirements for communication with management
or owners unless they are also charged with a governance role.

The term those charged with governance includes all “person(s). . . with responsibility for overseeing the strategic
direction of the entity and obligations related to the accountability of the entity. This includes overseeing the
financial reporting process” (AU-C 260.06). In most CIRAs, governance is the collective responsibility of a board of
directors, the audit committee (if any), the management company, or others. In some smaller CIRAs, however, one
person may be charged with governance, such as the president or chairman of the board. In a small CIRA,
management and those charged with governance may be the same people.
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In some small CIRAs, the appropriate person(s) with whom to communicate may not be clearly identifiable. In this
situation, the auditor and the engaging party need to discuss and agree on who are the appropriate person(s)
within the governance structure. Also, if all those charged with governance are involved in managing the CIRA, the
auditor should consider whether communication with the person(s) with financial reporting responsibilities ade-
quately informs all of those with whom the auditor would otherwise have to communicate because of their
governance role. Many governing bodies have subgroups, such as audit committees or similar groups. The auditor
should evaluate whether communication with a subgroup of those charged with governance (or with an individual)
adequately meets the auditor’s responsibility to communicate with those charged with governance.

The auditor should communicate the following broad categories or matters to those charged with governance:

a. The auditor’s responsibilities under generally accepted auditing standards regarding the financial
statement audit.

b. An overview of the planned scope and timing of the audit.

c. Significant findings or issues from the audit.

d. Information regarding uncorrected misstatements.

Auditor’s Responsibilities under GAAS. The auditor should communicate the following matters:

a. The auditor is responsible for forming and expressing an opinion about whether the financial statements
are presented fairly, in all material respects, in conformity with GAAP.

b. The audit of the financial statements does not relieve management or those charged with governance of
their responsibilities.

The auditor may communicate these matters through the engagement letter or similar means as long as that
communication is provided to those charged with governance. The auditor may simultaneously communicate
other matters, such as the degree of responsibility assumed for errors or fraud, internal control, independence, and
similar matters.

Planned Scope and Timing of Audit. The objective of this aspect of the communication is to provide an overview
of key aspects of scope and timing without compromising audit effectiveness. For example, the auditor might
describe the use of the concept of materiality in planning and performing the audit, but not specific testing
thresholds or amounts.

Significant Audit Findings. The auditor should communicate the following matters:

a. Qualitative Aspects of the Entity’s Significant Accounting Practices. The appropriateness of the accounting
policies to the particular circumstances of the CIRA, management’s process for identifying and making
significant estimates, and the neutrality, consistency, and clarity of disclosures. If the auditor considers a
significant accounting practice to be inappropriate, the auditor should explain why and request changes.

b. Significant Difficulties Encountered During the Audit. Explicit and implicit restrictions imposed by
management, including significant delays in providing required information, unavailability of evidence, an
unnecessarily brief time to complete the audit, or unexpected effort to obtain audit evidence.

c. UncorrectedMisstatements.Theeffect that uncorrectedmisstatements (other than those considered tobe
trivial), individually or in the aggregate, from the current and prior period may have on the opinion. The
auditor should request that themisstatementsbecorrectedanddiscuss the implicationsof failing tocorrect
known and likely misstatements, considering qualitative as well as quantitative factors.

d. Disagreements with Management. Whether or not satisfactorily resolved, differences with management
about application of accounting principles, audit scope, or reporting disclosures, and similar matters that
individually or in the aggregate could be significant to the CIRA’s financial statements or the auditor’s
report.
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e. Independence.Circumstancesor relationships that in theauditor’s professional judgmentmay reasonably
be thought to bear on independence, and to which the auditor gave significant consideration in reaching
the conclusion that independence has not been impaired. (AU-C 260 does not mandate this
communication, but AU-C 260.A15 states the auditor “may determine” it is appropriate.)

The auditor should also communicate any other audit findings that, in the auditor’s judgment, would be significant
and relevant to oversight of financial reporting.

In addition to the matters listed above, unless all those charged with governance are involved in managing the
entity, the auditor also should communicate the following:

a. Material Corrected Misstatements. Misstatements brought to the attention of management as a result of
auditing procedures.

b. Representations Requested from Management. This may be done by providing a copy of the written
representations obtained from management.

c. Management’s Consultations with Other Accountants. The auditor’s views about significant accounting or
auditing matters that were the subject of consultation.

d. Significant Issues Discussed or Subject to Correspondence with Management. Issues such as application
of accounting principles and auditing standards; and business conditions, plans or strategies that may
affect the risks of material misstatement.

The significant audit findings should be communicated in writing when the auditor believes that oral communica-
tion would not be adequate. When the communication is in writing, the auditor should indicate that it is intended
solely for the information and use of those charged with governance and, if appropriate, management, and is not
intended to be and should not be used by anyone other than these specified parties. The communication should
be on a sufficiently timely basis to permit appropriate action. The auditor should evaluate whether the two-way
communication process with those charged with governance is adequate for purposes of the audit and, if it is not,
consider the effects on the auditor’s risk assessment process and the ability to obtain sufficient and appropriate
audit evidence supporting the auditor’s opinion.

AU-C 260 does not change the additional communication requirements of other auditing standards. These addi-
tional communications are generally required only under the specific circumstance, and thus, are not included in
every communication. These other possible required communications with those charged with governance are
found in the following AU-C sections—

¯ AU-C 210, Terms of Engagement.

¯ AU-C 240, Consideration of Fraud in a Financial Statement Audit.

¯ AU-C 250, Consideration of Laws and Regulations in an Audit of Financial Statements.

¯ AU-C 265, Communicating Internal Control Related Matters Identified in an Audit.

¯ AU-C 550, Related Parties.

¯ AU-C 560, Subsequent Events and Subsequently Discovered Facts.

¯ AU-C570andAU-C570A,TheAuditor’sConsideration of an Entity’s Ability toContinue as aGoingConcern.

¯ AU-C 600, Special Considerations—Audits of Group Financial Statements (Including the Work of
Component Auditors).

¯ AU-C 610, Using the Work of Internal Auditors.
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¯ AU-C 705, Modifications to the Opinion in the Independent Auditor’s Report.

¯ AU-C 706, Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the Independent Auditor’s
Report.

¯ AU-C 720, Other Information in Documents Containing Audited Financial Statements.

¯ AU-C 730, Required Supplementary Information.

¯ AU-C 930, Interim Financial Information.

¯ AU-C 935, Compliance Audits.

Documentation of Communications. AU-C 260.20 requires the auditor to document matters that have been
communicated orally (including when and with whom they were communicated). This documentation may include
a copy of minutes prepared by the entity. When matters have been communicated in writing, the auditor should
retain a copy of the communication. The engagement letter may be used to communicate planning matters,
including the auditor’s responsibilities under GAAS and the planned scope and timing of the audit, as long as the
letter is provided to those charged with governance. Alternatively, a letter can be used to communicate those
matters with those charged with governance during the planning phase of the audit.

Fraud and Noncompliance with Laws and Regulations

AU-C 250, Consideration of Laws and Regulations in an Audit of Financial Statements, imposes detection and
communication responsibilities for violations of laws and regulations (previously referred to as illegal acts) that
have a direct and material effect on the determination of financial statement amounts. (Federal income tax status
governing CIRAs, for example, include laws and regulations that have a direct effect on the determination of
material amounts and disclosures in the financial statements.) AU-C 250 imposes lesser responsibilities for detec-
tion of violations of laws or regulations having material but indirect effects on the determination of financial
statement amounts (primarily inquiry and inspection of any relevant correspondence) and establishes communica-
tion responsibilities for those violations. The auditor’s responsibility to evaluate the results of audit procedures and
consider whether they lead the auditor to believe that an error or fraud may have occurred was discussed earlier in
this lesson. More information about the auditor’s detection and communication responsibilities under AU-C 240
related to misstatements caused by fraud is provided in PPC’s Guide to Homeowners’ Associations and Other
Common Interest Realty Associations. This discussion addresses auditors’ responsibilities when evidence indi-
cates that noncompliance with laws and regulations or fraud may have occurred.

When the auditor is confronted with information indicating potential noncompliance with laws and regulations
(such as noncompliance cited in regulatory examination reports or the payment of fines and penalties) or a
circumstance that indicates the possibility of fraud (such as a discrepancy between the accounting records and
other audit evidence, including transactions with no supporting documentation, no apparent authorization or that
have not been recorded), the auditor should consider how and why they might have occurred and investigate
further. If the investigation indicates there may have been a violation of laws and regulations or fraud, the auditor
should:

a. Obtain an understanding of the matter and sufficient other information to evaluate the possible effects on
the financial statements and the auditor’s report, including the need for adjustments and for disclosure of
a violation of laws or regulations and any related contingencies, or the need for a report modification if
necessary financial statement adjustments or disclosures are not made or because of a scope limitation.

b. Consider the implications for other aspects of the audit, for example, risk assessment and reliance on
management’s representations.

c. Discuss the matter and the need for any further investigation with an appropriate level of management at
least one level above those involved.

d. If appropriate, consult with the CIRA’s legal counsel (or suggest that the CIRA consult with legal counsel)
on any questions of law and on the course of action the client should take.
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e. Document a description of the identified or suspected violation of laws and regulations or fraud and the
results of any conversations withmanagement, those charged with governance, and others, if applicable.

In the rare event that management is not willing to follow sound legal advice about fraud or violations of laws or
regulations, the auditor should consider seeking the recommendation of legal counsel about possible courses of
action, including possible withdrawal from the engagement. The auditor would, of course, carefully document all
communications related to the matter and its disposition.

Fair Housing Amendments Act of 1988 (Public Law 100-430). The Act prohibits discrimination in housing on the
basis of handicap or familial status. [There are certain exemptions for housing of older persons, which were
amended by the Housing for Older Persons Act of 1995 (Public Law 104-76).] Under the law, unlawful discrimina-
tion is subject to fines. Because the Fair Housing Act does not directly affect the determination of financial
statement amounts, however, a CIRA’s noncompliance with the Act usually is regarded as having a material but
indirect effect on the determination of the amounts and disclosures in its financial statements. However, AU-C 250
requires auditors to (a) inquire of management and, when appropriate, those charged with governance, about
whether the CIRA is in compliance with the Act and (b) inspect correspondence, if any, with relevant regulatory
authorities. Auditors also may become aware of noncompliance by performing other audit procedures, such as
reading minutes of board of directors’ meetings. If the auditors identify or suspect noncompliance, they should
obtain an understanding of the nature of the noncompliance and the circumstances in which it has occurred and
further information to evaluate the possible effects on the financial statements. Nonetheless, because of the
inherent limitations of an audit, auditors may not detect material misstatements of the financial statements, includ-
ing disclosures, resulting from noncompliance with laws and regulations.

Notwithstanding auditors’ lesser responsibility for detection of noncompliance with laws and regulations that have
an indirect effect on the determination of the amounts and disclosures in the financial statements, some accoun-
tants choose to determine (through inquiry or inspection of the governing documents) whether the CIRA qualifies
for exemption from the Act.

Communication about Possible Violations of Laws and Regulations or Possible Fraud. AU-C 250.21 requires
the auditor to ensure that the audit committee or others charged with governance are adequately informed about
violations of laws or regulations, unless clearly inconsequential, that come to the auditor’s attention. If the auditor
determines there is evidence that fraud may exist (even if the matter is inconsequential), AU-C 240.39 requires the
auditor to report it to the appropriate level of management. If the fraud or potential fraud involves senior manage-
ment or causes the financial statements to be materially misstated, it should be reported directly to those charged
with governance. AU-C 240.A69 indicates that auditors may consider it appropriate to communicate with those
charged with governance about misappropriations committed by lower-level employees that do not result in a
material misstatement. Auditors also normally reach an understandingwith those chargedwith governance regard-
ing communication about thosemisappropriations committed by lower-level employees. In the absence of such an
agreement, it is a good idea for the auditor to report all instances of fraud to both the appropriate level of
management and to those charged with governance. It is a best practice for communications about possible fraud
to be made in writing; if made orally, the nature of the communication should be documented in the workpapers.

Both AU-C 240, Consideration of Fraud in a Financial Statement Audit, and AU-C 250, Consideration of Laws and
Regulations in an Audit of Financial Statements, state that the auditors should determine whether they have a
responsibility to report noncompliance with laws and regulations or fraud to a party outside the entity. For example,
state lawsmay require communication of noncompliance with certain laws and regulations. Best practices suggest
that auditors seek legal advice in those situations.

THE ENGAGEMENT SUMMARY MEMORANDUM

AU-C 230.08 requires the auditor to document the significant findings or issues that arose during the audit,
including related conclusions and significant professional judgments. AU-C 230.A13 suggests that the prepara-
tion of a summary or completion memorandum that includes a description of significant findings or issues and
how the audit addressed them can be helpful in meeting that documentations requirement. Thus, although not
required, some CPA firms, especially those that are larger, have found it helpful to prepare a memorandum
summarizing the significant accounting and auditing issues that arose and how they were resolved. Those who
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favor the memorandum believe it forces auditors to reconsider whether they performed enough procedures and
it facilitates the internal review of the working papers. However, for smaller audits, the time required to prepare the
memorandum often is not justified, especially since the information included in an engagement summary
memorandum can be found elsewhere in the workpapers.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

19. The Clearwater Association asks Sam to draft its financial statements. Sam is also scheduled to perform the
CIRA’s annual audit. How will this affect the audit engagement?

a. Drafting the financial statements will cost Sam his independence, so he then cannot perform the CIRA’s
annual audit.

b. Clearwaterwill need to indicate thatSam isnow fully responsible for theassociation’s financial statements.

c. Clearwater will need to provide a management representation letter, and Sam should discuss it with
management personnel.

20. Xavier is engaged to audit a CIRA. The CIRA includes supplementary information with its financial statements,
which theCIRAengagesXavier to reporton.Xavieraddresses thesupplementary information inanother-matter
paragraph in his auditor’s report. Which of the following should that paragraph include?

a. A reference to the date of the auditor’s report.

b. A statement that the supplementary information was required.

c. A statement that he will not express an opinion on the supplementary information.

d. A statement that the supplementary information was subject to audit procedures.

21. Financial summaries and employment data are examples of which of the following?

a. Required supplementary information.

b. Other information.

c. A HUD requirement.

d. Comparative financial statements.

22. Which of the following terms is used for a situation in which an auditor finds one or more deficiencies in an
entity’s internal control over financial reporting that give rise to the reasonable possibility that a material
misstatement of the financial statements will not be either prevented or detected and corrected on a timely
basis?

a. Material weakness.

b. Significant deficiency.

c. A deficiency in operation.

d. A deficiency in design.
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23. Which of the following should an auditor communicate in writing to those charged with governance?

a. Identified significant deficiencies and material weaknesses.

b. Deficiencies in internal control not deemed significant.

c. A list of what the auditor intends to communicate to those charged with governance.

d. A statement that no significant deficiencies were found.

24. While performing a CIRA audit, Jeffery uncovers information that leads him to believe the CIRA has violated an
applicable law. Which of the following should Jeffery do?

a. Discuss the violation and need for more investigation with the CIRA employees who were involved.

b. Withdraw from the engagement immediately.

c. Consult with the CPA firm’s legal counsel about actions that the CIRA can take.

d. Obtain an understanding of the violation and related information.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

19. The Clearwater Association asks Sam to draft its financial statements. Sam is also scheduled to perform the
CIRA’s annual audit. How will this affect the audit engagement? (Page 94)

a. Drafting the financial statements will cost Sam his independence, so he then cannot perform the CIRA’s
annual audit. [This answer is incorrect. If certain steps are taken, Sam can draft the CIRA’s financial
statements and retain his independence. Therefore, if he is still independent from Clearwater, Samwill be
able to also perform the audit engagement.]

b. Clearwaterwill need to indicate thatSam isnow fully responsible for theassociation’s financial statements.
[This answer is incorrect. If Sam is going to perform the audit engagement, management needs to
understand that his involvement in drafting the financial statements does not change the fact that
management is responsible for them. Therefore, if Clearwater wants Sam to perform its annual audit, its
management must accept this responsibility.]

c. Clearwater will need to provide amanagement representation letter, andSamshould discuss it with
management personnel. [This answer is correct. Management is expected to acknowledge its
responsibility for the financial statements in themanagement representation letter. Furthermore, for
the auditor to remain independent, among other things, management should agree to accept that
responsibility, and the auditor should be satisfied that management has the ability to do so. The
auditor needs to discuss the representation letter with management personnel so they understand
the meaning and significance of acknowledging responsibility for the financial statements. If all
qualificationsaremet, including themanagement representation letter, Samshouldbeable to retain
his independence and still perform the audit engagement.]

20. Xavier is engaged to audit a CIRA. The CIRA includes supplementary information with its financial statements,
which theCIRAengagesXavier to reporton.Xavieraddresses thesupplementary information inanother-matter
paragraph in his auditor’s report. Which of the following should that paragraph include? (Page 98)

a. A reference to the date of the auditor’s report. [This answer is incorrect. Xavier has a choice between
reporting on supplementary information in an other-matter paragraph or in a separate report. When using
a separate report, references to the report on the financial statements and the date of that report are
necessary. Since Xavier is reporting on the supplementary information in a paragraph within the auditor’s
report on the financial statements, such references are unnecessary.]

b. A statement that the supplementary information was required. [This answer is incorrect. The other-matter
paragraph should include a statement that the supplementary information is presented for purposes of
additional analysis and is not a required part of the financial statements.]

c. Astatement thathewill notexpressanopinionon thesupplementary information. [Thisanswer is incorrect.
Because the CIRA engaged Xavier to report on the supplementary information, if the evidence warrants,
the other-matter paragraph should include a statement that, in the auditor’s opinion, the supplementary
information is fairly stated, in all material respects, in relation to the financial statements as a whole.]

d. A statement that the supplementary information was subject to audit procedures. [This answer is
correct. One of the items that an other-matter paragraph on supplementary information should
include is a statement that the supplementary information has been subjected to the auditing
procedures applied in the audit of the financial statements and certain additional procedures. This
information will allow Xavier to present complete information in his other-matter paragraph.]

21. Financial summaries and employment data are examples of which of the following? (Page 104)

a. Required supplementary information. [This answer is incorrect. Required supplementary information
differs from voluntary presentations of information outside of the basic financial statements because a
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designated accounting standard setter such as the FASB considers the information an essential part of
the financial reporting of certain entities and because authoritative guidelines for presentation of the
information have been established. That is not the case for the examples listed above. An example of
required supplementary information for a CIRA might be information about future major repairs and
replacements.]

b. Other information. [This answer is correct.Other information is definedbyAU-C720.05 as “financial
and nonfinancial information (other than the financial statements and the auditor’s report thereon)
that is included in a document containing audited financial statements and the auditor’s report
thereon, excluding required supplementary information.” Examples of other information include (1)
a report by management or those charged with governance, (2) financial summaries or highlights,
(3) employment data, (4) planned capital expenditures, (5) financial ratios, (6) names of officers or
directors, and (7) selected quarterly data.]

c. A HUD requirement. [This answer is incorrect. If the CIRA is involved in a not-for-profit or a for-profit
multifamily housing program and is receiving financial assistance fromHUD, the HUD reporting and audit
requirements for such programsmandate that a hardcopy of the financial data schedule be included with
the basic financial statements and reported on by the auditor. The items listed above are not related to this
hardcopy, nor are they required by HUD.]

d. Comparative financial statements. [This answer is incorrect. This is when the current-period and
prior-period financial statements are presented together. This is a different type of information than the
examples provided.]

22. Which of the following terms is used for a situation in which an auditor finds one or more deficiencies in an
entity’s internal control over financial reporting that give rise to the reasonable possibility that a material
misstatement of the financial statements will not be either prevented or detected and corrected on a timely
basis? (Page 107)

a. Material weakness. [This answer is correct. According to AU-C 265.07, this is the definition of a
material weakness.]

b. Significant deficiency. [This answer is incorrect. According to AU-C 265-07, a significant deficiency is “a
deficiency,or combinationofdeficiencies, in internal control over financial reporting that is less severe than
amaterialweaknessyet importantenough tomerit attentionby thosechargedwithgovernance.Therefore,
though a significant deficiency can be part of the deficiencies described above, this is not the term for that
specific situation.]

c. A deficiency in operation. [This answer is incorrect. This exists when a properly designed control does not
operate as designed or when the person performing the control lacks the necessary authority or
qualifications to perform the control effectively. A deficiency in operations can lead to the situation
described above, but a different term applies to that situation.]

d. A deficiency in design. [This answer is incorrect. This exists when a control necessary to meet the control
objectives ismissingor anexisting control is not property designed so that, even if it operates asdesigned,
the control objective would not be met. Though a deficiency in design can contribute to the situation
described above, a different term will apply.]

23. Whichof the followingshouldanauditorcommunicate inwriting tothosechargedwithgovernance? (Page 112)

a. Identified significant deficiencies and material weaknesses. [This answer is correct. The auditor
should communicate significant deficiencies and material weakness identified during the audit,
including significant deficiencies and material weaknesses in a managing agent’s internal control,
in writing to those charged with governance.]

b. Deficiencies in internal control not deemed significant. [This answer is incorrect. AU-C 265.12 states that
other deficiencies in internal control identified during the audit that have not been communicated to
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management or by other parties and that, in the auditor’s professional judgment, are of sufficient
importance to merit management’s attention should be communicated to management either orally or in
writing.]

c. A list of what the auditor intends to communicate to those charged with governance. [This answer is
incorrect. Communicating a list of intended communications to those charged with governance before
making the actual communication would be unnecessary extra work. However, AU-C 265.12 does require
theauditor to communicate inwriting significant deficienciesandmaterialweaknesses that the auditor has
communicated or intends to communicate to those charged with governance to management, unless it
would be inappropriate to communicate directly to management in the circumstances.]

d. A statement that no significant deficiencies were found. [This answer is incorrect. To prevent potential
misunderstandings, AU-C 265.16 prohibits the auditor from issuing a written communication stating that
no significant deficiencies were noted during the audit.]

24. While performing a CIRA audit, Jeffery uncovers information that leads him to believe the CIRA has violated an
applicable law. Which of the following should Jeffery do? (Page 117)

a. Discuss the violation and need for more investigation with the CIRA employees who were involved. [This
answer is incorrect. Jeffery needs to discuss the matter and the need for any further investigation with an
appropriate level of management, not with lower level employees. The appropriate level of management
is at least one level above those involved in the law violation.]

b. Withdraw from the engagement immediately. [This answer is incorrect. In the rare event thatmanagement
is notwilling to followsound legal advice about fraudor violationsof lawsor regulations, the auditor should
consider seeing the recommendationof legal counsel aboutpossiblecoursesofaction, includingpossible
withdrawal from the engagement. However, such a drastic step would be taken later in the process.When
Jeffery uncovers the information about the violation, he still has other recourses to take before having to
withdraw.]

c. Consult with the CPA firm’s legal counsel about actions that the CIRA can take. [This answer is incorrect.
If appropriate, Jeffery canconsultwith theCIRA’s legal counsel (or suggest that theCIRAconsult with legal
counsel) on any questions of law and on the course of action that the client should take. Jeffery should
reserve consulting with the firm’s legal counsel for other issues, such as withdrawing from the
engagement.]

d. Obtain an understanding of the violation and related information. [This answer is correct. If
investigation indicates that there may have been a violation of laws and regulations or fraud, the
auditor should do several things, such as obtaining an understanding of the matter and sufficient
other information to evaluate the possible effects on the financial statements and the auditor’s
report, including the need for adjustments and for disclosure of a violation of laws or regulations
andany related contingencies, or theneed for a reportmodification if necessary financial statement
adjustments or disclosures are not made or because of a scope limitation. Therefore, in this
situation, Jeffery needs to obtain an understanding of his CIRA client’s violation to know how to
proceed.]
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EXAMINATION FOR CPE CREDIT

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest
Realty Associations—Course 1—Performing Substantive Procedures and

Concluding the Audit (HOATG171)

Testing Instructions

1. Following these instructions is an EXAMINATION FOR CPE CREDIT consisting of multiple choice questions.
Youmay print and use the EXAMINATION FORCPECREDIT ANSWERSHEET to complete the examination.
This course is designed so the participant reads the coursematerials, answers a series of self-study questions,
and evaluates progress by comparing answers to both the correct and incorrect answers and the reasons for
each. At the end of the course, the participant then answers the examination questions and records answers
to the examination questions on either the printed Examination for CPE Credit Answer Sheet or by logging
onto the Online Grading System. The Examination for CPE Credit Answer Sheet and Self-study Course
Evaluation Form for each course are located at the end of all course materials.

ONLINE GRADING. Log onto our Online Grading Center at cl.thomsonreuters.com/ogs to receive instant
CPEcredit. Click thepurchase link anda list of examswill appear. Search for an examusingwildcards. Payment
for the examof $89 is accepted over a secure site using your credit card.Once youpurchase an exam, youmay
take the exam three times. On the third unsuccessful attempt, the system will request another payment. Once
you successfully score 70% on an exam, you may print your completion certificate from the site. The site will
retain your exam completion history. If you lose your certificate, you may return to the site and reprint your
certificate.

PRINT GRADING. If you prefer, youmay email, mail, or fax your completed answer sheet, as described below
($89 for email or fax; $99 for regular mail). The answer sheets are found at the end of the course PDFs. Answer
sheetsmaybeprinted from thePDFs; they canalsobe scanned for email grading, if desired. The answer sheets
are identified with the course acronym. Please ensure you use the correct answer sheet. Indicate the best
answer to the exam questions by completely filling in the circle for the correct answer. The bubbled answer
should correspondwith the correct answer letter at the top of the circle’s columnandwith the question number.
You may submit your answer sheet for grading three times. After the third unsuccessful attempt, another
payment is required to continue.

Youmay submit your completedExamination for CPECredit Answer Sheet, Self-study CourseEvaluation,
and payment via one of the following methods:

¯ Email to: CPLGrading@thomsonreuters.com
¯ Fax to: (888) 286-9070
¯ Mail to:

Thomson Reuters
Tax & Accounting—Checkpoint Learning
HOATG171 Self-study CPE
36786 Treasury Center
Chicago, IL 60694-6700

Note: The answer sheet has four bubbles for each question. However, if there is an exam question with only
two or three valid answer choices, “Do not select this answer choice” will appear next to the invalid answer
choices on the examination.

2. If you change your answer, remove your previous mark completely. Any stray marks on the answer sheet may
be misinterpreted.

3. Each answer sheet sent for print grading must be accompanied by the appropriate payment ($89 for answer
sheets sent by email or fax; $99 for answer sheets sent by regular mail). Discounts apply for three or more
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courses submitted for grading at the same time by a single participant. If you complete three courses, the price
for grading all three is $254 (a 5% discount on all three courses). If you complete four courses, the price for
grading all four is $320 (a 10% discount on all four courses). Finally, if you complete five courses, the price for
grading all five is $378 (a 15% discount on all five courses). The 15% discount also applies if more than five
courses are submitted at the same time by the same participant. The $10 charge for sending answer sheets in
the regular mail is waived when a discount for multiple courses applies.

4. To receiveCPEcredit, completedanswer sheetsmustbepostmarkedor entered into theOnlineGradingCenter
by September 30, 2018. CPE credit will be given for examination scores of 70% or higher.

5. When using our print grading services, only the Examination for CPE Credit Answer Sheet should be
submitted. DO NOT SEND YOUR SELF-STUDY COURSE MATERIALS. Be sure to keep a completed copy
for your records.

6. Please direct any questions or comments to our Customer Service department at (800) 431-9025.



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

129

EXAMINATION FOR CPE CREDIT

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty
Associations—Course 1—Performing Substantive Procedures and Concluding the Audit (HOATG171)

Determine the best answer for each question below. Then mark your answer choice on the Examination for CPE
Credit Answer Sheet. The answer sheet can be printed out from the back of this PDF or accessed by logging onto
the Online Grading System.

1. Which of the following pieces of audit evidence would be considered the most reliable?

a. Item 1 was obtained from sources inside the entity.

b. Item 2 was obtained by inquiry.

c. Item 3 was obtained using a photocopied document.

d. Item 4 was obtained from information in documentary form.

2. Which of the following is typically of less use in a CIRA audit?

a. Trend analysis.

b. Ratio analysis.

c. Reasonableness tests.

d. Tests of details.

3. Kara plans to use analytical procedures when performing a CIRA audit. Which of the following should she do
first?

a. Document the analytical procedure used.

b. Evaluate the likelihood that the balance is materially misstated.

c. Develop an expectation of what an account balance is supposed to be.

d. Investigate the cause of any significant differences that were not expected.

4. Mike is engaged to audit the Meadowlark Villas Homeowners’ Association. Which of the following will he likely
need to pay more attention to in this audit than he would when auditing a commercial business?

a. Cash.

b. Investments.

c. Derivatives.

d. Prepaids.

5. Which of the following makes up a CIRA’s main source of revenue?

a. Tax assessments.

b. Member assessments.

c. Investments.

d. Rental income.
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6. The following auditors are all engaged in CIRA audits. Who correctly addressed an issue related to the
performance of substantive audit procedures?

a. Alan accepts the fair values provided for derivatives by third parties without question.

b. Betty spends the majority of her audit time assessing the adequacy of insurance coverage.

c. Cal tests cash collections instead of confirming assessments receivable from members and documents
his reasoning for omitting confirmations.

d. Donna tests subsequent cash collections for every receivable balance tomake sure that assessments are
substantiated.

7. In which of the following situations would it be appropriate for an auditor to skip confirming accounts payable?

a. CIRA 1 accounts for expenses on a cash basis during the year.

b. CIRA 2 has extended payment terms with several of its vendors.

c. CIRA 3 has accounts payable balances that include significant debit memos.

d. CIRA 4 is likely to have incomplete accounts payable.

8. The Oceanview Cliffs Association requires members to pay security deposits for keys to the recreation center
and when using the clubhouse for a personal event. The security deposits are refundable if members return
the association’s property in good condition. How should these deposits be categorized?

a. As revenue.

b. As liabilities.

c. As debt.

d. As prepaids.

9. Which of the following alternative income sources would be considered unusual for a CIRA?

a. Fees for pool management.

b. Revenues from garage operations.

c. Oil and gas royalties.

d. Restaurant revenue.

10. Sean is engaged to audit a CIRA. As part of this engagement, he makes the rebuttable presumption that the
risk of improper revenue recognition may have resulted in the financial statements being misstated. What is
the best way for Sean to identify situations in which the revenue recognition requires more detailed audit
testing?

a. Performing appropriate analytical procedures.

b. Performing tests of transactions.

c. Measuring the appropriateness of audit evidence.

d. Considering the effectiveness of internal control.
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11. Which of the following statements most accurately describes a subsidy agreement?

a. Reserve subsidies are the least complex and most desirable form of this type of agreement.

b. Subsidy agreements must take one of certain specific forms prescribed by the applicable legislation.

c. Understanding theCIRA’s subsidy agreement helps the auditor determine if payables and receivables are
accurate.

d. Subsidy agreements generally affect a maximum of two line items in a CIRA’s financial statements.

12. Julia is engaged to audit a CIRA that had to accumulate funds for major repairs after a tree fell into the roof of
the clubhouse. Which procedure should Julia perform to specifically address this repair and the associated
funds?

a. Coordinate audit testing of expenditures with testing of the repair fund.

b. Perform enough audit procedures to ensure the complete accuracy of the required supplementary
information.

c. Test the CIRA’s internal control to make sure all the related operations and additional staff are taken into
consideration.

d. Perform additional substantive procedures to test any operating expenses that would be considered
significant and unusual transactions.

13. Which of the following may take the form of an agreed-upon procedures engagement under the attestation
standards?

a. An initial CIRA audit when control is transferred to property owners.

b. An initial CIRA audit which includes contacting a predecessor auditor.

c. An audit in which the CIRA is subject to subsidy agreements.

d. A management company transition audit.

14. Which of the following occurs when an auditor reviews a CIRA’s interim financial information?

a. The auditor has sufficient evidence to express an opinion on the CIRA’s financial statements.

b. The auditor must perform the interim review steps separately from steps that will be performed for the
annual review.

c. The auditor will perform steps such as obtaining amanagement representation letter and issuing a review
report.

d. The auditor is required to performmore procedures than in an annual audit to compensate for the lack of
financial information.
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15. Which of the following auditors has correctly addressed an issue related to their CIRA audit clients’ legal
representation letter?

a. Evelyn contacts each of the CIRA’s lawyers, including one only involved with collections and one who
performed no services.

b. Frank requests that the legal representation letter be dated as of the beginning of the year covered by the
audit.

c. Greta makes sure that the letter provided by her client’s lawyer reflects the specified materiality amount.

d. Hal requests theCIRA’s lawyer to provide a summary letter that aggregates the effects of all potential legal
claims.

16. Which of the following procedures will help an auditor determine whether a CIRA is at risk for environmental
remediation liabilities due to noncompliance with related laws and regulations?

a. Making inquiries of those charged with governance or the CIRA’s management.

b. Initiating correspondence with the associated licensing or regulatory authorities.

c. Helping the CIRA establish policies and procedures related to environmental matters.

d. Making inquiries of association members and those who live in the development.

17. When will an entity suffer vulnerability from concentrations?

a. When the entity uses multiple vendors and suppliers.

b. When the concentration opens them to a higher risk of loss.

c. When use of concentrations is combined with use of significant estimates.

d. When the entity could get the same product from another source.

18. John is engaged to audit a CIRA. During the course of his audit, John discovers that the CIRA uses accounting
estimates to determine the value of common property contributed by the developer. John determines that this
is a significant risk. Which of the following does AU-C 540 require John to do, since this is now a significant
estimate?

a. Evaluate the alternative estimates that were considered and rejected by management.

b. Determine whether related financial statement disclosures comply with GAAP.

c. Document the precise level of estimation uncertainty that affects the estimate.

d. Test whether associated controls are operating efficiently.

19. ThePantherCityAssociation receives custodyof a foreclosedunit andmust determine its value for the financial
statements. Which of the following fair value measurements would be the most reliable?

a. The selling price of a similar unit in the development.

b. The amount the former owner owed on the mortgage.

c. A value calculated using the discounted cash flows method.

d. The amount that the unit was worth three years ago when it was new.
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20. Which of the following is considered a financial instrument?

a. Marginal ownership interest in an entity.

b. An IOU received in lieu of cash.

c. An executory contract for future services.

d. An unconditional receivable-payable contract.

21. Lucy is engaged to perform a CIRA audit. The balance sheet date is June 30. Lucy’s auditor’s report will be
dated August 30. When should the CIRA management date its subsequent events evaluation note?

a. June 30.

b. July 30.

c. August 30.

d. December 31.

22. At what point does an auditor usually apply audit procedures for related parties?

a. Prior to engagement acceptance.

b. At the beginning of the audit.

c. Intermittently throughout the audit, as needed.

d. At the beginning and end of the audit.

23. Sam is engaged to audit a CIRA that has related-party transactions. He deems one of these transactions as
material, and it also gives rise to significant risk of material misstatement of the CIRA’s financial statements.
Which of the following is an additional procedure that Sam may need to apply to the transaction under these
circumstances?

a. Vouching the transaction.

b. Inspection of evidence from the other party.

c. Documentation of the transaction.

d. Recomputation of the transaction.

24. The Silver Lake Association has undergone recent financial difficulty, but it does have a large amount of cash
reserves.When performing the association’s annual audit, Lisamust consider its ability to continue as a going
concern for a reasonable amount of time. According to AU-C 570A, what is the minimum amount of time Lisa
must believe the association can stay in business to avoid substantial doubt about its ability to continue as a
going concern?

a. At least six months.

b. At least one year.

c. At least 18 months.

d. More than two years.
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25. If Lisa decides that there is substantial doubt about the Silver Lake Association’s ability to continue as a going
concern, how does she need to address this issue according to the guidance in AU-C 570A?

a. She must ask the CIRA to add a note on the issue to the financial statements.

b. She must consider the adequacy of disclosures.

c. She must either disclaim an opinion on the statements or give an adverse opinion.

d. She must withdraw from the engagement before issuing a report.

26. A CIRA’s management representation letter could be signed by which of the following personnel? (Select all
that apply.)

i. The president or other CIRA officers.

ii. Members of the CIRA’s board.

iii. Members of the CIRA (e.g., homeowners).

iv. The CIRA’s managing agent.

v. The independent auditor.

a. v.

b. i. and iv.

c. i., ii., and iv.

d. i., ii., iii., and iv.

27. A CIRA’s management representation letter should be dated as of which of the following?

a. The date of the auditor’s report.

b. The balance sheet date.

c. Ninety days after the balance sheet date.

d. One year beyond the date the financial statements were audited.

28. The following auditors are all performing CIRA engagements. Which auditor has correctly addressed an issue
related to consideration of the accumulated results of the audit procedures that were performed?

a. Ian identifies an error during the audit but, based on management explanation, assumes it is an isolated
occurrence.

b. Jolene limits her assessment of fraud to the acceptance/continuance and planning portions of the audit
engagement.

c. Kris uses professional judgment to determine that no substantive procedures are needed for this
engagement.

d. Lainey performs required revenue procedures when she performs preliminary analytical procedures and
updates them during final review.
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29. What is the purpose of performing analytical procedures in the final review stage of an audit?

a. To obtain an understanding of the entity and its environment.

b. To determine which additional audit procedures are needed for risk assessment.

c. To consider the adequacy of the procedures already performed.

d. To help the auditor prepare the required flux analysis.

30. The following CPA firms are all performing CIRA audits. Which one has correctly addressed an issue related
to the review of workpapers at the end of the engagement?

a. Firm 1 limits its review of the workpapers to a high-level supervisory review performed by an audit partner.

b. Firm 2 has one of its tax partners review the workpapers of every CIRA audit the firm performs.

c. Firm 3 performs all workpaper reviews after the audit is complete and the report has been released.

d. Firm 4 performs both workpaper review and engagement quality control reviews (EQCRs) on all audit
engagements.

31. The rollover and iron curtain methods are used to do which of the following?

a. Aggregate audit differences.

b. Document misstatements.

c. Evaluate overall materiality.

d. Evaluate the existence of fraud.

32. Which of the following dates need to be coordinated? (Select all that apply.)

i. The balance sheet date.

ii. The audit report date.

iii. The engagement letter date.

iv. The date of the management representation letter.

v. The date of the note disclosure about the subsequent events evaluation.

a. i. and iii.

b. i., ii., and iv.

c. ii., iv., and v.

d. ii., iv., iii., and v.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

136

33. Harold is engaged to audit theMistletoeValleyHomeowners’ Association. The association includes schedules
of revenuesandexpenseswith its financial statements.Howwill this supplementary information affectHarold’s
audit?

a. He must get a representation from management that the information was derived from the financial
statements.

b. He must determine that the supplementary information relates to either the same period as the financial
statements or one period prior.

c. He must request a reconciliation of the supplementary information and the financial statements from
management.

d. He must obtain an understanding of the methods the association used to prepare the supplementary
information.

34. Charlotte is engaged toaudit theRedwoodHomeowners’ Association. TheCIRA’s financial statements include
a schedule comparing the current year’s budget with next year’s budget. Howwill this affect Charlotte’s audit?

a. She must apply the requirements of AU-C 725 and disclaim an opinion on the budget.

b. She should add an Other Matter paragraph to the audit report to disclaim an opinion on the prospective
budgetary information.

c. She is required to perform agreed-upon procedures to the prospective budgetary information and report
on the findings.

d. She is required to examine the prospective budgetary information and provide an opinion.

35. Which of the following occurs when a CIRA is required to present supplementary information with its financial
statements?

a. The auditor must express a qualified opinion on the required supplementary information.

b. The auditor must apply specific limited procedures on the supplementary information.

c. The auditor must present information about the supplementary information in an emphasis-of-matter
paragraph.

d. The auditor must prepare a flux analysis to accompany his or her auditor’s report.

36. Under which of the following circumstances would AU-C 600, Special Considerations—Audits of Group
Financial Statements (Including the Work of Component Auditors), apply to a CIRA audit?

a. The CIRA has an ancillary operation recorded in accounting records that are centrally maintained.

b. TheCIRAhasanancillarybusinessactivitywithseparate financial reporting fromthe restof theassociation.

c. The CIRA maintains a single set of financial statements on an annual basis instead of group financial
statements.

d. The CIRA does not have any component units to include in its annual financial statements.
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37. Under which of the following circumstances would a material weakness in internal control most likely exist?

a. The auditor discovered minor fraud on the part of senior management.

b. Financial statements were reissued to correct a clerical error.

c. The entity’s internal control found and prevented a misstatement.

d. Those charged with governance provide effective oversight.

38. Logan releases his report on aCIRA audit on April 30. During the audit, he found amaterial weakness thatmust
be communicated to those charged with governance. How long does Logan have to make this
communication?

a. The communication must be made on April 30.

b. The communication must be made before June 29.

c. The communication must be made before July 29.

d. The communication must be made by the CIRA’s year-end.

39. Which of the following must an auditor communicate to the appropriate level of management, whether or not
it is inconsequential?

a. Fraud.

b. Violations of laws and regulations.

c. Misappropriations by lower level employees.

d. Areas where fraud could occur in the future.

40. Which of the followingmight an auditor use for an overview of audit data, including significant accounting and
auditing issues that came up during the engagement and how they were resolved?

a. The management representation letter.

b. The legal representation letter.

c. The written communication to those charged with governance.

d. An engagement summary memorandum.
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GLOSSARY

Accounting estimate: An approximation of a monetary amount in the absence of exact measurement.

Analytical procedures: Evaluations of financial information made by a study and comparison of plausible
relationships among both financial and nonfinancial data.

Appropriateness: The measure of the quality of audit evidence, that is, its relevance and its reliability in providing
support for the conclusions on which the auditor’s opinion is based.

Audit differences:Differences noted between the accounting records and the evidence obtained during the audit.

Component: An entity or business activity for which group or component management prepares financial
information that is required by the applicable financial reporting framework to be included in the group financial
statements.

Component auditor: An auditor who performs work on the financial information of a component that will be used
as audit evidence for the group audit.

Deficiency in design:When a control necessary to meet the control objectives is missing or an existing control is
not properly designed so that, even if it operates as designed, the control objective would not be met.

Deficiency in internal control:When thedesignoroperationofacontrol doesnotallowmanagementoremployees,
in the normal course of performing their assigned functions, to prevent, or detect and correct, misstatements on a
timely basis.

Deficiency in operation: When a properly designed control does not operate as designed or when the person
performing the control lacks the necessary authority or qualifications to perform the control effectively.

Engagement quality control review (EQCR): A process designed to provide an objective evaluation, by an
individual or individualswhoarenotmembersof theengagement team,of thesignificant judgments theengagement
team made and the conclusions they reached in formulating the report.

Estimation uncertainty: The susceptibility of an accounting estimate and related disclosures to an inherent lack of
precision in its measurement.

Factual misstatement: A misstatement about which there is no doubt.

Financial instruments: Cash, evidence of an ownership interest in an entity, contracts that require one entity to
deliver cash or another financial instrument to another entity, and contracts that require two entities to exchange
financial instruments on potentially unfavorable terms.

Flux analysis: A narrative explanation by financial statement caption (line item) of the change in the amount from
the prior period and of any unusual or unexpected relationships to other financial statement line items in the current
period.

Generalprocedures:Proceduresanauditor is required toperform that arenot related toparticular accountbalance.

Group financial statements: Financial statements that include the financial information of more than one
component.

Interim financial information: Financial information or statements covering a period less than a full year or for a
12-month period ending on a date other than the entity’s fiscal year end.

Judgmental misstatement: A misstatement that arises from judgments made by management related to
accountingestimates that theauditorbelieves tobeunreasonableordue to theselectionorapplicationofaccounting
principles by management that the auditor considers to be inappropriate.
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Material weakness: A deficiency, or combination of deficiencies, in internal control, such that there is a reasonable
possibility that a material misstatement of the entity’s financial statements will not be prevented, or detected and
corrected, on a timely basis.

Normal closing entries: Routine entries made to help clients close out the books for the year.

Planning materiality: A judgment about a single materiality amount for the financial statements as a whole.

Precision: The degree of accuracy of the expectation developed by the auditor to the actual amount when
performing analytical procedures.

Projected misstatement: A misstatement that is the result of the auditor’s best estimate of misstatement
extrapolated to entire populations arising from the use of sampling procedures.

Ratio analysis: The study of the relationship between two financial statement amounts or between financial and
relevant nonfinancial amounts.

Reasonableness tests: Tests that estimate a financial statement amount or the change in an amount from the prior
year.

Related parties: Affiliates; equity investees; pension, profit-sharing, and similar trusts managed by or under the
trusteeship ofmanagement; principal owners,management, andmembers of their immediate families; other parties
if one party controls or can significantly influence themanagement or operating policies of the other to an extent that
one of the parties might be prevented from pursuing its own separate interest; another party that can significantly
influence the management or operating policies of the transacting parties or that has an ownership interest in one
of the transacting parties and can significantly influence the other to an extent that one or more of the transacting
parties might be prevented from pursuing its own separate interests.

Seniormanagement: Theprinciple executive, financial officers, andanyothermembersof seniormanagementwho
have a significant role in the entity’s financial management.

Severe impact: A significantly financially disruptive effect on the normal functioning of the association.

Significant deficiency: A deficiency, or combination of deficiencies, in internal control that is less severe than a
material weakness yet important enough to merit attention by those charged with governance.

Subsequent events:Events or transactions that occur subsequent to thebalance sheetdatebutbefore the financial
statements are available to be issued.

Subsequent events review:Audit proceduresperformed specifically to search formaterial events that occur during
the period between the balance sheet date and the date the financial statements are available to be issued.

Substantive procedures: Further audit procedures performed for the purposes of detectingmaterial misstatement
at the relevant assertion level.

Sufficient appropriate audit evidence: Evidence that the audit documentation has been reviewed; the financial
statements, including disclosures, have been prepared; and management has asserted that they have taken
responsibility for the financial statements.

Sufficiency: The measure of the quantity of audit evidence.

Tests of balances: Tests applied directly to the details of balances in the accounting records.
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Tests of details: Tests performed by auditors that can be applied to either transactions or balances.

Tests of transactions: Tests of the processing of individual transactions by inspection of the documents and
accounting records involved in processing.

Those charged with governance: The persons responsible for overseeing the strategic direction of the entity and
obligations related to the accountability of the entity, including oversight of the financial reporting process.

Trend analysis: Comparing the absolute dollar amount or percentage change in accounts over time.
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COMPANION TO PPC’S GUIDE TO HOMEOWNERS’ ASSOCIATIONS AND OTHER COMMON INTEREST
REALTY ASSOCIATIONS

COURSE 2

COMMON INTEREST REALTY ASSOCIATIONS AND APPLICABLE ACCOUNTING
PRINCIPLES AND PRACTICES (HOATG172)

OVERVIEW

COURSE DESCRIPTION: This interactiveself-studycourseprovidesan introduction tocommon interest realty
associations (CIRAs) and the applicable accounting principles and practices that
affect those entities. Lesson 1 defines a CIRA, explains the different types of CIRAs,
and discusses the regulatory environment and authoritative literature associated
withaCIRAaudit. Lesson2providesan in-depth look into theapplicableaccounting
principles and practices that a CIRA will employ.

PUBLICATION/REVISION
DATE:

September 2017

RECOMMENDED FOR: Users of PPC’s PPC’s Guide to Homeowners’ Associations and Other Common
Interest Realty Associations

PREREQUISITE/ADVANCE
PREPARATION:

Basic knowledge of accounting

CPE CREDIT: 8 NASBA Registry “QAS Self-Study” Hours

This course is designed tomeet the requirements of the Statement on Standards of
Continuing Professional Education (CPE) Programs (the Standards), issued jointly
byNASBAand theAICPA. Asof this date, not all boardsof public accountancy have
adopted the Standards in their entirety. For states that have adopted the Standards,
credit hours aremeasured in 50-minute contact hours. Some states, however, may
still require 100-minute contact hours for self study. Your state licensing board has
final authorityonacceptanceofNASBARegistryQASself-studycredit hours.Check
with your state board of accountancy to confirm acceptability of NASBA QAS
self-study credit hours. Alternatively, you may visit the NASBA website at
www.nasbaregistry.org for a listing of states that accept NASBA QAS self-study
credit hours and that have adopted the Standards.

FIELD OF STUDY: Accounting

EXPIRATION DATE: Postmark by September 30, 2018

KNOWLEDGE LEVEL: Basic

Learning Objectives:

Lesson 1—Common Interest Realty Associations

Completion of this lesson will enable you to:
¯ Recognize what defines a common interest realty association (CIRA), the common characteristics and types,
and how CIRAs are established.

¯ Identify the regulatory environments for the CIRA industry, the accountant’s involvement with CIRAs, and the
authoritative literature for CIRA audits.

Lesson 2—Accounting Principles and Practices for CIRAs

Completion of this lesson will enable you to:
¯ Recognize the authoritative guidance that affects CIRAs.
¯ Identify how CIRAs account for cash and cash equivalents and the disclosures and which type of marketable
securities CIRAs can invest in and how to account for them.
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¯ Determine the measurement of the amounts owed, the valuation of receivables, the appropriate classification
on the financial statements for member assessments, reporting of other income and receivables, and
accounting guidance for CIRAs related to common property and other real property.

¯ Identify the accounting treatment for prepaid expenses and other assets for CIRAs and the management of
capital improvement funds.

¯ Recognize a CIRA’s management of debt and other liabilities, including the financing options open to a CIRA,
interfund transfers and security deposits and how a CIRA would report onmembers’ equity and income taxes.

TO COMPLETE THIS LEARNING PROCESS:

Log onto our Online Grading Center at cl.thomsonreuters.com/ogs.Online grading allows you to get instant CPE
credit for your exam.

Alternatively, you can submit your completed Examination for CPE Credit Answer Sheet, Self-study Course
Evaluation, and payment via one of the following methods:

¯ Email to: CPLGrading@thomsonreuters.com
¯ Fax to: (888) 286-9070
¯ Mail to:

Thomson Reuters
Tax & Accounting—Checkpoint Learning
HOATG172 Self-study CPE
36786 Treasury Center
Chicago, IL 60694-6700

See the test instructions included with the course materials for additional instructions and payment information.

ADMINISTRATIVE POLICIES:

For information regarding refunds and complaint resolutions, dial (800) 431-9025 for Customer Service and your
questions or concerns will be promptly addressed.



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

149

Lesson 1: Common Interest Realty Associations
INTRODUCTION

Lesson 1 discusses the basics of common interest realty associations (CIRAs). This lesson begins by defining
CIRAs and comparing their common characteristics and types. It then discusses how CIRAs are established. It
continues by explaining the regulatory environment for CIRAs including federal and state regulations. It then covers
industry trends and the accountants’ involvement with CIRAs. The lesson concludes with a discussion of the
applicable authoritative literature for conducting CIRA audits.

Learning Objectives:

Completion of this lesson will enable you to:
¯ Recognize what defines a common interest realty association (CIRA), the common characteristics and types,
and how CIRAs are established.

¯ Identify the regulatory environments for the CIRA industry, the accountant’s involvement with CIRAs, and the
authoritative literature for CIRA audits.

WHAT ARE COMMON INTEREST REALTY ASSOCIATIONS?

Condominium associations, homeowners’ associations, and cooperative housing corporations are the main types
of common interest realty associations. They are similar, in some respects, to the neighborhood associations often
found in real estate developments of single-family residences. The neighborhood associations typically are con-
cerned about matters such as neighborhood security, development, zoning, traffic, and beautification. Some
associations also enforce architectural or other deed restrictions, such as requiring homes to be constructed of
brick or fences of a certain design.

The sole purpose of both types of associations is to serve the collective needs of the neighboring property owners.
As the term implies, however, “common interest realty associations” or “CIRAs” refer to organizations of property
owners who—

¯ own or have the exclusive right to use their individual living quarters and

¯ share the exclusive use of certain property with all of the other property owners in the development.

Common interest realty association is the term used in FASB ASC 972, Real Estate—Common Interest Realty
Association.Community association and common interest development (CID) are frequently used in the industry, as
well. For simplicity, the FASB’s terminology is used in this course.

Common Characteristics of CIRAs

The specific characteristics of CIRAs vary depending on the type of real estate that is owned by the association and
by the individual property owners that are members of the association. Even so, all CIRAs have three primary
functions—to serve as a business, as a governance structure, and as a community. In addition, the principal
activities of all CIRAs are essentially the same: (a) to manage, maintain, repair and replace the common property
used by all of the property owners, (b) to provide other services for their members, such as security and trash
removal, (c) to enforce compliance with governing documents and state and local statutes and regulations relating
to the operations of the CIRA, (d) to enforce rules for the mutual benefit of their members, (e) to equitably assess
and collect funds from their members to finance the expenses of operating the CIRA, and (f) to design programs to
foster a sense of community. The following characteristics are common to all CIRAs:

¯ CIRAsare separate legal entities establishedunder state lawsandcomposedof theproperty ownerswithin
a specific real estate development.

¯ Property owners in the specific real estate developmentsmay own lots and improvements, defined interior
spaces, or shares of stock or membership certificates.
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¯ Membership in the CIRA is automatic and cannot be separated from ownership of the underlying real
estate.

¯ Funding of the CIRA’s operations by periodic assessment of all members.

¯ Association members share the use of common area property within the real estate development (that is,
property such as landscaped areas, parking lots, building elevators, and recreational facilities that is not
owned and used exclusively by individual members).

¯ Association members are bound by restrictive covenants.

¯ The associations provide a means for self-government of their members through boards of directors that
enforce the CIRAs’ governing documents and carry out their operations.

Types of CIRAs

It is generally impossible to distinguish CIRAs by the physical appearance of the real estate development. Instead,
CIRAs are primarily distinguished by the property that is owned by the CIRA’s members and by the CIRA. The
principal types of CIRAs are as follows:

¯ CondominiumAssociations.All unit owners in condominiumsown their individual livingquarters. Theyalso
have an undivided percentage interest in the common property that is inseparable from ownership of the
unit itself. Condominium associations generally do not have title to any real property within the
development.

¯ Homeowners’ Associations (HOAs). Members of homeowners’ associations own their own dwelling and
the land on which the dwelling sits. The HOAs, rather than the residents, have title to all of the common
property within the development.

¯ Cooperative Housing Corporations. Residents of cooperatives own shares of stock (or membership
certificates) in the cooperative corporation, which gives them the right to occupy a specific unit in the
cooperative. The cooperative housing corporations, rather than the tenant-shareholders, have title to all
real estate within the development, both the common property and the individual units.

¯ Timeshare Developments. The user of a timeshare development is entitled to (a) the right to use a certain
accommodation or class of accommodations, generally in weekly increments that occur annually or on
some other repeating basis or (b) a fee simple ownership interest in an accommodation, coupled with
specified use rights. A resort condominium is an example of a timeshare development.

Accountants also may encounter the following types of common interest ownership developments:

¯ Townhomes. Townhomes are a form of property ownership in which the property owners own their
individual unit and share a common wall and may also share ownership of other common property. If the
developmentdoesnot includeothercommonproperty, theownership is typically recordedasconventional
real estatewitha commonwall agreement, andaCIRA isnot established. If thedevelopment includesother
common property, it is typically owned by the CIRA, and accounting would be similar to that for
homeowners’ associations. “Townhome”mayalsobeused to refer to the style of home rather than the type
of association. They may be found in homeowners’ associations or condominium associations.

¯ Condominium Trusts. In some states, condominium developments establish nonprofit trusts rather than
associations of property owners to manage the common property. If the trusts own all of the property,
accounting is similar to that of a cooperative housing corporation.

¯ Master Associations. Developers may establish “master associations” (also referred to as “umbrella
associations”) when two or more common interest housing developments share recreational facilities or
othercommonpropertyor receiveservicesaspartofacontract coveringmore thanonedevelopment.They
are responsible for administering the shared common property or providing the shared services and
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assessing residents of the participating developments for their portion of the related expenses.
Alternatively, the master association may assess each participating association for its expenses and the
participating association would in turn assess its residents.

¯ Cohousing Communities. Those communities are less common in the United States and are based on a
sharedspaceconcept fromDenmark. The residentsown their individual homesandshare in theownership
of common areas, such as dining halls, parking lots, and community gardens. They also contribute a
designated number of hours per week to community services, such as gardening, cooking meals, or
cleaning up after meals.

¯ Commercial Associations. Those associations provide nonresidential facilities. Examples are industrial
parks, shopping centers, professional buildings, parking facilities, marinas, and docks.

¯ Condo-hotel Developments.Condo-hotels are unique in that the legal structure of the development is that
of a typical full ownership condominium association, but the operations mimic those of a timeshare
association, or a hotel operation. That is, buyers own a unit in the condo-hotel development for a
designated number ofweeks. The remainder of the year, the condo-hotel unit is rented out as a hotel room.
They are generally developedat the high-end, luxury portion of themarket and currently aremost common
in the states of Florida, Nevada, California, and Hawaii.

Although timeshare developments and commercial associations are similar in some respects to residential associ-
ations, they may be subject to unique regulatory, accounting, and tax requirements. A discussion of the legal
environments of timeshare developments and commercial associations is beyond the scope of this course, but
further information is provided in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty
Associations.

Residents of some common interest housing developments alsomay participate in voluntary membership associa-
tions that provide security or other services to their members. Voluntary membership associations such as those
are not CIRAs; they are not governed by FASB ASC 972. (Some states regulate voluntary homeowners’ associa-
tions under the states’ not for profit corporation statutes.)

Condominium Associations. The condominium form of ownership is a fee simple ownership of defined space,
usually within a multi-unit building. (Fee simple ownership is an unrestricted ownership of rights to property,
including the right to use and dispose of the property.) The physical boundaries of the units are described in the
declaration of condominium. Generally, a unit consists of the interior surfaces of the unit’s perimeter walls, floor, and
ceiling. This is often referred to as the “interior shell” or “box of air” method of defining unit ownership. Informally,
it may be referred to as “paint in, ceiling down, and slab up.” Accordingly, most often, the building’s structure—its
foundation; exterior and common walls; roof, plumbing, and electrical components; and hallways—as well as the
land under the building, are part of the common areas, as are amenities such as landscaped areas, parking lots,
courtyards, swimming pools, and clubhouses. (However, in some condominiums, the unit boundaries include the
exterior elements of structures and also structural slabs.) Exclusive use common areas include balconies and
patios. However, the physical boundaries of some condominium units include only the interior airspace and the
airspace above the building while the real property belongs to the condominium association.

Unlike homeowners’ associations and cooperatives, condominium associations (sometimes referred to as unit
owners’ associations) generally do not have title to the common property within the condominium development.
Rather, each unit owner has an undivided percentage interest in the common property that is inseparable from
ownership of the unit itself; it is said to be appurtenant to the unit. Condominium ownership gives each unit owner
the right to share the use of the common areas with other unit owners and an obligation for a pro rata share of the
expenses to manage, maintain, and repair them.

Although unit owners in a condominium development own only space and an undivided interest in common
elements, condominium ownership is a form of real property ownership. Thus, in certain respects, condominium
ownership is similar to single-family residence ownership in that (a) individual financing of unit purchases is
possible, (b) property taxes are assessed directly to unit owners, and (c) unit owners retain the right to sell their
units. Courts generally have struck down the associations’ right to approve the sales of individual units but have
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upheld their right to screen prospective purchasers and their right of first refusal. (On the other hand, leasing
restrictions of various kinds are common and also have been widely upheld in court.)

Because condominium owners are often told that they own only space, they can be surprised to learn that theymay
own and be responsible for interior features such as wallpaper, flooring, painted surfaces, bathroom and electrical
fixtures, built-in appliances, cabinets, etc. The condominium declaration describes in detail the boundaries of the
individual units, as well as the items within the unit boundaries that are part of the units.

Homeowners’ Associations. Homeowners’ associations or “HOAs” generally are established by developers of
“planned unit developments” or “PUDs.” PUDs (sometimes also referred to as planned residential developments or
PRDs) are land developments that typically cluster (a) residential units, often of varying design, (b) open space, and
(c) recreational and other amenities for optimal use of the property. PUDs are a fee simple type of residential real
estate ownership in which the owners not only have title to their individual dwelling but also to the land on which the
dwelling sits. Unlike the condominium form of ownership, the HOA, rather than the residents, has title to all of the
common property within the development. The common property may be asminimal as the space between homes
or include property such as roads and utilities within the development, parklands, and recreational facilities.
Property ownership automatically conveys a membership interest in the homeowners’ association to the residents
who are responsible for paying assessments to the HOA to cover the cost of maintaining the common areas and
providing necessary services. In turn, their property deeds allow them access to the common elements.

Like condominium owners, property owners in HOA communities also share many similarities with owners of
single-family residences. They may separately mortgage their homes and are directly liable for the related property
taxes. There are usually no restrictions on selling the property.

Cooperative Housing Corporations. Cooperatives (sometimes also referred to as cooperative apartment devel-
opments) are a form of residential housing in which the tenants are stockholders in a corporation that owns the
land, building, and any improvements. Residents of cooperatives do not own their individual living quarters. Rather,
as stockholders of the cooperative housing corporation, the tenants enter into proprietary leases that give them (a)
the right to occupy defined living areas and (b) the right of access to the common property owned by the
cooperative (that is, the property not included in the individual units, such as the public portion of the build-
ing—lobby, elevators, and hallways—and access roads, sidewalks, and parks). Stock or membership certificates
issued by the cooperative to the purchaser of the membership interest are evidence of ownership in cooperatives.

Cooperatives are financed by mortgages of the entire property. Because the corporation owns the real estate, it is
directly liable for the debt rather than the individual tenant-shareholders. Similarly, municipalities assess property
taxes to the corporation based on the total value of the cooperative, rather than to the individual tenants for their
units. The tenant-shareholders, on the other hand, are responsible for monthly assessments (sometimes referred
to as maintenance fees or carrying charges) according to the terms of their proprietary leases. The assessments
represent tenants’ proportionate share of the costs of operating and maintaining the building, which includes
mortgage payments, real estate taxes, insurance, and personnel costs. Although the tenant-shareholders are not
personally liable to creditors, it is in their best interests to ensure that the cooperative’s obligations are satisfied. For
example, mortgage lenders are able to foreclose on the entire building if a cooperative defaults on its debt.
Likewise, local governments have authority to file a tax lien on the entire building if property taxes are unpaid. In
both cases, the interests of all tenant-shareholders are jeopardized. Thus, if residents default on their assessments,
the remaining tenant-shareholders usually are assessed additional amounts to make up the deficiency.

Because of the financial interdependence of all of the tenant-shareholders, they generally are unable to transfer
their interests in the cooperative without approval of the cooperative’s board of directors.

Comparison of Certain Common Interest Realty Associations. Exhibit 1-1 compares the primary characteristics
of condominium associations, homeowners’ associations, and cooperatives.
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Exhibit 1-1

Comparison of Certain Common Interest Realty Associations

Characteristic
Condominium
Association

Homeowners’
Association Cooperative

Type of real estate
development that cre-
ates the CIRA

Condominium Planned unit development Cooperative housing cor-
poration

Architectural design of
development

Generally one or more
multiunit buildings com-
posed of numerous
apartments

Single-family detached
homes or townhouses and
open areas

Generally one or more
multiunit buildings com-
posed of numerous
apartments

Type of property
owned by the CIRA’s
members

Generally interior airspace
and proportionate interest
in the common property
(real property ownership)

Home and the land on
which it sits (real property
ownership)

Membership interest in the
cooperative corporation
represented by shares of
stock or membership cer-
tificates (personal property
ownership)

Property owned by the
CIRA

Generally only common
personal property pur-
chased with CIRA funds
(However, in certain circum-
stances, the CIRA owns the
real property.)

All common property (both
personal and real property)

All real and personal
property (both common
property and property
occupied by the individual
units)

Who owns the com-
mon property

Unit owners CIRA CIRA

Transferability of unit
owners’ interests

No restrictions, but CIRA
may have right of first
refusal

No restrictions, but CIRA
may have right of first
refusal

Generally only with
approval of the coopera-
tive’s board of directors

Legal form of associa-
tion

Corporation or unincorpo-
rated association based on
state laws

Corporation or unincorpo-
rated association based on
state laws

Corporation

Legal authority for
association

State nonprofit laws and
condominium statutes

State nonprofit laws and, if
enacted, specific state
statutes

State business or nonprofit
corporation laws

Income tax status Allowed to file Forms 1120
or 1120-H

Allowed to file Forms 1120,
1120-H, or 990

Required to file Form
1120-C

Basic legal documents
of association

Condominium Declaration
(or Master Deed); CIRA
bylaws; articles of
incorporation; rules and
regulations (or house rules)

Declaration of Covenants,
Conditions, and Restric-
tions; CIRA bylaws; articles
of incorporation; rules and
regulations (or house rules)

Membership agreements;
proprietary leases; articles
of incorporation; rules and
regulations (or house rules)
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Characteristic Cooperative
Homeowners’
Association

Condominium
Association

Liability for mortgage
and property taxes

Unit owners Unit owners CIRA (Owners’ monthly
maintenance fees cover
their proportionate share.)

Form of financial state-
ments

May use fund accounting
or entity accounting

May use fund accounting
or entity accounting

Many use fund accounting
or entity accounting

* * *
Mixed-use Associations

A growing trend within the industry is the formation of mixed-use associations related to the development of
mixed-use property. These associations can be generally broken down into two configurations: the layered associ-
ation and the combined association. In either configuration, a mixed-use association may include a combination of
residential, timeshare, and commercial (retail, manufacturing, or office) condominium units within the same associ-
ation or groups of associations.

Layered Associations. The layered association configuration generally consists of a master association for the
development and one or more special use associations that are members of the master association. A common
example of this is a high-rise building in a downtown area that contains commercial or retail units on street or lower
levels, with residential units on upper floors. In some cases, the commercial or retail units are formed as an
association. In other cases, they are simply rental units that pay rent on the units owned by the master association.
The residential units are generally formed as a separate association.

A general benefit of a layered association is that the residential association will usually qualify as a residential
condominium association for tax purposes. It also means that the maintenance activities of the residential associa-
tion are usually confined to interior common areas, as the master association normally assumes responsibility for
exterior common areas. The master association may or may not qualify as residential for tax purposes, depending
upon the portion of square footage devoted to residential use.

If the commercial or retail units are formed as a separate commercial association, the commercial condominium
units are individually owned. The owner of the unit generally pays assessments both to the commercial association
and to the master association. Often, for convenience, the owner pays a single assessment to the commercial
association, and the commercial association pays an assessment on behalf of all owners to themaster association.
This simplifies operations and assures the master association that it will collect all assessments promptly, as the
collection risk is passed to the commercial association.

If the commercial or retail units are not formed as a separate association, then the units are generally owned by the
master association and rented to users. In this case, the tenant will pay rent to the master association. This
generally means that the master association will not qualify as a homeowners’ association under IRC Sec. 528 for
tax purposes since it may have difficulty meeting the residential test, the 60% exempt function income test, and the
90% exempt function expenditures test.

Combined Associations. The combined association consists of a single association with one or more special use
activities. The physical property development of a combined association can be identical to that of the physical
property development of a layered association (for example, either type of property development can consist of a
high-rise building in a downtown area that contains commercial or retail units on street or lower levels, with
residential units on upper floors). However, because of the structure of a combined association, the combined
nature of the activities generally provides for more complex operations.

The assessment structure for a combined association will necessarily require allocations between residential and
nonresidential activities. In addition, because of the combined activities, the association often will not qualify as a
homeowners’ association under IRC Sec. 528 for tax purposes, as it may have difficulty meeting the residential test,
the 60% exempt function income test, and the 90% exempt function expenditures test.
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How CIRAs Are Established

In today’s fast-paced and busy environment, although many people want to own their own home, they have no
desire to spend the time and money associated with maintaining a single-family home. Also, as leisure time
becomes increasingly important to most people, they want easy access to recreational amenities and open space
at an affordable price. Others simply cannot afford a single-family home. Those factors, plus the premium on land
in some parts of the country and the potential for cost economies in developing multi-family housing, often
convince real estate developers that it is more profitable to build condominiums or planned communities rather
than the traditional single-family detached home. In some cases, existing rental properties have been converted to
condominium ownership.

State and local laws may require developers to establish a CIRA or may effectively prohibit them from transferring
property to a local governmental unit. For example, as stated later in this lesson, all 50 states have enacted laws
regulating condominium development and management, and they require CIRAs to be formed to manage and
maintain the common areas in condominium projects. Similarly, local jurisdictions are beginning to require devel-
opers of planned communities to establish CIRAs before they will approve their site plans because they do not want
the responsibility for maintaining the common property after the development is completed. In other cases,
developers turn to CIRAs for the following reasons:

¯ They perceive that prospective purchasers will prefer that alternative. Using any vehicle other than a CIRA
to manage common property ultimately means that it can no longer be restricted for the exclusive use of
thepropertyowners in thedevelopmentbutmustbeopen toothers.Because restricteduseof thecommon
property is viewed by most prospective purchasers as one of the primary advantages of living in planned
communities, many developers view CIRAs as the only viable alternative.

¯ Prospective purchasers may decide not to buy in a particular development if they are uncertain whether
voluntary membership organizations will be able to generate enough revenue to maintain and repair
recreational amenities in the future.

¯ Federal lending and lending-related organizations such as the Federal National Mortgage Association
(FNMA or Fannie Mae), the Federal Home Loan Mortgage Corporation (FHLMC or Freddie Mac), the
DepartmentofVeteransAffairs (VA), and theFederalHousingAdministration (FHA)have requirementswith
which developersmust comply before the organizations will become involved in the financing process for
condominium or similar real estate projects either through loan guarantees, mortgage insurance, or
providing a market for mortgages in the secondary market.

Whatever the developers’ decision, it generally is made early in the development process since it ultimately affects
how the development will be designed, financed, and marketed.

Selecting a Method for Managing the Common Property. When developers choose to build a project that
involves the shared use of common property, they must provide a vehicle for managing and maintaining that
common property after construction is completed. The nature of the cooperative form of ownership automatically
means that the common property will be managed by the tenant-shareholders. For condominiums and HOA
communities, however, developers may consider several alternatives. For example, they may:

¯ transfer the responsibility of the common property to a CIRA;

¯ dedicate the common areas to a governmental unit, such as the city where the development is located;

¯ convey the property to a voluntary membership organization, such as a social club;

¯ dedicate some common property, such as roads and utilities, to a governmental unit and convey the
recreational amenities, such as the swimming pool and tennis courts, to a voluntary membership
organization; or

¯ sell or lease operating amenities that are revenue-producing, such as golf courses or restaurants, to a
separate company to operate.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

156

Preparing the Necessary Legal Documents. The unique nature of the property ownership in common interest
ownership developments generally requires developers to file certain legal documents in the property records of
the local government where the development is located to create the project. Since the creation of a condominium
is prescribed by state law, each state details the specific documents that must be filed and the manner of recording
them. At a minimum, however, the documents (a) define the space for the development and divide it into numerous
individual parcels and common areas, (b) create the CIRA to manage the common areas and explain how it will
operate, and (c) describe the owners’ rights and restrictions on the use of the common property and their obligation
to fund future maintenance and repairs for it. As stated earlier, CIRAs are separate legal entities, and some states
require them to be incorporated. Thus, in addition to the documents relating to the real estate itself, developers
often must file a charter or articles of incorporation establishing the condominium association with the state.

HOAs are created by covenants rather than being required by state law, and the individual property deeds in HOA
communities are subject to those covenants. Some states do regulate the operation of HOA communities; but
typically, the legal requirements are less detailed and less stringent than those for condominiums. Depending on
state laws, the documents creating HOA communities may be similar to those for condominiums and address
essentially the same matters listed in the paragraph above or may more closely resemble the documents for real
estate transactions involving the construction and sale of single-family detached homes. Like condominium
associations, many HOAs are incorporated. If so, developers also must file incorporation papers with the state.

A few states have adopted statutes to regulate the operation and management of cooperatives, but generally there
is no statutory authority for them. In most cases, cooperatives derive their authority from their articles of incorpora-
tion, bylaws, and the proprietary leases between the cooperative corporation and its tenant-shareholders. Other
than recordings associated with the cooperative’s articles of incorporation, their governing documents, unlike
those of condominium associations and HOAs, generally are not recorded.

Transferring Control of the CIRA to the Property Owners. As explained in earlier, CIRAs typically are formed
when the appropriate legal documents—the declaration or covenants—are filed. Because developers create
CIRAs before the property is sold or even constructed, they control them during the initial period by appointing
individuals to serve on the CIRAs’ boards of directors. State law or the CIRAs’ legal documents, however, detail how
control is to be transferred to the property owners and establish the timetable for the transfer. The process of
transferring control, referred to as the transition period, is a gradual process. For example, it may begin when the
first unit is sold or after the sale of a specified percentage of units. To illustrate, some states may prescribe that 25%
of the CIRA’s board of directors be elected by the unit owners after 25% of the units are sold, one-third of the CIRA’s
board be elected by unit owners after 50% of the units are sold, and all of the CIRA’s board be elected by unit
owners after 75% of the units are sold. Often, the transfer of control is required to be completed within a specified
period, such as within two years after the sale of the first unit.

Since the developers’ interests are not necessarily consistent with those of the property owners, the CIRAs’
governing documents sometimes limit the authority of developer-controlled boards of directors. For example, they
may be precluded from amending the CIRAs’ bylaws or increasing its operating budget. Some states alsomandate
that CIRAs be audited when control is transferred from the developer to the property owners.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

1. Which of the following is a common characteristic to all CIRAs?

a. CIRAs cannot be legal entities under state law.

b. Members share the use of common area property within the real estate development.

c. Property owners cannot own shares of stock in the development.

d. The board of directors provides the funding of the CIRA operations.

2. Which of the following accurately describes the type of CIRA known as a homeowners’ association?

a. Members own their own dwellings and the land on which the dwelling sits.

b. Owners of the units own their individual living quarters but generally do not own real property in the
development.

c. Residents own shares of stock or membership certificates but do not hold real estate titles.

d. The user is entitled to the right to use an accommodation in increments that occur on a repeating basis.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

1. Which of the following is a common characteristic to all CIRAs? (Page 149)

a. CIRAs cannot be legal entities under state law. [This answer is incorrect. One of the common
characteristics common to all CIRAs is that they are separate legal entities established under state laws
and composed of the property owners within a specific real estate development.]

b. Members share the use of common area property within the real estate development. [This answer
is correct. CIRAs share several common characteristics. One of these characteristics is that
association members share the use of common area property within the real estate development.
Someexamplesof commonareasareparking lots, buildingelevators, and recreational facilities that
are not owned and used exclusively by individual members.]

c. Property owners cannot own shares of stock in the development. [This answer is incorrect. Property
owners in the specific real estate developmentsmay own lots and improvements, defined interior spaces,
or shares of stock or membership certificates. This is a characteristic all CIRAs have in common.]

d. The board of directors provides the funding of the CIRA operations. [This answer is incorrect. Funding of
the CIRA’s operations is by periodic assessment of all members, not just the board of directors. This
funding structure is a common characteristic to all CIRAs.]

2. Which of the following accurately describes the type of CIRA known as a homeowners’ association?
(Page 150)

a. Members own their own dwellings and the land on which the dwelling sits. [This answer is correct.
Is it generally impossible to distinguish CIRAs by the physical appearance of the real estate
development. Therefore they are primarily distinguished by the property owned by the CIRA
members and by the CIRA. Homeowners’ Associations (HOAs) are one of the principle types.
Members of HOAs own their own dwellings and the land on which it sits. The HOAs, rather than the
residents, have title to any real property within the development.]

b. Owners of the units own their individual living quarters but generally do not own real property in the
development. [This answer is incorrect. This type of CIRA is known as a condominiumassociation. All unit
owners in condominiums own their living quarters. They also have undivided percentage interests in the
common property that is inseparable from ownership of the unit itself. Condominium owners usually do
not have title to any real property within the development.]

c. Residents own shares of stock or membership certificates but do not hold real estate titles. [This answer
is incorrect. ThisCIRA type is referred to asaCooperativeHousingCorporation.Residents of cooperatives
own shares of stock or membership certificates in the corporation, which gives them the right to occupy
a specific unit in the cooperative. The cooperative housing corporations, rather than the tenant-sharehold-
ers, have title to all real estate within the development, both in the common property and the individual
units.]

d. The user is entitled to the right to use an accommodation in increments that occur on a repeating basis.
[This answer is incorrect. This type ofCIRA is called a timeshare development. The user is entitled to either
a right to use the accommodation on a repeating basis, or fee simple ownership interest in an
accommodation, coupled with specific rights. An example of a timeshare development is a resort
condominium.]
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REGULATORY ENVIRONMENT

Federal Regulations

The CIRA industry is not specifically regulated at the federal government level. Currently no federal laws have been
enacted that regulate the creation of CIRAs or prescribe rules for performing their functions of maintaining common
property and providing services for their members. Federal laws do regulate certain aspects of selling units in real
estate developments, however, including condominiums and HOA communities. For example, the Interstate Land
Sales Full Disclosure Act requires developers to register with the Office of Interstate Land Sales Registration before
commencing any interstate sales. The Securities Act of 1933 applies if units are sold with emphasis on the
economic benefits to the purchaser, such as when they are offered with a mandatory rental pool arrangement, if,
according to the SEC’s criteria, the sale is considered to be the offering of a security in the form of an investment
contract. Real estate developments subject to the Securities Act of 1933 are not discussed in this course.

Some federal laws, such as those designed to ensure fair housing practices, focus on broad public policy issues
and aim to protect consumers who purchase units in condominiums, HOA communities, or cooperatives. For
example—

¯ The Fair Housing Amendments Act of 1988 prohibits discrimination in housing on the basis of handicap
or familial status. It applies to almost all residential real estate sales and leases, including those in
condominiums, homeowners’ associations, and cooperatives. Under the law, unlawful discrimination
based on familial status is subject to fines. There are exemptions to the Act, however, that apply to housing
of older persons.

¯ The Condominium and Cooperative Conversion Protection and Abuse Relief Act offers, among other
things, limited protection to unit owners from developer abuses that occur (a) during conversion of rental
units to condominium or cooperatives and (b) before control of the CIRA is transferred to unit owners. For
example, under theAct, theCIRAmaybeable to terminate long-termcontractsor leaseswith thedeveloper
that were entered into before transition.

The Americans with Disabilities Act of 1990 gives civil rights protections to individuals with disabilities. The two
sections of the Act that affect CIRAs—the “employment” and “public accommodation” provisions—are briefly
summarized below:

¯ Under the Act’s employment provisions, employers may not use qualification standards, employment
tests, or other selection criteria that screen out individuals with disabilities unless the standards or other
criteria are shown to be job related and necessary for the position. The Act also requires that employers
make reasonable accommodations to enable disabled workers to perform their jobs. That may include
making office facilities readily accessible to disabled workers as well as modifying work schedules and
revising personnel policies and training manuals. The Act’s employment provisions do not apply to
employers with less than 15 employees.

¯ The Act’s public accommodation provisions provide that disabled persons must be provided with
opportunities to “full and equal enjoyment of the goods, services, facilities, privileges, advantages, or
accommodations”enjoyedbyothermembersof society. Thepublic accommodationprovisionsapplyonly
to CIRAs with facilities that may be used by nonmembers (for example, commercial condominiums,
mixed-use residential and commercial CIRAs, or CIRAs that open certain of their facilities to nonmembers,
such as recreational facilities). In other words, CIRAs are only exempt from the provisions of the Act if the
use of their facilities is limited to members and their guests. In addition, it seems likely that the
accommodation provisions also probably apply to any sales office maintained by the CIRA. The Act
requires removal of barriers to disabled persons in places of public accommodation when it is “readily
achievable” to do so, that is, when removal can be accomplished without much difficulty or expense.
Examples of the types of modifications that would be readily achievable in most cases are adding
wheelchair ramps and installing grab bars in toilets. When barrier removal is not readily achievable, an
entitymustprovideaccess throughalternativemeans.Forexample, assumeaCIRA’sclubhouse,normally
unused during the day, is rented to a day-care center that is open to both members and nonmembers. In
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lieu of adding a wheelchair ramp, the day-care center might have an employee accompany the children
of disabled parents out to the driveway at the end of the day and remain with the children at curbside until
the parent arrives to pick them up.

Lending and Lending-related Agencies. Federal and quasi-federal agencies may be involved with common
interest ownership developments in three primary ways:

¯ They may make mortgage loans to individuals purchasing units in the developments [for example, the
Department of Veterans Affairs (VA)].

¯ Theymay providemortgage insurance to lending institutions thatmake loans to individual purchasers [for
example, the Federal Housing Administration (FHA)].

¯ They may provide a market for mortgages in the secondary market [for example, the Federal National
Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac)].

Each agency has established requirements that developments must meet before the agency will become involved
in the financing process. Generally the requirements relate to the project’s physical construction or occupancy rate
or mandate that the CIRA’s governing documents include certain minimum provisions regarding the authority of
both the property owners and the CIRA to operate and maintain the property. Thus, the requirements generally do
not directly affect the CIRA’s financial statements.

Federal agencies place different levels of importance on insurance coverage and reserve funds. FHA requires
certain reserve fund levels when providing blanket mortgage insurance to a cooperative association. Fannie Mae
and Freddie Mac require reserve funds to be kept separate from operating funds. Freddie Mac also requires CIRAs
to set aside funds for insurance deductibles within the CIRA’s reserve funds. Freddie Mac requires condominium
associations in high-risk areas of California either to have earthquake insurance before it buys mortgages for those
units or pay an interest rate override to compensate the lender for the added risk assumed. Some lenders may
penalize those CIRAs that do not have reserves through higher underwriting charges. Accountants for CIRAs with
federal agency financing should consult the most recent information available from that federal agency.

HUD Assisted Projects. HUD has enacted numerous programs that provide direct loans, rent and interest
subsidies, or mortgage insurance to condominiums and cooperatives. The objective of the newer HUD programs
is to encourage the construction andmaintenance of housing for a targeted segment of the population, such as low
and moderate income families or the elderly. Many of the older HUD assistance programs, however, were not tied
to financial ability but provided a method of financing cooperatives and condominiums before conventional
financing from private institutional lenders was available.

The principal HUD programs covering cooperatives and condominiums are as follows:

Cooperative Programs

¯ Section 213 Cooperative Housing insures mortgages made by private lending institutions for new
construction and substantial rehabilitation of cooperative housing projects. While this program is
authorized, few new projects are insured under this program. Most cooperatives now receive assistance
under the Section 221(d)(3) insured loan programs.

¯ Section 221(d)(3) Mortgage Insurance for Single Room Occupancy Projects also provides mortgage
insurance for new construction and substantial rehabilitation of cooperative housing projects. It serves a
similar purpose as the Section 213 program described above but differs in terms of maximum allowable
funding,downpayment requirements for cooperativeshares, andhow insuranceclaimbenefitswill bepaid
toHUDapproved lenders. The principal difference between theSection 221(d)(3) and 221(d)(4) programs
is the loan-to-value ratios available to project owners. HUD insures up to 100% of replacement cost under
Section 221(d)(3) projects owned by nonprofit or cooperative owners. Profit-motivated owners of Section
221(d)(3) projects and all Section 221(d)(4) projects can finance only up to 90% of replacement cost.
Beginning in fiscal year 2013, HUD suspended the Section 221(d)(3) program unless the project to be
financed also receives Low Income Housing Tax Credits (LIHTC).
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¯ Section 223(f) Mortgage Insurance for Purchase or Refinancing of Existing Projects insures loans to
purchase or refinance existing rental property not in need of substantial rehabilitation. Under the program,
mortgage insurance is available (a) to refinance existing cooperative housing projects or (b) for the
purchase and conversion of existing rental projects to cooperative housing.

¯ Section 202 Supportive Housing for the Elderly provides capital advances for the construction,
rehabilitation, or acquisitionwith orwithout rehabilitation of structures thatwill serve as supportive housing
for very low-income elderly persons, including the frail elderly. It provides rent subsidies for the projects to
helpmake themaffordable. Occupancy in Section 202 housing is open to any very low-incomehousehold
comprised of at least one person who is at least 62 years old at the time of initial occupancy.

¯ Section 811 Supportive Housing for Disabled Persons provides capital advances for the construction or
rehabilitation of housing occupied by disabled persons between the ages of 18 and 62. The advance does
not have tobe repaid as longas thehousing remains available for very low-incomepersonswithdisabilities
for at least 40 years.

Condominium Programs

¯ Section 234(d) Condominium Mortgage Insurance insures loans to finance the construction or
rehabilitation of housing projects that owners intend to sell as condominiums. No loans have been insured
under this program for several years.

All cooperatives and condominiums receiving financial assistance are subject to specific HUD program require-
ments, which often include the following:

¯ Complying with criteria for resident eligibility and allowable financial assistance for low and moderate
income housing.

¯ Obtaining approval for expenditures for construction, repairs and replacements, and operations.

¯ Accumulating funds for contingencies (referred to as “general operating reserves” or “GOR”) and for future
major repairs and replacements.

¯ Maintaining accounting records in accordance with HUD guidelines.

¯ Periodic compliance and financial reporting including submission of annual financial statements.

Specific considerations for accountants providing services to HUD assisted cooperatives and condominiums and
reporting on their financial statements are discussed later in this lesson.

State Regulations

Uniform Laws. The CIRA industry is regulated primarily at the state level. Most recent state legislation is based on
the following group of uniform state laws drafted by the National Conference of Commissioners on Uniform State
Laws:

¯ Condominium Act.

¯ Planned Community Act.

¯ Common Interest Ownership Acts (applies to all types of common interest ownership developments;
versions enacted in 1992, 1994, and 2008).

The uniform laws were drafted to encourage consistency among state statutes and also attempted to equitably
address the conflicting interests of developers, purchasers, lenders, and other parties involved in common interest
housing developments. Only a minority of states has adopted the uniform laws as their own. Many states, however,
have used them as models for enacting their own legislation.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

162

Specific State Condominium Statutes. All 50 states have enacted statutes to regulate condominium develop-
ments and condominium associations. States generally refer to the statute as a state condominium act, a state
horizontal property act, or a state unit ownership act. Although the laws differ among the states, most include the
key provisions of the Uniform Condominium Act. They are similar in their treatment of many aspects of creating and
managing condominiums, generally covering the following matters:

¯ How to create the condominium.

¯¯ Contents of legal documents to be filed.

¯¯ Where the documents should be recorded.

¯ Unit owners’ rights and obligations

¯¯ Contents of unit deeds.

¯¯ Description of the property owned by each unit owner including allocation of common property.

¯¯ Provision for access to common property.

¯¯ Restriction against conveying units and common property separately.

¯¯ Responsibility for maintenance of common property and allocation of common expenses.

¯ Transition.

¯¯ How control will be transferred from the developer to the individual property owners.

¯¯ Developers’ responsibilities for assessments on unsold units and other costs.

¯ Operating the condominium.

¯¯ Organization and authority of CIRA.

¯¯ Board of directors and officers.

¯¯ Meeting requirements.

¯¯ Allocation of voting interests and voting majority.

¯¯ Lien rights of the CIRA and rights of secured lenders.

¯ Financial management.

¯¯ Responsibility to maintain financial records.

¯¯ Unit owners’ right of access to financial records.

¯¯ Requirement for accountants’ report on annual financial statements.

¯ Modifying the covenants that govern the condominium.

¯¯ Amending the condominium declaration.

¯¯ Terminating the condominium.

Not surprisingly, states with concentrations of condominium developments, most notably California and Florida,
have developed more extensive regulations, and they generally prescribe more specific operational procedures.
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For example, some state laws require CIRAs to incorporate or address matters such as obtaining insurance for the
condominium, method of handling casualty losses, and explicit duties and functions of the CIRA’s boards of
directors.

HOA and Cooperative State Statutes. As a general rule, states do not regulate HOA communities or cooperatives
as strictly as condominiums. Only a few states have adopted statutes specifically governing their operation and
management. Absent detailed laws, the states rely primarily on their general property laws, in the case of HOA
communities, and on their business or nonprofit corporation laws, in the case of cooperatives. In many respects,
cooperatives are treated as any other landlord, and laws governing tenant/landlord relationships may apply.

Privacy Regulations

Protection of personal and financial information has become an increasingly important issue over the last decade
as the incidence of failure to adequately protect personal information has become common. Congress has already
enacted certain privacy laws to specifically regulate some industries, such as financial institutions and health care
providers. A discussion of prominent federal regulations addressing privacy that may affect CIRAs follows.

The Fair and Accurate Credit Transactions Act. The Fair and Accurate Credit Transactions Act (FACTA), enacted
in December 2003, was passed in part to protect consumers against identity theft. All entities within the United
States that regularly use consumer credit information or report information to national consumer reporting agencies
are subject to the provisions of FACTA.

One important provision of FACTA requires appropriatemeasures to dispose of information derived from consumer
reports. Any entity that maintains or possesses consumer report information for a business purpose (in electronic
or paper form) must take reasonable measures to protect against unauthorized access or use of such information
in connection with its disposal. While FACTA provides disposal guidelines, the standard for disposal is intentionally
flexible so that individual entities can determine what measures are reasonable based on the sensitivity of the
information, the costs and benefits of different disposal methods, and relevant changes in technology over time.
FACTA directed various agencies, including the FTC, the Federal Reserve Board, the FDIC, the SEC, and others, to
adopt comparable and consistent rules regarding the disposal of sensitive consumer report information. The FTC’s
website has information to educate businesses about these requirements at www.consumer.ftc.gov Associations
(and their accountants) should consider whether the association’s operational practices require compliance with
these regulations. Noncompliance can include civil liability damages, class-action lawsuits, and both federal and
state fines.

Privacy Considerations. As a result of continuing significant confidentiality issues, including millions of instances
of identity theft, privacy regulations continue to develop. Future editions of this course will provide updates on new
privacy protection legislation affecting CIRAs.

Significance to Accountants

Accountants should be familiar with laws and regulations governing CIRAs because they may affect the CIRA’s
operations or the manner of reporting transactions in their financial statements. For example, common provisions
of state laws require the CIRA’s financial statements—

¯ to be audited, reviewed, or compiledby independent accountants, dependingon the amount of theCIRA’s
annual revenues;

¯ to disclose certain information not required by GAAP, such as specific categories of revenues and
expenses;

¯ to be delivered to all unit owners within a specified period of time after the CIRA’s year-end.

Often, laws govern levying and collecting assessments, assessing late charges for delinquent payments, or
establishing separate bank accounts for funds for major repairs and replacements of common property. Other laws
require CIRAs or their members to engage in some form of alternative dispute resolution (ADR) before filing a
lawsuit. Some state laws, such as those prohibiting CIRAs from levying fines for covenant violations, may directly
affect the amounts reported in the financial statements.
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INDUSTRY TRENDS
Some Statistics

Owning residences in communities managed by CIRAs is a principal form of home ownership in the U.S. In 2016,
theCommunity Associations Institute (CAI) estimated that 342,000 community associations exist, consisting of 26.3
million housing units. Consider the following additional statistics:

¯ Approximately 69 million Americans live in community associations.

¯ In 2016, community associations have collected approximately $88 billion in annual assessments.

¯ Assessments collected for the repair, replacement and enhancement of common property totaled
approximately $25 billion in 2016.

Community associations have demonstrated the ability to satisfy a full range of housing needs, from starter homes
to retirement communities, primary residences to vacation homes, and low-income housing to the most expensive
housing available.

Approximately 42%–45% of the community association housing units in the U.S. are condominiums and 51–55%
are HOAs. Cooperatives, which represent 3%–4% of community association housing units, are prevalent primarily
on the east coast and were used extensively to provide individual ownership of large real estate projects before the
existence of state legislation enabling the condominium form of ownership. Most new developments in urban areas
today, however, are condominiums.

Advantages of CIRA Developments

Economic Pressures. Today, with local governments fighting budget restrictions, real estate developers are often
forced to provide certain infrastructure traditionally provided by government, such as streets and water and sewer
facilities. Land costs also have increased dramatically. In the face of that pressure, some developers turn to CIRA
developments to reduce housing costs by constructing higher density projects, such as condominiums and
planned communities, with associations of property owners that will be responsible for the ongoing maintenance
of that infrastructure. Many homeowners themselves face similar economic pressures. Comparable single-family
homes may be more expensive, and mortgage costs and home operating and maintenance expenses continue to
escalate.

Community Considerations. Some associations now serve homeowners who choose to live in an “exclusive”
community. Certain homeowners’ associations cater to upper-income individuals who select community associa-
tions based on lifestyle and community considerations rather than economic considerations. Many “gated” com-
munities are being created to provide an increased level of security for association residents and a wide range of
high-end amenities to enrich resident lifestyle. Other associations cater to active adult, senior citizen, and young
family lifestyles. In addition, some specialized homeowners’ associations may cater to boaters, while others are
“fly-in” associations with their own private airports.

Demographic Factors and Life-style Changes. An aging population, a growing number of working couples and
single women, and an increased desire for leisure time also create a demand for the low maintenance property
ownership and recreational amenities that CIRA developments offer. Previous living patterns that emphasized the
desirability of suburban living are frequently being replaced by preferences toward residing nearer to urban centers
to take advantage of the proximity to job markets, cultural attractions, and social activities.

Scarcity of Natural Resources. The basic law of supply and demand also is influencing the move toward CIRA
developments. The scarcity of land in many metropolitan areas, land use restrictions enacted by city and county
governments, energy shortages, lack of water and sewer capabilities in outlying areas, and environmental con-
cerns all support the trend toward CIRA developments.

The Future

The trend toward common interest housing communities does not mean that the conventional single-family
residence is a thing of the past, but it does indicate that CIRA developments remain an increasingly important factor
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in the housing future of this country. CAI predicts that some of the trends for the future of community associations
include the following:

¯ Living in a community association will continue to be a popular housing choice.

¯ There will be more emphasis placed on community harmony.

¯ Community associations will continue to reflect the racial and cultural diversity of the U.S.

¯ Associations will continue to adapt to address social issues such as the need for residential day care and
aging facilities for members.

¯ Community associations will provide inclusionary housing to low-income and moderate-income
homebuyers.

¯ “Smart communities” will incorporate new technologies to improve connectivity with schools, hospitals,
municipal government, and businesses.

A significant future trend that will impact CIRA developments as profoundly as it will affect all segments of American
society is the aging population. The older population [defined by the U.S. Department of Health and Human
Services (HHS) as persons 65 or older] totaled 47.8 million persons in 2015. In 2015, almost one in every seven
persons (or 14.9% of the U.S. population) was an older American. However, this aging trend is just beginning as the
Baby Boom generation approaches retirement age. The United States Census Bureau projects 88 million persons
will be at least age 65 by the year 2050. The social, economic, and physical health of the older population will
naturally impact CIRA developments.

In addition to future changes in community associations, the common interest ownership concept also includes
properties other than residential housing, such as the following:

¯ Commercial and industrial condominiums, such as industrial parks, shopping centers, and professional
buildings.

¯ Mixed-use condominiums that include facilities such as a shopping mall, a hotel, offices, and residential
units. (See discussion earlier in this lesson.)

¯ Resort condominiums, such as timeshare and condo-hotel developments.

¯ Land condominiums, such as parking facilities, marinas, docks, and recreational vehicles.

What Does It Mean for Accountants?

Obviously, any changing industry offers practice development opportunities, and the potential for reaching new
clients and expanding services is not limited to just CIRAs themselves. Marketing efforts can be directed toward all
parties involved in each aspect of the industry, such as architects, developers, contractors, financiers,management
companies, and unit owners. Accountants’ involvement with CIRAs is discussed later in this lesson.
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CIRA Membership Organizations

The following membership organizations can provide more information about CIRAs:

¯ Community Associations Institute (CAI) is a nonprofit educational organization serving the CIRA industry.
It provides educational seminars andpublishes awide variety of newsletters andbookson various aspects
of CIRAs. Information about membership, publications, and seminars may be obtained online at
www.caionline.org.

¯ National Association of Housing Cooperatives (NAHC), a nonprofit organization promoting the interests of
cooperative housing communities, publishes newsletters and other information on various aspects of
cooperatives. It is the only national cooperative housing organization. Information about membership,
publications, and conferences may be obtained online at www.coophousing.org.

¯ American Resort Development Association (ARDA) is a trade association representing the vacation
ownership and resort development industries. ARDA’s membership includes companies with interests in
vacation ownership resorts, community development, fractional ownership, camp resorts, land develop-
ment, lot sales, second homes, and resort communities. Members range from small, privately held firms
topublicly tradedcompaniesand international corporations. Informationaboutmembership,publications,
and seminars may be obtained online at www.arda.org.

¯ Community AssociationManagers International Certification Board (CAMICB) (formerly theNational Board
of Certification for Community Association Managers or NBC-CAM) is an independent certification
organization incorporated by CAI. Its sole purpose is to provide a certification program for community
association managers resulting in a nationally recognized credential. Information about manager
certification can be obtained online at www.camicb.org.

¯ Institute of Real Estate Management (IREM) is a nonprofit organization serving the needs of real estate
professionals. Unlike the other organizations listed previously, IREM is not designed to provide services
solely to the CIRA industry. IREM focuses on commercial real estate and residential management, which
includes CIRA management. Information on membership and services provided can be obtained online
at www.irem.org.

Management Designations within the CIRA Industry

The following is a list of nationally recognized management or other community association professional creden-
tials or designations, presented by issuing organization:

¯ Community Associations Institute (CAI)

¯¯ AMS—Association Management Specialist

¯¯ PCAM—Professional Community Association Manager

¯¯ AAMC—Accredited Association Management Company

¯¯ LSM—Large-Scale Manager

¯¯ RS—Reserve Specialist

¯¯ CIRMS—Community Insurance and Risk Management Specialist

¯ Community Association Managers International Certification Board (CAMICB)

¯¯ CMCA—Certified Manager of Community Associations

¯ American Resort Development Association (ARDA)

¯¯ RRP—Registered Resort Professional
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¯¯ ARP—Associate Resort Professional

¯ Institute of Real Estate Management (IREM)

¯¯ CPM—Certified Property Manager

¯¯ ARM—Accredited Residential Manager

¯¯ AMO—Accredited Management Organization

¯ National Association of Housing Cooperatives (NAHC)

¯¯ RCM—Registered Cooperative Manager

ACCOUNTANTS’ INVOLVEMENT WITH CIRAS

Reporting on Financial Statements

Virtually all CIRAs are subject to annual financial reporting requirements imposed by either state statute or their own
governing documents. Thus, accountants primarily are involved with CIRAs because they are engaged to audit,
review, or compile and report on the CIRA’s annual financial statements. The level of service that accountants
provide depends on several factors, the more important of which are the following:

¯ Level of service specified by state statutes or the CIRA’s governing bodies.

¯ Needs of the users of the financial statements.

¯ Cost of the engagement relative to other alternatives.

¯ Auditor independence.

Accountants may also be requested to provide financial statement services for an entity closely affiliated with, but
separate from, the CIRA. A common example would be a social or recreation club that is administered by the CIRA
and consists of certain, but not all, of the members of the CIRA. Since membership in the organization is not
mandatory and is not an inseparable part of the common property, the club is not a part of the CIRA. (Lesson 2
includes a discussion of other types of cash funds CIRAs may hold and the related financial statement treatment.)

As noted previously, cooperatives and condominiums receiving HUD financial assistance are required to submit
annual financial statements to HUD. The financial statements are not required to be audited unless the CIRA’s HUD
assistance meets certain thresholds established by HUD. If an audit is required by HUD, it should be performed in
accordance with generally accepted auditing standards (GAAS), generally accepted governmental auditing stan-
dards (GAGAS), and the Consolidated Audit Guide for Audits of HUD Programs, which exceed GAAS requirements
in certain respects.

Providing services to HUD-assisted CIRAs is not specifically discussed in this course. However, GAGAS (as
established by Government Auditing Standards), the Consolidated Audit Guide for Audits of HUD Programs, and
numerous HUDHandbooks provide detailed guidance on accountant qualifications, specific program compliance,
financial statement format and disclosures, and reporting. PPC’s Guide to HUD Audits focuses on HUD-assisted
multifamily housing projects owned by business entities (for-profit entities) and nonprofit entities and can be
ordered online at tax.thomsonreuters.com.

Independence. ACPAwho is not independent with respect to a CIRAmay not issue an audit or review report on the
CIRA’s financial statements. (An accountant who is not independent may issue a compilation report on the financial
statements of the CIRA if the lack of independence is disclosed.) The CPA’s independence may therefore have a
significant impact on the level of service provided for a CIRA.

The AICPA Code of Professional Conduct (see the discussion later in this lesson) requires independence in the
performance of attest services, such as audit or review. AICPA members are required to apply the risk-based
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approach of the Conceptual Framework for Independence and Ethical Conflicts when making indepen-
dence-related decisions unless the related circumstances are explicitly addressed by the Code. Under that
risk-based approach, a member’s relationship with a client is evaluated to determine whether it presents an
unacceptable risk to independence. The evaluation gives consideration to threats to independence and related
safeguards. If a relationship would compromise the member’s professional judgment when rendering an attest
service, the risk is unacceptable. The risk is also unacceptable if an informed third party having knowledge of all
relevant information would perceive the relationship to be compromising.

Tax Services

Due to the complexity of income tax rules, CIRAs usually depend on the expertise of outside accountants for tax
services. Most CIRAs are taxed on nonexempt function income, nonmember income, or nonpatronage income.
They generally are taxed as corporations. Condominium associations, HOAs, and timeshare associations may
elect to file their federal income tax returns either on Form 1120 or on a special corporate tax return for homeown-
ers’ associations, Form 1120-H. All subchapter T cooperatives are required to file special Form 1120-C for coopera-
tive associations. In rare cases, HOAs are exempt from taxation but still must file an information return on Form 990.

In a cooperative, the corporation, rather than its individual tenant-shareholders, is directly liable for mortgage
interest and property taxes for the entire building. If the cooperative meets certain conditions, however, IRS rules
permit the tenant-shareholders to deduct their proportionate share of the mortgage interest and real estate taxes
paid by the cooperative on their personal income tax returns. Thus, in addition to preparing income tax returns for
the CIRA itself, cooperatives usually engage accountants to provide annual information to their tenant-shareholders
about their allowable deductions for mortgage interest and real estate taxes.

Replacement Fund Studies

As explained previously, one of the CIRA’s primary responsibilities is to maintain the project’s common property. To
carry out that responsibility, some CIRAs either elect or are required to assess their members to provide funds for
future major repairs and replacements of the property. Often the amount to be assessed is determined after the
following studies of the property:

A “component” study A “funding” study

¯ Inventories the common property ¯ Determines required funding levels

¯ Assesses its current condition ¯ Provides alternative funding models

¯ Estimates its remaining life

¯ Estimates its replacement cost

Although replacement fund studies (often called “reserve studies”) generally are performed by professional engi-
neers or licensed contractors, accountants sometimes also accept engagements to perform them. Accountants’
responsibilities for those engagements depend on the nature of the engagement. For example, a CIRA’s board of
directors may conduct a study to estimate future expenditures for major repairs and replacements and engage
accountants to report on the reliability of that study. In most situations, that type of engagement is governed by the
professional requirements in the AICPA’s Statements on Standards for Attestation Engagements (SSAEs), because
the accountants are expressing an opinion, conclusion, or findings about the reliability of subject matter or an
assertion that is measured against suitable and available criteria. On the other hand, accountants may be asked to
develop assumptions about the future costs of maintaining the CIRA’s common property, often with the assistance
of specialists. In that case, best practices indicate that the engagement is a consulting engagement rather than an
attestation engagement because the accountants, not the CIRA, are assuming responsibility for the assumptions.
In conducting and reporting on consulting engagements, accountants should look to the AICPA’s Statement on
Standards for Consulting Services for guidance. Accountants should not accept any engagement involving reserve
studies, however, unless they have adequate knowledge of the subject matter and the requisite expertise to
evaluate the assumptions inherent in the presentation.

Accountants who perform the CIRA’s audit may also be asked to develop or assist in the development of the CIRA’s
replacement fund study. (The replacement fund study generally provides the basis for the supplementary information
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required to be disclosed in conjunction with CIRA financial statements.) Developing or assisting in the development
of the CIRA’s replacement fund study is subject to theConceptual Framework for Independence and Ethical Conflicts
within the AICPA Code of Professional Conduct and the independence interpretations at ET 1.295 of the Code
concerning nonattest services. Although auditors are not explicitly prohibited from performing or assisting in the
performance of the CIRA’s replacement fund study, auditors need to exercise caution when evaluating the facts and
circumstances of their particular situation with the CIRA client to ensure that independence is not impaired by
participating in such an engagement. This course also strongly cautions auditors against accepting reserve study
consulting services without first carefully considering the Conceptual Framework and ET 1.295 to determine whether
independence may be impaired.

Nonattest Services

CIRAs often engage outside accountants to provide nonattest services such as preparing the CIRA tax return or
providing other accounting and bookkeeping assistance. Whether the CIRA engages outside accountants to
provide accounting and bookkeeping assistance often depends on whether their financial records are maintained
internally or by a managing agent. If the CIRA hires a managing agent, its services generally include preparing the
CIRA’s annual operating budget; billing, collecting, andmaintaining accountability for assessments from residents;
preparing payroll tax returns; maintaining financial records; and preparing periodic financial reports for the CIRA’s
board of directors. On the other hand, self-managed CIRAs may engage outside accountants to assist in those
areas.

Maintaining independence is a critical concern for accountants who perform CIRA audit services and also provide
additional client assistance.

AUTHORITATIVE LITERATURE
Generally Accepted Auditing Standards

Auditors of CIRAs should conduct their audits in accordance with GAAS as established by the American Institute of
Certified Public Accountants (AICPA). The AICPA Code of Professional Conduct requires members to comply with
SASs. This course is updated for changes in professional literature and includes guidance about how those
changes might affect audits of CIRAs. However, auditors are responsible for awareness and timely implementation
of new pronouncements. This course recommends that firms have a system in place to ensure staff members are
informed about current authoritative literature.

Defining Professional Responsibility. The auditor’s degree of responsibility in complying with professional
requirements is identified through two categories as follows (AU-C 200.25):

¯ Unconditional Requirements.Unconditional requirements are those that an auditormust follow in all cases
if the circumstances apply to the requirement. Auditing standards use the word must to indicate an
unconditional requirement.

¯ Presumptively Mandatory Requirements. An auditor must comply with a presumptively mandatory
requirement in all cases in which such a requirement is relevant except in rare circumstances when the
auditor determines it necessary to depart from a relevant requirement. In that case, the auditor should
perform alternative procedures to achieve the intent of the requirement (see AU-C 200.26). Auditing
standards use the word should to indicate a presumptively mandatory requirement.

The auditor must document the justification for any necessary departure from a presumptively mandatory require-
ment of GAAS, along with how alternative procedures performed sufficiently achieve the intent of the requirement.

Use of the Terms Must and Should. Throughout this course, the terms must and should are used in accordance
with AU-C 200.25. The term is required is used interchangeably with should.

Form and Structure of the Auditing Standards. Each auditing standard is divided into the following topics:

¯ Introduction. Includes matters such as the purpose and scope of the guidance, subject matter, effective
date, and other introductory material.
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¯ Objectives. Establishes objectives that allow the auditor to understand what to achieve under the
standards. The auditor uses the objectives to determine whether additional procedures are necessary for
their achievement and to evaluate whether sufficient appropriate audit evidence has been obtained.

¯ Definitions.Where relevant, provides key definitions that are relevant to the standard.

¯ Requirements. States the requirements that the auditor is to follow to achieve the objectives unless the
standard is not relevant or the requirement is conditional and the condition does not exist.

¯ Application and Other Explanatory Material. Provides further guidance to the auditor in applying or
understanding the requirements. While this material does not in itself impose a requirement, auditors
should understand this guidance. How it is applied will depend on professional judgment in the
circumstances considering the objectives of the standard. The requirements section references the
applicableapplicationandexplanatorymaterial. Also,whenappropriate, considerations relating tosmaller
and less complex entities are also included in this section.

A standardmay also contain exhibits or appendices. Appendices to a standard are part of the application and other
explanatory material. The purpose and intended use of an appendix is explained in the standard or in the title and
introduction of the appendix. Exhibits to standards are interpretive publications. Interpretive publications are not
auditing standards and do not contain requirements. Rather, they are recommendations on applying the standards
in particular circumstances that are issued under the authority of the Auditing Standards Board. Auditors are
required to consider applicable interpretive publications when planning and performing the audit.

Within the AICPA Professional Standards, the auditing standards use “AU-C” section numbers. The organization of
the AU-C sections (which aligns with the organization of the ISAs) is as follows:

¯ Preface.

¯ Glossary.

¯ AU-C Section 200–299: General Principles and Responsibilities.

¯ AU-C Section 300–499: Risk Assessment and Response to Assessed Risks.

¯ AU-C Section 500–599: Audit Evidence.

¯ AU-C Section 600–699: Using the Work of Others.

¯ AU-C Section 700–799: Audit Conclusions and Reporting.

¯ AU-C Section 800–899: Special Considerations.

¯ AU-C Section 900–999: Special Considerations in the United States.

¯ Appendixes.

AU-C Preface—Principles Underlying an Audit Conducted in Accordance With Generally Accepted Auditing Stan-
dards, contains the principles underlying an audit conducted in accordance with generally accepted auditing
standards (the principles). These principles are not requirements and are not authoritative. They provide a frame-
work that is helpful in understanding and explaining an audit and are organized to provide a structure for the
codification of SASs. The structure addresses the purpose of an audit, responsibilities of the auditor, performance
of the audit, and reporting.

Overall Objectives and Requirements. AU-C 200,Overall Objectives of the Independent Auditor and the Conduct
of an Audit in Accordance With Generally Accepted Auditing Standards, contains the auditor’s overall responsibili-
ties in accordance with GAAS. The overall objectives of the auditor in conducting an audit of financial statements
are as follows:

¯ Obtain reasonable assurance about whether the financial statements are free frommaterial misstatement.
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¯ In accordance with the auditor’s findings, (a) report on the financial statements, and (b) make the
communications required by GAAS.

The auditor must be independent of the entity when performing an engagement in accordance with GAAS unless
(a) GAAS provides otherwise, or (b) law or regulation requires accepting the engagement and reporting on the
financial statements. PPC’s Guide to Audits of Nonpublic Companies discusses the overall objectives and related
requirements to achieve the objectives in detail.

AICPA Code of Professional Conduct

The AICPA Code of Professional Conduct provides guidance and rules that auditors need to comply with in
connection with audit engagements. AU-C 220.A4 indicates that it sets forth the fundamental principles of profes-
sional ethics, including objectivity and independence. Auditors are required to be independent in the audit of the
financial statements. AU-C 200.16 also requires auditors to follow ethical requirements that are relevant to the
engagement.

The Code also establishes two broad based conceptual frameworks, one for members in public practice and one
for members in business, that set forth requirements for situations in which a member has identified a threat to
compliance with the rules in the Code and the relationship or circumstances creating the threat is not covered
within the Code.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

3. Whichof the following isnotaprimaryway that federal orquasi-federal agenciesmaybe involvedwithcommon
interest ownership developments?

a. Making mortgage loans to individuals purchasing property in the developments.

b. Providing mortgage insurance to lending institutions.

c. Providing markets for mortgages in secondary markets.

d. Prohibiting discrimination in housing on the basis of handicap or familial status.

4. Which of the following statistics is accurate for CIRAs?

a. Annual assessments for community associations are over $60 billion.

b. Owning a residence managed by a CIRA is a minor form of home ownership.

c. Community associations are not found in low-income housing developments.

d. Cooperatives represent a majority of community association housing units.

5. Clint is engaged to audit and report on a CIRA’s financial statements. The CIRA receives HUD financial
assistance and is required to submit audited financial statements to HUD. Which of the following is true
concerning Clint’s engagement?

a. Because Clint is auditing a CIRA, he can disregard state imposed financial reporting requirements.

b. Clint must perform the audit in accordance with GAAS, GAGAS, and the Consolidated Audit Guide for
Audits of HUD Programs.

c. Clint must combine the closely affiliated recreation club into the CIRA audit.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

3. Whichof the following isnotaprimaryway that federal orquasi-federal agenciesmaybe involvedwithcommon
interest ownership developments? (Page 160 )

a. Makingmortgage loans to individuals purchasing property in the developments. [This answer is incorrect.
Federal and quasi-federal agencies are involved with common interest ownership developments in three
primary ways. One of these is by making mortgage loans to individuals purchasing units in the
developments such as the Department of Veterans Affairs (VA) loans.]

b. Providing mortgage insurance to lending institutions. [This answer is incorrect. One of the three primary
ways that federal and quasi-federal agencies are involvedwith common interest ownership developments
is by providing mortgage insurance to lending institutions that make loans to individual purchasers. An
example of this is the Federal Housing Administration (FHA).]

c. Providing markets for mortgages in secondary markets. [This answer is incorrect. Both federal and
quasi-federal agencies are involvedwith common interest ownershipdevelopmentsbyprovidingamarket
for mortgages in the secondary market. For example, the Federal National Mortgage Association (Fannie
Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac).]

d. Prohibiting discrimination in housing on the basis of handicap or familial status. [This answer is
correct. Prohibiting this type of discrimination in housing is the purpose of The Fair Housing
AmendmentsAct of 1988.Although it doesapply to condominiums, homeowners’ associations, and
cooperatives it is not one of the three primary ways that federal or quasi-federal agencies are
involved with common interest ownership developments.]

4. Which of the following statistics is accurate for CIRAs? (Page 164)

a. Annual assessments for community associations are over $60 billion. [This answer is correct. In
2016, community associations had collected approximately $88 billion in annual assessments.
Assessments collected for repair, replacement and enhancement of common property totaled
approximately $25 billion in 2016.]

b. Owning a residence managed by a CIRA is a minor form of home ownership. [This answer is incorrect.
Owning residences in communitiesmanagedbyCIRAs is a principal formofhomeownership in theUnited
States. In 2016, theCAI estimated that 342,000 community associations existed, consisting of 26.3million
housing units.]

c. Community associations are not found in low-income housing developments. [This answer is incorrect.
Community associations have shown the ability to satisfy a full range of housing needs fromstarter homes
to retirement communities, including vacation homes and low-income housing. They are not restricted to
only expensive developments.]

d. Cooperatives represent a majority of community association housing units. [This answer is incorrect.
Cooperatives only represent only 3% to 4%of community housing units and are prevalent primarily on the
east coast.]

5. Clint is engaged to audit and report on a CIRA’s financial statements. The CIRA receives HUD financial
assistance and is required to submit audited financial statements to HUD. Which of the following is true
concerning Clint’s engagement? (Page 167)

a. Because Clint is auditing a CIRA, he can disregard state imposed financial reporting requirements. [This
answer is incorrect. Virtually all CIRAs are subject to annual financial reporting requirements imposed by
either state statute or their own governing documents. Therefore Clint cannot disregard state reporting
requirements.]
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b. Clint must perform the audit in accordance with GAAS, GAGAS, and the Consolidated Audit Guide
for Audits of HUDPrograms. [This answer is correct. CIRA’s receiving HUD financial assistance are
required to submit annual financial statements toHUD. These statements are required to be audited
if the assistance meets certain thresholds. Since the CIRA’s audited statements are required by
HUD, Clint should perform the audit in accordancewith GAAS, GAGAS, and theConsolidated Audit
Guide for Audits of HUD Programs, which exceed GAAS requirements in certain respects.]

c. Clint must combine the closely affiliated recreation club into the CIRA audit. [This answer is incorrect.
Entities closely affiliatedwith, but separate from theCIRA,donot have tobecombinedwith theCIRA.Since
membership in the organization is not mandatory and is not an inseparable part of the common property,
the club is not a part of the CIRA and Clint is not required to combine them.]
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Lesson 2: Accounting Principles and Practices for
CIRAs
INTRODUCTION

AICPA Audit and Accounting Guide

Until 1991, the authoritative accounting literature did not specifically address accounting for CIRAs. Thus, not
surprisingly, industry accounting practices were diverse because they often were based on a combination of GAAP
for commercial businesses, regulatory requirements, and income tax rules. In response to increasing requests from
accountants for guidance in auditing and accounting for CIRAs, the AICPA issued an audit and accounting guide
titled Common Interest Realty Associations in September 1991. The guide’s objectives included increasing the
comparability of CIRAs’ financial statements, which made them more useful and informative to financial statement
users, and provided necessary guidance to accountants on the accounting principles that apply to CIRAs and on
providing services to them. The principal focus of the guide was the accounting issues that were unique to CIRAs,
which included the following:

¯ Accounting recognition and measurement of common property and facilities

¯ Accounting and financial statement disclosures of funds for future major repairs and replacements of
common property

¯ Financial statement presentation for CIRAs

The requirements in that guide applied to all types of residential and nonresidential common interest realty
associations, including condominium associations, homeowners’ associations, cooperative housing corporations,
and time-share associations.

Learning Objectives:

Completion of this lesson will enable you to:
¯ Recognize the authoritative guidance that affects CIRAs.
¯ Identify how CIRAs account for cash and cash equivalents and the disclosures and which type of marketable
securities CIRAs can invest in and how to account for them.

¯ Determine the measurement of the amounts owed, the valuation of receivables, the appropriate classification
on the financial statements for member assessments, reporting of other income and receivables, and
accounting guidance for CIRAs related to common property and other real property.

¯ Identify the accounting treatment for prepaid expenses and other assets for CIRAs and the management of
capital improvement funds.

¯ Recognize a CIRA’s management of debt and other liabilities, including the financing options open to a CIRA,
interfund transfers and security deposits and how a CIRA would report onmembers’ equity and income taxes.

GAAP for CIRAs

Prior to June 2009, the only accounting guidance that specifically applied to CIRAs was the AICPA Audit and
Accounting Guide, Common Interest Realty Associations. Because the guide primarily dealt with transactions and
events unique to CIRAs, accountants would have also needed to consider other accounting pronouncements in
determining generally accepted accounting principles for CIRAs.

In June 2009, the FASB authorized the FASB Accounting Standards Codification™ as the single source of authorita-
tive U.S. accounting and reporting standards for nongovernmental entities. Accordingly, there are now only two
levels of GAAP—authoritative and nonauthoritative. The FASB Accounting Standards Codification™ includes all
previously existing GAAP issued by standard-setters from more than 20 sources, including Accounting Principles
Board Opinions, Accounting Research Bulletins, FASB Statements, FASB Staff Positions, FASB Interpretations,
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AICPA Interpretations, AICPA Statements of Positions, EITF Abstracts, AICPA Practice Bulletins, and AICPA Audit
and Accounting Guides. Thus, the FASB Codification superseded all existing GAAP guidance, including the
accounting and financial reporting guidance presented in other publications such as the AICPA Audit and Account-
ing Guides, which are presented and maintained in the Codification. The accounting guidance previously included
in the AICPA Guide, Common Interest Realty Associations, has been codified at FASB ASC 972. The framework for
determining the appropriate accounting for CIRAs in areas for which specific GAAP does not exist is discussed
below.

Framework for Determining Appropriate Accounting Principles for CIRAs

FASB ASC 972 prescribes the appropriate accounting treatment for many transactions and events encountered by
CIRAs, but since it is not comprehensive, accountants would need to also look to other GAAP in the FASB
Codification in deciding how to account for transactions and events that are not addressed in FASB ASC 972.

Are CIRAs Nonprofit Organizations?When using the FASB Codification, it is first necessary to consider whether
CIRAs are classified as nonprofit entities. FASB literature broadly classifies entities as business enterprises or
not-for-profit organizations. The nonauthoritative SFAC No. 4, Objectives of Financial Reporting by Nonbusiness
Organizations, Paragraph 6, distinguishes not-for-profit organizations from business enterprises because they have
the following characteristics:

a. Receipts of significant amounts of resources from resource providers who do not expect to receive either
repayment or economic benefits proportionate to resources provided.

b. Operating purposes that are other than to provide goods or services at a profit or profit equivalent.

c. Absence of defined ownership interests that can be sold, transferred, or redeemed, or that convey
entitlement to a share of a residual distribution of resources in the event of liquidation of the organization.

SFAC No. 4 notes that the line between not-for-profit organizations and business enterprises is not always sharp
since the incidence and relative importance of the preceding characteristics in any organization are different.
CIRAs, for example, possess the second characteristic but generally are not considered to possess the first or last.
Are CIRAs then outside of the definition of not-for-profit organizations? Paragraph 7 of SFAC No. 4 states:

Examples of organizations that clearly fall outside the focus of this Statement include all
investor-owned enterprises and other types of organizations, such as mutual insurance
companies and other mutual cooperative entities that provide dividends, lower costs, or other
economic benefits directly and proportionately to their owners, members, or participants. The
objectives of financial reporting set forth in Concepts Statement 1 [Objectives of Financial
Reporting by Business Enterprises] are appropriate for those types of organizations.

The characteristics and examples in Paragraphs 6 and 7 of SFACNo. 4 are repeated in the definition of not-for-profit
organizations in FASB ASC 958-20. Thus, although SFAC No. 4 and the two FASB statements do not specifically
exclude condominium associations, homeowners’ associations, housing cooperatives, and time-share associa-
tions, such associations seem more likely to fall in the excluded category of entities that operate for the direct
economic benefit of members or shareholders. Consequently, they would not consider them to be nonprofit
organizations for purposes of applying GAAP and would look to GAAP for commercial businesses for accounting
guidance if it addresses transactions that are analogous to those encountered by CIRAs. Although CIRAs are not
considered to be nonprofit organizations, they may be tax-exempt. The tax-exempt designation is used for pur-
poses of applying tax law, not accounting principles.

Using the FASB Codification to Determine GAAP for CIRAs. FASB ASC 972 establishes accounting principles
specifically applicable to CIRAs. In addition, when accounting for a transaction or event is not specified within a
source of authoritative GAAP for that entity, CIRAs should look to accounting principles for similar transactions or
events within other authoritative GAAP in the FASBCodification. Thus, as a general rule, if CIRA financial statements
reflect transactions or events that are the same as or similar to those in GAAP financial statements of commercial
businesses, similar accounting treatment is appropriate. For example, a CIRA’s significant accounting policies
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should be disclosed in conformity with FASB ASC 235-10-50 and any contingencies should be recorded and
disclosed in the financial statements in conformity with FASB ASC 450-10-50. Other GAAP included in the FASB
Codification might also be relevant to CIRAs in certain circumstances, such as accounting for leasing transactions
(FASB ASC 840) and classifying obligations when a violation of debt covenants is waived by creditors (FASB ASC
470-10). If the accounting treatment for a transaction or event is not specified within authoritative GAAP, CIRAs then
consider nonauthoritative guidance from other sources. Nonauthoritative sources of GAAP are discussed below.

Grandfathered Guidance. According to FASB ASC 105-10-70-1, some of the guidance specified by industry
practices is considered as “grandfathered.” What this means for CIRAs is that if a CIRA followed and continues to
follow an accounting treatment that conformed to industry practice as of March 15, 1992, it need not change to
follow the guidance in the FASB Codification. (However, it is a best practice for all CIRAs to follow the provisions of
the FASB Codification because it is believed to be the best thinking of the profession on accounting for CIRAs.)
Furthermore, all CIRAs must conform with the guidance in the FASB Codification if the underlying pronouncement
became effective after March 15, 1992.

Nonauthoritative Guidance—Industry Accounting Practices. With the effective date of the FASB Codification,
accounting practices that are prevalent and widely accepted in a particular industry but are not included in the
Codification have the status of nonauthoritative accounting guidance. (Previously, industry accounting practices
that were prevalent and widely accepted were included in category d. of the GAAP hierarchy and could be
considered as a source of GAAP in the absence of accounting guidance in a higher category of accounting
guidance.) However, FASB ASC 105-10-05-2 indicates that entities may consider prevalent industry accounting
practices when the accounting treatment for a transaction or event (or a similar transaction or event) is not specified
in authoritative GAAP. In the CIRA industry, however, it may be difficult to determine whether industry accounting
practices not included in the Codification are accepted practice because industry practice has historically been so
diverse. Accounting principles for CIRAs also tend to be heavily influenced by state regulations and income tax
requirements, and even though reliance on regulatory and tax accounting practices is prevalent in the industry, it
cannot necessarily be characterized as GAAP. Nevertheless, certain accounting practices, such as presenting
unclassified balance sheets, have widespread acceptance in the industry and are considered accepted practice.

Other Nonauthoritative Guidance. With the effective date of the FASB Codification, there are two levels of
GAAP—the accounting principles included in the Codification, which are authoritative, and all other accounting
guidance, which is nonauthoritative. Nonauthoritative guidance includes the following:

¯ Practices that are widely recognized and prevalent either generally or in the industry.

¯ Accounting guidance in the AICPA Guide but not incorporated into the FASB Codification.

¯ FASB Concepts Statements.

¯ AICPA Issues Papers.

¯ Technical Information Service Inquiries and Replies included in AICPA Technical Questions and Answers.

¯ International Accounting Standards of the International Accounting Standards Board.

¯ Pronouncements of other professional associations or regulatory agencies.

¯ Accounting textbooks, handbooks, and articles.

Accountants may consider nonauthoritative guidance when the accounting for a transaction or event (or a similar
transaction or event) is not addressed in the FASB Codification. In that case, the appropriateness of the nonauthori-
tative guidance depends on (a) its relevance to the circumstances, (b) the specificity of the guidance, (c) the
general recognition of the issuer or author as an authority, and (d) the extent of use in practice. For example, FASB
Concepts Statements normally would be more influential than other sources.
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Using Present Value Information in Accounting Measurements

The nonauthoritative SFAC No. 7, Using Cash Flow Information and Present Value in Accounting Measurements,
provides a framework for using future cash flows as the basis for measuring assets and liabilities. According to
SFAC No. 7:

¯ ThePresent Valueof FutureCashFlowsShouldBeUsed toValue anAsset or LiabilityOnlyWhenObservable
Marketplace Transactions for Similar Items Are Not Available.

¯ EstimatedCash Flows Should Reflect the Range of Possible Outcomes Rather Than a Single Amount.Even
thoughpresent valuemeasurements traditionally haveuseda single “most-likely” cash flowamount,SFAC
No. 7 states that using all estimates of possible cash flows rather than the single “most-likely” estimatemay
be a more effective method for measuring cash flows in many circumstances.

¯ Estimated Interest Rates Should Reflect the Range of Possible Outcomes Rather Than a Single Rate. Even
though present value measurements traditionally have used a single interest rate that reflects the risk
associated with the future cash flows, SFAC No. 7 states that such a rate cannot reflect uncertainties in
timing. However, the “expected” cash flowmethod can be used tomeasure present value when the timing
of cash flows is uncertain.

¯ Financial Statement Preparers May Consider Cost-benefit Constraints When Deciding Whether to Use the
“Expected” Cash Flow Method.

¯ The Measurement of a Liability Always Should Consider the Credit Standing of the Debtor. The effect of a
debtor’s credit standingona liability’s fair value depends on the debtor’s ability to pay aswell as provisions
that protect debt holders. SFAC No. 7 states that the effect of a debtor’s credit standing generally is
considered by adjusting the interest rate in the liability’s present value measurement.

¯ A “Catch-up” Approach Is the Preferable Technique for Reporting Changes in Estimated Cash Flows. A
“catch-up” approach adjusts the carrying amount of an asset or liability to the present value of the revised
estimated cash flows, discounted at the original effective interest rate.

Although FASB Concepts Statements do not change generally accepted accounting principles, they establish the
objectives and concepts that the FASB uses in developing standards of financial accounting and reporting.
Additional information about SFAC No. 7 and FASB Concept Statements in general can be found in PPC’s Guide
to Preparing Financial Statements.

Difference in Treatment of Specific Transactions for Financial Reporting and Tax Purposes

Some transactions may be treated differently for financial reporting and tax purposes. For example, initial contribu-
tions required by newmembers upon purchase of their units to provide the CIRA with additional working capital are
treated as contributed capital for financial reporting purposes but as revenue for tax purposes.

Determining the Reporting Entity—Subsidiaries, Committees, and Clubs

In most instances, the association is, by itself, the sole entity for financial reporting purposes. However, there are
instances where other entities may be required to be included in financial reporting under GAAP. The financial
results of a related entity need to be included in the financial statements of the reporting entity in either of the
following situations:

a. The reporting entity has an equity interest in another entity and has the ability to exercise significant
influence over that entity.

b. The reporting entity controls another entity.
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Within the homeowners’ association industry, this usually takes the form of one of the following types of organiza-
tion:

¯ Subsidiaries.

¯ Committees.

¯ Clubs.

Some associations, primarily larger associations with extensive activities, may form a separate wholly-owned
corporation to conduct activities that are separate from, but are directly related to or supportive of activities desired
by members of the association. Legal liability issues related to the activities are often a driving force in creation of
the separate corporations. Subsidiaries can be formed for activities such as the following:

¯ Commercial rentals of property.

¯ Equestrian operations.

¯ Golf operations.

¯ Water utility operations.

¯ Food and beverage operations.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

6. Which of the following is true regarding accounting guidance for CIRAs?

a. FASB ASC 972 provides comprehensive guidance to CIRAs.

b. CIRAs should applyguidanceused for transactionsor events similar to those inGAAP financial statements
of commercial businesses.

c. CIRAs can find all the guidanceneeded in theACIPAAudit andAccountingGuide,Common Interest Realty
Associations.

d. CIRAs are classified as not-for-profit organizations for accounting treatment.

7. The accountant for the Bakersfield HOA is trying to determine the accounting method for future cash flows for
measuring the assets and liabilities in the financial statements. Which of the following should the accountant
follow?

a. Estimated cash flows should be based on a single amount within the financial statements.

b. The future value of cash flows should be used to value assets and liabilities in the financial statements.

c. Estimated cash flows should be reported on a discounted basis, adjusting the carrying amount of the
assets and liabilities.

d. The accountant can consider the cost-benefit of using the “expected” cash flow method.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

6. Which of the following is true regarding accounting guidance for CIRAs? (Page 178)

a. FASB ASC 972 provides comprehensive guidance to CIRAs. [This answer is incorrect. FASB ASC 972
prescribes theappropriateaccounting treatment formany transactionsandeventsencounteredbyCIRAs,
but it is not comprehensive. Accountants would need to also look to other GAAP in the FASB Codification
in deciding how to account for transactions and events that are not addressed in FASB ASC 972.]

b. CIRAs should apply guidance used for transactions or events similar to those in GAAP financial
statements of commercial businesses. [This answer is correct. As a general rule, if CIRA financial
statements reflect transactions or events that are the same as or similar to those in GAAP financial
statements of commercial businesses, similar accounting treatment is appropriate.]

c. CIRAs can find all the guidanceneeded in theACIPAAudit andAccountingGuide,Common Interest Realty
Associations. [This answer is incorrect. Prior to June 2009, the only accounting guidance that specifically
applied to CIRAs was the AICPA Audit and Accounting Guide, Common Interest Realty Associations.
Because the guide primarily dealt with transactions and events unique to CIRAs, accountants would have
alsoneeded toconsiderotheraccountingpronouncements indetermininggenerallyacceptedaccounting
principles for CIRAs.]

d. CIRAs are classified as not-for-profit organizations for accounting treatment. [This answer is incorrect.
Although SFAC No. 4 and two FASB statements do not specifically exclude condominium associations,
homeowners’ associations, housing cooperatives, and time-share associations, it is believed such
associations fall in the excluded category of entities that operate for the direct economic benefit of
members or shareholders. Consequently, they would not consider them to be nonprofit organizations for
purposes of applying GAAP. ]

7. The accountant for the Bakersfield HOA is trying to determine the accounting method for future cash flows for
measuring the assets and liabilities in the financial statements. Which of the following should the accountant
follow? (Page 180)

a. Estimated cash flows should be based on a single amount within the financial statements. [This answer
is incorrect. SFAC No. 7 states that using all estimates of possible cash flows rather than the single
“most-likely” estimatemay be amore effectivemethod formeasuring cash flows inmany circumstances.]

b. The futurevalueofcash flowsshouldbeused tovalueassetsand liabilities in the financial statements. [This
answer is incorrect. The present value of future cash flows should be used to value an asset or liability only
when observable marketplace transactions for similar items are not available per SFAC No. 7.]

c. Estimated cash flows should be reported on a discounted basis, adjusting the carrying amount of the
assets and liabilities. [This answer is incorrect. A “catch-up” approach adjusts the carrying amount of an
asset or liability to thepresent valueof the revisedestimated cash flows, discountedat theoriginal effective
interest rate as stated in SFAC No. 7.]

d. The accountant can consider the cost-benefit of using the “expected” cash flow method. [This
answer is correct. According to SFAC No. 7, financial statement preparers may consider the
cost-benefit constraints when deciding whether to use the “expected” cash flow method.]
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CASH AND CASH EQUIVALENTS
Overview of Accounting Standards

Cash and cash equivalents include demand deposits with banks and other financial institutions, cash on hand (for
example, change funds and undeposited receipts), certificates of deposit, money market funds, and certain
short-term investments such as Treasury bills. Accounting for cash and cash equivalents of common interest realty
associations is virtually the same as accounting for similar assets in commercial businesses. However, since many
CIRAs accumulate funds for future major repairs and replacements, cash is often more material to CIRAs’ financial
statements than to the financial statements of commercial businesses. The amounts recorded in the financial
statements represent the amounts available to the CIRA at the balance sheet date, including any accrued interest
(i.e., interest income should be recognized in the period it is earned). Other important accounting considerations
relate to disclosures regarding cash and cash equivalents such as the following:

¯ Restrictions. Significant amounts of cash and cash equivalents that are not readily available for normal
disbursements because of withdrawal restrictions should not be classified as cash and cash equivalents.
For example, long-term certificates of deposit that are subject to a substantial penalty on withdrawal prior
to maturity should be classified as investments rather than as cash and cash equivalents and the
restrictions, if material, should be disclosed in the notes to the financial statements. On the other hand,
certificates of deposit often are not subject to withdrawal limitations although withdrawal before maturity
may result in a loss of a portion of the interest earned. In those circumstances, seems likely that the CDs
may be includedwith “Cash.” The CDs need not be separately disclosed in that case; however, disclosure
is not prohibited.

¯ Overdrafts. CIRAs frequently have cash accounts with more than one financial institution. Generally, for
each financial institution, all cash account balances should be totaled to determine whether the CIRA has
a net positive or negative balance. If a net negative balance with a financial institution is immaterial, the
account may be offset against positive balances in other financial institutions. However, if it is material, the
accounts (a) should be included with liabilities, either presented separately or included with accounts
payable, and (b) if the CIRA presents a classified balance sheet, should be includedwith current liabilities.

¯ Held Checks. “Held checks” dated at or before the balance sheet date (and reflected as outstanding
checks on the bank reconciliation) that were not released until after the balance sheet date should be
reclassified as accounts payable, if material.

Cash designated for special purposes should be segregated from cash available for general operations and
normally, if it is legally restricted, should be excluded from current assets if the CIRA presents a classified balance
sheet.

Distinguishing between Cash, Cash Equivalents, and Investments

A statement of cash flows prepared in conformity with FASB ASC 230-10 is one of the basic financial statements
that CIRAs are required to present. It is necessary to distinguish between cash, cash equivalents, and investments
when preparing financial statements because FASB ASC 230-10 requires (a) the total amount of cash and cash
equivalents shown in the statement of cash flows to be the same as similarly titled line items or subtotals in the
balance sheet and (b) financial statement disclosures about the policy for determining which items are treated as
cash equivalents. (In addition, FASB ASC 323-10 establishes accounting principles for debt securities the CIRA
intends to hold to maturity that differ from those for debt securities classified as cash equivalents.) Thus, if there are
several cash accounts in the balance sheet (for example, cash on hand, demand deposits, and money market
accounts) that should be combined to agree with the statement of cash flows, the balance sheet either should
combine or subtotal those amounts or additional disclosure should be presented either on the face of the cash flow
statement or in the notes to the financial statements. Similarly, short-term investments that are not cash equivalents
should not be combined in the balance sheet with cash and cash equivalents. Instead, the balance sheet should
present those investments as a separate item and either show a single amount for cash and cash equivalents, with
additional disclosures provided in the notes, if considered necessary, or subtotal cash and cash equivalents in the
balance sheet. If a CIRA presents its financial statements using fund accounting, the balance sheet should (a)
subtotal cash and cash equivalents and (b) segregate cash equivalents and investments for each fund.
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How Cash Is Defined. FASB ASC 230-10-20 defines cash and cash equivalents as follows:

CASH CASH EQUIVALENTS

Definition (FASB ASC 230-10-20) Definition (FASB ASC 230-10-20)

. . . cash includes not only currency on hand but
demand deposits with banks or other financial
institutions. Cash also includes other kinds of
accounts that have the general characteristics of
demand deposits in that the customer may
deposit additional funds at any time and also may
effectively withdraw funds at any time without prior
notice or penalty . . .

. . . short-term, highly liquid investments that (a)
are readily convertible into known amounts of
cash and (b) are so near to their maturity that they
present insignificant risk of changes in value
because of changes in interest rates.

Examples: Examples:

Certificates of deposit, money market accounts,
and repurchase agreements that have the charac-
teristics described above.

Treasury bills, commercial paper, money market
accounts that are not classified as cash, and other
short-term investments whose original maturity is
three months or less. (Note that equity securities
never meet the definition of cash equivalents.)

If penalties associated with certificates of deposit or money market accounts are material or if stated terms
effectively restrict withdrawal of funds, the funds should not be classified as cash; rather, they should be classified
as cash equivalents or as investments, depending on their maturity. Generally those accounts will be classified as
investments rather than cash equivalents, however, since their original maturity will not be three months or less.
Thus, most CIRAs will not have accounts that are classified as cash equivalents unless they have purchased
Treasury bills or other short-term investments with an original maturity date of three months or less. Usually, a
CIRA’s cash-type accounts will meet the FASB ASC 230-10-20 definition of cash, or they will be classified as
investments because they will not meet the three-month original maturity criterion.

While the classification of cash-type accounts as either cash or investments has little effect on the CIRA’s balance
sheet, how those amounts are classified does affect the CIRA’s statement of cash flows. According to FASB ASC
230-10, cash receipts and payments from transactions affecting cash and from purchasing and selling cash
equivalents should be reported as operating activities and may be presented net. However, cash receipts and
payments from purchasing and selling investments should be reported as investing activities and are required to be
reported at their gross amounts in the statement of cash flows. Some accountants impose a higher materiality
threshold to evaluate whether certificates of deposit are subject to material withdrawal restrictions or penalties and,
thus, should not be classified as cash.

Accounting Policy for Determining Cash Equivalents. Not all short-term investments that qualify as cash
equivalents are required to be treated as such. A CIRA may elect to treat some qualifying investments as cash
equivalents and other qualifying investments as short-term investments. However, if an entity has cash equivalents,
FASB ASC 230-10-50-1 requires financial statements to disclose the policy for determining which items are treated
as cash equivalents. It is a best practice to disclose that information in the accounting policies note to the financial
statements.

Financial Statement Presentation. It is a best practice to present all cash accounts as a single line item in the
balance sheet. (If the amounts include cash equivalents, a caption such as “Cash and cash equivalents” is
appropriate.) If additional detail is considered necessary, (such as for combining the individual accounts that
comprise the amount that agrees to the statement of cash flows), components may be disclosed in the notes to the
financial statements or as supplementary information.

Cash Designated for Specific Purposes

A CIRA’s bylaws frequently stipulate that a portion of the annual assessments to unit owners will be set aside for
future major repairs and replacements of the common property or other specific purposes rather than be used for
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current operations. Funds designated in a CIRA’s governing documents or by the unit owners for specific purposes
are not legally restricted because a majority of the unit owners (as specified in the CIRA’s governing documents)
may subsequently decide to use the funds for other purposes. However, the funds seem to be similar to legally
restricted funds since the CIRA’s board of directors does not have the authority to reverse the decisions of the unit
owners. Thus, such funds would be segregated from cash available for current operations in the CIRA’s financial
statements. Generally, CIRAs comply with that requirement by reporting the funds for future major repairs and
replacements in a separate replacement fund. If the CIRA prepares its financial statements using a nonfund
approach, FASB ASC 972-205-45-5 requires the fund for major repairs and replacements to be presented as an
appropriation of retained earnings in the financial statements, such as the following:

Members’ equity
Designated by unit owners for future major
repairs and replacements $ 83,000
Undesignated 6,500

89,500

Designated funds are similar to restricted funds, but since they are not legally restricted, the term restricted should
not be used in conjunction with them. (However, the term restrictedwould be appropriate if state regulations require
that cash for the replacement of common property elements bemaintained in an account that is separate from cash
for operations.)

Additional disclosures about funds required to be segregated or the nature of funds designated by unit owners
should be made in the notes to the financial statements regardless of whether the CIRA presents its financial
statements using a fund or nonfund approach. GAAP also requires a CIRA’s financial statements to disclose
assessments that were used for purposes other than those for which they were designated.

Interest Allocated between Operating and Replacement Funds. When cash is invested in interest bearing
savings accounts, certificates of deposit, or other short-term investments, any interest earned takes on the same
character as the related investment (that is, either designated or undesignated) unless the CIRA has a specific
policy to treat it otherwise. For example, a CIRA’s governing documents or its board of directors may stipulate that
interest earned on cash for operations or a portion of that interest be allocated to replacement funds. Since such an
allocation is part of the current operating revenues, it should be reported as revenue in the statement of revenues
and expenses rather than as an interfund transfer. When a CIRA’s governing documents do not stipulate how
interest earned is to be allocated between funds, the practitioner may look to the CIRA’s operating budget and/or
reserve study for an indication of how such funds are to be allocated.

Legally Restricted Cash. Cash that is legally restricted (for example, cash that lenders require CIRAs to maintain
in a separate bank account as a condition of obtaining a loan or cash in certain HUD-assisted CIRAs) should be
segregated from cash for normal operations. In addition, if CIRAs present classified balance sheets, legally
restricted cash should be excluded from current assets and presented with other assets unless it is considered to
offset debt that is classified as a current liability. For example, classifying restricted cash as a current asset would
be appropriate when the cash is restricted to repay specific debt. The amount classified as a current asset should
not exceed the amount of the related liability that is classified as current.

Required Disclosures

In addition to the required financial statement disclosures related to cash equivalents and restricted cash as
discussed in the preceding paragraphs, FASB ASC 825-10-50 requires all types of entities to disclose certain
information about financial instruments that have concentrations of credit risk. Material amounts of cash invested in
certificates of deposit or money market and other accounts that are not covered by insurance or are in excess of
amounts insured represent concentrations of credit risk and should be disclosed.

Other Cash Funds

Some CIRAs collect and hold funds as an accommodation to their members and, accordingly, they should not be
recorded in the CIRA’s financial statements. Distinguishing those cash funds from funds that CIRAs should record
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in their financial statements, however, often requires judgment. For example, CIRAs may collect funds from the
following sources:

¯ Membersmay be required to pay a deposit when they purchase units and receive their keys. The deposits
are refunded to unit owners on the return of their keys when they sell their units.

¯ Membersmaypurchaseannual passesallowing themaccess to recreational facilities, suchasaswimming
pool or tennis court. Only members who purchase the passes may use the recreational facilities, but
purchasing passes is voluntary.

¯ Unit owners may decide to organize picnics, Christmas parties, or other social events that members may
voluntarily attend upon payment of a fee that is estimated to cover their proportionate share of the cost. As
anaccommodation to theunit owners, theCIRAcollects the fee fromunit ownerswhodecide toparticipate.

It is a good idea to base decisions about whether miscellaneous collections should be recorded in the CIRA’s
financial statements on whether they result from activities associated with the CIRA’s responsibilities of managing
and maintaining the development’s common property. Amounts that are budgeted as part of the CIRA’s annual
revenues or are included as part of members’ annual assessments usually are considered to relate to the CIRA’s
primary responsibilities and, thus, be recorded in the CIRA’s financial statements. Following that criterion, CIRAs
should record amounts collected under the first two scenarios in the preceding paragraph in their financial
statements, but not the last scenario. Amounts that CIRAs do not budget or collections from activities that CIRAs
undertake as an accommodation to their members generally are not recorded in their financial statements, even if
the CIRA authorizes the events, they include all of its members, or the CIRA bills and collects fees that are charged
for the event.

While it may be preferable for the association not to get involved in accommodations to the unit owners, many
associations do offer that service to their members when requested. When the CIRA collects fees from unit owners
for these non-budgeted activities as an accommodation to the unit owners, the collected funds may be deposited
into the CIRA’s bank accounts rather than separate bank accounts (often because these social events operate on
such an informal basis). If material, it is a best practice to segregate those collections into a separate trust fund if the
CIRA uses fund accounting and if fund accounting is not used, disclosed on the face of the balance sheet or in the
notes to the financial statements. Additionally, the amount of the cash balances at the balance sheet date, as well
as the estimated extent of the total collections and the nature of the CIRA’s responsibility under the arrangement
should be disclosed in the financial statements. While the association may deposit money and write checks for
these non-budgeted social events, the funds do not belong to the association. Accordingly, a liability should be
recorded on the financial statements of the association rather than income or expense.

CIRAs sometimes receive contributions of personal property that has been purchased with social funds or other
cash funds established by the CIRA’s members. If the funds are not recorded in the CIRA’s financial statements
because they do not meet the criteria listed above for inclusion, the property should be capitalized in the operating
fund (or separate property and equipment fund, if applicable) with an offsetting credit to contributed capital for the
fair value of the donated property.

Segregation of Cash for Tax Purposes

In addition to accounting for and financial statement presentation of cash accounts, IRS requirements for segrega-
tion of cash for tax purposes must be considered. The IRS has strict requirements regarding segregation of cash
when Form 1120 is filed. While those requirements are not as stringent for filers of Form 1120-H, it is a best practice
for cash to be segregated in the accounting records according to IRS guidelines to allow the CIRA the flexibility to
elect either tax form in any given year.
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MARKETABLE SECURITIES
Overview of Accounting Standards

Marketable securities consist of equity securities and debt securities. Equity securities generally represent an
ownership interest in an entity, while debt securities represent a creditor relationship with an entity. Examples of
debt and equity securities are as follows:

Debt Securities Equity Securities

U.S. Treasury securities Common stock
U.S. government agency securities Stock rights and warrants
Municipal securities

Although a CIRA’s governing documents may restrict the type of investments that CIRAs may make, some CIRAs
leave that decision to the board of directors. In most cases, CIRAs will invest primarily in debt securities, generally
U.S. Treasury bills and notes.

CIRAs should account for investments in marketable securities in conformity with FASB ASC 320-10, Invest-
ments—Debt and Equity Securities.The following paragraphs summarize accounting principles for marketable
securities. [Marketable securities that meet the definition of a derivative instrument should be accounted for in
conformity with FASB ASC 815, Derivatives and Hedging, rather than FASB ASC 320-10.]

Categorization of Securities. Accounting for investments under FASB ASC 320-10 depends on (a) the type of
security—either debt or equity—and (b) the entity’s intent and ability to hold it to maturity. At acquisition, invest-
ments should be classified into one of the following categories:

¯ Held to Maturity—debt securities for which the entity has both the positive intent and ability to hold to
maturity. Securities for which an entity has an intent to hold for an indefinite time or a lack of an intent to
sell shouldnotbeclassified in this category. If anentity’s intent is uncertain, this category is not appropriate.
A security cannot be classified as held to maturity if it can contractually be prepaid or otherwise settled in
such a way that its holder would not recover substantially all of the recorded investment. A debt security
with those characteristics should be evaluated in accordance with FASB ASC 815 to determine whether
it contains an embedded derivative that must be accounted for separately.

¯ Trading—debtsecurities thatdonotmeet the “intent tohold”criterionandequity securities that have readily
determinable fair values, both of which are bought and held principally for the purpose of selling them in
the near term (e.g., the entity’s normal operating cycle) and thus generally are held for only a short period
of time.

¯ Available for Sale—debt securities that do not meet the criterion to be classified as held to maturity or
trading.

CIRAs generally will classify their securities into one of two categories—either held to maturity or available for sale.
Accordingly, the provisions of FASB ASC 320-10 as they apply to trading securities are not discussed in detail in this
course.

Exhibit 2-1 presents the accounting for investments required by FASB ASC 320-10. Debt and equity securities
classified as available for sale should be recorded at fair value, and realized gains and losses are recorded in the
statement of revenues and expenses in the period that they are earned. FASB ASC 220-10, Comprehensive
Income, requires that unrealized gains and losses on available for sale securities be shown in a separate compo-
nent of equity categorized as “other comprehensive income.” (However, declines in value of individual securities
below amortized cost that are other than temporary should be included in the excess of revenue over expenses.
When this situation occurs, the lower-than-amortized-cost fair value becomes the new cost basis of the security.
The new cost basis should not be changed for subsequent recoveries in fair value.) Debt securities classified as
held tomaturity are carried in the balance sheet at amortized cost (unless there is a decline in the value of individual
securities that is not due to temporary declines), and realized gains and losses are recorded in the statement of
revenues and expenses in the period that they are earned.
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Exhibit 2-1

FASB ASC 320-10 Requirements
for Accounting for Investmentsa

Category Type of Investment Basis
Reporting Unrealized
Gains and Losses

Held to maturity Debt—entity has positive
intent and ability to hold to
maturity, and the security
cannot be contractually pre-
paid or otherwise settled such
that the security holder would
not recover substantially all of
its recorded investment

Amortized cost,
reduced for non-
temporary declines

Report nontemporary losses in
the statement of revenues and
expenses; do not recognize
other unrealized gains and
losses

Trading Debt and equity—held princi-
pally for sale in the near term

Fair value Report in the statement of
revenues and expenses

Available for sale Debt and equity other than
above

Fair value Report unrealized gains and
losses as a separate compo-
nent of other comprehensive
income (as discussed in
section ); report realized gains
and losses and nontemporary
losses in the statement of
revenues and expenses

Note:

a FASB ASC 320-10 does not apply to investments in equity securities for which either the equity method
or consolidation is required. It applies to other investments in equity securities only if the fair value is
readily determinable.

* * *

Applying GAAP for Marketable Securities to CIRAs

Most CIRAs invest primarily in debt securities. Under FASB ASC 320-10, only debt securities classified as held to
maturity are recognized at amortized cost; other debt securities are required to be accounted for at fair value. An
explanation of why it seems likely that debt securities held by CIRAs may not meet the “held to maturity” criterion
even though the CIRAmay intend to hold the securities for a long term or an indefinite period appears below. Thus,
at least a portion of the CIRA’s investments in debt securities often would be classified as “available for sale” under
FASB ASC 320-10 and, accordingly, be accounted for at fair value. Under FASB ASC 320-10, realized gains and
losses on debt securities classified as available for sale should be recognized in the period that they are earned.
Unrealized gains and losses (except those that are other than temporary) should be recognized as a separate
component of fund balance (or members’ equity) categorized as “other comprehensive income.”

If CIRAs have marketable equity securities, they generally classify them as available for sale. Accordingly, they are
accounted for at fair value. Unrealized holding gains and losses are recognized as a separate component of fund
balance (members’ equity) categorized as “other comprehensive income.”

Determining Whether to Classify Debt Securities as Held to Maturity

Categorizing securities may be challenging. The most difficult decisions are likely to surround whether debt
securities meet the criteria to classify them as held to maturity. The held to maturity classification is deliberately
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restrictive. Debt securities may be classified as held to maturity only if an entity has both (a) a positive intent to hold
debt securities to maturity as well as (b) the ability to hold them to maturity. The positive intent and ability to hold
criteria are more rigorous than “the mere absence of an intent to sell.” In evaluating whether an entity meets those
criteria, the held to maturity classification is not appropriate in the following circumstances:

¯ An entity’s intent is uncertain (FASB ASC 320-10-25-3).

¯ An entity has the intent to hold the securities for only an indefinite period (FASB ASC 320-10-25-4).

¯ The security would be sold in response to changes in any of the following (FASB ASC 320-10-25-4):

a. Market interest rates and prepayment risk.

b. Liquidity demands.

c. Availability or yield of alternative investments.

d. Funding sources and terms.

e. Foreign currency risk.

To illustrate, assume that a CIRA invests cash held by its replacement fund in excess of current needs in Treasury
bills. When purchased, the CIRA intends to hold the T bills to maturity and, historically, the CIRA has, in fact, held
similar securities to maturity in many cases. Can the Treasury bills be classified as held to maturity? The answer
depends on the circumstances.

As debt securities should not be classified as held to maturity if they would be available to be sold prior to maturity
in response to the CIRA’s need for liquidity (among other reasons). Thus, in determining whether the held to
maturity classification is appropriate, consideration needs to be given to how the CIRA would respond to liquidity
demands. For example, how would the CIRA respond if unanticipated repairs were necessary? Does the replace-
ment fund have certificates of deposit or available for sale securities that could be sold to cover the cost of repairs?
Would the CIRA be able to borrow the necessary funds from the operating fund? Would it levy special assess-
ments? Would it borrow from a financial institution? To record the T bills as held to maturity, the likelihood of
alternative funds must be realistic, and the CIRA must have the ability and intent to follow through with using
alternative funds if liquidity needs arise. Accordingly, an assertion that the CIRA has the positive intent and ability to
hold the T bills to maturity and would satisfy any liquidity needs that arose during the holding period by borrowing
from a financial institution could not be supported if it were unlikely that the CIRA would be able to borrow the
necessary funds. Similarly, an assertion that the CIRA would satisfy liquidity needs by borrowing from the operating
fund could not be supported if the CIRA’s financial position did not show sufficient liquidity. Likewise, an assertion
that liquidity needs would be satisfied by levying special assessments could not be supported if it were unlikely the
CIRA’s members would agree to special assessments when the CIRA had the necessary funds invested in T bills.
Similar evaluations should be made with respect to the other criteria listed previously.

FASB ASC 320-10-25-3 states that in establishing management’s intention to hold securities to maturity, an entity’s
historical experience should be considered.

FASB ASC 320-10-25-6 provides only six changes in circumstances that may cause an entity to change its intent to
hold securities to maturitywithout calling into question its intent to hold other debt securities to maturity in the future
(emphasis added). The following are three of those exceptions that might, in rare cases, apply to CIRAs:

¯ Evidence of a significant deterioration in the issuer’s creditworthiness.

¯ A change in tax law that eliminates or reduces the tax-exempt status of interest on the debt security (but
not a change in tax law that revises the marginal tax rates applicable to interest income).

¯ A change in statutory or regulatory requirements significantly modifying either what constitutes a
permissible investment or themaximum level of investments in certain kinds of securities, thereby causing
an enterprise to dispose of a held to maturity security.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

192

FASB ASC 320-10-25-7 states that it is not appropriate to apply the preceding exceptions to situations that are
similar but not the same. Furthermore, the sale or transfer of a held to maturity security is permitted in response to
events that are “isolated, nonrecurring, and unusual for the reporting enterprise that could not have been reason-
ably anticipated” without necessarily calling into question its intent to hold other securities to maturity, FASB ASC
320-10-25-10 explains that other than extremely remote disaster scenarios, such as a run on a bank or an insurance
company, very few events would meet each aspect of that criteria.

Consequence of Selling Held to Maturity Securities before Maturity. Unless the sale or transfer before maturity
meets the exceptions summarized previously, the sale or transfer calls into question an entity’s intent to hold other
debt securities to maturity in the future. Even if a held to maturity security is “accidentally” sold, it seems likely that
the sale will taint the entity’s intent to hold other debt securities to maturity, since an entity’s controls and proce-
dures should be adequate to prevent sales of held to maturity securities that do not meet the entity’s accounting
policies and the criteria of FASB ASC 320-10-25. In those circumstances, FASB ASC 320-10-35-9 states that all
securities that remain in the held to maturity category should be reclassified as available for sale in the period in
which the sale or transfer occurs (in other words, not only held tomaturity securities of the same type). Furthermore,
with respect to classifying debt securities as held to maturity in the future, FASB ASC 320-10-35-7 states that
“judgment is required in determining when circumstances have changed such that management can assert with a
greater degree of credibility that it now has the intent to hold debt securities to maturity.” Since FASB ASC
320-10-25-3 requires an entity’s historical experience to be considered in evaluating the appropriateness of the
held to maturity category, an entity must demonstrate its ability to hold debt securities to maturity for some future
period of time before the held to maturity classification would be appropriate again.

In summary, it seems that the held to maturity classification may not always be appropriate for a CIRA’s debt
securities. They recommend that CIRAs consider designating at least a reasonable portion of their debt securities
portfolio as available for sale. As explained in the preceding paragraph, the consequences of selling or transferring
debt securities classified as held to maturity before maturity are severe (i.e., reclassifying all remaining held to
maturity securities as available for sale and not classifying any debt securities as held to maturity for some future
period). Accordingly, exercising caution is recommended when classifying debt securities.

Transferring Securities between Categories

An entity should reconsider whether a marketable security is properly categorized at each reporting date. Changes
in circumstances, such as an entity no longer having the ability to hold a debt security to maturity, may cause a
security to be re-categorized. Security transfers between categories of investments are accounted for in the new
portfolio at fair value. The security’s unrealized holding gain or loss at the date of the transfer is accounted for as
follows:

a. For securities transferred from the trading category, the unrealized holding gain or loss at the date of
transfer has already been recognized in the excess of revenues over expenses and is not reversed.

b. For securities transferred to the trading category, immediately recognize in the excess of revenues over
expenses the portion of the unrealized holding gain or loss at the transfer date that has not beenpreviously
recognized.

c. For debt securities transferred to the available for sale category from the held to maturity category,
recognize the unrealized holding gain or loss in other comprehensive income at the transfer date.

d. For debt securities transferred to the held to maturity category from the available for sale category, the
unrealized holding gain or loss is treated as follows:

(1) The difference between the face value of the securities and their fair value at the date of the transfer
is treated as a premium or discount and amortized over future years as a yield adjustment. Therefore,
when the securitiesmature, their financial basis will be their face value. For example, if a debt security
purchased for its $50,000 face valuehasa $70,000 fair value at thedateof transfer, the $20,000excess
of fair value over face value is amortized over the remaining life of the security through reductions in
interest income recognized on the security. During the period between the transfer and maturity, the
financial basis will therefore decline from $70,000 to $50,000, which is the amount due.
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(2) The unrealized appreciation or depreciation in the securities’ fair value through the date of transfer
continues to be reported as accumulated other comprehensive income, but is amortized over future
years as a yield adjustment. For example, the $20,000 excess of fair value over cost included in
accumulated other comprehensive income in the preceding example is amortized over the remaining
life of the security through increases in interest income. When the security matures, there will be no
accumulated other comprehensive income related to it.

Amortization of the unrealized gain or loss reported in accumulated other comprehensive income offsets
the effect of amortization of the premium or discount on interest income or expense. In other words,
amortization of the difference between the securities’ face value and fair value is offset by amortization of
the related accumulated other comprehensive income. In financial statements after the transfer, the
unrealized appreciation or depreciation disclosed in financial statements is the difference between the
securities’ fair value and fair value at the date of transfer, adjusted for unamortized premium or discount.

Available for sale securities should not be automatically transferred to the trading category merely because the
entity decides to sell the security or because the passage of time has caused the security’s maturity date to be
within one year.

Accounting for Treasury Securities

Types of Treasury Securities. Most CIRAs will invest primarily in debt securities, and often in U.S. Treasury
securities. The types of Treasury securities are bills, notes, and bonds.

¯ Treasury bills, or T bills, are short-term obligations of the U.S. government with a term of one year or less.
They require a minimum investment of $10,000 and, when initially issued, are scheduled to mature in 3
months (13 weeks or 91 days), 6 months (26 weeks or 181 days), or 12 months. (T bills with different
remainingmaturities can also be purchased in secondary markets after they are initially issued.) T bills do
not pay coupon interest; instead, they trade at a discount from their par value of $10,000 andmature at par
value. The discount, however, is based on the quoted yield, which is similar to an interest rate (and is the
basis for determining interest rates in some agreements). The difference between the purchase price and
the par value of the T bill is called “accreted interest,” which is paid when the T bill matures. Physical
certificates are not issued for T bill purchases; they are issued in book form only.

¯ Treasury notes are intermediate-term obligations of the U.S. government with terms of 2 to 10 years. They
are initially issued at par value and can be purchased in $1,000 denominations (although, depending on
how they are purchased, a five note minimummay be required). Treasury notes pay semi-annual coupon
interest, and they repay par value at maturity. Most Treasury notes are issued in book form only.

¯ Treasurybondsaresimilar toTreasurynotesexcept that theyhavematuritiesover10years.Theyare initially
issued at par value, pay semiannual coupon interest, and repay par value at maturity. The U.S. Treasury
suspended issuance of Treasury bonds in October 2001. Most Treasury bonds are issued in book form
only.

Accounting for Treasury Bills.When purchased, T bills should be recorded at cost, which will be a discount from
their $10,000 par value. For example, a CIRA would make the following entry to record the purchase of a 91-day T
bill on September 14, 20X1, at 97:

Short-term investments $ 9,700
Cash $ 9,700

To record the purchase of T bill.

Even though T bills do not pay coupon interest, the discount represents interest at the yield quoted at the date of
acquisition. Accordingly, a question arises about whether the discount should be accreted during the period the T
bill is held.
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Specific guidance is provided for the tax accounting of T bills. According to IRC Section 454(b)(2), the discount is
not accreted. If a T bill is held to maturity, all of the discount is reported as interest income. However, if it is sold prior
to maturity, Section 1271(a)(3)(A) requires the following:

¯ Recognizing interest income in the amount of the discount that would have been accreted through the sale
date.

¯ Treating the remainder of the difference between the sales proceeds and the acquisition cost as a
short-term capital gain or loss.

Since tax rules view the discount as interest income and capital gain or loss is recognized only for value changes
other than discount accretion, IRC Section 454’s approach of not accreting seems to stem from the view that
accretion normally is not material.

For financial reporting, the only guidance that addresses accounting for T bills is found in accounting textbooks and
similar publications, and they differ in their conclusions about whether to accrete the discount. If the effect would be
material to the financial statements, it is a best practice to accrete the discount because that is consistent with the
general accounting for other discounts. As a practical matter, however, since T bills normally have low yields and
mature over short periods, the effect of discount accretion seems unlikely to bematerial to the financial statements.

To illustrate the accounting considerations, if the discount on the T bill in the previous example were accreted and
the CIRA’s fiscal year ends in October, interest income of $155 would be recognized for the year calculated as
follows:

¯ Number of days since September 14 (date T bill was purchased) 47

¯ Number of days T bill is outstanding 91

¯ Discount ($10,000 par value less $9,700 acquisition cost) $300

¯ Discount accreted at the end of October ($300 × 47/91) $155

The following entry would record the accretion:

Short-term investments $ 155
Interest income $ 155

To accrete interest income on T bill.

After that entry, the balance of the T bill would be $9,855 ($9,700 + $155).

If the T bill were classified as a held to maturity security, it would be recorded in the CIRA’s financial statements at
$9,855 if the discount were accreted and at $9,700 if it were not. (Even though the financial statements would only
report a net amount, separate general ledger accounts may bemaintained for the par value and the discount.) If the
T bill were classified as available for sale, FASB ASC 320-10 (formerly SFAS No. 115) requires it to be recorded at
fair value. Accordingly, the CIRA would make an entry debiting or crediting the carrying amount of the T bill with a
corresponding debit or credit to other comprehensive income.

Determining Fair Value. Quoted market prices are the most reliable evidence of fair value. T bills are quoted in
terms of bid and asked prices. Instead of specifying a price for T bills, however, they are quoted at a discount from
par value. For example, financial publications, such as theWall Street Journal, often showmarket prices of T bills as
follows:

Maturity
Days to
Maturity Bid Asked Chg. Yield

Oct 10 ’X6 97 5.18 5.16 +0.05 5.31

The first two columns indicate the date on which the T bills mature and the number of days remaining to maturity.
As explained above, the bid and asked prices are quoted at discounts from par. In this example, the bid price
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means an entity could sell a T bill from its portfolio maturing on October 10, 20X6, at a discount of 5.18% below par;
it could purchase that T bill at a discount of 5.16% below par.

GAAP does not specify whether the bid price, the asked price, or some combination of the two represents the
quoted price (i.e., fair value). It is a best practice to use the last bid price on the balance sheet date to estimate the
fair value. Using the quotations in the preceding paragraph, fair value of a $10,000 T bill would be determined as
follows:

Fair Value = $10,000−
($10,000 × .0518 × 97)

360 = $9,860.43

As illustrated below, applying the yield to the fair value over the period until the T bill matures will accrete it to
$10,000:

Quoted yield $ 5.31
Fair value 9,860.43
Interest income that would be earned if the investment were held
for a year at the quoted yield = $9,860.43 × .0531 523.59
Number of days until maturity 97
Number of days in the denominator—while 360 days are used to
calculate the price of a T bill, 365 days are used to calculate its yield 365
Interest that would be earned by holding the T bill until
maturity = $523.59 × 97/365 139.15
Accreted value at maturity = $9,860.43 + $139.15 (plus a
rounding difference of $.42) 10,000.00

If the T bill were classified as available for sale, an entry debiting investments and crediting other comprehensive
income would be made to adjust the carrying amount of the T bill from cost to fair value. Since a T bill’s fair value
is a function of the quoted yield and the number of days to maturity, if the yield stays constant during the holding
period, the fair value would change only by the amount of accreted interest. The short length of time to maturity
makes significant changes in value due to economic conditions unlikely. Most of the change in value ordinarily
would be from earned interest, and, therefore, if discount is accreted, the required fair value adjustment normally
will be small. Thus, the effects are as follows:

¯ If discount is accreted,most of the change in value from theacquisitiondate is recordedas interest income.
The effect of changes in quoted yield is recorded in other comprehensive income.

¯ If discount is not accreted, the required fair value adjustment consists primarily of accreted interest.

¯ The value of the T bill reported in the financial statements is the same whether or not discount is accreted.

As a practical matter, if the discount is accreted, the additional adjustment to record the T bill at fair value generally
will not be material to the financial statements. If the discount is not accreted, there is a greater likelihood that the
fair value adjustment would be material, but it may not be material in all cases.

Accounting for Treasury Notes and Bonds. Treasury notes and bonds may be purchased either at par ($1,000)
or above or below par, depending on market conditions. Like investments in corporate or municipal bonds,
Treasury notes and bonds should be recorded at cost, and any discount or premium amortized to income using the
interest method over the life of the securities. The interest method arrives at periodic interest, including amortiza-
tion, that represents a level effective rate on the sum of the face amount of the investment plus or minus the
unamortized premium or discount. For convenience, an investment account is typically debited for the par value of
the bond or note, and related discount or premium is recorded in a separate account. For financial reporting,
however, the investment account should be shown as a net amount.
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To illustrate, a CIRA would make the following entry to record the purchase of 10 five-year Treasury notes at 129:

Investment in Treasury notes $ 10,000
Premium on Treasury notes 2,900
Cash $ 12,900

To record the purchase of Treasury notes.

The yield implicit in the purchase price is 3.245% calculated on a semiannual basis (which is 6.49% interest). That
is the rate that will discount 10 semiannual payments of $668.75 and a single payment of $10,000 due 10
semiannual periods from the purchase date to $12,900. To find the premium amortization for the first six months,
subtract interest calculated using the yield from the coupon interest. (A spreadsheet for calculating amortization of
premium or accretion of discount is illustrated in Exhibit 2-2.)

Coupon interest $ 668.75
Interest using the yield ($12,900 × 3.245%) 418.60

Premium amortization $ 250.15

Exhibit 2-2

Calculating Premium Amortization or Discount Accretion

Premium amortization or discount accretion is the difference between the interest at the coupon rate and
interest at the yield quoted when the Treasury obligation was bought. It can be calculated using a simple
spreadsheet such as the following, which assumes 10 five-year notes totaling $10,000 are purchased at 129
and bear coupon interest at 13.375% annually.

Par value $ 10,000.00

Purchase price $ 12,900.00

Period to maturity
Number of years 5
Number of semiannual periods 10

Coupon rate
Annual 13.3750 %
Semiannual 6.6875 %

Semiannual interest payments $ 668.75

Quoted yield at the date of purchase
Annual 6.4900 %
Semiannual 3.2450 %
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Investment
Balance

Interest
Income
Using Yield

Premium
Amortization

Principal
Received

Purchase $ 12,900.00
Payment 1 12,649.85 $ 418.60 $ 250.15

2 12,391.59 410.49 258.26
3 12,124.95 402.11 266.64
4 11,849.65 393.45 275.30
5 11,565.42 384.52 284.23
6 11,271.97 375.30 293.45
7 10,969.00 365.78 302.97
8 10,656.19 355.94 312.81
9 10,333.23 345.79 322.96
10 0.00 335.52 333.23 $ 10,000.00

$ 3,787.50 $ 2,900.00

Notes:

1. The premium amortization is computed by subtracting the interest income calculated using the
yield from the coupon interest.

2. The investment balance is calculated by subtracting the premium amortization and principal
received.

3. The method used in this illustration normally will result in a small balance at maturity, which can
be charged or credited to interest income for the year of maturity. In this illustration, that
adjustment increases interest income of the final period by $ .21.

4. As an alternative, the investment balance could be calculated using present values, with
premium amortization generally computed as the change in the investment balance. That
requires present value calculations of the number of remaining interest payments and the single
payment of par value at maturity.

5. The following illustrates the accounting entries:

Investment in Treasury notes $ 10,000.00
Premium on Treasury notes 2,900.00
Cash $ 12,900.00

To record acquisition of the Treasury notes.

Cash $ 668.75
Premium on Treasury notes $ 250.15
Interest income 418.60

To record receipt of the first interest payment.

Cash $ 10,668.75
Investment in Treasury notes $ 10,000.00
Premium on Treasury notes 333.23
Interest income 335.52

To record receipt of the final interest payment and the par
value.
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6. Over the period the notes are held, the following would be recorded:

Cash received from 10 interest payments of $668.75 $ 6,687.50
Excess of $12,900.00 cash paid for the notes over the $10,000.00
received for their par value (2,900.00 )

Interest income recognized $ 3,787.50

* * *

Every six months, the CIRA would record interest on the note and amortization of premium or discount. If the note
had a coupon rate of 133/8, semiannual interest and premium amortization for the first six months would be
recorded as follows:

Cash $ 668.75
Premium on Treasury notes $ 250.15
Interest income 418.60

To record semiannual income on Treasury note
($10,000 × 0.13375/2) and premium amortization.

The entry would result in the following amounts at the end of the first six months:

¯ Unamortized premium ($2,900.00 initial amount
less $250.15) $ 2,649.85

¯ Investment ($10,000 initial balance plus
$2,649.85 unamortized premium)

(The $12,649.85 investment balance is the
present value of nine semiannual interest pay-
ments of $668.75 and a single payment of
$10,000 due nine semiannual periods from now,
calculated using a semiannual yield of 3.245%.)

$ 12,649.85

¯ Interest income ($668.75 coupon less $250.15
using yield) $ 418.60

The yield quoted by theWall Street Journal is based on the asked price. Nevertheless, the spread between the bid
and asked prices normally is small enough that the yield for each price does not differ enough to materially affect
the financial statements. Therefore, the quoted yield normally can be used to amortize the premium or accrete the
discount.

Because Treasury notes and bonds pay coupon interest, it should be accrued and the premium or discount should
be amortized as of the balance sheet. In addition, if notes or bonds are purchased between interest dates, the
purchase of accrued interest also should be recorded. Similar to Treasury bills, when Treasury notes or bonds
mature, an entry debiting cash and crediting investments should be made. If notes or bonds are sold before
maturity, any related premium or discount would be eliminated, and accrued interest should be recorded if the sale
occurs between interest dates.

If Treasury notes or bonds are classified as held to maturity securities at the balance sheet date, they should be
recorded at amortized cost (that is, cost less amortization of premium or discount). If, on the other hand, they are
classified as available for sale, GAAP requires them to be recorded at fair value. In that circumstance, the CIRA
would record the fair value adjustment by debiting or crediting the carrying amount of the Treasury note or bond
with a corresponding entry to other comprehensive income.
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Determining Fair Value. The fair value of Treasury bonds or notes at the financial statement date is usually
determined by reference to the last quoted bid price at that date. Financial publications, such as the Wall Street
Journal, might report information such as the following:

Rate Maturity Mo/Yr Bid Asked Chg. Ask Yield

67/8 July X9n 101:05 101:07 −7 6.43

The first column indicates the coupon rate—in this case, 67/8%. The second column indicates that maturity of the
Treasury note is July 20X9. (The “n” annotation indicates that this is a Treasury note rather than a bond.) The bid
and asked quotes are not stated in percentages, as they are in the case of Treasury bills. Instead, numbers to the
right of the colon represent 32nds of one point. In this case, the bid quote (the price at which an entity could sell)
translates to 1015/32 or $1,011.56, and the asked quote (the price at which an entity could purchase) translates to
1017/32 or $1,012.19. The “ask yield” represents the yield to maturity on the note. Accordingly, the fair value of five
notes maturing July 20X9 would be $5,057.80 ($1,011.56× 5). If the Treasury note were classified as available for
sale, the fair value adjustment would be recorded by debiting or crediting the carrying amount of the investments
(cost plus or minus any related premium or discount) with a corresponding entry to other comprehensive income
for the unrealized gain or loss.

Presenting Unrealized Gains and Losses in Equity. CIRAs should debit or credit the carrying amount of
investments in available for sale marketable securities with a corresponding entry to other comprehensive income
to record unrealized gains and losses on the securities and report them at fair value in the financial statements.
FASB ASC 320-10-50-1 also requires the notes to the financial statements to disclose the following, by major
security type, for available for sale securities: (a) amortized cost basis, (b) aggregate fair value, (c) total
other-than-temporary impairment recognized in accumulated other comprehensive income, (d) total gains for
securities with net gains recorded in accumulated other comprehensive income, and (e) total losses for securities
with net losses recorded in accumulated other comprehensive income. For securities classified as held to maturity,
the following disclosures, by major security type, are required: (a) amortized cost basis, (b) the aggregate fair
value, (c) gross unrecognized holding gains, (d) gross unrecognized holding losses, (e) the net carrying amount,
(f) total other-than-temporary impairment recognized in accumulated other comprehensive income, and (g) the
gross gains and losses recorded in accumulated other comprehensive income for any derivatives that hedged the
forecasted acquisition of the held to maturity securities. To keep track of that information, some CIRAs may prefer
to use more than one account for available for sale securities, for example, initially recording all securities at cost
and recording the offset to unrealized gains and losses in a separate valuation allowance account. While that
practice is acceptable, the financial statements should present available for sale securities at a net amount—fair
value—not cost plus or minus a valuation allowance.

FASB ASC 220-10-45-13 requires that unrealized gains and losses on available for sale securities be reported in
other comprehensive income. A detailed discussion of unrealized gains and losses, comprehensive income, and
illustrative financial statements are included in section .

Derivative Instruments

FASB ASC 815, Derivatives and Hedging, establishes accounting and reporting standards for derivative instru-
ments and hedging activities. FASB ASC 815 requires all entities tomeasure derivative instruments at fair value and
recognize them as either assets or liabilities in the balance sheet. (In addition, it allows special accounting for
hedging a foreign currency forecasted transaction with a derivative.) As with all accounting pronouncements, the
provisions of FASB ASC 815 need not be applied to immaterial items. For example, a CIRA is not required to
comply with FASB ASC 815 if its only derivative instrument is an immaterial speculative investment in a derivative.

AU-C 501 provides guidance on auditing financial statement assertions about derivatives accounted for following
the requirements of FASB ASC 815. In addition, the AICPA audit guide, Special Considerations in Auditing Financial
Instruments, also provides guidance. Although designed as audit guidance, the guidance in AU-C 501 and the
audit guide is often helpful in other engagements as the audit guide has a variety of case studies that include
illustrative accounting considerations. It is believed that CIRAs do not commonly use derivatives to manage risk.
Accordingly, only general overview information about derivatives is provided in this discussion. For detailed
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guidance on this topic, PPC’s Guide to Preparing Financial Statements includes a full chapter about derivative
instruments and applying FASB ASC 815. That guide can be ordered by calling (800) 431-9025, or online at
tax.thomsonreuters.com.

What Is a Derivative? FASB ASC 815 defines a derivative as a financial instrument or other contract with all three
of the following characteristics:

a. It has at least one underlying and at least one notional amount or payment provision or both.

b. It requires no initial net investment or an initial net investment less than required for other types of contracts
expected to respond similarly to changes in market factors.

c. Its terms require or allow net settlement; it can readily be settled net by a method outside the contract; or
it provides for delivery of an asset that puts the recipient in a position similar to net settlement.

An underlying is a specified interest rate, security price, commodity price, foreign exchange rate, price or rate index,
or other variable (including the occurrence or nonoccurrence of a specified event such as a scheduled payment
under a contract). A notional amount is a specified number of currency units, shares, bushels, pounds, or other
units. A payment provision specifies a fixed or determinable settlement to be made if the underlying performs in a
specified manner. An underlying, along with either a notional amount or a payment provision, determines the
settlement of a derivative. Therefore, a derivative instrument must have at least one underlying and at least one
notional amount or payment provision (or both).

Contracts Not Subject to FASB ASC 815. FASB ASC 815 excludes some common types of contracts from its
scope that, depending on the facts and circumstances, otherwise might be considered derivatives. Those con-
tracts include normal purchases and sales, “regular-way” security trades, certain insurance contracts, financial
guarantee contracts with certain characteristics, certain contracts not traded on an exchange, derivatives that
prevent sales accounting, investments in life insurance, certain investment contracts, and certain loan commit-
ments. In addition, derivative instruments do not include contracts that are (a) issued or held by the reporting entity,
(b) indexed to its own stock, and (c) classified in statement of changes in fund balance in its balance sheet; issued
by the entity in connection with stock-based compensation arrangements addressed in FASB ASC 718 or issued as
contingent consideration in a business combination.

Common Uses of Derivatives. Derivatives offer a way for small and medium-sized entities to manage their
exposure to risks and to speculate on changes in market conditions. Common derivatives, often referred to as
“plain vanilla” derivatives, are available through banks and other sources. Examples of such derivatives include
interest rate swaps, options to establish a range of interest rates, forward contracts to buy foreign currency, and
options to buy foreign currency. CIRAs do not commonly use derivatives to manage risk.

General Measurement Considerations. FASB ASC 815 requires derivative instruments to be measured at fair
value and reported in the balance sheet as assets or liabilities. Accounting for gains and losses (i.e., changes in fair
value) depends on the intended use of the derivative. Gains and losses on derivative instruments not designated as
hedging instruments should be recognized in the statement of revenues and expenses in the period of the change
in fair value. Accounting for gains and losses on hedging instruments depends on the type of hedge.

One of the difficulties with accounting for derivatives is determining its fair value and the more complex the
derivative, the more difficult it is to determine its fair value. The fair values of derivatives that are exchange-traded
are available from independent pricing sources, such as financial publications. The fair values of other derivatives
may be available through broker-dealers not affiliated with the entity. However, determining fair value can be
particularly difficult if a derivative transaction has been customized to meet individual entity needs.

General Disclosure Considerations. Among other things, FASB ASC 815-10-50 requires disclosure of the objec-
tives for holding hedging instruments, the risk management policy for each type of hedge, and the purpose of
derivative instruments not designated as hedging instruments. It also requires disclosing information about
changes in a derivative’s fair value that relate to its ineffectiveness as a hedge and that are excluded from the
assessment of hedge ineffectiveness.
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Accounting for Investments in Annuities

Some CIRAs invest in annuities. An annuity is an insurance contract that provides fixed or variable periodic
payments made from a stated or contingent date and continuing for a specified period, such as for a number of
years or for life. Typically, CIRAs invest in variable annuities, which specify the payments to be made in units rather
than in dollars. When payment is due, the amount is determined based on the value of the investments in the
annuity fund.

Annuities should be recorded at cost in the financial statements. Because they are not securities, they are not within
the scope of FASB ASC 320-10. But annuities are financial instruments and, accordingly, the fair value of annuity
contracts at the date of the financial statements should be disclosed in accordance with FASB ASC 825-10. FASB
ASC 825-10 excludes insurance contracts other than guarantees and investment contracts from its scope; thus, the
fair value disclosure requirements apply to annuities.

Declines in Value That Are Other Than Temporary

When the fair value of an available for sale or held tomaturity security declines below its amortized cost, the security
is considered impaired. The CIRA needs to determine whether that impairment is other than temporary to properly
account for, report, and disclose the security. The considerations for recognizing andmeasuring an other-than-tem-
porary impairment loss are discussed in the following paragraphs.

FASB ASC 320-10-35-10 through 35-35A provide guidance regarding the meaning of other-than-temporary impair-
ment and its application to debt and equity securities within the scope of FASB ASC 320-10. The ASC provides
guidance for (a) determining when an investment is impaired; (b) determining whether the impairment is other than
temporary; and (c) measuring, recognizing, presenting, and disclosing an impairment loss if the impairment is
deemed other than temporary.

Determining When an Investment Is Impaired. An investment is deemed impaired if its fair value is less than its
cost. For this purpose, cost includes adjustments made to an investment’s cost of acquisition for accretion,
amortization, collection of cash, previous other-than-temporary impairments recognized in revenues and expenses
(less any cumulative-effect adjustments), foreign exchange, and hedging. Generally, an investment should be
assessed for impairment each reporting period, including interim periods if interim financial statements are issued.
If an investment is deemed impaired, the impairment would be analyzed to determine if the impairment is other than
temporary.

Determining Whether the Impairment Is Other Than Temporary. If an investment is deemed impaired, the next
step is to determine whether the impairment is temporary or other than temporary. FASB ASC 320-10-35-30 states
that other than temporary does not mean permanent, but it does not provide specific guidance on determining
whether the decline in fair value below cost is temporary or other than temporary. Instead, it says to follow the
appropriate guidance in either FASB ASC 320-10-35 and FASB ASC 325-40-35.

Recognizing and Measuring an Impairment Loss. An impairment loss should be recognized in earnings if the
impairment is deemed to be other than temporary. The recognition and measurement of the loss depends on
whether the investment is an equity security or a debt security. For an equity security, the loss is calculated as the
difference between the cost and the fair value of the investment at the balance sheet date of the period for which the
assessment is conducted. After recognizing the impairment loss, the fair value of the investment becomes its new
cost basis, and the new basis is not adjusted for subsequent recoveries in fair value.

For debt securities, the amount of the other-than-temporary impairment recognized in earnings depends on
whether the CIRA intends to sell the security (or whether it is more likely than not the CIRA will be required to sell the
security) before recovery of the amortized cost basis less any current-period credit loss (that is, excess of the
amortized cost over the present value of cash flows). If the CIRA plans to sell the security (or more likely than not it
will be required to sell the security) before recovery, the other-than-temporary impairment should be recognized in
earnings for the entire difference between the amortized cost basis and fair value at the balance sheet date. If there
is no intention to sell the security and it is not more likely than not that the CIRA will be required to sell before
recovery, the other-than-temporary impairment should be separated into amounts pertaining to (a) the credit loss
and (b) all other factors. The amount related to the credit loss should be recognized in earnings, while the
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remaining amount should be recognized in other comprehensive income (net of taxes). The prior amortized cost
basis less the other-than-temporary impairment loss recognized in earnings becomes the new amortized cost basis
of the security. That amount should not be adjusted for subsequent recoveries in fair value, but should be adjusted
for accretion and amortization.

To illustrate the accounting for impairment of equity securities, assume that at the end of the prior year, an available
for sale equity security costing $50,000 was adjusted to its $80,000 fair value through a $30,000 increase in other
comprehensive income. By the end of the current year, fair value declined to $30,000, and the decline is determined
to be other than temporary. At the end of the current year:

a. The financial basis of the security should be decreased by $50,000 from its $80,000 fair value at the end
of the prior year to its $30,000 current fair value.

b. A $30,000 decrease in other comprehensive income should be recognized for the decrease in value from
the security’s $80,000 fair value at the end of the prior year to its $50,000 cost.

c. A $20,000 decrease in excess of revenues over expenses should be recognized for the decrease in value
from the security’s $50,000 cost to its $30,000 current fair value.

As a result, the security is reported at its $30,000 fair value at the end of the current year, and there is no
accumulated other comprehensive income for changes in its value. The new $30,000 cost basis would be used to
measure other comprehensive income for future changes in fair value. For example, if at the end of the next year, fair
value increases to $40,000, an increase of $10,000 would be recognized in other comprehensive income. Subse-
quent recoveries in value are not recognized in excess of revenues over expenses until they are realized.

GAAP requires total other-than-temporary impairment losses to be presented separately on the face of the opera-
tions statement with an offset for the amount recognized in other comprehensive income. Amounts related to
held-to-maturity and available-for-sale debt securities for which a portion of an other-than-temporary impairment
has been recognized in earnings also must be presented separately in the financial statement where the compo-
nents of accumulated other comprehensive income are reported. Finally, numerous disclosures are required
related to impairments.

Income Tax Considerations

Income tax rules do not allow deductions for unrealized investment losses. Thus, reductions of marketable securi-
ties for unrealized valuation declines, whether charged to current earnings or to other comprehensive income,
create a temporary difference because the tax basis of the securities will exceed their basis for financial reporting.
Similarly, unrealized gains are temporary differences. If the differences between financial and tax reporting are
material, deferred taxes should be recorded.

In addition, interest on Treasury bills may be recorded in different periods for financial and tax purposes. If so, a
temporary difference exists, and deferred taxes should be recorded.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

8. Which of the following is true regarding cash and cash equivalents for CIRAs?

a. Held checks dated before the balance sheet date that are material should be classified as accounts
payable.

b. If a cash account at a financial institution is negative, it can be netted against all the other accounts that
the CIRA has.

c. Cash is normally an immaterial part of a CIRA’s financial statements.

d. All cash and cash equivalents, regardless of any restrictions placed on them, should be classified as cash
and cash equivalents for CIRAs.

9. The River Bend Townhomes have a fund that was set up five years ago to save for a play park to be built in the
facility for the homeowners’ children. A portion of the yearly dueswere designated for this purpose and placed
in an interest bearing savings account. The accountant for River Bend Townhomes is creating the yearly
financials. Which of the following guidance should the accountant follow for the designated fund?

a. A disclosure note about the play park funds should only be made in the financials if the accountant uses
the fund approach.

b. The accountant should list that the funds are restricted for the purpose of the play park.

c. Interest earned on the designated funds should be included in the cash available on the CIRA’s financial
statements.

d. The accountant for River Bend Townhomes should segregate the cash allocated for the play park from
other cash available.

10. The HOA of Town’s Landing has invested excess funds in T bills. Which of the following is the appropriate way
to provide for the tax accounting of the T bills that are held to maturity?

a. The discount related to the T bill should be reported as interest income.

b. The difference between the sales proceeds and acquisition cost should be recorded as a short term
gain/loss.

c. The HOA should accrete the discount.

11. Which of the following is a characteristic of a derivative?

a. It has a fixed or determinable settlement to be made if the underlying performs in a specified manner.

b. It contains a specified interest rate, security price, commodity price, foreign exchange rate, price or rate
index, or other variable.

c. It requires no initial net investment and the terms require or allow net settlement.

d. It holds a specified number of currency units, shares, bushels, pounds, or other units.
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12. A CIRA holds an available-for-sale or held-to-maturity security; needs to determine whether an impairment is
other than temporary; and properly account for, report, and disclose the security. Which of the following is
correct regarding impairments?

a. An impairment loss that is permanent should be recognized in the investment account on the balance
sheet and written off in investment expense.

b. If an investment is impaired, the next step should be to determine if it is temporary or not.

c. A debt security’s impairment amount should be recognized as a loss calculated as the difference between
the cost and the fair value of the investment at the balance sheet date.

d. An investment should only be assessed for impairments at a CIRA’s year end.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

8. Which of the following is true regarding cash and cash equivalents for CIRAs? (Page 185)

a. Held checks dated before the balance sheet date that arematerial should be classified as accounts
payable. [This answer is correct. ForCIRAs, “held checks” dated at or before thebalance sheet date
(and reflected as outstanding checks on the bank reconciliation) that were not released until after
the balance sheet date should be reclassified as accounts payable, if material.]

b. If a cash account at a financial institution is negative, it can be netted against all the other accounts that
the CIRA has. [This answer is incorrect. If a net negative balance with a financial institution is immaterial,
the account may be offset against positive balances in other financial institutions. If it is material, the
account (a) should be included with liabilities, either presented separately or included with accounts
payable, and (b) if theCIRApresents a classifiedbalance sheet, shouldbe includedwith current liabilities.]

c. Cash is normally an immaterial part of a CIRA’s financial statements. [This answer is incorrect. Sincemany
CIRAs accumulate funds for future major repairs and replacements, cash is oftenmorematerial to CIRAs’
financial statements than to the financial statements of commercial businesses.]

d. All cash and cash equivalents, regardless of any restrictions placed on them, should be classified as cash
and cash equivalents for CIRAs. [This answer is incorrect. Significant amounts of cash and cash
equivalents that are not readily available for normal disbursements because of withdrawal restrictions
should be classified as cash and cash equivalents for CIRAs.]

9. The River Bend Townhomes have a fund that was set up five years ago to save for a play park to be built in the
facility for the homeowners’ children. A portion of the yearly dueswere designated for this purpose and placed
in an interest bearing savings account. The accountant for River Bend Townhomes is creating the yearly
financials. Which of the following guidance should the accountant follow for the designated fund? (Page 186)

a. A disclosure note about the play park funds should only be made in the financials if the accountant uses
the fundapproach. [Thisanswer is incorrect. Additionaldisclosuresabout funds required tobesegregated
or the nature of the funds designated by unit owners should be made in the notes to the financial
statements regardless of whether the CIRA presents its financial statements using a fund or nonfund
approach.]

b. The accountant should list that the funds are restricted for the purpose of the play park. [This answer is
incorrect. Fundsdesignated in aCIRA’s governing documents or by the unit owners for a specific purpose
are not legally restricted because a majority of unit owners (as specified in the CIRA’s governing
documents) may subsequently decide to use to the funds for other purposes.]

c. Interest earned on the designated funds should be included in the cash available on the CIRA’s financial
statements. [This answer is incorrect. When cash is invested in interest bearing savings accounts,
certificates of deposit, or other short-term investments, any interest takes on the same character as the
related investment (that is, eitherdesignatedorundesignated)unless theCIRAhasaspecificpolicy to treat
it otherwise.]

d. The accountant for River Bend Townhomes should segregate the cash allocated for the play park
from other cash available. [This answer is correct. Funds that are designated are similar to legally
restricted funds since the CIRA’s board of directors does not have the authority to reverse the
decision of the unit owners. Thus, such funds would be segregated from cash available for current
operations in the CIRA’s financial statements.]
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10. The HOA of Town’s Landing has invested excess funds in T bills. Which of the following is the appropriate way
to provide for the tax accounting of the T bills that are held to maturity? (Page 194)

a. The discount related to the T bill should be reported as interest income. [This answer is correct. If
a T bill is held to maturity, all of the discount is reported as interest income.]

b. The difference between the sales proceeds and acquisition cost should be recorded as a short term
gain/loss. [This answer is incorrect. This is only true if the Tbill is sold prior tomaturity according toSection
1271(a)(3)(A).]

c. The HOA should accrete the discount. [This answer is incorrect. According to IRC Section 454(b)(2), the
discount of a T bill should not be accreted for the tax accounting.]

11. Which of the following is a characteristic of a derivative? (Page 200)

a. It has a fixed or determinable settlement to bemade if the underlying performs in a specifiedmanner. [This
answer is incorrect. A payment provision specifies a fixed or determinable settlement to be made if the
underlying performs in a specified manner.]

b. It contains a specified interest rate, security price, commodity price, foreign exchange rate, price or rate
index, or other variable. [This answer is incorrect. An underlying is a specified interest rate, security price,
commodity price, foreign exchange rate, price or rate index, or other variable.]

c. It requires no initial net investment and the terms require or allow net settlement. [This answer is
correct. FASB ASC 815 defines a derivative as a financial instrument or other contract that has the
following three characteristics: (1) it has at least one underlying and at least one notional amount
or payment provision or both; (2) it requires no initial net investment or an initial net investment less
than required for other types of contracts expected to respond similarly to changes in market
factors; and (3) its terms require or allow net settlement.]

d. It holds a specified number of currency units, shares, bushels, pounds, or other units. [This answer is
incorrect. A notional amount is a specified number of currency units, shares, bushels, pounds, or other
units.]

12. A CIRA holds an available-for-sale or held-to-maturity security; needs to determine whether an impairment is
other than temporary; and properly account for, report, and disclose the security. Which of the following is
correct regarding impairments? (Page 201)

a. An impairment loss that is permanent should be recognized in the investment account on the balance
sheet and written off in investment expense. [This answer is incorrect. An impairment loss should be
recognized in earnings if the impairment is deemed to be other than temporary.]

b. If an investment is impaired, the next step should be to determine if it is temporary or not. [This
answer is correct. If an investment is deemed impaired, the next step is to determine where the
impairment is temporary or other than temporary. FASB ASC 320-10-35-30 states that other than
temporary does not mean permanent, but it does not provide specific guidance on determining
whether the decline in fair value below cost is temporary or other than temporary.]

c. A debt security’s impairment amount should be recognized as a loss calculated as the difference between
the cost and the fair value of the investment at the balance sheet date. [This answer is incorrect. For debt
securities, the amount of the other-than-temporary impairment recognized in earnings depends on
whether the CIRA intends to sell the security (or whether it is more likely than not the CIRA will be required
to sell the security) before recovery of the amortized cost basis less any current-period credit loss (that is,
excess of the amortized cost over the present value of cash flows). If the CIRA plans to sell the security (or
more likely than not it will be required to sell the security) before recovery, the other-than-temporary



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

207

impairment should be recognized in earnings for the entire difference between the amortized cost basis
and fair value at the balance sheet date.]

d. An investment should only be assessed for impairments at a CIRA’s year end. [This answer is incorrect.
Generally, an investment should be assessed for impairment each reporting period, including interim
periods if interim financial statements are issued.]
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MEMBER ASSESSMENTS, OTHER INCOME, AND RECEIVABLES

Overview of Accounting Standards

Accounting standards for receivables relate primarily to the measurement of the amounts owed, the valuation of
receivables, and their appropriate classification in the financial statements. Accordingly, they relate to determining
(a) the amount of the receivable that is due to the CIRA, (b) when the receivable should be recognized as an asset,
and (c) whether the receivable should be adjusted to reflect the possibility that it may not be collected. In addition,
GAAP requires certain disclosures to be made about amounts due from related parties, amounts that may be
uncollectible, amounts representing concentrations of credit risk, and the fair value of certain receivables.

Member Assessments

The CIRA’s annual budget is the basis for establishing the annual assessment required from each unit owner to
cover the CIRA’s operating expenses, plus a potential allocation to the replacement fund. The assessments
(sometimes referred to as “maintenance fees,” “carrying charges,” or, in the case of cooperatives, “rent”) typically
are payable monthly, usually on the first of the month (but may also be billed quarterly or annually), and should be
reported in the CIRA’s financial statements in the period that they are assessed as either revenue or deferred
revenue. (However, time-share developments typically bill their dues on a quarterly or annual basis.) Depending on
the CIRA’s governing documents, assessments may be equally assessed to each unit owner or may be based on
another allocation method, such as the size of the units. In addition, assessments may include the allocation of
certain other expenses to owners, for example, utilities that are submetered, expenses related to limited common
areas, and common area expenses that benefit fewer than all of the units. (Some CIRAs present additional
assessments such as those separate from regular assessments.) In certain circumstances, when the CIRA files its
federal income tax return on Form 1120, if assessments at the end of the year exceed actual expenses, the excess
is not taxable if the association members elect to either (a) refund the excess to the members or (b) apply the
excess against the following year’s assessments. For financial reporting, however, the excess assessments should
be recorded as revenue. Recommendations for reporting the members’ tax election in the CIRA’s financial state-
ments are as follows:

¯ If the members elect to refund the excess assessments, it is a best practice to show the refund as a
reduction of equity in the statement of changes in fund balance (or statement of changes in members’
equity if the CIRA presents its financial statements using a nonfund approach) in the period in which the
refund is authorized. In other words, equity would be debited, and cash or a payable account would be
credited.

¯ If thememberselect toapply theexcessagainst the followingyear’s assessments, noentrywouldbemade
in the CIRA’s financial statements, and the excess of revenue over expenses for financial reporting in the
current year will exceed amounts reported in the CIRA’s tax return. (The difference between assessments
for financial and tax purposes would be shown as a Schedule M-1 or M-3 adjustment if the CIRA files Form
1120.)

Many unit owners pay their assessments on a timely basis since unpaid assessments constitute a lien on the units.
Thus, at the balance sheet date, assessments receivable may not be material and may only represent billings for
themost recent month. A significant balance in assessments receivable at the balance sheet date generally signals
delinquent accounts.

Delinquent Assessments. ACIRA’s governing documents normally specify penalties for delinquent assessments,
such as late fees, service charges, or interest. Fees for delinquent payments generally are recorded in a separate
income account, such as “Late fees” or “Interest on delinquent assessments” (although such amounts receivable
from unit owners generally are included in the amount due from unit owners and, thus, included in the “Assess-
ments Receivable” balance sheet account rather than reported in a separate receivable account). If they are not
material, however, fees for delinquent assessments may be included in revenue from member assessments. It is a
best practice for the CIRA’s accounting records to segregate revenues from late fees and interest on delinquent
accounts from other interest not received frommembers, such as interest on investments, because separate types
of income are subject to different tax treatment. For financial statement presentation, however, late fees and interest
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on delinquent accounts may be combined with other interest and presented as one line item, such as “Interest and
late fees.” In some cases, the CIRA’s governing documents may provide that default in payment of assessments
accelerates the remaining assessments for the year, and the entire balance is due and payable.

FASB ASC 310-10-35-9 through 35-11 require losses from uncollectible receivables to be accrued if a loss is
probable and the amount of the loss can be reasonably estimated. The accrual must be made even though the
particular receivables that are uncollectible may not be identifiable. Losses from uncollectible assessments are
required to be accrued even though state laws or a CIRA’s governing documents provide various other remedies
for delinquent assessments, including the filing of liens, foreclosing on the unit owner, and obtaining judgment on
other assets of the unit owner. However, those remedies do not ensure the collectibility of the receivables. Since
liens filed by the CIRA for unpaid assessments may be subordinate to tax liens and unpaid amounts on first
mortgages, an allowance for uncollectible accounts may be necessary if it is doubtful that sufficient equity in a unit
exists to support the collectibility of past due amounts.

Critically evaluating collectibility is especially significant if the CIRAs are geographically located in areas of the
country that have suffered economic downturns.When such economic downturns occur, delinquencies ofmember
assessments have occasionally been so severe that some CIRAs faced going concern problems. Delinquent
assessments also are common in the time-share industry due to the large number of owners in a development.
Even in a good economy, significant construction defects can diminish the value of a development by causing very
high expense in the form of repairs and litigation costs, which could potentially motivate members to stop paying
their assessments due to the drop in value of their units.

Generally accepted accounting principles require uncollectible accounts to be accounted for using the allowance
method. The specific write-off method, which is generally required for tax purposes, is a departure from GAAP.
Thus, in GAAP financial statements, the specific write-off method is appropriate only if estimated uncollectible
assessments at the balance sheet date are not material.

FASB ASC 210-10-45-13 states that valuation allowances for losses on receivables should be deducted from the
related receivables (rather than reporting them as liabilities), and FASB ASC 310-10-50-14 requires the allowances
to be disclosed. The disclosure usually is made by expanding the caption for receivables in the balance sheet. For
example:

Assessments receivable, less allowance for uncol-
lectible assessments of $5,800 $ 22,300

FASB ASC 310-10-50-2 through 50-4 require disclosure of the basis of accounting for receivables, including the
policy for accounting for uncollectible accounts.

Assessments Received in Advance. Some unit owners may pay their assessments in advance. Timeshare
developments typically bill their dues on a quarterly or annual basis. (Other CIRAs may also bill their assessments
less frequently than monthly.) Often, the annual dues billing is made 60 days before the budget year actually
begins. If members make payments before the end of the year, the prepaid amounts at the balance sheet date
should be classified as a liability—deferred revenue. A financial statement caption such as “Prepaid Assessments”
or “Assessments Received in Advance” typically is used. (If a classified balance sheet is presented, it generally
would be appropriate to classify assessments received in advance as a current liability.)

Allocating Assessments to Replacement Funds. If CIRAs assess their members for future repair and replace-
ment of the common property, their budgets generally will specify the portion of the assessments to be allocated for
that purpose. (Sometimes, however, they will levy special assessments for repairs and replacements.) FASB ASC
972-205-45-2 requires amounts assessed for normal operations to be accounted for separately from amounts
assessed for future major repairs and replacements. Thus, as assessments are billed, assessment revenue, which
is based upon budgets, should be allocated between operations and the replacement fund as budgeted (regard-
less of the amount transferred to the replacement fund). If the CIRA prepares its financial statements on a fund
basis, the portion of assessments allocated for repairs and replacements should be reported as revenue of that
fund. If a nonfund approach is used, assessment revenue should be allocated to separate accounts in the
statement of revenues and expenses, such as “Member assessments—operations” and “Member assess-
ments—future major repairs and replacements.”
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Assessment revenue is allocated between operations and repairs and replacements, but assessments receivable,
assessments received in advance, and late charges and interest for delinquent assessments are typically consid-
ered to relate solely to operations. Thus, for example, financial statements of the replacement fund would record
cash (or a combination of cash and a receivable if the budgeted allocations had not already been transferred) from
the operating fund equal to the amount of assessments for repairs and replacements actually assessed as
authorized in the budget.

Financial Statement Disclosure. FASB ASC 972-605-50-1 requires disclosure of assessments that were used for
purposes other than those for which they were designated.

Special Assessments

CIRAs generally have the authority to levy special or supplemental assessments, subject to unit owner approval in
some circumstances, as specified in their governing documents or state statutes. Common reasons for levying
special assessments include the following:

¯ To fund operating or replacement fund shortfalls.

¯ To fund projects or pay unexpected expenses that are not budgeted.

¯ To accumulate monies for specific future expenses.

¯ To repay loans.

¯ To accumulate monies for unanticipated expenses (sometimes referred to as contingency reserves).

The special assessment revenue should be reported separately from assessments for normal operations, if
material.

If the CIRA prepares its financial statements using fund accounting, the special assessment activity is recorded in
the fund for which the activity is most associated. Assessments for future major repairs and replacements and for
litigation costs of developer suits for warranty claims often are recorded in the replacement fund. Alternatively, a
separate fund may be established to account for special assessments. (A separate fund is especially common
when special assessments are levied to repay debt.) Using a separate fund for special assessmentsmay alsomake
it easier to account for the special assessment activity, especially if it extends over more than one accounting
period. Regardless of whether or not a separate special assessment fund is used, a separate bank account is
generally established to account for special assessment revenues and expenditures. Establishing a separate bank
account helps to ensure that special assessment funds are not commingled with other associationmonies and that
they are only spent for the purpose for which they were intended.

Generally, special assessments are assessed to unit owners in the same percentage as regular assessments and
have the same lien rights. However, the details of levying special assessments vary considerably depending on the
provisions of state statutes and association governing documents. For example, in some circumstances, it is a
board decision; in other cases, membership approval is required for special assessments in excess of a specified
amount; in still other cases, the maximum term of the assessments is specified in state statutes. Because special
assessments often raise potentially complex legal issues, it is important for association management to be knowl-
edgeable about the intricacies of special assessments for their CIRA, and to involve their legal counsel regarding
the association’s authority to levy special assessments and the procedures to be followed.
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Revenue Recognition. GAAP requires revenue from special assessments to be reported in the period they are
assessed unless the revenue is deferred because the liabilities and expenses have not yet been incurred. The
applicable requirements and this course’s application guidance are as follows:

Requirement in FASB Codification Application Guidance

FASB ASC 972-605-25-1—Special assessments
shall be reported as revenue, unless they are
deferred in accordance with the guidance in
section 972-430-25-1.

Special assessments are considered levied when
they become an obligation of the unit owners;
generally, that is the date that the board or the
members adopt the resolution imposing the
assessments. Thus, when special assessments
extend over more than one period, revenue from
special assessments is recognized in the financial
statements in a different period (earlier) than the
period in which unit owners are billed (if they are
permitted to pay their special assessments over
time) or than the period in which debt is repaid (if
the special assessments are levied to repay debt).

FASB ASC 972-430-25-1—Deferred revenue may
include items such as special assessments
designated for specific costs that have not yet
been incurred. Such amounts shall be reported as
revenue when the corresponding liabilities and
expenses are reported.

The rationale for the requirement to defer special
assessments in the circumstances specified above
is that, unlike regular assessments and assess-
ments for future repairs and replacements, until the
CIRA incurs costs that were contemplated by the
special assessments, it generally is obligated to
return the monies to its members. Accordingly, the
monies are not revenue to the CIRA until it incurs
liabilities for costs related to the purpose of the
special assessments.

Special assessments should be recorded as revenue in the period they are levied except in the limited circum-
stances when the CIRA has identified the need for specific future expenses, but they have not yet been incurred. For
example, if the CIRA levies special assessments at the time a particular major repair or replacement of the common
property is needed, such as roof repair, the special assessment revenue generally should be reported as deferred
revenue until the corresponding liabilities for the repair are incurred.

Sincemost associations are not attuned to the accounting treatment of special assessments, the language creating
the special assessments often does not provide adequate information for the practitioner to determine when
revenue should be recorded for special assessments that are not tied to specific projects and contain extended
payment options. One valuable piece of information in understanding the special assessment comes from repay-
ment requirements. Often, some members will pay the assessment immediately, and others will opt for extended
payment terms. This means that the association must carefully track assessed payments and receivables by
member to know the exact amount due at any point in time.

Generally, expenses for which special assessments are levied are expected to be incurred within a relatively short
period after the assessments are levied, such as a year. (An exception can occur when debt financing, which is
secured by special assessments, is incurred by the CIRA.) However, the length of the period between levying the
special assessment and incurring the related expenses is not necessarily a determining factor for recording the
assessments either as revenue or as deferred revenue. For example, a CIRA involved in a lawsuit may levy special
assessments to cover the expected costs of litigation. The special assessment revenue would be deferred in that
case and recognized as revenue as the related litigation costs are incurred, even though settlement is not expected
until several years in the future.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

212

Applying the preceding criteria obviously involves judgment, and gray areas exist. However, it is a best practice for
special assessments levied for the following purposes to be recognized as revenue in the period they are assessed:

¯ Special assessments to cover operating deficits or to raise additional working capital.

¯ Special assessments for unanticipated expenses (that is, for “contingency reserves”).

¯ Special assessments to fundaprogram formajor repairsand replacementsof thecommonproperty (rather
than for specifically identified repairs).

¯ Special assessments to cover any expenses that have already been incurred.

New Authoritative Guidance for Revenue Recognition. In May 2014, the FASB issued ASU 2014-09, Revenue
fromContracts with Customers (Topic 606). The standard clarifies the principles for recognizing revenue and results
in a common revenue standard for both U.S GAAP and International Financial Reporting Standards (IFRS). ASU
2014-09 applies to revenue recognition for all industries. It eliminates inconsistencies in current revenue recogni-
tion standards and practices and removes most existing industry-specific revenue recognition requirements. In
August 2015, the original effective dates of ASU 2014-09 were deferred by one year by the issuance of ASU No.
2015-14, Revenue from Contracts with Customers (Topic 606): Deferral of the Effective Date. For nonpublic entities,
the standard (as revised) is effective for annual periods beginning after December 15, 2018, and interim periods
within annual periods beginning after December 15, 2019 (that is, a nonpublic entity would not be required to apply
the new revenue standard in interim periods within the year of adoption). The standard provides several options for
early adoption; however, nonpublic entities would be able to elect to apply the standard no earlier than annual
periods beginning after December 15, 2016, and interim periods within that year. In addition to ASU No. 2015-14,
narrow scope amendments and exposure drafts have also been issued. The status of the project can bemonitored
at the FASB’s website atwww.fasb.org. Because of the delayed effective date, thisGuide has not been updated for
the requirements of ASU 2014-09. As the effective date nears, a future edition of this Guide will incorporate any
necessary revisions relating to the ASU.

The guidance in ASU 2014-09 is based on the principle that revenue from contracts with customers should be
recognized when an entity transfers goods or services to the customer at the amount the entity expects to be
entitled to receive from the customer. Under the guidance, an entity would identify performance obligations in a
contract and recognize revenue as the performance obligations are satisfied. ASU 2014-09 does not seem to affect
the reporting of regular monthly assessments from members for operations and repairs and replacements
because, at each month end, the CIRA would have satisfied its monthly obligation for providing the services to its
members. However, under the new standard, it seems logical for special assessments to be recognized as revenue
as the CIRA performs its obligations (for example, as the CIRA incurs liabilities for repairs).

The main provision of the new revenue recognition rule is that an entity should recognize revenue to depict the
transfer of promised goods or services to customers in an amount that reflects the consideration to which the entity
expects to be entitled in exchange for those goods or services. The guidance states that the following five steps
should be applied by entities in order to recognize revenue:

a. Identify the Contract(s) with a Customer. Define the contract agreement within specific criteria regarding
identification of contract approval and commitment, the rights of the parties, payment terms, commercial
substance and the probability of collection of the consideration by the entitled entity in exchange for the
goods or services provided to a customer.

b. Identify the Performance Obligations in the Contract. The performance obligation is defined as a promise
in a contract with a customer to transfer a good or service to the customer. This step includes identification
of the performance obligations in a contract based upon certain criteria regarding the distinction of goods
or services.

c. Determine the TransactionPrice.The transactionprice is definedas theamountof consideration (payment)
to which an entity expects to be entitled in exchange for transferring promised goods or services to a
customer. The entity considers factors in order to determine the transaction price.
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d. Allocate the TransactionPrice to EachPerformanceObligation in theContract. If the contract hasmore than
one performance obligation, the transaction price should be allocated to each separate performance
obligation based on the relative standalone selling price of that good or service.

e. Recognize Revenue When (or as) the Entity Satisfies a Performance Obligation. Determine when an entity
should recognize revenue as it satisfies a performance obligation by transferring a promised good or
service to a customer. The transfer of the performance obligation may be either over a period of time or at
a specific point in time. The guidance provides certain criteria of when the entity should recognize revenue
from satisfaction of performance obligations over time as opposed to a specific point in time.

Other provisions include guidance on accounting for some costs to obtain or fulfill a contract and financial
statement footnote disclosures of information arising from contracts with customers. While ASU 2014-09 applies
across all industries, the guidance does not apply to lease contracts (including operating, capital, and sale-lease-
back contracts), insurance contracts provided by insurance entities, certain financial instruments, guarantees, and
nonmonetary exchanges between entities in the same line of business in order to facilitate sales to customers.

ASU 2014-09 applies to CIRAs and supersedes FASB ASC 972-430, Deferred Revenue, and FASB ASC 972-605,
Revenue Recognition. To aid practitioners in understanding the guidance, the AICPA has created sixteen industry
revenue recognition task forces, including the timeshare entities revenue recognition task force, charged with
developing revenue recognition implementation guidance that will provide helpful hints and illustrative examples in
the new AICPA Guide, Revenue Recognition, to aid practitioners in applying ASU 2014-09. The timeshare entities
revenue recognition task force identified the following potential revenue recognition implementation issues:

¯ Collectability.

¯ Identifying the performance obligations.

¯ Application of the percentage of completion.

¯ Ground lease/term products.

¯ Gross versus net reporting.

¯ Management fee agreements.

¯ Allocation of transaction price.

¯ Satisfaction of performance obligations.

¯ Accounting for owner associations.

¯ Contract costs.

More information on the task forces and the potential implementation issues can be found atwww.aicpa.org/Inter-
estAreas/FRC/AccountingFinancialReporting/RevenueRecognition/Pages/default.aspx.

Repayment of Special Assessments. It is usually within the board’s authority to decide whether members must
pay special assessments in a lump sum or are allowed to pay over time and whether interest will be charged
(unless the CIRA’s governing documents provide otherwise); however, all unit owners need to be given the same
option. Repayment terms can vary considerably among CIRAs. However, the following payments options are
typical of those commonly extended to the unit owners:

¯ Owners may pay off their portions at once. Some CIRAs offer their owners a discount to pay the entire
special assessment immediately.

¯ Ownersmay pay principal (and interest, if charged by the association) monthly or over some other period,
such as quarterly or annually, for longer-term special assessments.
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Whenever members are to be charged interest or will be permitted to pay a lesser amount if they pay early, this
course recommends that CIRAs consult with their attorney to ensure that they are in compliance with usury and
truth-in-lending laws. While it is often desirable or necessary as a practical matter for the CIRA to offer payment
options to unit owners, the practice creates an additional administrative burden for the CIRA because it requires an
amortization schedule for each unit that pays the special assessment over time. Thus, it is a best practice for the
payment plans to be kept as simple as reasonably possible.

When associations levy special assessments to repay loans, it is more commonplace for members to be charged
interest if they pay over time because the association’s intent is to pass along the financing costs to unit owners.
Thus, the special assessment for each unit usually includes an interest allocation based on the interest rate of the
loan. Generally, however, the interest component of unit owners’ special assessments only approximates their
proportionate share of actual loan costs because, for example, (a) the amount of special assessments may differ
from the amount of the loan or (b) there may be timing issues (for example, special assessments may be levied
before or after the commencement of CIRA’s loan or the loan may begin as an interest-only construction loan and
later convert to a standard amortizing loan, etc.).

Financial Statement Disclosures. If a CIRA establishes a separate fund to account for special assessments, its
purpose is disclosed in the CIRA’s summary of significant accounting policies. FASB ASC 972-605-50-1 requires
disclosure of the proposed use for funds collected from special assessments. In addition, disclosure is also
required for assessments that were used for purposes other than those for which they were designated. If special
assessment revenue is deferred, it is a best practice to disclose an estimate of when the related expenses are
expected to be incurred.

In addition, GAAP requires various disclosures when entities finance receivables.

Refunds of Special Assessments. Sometimes special assessments may exceed the specific expenses for which
they were levied or they may be rescinded. Depending on the circumstances, the CIRA may elect to or be required
to refund all or a portion of the special assessments. (Generally, state statutes or the CIRA’s governing documents
address the procedures for rescinding or refunding special assessments. In some cases, a membership vote is
required to approve rescinding or refunding.) If special assessments are refunded, it is a best practice to report the
refund only in the statement of changes in fund balance (or the statement of changes in members’ equity, if the
CIRA uses a nonfund reporting approach) as a return of capital in the period in which the refund is authorized.

Income Tax Considerations. For income tax purposes, special assessments are generally membership (exempt
function) income; however, some may be treated as contributions of capital provided certain criteria are met. In
those circumstances, a permanent difference between financial and tax reporting is created since the special
assessments will never be reported as income in the CIRA’s tax return, and deferred income taxes are not required.

Developer Receivables

Assessments. Prior to the initial sale of each unit, developers are the legal owners of any unsold units. Thus, they
generally are responsible for their proportionate share of the assessments relating to those units. The precise
nature of their responsibilities varies and is detailed in state laws and the CIRA’s governing documents. For
example, the calculation of assessments due from the developer may vary with the phases of the development
project, or the developer may enter into an agreement to subsidize certain association expenses. Accordingly,
accountants need to look to those governing documents and the current development status of the CIRA when
determining whether developer receivables have been appropriately recognized in the CIRA’s financial statements.
Similar to member assessments, developer assessments should be recognized in the financial statements in the
period they are assessed. Some developers may pay assessments in advance as part of the original sale of a unit
as an incentive to the proposed unit owner to purchase the unit. In those cases, the prepaid amounts should be
classified as a liability (deferred revenue), similar to member assessments received in advance.

FASB ASC 850-10-50 requires amounts due from or to related parties to be disclosed. CIRAs’ financial statements
generally make that disclosure by using a balance sheet caption such as “Assessments receivable—developer.”
Other disclosures are also required about related party transactions, which are usually provided in the notes to the
financial statements. For example, if the developer or any other individual party provides 10% or more of a CIRA’s
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total revenue (e.g., assessments revenue from the developer on unsold lots), that fact and the amount of revenue
from each such source should be disclosed.

Legal Settlements.CIRAsmay file suit on behalf of the unit owners against the developer for damages arising from
defective construction or from payment of inadequate assessments relating to units held by the developer before
their initial sale. Accounting for gain contingencies is governed by FASB ASC 450-10. Contingencies that might
result in gains should not be accrued and reported in the financial statements until the gain is realized. Accordingly,
if the CIRA is awarded a settlement, it should not be reported as revenue in the financial statements until the
developer has consented to the judgment and is not appealing the verdict. Legal settlements for warranty claims
and related litigation costs generally are reported in the replacement fund if the CIRA’s financial statements are
presented using fund accounting. Alternatively, activity related to material legal settlements could be recorded in a
separate fund.) Gain contingencies are required to be disclosed, but the disclosure should not lead to overly
optimistic estimates of the likelihood of realizing a gain. Accordingly, it is a best practice for the financial statements
not to disclose gain contingencies when the possibility of realizing a gain is remote.

For income tax purposes, developer settlements may be treated as a form of recovery of capital provided certain
criteria are met. In those circumstances, a permanent difference between financial and tax reporting is created
since the settlement will never be reported as income in the CIRA’s tax return, and deferred income taxes are not
required.

Disclosing Concentrations of Credit Risk

FASB ASC 825-10 primarily requires certain entities to disclose (a) fair values of financial instruments for which it is
practical to estimate fair values and (b) concentrations of credit risk. Disclosure about market risk of financial
instruments is encouraged, but not required by GAAP.

What Are Financial Instruments? A financial instrument represents cash, evidence of an ownership interest in an
entity, or a contractual obligation that requires the exchange of cash or other financial instrument (including
exchange of a financial instrument on potentially unfavorable terms) to another entity. Common types of financial
instruments include the following:

¯ Cash

¯ Time deposits

¯ Accounts and notes receivable or payable

¯ Investments in common stock

¯ Loans

¯ Accrued expenses receivable or payable

¯ Loan commitments

¯ Financial guarantees

Contractual obligations that will be settled for consideration other than cash or financial instruments are not
financial instruments. For example:

¯ A deferred revenue for membership assessments received in advance is settled by providing services for
the period covered by the payment. Since settlement is not for cash, the deferral is not a financial
instrument. But assessments receivable recognized by the CIRA for expired periods are financial
instruments.

¯ Prepaid expense recognized for an advance payment of an insurance premium is settled by receiving
coverage for the period covered by the premiums and, therefore, is not a financial instrument. But a billing
for a rate adjustment for an expired period is a financial instrument for both the insurer and the insured.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

216

Similarly, obligations that ultimately will be settled in cash are only considered to be financial instruments if one
party has a contractual right to receive cash and the other party has a contractual obligation to pay cash at the
balance sheet date. Thus, an accrued liability for compensation is a financial instrument because the employer has
an obligation and the employee has a right at the balance sheet date that will ultimately be settled in cash. On the
other hand, an accrued liability for a probable loss from a lawsuit is not a financial instrument. Although the
defendant has an obligation at the balance sheet date, the plaintiff does not have a right. The liability for a settled
lawsuit in which the settlement amount has been accepted is a financial instrument, however.

Definition of Credit Risk and Market Risk. FASB ASC 825-10-50-20 through 50-22 require certain disclosures
related to credit risk and encourages other disclosures related to market risk. Credit risk is the possibility that a loss
may occur from the failure of another party to perform according to the terms of the contract. Market risk is the
possibility that future changes in market prices may make a financial instrument less valuable or more onerous.

Unique Disclosure Considerations for CIRAs. The financial instruments of most CIRAs will be recorded in their
financial statements; only infrequently will they have financial instruments with off-balance-sheet risk, such as
financial guarantees. Accordingly, in most cases, market risk associated with financial instruments need not be
disclosed. Required disclosures generally will be limited to concentrations of credit risk associated with the
following financial instruments:

¯ Member assessments receivable

¯ Developer receivables

¯ Cash invested in certificates of deposits or money market accounts that is not insured or that is in excess
of amounts insured

¯ Investments in bonds

The most common disclosure that CIRAs will be required to make relates to the concentrations of credit risk
associated with member assessments receivable if that amount is material at the balance sheet date. The concen-
trations of credit risk occur since the receivables are from individuals located within the same geographic area, and
thus the collectibility of the receivables would be adversely affected by similar economic conditions. Although
disclosure is required, it is not onerous. For example, the CIRA’s financial statements might include the following
disclosure in its summary of significant accounting policies:

NOTE A—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Assessments Receivable

Association members are subject to monthly assessments to provide funds for the Association’s
operating expenses, future capital acquisitions, and major repairs and replacements. Assess-
ments receivable at the balance sheet date are stated at the amounts expected to be collected
from outstanding assessments from unit owners. The Association’s policy is to retain legal
counsel and place liens on the properties of unit owners whose assessments are thirty days or
more delinquent.

Material developer receivables also represent concentrations of credit risk requiring disclosure under FASB ASC
825-10-50. The disclosures required by FASB ASC 850-10-50 seem to provide all of the information required by
FASB ASC 825-10-50.

Disclosing Concentrations of Credit Risk for Cash Deposits. Cash deposits with banks, broker-dealers, and
other financial entities are financial instruments with credit risk. Significant concentrations of credit risk can result
when cash is deposited in a single financial entity or in two or more financial entities that are based in the same
geographic region. (Maintaining deposits in two or more financial entities based in the same geographic region
concentrates credit risk because the financial entities are similarly affected by changes in economic conditions.)
Significant concentrations of credit risk are required to be disclosed at each date for which a balance sheet is
presented. Credit risk that exists between balance sheet dates, such as the risk associated with a large settlement
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check that is deposited in one account and left there for a period of time before it is disbursed, does not have to be
disclosed if the risk no longer exists at the date of the financial statements. In considering the nature of the
disclosure, there are three principal issues:

¯ What constitutes a significant concentration?

¯ Should theamountof credit riskbebasedon thebalance reportedby the financial institutionor the financial
statement balance?

¯ Is the amount of credit risk reduced by FDIC or similar insurance?

GAAP does not define significant concentrations of credit risk. It seems logical to evaluate whether concentrations
of credit risk are significant in the context of the maximum loss that could result. Thus, best practices indicate that
disclosure is required if the concentration is significant, regardless of the likelihood of loss. Normal guidelines for
evaluating financial statement materiality can be used in evaluating the significance of themaximum loss that could
result from the concentration of credit risk.

Disclosures about concentrations of credit risk for cash deposits should provide information about the credit risk
caused by maintaining cash deposits in financial institutions. That risk is the amount for which the financial
institution has performance responsibility. The bank generally has no performance responsibility for deposits in
transit. Similarly, the substance of outstanding checks is the same as accounts payable, and, in the event of loss,
the bank may fail to honor outstanding checks. Thus, it is logical that the credit risk for cash deposits is for the
balance reported by the financial institution.

Some deposits with banks are insured by the Federal Deposit Insurance Corporation (FDIC). GAAP does not
address whether the credit risk for cash deposits can be reduced by insurance; it does imply that general insurance
contracts acting as financial guarantees do not reduce the credit risk of loans receivable. However, there seems to
be a significant difference between guarantees provided by federal and private insurance. Federal insurance will fail
only in the event of a national financial catastrophe, and best practices indicate that such a negligible risk generally
is ignored for purposes of disclosing concentrations of credit risk. Furthermore, in a nonauthoritative AICPA
Technical Question and Answer (Q&A 2110.06), the AICPA stated that bank statement balances in excess of
FDIC-insured amounts represent a credit risk, and that uninsured cash balances should be disclosed if they
represent a significant concentration of credit risk. The TPA further states that while a material uninsured cash
balance with a single bank should generally be disclosed, numerous immaterial uninsured cash balances on
deposit with several banksmay not require disclosure. Judgment is necessary to determine whether to disclose the
aggregate materiality of numerous immaterial uninsured cash balances on deposit with several banks. Accord-
ingly, credit risk for cash deposits should be reduced by related FDIC insurance, and the excess of cash deposits
over insured amounts should be disclosed when material.

The Securities Investor Protection Corporation (SIPC) provides insurance for deposits with broker-dealers that is
similar to that provided by the FDIC for bank deposits. Although the SIPC was created by federal law, it is not a
federal agency; instead, it is a not-for-profit corporation funded by its broker-dealer members. It is permitted to
borrow up to $1 billion from the U.S. Treasury through the Securities and Exchange Commission if its funds are
insufficient. Nevertheless, insurance provided by the SIPC seems more analogous to FDIC insurance than to
private insurance, and, thus, they believe that SIPC insurance, like FDIC insurance, reduces credit risk for cash
deposits. However, such arrangements should be disclosed in the notes to the financial statements to describe the
SIPC insurance covering the association’s brokerage accounts.

Some banks are now offering other private insurance to cover deposit amounts above the FDIC limit as an
inducement to get associations to keep larger balances deposited with their banks. Generally, these banks will
purchase blanket insurance coverage to protect the balances of their association customers that exceed the FDIC
limit. This insurance is purchased by the bank at a “bank” level, as opposed to a “customer” level. (That is, the bank
may purchase $100,000,000 of private deposit insurance intended to cover all of its association customers.) In such
a situation it would be a best practice for the practitioner to obtain written confirmation from the bank whether the
total additional insurance coverage exceeds the bank’s aggregate privately insured deposits in excess of the FDIC
limitation. Additionally, the concentration of credit risk disclosure would be modified to describe the private
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insurance and to disclose the amount of the association’s deposits above the FDIC limit subject to such private
insurance.

Credit Risk Associated with Other Financial Instruments. If a CIRA has material amounts invested in bonds, the
related concentration of credit risk should be disclosed. Disclosures do not seem to be required for amounts
invested in Treasury bills. In their opinion, since the face amount of the Treasury bill is guaranteed, the investment
is similar to insured cash deposits. There is no credit risk associated with investments in marketable equity
securities, only market risk, because the issuer has no performance obligation under the equity instrument. Since
the maximum loss on the marketable equity securities is limited to the amounts recorded in the financial state-
ments, disclosure about credit risk is not required. However, certain disclosures are required by FASB ASC
320-10-50.

Ancillary Operations

Similar to commercial businesses, ancillary operations income is accounted for on the accrual basis. GAAP permits
revenue and related receivables from other sources to be combined if they are not individually material (for
example, “Miscellaneous income” and “Accounts receivable—other”). Even if other categories of income are
immaterial in the aggregate, however, many CIRAs present them separately in the financial statements to allow the
CIRA to compare budgeted amounts with actual revenue. For some CIRAs, other income can be significant. Those
CIRAs need to ensure that their accounting systems are adequate to track the income and expenses related to the
ancillary operations.

General Considerations. When the concept of community associations first began to seriously develop in the
1960s, the primary purpose of associations was to provide a form of more affordable collective housing. This was
accomplished by creating “common areas” that were maintained on a communal, rather than individual, basis. It
did not take long, however, for developers to realize that home buyers did not want to only save money on
communal maintenance to escape individual maintenance responsibility; they alsowanted to buy into a lifestyle. As
a result, developers began to build communities centered around recreational amenities that provided a specific
lifestyle.

The term ancillary operations describe any association activities other than the ordinary maintenance, security,
governance, and administrative activities common to most associations. The scope of ancillary operations is
limited only by the imaginations of the developers. Examples of ancillary operations commonly encountered
include:

¯ Golf courses

¯ Facility rental, for example, a day-care center that rents space in the association clubhouse or a retail store
that rents storefront space from a condominium

¯ Food and beverage operations, such as restaurants and bars

¯ Marina and boating operations

¯ Tennis and other recreational activities

¯ Equestrian operations

¯ Newsletter advertising

A key factor to consider is the marked difference between accounting rules and tax rules of CIRA ancillary
operations. An important example of this difference occurs with the capitalization and depreciation rules. In
general, however, FASB ASC 972 requires the capitalization of property and equipment owned by the CIRA that
generate significant income. For tax purposes, most CIRAs do not have any tax basis in the common area assets
that are associated with ancillary operations. This disparity between the accounting and tax rules results in an
automatic book-to-tax depreciation difference for most CIRA ancillary activities.
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For many associations, the primary motivation in establishing ancillary operations is not to generate profit but to
provide services to the members. On the other hand, many associations develop ancillary operations with the
thought of added commercial value to the association and/or the ability to differentiate its development from
“competing” developments. Regardless of whether a profit motive exists, it is important that the revenues are
adequate to fully subsidize the costs of the activities so that ancillary operations do not result in a significant drain
on the association’s general operating budget (unless it is the association’s intent to subsidize the operations). It is
not uncommon for ancillary operations to create political factions within associations—those who support certain
activities and those who oppose the activities.

Revenue Recognition. Accounting treatment for ancillary operations depends in part on how the activities are
conducted. For instance, an association may not charge any user fees for golf activities, but simply cover the golf
course expenses through the association’s general operating assessment. Alternatively, the association may
charge user fees only to members (and possibly guests and the public using a different rate schedule) that make
use of the facility. However the user fees and other revenue considerations are managed, the mere existence of
ancillary operations greatly increases the complexity of the accounting process.

If user fees are charged in connection with ancillary activities, the association needs to develop adequate account-
ing systems (and related internal controls) to account for such revenues. This places a much greater burden on the
association’s accounting system, that often cannot be accommodated within an association’s general accounting
system. It is not uncommon to discover that an association uses an industry specific accounting software system
for its specific association needs and a separate country club accounting software system to account for golf or
food and beverage operations (as an example). A country club accounting system often entails the use of
point-of-sale (POS) software. The use of two distinct systems requires that information be accurately transferred
from one system to the other to adequately account for revenues (and expenses).

If the association allows nonmember use of facilities in connection with ancillary activities, the accounting system
must also provide separate accounting for revenues between members and nonmembers for each activity. In
addition, it will be necessary to track the incidence of activities between members and nonmembers. For example,
the association’s accounting system needs to be able to provide not only the total number of rounds of golf played,
but also the number of rounds played by members and nonmembers. There also are additional internal control
considerations if the ancillary operations have material amounts of cash collections.

Depending upon the ancillary activity conducted by the association, revenue recognition may become even more
complicated. For example, in the case of rental operations where the association conducts a rental pool on behalf
of its members, questions may arise as to the amount to be recorded as revenue by the association—the entire
amount of rents received or simply the commission earned by the association for conducting the activity. GAAP
requires that gross amounts be reported. However, in the case of rental pool operations, the commission is the
income amount to be recorded by the association. (The actual rental income is the property of the separate
owners.) The association is merely acting as an agent on behalf of the owners in conducting this type of activity.
Another example is a pro shop with golf pro activities handled on a contract basis, where the golf pro is an
independent contractor that receives all or a portion of the revenues from those activities.

Expense Allocation. When ancillary costs are significant or the association is otherwise concerned about the
accurate tracking of the ancillary operation’s costs, the association may establish departmental accounting to
capture those costs. If the association has limited ancillary operations, the benefit of establishing a separate
accounting system outside of the main association accounting system to track those costs may not be cost
effective. Accordingly, the association may absorb insignificant ancillary operations costs in the general operating
budget.

If the association decides to track ancillary operations costs, operating ancillary activities generally results in both
direct and indirect costs. Costs that are incurred directly and solely as a result of operating the ancillary activity are
direct costs and would be accounted for as costs related to the ancillary operation. The association needs to also
consider if it should allocate indirect costs to the ancillary activities. It is virtually impossible for such activities to
exist based on their direct costs alone. Providing ancillary activities will require some portion of on-site staff and/or
the management company’s time (indirect costs) to enable these activities to occur. Accordingly, the association
needs to determine whether and how it should allocate such indirect costs.
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Capitalization and Depreciation. Capitalization of common real property is unique in the CIRA industry as
explained below. Excluding cooperatives, CIRAs capitalize common real property only if—

a. The CIRA has title or other evidence of ownership of the property, and

b. either of the following conditions are met:

(1) The CIRA can dispose of the property, at the discretion of its board of directors, for cash or claims to
cash, with the CIRA retaining the proceeds.

(2) The property is used by the CIRA to generate significant cash flows from members on the basis of
usage or from nonmembers.

As a result of those unique accounting capitalization rules, the importance of how ancillary operations are con-
ducted and how revenues are generated has a significant impact on the capitalization of assets. The following
example provides a literal interpretation of current GAAP, based upon prevalent industry practice as outlined in
FASB ASC 972 and explained later in the lesson.

¯ AssociationA is a planneddevelopmentwith a golf course valued at $15,000,000. TheAssociation has title
to the golf course land and charges green fees to its members and their guests. Those green fees
approximate$1,000,000annually.AssociationA’sgolfcoursemeets thecriteria for capitalizationexplained
above, as the Association has title to the property and generates significant cash flows from the property.
Accordingly, Association A capitalizes a $15,000,000 asset.

¯ Association B is also a planned development with a golf course valued at $15,000,000. The Association
has title to the golf course property, but does not charge green fees to its members. While green fees are
charged to guests, the revenue received is not significant to the association. The cost of maintaining the
golf course is absorbed into the assessment structure of the Association. This golf course does not meet
the criteria for capitalization explained above. Although the association has title to the property, the golf
course does not produce significant revenues, nor is it severable and saleable at the board’s discretion
because it is common area property of the Association. Accordingly, Association B does not capitalize this
$15,000,000 asset.

While the ancillary golf activity conducted by these two associations is identical in every other way, the fact that one
generates significant revenue causes a marked difference in capitalization of assets.

Depreciation should be recorded for all capitalized ancillary assets based upon estimated useful lives of the
underlying assets. Tax methods of depreciation are not acceptable for financial statement purposes unless the tax
method approximates GAAP and the differences are immaterial.

Reserve Considerations. Associations generally assess unit owners for the future major repair and replacement
of all association maintained assets (whether capitalized or not), including income-producing assets. It is the
responsibility of the board of directors to assess an adequate amount to cover operating and replacement fund
budgets. However, the estimation and forecast of revenues from ancillary operations plays a significant role in
determining the annual budget. The association bears the responsibility to accumulate funds for maintenance and
replacement of income-producing assets, irrespective of revenues generated by the underlying ancillary activity.

Normally, funds for future repair and replacement of assets used in ancillary activities are accounted for as part of
that activity (for example, in the separate fund that accounts for the ancillary operations). Alternatively, some
associations account for them in the replacement fund.

Other Income

Other income reported in the CIRA’s financial statements varies depending on the nature of the CIRA’s operations.
Similar to income from ancillary operations, other income should be reported on an accrual basis. Examples of
other income include—

¯ Program income from special events and other programs sponsored by the CIRA.
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¯ Services for residents, such as valet parking and maid services.

¯ Vending machine income.

¯ Utility pass-throughs.

¯ Nonrefundable fees, such as key fees.

¯ Transfer fees.

¯ Lease income for cell towers, cable television, or billboards.

Utility Pass-throughs. Utility companies often install master meters for water, gas, and electric service rather than
individual meters for each unit. Cable and satellite television companies frequently enter into agreements under
which the associations are billed for the total cost of the service at a reduced rate. The association then has to
allocate those pass-through costs to the members since they are not billed separately by the utility companies.

Associations may install submeters to determine the costs to be billed or, in the case of cable and satellite
television, divide the monthly bill by the number of units to determine the cost to be billed each unit. Approaches to
recovering those costs from the members include the following:

a. Basic monthly assessments may be increased to cover the allocated costs.

b. The allocated costs may be billed to the members separately from the monthly assessments. Many
associations choose that option so that monthly assessments will not be increased.

c. Estimated allocated costs may be billed to the members annually to avoid possible unfavorable tax
treatment for those associations that file Form 1120-H. All members have to use the utility, such as cable
service, under that scenario.

Those costs may be inflated by a handling or administrative fee or to cover anticipated losses on unpaid bills.

Accounting for pass-through utility costs using the approach in item a. listed above is the same as accounting for
member assessments discussed previously under “Member Assessments.” In practice, accounting for separately
billed utility costs such as those in items b. and c. listed above may be handled in items one of the following ways:

¯ Some accountants report the gross revenue and gross expense separately in the statement of revenues
and expenses.

¯ Others offset the expense against the revenue (or vice versa), with any net difference reported in the
statement of revenues and expenses.

The guidance in FASB ASC 605-45, Revenue Recognition, Principal Agent Considerations, applies to accounting
for utility pass-throughs. Generally, principals recognize as revenue the amount charged to the customer (in other
words, recognize gross revenues and gross expenses), and agents recognize as revenue the portion of the amount
charged to the customer that they retain (that is, report the net difference). FASB ASC 605-45-45-1 through 45-18
say that whether the entity should recognize revenue as a principal or an agent depends on the facts and
circumstances, and it provides a variety of indicators that the entity needs to evaluate in reaching a decision.

In the case of utility pass-throughs, the individual members are not party to the contract for utility services; rather,
the CIRA is primarily responsible to the members for providing utility access, which FASB ASC 605-45 indicates is
a strong indicator of gross reporting. Several other factors in FASB ASC 605-45 also seem to indicate that the CIRA
should recognize revenue as a principal, including (a) the CIRA is involved in the determination of service specifica-
tions, (b) the CIRA has discretion in the supplier selection (when more than one supplier exists for the service), and
(c) the CIRA has credit risk for the amount billed to the customer. Accordingly, it is a best practice for CIRAs to
recognize gross revenue, including administrative fees, if any, and gross expenses in the statement of revenues
and expenses.
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If the utility pass-throughs are material, it is a best practice to disclose the accounting policy in the notes to the
financial statements.

Private Transfer Fees. Private transfer fees are fees required by a deed or covenant restriction to be paid at the
time of sale or transfer of a unit. They are typically provided for in a CIRA’s governing documents to help defray
costs associated with the sale of units, such as credit checks. Often, the ability to assess transfer fees, as well as the
amounts, is regulated by state common interest ownership acts and is limited to fees necessary for the purpose for
which they are levied (in other words, they can only be for actual costs) or to a maximum amount, such as $100.
Sometimes, especially with respect to cooperative housing corporations, transfer fees are based on a percentage
of the sales price or a multiple of maintenance fees. While transfer fees generally are paid by the buyer of a unit, the
proprietary leases of cooperative housing corporations often provide for a fee to be paid by the seller when a unit
is sold.

Federal housing agencies (Fannie Mae, Freddie Mac, Federal Home Loan Bank) will purchase mortgage loans for
units in CIRA developments only if private deed-based transfer fees are used for the exclusive benefit of the
association. Because the federal agencies are such an important factor in financing home sales, including those in
CIRAs, most associations comply with the requirement. Under the rule, private transfer fees can be used for
maintenance and improvements to the property; administration costs; acquisitions; and cultural, educational,
charitable, recreational, environmental, conservation, and similar purposes that benefit the CIRA.

Private transfer fees are generally recognized as a separate element of revenue in a CIRA’s statement of revenues
and expenses or included with other fees assessed by the CIRA.

COMMON PROPERTY AND OTHER REAL PROPERTY

Accounting guidance for CIRAs (FASB ASC 972-360) does not establish requirements or provide recommenda-
tions for accounting for common real property. Rather, it describes “prevalent industry practice” in that regard. This
section describes industry practice for accounting for common real property and explains the rationale for differing
viewpoints so that accountants may be in a better position to decide on the appropriate accounting treatment in
particular circumstances.

What Is Common Property?

Common property is all real or personal property within a common interest ownership development except
property that is owned exclusively by the individuals living in the development. Common property includes:

¯ Real property owned by individual members in common

¯ Real property owned by the CIRA

¯ Personal property owned by the CIRA and used on common real property

The governing documents of all CIRAs provide that members share the use of the common property within the
development, either exclusively among the members or with others (for example, ancillary or commercial opera-
tions that are within or are part of the CIRA or that permit nonmember use and greenbelts with shared-cost
agreements). Exhibit 2-3 lists examples of common property that usually exist in condominiums, HOA communi-
ties, and cooperatives.
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Exhibit 2-3

Examples of Common Property

Common Property for Condominiums, Homeowners’ Associations, and Cooperatives:

Land, such as front entrance walkways, landscaped areas, parking lots, and roads

Buildings (other than individual units) on common property and other real property improvements
and landscape (including patios, terraces, courtyards)

Recreational facilities, such as clubhouses, tennis courts, and swimming pools

Hallways, lobbies, and public areas

Personal property used on common property, such as pool furnishings, clubhouse furnishings, and
landscaping equipment

Additional Common Property for Condominiums and Cooperatives:

Land under the buildings

Exterior and common walls (including entry doors and garage doors)

Roofs

Plumbing and electrical components that service the common areas (possibly including condo-
minium individual living units.)

Underground utilitiesa

Note:

a May also apply to homeowners’ associations in certain limited circumstances.

* * *
The types of common property in condominiums, HOA communities, and cooperatives may be distinguished by
who has title to the property—the members in common or the CIRA. For example, in a condominium development,
the individual members generally have an undivided interest in the development’s common real property. (In rare
cases, the CIRA owns some portion or all of the common real property.) In contrast, the CIRAs have title to common
real property in HOA communities. The members do not have an undivided interest in it but only have a right to
share its use. The types of common property are summarized as follows:

Condominium HOA Cooperative

Common real property owned by members Generally No No

Common real property owned by CIRA Rarely Yes Yes

Common personal property owned by CIRA Yes Yes Yes

The question of who owns the common property—the members or the CIRA—is significant since, as explained in
the following paragraphs, it is one of the principal criteria for deciding whether CIRAs capitalize common property
as assets in their financial statements.

Capitalizing Common Real Property

Categories of Common Real Property. FASB ASC 972-360-25 classifies common real property into the following
broad categories:

a. Property That Is Directly Associated with the Unit. (That is, common property without which the units could
notbeoccupiedandexteriorproperty that isnormallypartof a freestandingunit).Examples includeexterior
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walls, roofs, public hallways, underlying land, sidewalks, driveways, roads, some parking spaces, and
greenbelts.

b. Property That Is Not Directly Associated with the Unit. (That is, community resource property that is not
necessary for the primary use of the unit, although individual unit owners may benefit from its use).
Examples include recreational facilities, such as swimming pools or clubhouses, managers’ apartments,
and properties that are primarily used for commercial operations directed at nonunit owners or at unit
owners for which they pay a fee based on usage.

Prevalent Industry Practice for Capitalizing Common Real Property. According to FASB ASC 972-360-25-1,
cooperatives recognize all common real property as assets. Condominium and homeowners’ associations, on the
other hand, generally do not capitalize common real property directly associated with the units (item a. in the
preceding paragraph). Furthermore, FASB ASC 972-360-25-3 states that most condominium and homeowners’
associations capitalize common real property not directly associated with the units (item b. in the preceding
paragraph) only in the following circumstances:

a. The CIRA has title or other evidence of ownership of the property and

b. Either of the following conditions are met:

(1) The CIRA can dispose of the property, at the discretion of its board of directors, for cash or claims to
cash, with the CIRA retaining the proceeds.

(2) The property is used by the CIRA to generate significant cash flows from members on the basis of
usage or from nonmembers.

Exhibit 2-4 summarizes prevalent industry practice for capitalizing common real property.

The rationale underlying prevalent practice as described in the preceding paragraph is that the CIRAmust have title
to the common property before the property meets the definition of an asset. But having title is not sufficient. Those
holding that view believe that if restrictive covenants severely limit and diminish the ability of the CIRA or the unit
owners to dispose of or change the use of the property, the property provides no future economic benefits to the
CIRA. Instead, the common real property is considered to increase the value of the property owned by the unit
owners and, thus, benefit the unit owners. On the other hand, if the property can be sold at the CIRA’s discretion or
if it uses the property to generate significant cash flows, future economic benefits accrue to the CIRA, and the
property should be capitalized.

FASB ASC 972-360-25-4 notes, however, that some CIRAs capitalize all common real property not directly associ-
ated with the units (item b. in the “Categories of Common Real Property” discussion) if they hold title to the property
or have other evidence of ownership, regardless of whether they can dispose of the property and retain the
proceeds or use the property to generate significant cash flows. That view is consistent with the FASB’s belief that
CIRAs should recognize assets in their GAAP financial statements using the same criteria as other reporting
entities. Guidelines for entities to follow in determining whether to recognize assets are set forth in Statement of
Financial Accounting Concepts (SFAC) No. 6, Elements of Financial Statements. Paragraph 26 of SFACNo. 6 states
that to qualify as an asset, an item must possess the following three characteristics:

¯ It embodies a probable future benefit that involves a capacity, singly or in combination with other assets,
to contribute directly or indirectly to future net cash inflows.

¯ A particular entity can obtain the benefit and control others’ access to it.

¯ The transactionorothereventgiving rise to theentity’s right toorcontrol of thebenefit hasalreadyoccurred.

According to the FASB, when CIRAs have title to common property, that common property will have all of the
characteristics of an asset described in the preceding paragraph and should, therefore, be capitalized. Exhibit 2-5
explains how the preceding characteristics apply to a CIRA’s common property.
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Exhibit 2-4

Prevalent Industry Practice for Capitalizing Common Property

Type of Common
Property Condominium

HOA
Community Cooperative

Real property directly
associated with the unit

Examples:

Exterior wall
Roofs
Public hallways
Underlying land
Sidewalks
Driveways
Roads
Parking spaces
Greenbelts

Generally do not capital-
ize

Generally do not capital-
ize Capitalize

Real property not directly
associated with the unit

Examples:

Recreational facilities
Capitalize if CIRA has title
and (1) can sell and
retain proceeds or (2)
can use the property to
generate significant cash
flows from members on
the basis of usage or
from nonmembersa

Capitalize if CIRA has title
and (1) can sell and
retain proceeds or (2)
can use the property to
generate significant cash
flows from members on
the basis of usage or
from nonmembers

Capitalize

Managers’ apartments

Property used for com-
mercial operations
directed at nonunit
owners or at unit
owners for which
they pay a fee

However, some CIRAs capitalize all common real property not directly associated with the units if they hold
title to the property or have other evidence of ownership, regardless of whether they can dispose of the
property and retain the proceeds or use the property to generate significant cash flows.

Personal property

Capitalize Capitalize Capitalize

Examples:

Furnishings
Recreational equip-
ment

Maintenance equip-
ment

Work vehicles

Note:

a As noted previously, condominiums rarely have title to common real property.

* * *
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Exhibit 2-5

Applying the FASB Definition of an Asset to Common Property

Characteristics of an Asset
(SFAC No. 6, Paragraph 26)

How the Characteristics Apply to
Common Property

Assets embody a probable future benefit that involves a
capacity, singly or in combination with other assets, to
contribute directly or indirectly to future net cash
inflows.

The ability to realize the benefits of an asset through
conversion to cash is not the only evidence that a
probable future benefit exists. Paragraph 173 of SFAC
No. 6 states that “anything that is commonly used to
produce goods or services, whether tangible or intangi-
ble and whether or not it has a market price or is
otherwise exchangeable, also has future economic
benefit.” The key to the notion of probable future benefit
in the case of common property is its use to provide
services to the members.

A particular entity can obtain the benefit and control
others’ access to assets.

Paragraph 184 of SFAC No. 6 states that “the entity
having an asset is the one that can exchange it, use it
to produce goods or services, exact a price for others’
use of it, use it to settle liabilities, hold it, or perhaps
distribute it to owners.” All CIRAs exercise control over
common property regardless of whether they hold title
to it. For example, CIRAs may control access to
property they hold by restricting use to members only,
by charging nonmembers for use, or by restricting use
by members to only certain hours or certain months of
the year. They also may use it to provide services and
could elect to distribute common property titled to the
CIRA to members.

The transaction or other event giving rise to the entity’s
right to or control of the benefit has already occurred.

The past transactions or events are the developer’s
formation of the CIRA on behalf of future property
owners and the transfer of title from the developer to the
CIRA. If the developer transfers title to common
property to unit owners, as in the condominium form of
ownership, no transaction affecting the CIRA has
occurred, and no asset would be recognized. On the
other hand, if the developer transfers title to the CIRA,
such as a homeowners’ association, an event affecting
the CIRA has occurred that should be given accounting
recognition.

* * *

Since the threshold criterion for capitalizing common real property is whether the CIRA has title to the property or
other evidence of ownership, the issue of whether to capitalize common real property is primarily important to
homeowners’ associations. Condominium associations usually do not capitalize common real property because
the unit owners, rather than the CIRA, generally hold title to the property. Existing practice for cooperatives is to
recognize all common property as assets. Some time-share associations treat the interior furnishings of the units as
real property directly associated with the units. Homeowners’ associations, on the other hand, generally have title
to common real property andmust decide, in specific circumstances, whether it is appropriate to capitalize specific
assets.
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Most CIRAs other than cooperatives do not capitalize common real property that is directly associated with the
units. Although nothing precludes CIRAs from capitalizing any common real property to which CIRAs hold title, it
seems likely that CIRAs will not need to capitalize common real property directly associated with the units that was
either (a) transferred by the developer or (b) purchased prior to the effective date of the AICPA guide since the cost
and effort involved in determining the amounts to assign to the property in those circumstances generally is not
justified by the benefit derived by financial statement users.

It is a best practice for CIRAs to conform to the prevalent industry practice with respect to capitalizing common real
property that is not directly associated with the units. Thus, if the CIRA has title to the property and either (a) its
board of directors can dispose of the property at its discretion and retain the proceeds or (b) the property generates
significant cash flows, it seems logical for the CIRA to capitalize it. Best practices indicate that most CIRAs will not
meet the first criterion regarding the authority of the CIRA’s board of directors to dispose of common property and
retain the proceeds. Generally, it will be either physically impossible to sever the common real property from the
housing development (such as a swimming pool) or the CIRA’s board of directors cannot sell the property at its
discretion because a percentage of unit owners and first lien holders must consent to the sale.

In many cases, however, the common property will meet the second criterion—that of generating cash flows. Some
common examples are managers’ units from which the CIRA receives rental revenue, facilities that the CIRA uses
to provide health or child care for a fee, and parking areas or recreational facilities that are made available to either
members or nonmembers for a fee. Common real property would not be considered to meet the second criterion
if it were reserved for the exclusive use of members and all of the members were assessed a fee unrelated to their
use of the property.

Once a decision is made to capitalize common real property because it meets the criteria in the preceding
paragraph, it would continue to be recognized as an asset in the CIRA’s financial statements so long as the CIRA
has title to it despite any change in the use of the asset or the board of directors’ authority. For example, if the CIRA
capitalizes a parking facility because a substantial portion of it is leased during the day to nonmembers, the parking
facility would remain capitalized even though the CIRA subsequently changes its policy and no longer leases the
facility. Similarly, assets that were capitalized because the CIRA’s board of directors had authority to dispose of the
asset at its discretion and retain the proceeds would continue to be recognized as assets even if the CIRA’s
governing documents are subsequently amended to take away that authority.

Another example situation of capitalizing common real property that generates significant cash flows occurs in
some large associations that own and maintain their own roadways and charge an access fee to nonmember, and
particularly commercial, users of those roadways. For some associations, those access fees can amount to a
substantial revenue source. Since those types of associations typically hold title to the common areas, which
includes the roads, and the roads produce significant revenue, the roads would be capitalized because they
conform to prevalent industry practice for capitalizing common real property. Capitalization and depreciation of
those assets also considers ongoing major repairs, replacements, and improvements. If an association starts
assessing an access fee but has never previously capitalized the roads, it is a best practice for the CIRA to start
capitalizing the roads as soon as it determines that the roads meet the criteria for capitalization.

Income Tax Considerations. Capital assets and improvements acquired with replacement funds generally do not
have a tax basis when the expenditure is incurred. However, to the extent that an association recognizes taxable
income from an activity, it gains tax basis in the underlying assets. Thus, there is generally a difference between the
book and tax basis of capital assets acquired with replacement funds.

It is also a good idea for CIRAs to capitalize any common real property to which they have title that is purchased by
the CIRA after the effective date of the AICPA guide. However, if a CIRA has incorrectly capitalized common
property that never met the criteria discussed previously, the CIRA would record a prior period adjustment by
restating the prior period financial statements for the correction of an error in accordance with FASB ASC 250-10,
if the correction would be material to the financial statements.

Capitalizing Common Personal Property

Certain types of CIRAs may have material common personal property. For example, time-share associations may
own the interior furnishings in the units, and large-scale commercial condominium projects usually own considerable
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maintenance equipment and lobby furniture. FASB ASC 972-360-25-5 requires CIRAs to capitalize common personal
property, such as furnishings, recreational andmaintenance equipment, and work vehicles. CIRAs generally hold title
to personal property and the CIRA’s board of directors usually is able to sell personal property at its discretion and
retain the proceeds. Thus, the property qualifies for asset recognition under the criteria stated previously.

Failure to capitalize personal property to which the CIRA has title, whether acquired by purchase or through transfer
from the developer, is a departure from GAAP.

Need for a Specific Capitalization Policy

CIRAs should establish a written policy (a) stating a minimum useful life and a minimum dollar amount that is
required to be spent before an expenditure is capitalized and (b) addressing the treatment of common real property
that is both directly associated with the unit and not directly associated with the unit. The policy adopted should not
cause a material distortion of the financial statements. In many cases, the common real property will be material to
the financial statements and should be appropriately capitalized. However, in some cases, common real property
be capitalized, even though the amounts involved are not material, so that complete records are kept for purposes
of accountability.

Valuing Common and Other Real Property

Purchased Common Property. Similar to other businesses, purchased common property should be reported at
cost. If acquisition costs are no longer available, another reasonable basis should be used; for example,
cost-based appraisals, insurance appraisals, replacement costs, or property tax appraisals adjusted for market.
However, an alternative basis should be used only if historical cost information is unavailable and only to establish
a value at the date of initial capitalization. Future purchased additions should be recorded at cost.

Common Property Transferred to the CIRA by the Developer. FASB ASC 972-360-30-1 states that if a CIRA
acquires common property “in a nonmonetary transaction, such as by a nonreciprocal transfer from the developer,
and if the property is recognized as an asset of the CIRA, the CIRA should recognize the property using fair values
at the date of its acquisition.” Fair value is determined in conformity with FASB ASC 820-10. FASB ASC
972-360-30-1 suggests that it may be helpful to consider the developer’s cost, if known, in determining fair value.

FASB ASC 820-10, Fair Value Measurement, defines fair value, provides a framework for measuring fair value within
GAAP, and modifies disclosures about fair value required by other pronouncements. The guidance applies when-
ever other accounting standards require or permit assets or liabilities to be measured at fair value, but it does not
expand the use of fair value to any new circumstances. Fair value refers to the price that would be received to sell
an asset or paid to transfer a liability in an orderly transaction betweenmarket participants in themarket in which the
reporting entity transacts. Fair values are required to be based on the assumptions that market participants would
use when pricing the asset or liability, and it establishes a fair value hierarchy of information used to develop those
assumptions. Under that hierarchy, quoted prices in active markets have the highest priority and unobservable
data, for example, the reporting entity’s own data, has the lowest priority. PPC’s Guide to Preparing Financial
Statements discusses fair value measurements in detail, including valuation techniques.

Other Real Property Transferred to the CIRA.Other real property may be transferred to the CIRA in the following
circumstances:

¯ Aunitmaybe transferred from thedeveloper toacondominiumassociation insettlementof litigationarising
from defective construction or from payment of inadequate assessments relating to units held by the
developerbefore their initial sale. Theunit shouldbe recordedat fair valueon thedateof transfer plusactual
closing costs.

¯ Condominiums and homeowners’ associations may receive abandoned units for nonpayment of
delinquent assessments. Transactions in which condominium and homeowners’ associations receive
units for nonpayment of delinquent assessments seem to be, in essence, in-substance foreclosures as
definedbyFASBASC310-40-40-6 in that the associations takephysical possessionof thepropertywithout
foreclosureproceedings. In thosecircumstances, theasset received is accounted for asa foreclosedasset
and recorded at the fair value of the unit (less estimated costs to sell if the unit is to be sold) at the date of
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foreclosure or transfer, and a gain or loss is recognized on the difference between that value and the value
of the delinquent assessments and any debt assumed.

¯ Units transferred from the developer to the association at transition, such as guest suites, manager units,
or storage units. In those cases, the units would be recorded in an asset account such as “Investment in
Real Estate” or “Rental Units.”

Some accountants believe it is inappropriate to recognize a gain on transfer of a unit to the CIRA. Best practices
indicate that a gain on the transfer of a unit would be rare because normally the owner of a unit finds a way to satisfy
delinquent assessments if the value of the unit exceeds the assessments. However, if the value of the unit exceeds
the delinquent assessments and any related debt assumed, it still seems likely that the unit would be recorded at
fair value (less selling costs, if applicable) because the foreclosure is a separate transaction, and the fair value of the
underlying unit is the most appropriate amount at which to record the transaction.

Foreclosed Units. A CIRA’s governing documents provide the CIRA’s legal authority to place an assessment lien
on units that are delinquent in their assessments. The specific provision of both the CIRA’s governing documents
and state statutes, determine the CIRA’s rights and those of the existing or future owner of the unit when there are
delinquent assessments. Generally, the assessment lien creates a legal claim on a unit that makes it collateral
against the delinquent assessments owed to the association, and in some cases, related attorney’s fees, interest,
collection costs, and late fees. The lien effectively precludes the owner from transferring title to the unit without first
paying the amounts owed to the association. Furthermore, as governed by state statutes, the association is able to
foreclose its assessment lien (in the same manner as a mortgage is foreclosed) to recover the amounts owed,
including, if necessary, through sale of a member’s unit.

In many states, assessment liens have the status of “super priority liens” with respect to delinquent assessments to
the extent of a specified monetary amount, such as the most recent six or 12 months of delinquent assessments, a
percentage of the original mortgage debt, or a dollar amount. In those cases, the lien position of the remainder of
the assessment lien is subordinate to the first mortgage lien rights.

Disclosure in the financial statements of a CIRA’s accounting policy for uncollectible assessments typically
describes the CIRA’s ability to place a lien on units for delinquent assessments. Neither the number of units subject
to assessment liens nor the dollar amount of the delinquent assessments related to those liens needs to be
disclosed. However, auditors consider those matters in evaluating the adequacy of the CIRA’s allowance for
uncollectible assessments.

An association’s lien process may be viewed as a continuum, beginning with giving notice to the unit owner;
recording the lien; enforcing the lien, including judicial foreclosure, if permitted; and ending with, in some cases,
acquiring title to the unit at a foreclosure auction or sale, subject to a lender’s mortgage lien (if any). There are pros
and cons to a CIRA’s decision to pursue foreclosure of its assessment lien in advance of a lender’s foreclosure.
Accordingly, those decisions are best made by the CIRA in consultation with its legal counsel. Because the
foreclosure process can be not only time-consuming but also costly, some CIRAs decide to merely record the lien
and wait for the lien to be paid when the mortgagee forecloses on the unit or the unit is sold. However, in the current
economic environment, banks often take longer to foreclose on units when homeowners are delinquent in paying
their mortgages, and even when they do foreclose, finding buyers for foreclosed units can be a lengthy process.
Accordingly, some CIRAs pursue lien foreclosure in advance of a lender’s foreclosure in an attempt to recover
delinquent assessments, primarily through renting the unit. Other CIRAs decide to foreclose their assessment lien
and take title to the unit, even if they, too, might find it difficult to rent or sell the unit, with the objective of putting
pressure on the lender to foreclose or enabling them to have a voice in the decision of finding a new unit owner.

When a CIRA takes title to a foreclosed unit, it should record the unit in its financial statements at fair value (FASB
ASC 310-40-40-3). FASB ASC 820-10-20 defines fair value as “the price that would be received to sell an asset . . .
in an orderly transaction between market participants at the measurement date.” In most cases, whether the CIRA
decides to bid on a unit in foreclosure (in anticipation of taking title) is based on the CIRA’s assessment of the unit’s
fair value. That assessment considers factors such as the following:

¯ Other liens attached to the unit, such as a mortgage.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

230

¯ The physical condition of the property, for example whether costs need to be incurred to bring the unit to
a rentable or saleable condition.

¯ Whether the CIRA is able to rent the unit and, if so, the economics of the rental market.

It is rare for an association to bid more on a unit in foreclosure than the amount of unpaid assessments due to the
CIRA. Thus, the amount for which the CIRA acquires the unit in foreclosure (i.e., at a foreclosure sale or auction) is
not, in and of itself, determinative of the unit’s fair value and often is the minimum estimated fair value.

Typically, when there are significant delinquent assessments related to a unit, the mortgage balance exceeds the
equity in the unit; otherwise, a unit owner generally would be motivated to pay the delinquent assessments to keep
the unit. Accordingly, in many cases, the unit’s mortgage liability is in excess of what the CIRA believes it could
receive through sale of the unit. In those circumstances, fair value of the unit often derives from the CIRA’s
expectation of renting the unit for a period of time until the mortgage holder forecloses.

Other considerations for financial reporting include the following:

¯ The CIRA’s estimate of fair value should take into account the unit’s estimated future cash flows, for
example, from renting the unit or through its eventual sale. That amount is recorded as an asset in the
CIRA’s financial statements, and the difference, if any, between the unit’s estimated fair value and the
consideration given to acquire the unit is recorded with an offsetting credit to a revenue account, such as
“GainonAcquisitionof ForeclosedUnit.” The recordedamount becomes thenewcostbasis of theunit and
is depreciated over the period the CIRA expects to hold the unit. The unit should be evaluated for
impairment at each subsequent financial reporting date.

¯ Whether the mortgage liability is recorded in the CIRA’s financial statements or only disclosed seems to
depend on whether the CIRA intends to sell the property and pay off the related mortgage or merely hold
the unit until the mortgagee forecloses.

¯¯ If the CIRA intends to hold or rent the property until the mortgagee forecloses, it is a best practice for
the liability for the mortgage to be disclosed but not be recorded in the CIRA’s financial statements.
(The amount of the mortgage liability need not be disclosed.)

¯¯ However, consistent with accounting for similar real estate transactions, if the CIRA intends to sell the
unit, the fair value of the unit should be recorded as an asset and the mortgage should be recorded
as a liability in the CIRA’s financial statements. Themortgage liability should not be netted against the
foreclosed unit. (The rationale for the accounting treatment is that, even though theCIRA has no legal
obligation on the mortgage, because the property is acquired subject to the mortgage lien, the CIRA
would need to satisfy the mortgage to sell the property.)

¯ Costs to acquire the foreclosed unit should be included in the estimate of its fair value.

¯ If the CIRA expects to sell the unit, estimated costs to sell reduce the unit’s fair value. (Selling costs include
only direct costs of selling the unit, such as sales commissions, legal and transfer fees, and other closing
costs. Costs not directly related to the sale, such as insurance incurred before the unit is sold, should not
be considered. Rather, such holding costs should be expensed as incurred.)

¯ The costs of repairs or physical improvements to a foreclosedunit should be capitalized if they significantly
increase the fair value of the asset. Otherwise, they should be expensed as incurred.

¯ The CIRA should continue to evaluate the collectibility of delinquent assessments related to the unit.
Factors to consider in determining an allowance for uncollectible assessments include, among other
things, whether theCIRA is able to pursue delinquent assessments fromeither the previous unit owner, the
mortgagee, or the eventual third-party purchaser. If the CIRA believes that the delinquent assessments are
uncollectible, they should be written off by debiting the allowance for uncollectible receivables and
crediting the receivable account.
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¯ Foreclosed units should be presented as a separate balance sheet amount or included with other assets.
If included with other assets, they should be disclosed in the notes to the financial statements. (FASB ASC
310-10-45-3)

¯ Rental income and related expenses are nonmember activities and, thus, would be taxable to the
association. Accordingly, CIRAs generally account for rental income from the unit and related costs
separately from member activities. If rental income is material, it should be presented separately in the
CIRA’s statement of revenues and expenses.

¯ For the period of time that the CIRA owns the unit, it should record assessment revenue from the unit so
long as it has an expectation of realizing that revenue. If the CIRA no longer has a realistic expectation of
collecting assessment revenue related to the unit, it should adjust receivables to the amount estimated to
be collectible and no longer recognize assessment revenue (that is, if the CIRA does not have a realistic
expectation of realizing assessment revenue, recording assessment revenue with an offsetting bad debt
expense would not be appropriate).

Common Property Leased by the CIRA. Real or personal property that is leased by the CIRA should be reported
following the guidance in FASB ASC 840 and related pronouncements on leasing transactions. Such guidance
includes how to allocate rental costs over the lease term, and addresses capitalizing rental costs associated with
ground and building operating leases that are incurred during a construction period.

Capitalized Interest. If a CIRA constructs assets for its own use, interest costs should be capitalized as a part of the
cost of the asset in conformity with FASB ASC 835-20.

Impaired Assets. FASB ASC 360-10 and 205-20 provide guidance on identifying and valuing an impaired asset
(i.e., an asset whose carrying amount exceeds what the CIRA will eventually recover from continuing to use it or
from selling or otherwise disposing of it). Assets of a CIRA are generally intended to be held and used, rather than
be disposed of. Impaired assets that will continue to be used are generally reported at the lower of carrying amount
or fair value. CIRAs are required to assess long-lived assets (such as cooperative apartment buildings or homeown-
ers’ associations’ clubhouses) whenever conditions or events indicate that they may not recover their carrying
amounts. The carrying amount of a CIRA’s long-lived asset is not recoverable if it exceeds the sum of the
undiscounted cash flows expected to result from the use and eventual disposition of the asset. That recoverability
determination is based on the carrying amount of the asset at the date it is tested. The amount by which the carrying
amount of a long-lived asset exceeds its fair value equates to the impairment loss.

Additional requirements about the recognition, measurement, and disclosure of an impairment loss are set forth in
FASB ASC 360-10. FASB ASC 310-40-40-10 clarifies that any valuation allowance for a loan collateralized by a
long-lived asset should not be carried over as a separate element of the cost basis for purposes of accounting for
the long-lived asset under FASB ASC 360-10 subsequent to foreclosure.

Asset Retirement Obligations. FASB ASC 410 and FASB ASC 410-20-25 provide accounting requirements for
obligations associated with the retirement of tangible long-lived assets. This guidance applies to retirements due to
acquisition, construction, development, or the normal operation of assets and requires that the asset retirement
obligation be recognized at fair value when incurred if a reasonable estimate of fair value can be made. If an
obligation has been incurred, but a fair value cannot be determined, the liability does not have to be recognized.
This guidance does not apply to obligations that arise solely from a plan to sell or otherwise dispose of a long-lived
asset in compliance with FASB ASC 205-20 and 360-10. Any related asset retirement costs are capitalized as part
of the carrying amount of the long-lived asset. For example, if a CIRA holds property with gasoline storage tanks
and state law requires the CIRA to remove the tank when the tank is retired from service, the CIRA is required to
recognize a liability related to the future retirement of the gasoline storage tank. The liability should be recorded in
the period that the obligation is incurred, even if it is incurred over more than one reporting period.

FASB ASC 410-20-25 defines when an entity would have sufficient information to reasonably estimate the fair value
of an asset retirement obligation. However, if a fair value is not determinable, FASB ASC 410-20-50-2 requires
disclosure of that fact and the reasons for it. The CIRA must also make certain financial statement disclosures.
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Reporting Common Property in Financial Statements

If a CIRA presents its financial statements using fund accounting, capitalized common property generally is
reported as assets in the operating fund or a separate fund established for that purpose.

Financial Statement Disclosures

FASB ASC 972-360-50-1 requires CIRAs to make the following disclosures about their common property:

General Disclosures

¯ The CIRA’s responsibility to preserve and maintain the common property.

¯ Accounting policy for recognition and measurement of common property.

¯ Restrictions on the use or disposition of the common property.

¯ Terms and conditions of existing land or recreation leases.

Additional Disclosures for Common Property Owned by the CIRA That Is Not Capitalized

¯ A description of the property to which the CIRA has title or other evidence of ownership that is not
capitalized.

Additional Disclosures for Common Property Owned by the CIRA That Is Capitalized

¯ A description of the property that is capitalized.

Depreciation

If CIRAs capitalize common property, it should be depreciated based on the property’s estimated useful life using
the same accounting principles that apply to commercial businesses.

If a CIRA presents its financial statements using fund accounting, depreciation should be recorded in the operating
fund or other fund that reports the assets. Because depreciation is a noncash expense, some CIRAs, especially
cooperatives, present it in the statement of revenues and expenses as a separate line item after the caption “Excess
(deficiency) of revenues over expenses before depreciation.”

Income Tax Considerations. GAAP requires depreciating asset cost over its estimated useful life using an
acceptable method (for example, straight-line or declining balance). For tax purposes, however, property and
equipment are depreciated using the Modified Accelerated Cost Recovery System (MACRS) [or the Accelerated
Cost Recovery System (ACRS) for assets acquired after 1980 and before 1987], which prescribes recovery periods
for assets and narrows the selection of a depreciation method. Thus, although CIRAs may elect straight-line
depreciation for tax reporting, MACRS would still differ from GAAP because the recovery period is prescribed and
salvage value is not considered. However, recovery periods for real estate and for three-year and five-year property
under MACRS generally would be acceptable for GAAP. Accordingly, in most cases, using MACRS for financial
reporting should not differ materially from GAAP provided salvage value is not material. Large acquisitions other
than real estate and three-year and five-year property need to be evaluated to determine whether different depreci-
ation lives should be used for financial reporting. Similarly, ACRS depreciation for significant pre-1987 acquisitions
of buildings and heavy machinery or equipment would be expected to differ materially from GAAP. Also, for those
CIRAs that elected to utilize the bonus depreciation rules under the 2002 Job Creation and Worker Assistance Act
and the 2003 Jobs and Growth Tax Relief Reconciliation Act, there may be additional material differences between
GAAP and tax depreciation. Accounting for differences between financial and tax depreciation, which results in
assets with different bases for accounting and tax purposes, is discussed later in the lesson.

Damage or Defect Settlements

CIRAs infrequently receive large damage or defect settlements, such as insurance proceeds for disasters or
construction defect settlements. For example, the CIRA may receive an insurance settlement for damage caused
by a hurricane, earthquake, tornado, or other natural disaster, or a developer may pay a CIRA for a warranty claim.
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In response to accounting considerations that arose as a result of devastating and widespread losses from
Hurricanes Katrina and Rita in 2005, the AICPA issued Technical Question and Answer (Q&A) 5400.05, “Accounting
and Disclosures Guidance for Losses fromNatural Disasters—Nongovernmental Entities.” While the Q&A does not
address unique CIRA concerns as a result of natural disasters, it provides guidance on various issues that may
arise in accounting for losses incurred as a result of a natural disaster. Many of those issues also arise when
accounting for construction defects and related settlements. The following issues, some of which also are dis-
cussed in Q&A 5400.05, are discussed later in this lesson:

a. when an impairment loss related to a natural disaster or construction defects should be recognized.

b. accounting for insurance recoveries.

c. related disclosures.

d. using a separate fund to account for the effects of natural disasters or construction defects.

Additional considerations related to damage or defect settlements include:

¯ Accounting for settlements related to members’ property.

¯ Accounting for expenditures for litigation expenses.

¯ The CIRA board’s responsibilities related to settlement proceeds.

Impairment Losses. If CIRAs have capitalized assets that are damaged or destroyed by natural disasters or have
been affected by construction defects, the assets need to be evaluated to determine whether they are impaired and
whether an impairment loss should be recognized. When the carrying amount of a long-lived asset exceeds its fair
value, the asset is impaired. Generally, CIRAs would recognize an impairment loss to the extent the asset’s carrying
amount is not recoverable and exceeds its fair value. The impairment loss should be recognized in the period the
impairment occurs.

Insurance Settlements. In accounting terms, when assets are totally or partially destroyed by natural disasters, the
nonmonetary assets (property and equipment) generally are involuntarily converted tomonetary assets (insurance
recoveries). Insurance settlements represent a gain contingency as defined by FASB ASC 450-30-20. FASB ASC
450-30-25-1 indicates that contingencies that might result in gains should not be accrued since doing so might
recognize revenue before it is realized. Accordingly, it seems likely that CIRAs would not record insurance recover-
ies until the claims for recovery are probable as defined in FASB ASC 450-20-20; that is, realization of the claim for
insurance recovery is likely to occur. If the insurance claim is subject to litigation, settlement discussions, or other
contingencies, best practices indicate it generally does not meet the probable criterion.

Once the insurance settlement is both probable and reasonably estimable, the settlement should be recognized in
the CIRA’s financial statements, even if the CIRA has not yet been able to estimate the cost of repairs or is unable
to reconstruct assets or make repairs because the CIRA does not have the necessary monies. If the assets that
were damaged or destroyed were not capitalized at the time of the disaster, the CIRA would recognize the
settlement proceeds as revenue in its financial statements. However, if the insurance recovery relates to assets that
were capitalized in the CIRA’s financial statements, FASB ASC 605-40-25 requires a gain or loss to be recognized
even if the CIRA reinvests in a similar assets. The gain or loss recognized on the conversion is the difference
between the carrying amount of the common property and the monetary assets received.

If the insurance settlement is not recognized in the CIRA’s financial statements because it is not probable or
reasonably estimable, FASB ASC 450-30-50-1 requires information about the gain contingency to be adequately
disclosed.

Accounting for the Costs to Repair or Reconstruct Common Property. Reconstructing after natural disasters
often will involve repairing or replacing common property that was not capitalized but was recorded as expenses
in the CIRA’s financial statements. [Expenditures for common property may be recorded as expenses because
either (a) the CIRA’s members hold title to the common property or (b) even though the CIRA holds title to the
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common property, they do not meet the criteria requiring capitalization.] In other cases, such as common personal
property, the assets may be capitalized. In either case, accounting for the costs to repair or reconstruct common
property follows the same principles as the initial purchase or construction of common property.

The accounting requirements for the expenditures and the related liability are specified by FASB ASC 450-20-25-2,
which requires an accrual when both of the following conditions exist at the balance sheet date:

¯ It is probable that a liability has been incurred.

¯ The amount can be reasonably estimated.

In most cases, the fact that a liability has been incurred at the balance sheet date is clear, and the difficulty arises
in making a reasonable estimate of the amount. For example, the cost of land improvements or buildings such as
a clubhouse would include all expenditures associated with making the structure or improvements ready for use.
In many cases, the cost is the agreed-upon contract price. For items such as equipment and furniture, the cost
would include the purchase price and items such as sales taxes, transportation fees, insurance paid to cover the
item during shipment, assembly, installation, and all other costs associated with making the item ready for use.

When the estimate is a range rather than a specific amount, FASB ASC 450-20-30-1 provides the following
guidelines:

¯ If one amount within the range is considered to be the best estimate, it should be used as the accrual.

¯ If no amount within the range is considered to be the best estimate, the lowest amount in the range should
be used as the accrual.

CIRAs would record costs as either expenses or assets (depending on its policy for asset capitalization) on
case-by-case basis for specific components (for example, roof repair, clubhouse reconstruction, landscaping,
recreational equipment, work vehicles, etc.) as it determines that it has incurred a liability for each that is reasonably
estimable. CIRAs should not delay recording assets or expenses for specific elements of reconstruction plan until
the total construction costs related to the insurance settlement can be estimated unless that conforms to the pattern
in which it incurs the related liability. Similarly, there is generally no basis to record expenditures in a deferred
expense account in the balance sheet. Issue 4 of AICPA Technical Question and Answer (Q&A) 5400.05 reminds
accountants that losses and costs might be recognized in the statement of revenues and expenses in a different
period (generally earlier) than the related recovery.

Using a Separate Fund to Account for the Effects of Natural Disasters or Construction Defects. In many
cases, damage from natural disasters or construction defects and related impairment losses, if any, are recognized
in different periods than insurance recoveries and subsequent repairs and reconstruction. For example, in some
cases, the damages or defects are cosmetic rather than structural, and the CIRA will delay repairs until after
insurance settlements are received. In other cases, construction defects litigation and sometimes insurance claims
take several years to complete and the CIRA may be required to make necessary repairs immediately. In most
cases, the amount of the CIRA’s actual expenditures will differ from the ultimate settlement it receives, and the CIRA
may have to levy a special assessment, obtain outside financing, or borrow monies from the replacement fund to
complete repairs. For those reasons, among others, this course recommends that the CIRA record the activity for
damage from natural disasters and construction defects in a separate fund that accounts for both settlement
proceeds and expenditures for repair and reconstruction.

If restoration expenditures were recorded in the operating or replacement fund before settlement or presettlement
monies were received, a transfer should be recorded from the separate fund to the fund in which the expenditures
were initially recorded to reimburse it.

Establishing separate bank accounts for settlement monies and expenditures should help the CIRA to avoid
commingling them with other association monies or spending funds for purposes other than those for which they
were received.

Accounting for Settlement Proceeds Related to Members’ Property. Settlements related to property owned by
members are usually paid directly to them. In some cases, however, damage to real property owned by the
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members and common property purchased with a condominium association’s funds may be reimbursed by the
insurance company in a single payment to the association. In those cases, the members generally decide whether
to pay the member for the portion of the settlement proceeds related to the members’ individually owned property,
or whether the CIRA will be responsible for having repairs made on the members’ behalf. Similarly, if a condo-
minium association receives a payment for damage to common property, it may pay the members for their
respective portions of the settlement and levy a special assessment for the necessary repairs. (The payments paid
to the members decrease the bases in their units, while the special assessment increases their bases. If a payment
exceeds an owner’s basis, the excess amount is taxable to the owner.) In addition, when settlement funds for
members are received by the CIRA as part of a master insurance policy that covers damage to the separate
property of members, such as condominium interiors, the CIRA generally acts as an agent to execute repairs on
behalf of the members.

Accounting for Expenditures for Litigation Expenses. The CIRA may incur significant costs at the outset of the
litigation process for investigative work and legal fees. (Sometimes attorneys will perform litigation work on a
contingent fee basis and thus require no payment of attorney’s fees until the litigation is settled.) Such expenditures
should be recognized and disclosed in accordance with FASB ASC 450, Contingencies.

CIRA Board’s Responsibilities for Settlements.Generally, there are no specific requirements as to how the CIRA
must spend the settlement monies. Once the settlement is received, the CIRA’s board of directors is responsible for
determining the appropriate use of any settlement proceeds (after considering any restrictions in the governing
documents). If the settlement proceeds are not adequate to make all of the related repairs, the CIRA may repair as
much of the damage as possible and then make no additional repairs or levy a special assessment or obtain
financing for the remaining repairs. However, if the settlement proceeds are adequate to make the repairs, there
may be legal consequences if the CIRA does not make those repairs.

In some situations, a CIRAmay legitimately choose to defer completing all the work for which a damage settlement
or insurance claim has been received. If the association’s intent is to complete the remaining repairs in the future,
the excess proceeds need to be set aside (either in the replacement fund or a separate fund) to complete the
repairs.

In some instances, the settlement proceeds exceed the cost of the related repairs. Then, the CIRA must decide the
appropriate use of the excess funds. Some CIRAs choose to transfer the monies to the replacement fund, while
others choose to reducemember assessments. (There are tax implications when reducing member assessments.)
In rare instances, settlement proceeds related to the CIRA’s property might be distributed to CIRA members. It is a
best practice that such distributions be made only after consulting with an attorney. While the calculation of such
distributions is beyond the scope of this course, such a distribution would be accounted for as a reduction of
members’ equity that would be reflected in the statement of changes in fund balance (or the statement of changes
in members’ equity if a nonfund approach is used) and the cash flow statement. The association should consider
informing its members what the distribution represents and let them know that they may want to contact their
personal tax advisors to determine the tax impact of the distributions they received. (The tax impactmay be different
for every member, and the association does not have the information to know the tax impact to each member.)
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

13. Benbrick Townhomes voted to have a special assessment to remodel the clubhouse this year. When the
remodel was completed, there were excess funds left over. The members of the CIRA have decided to apply
the excess funds against next year’s assessments. Which of the following is correct regarding the excess
funds?

a. The CIRA should make no entry on the current year financial statements.

b. The excess funds should not be reported on the CIRA’s financial statements.

c. The excess should be shown as a reduction of equity in the statement of changes in fund balance for the
current year.

d. Excess assessments should be shown as a note payable on the year-end financial statements.

14. Which of the following is correct regarding ancillary operations of a CIRA?

a. GAAP requires that rental pool revenue be reported at the net amount earned by the association.

b. Ancillary operations should be able to survive based only on the direct costs.

c. Most CIRAs do not have a tax basis in the common area assets that are associated with ancillary
operations.

d. CIRAs use the cash basis when accounting for the income related to ancillary operations.

15. In which of the following situations has the CIRA handled the capitalization of the common property correctly?

a. The Stone Ridge Farms HOA purchases new furniture for the clubhouse of the community and expenses
it in the period it is purchased.

b. A new lawnmower is purchased by the DawnCondos tomaintain the grass at the facility and is expensed
when purchased.

c. The Bay Street Condominiums capitalize the addition of sidewalks to connect all of the housing units in
the complex.

d. The Street 10 cooperative creates amanager’s apartment within the building so that themanager can live
on-site. All related expenses are capitalized.

16. How should common and other real property be valued by a CIRA?

a. Common property acquired from the developer should be recorded at the acquisition cost.

b. Common property purchased by a CIRA should be reported on the financial statements at cost.

c. Acquisition cost is the only cost that can be used for purchased common property of a CIRA.
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17. Which of the following is correct regarding financial reporting for a foreclosed unit in a CIRA?

a. No assessment revenue related to the foreclosed unit should be recorded as long as the unit is held by
the CIRA.

b. Foreclosed units should be listed a liability on the CIRA’s balance sheet, along with all the assessments
that the unit’s owner did not pay.

c. All costs related to repairs or physical improvements on the foreclosed unit that the CIRA pays, regardless
of amount, should be expensed in the period in which they occur.

d. If a CIRA plans to resell a unit that has been foreclosed on, all estimated costs to resell the unit should be
subtracted from the unit’s fair value.



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

239

SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

13. Benbrick Townhomes voted to have a special assessment to remodel the clubhouse this year. When the
remodel was completed, there were excess funds left over. The members of the CIRA have decided to apply
the excess funds against next year’s assessments. Which of the following is correct regarding the excess
funds? (Page 208)

a. The CIRA should make no entry on the current year financial statements. [This answer is correct.
If the members elect to apply the excess against the following year’s assessments, no entry would
be made in the CIRA’s financial statements.]

b. The excess funds should not be reported on theCIRA’s financial statements. [This answer is incorrect. The
excess of revenue over expenses for financial reporting in the current year will exceed amounts reported
in the CIRA’s tax return and the difference should be shown as an adjustment on Schedule M-1 or M3 if
the CIRA files a Form 1120.]

c. The excess should be shown as a reduction of equity in the statement of changes in fund balance for the
current year. [This answer is incorrect. If the members elect to refund the excess assessments, the refund
would be shown as a reduction of equity in the statement of changes in fund balance (or statement of
changes inmembers’ equity if theCIRApresents its financial statements using a nonfund approach) in the
period in which the refund is authorized.]

d. Excess assessments should be shown as a note payable on the year-end financial statements. [This
answer is incorrect. For financial reporting, the excess assessment should be recorded as revenue.]

14. Which of the following is correct regarding ancillary operations of a CIRA? (Page 218)

a. GAAP requires that rental pool revenue be reported at the net amount earned by the association. [This
answer is incorrect. If an association conducts a rental pool on behalf of itsmembers, questionsmay arise
as to the amount to be recorded as revenue by the association – the entire amount of rents received or
simply the commission earned by the association for conducting the activity. GAAP requires that gross
amounts be reported.]

b. Ancillary operations should be able to survive based only on the direct costs. [This answer is incorrect.
Associations need to consider if they should allocate indirect costs to ancillary activities. It is virtually
impossible for such activities to exist based on their direct costs alone. Providing ancillary activities will
require some portion of on-site staff and/or the management company’s time (indirect costs) to enable
these activities to occur.]

c. Most CIRAs do not have a tax basis in the common area assets that are associated with ancillary
operations. [This answer is correct. For tax purposes, most CIRAs do not have any tax basis in the
common area assets that are associated with ancillary operations. This disparity between the
accounting and tax rules results in an automatic book-to-tax depreciation difference for most CIRA
ancillary activities.]

d. CIRAs use the cash basis when accounting for the income related to ancillary operations. [This answer is
incorrect. Similar to commercial businesses, ancillary operations income is accounted for on the accrual
basis.]

15. In which of the following situations has the CIRA handled the capitalization of the common property correctly?
(Page 225)

a. The Stone Ridge Farms HOA purchases new furniture for the clubhouse of the community and expenses
it in the period it is purchased. [This answer is incorrect. Per FASCASC972-350-25, personal property, like
furnishings, is capitalized in a HOA community.]
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b. A new lawnmower is purchased by the DawnCondos tomaintain the grass at the facility and is expensed
when purchased. [This answer is incorrect. As stated in FASC ASC 972-350-25, maintenance equipment
associated with a condominium should be capitalized.]

c. The Bay Street Condominiums capitalize the addition of sidewalks to connect all of the housing units in
the complex. [This answer is incorrect. Real property directly associated with the units, like sidewalks, is
not generally capitalized in a condominium according to FASB ASC 972-350-25.]

d. The Street 10 cooperative creates a manager’s apartment within the building so that the manager
can live on-site. All related expenses are capitalized. [This answer is correct. Real property not
directly associated with the units within the cooperative, like a manager’s apartment should be
capitalized per FASC ASC 972-350-25.]

16. How should common and other real property be valued by a CIRA? (Page 228)

a. Common property acquired from the developer should be recorded at the acquisition cost. [This answer
is incorrect. FASB ASC 972-360-30-1 states that if a CIRA acquires common property “in a nonmonetary
transaction, such as by a nonreciprocal transfer from the developer, and if the property is recognized as
an asset of the CIRA, the CIRA should recognize the property using fair values at the date of its
acquisition.”]

b. Common property purchased by a CIRA should be reported on the financial statements at cost.
[This answer is correct. Similar to other businesses, purchased common property should be
reported at cost. Future purchased additions should be recorded at cost, too.]

c. Acquisition cost is the only cost that can be used for purchased commonproperty of a CIRA. [This answer
is incorrect. If acquisition costs are no longer available for a CIRAof purchased commonproperty, another
reasonable basis should beused; for example, cost-based appraisals, insurance appraisals, replacement
costs or property tax appraisals used for market.]

17. Which of the following is correct regarding financial reporting for a foreclosed unit in a CIRA? (Page 230)

a. No assessment revenue related to the foreclosed unit should be recorded as long as the unit is held by
the CIRA. [This answer is incorrect. For the period of time that the CIRA owns the unit, it should record
assessment revenue from the unit so long as it has an expectation of realizing that revenue. If the CIRA no
longer has a realistic expectation of collecting assessment revenue related to the unit, it should adjust
receivables to the amount estimated to be collectible and no longer recognize assessment revenue.]

b. Foreclosed units should be listed a liability on the CIRA’s balance sheet, along with all the assessments
that the unit’s owner did not pay. [This answer is incorrect. Foreclosed units should be presented as a
separate balance sheet amount or included with other assets, according to FASB ASC 310-10-45-3.]

c. All costs related to repairs or physical improvements on the foreclosed unit that the CIRA pays, regardless
of amount, should be expensed in the period in which they occur. [This answer is incorrect. The costs of
repairs or physical improvements to a foreclosed unit should be capitalized if they significantly increase
the fair value of the asset. Otherwise, they should be expensed as incurred.]

d. If a CIRA plans to resell a unit that has been foreclosed on, all estimated costs to resell the unit
should be subtracted from the unit’s fair value. [This answer is correct. If the CIRA expects to sell
the unit, estimated costs to sell reduce the unit’s fair value. Selling costs include only direct cost
of selling the unit, such as sales commissions, legal and transfer fees, and other closing costs.]
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PREPAID EXPENSES AND OTHER ASSETS
Prepaid Insurance

Prepaid expenses—that is, advance payments for products or services that will be used in operations during the
year—often are not material to the financial statements of commercial businesses. But insurance premiums
represent a significant expense for most common interest realty associations, and prepaid insurance often is a
material asset at the balance sheet date. Although accounting for prepaid insurance is straightforward, if the CIRA
finances the payment of its insurance premiums, questions may arise about the amounts to report in the CIRA’s
financial statements.

Premiums for insurance that CIRAs are required to carry generally are significant. Thus, many CIRAs pay a cash
downpayment toward the total premium at the beginning of the policy and enter into a “premium finance agree-
ment” for the balance of the premium. The agreement generally requires the remaining premium to be paid in
monthly installments, including interest, during the policy period. Although the premium finance agreements are
similar to notes payable, they do not seem to constitute liabilities of the CIRA at the balance sheet date because, in
most cases, the insurance policies are cancelable either by the CIRA or the insurance company upon appropriate
notice. Thus, GAAP seems to require prepaid insurance reported in the CIRA’s balance sheet to be calculated
solely on the actual premium payments that the CIRA has made.

To illustrate, assume that a calendar-year CIRA enters into an insurance contract on September 1 at a total premium
of $25,550. The CIRA pays a $6,200 cash downpayment, and the remaining premium of $19,350 is to be paid
through a premium finance agreement that requires nine monthly payments in the amount of $2,150 beginning
October 1. (To simplify the illustration, interest on the unpaid premiums is ignored.) Thus, at the balance sheet date,
the CIRA will have paid $12,650 ($6,200 downpayment plus three payments of $2,150), and its financial statements
would report an asset for prepaid insurance calculated as follows:

Total premium paid $ 12,650
Premium related to expired policy period
(September 1 to December 31, or 1/3 × $25,550) 8,517

Prepaid insurance at December 31 $ 4,133

Although the premium finance agreement does not seem to meet the definition of a liability, some CIRAs neverthe-
less (a) record the amount due under the premium finance agreement as a liability and (b) base the calculation of
prepaid insurance on the total policy premium rather than on the amount that the CIRA has actually paid. Assuming
the same facts as the preceding illustration, relevant amounts would be as follows:

Total policy premium $ 25,550
Premium related to expired policy period
(September 1 to December 31, or 1/3 × $25,550) 8,517

Balance $ 17,033

Amount due under premium finance agreement at
December 31 (total financed of $19,350 less
three payments of $2,150) $ 12,900

If the CIRA’s financial statements report the prepaid amount as calculated in the preceding paragraph ($17,033)
and the amount due under the premium financing agreement ($12,900) as a net amount, the effect on the balance
sheet will not differ materially from the effect when prepaid insurance is calculated based on actual premium
payments. (In this example, the prepaid insurance amounts as calculated previously are the same since, for
simplicity, the example ignored interest. In reality, the amounts calculated under the two methods generally will
differ by immaterial amounts.) However, presenting prepaid insurance based on the total policy premium and the
amount due under a related premium financing agreement at their gross amounts is a departure from GAAP since,
in that case, both assets and liabilities are overstated. Thus, in their opinion, it is acceptable to record gross
amounts only if the amount of the overstatement is immaterial to both assets and liabilities.
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Other Prepaid Expenses

Prepaid insurance often is the most significant prepaid expense for many CIRAs, but some CIRAs make significant
advance payments for other products or services, such as contracts for snow removal or landscaping services. If
amounts involved are material at the balance sheet date, costs that apply to future periods should be classified as
prepaid expenses.

Inventories

Many CIRAs do not have inventories, but some carry inventories of supplies used in providing services to unit
owners, such as fuel or snow removal supplies or related to commercial operations or member amenities, such as
golf courses, restaurants, activity centers, spas, etc. Accounting for inventories is similar to commercial busi-
nesses—the same lower of cost or net realizable value pricing and obsolescence considerations apply. FASB ASC
330-10-30 provides guidance regarding inclusion of certain costs (such as abnormal freight, handling, and
spoilage) in inventory and provides guidance on the allocation of fixed production overhead.

Deposits

Deposits for utilities or similar items generally are not significant. Technically, they are assets, although recording
them as expenses usually does not materially misstate the CIRA’s financial statements. Nevertheless, most
accountants record them in an asset account so that they are not forgotten.

Classifying deposits as current or noncurrent assets generally is not an issue for CIRAs since they usually present
unclassified balance sheets. If the CIRA presents a classified balance sheet, deposits would be recorded as
noncurrent assets unless they are expected to be refunded within the next year.

FUNDS FOR FUTURE MAJOR REPAIRS AND REPLACEMENTS

One of the principal objectives of CIRAs is to maintain the development’s common property. CIRAs may accumu-
late funds for future major repair and replacement of the common property through the following ways:

¯ Funding through periodic assessments over the estimated life of common property

¯ Funding through special assessments at the time a major repair or replacement of common property is
needed

¯ Borrowing

¯ Seekinggrants or other kindsof programs fromgovernmental entities (suchas, energy retrofits, landscape
plantings, etc.)

¯ Seeking assistance from governmental agencies, for example, financial programs geared toward low to
moderate income homeowners, are sometimes available

¯ A combination of those options

Accounting for Assessments and Expenses

Assessments for major repairs and replacements are reported separately from assessments for operations in the
period assessed as specified in the budget. If the CIRA reports its financial positions and results of operations using
fund accounting, FASB ASC 972-205-45-2 also requires amounts assessed for future major repairs and replace-
ments to be reported in a separate fund. Some CIRAs, however, also segregate expenses for repairs and replace-
ments if they fund those costs through special assessments since the excess of special assessments over costs
incurred may be refunded to members. (For tax purposes, capital and noncapital items must be accounted for
separately.) Under certain circumstances, assessments collected for specific repairs are not includable in the
CIRA’s taxable income; rather they are treated as contributions of capital for tax purposes. For financial reporting,
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however, the assessments are recorded as revenue. In those cases, a permanent difference between financial and
tax reporting is created since the assessments will never be reported as income in the CIRA’s tax return, and
deferred income taxes are not required.

The types of expenses that are appropriately charged against assessments for future major repairs and replace-
ments and, thus, replacement fund expenses, vary among CIRAs. Generally, however, they consist of the following:

¯ Direct costs incurred for repairing or replacing the common property, including wages if the repairs are
made with association personnel

¯ Indirect costs related to maintaining the common property, including insurance and the costs of litigating
warranty claims against builders or developers

¯ Allocated costs, such as income taxes

¯ Any other repair and replacement costs contemplated by the reserve study.

The principal decision to charge the replacement fund or the operating (or other) fund for certain expenses is
governed by state statutes or the CIRA’s board (or members, as state law dictates) when they adopt the CIRA’s
annual budget. Provided budgeted amounts do not conflict with provisions of the CIRA’s governing documents,
reserve study, and state statutes, best practices indicate that expenses should be reported in the fund in which they
were budgeted. However, this course recommends that CIRAs adopt a consistent policy for charging expenses to
particular funds so that operating results of the funds will be comparable from year to year. Having a formal policy
for determining replacement fund items is especially important since CIRAs often change reserve study preparers
and should seek a consistent method of determining what is included in the reserve study. Best practices indicate
expenses incurred during the year that have not been budgeted should be reported in the fund that most closely
relates to the nature of the expense. Occasionally uncertaintymay exist over the allocation of expenditures between
operating and reserve. Because of the fiduciary duty that CIRAs have over replacement fund monies, when such
situations arise, the CIRA’s board of directors generally is involved in making those decisions.

Interfund Transactions

If the CIRA uses fund accounting, interfund receivables and payables are recognized between the operating,
replacement, and any other funds when one fund pays amounts that are proper expenses of another fund. For
example, if the operating fund pays expenses for replacing the heating system, the operating fund would record a
receivable from the replacement fund, and the replacement fund would record the expense and a payable to the
operating fund. Interfund receivables and payables also may result from collections of assessments or interest
income earned by one fund but not transferred to another fund. The AICPA guide provides the following example
in Paragraph 4.09:

A CIRA’s budget includes an annual assessment of $80,000 for future major repairs and
replacements, which is reported as revenue of the replacement fund. However, due to an
unexpected increase in operating costs, the CIRA’s board of directors transferred only $50,000 of
the $80,000 to the replacement fund. Under these circumstances, the CIRA’s financial statements
should reflect $30,000 as a receivable from the operating fund and as a payable to the
replacement fund.

Thus, using replacement funds for operations would not result in a reduction of revenue in the replacement fund.
In other words, amounts assessed for replacement funds as indicated in the budget should be recorded as revenue
even if the cash transfer has not occurred. The following entries should be made:

Replacement Fund

Cash $ 50,000
Due from Operating Fund 30,000
Member assessments $ 80,000
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Operating Fund

Cash $ 30,000
Due to Replacement Fund $ 30,000

FASB ASC 972-205-45-10 states that interfund borrowings should be considered permanent and recorded as
transfers when the borrowing fund is not able or does not intend to repay the loan. Thus, in the preceding example,
if the operating fund does not intend to repay the $30,000 to the replacement fund, the following entries should be
recorded:

Replacement Fund

Transfer to Operating Fund $ 30,000
Due from Operating Fund $ 30,000

Operating Fund

Due to Replacement Fund $ 30,000
Transfer from Replacement Fund $ 30,000

Transfers between funds are not considered as revenues and expenses but are reported as changes in fund
balances (or as changes in designated and undesignated equity if the CIRA presents its financial statements using
a nonfund approach).

Interfund Transfers versus Interfund Receivables and Payables. Interfund transfers and interfund receivables
and payables are distinguished solely by the intent and ability of the borrowing fund to repay the amounts owed. In
some cases, state statutes address appropriate replacement fund expenditures. If not specified in state statutes,
whether that determinationmay bemade by the CIRA’s board of directors ormust bemade by the CIRA’smembers
depends on the provisions of the CIRA’s governing documents. Generally, it is a best practice for budgeted but
unfunded assessments (or any other types of interfund borrowings) to be recorded in the CIRA’s financial state-
ments as interfund receivables and payables rather than as transfers only if state statutes permit the borrowing and
the borrowing fund has the ability to repay the lending fund and the CIRA intends to repay the amount.

It is important for CIRAs to document any interfund borrowings because such documentation:

¯ Documents compliance with state statutes, if applicable.

¯ Formalizes the intent of the board of directors.

¯ Notifies members of their obligation to repay the funds borrowed.

¯ Serves as evidence in case of a tax audit.

The IRS has not formally ruled on the issue of whether poorly documented interfund borrowingsmay be considered
a commingling of funds. Without proper documentation, the only evidence of the intent of the association is the
budget, which would not have contemplated such interfund borrowings. In an unpublished draft Audit Techniques
Guide, the IRS indicated that any interfund borrowings are considered prohibited transactions that may endanger
the integrity of the entire replacement fund.

Consequently, this course recommends that all interfund borrowings be documented by actions such as the
following:

¯ Document the reason for the borrowings and the repayment terms in board minutes.

¯ Specify the amount of the loan, the repayment terms, and the rate of interest to be charged in writing.

¯ Modify the budget to reflect the loan, and notification of the change should be sent to the members.

¯ Modify the reserve study to reflect the altered cash flow.
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An illustration of how CIRAs would report transactions between the operating and replacement funds if their
financial statements are reported using fund accounting was shown previously. If the CIRA uses a nonfund
approach, FASB ASC 972-605-50-1 requires assessments that were used for purposes other than those for which
they were designated to be disclosed. Generally, that disclosure will be made in the notes to the financial state-
ments. However, if the CIRA decides to reallocate amounts between appropriated and unappropriated equity, best
practices indicate that the transfer would be made in the Statement of Changes in Members’ Equity as follows:

Total Undesignated

Designated
for Future
Repairs and
Replacements

BEGINNING MEMBERS’ EQUITY $ 4,600,000 $ 4,075,000 $ 525,000
Excess of revenues over expenses 121,000 121,000 —
Amounts allocated to future major
repairs and replacements — (80,000 ) 80,000
Transfers from future major repairs
and replacements to undesignated equity — 30,000 (30,000)

ENDING MEMBERS’ EQUITY $ 4,721,000 $ 4,146,000 $ 575,000

Assets Purchased with Replacement Funds. A portion of the assessments authorized for future major repairs
and replacements may be for items that are capitalized as assets, such as pool furnishings. Assets generally are
recorded in the operating fund or in a separate property and equipment fund established for that purpose. For
example, assume that a CIRA budgeted $32,000 for recreational equipment, and a portion of the monthly member
assessments for future major repairs and replacements is designated for that equipment. When the asset is
purchased, the replacement fund would record a transfer to the operating fund, and the assets would be capital-
ized in the operating fund as follows:

Replacement Fund

Transfer to Operating Fund $ 32,000
Cash $ 32,000

Operating Fund

Recreational equipment (asset account) $ 32,000
Transfer from Replacement Fund $ 32,000

Transfers between funds are not considered as revenues and expenses but should be reported as changes in fund
balances.

Financial Statement Disclosure

Disclosures about Funding for Future Major Repairs and Replacements. FASB ASC 972-235-50-2 requires all
CIRAs to make the following financial statement disclosures about their funding for future major repairs and
replacements:

¯ Requirements, if any, in statutes or association documents (or mortgage or governmental bodies funding
requirements, e.g., FHA often has such requirements), to accumulate funds for future major repairs and
replacements and the CIRA’s compliance or lack of compliance with them

¯ A description of the CIRA’s funding policy, if any (including a policy to fund future major repairs and
replacements by special assessments or borrowings when needs occur) and compliance with that policy

¯ A statement that funds, if any, are being accumulated based on estimated future (or current) costs and that
actual expenditures may vary from those estimates and the variations may be material
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¯ Amounts assessed for major repairs and replacements in the current period, if any

¯ A statement indicating whether a study was conducted to estimate the remaining useful lives of common
property components and the costs of future major repairs and replacements

The amount assessed for major repairs and replacements usually is disclosed by presenting it as a line item in the
statement of revenues and expenses or statement of changes in fund balance. The other disclosures are made in
the notes to the financial statements.

The AICPA guide recommends, beginning at Paragraph 4.31, that associations may also consider making two
additional disclosures (although the AICPA guide indicates these disclosures are not required):

¯ Disclosing the type of funding plan goal that was used in the reserve study

¯ Disclosing the level of service used to perform the reserve study

Disclosing the type of funding plan goal used in the reserve study allows financial statement readers to understand
the implications of the method chosen and make informed and educated decisions. Three types of non-statutory
funding plans are: baseline funding, full funding, and threshold funding. The funding plan goal used could
contribute to significant fluctuations in assessment levels.

The National Reserve Study Standards discuss three levels of service used to prepare a reserve study and the
levels vary greatly in detail. These levels of service are (a) full, (b) update—including a site visit and on-site review,
and (c) update—without a site visit or an on-site review. Disclosure will allow financial statement readers to know
what level of service was performed in preparing the reserve study.

Required Supplementary Information. In addition to the preceding general disclosures about futuremajor repairs
and replacements, FASB ASC 972-235-50-3 requires the following information to be disclosed outside of the basic
financial statements:

¯ Estimates of current or future costs of future major repairs and replacements of all existing components,
such as roofs, including estimated amounts required, methods used to determine the costs, the basis for
calculations (including assumptions, if any, about interest and inflation rates), sources used, and the dates
of studies made for that purpose, if any

¯ Apresentation of components to be repaired and replaced, estimates of the remaining useful lives of those
components, estimates of current or future replacement costs, and amount of funds accumulated for each
to the extent designated by the board

Disclosures about Disaster Insurance Deductibles. Major hurricane damage in Florida and throughout the
South and earthquake damage in California have resulted in increased disaster insurance deductibles for CIRAs in
those states. For example, one condominium in Florida saw its deductible rise from $500 to $500,000. CIRAs in
other states are also seeing increased premiums and deductibles.

Many CIRAs have unfunded insurance deductible reserves. Some accountants question whether the potential loss
to associations due to large unfunded deductibles needs to be accrued by a charge to income or disclosed as a
loss contingency under FASB ASC 450-10. However, FASB ASC 450-20-55-3 through 55-5 note that no disclosure
is required for the absence of insurance (for example, the uninsured deductible amount) because there is no loss
at the balance sheet date or before issuance of the financial statements; that is, the event creating the loss has not
occurred. It states:

Uninsured risks may arise in a number of ways, including (a) noninsurance of certain risks or
co-insurance or deductible clauses in an insurance contract . . .

The absence of insurance does not mean that an asset has been impaired or a liability has been
incurred at the date of an entity’s financial statements. Fires, explosions, and other similar events
that may cause loss or damage of an entity’s property are random in their occurrence. With
respect to events of that type, the condition for [loss accrual] . . . is not satisfied prior to the
occurrence of the event because until that time there is no diminution in the value of the property.
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CAPITAL IMPROVEMENT FUNDS

Capital improvement funds are different from funds for future major repairs and replacements. Repair and replace-
ment funds are accumulated for the major repair or replacement of existing common area components; capital
improvement funds are funds designated for the acquisition or construction of new common area components.
Examples are the construction of a new clubhouse, the purchase of a new computer system, or the purchase of an
adjacent lot for a park. After the new components are acquired, they may need to be included in the reserve study
for future repair or replacement.

Some CIRAs account for capital improvement projects as separate funds and segregate any cash balances
accumulated. In a columnar report presentation, the fund may be reported in a separate column. Others simply
combine capital improvement funds with the reserve fund. Best practices indicate there is no significant problem
with that approach, as the amounts are being set aside for a specific capital purpose and will probably require
reserve funding after acquisition. Also, the funding plan for those components can be easily incorporated into the
existing reserve funding plan, eliminating the need for a separate plan.

PRACTICAL GUIDELINES FOR PERFORMING A RESERVE STUDY

Many CIRAs either prepare reserve studies internally, or engage outside professionals to perform this service.
Some states have specific statutes regarding the establishment and funding of reserve funds. Other states have no
similar requirement. Additionally, CIRAs may be required by mortgage or loan documents or their governing
documents to set aside funds on a systematic basis for future major repairs and replacements. The supplementary
information about future major repairs and replacements that FASB ASC 972-235-50-3 requires CIRAs to include in
their financial statements, in essence, requires associations to perform reserve studies to determine the informa-
tion.

The Community Associations Institute (CAI) most recently revised its Guide for Association Practitioners in
2009—titled Reserve Funds: How & Why Community Associations Invest Assets. In 2014, the Foundation for
Community Associations Research published its Best Practices, Reserve Studies/Management, which provides
best practices for performing a reserve study. Included in the report are three case study examples and a compre-
hensive listing of reserve study terminology, as well as basic reserve study information. That document is available
free from the CAI Research Foundation at www.cairf.org/research/BPRS.pdf.

A reserve study is a plan for setting aside funds for the future major repair or replacement of the association’s
common property. It requires:

¯ An analysis of the common property components (the physical analysis)

¯ The preparation of a long range funding plan (the financial analysis)

Physical Analysis

Preparers of a physical analysis need to be aware of the association’s responsibility to maintain the common
property and be familiar with—

¯ The association’s governing documents

¯ State and local law, which may override the association’s governing documents

¯ The association’s mortgages, bonds, loans, etc.

¯ Construction standards and techniques

¯ Local conditions affecting wear and tear on components

¯ Alternatives toexistingconstruction, including thepossibility thatnew typesofmaterial andequipmentmay
be available
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¯ The cost of component repair and replacement

¯ Local standards for preparation of reserve studies

Most accountants lack the necessary technical training to perform such an analysis. However, they may perform
the physical analysis by relying on specialists in certain areas to provide technical support.

The physical analysis consists of the following general steps:

¯ Inventory the common property components

¯ Assess the current condition of the components

¯ Estimate the remaining useful lives of the components

¯ Estimate the repair or replacement cost of the components

Inventory the Common Property Components. Before beginning the inventory of the common property compo-
nents, preparers need to—

¯ Review the governing documents, mortgages, bonds, loans, etc., regarding the association’s responsibil-
ity to maintain or repair the common property components

¯ Review state and local laws to determine if they override the provisions of the governing documents in any
way

¯ Determine if the association has established any reserve policies that would affect those components to
be included in the study

¯ Inspect the site with a knowledgeable representative of the association, such as the managing agent or a
member of the board of directors

All common property components (including hidden components such as plumbing, electrical wiring, cable, or
fiber optics) need to be listed appropriately to determine what to include in the study. It is also common for CIRAs
to include with their overall budget, a deferred maintenance account for those components requiring periodic
maintenance that does not occur annually. Deferred maintenance account components generally include painting,
staining, and caulking. Preparers need to consider including items other than physical components, such as
disaster insurance deductibles. Any components that are excluded should be listed in a separate section of the
study with a reason for their exclusion from the study. CIRAs typically do not establish reserves for the following
items:

¯ CommonProperty Components That Are Considered “Permanent.” Permanent components are thosewith
remaining useful lives of 30 years or more. The CIRA does not begin accumulating reserves for such items
until their remaining useful lives drop below 30–40 years, or less.

¯ Components That the CIRA’s Members Are Responsible for Repairing or Replacing. Reserves are
established only for components that the CIRA is responsible for maintaining and replacing.

¯ Components Costing an Amount Less Than or Equal to a Specified Amount. It is common practice to
capitalize only components that exceed a monetary threshold, such as, $1,000 or more.

¯ Components with Estimated Useful Lives of Two Years or Less.

Although not specifically required, if a CIRA follows a policy of not establishing reserves for items having remaining
useful lives of 30 or more years (or other specified number of years), it is a best practice for the policy to be
disclosed in the notes to the financial statements as part of the CIRA’s required disclosures about funding for future
major repairs and replacements.



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

249

Funds are not accumulated for repairing or replacing items that are the responsibility of the CIRA’s members.
Reserves are established only for components that the CIRA is responsible for maintaining and replacing. Unfortu-
nately, determining who is responsible is not always an easy task. In some cases, CIRAs have responsibility to
maintain and replace an element of a component that is owned by unit owners, such as siding or roofs. In other
cases, even though the governing documents specify that particular components are the responsibility of the CIRA,
the members may have “unofficially” assumed responsibility for maintaining them. Examples include front doors,
garage doors, garage door openers, patios, and decks. In such situations, the CIRA may need to seek legal advice
to determine who has actual responsibility for repairing and replacing the components.

A prior reserve studymay indicate the quantity or measurements of various components, or measurementsmay be
obtained from architects’ plans, contractors’ bids for corrective work, or directly from the association. Those counts
or measurements need to be reviewed for reasonableness. In the absence of reliable prior documentation,
preparers will need to measure or count the components.

Assess the Current Condition of the Components. The site inspection mentioned previously generally includes
an examination of a representative sample of each of the common property components. Maintenance staff,
contractors, and consultants are excellent sources of information about the condition of components, particularly
when that condition is not readily apparent. Owners (that is, the users) of common property components can also
be a good source of information.

It may be possible to replace components in need of repair with alternate materials. Recently, new construction
products have been manufactured that may provide a better alternative than simply replacing the existing compo-
nent with the same product.

Estimate the Remaining Lives of the Components. It may be possible to estimate the remaining life of a
component at the time preparers assess its condition. There are several sources of published material available to
assist in making such a determination.

Estimate the Repair or Replacement Cost of the Components. The best sources of estimated repair or replace-
ment cost data are prior costs paid by the association, existing bids for work not yet performed, engineers’
estimates, and the informed judgment of association personnel. Managing agents may have managed associa-
tions for which the same or similar components have been replaced. Independent cost estimatesmay be obtained.
It is a best practice that all information be checked for reasonableness against available published data that has
been adjusted for local variables that affect cost. When relying upon published material (which is generally for new
construction only), consider the additional cost to remove the old material in the total cost of the repair or
replacement.

It is a good idea for a CIRA to reevaluate its funding level each year based upon changes to the common property,
replacement costs, and the condition of the components.

Financial Analysis

The association’s options for replacing its common property components depend on factors such as—

¯ Limitations in the association’s governing documents, mortgages, loans, or bonds on investment
alternatives

¯ State and local law (which may override the association’s governing documents)

¯ The existing financial structure of the association

¯ Funds presently available for reserve funding

¯ Local standards for preparation of reserve studies

In performing a financial analysis, preparers will need to determine the following:

¯ Amount of funds presently set aside (fund status), as well as, a cash flow projection that anticipates
expenditures and contribution requirements over time (generally ranging from 20 to 30 years)
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¯ Funding level at which the association intends to fund reserves (funding plan)

Depending on the particular reserve fund calculation method that is selected, preparers may also need to esti-
mate—

¯ Current and projected investment earnings rates

¯ Current and projected cost inflation rates

Amount of Funds Presently Set Aside (Fund Status). The amount of funds presently set aside to fund reserves
is not always easily determined. Frequently, reserve study preparers incorrectly assume that monies in a savings or
investment account are reserve funds. Preparers need to ask how the association intends to allocate existing cash
between the operating fund and the reserve fund.

Also, the status of any existing interfund borrowings needs to be assessed. It is necessary to determine whether
such amounts will be repaid and, if so, when and how.

As an alternative, associationsmay borrowmoney from financial institutions tomake necessary repairs and use the
reserve fund to make the related loan payments. In that case, loan repayments are considered as part of the
funding study.

Funding Level at Which the Association Intends to Fund Reserves (Funding Plan). After determining the initial
funding requirement, preparers need to review it with association management. Some state statutes require
reserves to be fully funded unless the unit owners vote to waive or reduce funding. However, if the unit owners
cannot reasonably afford the monthly cost, it is unlikely that the funding plan will ever be adopted.

Current and Projected Investment Earnings Rates. Preparers need to document the current earnings rates on
the CIRA’s investments and make an estimate of the rates to be achieved in the future. The treatment of interest
earnings also will affect the funding study; i.e., will the earnings be retained in the replacement fund or transferred
to the operating fund? Since the funding plan is a long range study, conservative estimates are a best practice. Not
all reserve studies include investment earnings.

Current and Projected Cost Inflation Rates. Current and projected inflation rate information is available from
several sources, such as the U.S. Bureau of Labor Statistics andmajor banks. It is best to use a rate for construction
costs only rather than the overall inflation rate for an area. Not all reserve studies take inflation into account.

Reserve Funding Plan Goals

Funding plans may be devised to achieve differing levels of funding. There are four basic categories of goals that
funding plans are typically devised to achieve:

a. Baseline Funding. A baseline funding goal sets out to maintain the reserve cash balance above zero.

b. Full Funding. A full funding goal sets out to achieve and maintain at or near a 100% reserve level.

c. Threshold Funding. A threshold funding goal is achieved by keeping the reserve balance above a specific
dollar or percentage amount (which can either be more or less conservative than full funding).

d. Statutory Funding. Statutory minimum funding levels may be dictated by local statutes.
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A CIRA may choose to use more than one of the above funding levels (as long as such a policy does not violate
local reserve funding statutes). For example, a CIRA may use a threshold funding plan, but may stipulate that the
full funding method be used for components that are near to scheduled repair or replacement (such as, within the
next two or three years). It is appropriate to allocate funds to each component in the reserve study, except
potentially permanent components.

Reserve Fund Calculation Methods

Various methods may be used to calculate the reserve portion of the monthly assessment based on the funding
plan goal to be achieved. Two frequently used methods are—

¯ Straight-line segregated method (also referred to as the component method)

¯ Pooling method (also referred to as the cash flow method)

Those methods are discussed in the following paragraphs.

Straight-line Segregated Method. If a CIRA has not previously established reserves for future repairs and
replacements, the straight-line segregatedmethod consists of dividing the current cost of an individual reserve item
by its estimated useful life to arrive at the monthly reserve contribution amount for that item. The process is
repeated for each reserve item, and the individual contribution amounts for all of the items are added together to
determine the total monthly contribution needed for the association. That amount is divided by the number of units
to determine each owner’s respective contribution.

If a CIRA has established reserves (for example, in years after the initial analysis or if it has established reserves but
has not previously conducted a reserve study), the existing reserve fund balances are considered in making the
calculation. In those circumstances, the beginning reserve fund balance is subtracted from the updated current
cost and that amount is divided by the updated estimated remaining useful life of the item to arrive at the monthly
contribution for the item. As in the initial calculations, the total of the individual contribution amounts is calculated
to arrive at the total contribution needed for the association, and that amount is divided by the number of units in the
CIRA to arrive at the monthly contribution amount per unit.

Similar calculations are made annually for each reserve item until it is either repaired or replaced taking current
circumstances into account; e.g., the estimated useful lives may change, current costs may increase due to
inflation, reserve items may be repaired or replaced, and interest is earned on the existing reserve funds. Because
the annual calculation is based on the difference between each component’s current cost and the portion of the
reserve fund balance allocated to that item, the annual calculations also are affected if the CIRA has reallocated
reserve funds among common property components.

Exhibit 2-6 illustrates the calculations under the straight-line segregated method. The method derives its name
because it does not consider time value of money factors, such as inflation or interest to be earned on the
investment of replacement funds (i.e., straight-line), and because it calculates a reserve contribution for each
common property component (i.e., segregated). Its principal advantage is that it is simple and easy to understand
and, thus, is widely used.

Pooling Method. Calculations under the pooling method are similar to those under the straight-line segregated
method except that, rather than calculate a specific reserve amount for each component, the pooling method
considers all reserve items as a portfolio. Accordingly, the pooling method estimates reserve requirements based on
a weighted average life for all components. Like the straight-line segregated method, current costs are determined
for each item and totaled, and total funds required are determined by subtracting the total beginning reserve
balance from total current costs for all items. Then, a weighted average remaining useful life is calculated by (a)
multiplying the total current cost for each item by its remaining useful life and (b) dividing the total of the weighted
average life factors for all components by total current costs. (Some reserve preparers may use other methods to
calculate the weighted average life factor.) The monthly contribution amount is determined by dividing the funds
required by the weighted average remaining useful life. That amount is divided by the number of units in the CIRA
to arrive at the monthly contribution amount per unit. (The same type of allocation methodology may also be used
to determine “percent funded” in those states that require such a disclosure.) Exhibit 2-7 shows illustrative
calculations.
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Exhibit 2-6

Straight-line Segregated Method

Analysis Date: 01/01/X3

DATE
PLACED IN
SERVICE

(A)
BEGINNING
BALANCE

(B)
CURRENT
COST

(C)
FUNDS
REQUIRED
(B − A)

(D)
USEFUL
LIFE

(MONTHS)

(E)
REMAINING
LIFE

(MONTHS)

MONTHLY
CONTRIBU-
TION
(C ÷ E)

1/1/X0 $ 1,600 $ 9,000 $ 7,400 60 24 $ 308.33
7/1/X0 1,400 5,000 3,600 36 6 600.00
12/1/X0 800 3,000 2,200 54 29 75.86
4/1/X0 1,300 6,000 4,700 48 15 313.33
11/1/X1 300 4,000 3,700 120 106 34.91

$ 5,400 $ 27,000 $ 21,600 $ 1,332.43

* * *

Exhibit 2-7

Pooling Method

Analysis Date: 01/01/X3

DATE
PLACED
IN

SERVICE

(A)
BEGINNING
BALANCE

(B)
CURRENT
COST

(C)
FUNDS
REQUIRED
(B − A)

(D)
USEFUL
LIFE

(MONTHS)

(E)
REMAINING
LIFE

(MONTHS)

(F)
WEIGHTED
AVERAGE
LIFE
FACTOR
(B × E)

1/1/X0 $ 1,600 $ 9,000 $ 7,400 60 24 $ 216,000
7/1/X0 1,400 5,000 3,600 36 6 30,000
12/1/X0 800 3,000 2,200 54 29 87,000
4/1/X0 1,300 6,000 4,700 48 15 90,000
11/1/X1 300 4,000 3,700 120 106 424,000

$ 5,400 $ 27,000 $ 21,600 $ 847,000

Weighted Average Life: $847,000/$27,000 = 31.3704 months

Contribution amount: $21,600/31.3704 months = $688.55

* * *
The reserve requirement calculated under the pooling method is significantly less than required reserves deter-
mined under the straight-line segregated method. An additional advantage is that the arbitrary effect of allocating
the beginning reserve fund balance to individual items is eliminated.

The pooling method may be used to ensure that reserve funds never fall below zero or a board-mandated cushion.
Thus, the timing and amount of reserve expenses are especially important. Since the reason for a reserve fund is
having the money available when needed, an expense that occurs early or is over budget can adversely affect
future years, especially if there is no cushion mandated by the board. In that case, reserve studies need to be
reviewed annually by the CIRA’s board of directors and an updated study may be warranted.
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Time Value of Money

Most reserve studies consider both inflation and interest earned on replacement funds (compounded either
annually or monthly) unless the association’s policy is to transfer interest earned on replacement funds to the
operating fund. In addition, more sophisticated calculation methods also take one or more of the following into
account:

¯ Taxes to be paid on interest earned

¯ Cost of living increases on future contributions

¯ Contingencies

¯ Special assessments, if necessary

If the time value of money is not considered in the reserve study, the board of directorsmay want to consider having
the study frequently updated to reflect the changes in interest and inflation rates.

Percent Funded

Percent funded is a ratio, expressed as a percentage, that compares funds available for future major repairs and
replacements at a point in time (often the end of an association’s fiscal year) to the amount that the reserve study
estimates will be needed to maintain, repair, or replace the components included in the study at the end of their
useful lives. In other words, percent funded can be viewed as a comparison of the funds that an association has in
its repair and replacement fund to the amount it “should have” at that point in time so that the requisite funds will be
available at the end of the components’ estimated useful lives for their repair or replacement. Percent funded is
commonly viewed as an evaluation of the strength of an association’s funds for future major repairs and replace-
ments.

To illustrate how percent funded is calculated using a basic example, assume that a CIRA’s reserve study includes
the roofs of the units in the CIRA that have an estimated useful life of 25 years, and at the date of the calculation, the
estimated remaining useful life is 10 years. The reserve study estimates that the future replacement cost of the roofs
is $500,000, and at the date of the calculation, the association has accumulated $210,000 for roof replacement.
Since 40% of the estimated life of the roofs remains (10 years/25 years), the association should have accumulated
60% of the cost of the replacement, or $300,000 ($500,000 × 60%). However, the CIRA has accumulated only
$210,000; thus, for that component, the association is considered to be 70% funded at that date (the ratio of
$210,000 to $300,000).

Capital and Noncapital Pools

Noncapital items (such as tree trimming, landscaping, painting, termite treatment, the cost of the reserve study, the
board-mandated cushion, disaster insurance deductibles, and contingency funds) may be included in the reserve
study. Noncapital pools, also known as deferred maintenance accounts or funds, can be shown as separate
columns or subtotals of the replacement fund. To facilitate tax preparation, the reserve study may be divided into
capital and noncapital pools. Although assessments for noncapital purposes may be deposited in the repair and
replacement fund, they are not treated as capital contributions for tax purposes.

Frequency of Reserve Studies

Some jurisdictions have statutory requirements that dictate how often reserve study updates must be performed or
reserve study updates may be addressed in a CIRA’s governing documents. If not addressed, it is a best practice
for reserve studies to be updated every one to five years depending upon factors such as the age of the associa-
tion, changes in costs of building materials, etc. A new association generally does not need to conduct an annual
update since it is not engaging in any significant repair and replacement activities yet. However, immediately after
the developer turns over the association, a new CIRA may want to consider having an updated reserve study
performed, as the developer may have had reasons for keeping the reserve assessments low and/or the devel-
oper-prepared study may not be totally complete or accurate due to architectural design changes that occurred as
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the association community was built. An older association with a good deal of repair and replacement activity
ordinarily updates its reserve study every year.

In deciding how often (or when the next) reserve study is performed, the association considers factors such as the
following:

¯ Additions or replacements of any significant common elements

¯ Extremewear and tear to the commonelements fromunseasonableweather, lack ofmaintenance, or other
reasons

¯ Significant changes in building material or labor costs

¯ Catastrophic events such as hurricanes, earthquakes, etc.

¯ Changes to the anticipated scheduled dates of replacement

¯ Actual reserve income and expenses compared to the amount budgeted

¯ Whether the baseline or threshold funding method is used

If the association is experiencing one or more of these factors, it generally is considered prudent to conduct a new
reserve study or updating the previous one. As the association ages, the need to frequently update or replace the
reserve study becomes more crucial. Also, the AICPA guide suggests that CIRAs reevaluate repair and replace-
ment funding levels each year based upon changes to the common elements as well as changes to replacement
costs and component conditions of the association.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

18. TheHOAofTrojanFieldsmaintainsamajor repairsand replacementsaccount that is separate from themember
assessments account for large repairs inside of the CIRA. What should the CIRA do in relation to the major
repairs and replacement account?

a. The CIRA should report the major repairs and replacements as a separate fund from the member
assessments.

b. For financial reporting, the CIRA should record the major repairs and replacements amount as a payable
until used.

c. Any amounts the CIRA collects for major repairs and replacements should be included in taxable income.

19. Which of the following is not a disclosure that is required by FASB ASC 972-235-50-2 for future major repairs
and replacements?

a. A statement explaining that funds are being accumulated for future costs and that they could vary from the
actual expenditures.

b. A detail of the amount assessed for major repairs and replacements in the current period.

c. A note disclosing the type of funding plan goal that was used in the reserve study.

d. The funding policy that the CIRA complies with regarding future major repairs and replacements.

20. For which of the following would a reserve account be set up in a CIRA?

a. An account for deferred maintenance that does not occur annually.

b. Any common property with an estimated life of less than two years.

c. Common property that the CIRA members are responsible to repair.

d. Permanent common property.

21. Which of the following levels of reserve funding would indicate that a CIRA is above a specific dollar amount?

a. Full funding.

b. Statutory funding.

c. Baseline funding.

d. Threshold funding.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

18. TheHOAofTrojanFieldsmaintainsamajor repairsand replacementsaccount that is separate from themember
assessments account for large repairs inside of the CIRA. What should the CIRA do in relation to the major
repairs and replacement account? (Page 242)

a. The CIRA should report the major repairs and replacements as a separate fund from the member
assessments. [This answer is correct. FASB ASC 972-205-45-2 requires amounts assessed for
future major repairs and replacements to be reported in a separate fund.]

b. For financial reporting, the CIRA should record the major repairs and replacements amount as a payable
until used. [This answer is incorrect. For financial reporting, the assessments are recorded as revenue.]

c. Any amounts the CIRA collects for major repairs and replacements should be included in taxable income.
[This answer is incorrect. Under certain circumstances, assessments collected for specific repairs are not
includable in the CIRA’s taxable income; rather they are treated as contributions of capital for tax
purposes.]

19. Which of the following is not a disclosure that is required by FASB ASC 972-235-50-2 for future major repairs
and replacements? (Page 245)

a. A statement explaining that funds are being accumulated for future costs and that they could vary from the
actual expenditures. [This answer is incorrect. FASB ASC 972-235-50-2 requires all CIRAs include a
statement that funds, if any, that are being accumulated based on estimated future (or current) costs and
that actual expenditures may vary from those estimates and the variations may be material.]

b. A detail of the amount assessed for major repairs and replacements in the current period. [This answer
is incorrect. A requirement of FASB ASC 972-235-50-2 is that there is a disclosure that shows the amounts
assessed for major repairs and replacements in the current period, if any.]

c. A note disclosing the type of funding plan goal that was used in the reserve study. [This answer is
correct. Although this disclosure is recommended by the AICPA guide, but not required, it is not
required by FASB ASC 972-235-50-2.]

d. The funding policy that the CIRA complies with regarding future major repairs and replacements. [This
answer is incorrect. Adescriptionof theCIRA’s fundingpolicy, if any (includingapolicy to fund futuremajor
repairs and replacements by special assessments or borrowingswhenneedsoccur) and compliancewith
that policy is a disclosure required by FASB ASC 972-235-50-2.]

20. For which of the following would a reserve account be set up in a CIRA? (Page 248)

a. An account for deferred maintenance that does not occur annually. [This answer is correct. It is
common for CIRAs to include with their overall budget a deferred maintenance account for those
components requiring periodic maintenance that does not occur annually.]

b. Any common property with an estimated life of less than two years. [This answer is incorrect. CIRAs
typically do not establish reserves for components with an estimated useful life of two years or less.]

c. Common property that the CIRA members are responsible to repair. [This answer is incorrect. Reserves
are established only for components that the CIRA is responsible for maintaining and replacing.]

d. Permanent commonproperty. [This answer is incorrect. Permanent components are thosewith remaining
useful lives of 30 years or more. The CIRA does not begin accumulating reserves for such items until their
remaining useful lives drop below 30–40 years, or less.]
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21. Which of the following levels of reserve funding would indicate that a CIRA is above a specific dollar amount?
(Page 250)

a. Full funding. [This answer is incorrect. A full fundinggoal setsout toachieveandmaintainat or near a100%
reserve level. Full funding is the highest level of reserve funding.]

b. Statutory funding. [This answer is incorrect. Statutory minimum funding levels may be dictated by local
statutes, but is not the amount that a CIRA would set for a specific dollar amount.]

c. Baseline funding. [This answer is incorrect. A baseline funding goal sets out to maintain the reserve cash
balance above zero. This is the lowest funding goal.]

d. Threshold funding. [This answer is correct. A threshold funding goal is achieved by a CIRA by
keeping the reservebalanceaboveaspecificdollarorpercentageamount (whichcaneitherbemore
or less conservative than full funding).]
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DEBT AND OTHER LIABILITIES

Historically, CIRAs other than cooperatives have had difficulty in obtaining bank financing, particularly for improve-
ments to existing associations. Banks have been reluctant to lend due to lack of collateral and guaranteed
repayment sources. For example, some states prohibit the imposition of a lien on common property of condo-
minium associations because the associations do not have title to common property. In the case of homeowners’
associations, even though they have title to all the common property, it can rarely be used as collateral because it
cannot be separated from the association. The advent of state super priority lien laws, however, has enhanced a
CIRA’s ability to set adequate assessment levels and enforce its collection efforts, including for special assess-
ments. Thus, the ability of CIRAs to demonstrate to lenders a steady stream of assessments that could be used to
repay debt has attractedmore lenders that are willing to lend to CIRAs. Today, it is not uncommon for condominium
and homeowner associations to obtain loans, not only from commercial banks, but also from private investors and
pension plans. In states that have significant numbers of CIRAs, lenders that specialize in lending money to CIRAs
have developed. Association loans are an agreement between the lender and the association; unit owners are not
directly obligated to the lender. The loans are not asset-based, like a mortgage. Rather, the collateral for the loans
is the assignment of a CIRA’s lien and assessment rights and may also include an assignment of any assessments
(for example, special assessments) connected with the loan repayment. In addition, in some states CIRAs are able
to pledge reserve funds as collateral for a loan (although membership approval may be required).

Associations obtain loans for a variety of reasons, including the following:

¯ Repairs or replacement of common property.

¯ Upgrades to renovate common property or to address safety or security issues, such as inadequate
lighting.

¯ Correcting construction defects.

¯ Paying for the cost of litigation.

SomeCIRAs seek to obtain loans for planned expenditures even though their replacement funds are adequate; that
is, they intend to use loans proceeds for anticipated expenditures, thus, saving replacement funds for emergencies.

When associations consider obtaining a loan, they also need to consider any provisions of their state statutes or
governing documents that affect their ability to borrow. In some cases, CIRAs may need to update their documents
to explicitly provide them with the ability to borrow or to assign assessments as collateral. In addition, some state
statutes or governing documents may limit the amount a CIRA is able to borrow or require a vote of the unit owners
to authorize an association to obtain a loan.

Typical Loan Terms and Covenants

Although more financial institutions now provide loans to CIRAs, not all will be able to qualify for a loan. Probably
the most important factor that lenders consider when underwriting a CIRA loan is the CIRA’s assessment delin-
quency rate since it is the cash flows from future assessments that will typically service the loan. Other factors that
lenders may consider include the following:

¯ Increase in assessments required to service the loan.

¯ Number of units in the association, owner occupancy rate, and ownership concentration (including
percentage of units owned by the developer, if any).

¯ Value of the units in the association in relation to the CIRA’s assessments or to the amount that the CIRA
is seeking to borrow.

¯ Whether the CIRA has a recent reserve study (for example, within the past two years), and amount
accumulated for future repairs and replacements.

¯ Other property characteristics and intangible factors that affect the “quality” of the association.
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It is not uncommon for an association loan to finance 100% of the target project. Loan terms are somewhat flexible
as each CIRA presents unique circumstances. Generally, however, they are structured as a line of credit, a term
loan, or some combination of the two. For example, a loan to finance major repairs might initially be structured as
a line of credit that is drawn down as the CIRA enters into contracts, and, as construction is completed, the loan is
converted to term loan. The loans generally do not have a prepayment penalty. The absence of a prepayment
penalty allows the CIRA to repay a portion of the loan, for example, annually, based on the collection of assess-
ments that were levied to repay the loan.) If a CIRA repays a portion of the loan, the loan is reamortized, adjusting
the amount of future payments due.

The length of an association loan is typically related to the purpose for which the financing is sought. For example,
the term of a loan to finance litigation costs generally will be shorter than the loan term for a significant capital
improvement project. Amortization periods typically are no longer than ten years, but sometimes longer termsmay
be possible depending on the size of the loan and the capital improvement project.

Financial institutions that make loans to CIRAs often require the CIRA to maintain all of their deposits or a portion of
them with the lending bank, and the bank has a security interest in the association’s bank accounts. Alternatively,
a lender may require an amount, such as equal to two years of debt service, to be maintained in a restricted
account. In either case, the arrangement would be disclosed in the notes to the financial statements together with
other information about the loan. Some lenders also may require a line item in the association’s budget that covers
the annual debt service or require the association to special assess when the loan is made.

Repayment of Loans

Generally, a CIRA will need to increase regular and/or special assessments to service the association’s loan
payments. (In some cases, however, a CIRA may borrow to make repairs and make loan payments from reserves.)
Loan covenants may affect how special assessments are issued or repaid.

If the CIRA issues special assessments, loan compliance may require the association to reduce its loan balance
proportionately when a unit owner repays its assessment or when a unit is sold. (It may be desirable for the CIRA
to reduce the loan balance voluntarily in those circumstances even if it is not a loan requirement to reduce interest
due on the loan. However, that decision needs to be weighed against any costs that the lender might impose for
recalculating the loan amortization.)

Special Types of Debt Financing

Bond Financing. In some states, CIRAs are able to obtain financing through revenue bonds secured by assess-
ments. In one instance, a Colorado planned community issued $15million in bonds to finance the construction and
design of a new recreation center and outdoor pool and to pay off debt to the community’s developer—without an
increase in assessments.

Bonds are generally issued in stated denominations of $5,000 or $10,000. They may be offered on a private
placement basis; that is, they may be offered to a limited number of financial institutions like banks, insurance
companies, money managers, and pension funds. The purchaser receives principal and interest for a specified
time period. Bonds are sold by a sales agent, and their payment and performance are monitored by a bond trustee
(usually a trustee of a bank).

An association’s ability to issue bonds depends on (a) whether state law and its governing documents allow the
board to incur debt and (b) the rating criteria of the buyer or organizations such as Standard & Poor’s. The sale of
bonds is regulated by state and federal securities laws. In addition, if the bonds are sold to the public rather than to
institutional investors, the association may need to comply with other laws.

One advantage of bond financing is that the association locks in its finance costs. It also allows for a larger debt
than a bank may be willing to finance and for a longer period of time. In addition, the issuance of bonds offers a
number of strengths to investors. For example:

¯ Association assessments are mandatory.
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¯ State law generally permits unpaid assessments to be converted into liens; for example, six months of
assessments may have preference over first mortgages.

¯ Bylaws may allow the managing agent to impose assessments if the board lacks a quorum or fails to act.

¯ Association bonds give banks an opportunity to comply with the Federal Community Reinvestment Act,
which directs banks to lend within their communities.

SBA Loans. Associations may apply for low-interest, long-term loans from the Small Business Administration
(SBA) to repair damage caused by hurricanes, floods, earthquakes, or other disasters. The loan contract is
between the association and the SBA. Disaster loan terms may be as long as 30 years, and interest rates are
generally lower than other lender rates. The payment amount is fixed and is based on the total loan amount, even
if only a portion has been drawn down to pay for repairs that have been completed. Each payment is applied first
to interest accrued to the date of receipt, with the balance, if any, applied to principal.

Simple interest is charged by the SBA only on funds actually advanced. Prior to repayment beginning, interest is
accrued based on the full principal amount. After repayment begins, interest is based on the declining principal
balance.

The amortization schedulemay change several times during the term of the loan; for example, each time loan funds
are drawn down, when the unit owners originally pay in full (if that amount is remitted by the association to the SBA),
or when units are sold that require full payment of the outstanding loan balance. Upon request, the SBA will
recalculate the amortization schedule after the total drawdown has been made. In that case, the monthly payment
amount does not change, but the term is shortened.

CIRAs would record a payable only for the amount of the loan that has been advanced. Note disclosures required
in GAAP financial statements (details of the note, repayment terms, etc.) are the same as for other debt.

SBA loans (and bank loans) are typically secured by future assessments to be received by the CIRA from unit
owners. Generally, a CIRA will need to increase regular and/or special assessments to service the association’s
loan payments. If the CIRA increases regular monthly assessments, the additional amount would increase assess-
ment receivables and revenue in the period that they are assessed.

Some associations set up separate funds and bank accounts to account for their SBA loans. Separate accounting
can be especially helpful to association boards and homeowners if other disaster proceeds (such as insurance,
grants from other government agencies or private organizations, or claims for civil liability) are received by the
association.

Accounting and Disclosure Requirements for Debt

If a CIRA prepares its financial statements using fund accounting, the fund in which the debt is recorded would
likely depend on the purpose of the borrowings. For example, if funds are borrowed for repairs and replacements,
best practices indicate that the debt would be recorded in the replacement fund. On the other hand, if funds are
borrowed for asset acquisitions that will be capitalized in the operating fund, it would be a best practice to record
the debt in the operating fund. Alternatively, some CIRAs establish a separate fund to account for the loan and any
related special assessment.

When debt is recorded in the replacement fund, it is not uncommon for the ongoing activity related to the loan to be
recorded over time in the operating fund. In fact, the CIRA may even start budgeting the loan activity in the
operating fund instead of the replacement fund. When this situation occurs, the CIRA may either—

a. record the necessary interfund activity to account for changes in the loan balance and the related
receivable in the replacement fund, or

b. consider whether it is appropriate to transfer the loan and any related receivable to the operating fund.
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The accounting and disclosure requirements that apply to debt are the same as for commercial businesses. When
CIRAs present unclassified balance sheets, asmost do, loans are not allocated into current and long-term portions.
(However, amounts should be appropriately classified as current and long-term if the CIRA presents a classified
balance sheet.) Among other things, financial statements should disclose interest rates, maturity dates, restrictive
covenants, pledged assets, and the amount of principal maturities for all long-term borrowings for each of the five
years following the date of the most recent balance sheet. In addition, FASB ASC 825-10-50-10 and 825-10-50-16
require the following disclosures about the fair value of financial instruments for some CIRAs:

¯ Fair value. (However, for trade receivables and payables, no disclosure is required when the carrying
amount approximates fair value.)

¯ Methods and significant assumptions used to estimate fair value and changes in those during the period,
if any.

¯ If it is not practicable to estimate the fair value of a financial instrument or a class of financial instruments,
(a) information pertinent to estimating the fair value of the financial instrument or class of financial
instruments, such as the carrying amount, effective interest rate, and maturity, and (b) the reasons why it
is not practical to estimate fair value.

The following is an example of the disclosure a cooperative might include with respect to its mortgage payable if it
meets the criteria of FASB ASC 825-10:

Included in the long-term debt note:

Based on the borrowing rates currently available to the Cooperative for loans with similar terms
and average maturities, the fair value of the mortgage payable is $125 million.

Interfund Transfers

Allocations of funds between operating and replacement or other restricted funds should be shown separately
either by presenting financial statements using a fund accounting approach, by reporting appropriated amounts in
a Statement of Changes in Members’ Equity, or by disclosure in the notes to the financial statements.

Environmental Cleanup Costs

CIRAsmay be exposed to environmental remediation liabilities. Federal and state laws impose legal obligations on
owners of environmentally damaged properties, and those obligations can be very costly. A CIRA may be held
responsible in an environmental claim, even though it may not have been directly involved in generating, disposing
of, or transporting hazardous materials. In addition, CIRAs may use and dispose of regulated substances, such as
paint solvents, fertilizers, or pesticides. The following are common types of environmental concerns that a CIRA
may incur—

¯ Underground Gasoline Storage Tanks. Large CIRAs that have marinas, maintenance facilities, numerous
vehicles, or gasoline-poweredgolf cartsmayhaveundergroundgasoline storage tanks. Those tanksneed
to be monitored for leaks in accordance with state, local, and federal regulations. If an underground
gasoline storage tank leaks, the EPA classifies the surrounding soil as hazardous waste material.
Remediation of the soil and replacement or repair of the leaking tank are very costly and only partially
covered in typical CIRA insurance policies.

¯ Underground Heating Oil Storage Tanks. Some CIRAs have individual underground heating oil storage
tanks that provide heating oil to individual units. Those tanks may also leak. In the court case, Ellenheath
Condominium Association, Inc. v. Pearlman, it was ruled that the individual condominium owner was
responsible for the cleanup and replacement of the leaking storage tank since the New Jersey
Condominium Act excludes improvements that are limited to one unit from the definition of common
elements.

¯ Lead-based Paint. CIRAs need to be aware of the regulations regarding the use and treatment of
lead-based paint.
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¯ Clean Air Regulations.Under the Clean Air Act, some condominiums with centrifugal chillers have tomeet
tough emissions and disposal standards.

¯ Federal Wetlands Laws. Those laws can restrict changes to the common areas of CIRAs located in coastal
areas.

¯ Regulated Substances.CIRAsmust comply with regulations regarding the use or disposal of a number of
products includingpaint solvents, fertilizers, andpesticides. Those laws relate to variousmatters, including
the types of containers the wastes are stored in, as well as the land and structures surrounding the
containers.

A CIRA may also have environmental issues related to mold, mildew and other toxic chemicals, as construction,
rehabilitation, and related property maintenance problems grow. Claims concerning problems with mold continue
to be a concern, as evidenced by an increasing number of lawsuits.

Federal Environmental Laws. Following are the laws that most environmental cleanup obligations are based on:

¯ Superfund Laws. The Comprehensive Environmental Response, Compensation, and Liability Act
(CERCLA) and the Superfund Amendments and Reauthorization Act established the Superfund, which is
used primarily to clean up facilities that are abandoned or inactive or whose owners are insolvent. The
Environmental Protection Agency (EPA) has the authority to order responsible parties to remediate
contaminated sites or to use Superfund money to remediate the sites and then seek reimbursement for
cleanup costs from potentially responsible parties (PRPs). There are four classes of PRPs:

¯¯ Current owners or operators of sites at which hazardous substances have been disposed of or
abandoned.

¯¯ Previous owners or operators of sites at the time of disposal of hazardous substances.

¯¯ Parties that arranged for disposal of hazardous substances found at the sites.

¯¯ Parties that transported hazardous substances to a site, having selected the site for treatment or
disposal.

¯ Resource Conservation and Recovery Act of 1976 (RCRA). RCRA provides for comprehensive regulation
of hazardouswastes fromorigination to final disposal. It imposes cleanupobligations on anyparty that has
“contributed to” the disposal of waste that is causing an imminent and substantial endangerment.

Authoritative Literature. The authoritative literature listed below provides the primary guidance on accounting for
environmental cleanup costs and liabilities:

¯ FASBASC450-20,Contingencies, providesgeneral guidanceonaccruing liabilities for losscontingencies.

¯ FASB ASC 410-20, Asset Retirement and Environmental Obligations, provides accounting and reporting
guidance for environmental remediation obligations arising from the normal operation of a long-lived asset
and that is associated with the retirement of that long-lived asset. (However, environmental remediation
costs andobligations that result fromother thannormaloperationof anasset are not coveredbyFASBASC
410-20 and may be subject to the provisions of FASB ASC 410-30.)

¯ FASB ASC 410-30 provides specific guidance for—

¯¯ Recognizing, measuring, and disclosing environmental remediation liabilities.

¯¯ Determining whether the cost of asbestos removal from buildings should be capitalized.

¯¯ Determining whether environmental cleanup costs should be capitalized.
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¯ FASB ASC 360-10-55 addresses whether future cash flows for environmental exit costs associated with a
long-lived asset should be included in the undiscounted expected future cash flows used to test property
for recoverability.

Capitalization of Environmental Cleanup Costs. Currently, FASB ASC 410-30-25-16 through 25-19 provides the
primary guidance on capitalization of environmental cleanup costs. Environmental cleanup costs should be
capitalized only if—

a. The costs are recoverable, and

b. At least one of the following conditions is met:

(1) The costs are incurred in preparing for sale property currently held for sale.

(2) The costs extend the life, increase the capacity, or improve the safety or efficiency of property. Also,
the costs must improve the condition of the property compared to its condition when originally built
(or bought, if later).

(3) The costs mitigate or prevent environmental contamination that has not yet occurred but might
otherwise result from future operations or activities. Also, the costs must improve the condition of the
property compared to its condition when originally built (or bought, if later).

Since condominium associations and time-share associations generally do not own real common property, those
associations have no capitalized real property on their books. Thus, if environmental cleanup costs are incurred by
those associations, best practices indicate they would be expensed rather than capitalized.

Capitalization of Asbestos Removal Costs. Costs incurred to treat or remove asbestos may be capitalized
regardless of whether a building was acquired with a known asbestos problem or the problem was discovered in
an existing building.

Accruing Environmental Remediation Liabilities

It can be challenging to account for environmental remediation liabilities. First, it is difficult to determine when a
liability has been incurred because it often cannot be easily associated with a single event. Second, the amount of
the liability is often difficult to reasonably estimate until long after the problem has been identified. FASB ASC
410-30 provides specific guidance for recognizing, measuring, and disclosing liabilities for legally required environ-
mental remediation. In summary, the guidance provides that environmental remediation liabilities should—

¯ Be accrued on a site-by-site basis when the criteria of FASB ASC 450-20-25-2 are met, using the
benchmarks beginning at FASB ASC 410-30-25-15 for determining when those criteria are met.

¯ Include incremental direct costs, as well as compensation and benefit costs for employees who devote
significant time to remediation activities.

¯ Include costs for the CIRA’s specific share of the liability for the site, as well as the CIRA’s share of costs
that will not be paid by the government or other PRPs.

¯ Be estimated based on enacted laws and regulations.

¯ Be estimated based on expected improvements in remediation technology.

¯ Be based on the CIRA’s estimated costs to perform all phases of the remediation activities when they are
expected to be performed.

¯ Consider discounting when appropriate.

Refundable Security Deposits

Many associations maintain refundable security deposits on their books for deposits received from their members.
Architectural deposits may be required by some associations to ensure that the homeowner complies with the
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architectural and/or landscaping requirements in the CC&Rs. Those deposits can be significant in amount (often in
the range of $5,000–$50,000) and are only returned to the homeowner once the compliance issue is completed.
Other less significant security deposits are commonly required for keys, clubhouse rentals, recreational activities,
commercial leases, etc. Accounting for refundable security deposits seems simple and straightforward. The
member makes a deposit, the CIRA receives the deposit and records a liability on their general ledger, the member
returns the key (or performs other actions required), the CIRA then refunds the member’s deposit and the liability
is eliminated from the books. Unfortunately, many associations have amounts recorded in their general ledger that
are not supported by detail listings for the less significant refundable security deposits, or if detail exists, the
association has lost track of the member. When either a member fails to request the refund, or the association fails
to properly account for the deposit refund, the amount left on the general ledger becomes unclaimed property.

Many states have escheat rules that govern unclaimed property. Auditors need to be informed about the laws
applicable to these deposits to help assess the proper accounting for them and to provide advice to their CIRA
clients. In many states, such as California and Nevada, unclaimed property reverts to the state. In such states,
unclaimed property auditors are allowed to estimate unclaimed property if sufficient records do not exist. Accord-
ingly, while the CIRAmay be inclined to write off deposits to income, such an action runs the risk of actually creating
a larger liability to the state if the action is discovered, as there are often substantial penalties for failure to comply
with escheat laws.

CIRA management needs to ensure they have adequate accounting procedures for refundable security deposits
andmake every possible attempt to locate members and formermembers to refund the deposits. In order to further
protect itself from state escheat laws, some associations have revised their rules over security deposits to indicate
that deposits automatically become forfeited to the association if certain administrative procedures are not com-
pleted by the member (such as the member requesting the return of the deposit and providing a current address).
Associations may find it beneficial to contact their attorney to determine whether they may make such revisions in
the association’s rules over security deposits.

Other Liabilities

Other liabilities that CIRAs may report in their financial statements include the following:

¯ Assessments received in advance.

¯ Trade accounts payable.

¯ Retainages payable for contracts for major repairs and replacements.

¯ Wages payable and related payroll taxes.

¯ Sales taxes from commercial activities.

¯ Bed or tenant occupancy taxes (for time-share developments).

¯ Income taxes payable.

Accounting for income taxes in financial statements is discussed in later in this lesson. Accounting for other
liabilities is similar to that of commercial businesses. A discussion of that topic is beyond the scope of this course.

MEMBERS’ EQUITY

Contributed Capital

The concept of contributed capital for CIRAs is similar to that for commercial businesses and represents amounts
contributed by owners from sources other than assessments. Accordingly, best practices indicate that the following
transactions would be reported as contributed capital for financial reporting purposes:

¯ Property and equipment transferred from the developer or sponsor to the CIRA. (For cooperatives, the
amount credited to contributed capital generally is the excess of the fair value of the property and
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equipment for financial statement reporting, less the mortgage assumed and the amount allocated to
common stock.)

¯ Funds contributed to the initial start-up of the CIRA, such as funds contributed by the developer to
replacement fundsor to theCIRA’s initialworkingcapital upon transferof thecommonproperty to theCIRA.

¯ Initial contributions required by newmembers upon purchase of units to provide the CIRA with additional
working capital (typically equal to one or two months’ assessment).

¯ Property purchased by members with social or other funds and donated to the CIRA.

Tax rules allow CIRAs to treat the following additional amounts as contributions of capital for tax purposes in certain
circumstances:

¯ Assessments for specific capital improvements or the replacement of personal property.

¯ Litigation proceeds from developers for warranty claims.

¯ Assessments received from cooperative tenant-shareholders representing amortization of mortgage
principal.

However, the preceding items do not meet the definition of contributed capital for financial statements prepared in
conformity with GAAP. Accordingly, they should be reported as revenue in the financial statements.

Similarly, contributed capital would not be increased for financial reporting purposes when the replacement fund
purchases assets that are capitalized in the operating fund.

Distributions of Capital

The principal items that decrease contributed capital for financial reporting arise from refunds of either (a) excess
special assessments as discussed later in this lesson or (b) the excess of member assessments over the CIRA’s
expenses as discussed previously. In addition, cooperatives that qualify under subchapter T of the Internal Rev-
enue Code are permitted to refund amounts collected from members in the form of patronage dividends, which
also would be reported as a distribution of capital for financial reporting purposes.

Common Stock

When cooperative housing corporations are formed as stock corporations, shares of stock are sold to tenant-share-
holders, and a proprietary lease that is appurtenant to the shares sets forth the tenant’s rights to the exclusive use
of a specific unit within the cooperative. To qualify as a cooperative housing corporation for tax purposes, among
other requirements, cooperatives may issue only one class of stock. Disclosures regarding common stock are the
same as those for commercial businesses. Thus, the cooperative’s financial statements should disclose the title of
the stock issue (for example, common stock or capital stock), the par or stated value, and the number of shares
authorized and issued. Normally, those disclosures are provided on the face of the balance sheet.

FASB ASC 505-10-50-3 through 50-5 and 505-10-50-11 require all entities that issue securities to make certain
disclosures about their capital structure. The guidance defines securities as “the evidence of debt or ownership or
a related right” and, thus, would apply to stock cooperatives and time-share cooperatives since they issue
securities (stock) to tenant-shareholders. Although it is unclear whether nonstock cooperatives must comply with
these disclosure requirements, this course recommends that they also include the required disclosures in their
financial statements because membership certificates are accompanied by certain membership rights that are
similar to the rights conferred through ownership. FASB ASC 505-10-50-3 through 50-5 and 505-10-50-11 do not
seem to apply to condominium associations, homeowners’ associations, or other types of time-share associations
because their members do not have “evidence of ownership” of those entities.

The disclosures required that are most likely to apply are as follows:

¯ Number of shares issued during the most recent annual period.
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¯ Participation rights, defined as contractual rights of tenant-shareholders to receive dividends or returns
from the cooperative. (Participation rights would include the right to patronage dividends.)

¯ Unusual voting rights.

INCOME TAXES

Accounting for Income Taxes

Similar to commercial businesses, income taxes for financial reporting are based on amounts shown in the CIRA’s
financial statements. Deferred taxes should be provided if transactions are included in the determination of
accounting income in one period and in taxable income in a different period. Deferred taxes generally are not as
complex for CIRAs as they are for commercial businesses, however, because, in most respects, accounting for
financial and tax purposes is the same or is attributed to permanent differences. Nevertheless, if differences exist
between accounting and taxable income, deferred taxes should be recorded in conformity with FASB ASC 740,
Income Taxes.

FASB ASC 740-10 requires that computations of both current and deferred income tax assets and liabilities only
consider tax positions that are more likely than not to be sustained if the taxing authority examined the positions.
More likely than not in this context means that there is greater than a 50% chance.

A tax position represents a position taken in a previously filed return or expected to be taken in a future return that
is reflected in current or deferred income tax assets and liabilities. A tax position also includes an allocation or shift
of income between jurisdictions or a decision not to file a return. As a result of a tax position, taxes payable might
be permanently reduced, a current payable may be deferred to a future year, or the realizability of a deferred tax
asset may be changed. Examples of tax positions that might be taken by CIRAs include the following:

¯ Deciding whether to file Form 1120 or Form 1120-H.

¯ Deciding whether a transaction or other position is tax-exempt or tax-deferred, such as:

¯¯ Member assessments in excessof expenses that are refunded tomembersor that are applied against
the following year’s assessments.

¯¯ Special assessments that are accounted for as contributions of capital.

¯¯ Sales of common property, which may result in capital gains or a return of capital.

¯¯ Developer settlements that are accounted for as recovery of capital.

¯ Decidingonanallocationof incomeandexpensesbetweenmember andnonmember activities (or exempt
function and nonexempt function activities).

¯ Deciding whether to capitalize expenditures for real or personal property acquired in connection with
membership or nonmembership activities.

¯ Deciding whether assessments for major repairs and replacements are classified as capital contributions.

FASB ASC 740 requires a two-step approach to recognizing tax benefits: (a) determining whether a tax benefit
should be recognized and (b) determining how to measure the tax benefit that is recognized. Determining whether
a tax benefit should be recognized depends on whether the benefit is, or will be, derived from a tax position that
meets the more-likely-than-not criterion. A tax benefit should only be recognized if the tax position meets that
criterion. Thus, a CIRA assesses the likelihood that a tax position would be sustained by assuming that the taxing
authority will examine the return in which the position is, or will be, taken, and that the taxing authority will examine
the position. To emphasize the importance of that provision, the tax audit rate according to IRS statistics is less than
1% for CIRAs. Yet, in recognizing and measuring tax benefits, CIRAs cannot consider the possibility that a return
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may not be examined or that, even if a return is examined, the position may not be examined. According to FASB
ASC 740-10-30-7, the recognized tax benefit is measured as the largest amount of tax benefit that is greater than
50% likely of being realized after an assumed examination by a taxing authority with complete knowledge of all
relevant information related to the tax position. The largest amount of tax benefit should be determined using facts
and circumstances available and consider likely outcomes.

The likelihood that a tax position will be accepted by a taxing authority can be evaluated qualitatively or quantita-
tively. For example, a qualitative assessment could be based on the CIRA’s experience with comparable situations
or based on the CIRA’s understanding of the recent trend of rulings by the taxing authority. A quantitative assess-
ment could be based on different probability scenarios and recognizing the largest benefit that has greater than a
50% chance of being sustained. Depending on the facts and circumstances, assessing the likelihood that a tax
position will be sustained may be relatively straightforward because the CIRA is only required to consider whether
there is greater than a 50% chance the position will be sustained.

Current Income Taxes

Calculating the Current Tax Provision. To illustrate the calculation of current tax provisions, assume that a CIRA’s
members were assessed for both operations and future major repairs and replacements. The assessments for
major repairs and replacements were assessed only for items of a capital nature and did not include any amounts
for items of a noncapital nature, such as painting. Thus, the CIRA developed a tax position that the assessments for
future major repairs and replacements were contributions to capital for tax purposes and were, therefore, nontax-
able. If the CIRA believes there is greater than a 50% chance that, upon examination, the tax position for treating the
assessments for future major repairs and replacements as contributions to capital would be sustained and that
there is greater than a 50% chance the entire amount of the assessments would be nontaxable, the CIRA would not
recognize a current tax liability associated with those assessments.

On the other hand, assume that the CIRA did not hold the assessments for future major repairs and replacements
in bank accounts separate from the operating portion of the member assessments. Furthermore, even though the
CIRA was setting aside funds for future major repairs and replacements, it had not conducted replacement fund
reserve studies. Therefore, the CIRA believed there was some risk that, upon examination by taxing authorities, a
portion of the assessments for major repairs and replacements may be considered by the taxing authorities to be
noncapital for tax purposes. If the CIRA believes there is no greater than a 50% chance that the tax position would
be sustained, the CIRA would be prohibited from recognizing any tax benefit. Instead, the CIRA’s current income
tax provision would be calculated assuming that the total assessments for major repairs and replacements would
be taxable. If the CIRA believes the taxing authority would consider only part of the assessments for future major
repairs and replacements as contributions to capital (or if the CIRA believes it would likely settle with the taxing
authority by agreeing that only a portion of the assessments were capital contributions), the CIRA would recognize
a tax benefit for only that portion that it believes ultimately will be accepted. That determination can be made
qualitatively or quantitatively.

Thus, the CIRA would treat the assessments for future repairs and replacements as capital contributions in
preparing the current year’s tax return and, as such, they would not be taxable. For financial statement purposes,
the CIRA would recognize the tax benefit of treating the assessments as capital contributions (in other words, the
CIRA would treat assessments the same in both the financial statements and the tax returns) if the CIRA believes
there is a greater than 50% chance that the tax position would be sustained upon examination. However, if the CIRA
believes that assessments did not meet the greater than 50% threshold, it would recognize the related tax benefit
only to the extent that it believes the greater than 50% threshold is met. The tax benefit related to the amount that
did not meet the greater than 50% threshold would be accrued as a liability. FASB ASC 740-10-25-16 describes the
liability as the entity’s potential future obligation to the taxing authority for a tax position that was not recognized
under its requirements. The liability can be viewed as the CIRA’s obligation to return the realized tax benefit to the
taxing authority in the event that it disallows the tax position. Therefore, the liability would be the estimated
additional tax that would be assessed if the tax position is disallowed.

The liability can also be viewed as a deferral of the tax benefit that was realized by not recognizing income in the
current-year return. As such, the deferral is not a deferred tax liability, but a deferral of a current tax benefit.
Recognition of the realized tax benefit in the statement of revenues and expenses is being deferred until the
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uncertainty is eliminated or reduced to less than 50%. If the CIRA presents a classified balance sheet, the liability
should be classified based on whether settlement is anticipated within one year. The liability for unrecognized tax
benefits should not be included with deferred tax liabilities or offset against deferred tax assets.

Consistent with the deferral notion, the liability for the unrecognized tax benefit would be written off, or derecog-
nized, in the first period in which one of the following conditions is met:

¯ New information, such as additional authoritative support, causes the CIRA to change its assessment of
the likelihood the position would be sustained to more likely than not.

¯ The tax matter is ultimately settled; that is, the taxing authority examines the position and (a) does not
accept it and the CIRA pays the additional tax assessed, or (b) accepts the position.

¯ The statute of limitations for the taxing authority to examine the position expires.

Conversely, a tax position should be derecognized in the period in which it not longer meets themore likely than not
criterion. A valuation allowance cannot be used as a replacement for derecognition.

The effect of accounting for uncertain tax positions on deferred income taxes is discussed later in this lesson

Interest and Penalties. If interest would be paid on any tax underpayment that might result from a tax position, the
interest would be accrued starting in the first period it would begin accruing under the tax law. The amount that
would be recognized is computed by multiplying the applicable interest rate times the difference between the
recognized tax benefit and the position taken or expected to be taken in the tax return. Similarly, if a position not
sustained would result in a penalty being assessed, an expense for the statutory amount of the penalty would be
recognized in the period in which the CIRA claims or expects to claim the tax position. If a change in judgment
occurs, including a change in determining whether the position meets the more-likely-than-not threshold, that
affects the amount of interest or penalty that would be recognized, the amount should be adjusted in the period in
which the change occurs.

Accounting for Uncertain Tax Positions. When GAAP for uncertain tax positions was issued, much was written
about the drastic effect it would have on financial statements. However, the guidance seems to have had limited
effect on the income tax provisions of small and midsize nonpublic entities, including CIRAs. Typically, CIRAs
engage the same accountants to audit their financial statements, prepare their tax returns, and assist with tax
planning. Ordinarily, accountants believe the tax positions they recommend and the tax positions they accept in
signing the tax returns have greater than a 50% chance of being sustained upon examination by taxing authorities
because neither the accountants nor the CIRAs ordinarily are willing to accept greater risk.

As an additional observation, accounting standards for uncertain tax positions need not be applied to immaterial
items. Thus, best practices indicate the following:

¯ A tax position that does not meet the more-likely-than-not criterion but does not yield a tax benefit that is
material to the financial statements need not be subjected to the accounting requirements for uncertain tax
requirements.

¯ A tax position that does not meet the more-likely-than-not criterion and yields a benefit that is material to
the financial statements will often have been developed after discussion between the CIRA and the
accountant and, thus, can be readily identified.

Deferred Income Taxes

Deferred income taxes represent the tax effects of the difference between income taxes reported in the financial
statements and the tax return that results from temporary differences (that is, differences between the basis of
assets and liabilities for financial and tax purposes). However, deferred income taxes are not recorded for perma-
nent differences. Permanent differences are differences between income for financial and tax purposes that exist
because statutory provisionsmake specified revenues exempt from taxation or specified expenses not allowable in
determining taxable income.
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Types of Temporary Differences. FASB ASC 740-10 distinguishes between two types of temporary differ-
ences—taxable and deductible:

¯ A taxable difference leads to the recognition of a deferred tax liability. Taxable differences generally
represent expenses that have been deducted in the tax returns but will be expensed in future financial
statements. They also may represent income recognized in the financial statements that will be taxable in
future tax returns. For example, if accelerated depreciation methods are used for tax purposes, the basis
of equipment for financial reporting will exceed its tax basis during the first portion of the life of the
equipment. If the equipment is sold during that period, any gain on the sale will be higher for tax reporting
than for financial reporting. Therefore, adeferred tax liability exists for theexcess future taxable incomeover
future financial statement income.

¯ A deductible difference leads to the recognition of a deferred tax asset. Deductible differences generally
represent expenses that have been recognized in the financial statements but will be deducted in future
tax returns. For example, if an allowance for doubtful accounts is established for financial statement
purposes, the tax basis of accounts receivable will exceed the basis for financial reporting. Consequently,
future tax deductions for bad debts will exceed future expense for financial reporting, and a deferred tax
asset for future tax deductions exists.

The distinction between taxable and deductible temporary differences is important because deferred tax assets
and liabilities must be calculated separately.

Calculating Deferred Taxes. The basic calculation of the total income tax provision and the deferred tax liability or
asset for a CIRA consists of the following steps:

a. Compute the current provision, i.e., taxes based on taxable income reported in the tax return for the year.

b. Identify temporary differences that relate to nonexempt or nonmembership income.

c. Identify operating loss carryforwards that arise from nonmembership losses and tax credit carryforwards.

d. Aggregate the taxable temporary differences separately from the deductible temporary differences.

e. Compute the deferred tax liability by multiplying total taxable temporary differences by the applicable tax
rate.

f. Compute the deferred tax asset by multiplying total deductible temporary differences and the operating
loss carryforwards by the applicable tax rate.

g. Add tax credit carryforwards to the amount calculated in Step f. to obtain the total deferred tax asset.

h. Evaluate the deferred tax asset calculated in Step g. to determine if a valuation allowance is needed. (A
valuation allowance is needed for the portion of the deferred tax asset that has less than a 50% chance of
being realized.)

i. Determine the net change in the deferred tax liability or asset, including the valuation allowance, by
subtracting the net deferred tax liability or asset at the beginning of the period from the total of the amounts
calculated in Step e. and Step h. That amount is the deferred tax provision or benefit.

j. Add thedeferred tax provisionor benefit to the current tax provision to obtain the total income taxprovision.

Tax Rates. FASB ASC 740-10-30-8 through 30-12 requires that deferred taxes be determined based on the enacted
tax rates that are expected to be in effect in the period when basis differences will reverse. The word enactedmeans
that future changes in the tax law are not anticipated. Tax rates for the current year would be used if no changes
have been enacted for future years, and any changes in tax rates are recognized in the period that they become
known. FASB ASC 740-10-30-9 requires that a flat tax rate (generally 34% for CIRAs that file Form 1120) be used
unless graduated rates are a significant factor. In those cases, the rate used is the average tax rate that would apply
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to the estimated average annual taxable income during the period the temporary differences are expected to
reverse. Graduated tax rates would often be significant for CIRAs that file Form 1120; therefore, they would use an
average tax rate to calculate deferred taxes. On the other hand, graduated taxes are never a factor for CIRAs that
file Form 1120-H, and deferred taxes would be calculated using a flat rate of 30% for condominium and homeown-
ers’ associations and 32% for timeshare associations.

How Uncertain Tax Positions Affect the Deferred Tax Provision. Assume that a CIRA recognizes a liability for an
expense it incurred during the year related to its nonmembership activities. While the CIRA is certain the expense
is not deductible in the year it is incurred, it develops a tax position for deducting the expense when it is paid. Under
FASB ASC 740, whether recognizing the liability for financial statement reporting creates a deductible difference
depends on whether the tax position for deducting payment of the liability meets the more-likely-than-not criterion.

¯ If the tax position meets the more-likely-than-not criterion and there is greater than a 50% chance that the
full amount of the deduction would be allowed, the tax basis of the liability is zero.

¯ If the tax position does not meet the more-likely-than-not criterion, the tax basis of the liability is the same
as its carrying amount for financial statement reporting. That is because the tax benefit of the future
deduction cannot be considered because the deduction is based on a tax position that does not meet the
more-likely-than-not criterion. Since there is no difference in basis, there is no temporary difference, and
a deferred tax benefit cannot be recognized for the expense.

¯ If the tax position meets the more-likely-than-not criterion, but there is greater than a 50% chance that less
than the full amount of the deduction would be allowed upon examination, the tax basis of the liability is
its carrying amount for financial statement reporting less the amount of the future deduction that is more
than 50% likely to be allowed. Therefore, there is a deductible difference equal to the future deduction from
payment of the liability for which a tax benefit can be recognized.

When Should CIRAs Provide for Deferred Income Taxes? CIRAs (except for cooperatives taxed under IRC
Section 1381) generally are taxed under either IRC Section 528 or 277 of the Internal Revenue Code. The objective
of both sections is to tax the CIRA on the excess of revenues over expenses derived from sources unrelated to its
function as a CIRA or on income received from nonmembers. (There are subtle differences between the two
concepts.) Since a significant portion of a CIRA’s income may be exempt from taxation, in many cases deferred
taxes will not be material and need not be recorded.

Under IRC Section 528, deferred taxes should not be provided for any temporary differences related to the CIRA’s
exempt function income since it is not subject to tax. Deferred taxes should be provided, however, if temporary
differences relate to the CIRA’s nonexempt function income and the deferred taxes would bematerial. For example,
gains and losses on sales of marketable securities are nonexempt function income, and any unrealized gains and
losses would result in temporary differences. In many cases, however, the temporary differences would not be
material. Generally, material temporary differences would bemost likely to arise if the CIRA has significant commer-
cial operations.

Under IRC Section 277, it is believed that deferred taxes generally should not be provided for any temporary
differences related to membership income or membership loss. Thus, they believe that providing the CIRA com-
plied with the provisions of Revenue Ruling 70-604, the assessments in excess of actual expenses that the
members elect to apply against next year’s assessments under the Revenue Ruling are considered as permanent
differences because tax rules effectively exempt CIRAs from tax on net membership income. FASB ASC
740-10-05-9 and 740-10-25-30 state that deferred tax assets and liabilities should not be recognized for temporary
differences that will not result in taxable or deductible amounts in future years. In other words, if the tax law provides
a means to recover and settle assets and liabilities tax-free and the CIRA expects that it will ultimately use that
method, deferred taxes are not required.

Best practices indicate interpreting Revenue Ruling 70-604 as allowing only a one-year carryover of excess
membership income. If a CIRA has excess membership income in the year following a 70-604 election, it is a best
practice for the CIRA to either (a) amend its prior-year tax return and pay tax on the previous year’s excess
membership income or (b) treat the remaining carryover as current year income. In those circumstances, the
income taxes would be recorded as current income taxes.
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Similar to CIRAs that are taxed under IRC Section 528, deferred taxes for IRC Section 277 CIRAs generally should
be provided only for temporary differences related to the CIRA’s nonmembership income. Furthermore, since net
nonmembership income is taxable, it is a best practice for CIRAs to provide deferred tax assets for net operating
loss carryforwards that arise from nonmembership losses. The deferred tax asset should be provided in the year
that the NOL occurs and would be reduced by a valuation allowance if it is more likely than not that all or a portion
of the asset will not be realized. Generally, material temporary differences would be most likely to arise if the CIRA
has significant commercial operations. Under FASB ASC 740, a deferred tax asset can only be recognized for a
carryforward if the future use of the carryforward is based on a tax position that meets the more-likely-than-not
criterion.

For cooperatives under IRC Section 1381 (subchapter T), it seems logical that deferred taxes generally should not
be provided for the excess of patronage income over patronage expenses that is refunded as patronage dividends.
Those amounts are considered permanent differences, using the rationale discussed above. However, deferred tax
assets should be provided for any temporary differences caused by the carryforward of patronage and nonpatron-
age net operating losses under IRC Section 172.

Examples of Temporary and Permanent Differences. Exhibit 2-8 lists temporary differences and permanent
differences that CIRAs are most likely to encounter.

Exhibit 2-8

Common Permanent and Temporary Differences for CIRAsa

PERMANENT DIFFERENCES

Amounts recognized as revenue for financial reporting and as contributions of capital for tax reporting, such
as special assessments for specific capital improvements or the replacement of personal property and
litigation proceeds from developers for warranty claims.

For IRC Section 277 CIRAs, assessments in excess of actual expenses that the members elect to apply
against the next year’s assessments.

For IRC Section 1381 (subchapter T) cooperatives, any excess of patronage income over patronage
expenses that is refunded as patronage dividends.

TEMPORARY DIFFERENCES THAT RELATE TO NONEXEMPT OR NONMEMBERSHIP INCOME

Marketable Securities

Unrealized gains and losses that are not deductible for tax purposes

Accounts Receivable

Recording allowances for uncollectible receivables for financial reporting and using the specific
charge-off method for tax purposes

Common Property

Property transferred by the developer or sponsor with different bases for financial and tax purposes

Using different depreciation methods or periods for financial and tax purposes

Leases

Leases that are capitalized for financial reporting and expensed for tax purposes

Leases that are capitalized for financial and tax purposes but have different amortization periods

Operating lease payments that are expensed on the straight-line basis for financial reporting and are
deducted as incurred for tax purposes
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Note:

a The examples of permanent and temporary differences in this exhibit assume that the tax positions underlying
the differences meet the “more likely than not” criterion in FASB ASC 740.

* * *

Reporting Income Taxes in Financial Statements

If a CIRA presents its financial statements using fund accounting, income taxes generally are allocated between
funds to the extent that they relate to those funds, if material.

FASB ASC 740-10-45-25 states that interest related to income taxes may be classified as either income taxes or
interest expense, and penalties may be classified either as income taxes or as another expense. The classification
is an accounting policy decision, which is required to be disclosed in the notes to the financial statements. (As a
practical matter, however, that disclosure is required only if penalties and interest assessed by taxing authorities are
material.) FASB ASC 972-605-45-2 requires the allocation of interest income to funds based upon which fund earns
the interest, unless the CIRA has a specific policy to treat the income differently. Therefore, a CIRA may also
establish a policy to treat all income taxes as a liability/expense of one fund rather than allocating the taxes based
upon where taxable income is earned. In the absence of specific written policy, the accountant may look to the
CIRA’s budget and reserve study for indication of a CIRA’s policy.

As noted in FASB ASC 972-740-45-1 CIRAs usually present income taxes in the same manner as other operating
expenses. It generally is not meaningful to present income taxes as a separate caption after “Excess (deficiency) of
revenues over expenses before income taxes” because revenues related to member activities often are exempt
from taxation, and, thus, income taxes generally are not related to the excess of revenues over expenses.

Disclosures

FASB ASC 740-10-50 requires certain disclosures about current and deferred income taxes. FASB ASC 220-10,
Comprehensive Income, requires disclosure of the income tax expense or benefit allocated to each component of
other comprehensive income.

In addition, FASB ASC 740-10-50-15 requires certain disclosures, including the following:

a. The amounts of interest and penalties recognized in the statement of revenues and expenses and in the
balance sheet, if those amounts are material. The amounts may be disclosed in the notes to the financial
statements. Alternatively, theymay be disclosed by presenting them as separate line items in the financial
statementsorbyparenthetical notation.For example, the financial statementscoulddisclosepenalties that
are included with miscellaneous expenses as follows:

Other expenses (including income tax penalties of $X,XXX)

b. If the CIRA has unrecognized tax benefits—

(1) Disclosure of tax positions for which it is reasonably possible that the total amount of unrecognized
taxbenefitswill significantly increaseordecreasewith12monthsof the reportingdate,noting foreach:

¯ The nature of the uncertainty.

¯ The nature of the event that could occur in the next twelvemonths that would cause the change.

¯ An estimate of the range of the reasonably possible change or a statement that an estimate of
the range cannot be made.
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Reasonably possible is defined in FASB ASC 450,Contingencies, as more than remote but less than
likely. For example, a note to the financial statements might state:

Due to resolution of federal income tax issues concerning (describe the nature of
the uncertain tax positions), it is reasonably possible that the Association’s liability
for unrecognized tax benefits could increase within the next 12 months by approxi-
mately $XX,XXX to $XX,XXX.

or

Due to the expiration of the statute of limitations for the 20XX tax year, it is reason-
ably possible that the Association’s liability for unrecognized tax benefits related to
(describe the nature of the uncertainties), could decrease by a range of $XX,XXX to
$XX,XXX.

(2) The taxyears that remainsubject toexaminationbymajor tax jurisdictions.Thedisclosuremay include
only the earliest open year for each tax jurisdiction. For example, a note to the financial statements
might state:

The Association’s federal income tax returns for years before 2008 are no longer
subject to examination by the Internal Revenue Service.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

22. The Cove at Mermaid Quay plans to upgrade and renovate all the common property to address security
concerns and try to draw new tenants. The CIRA decides to obtain a loan from a financial institution to pay for
the work. Which of the following is true about loan terms and covenants for CIRAs?

a. The bank might require The Cove to open an account and maintain their deposits at the bank as part of
the lending agreement.

b. The loan taken out by The Cove will be a set length, as financial institutions only give one term length for
CIRAs.

c. The bank will require The Cove to make at least a 50% down payment.

d. Most loans extended to a CIRA have a penalty for prepayment of the loan.

23. The Welcome Acres HOA found asbestos in their clubhouse, and they are trying to determine if they should
capitalize the removal of theasbestos.Whichof the followingsourcesofguidancewouldprovide thenecessary
information to the HOA?

a. FASB ASC 360-10-55.

b. FASB ASC 410-20.

c. FASB ASC 410-30.

d. FASB ASC 450-20.

24. Which of the following can be treated as contributions of capital for tax purposes only for a CIRA?

a. Initial contributions from new members of the CIRA when purchasing a unit.

b. Litigation proceeds received from developers related to warranty claims.

c. A donation to the CIRA of property that was purchased by a member with social funds.

d. Property that is given to the CIRA by the developer.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

22. The Cove at Mermaid Quay plans to upgrade and renovate all the common property to address security
concerns and try to draw new tenants. The CIRA decides to obtain a loan from a financial institution to pay for
the work. Which of the following is true about loan terms and covenants for CIRAs? (Page 259)

a. The bankmight require TheCove to open an account andmaintain their deposits at the bank as part
of the lending agreement. [This answer is correct. Financial institutions that make loans to CIRAs
often require the CIRA to maintain all of their deposits or a portion of them with the lending bank.]

b. The loan taken out by The Cove will be a set length, as financial institutions only give one term length for
CIRAs. [This answer is incorrect. The length of an association loan is typically related to the purpose for
which the financing is sought. Amortization periods typically are no longer than ten years, but sometimes
longer terms may be possible depending on the size of the loan and the capital improvement project.]

c. The bank will require The Cove to make at least a 50% down payment. [This answer is incorrect. It is not
uncommon for an association loan to finance 100%of the target project. Loan termsare somewhat flexible
as each CIRA presents unique circumstances. Generally, however, they are structured as a line of credit,
a term loan, or some combination of the two.]

d. Most loans extended to a CIRA have a penalty for prepayment of the loan. [This answer is incorrect. CIRA
loans generally do not have a prepayment penalty. The absence of a prepayment penalty allows the CIRA
to repay a portion of the loan, for example, annually, based on the collection of assessments that were
levied to repay the loan.]

23. The Welcome Acres HOA found asbestos in their clubhouse, and they are trying to determine if they should
capitalize the removal of theasbestos.Whichof the followingsourcesofguidancewouldprovide thenecessary
information to the HOA? (Page 262)

a. FASBASC360-10-55. [Thisanswer is incorrect. FASBASC360-10-55addresseswhether futurecash flows
for environmental exit costs associated with a long-lived asset should be included in the undiscounted
expected future cash flows used to test property for recoverability.]

b. FASB ASC 410-20. [This answer is incorrect. Accounting and reporting guidance for environmental
remediation obligations arising from the normal operation of a long-lived asset and that is associated with
the retirementof that long-livedasset isprovided inFASBASC410-20,AssetRetirement andEnvironmental
Obligations.]

c. FASB ASC 410-30. [This answer is correct. FASB ASC 410-30 provides specific guidance for
recognizing, measuring and disclosing environmental remediation liabilities, determining whether
the cost of asbestos removal from buildings should be capitalized, and determining whether
environmental cleanup costs should be capitalized.]

d. FASB ASC 450-20. [This answer is incorrect. General guidance on accruing liabilities for loss
contingencies is explained in FASB ASC 450-20, Contingencies.]

24. Which of the following can be treated as contributions of capital for tax purposes only for a CIRA? (Page 265)

a. Initial contributions fromnewmembersof theCIRAwhenpurchasingaunit. [This answer is incorrect. Initial
contributions required by new members upon purchase of units to provide the CIRA with additional
working capital would be reported as a contribution for financial reporting purposes.]

b. Litigation proceeds received from developers related to warranty claims. [This answer is correct.
Tax rules allow CIRAs to treat litigation proceeds from developers for warranty claims as
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contributions of capital for tax purposes. However it does not meet the definition of contributed
capital for financial statements prepared in conformity with GAAP and should be reported as
revenue in the financial statements.]

c. A donation to the CIRA of property that was purchased by a member with social funds. [This answer is
incorrect. For financial reportingpurposes, anyproperty purchasedbymemberswith social or other funds
and donated to the CIRA would be reported as contributed capital.]

d. Property that is given to the CIRA by the developer. [This answer is incorrect. Property and equipment
transferred from thedeveloperor sponsor to theCIRAwouldbe reportedascontributedcapital for financial
reporting purposes.]
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EXAMINATION FOR CPE CREDIT

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest
Realty Associations—Course 2—Common Interest Realty Associations and Applicable

Accounting Principles and Practices (HOATG172)

Testing Instructions

1. Following these instructions is an EXAMINATION FOR CPE CREDIT consisting of multiple choice questions.
Youmay print and use the EXAMINATION FORCPECREDIT ANSWERSHEET to complete the examination.
This course is designed so the participant reads the coursematerials, answers a series of self-study questions,
and evaluates progress by comparing answers to both the correct and incorrect answers and the reasons for
each. At the end of the course, the participant then answers the examination questions and records answers
to the examination questions on either the printed Examination for CPE Credit Answer Sheet or by logging
onto the Online Grading System. The Examination for CPE Credit Answer Sheet and Self-study Course
Evaluation Form for each course are located at the end of all course materials.

ONLINE GRADING. Log onto our Online Grading Center at cl.thomsonreuters.com/ogs to receive instant
CPEcredit. Click thepurchase link anda list of examswill appear. Search for an examusingwildcards. Payment
for the examof $89 is accepted over a secure site using your credit card.Once youpurchase an exam, youmay
take the exam three times. On the third unsuccessful attempt, the system will request another payment. Once
you successfully score 70% on an exam, you may print your completion certificate from the site. The site will
retain your exam completion history. If you lose your certificate, you may return to the site and reprint your
certificate.

PRINT GRADING. If you prefer, youmay email, mail, or fax your completed answer sheet, as described below
($89 for email or fax; $99 for regular mail). The answer sheets are found at the end of the course PDFs. Answer
sheetsmaybeprinted from thePDFs; they canalsobe scanned for email grading, if desired. The answer sheets
are identified with the course acronym. Please ensure you use the correct answer sheet. Indicate the best
answer to the exam questions by completely filling in the circle for the correct answer. The bubbled answer
should correspondwith the correct answer letter at the top of the circle’s columnandwith the question number.
You may submit your answer sheet for grading three times. After the third unsuccessful attempt, another
payment is required to continue.

Youmay submit your completedExamination for CPECredit Answer Sheet, Self-study CourseEvaluation,
and payment via one of the following methods:

¯ Email to: CPLGrading@thomsonreuters.com
¯ Fax to: (888) 286-9070
¯ Mail to:

Thomson Reuters
Tax & Accounting—Checkpoint Learning
HOATG172 Self-study CPE
36786 Treasury Center
Chicago, IL 60694-6700

Note: The answer sheet has four bubbles for each question. However, if there is an exam question with only
two or three valid answer choices, “Do not select this answer choice” will appear next to the invalid answer
choices on the examination.

2. If you change your answer, remove your previous mark completely. Any stray marks on the answer sheet may
be misinterpreted.

3. Each answer sheet sent for print grading must be accompanied by the appropriate payment ($89 for answer
sheets sent by email or fax; $99 for answer sheets sent by regular mail). Discounts apply for three or more
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courses submitted for grading at the same time by a single participant. If you complete three courses, the price
for grading all three is $254 (a 5% discount on all three courses). If you complete four courses, the price for
grading all four is $320 (a 10% discount on all four courses). Finally, if you complete five courses, the price for
grading all five is $378 (a 15% discount on all five courses). The 15% discount also applies if more than five
courses are submitted at the same time by the same participant. The $10 charge for sending answer sheets in
the regular mail is waived when a discount for multiple courses applies.

4. To receiveCPEcredit, completedanswer sheetsmustbepostmarkedor entered into theOnlineGradingCenter
by September 30, 2018. CPE credit will be given for examination scores of 70% or higher.

5. When using our print grading services, only the Examination for CPE Credit Answer Sheet should be
submitted. DO NOT SEND YOUR SELF-STUDY COURSE MATERIALS. Be sure to keep a completed copy
for your records.

6. Please direct any questions or comments to our Customer Service department at (800) 431-9025.
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EXAMINATION FOR CPE CREDIT

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty
Associations—Course 2—Common Interest Realty Associations and Applicable Accounting

Principles and Practices (HOATG172)

Determine the best answer for each question below. Then mark your answer choice on the Examination for CPE
Credit Answer Sheet. The answer sheet can be printed out from the back of this PDF or accessed by logging onto
the Online Grading System.

1. Which of the following is not a primary function of all CIRAs?

a. Serving as a tax shelter.

b. Serving as a business.

c. Serving as a governance structure.

d. Serving as a community.

2. Associations that provide nonresidential facilities describe which type of common interest ownership
development?

a. Condominium trusts.

b. Master associations.

c. Commercial associations.

d. Cohousing communities.

3. CIRA’s formed as cooperatives are required to file which income tax form?

a. Form 1120.

b. Form 1120-C.

c. Form 1120-H.

d. Form 990.

4. Cooperatives generally derive their authority from which of the following?

a. Federal laws.

b. State laws.

c. Local government entities.

d. Articles of incorporation.
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5. Which of the following is accurate regarding the regulatory environment of CIRAs?

a. The CIRA industry is largely regulated at the state level.

b. Federal laws regulate the creation of CIRAs.

c. Few states have enacted statutes regulating condominium developments.

d. The Americans with Disabilities Act of 1990 does not apply to CIRAs.

6. Which of the following is an economic pressure driving developers to use CIRAs to reduce housing costs?

a. The desire for an increased level of security by gated communities.

b. An increased desire for leisure time by an aging population.

c. Lack of government provided infrastructure such as streets and sewers.

d. The scarcity of land and land use restrictions.

7. Which of the following is correct regarding income taxes for CIRAs?

a. Taxes services for CIRAs are usually performed by the CIRA board members.

b. CIRAs are generally taxed as corporations.

c. HOAs are tax exempt and are not required to file a tax return.

d. Cooperative associations are required to file an information return on Form 990.

8. Mary accepted an engagement to perform a replacement fund study for a CIRA. She is charged with
determining the amount to be assessed to the members for future repairs and replacements. She will do this
by conducting both a component study and a funding study. Which of the following tasks would Mary perform
as part of the funding study?

a. Provide alternative funding models.

b. Inventory the common property.

c. Estimate remaining life.

d. Estimate replacement cost.

9. What word do auditing standards use to indicate a presumptively mandatory requirement?

a. Required.

b. Essential.

c. Must.

d. Should.
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10. TheWaterfordHomeowner’sAssociation is followingguidance that conforms to industrypractice thatoccurred
beforeMarch 1992, but it is affected by an underlying pronouncement that become effective after March 1992.
Which of the following is true?

a. Waterford HOA is grandfathered and does not have to change their accounting practices.

b. Waterford HOA is not affected by the FASB Codification in their accounting practices.

c. Waterford HOA should follow the guidance in the FASB Codification.

d. Waterford HOA only has to follow nonauthoritative guidance since they are a CIRA.

11. Which of the following is considered the most influential source of nonauthoritative guidance for CIRAs?

a. FASB Concepts Statements.

b. Accounting textbooks.

c. AICPA Issues Papers.

d. AICPA Common Interest Realty Association Wiki.

12. The CIRA for Liberty Townhomes uses fund accounting. How should the balance sheet represent cash on its
financial statements?

a. Group cash equivalents and investments for all funds.

b. Subtotal cash and cash equivalents.

c. Total cash, cash equivalents, and investments in one account.

d. Separate cash and cash equivalents.

13. Which of the following would be classified as cash equivalents per FASB ASC 230-10-20?

a. Demand deposits.

b. Money market accounts.

c. Commercial paper.

d. Certificates of deposit.

14. Which of the following funds should be recorded in the CIRA’s financial statements?

a. Waterford Park Estates holds an annual July 4th picnic at the neighborhood park. The HOA collects $15
from each family to pay for the fireworks show.

b. The CIRA of Chaucer Estates organizes a Christmas party at the neighborhood clubhouse. Tickets to the
event are $50 per couple.

c. The Branch Townhomes is attending a local major league ballgame together. TheCIRA is collecting all the
funds to purchase the tickets as a group.

d. LakesideCondominiums requireshomeowners toplaceadepositwith theCIRA to receive thekeys to their
unit.
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15. Which of the following is an equity security into which a CIRA can invest its funds?

a. U.S. government agency securities.

b. Common stock.

c. U.S. Treasury securities.

d. Municipal securities.

16. Securities can be categorized in three ways: held to maturity, trading, and available for sale. An
available-for-sale security for a CIRA will be—

a. recorded at fair value.

b. designated for sale in the short term.

c. held until the security matures.

d. carried in the balance sheet at amortized cost.

17. The King’s Landing HOA purchases a $10,000 T bill that has 96 days to maturity, a bid price of $5.15, and an
asked price of $5.12. What is the fair value of the T bill?

a. $9,856.94

b. $9,857.78

c. $9,862.67

d. $9,866.47

18. Which of the following is true if a CIRA invests in an annuity?

a. Annuities should be accounted for based on the guidance in FASB ASC 320-10.

b. The fair value of an annuity contract should be disclosed in the financial statements.

c. Annuities should be recorded at fair value in the financial statements.

d. Most CIRAs invest in fixed annuities and make payments in dollars.

19. Hargrove Manor is a cooperative located in New York City. The cooperative charges its tenants a number of
member assessments. Which of the following assessments is included because it is a cooperative?

a. Common area expenses.

b. Maintenance fees.

c. Carrying costs.

d. Rent.
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20. If a CIRA uses fund accounting and is going to levy its members to repay a debt, how should the CIRA account
for the assessment?

a. It should not be recorded in the financial statements.

b. In a separate fund established for the special assessment.

c. In the replacement fund.

d. In the fund for which the activity is most associated.

21. The developer of Hunter’s Ridge estates is working on opening Phase II of the development. In exchange for
the hassle of construction, the developer is paying 10% of the homeowners’ dues for the next year. Which of
the following must occur in relation to this transaction?

a. A disclosure should be made on the financial statements.

b. The developer is required to pay the assessments in full and in advance.

c. The developer is required to pay the full amount of HOA dues for the units under construction.

d. The developer’s contribution should be recognized in the last month of the fiscal year.

22. Which of the following would not be considered a financial instrument?

a. Time deposits.

b. Investments in common stock.

c. Membership assessments received in advance and paid via services provided.

d. Accrued expenses receivable or payable.

23. The Bywater Cooperative has master meters for water, gas and electric service. The association is in charge
of making sure the tenants pay the utility companies. Which of the following is not an approach to recover the
costs from the members?

a. Estimated costs are billed annually to all members.

b. Individual bills are created and sent by the utility companies.

c. Allocated costs billed as part of the monthly assessments.

d. Basic monthly assessments are increased to cover the utility costs.

24. What type of CIRA usually has title to the common real property owned by its members?

a. Condominium.

b. HOA.

c. Cooperative.

d. Do not select this answer choice.
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25. Which of the following is true regarding common personal property of CIRAs?

a. Most CIRAs do not hold enough common personal property for it to be material.

b. CIRAs should expense common personal property when acquired.

c. If the CIRA holds title to the property, then failure to capitalize is a departure from GAAP.

d. ACIRA’s board of directors cannot dispose of personal property of theCIRAwithout a vote of itsmembers.

26. Which CIRA correctly accounted for the transfer of property?

a. Holly Road Condos takes possession of a unit due to delinquent assessments by the homeowner. The
CIRA records the unit at the owner’s acquisition cost.

b. Sunshine Marine Cooperative has sold all the units of its new development and the developer is
transferring the ownership of the storage unit to the CIRA. The CIRA records the unit on the financials as
a note payable to the developer.

c. The developer of Stone Briar Condominiums transfers a unit to the CIRA due to litigation over defective
construction on the unit. The CIRA records the unit at fair value at the time of transfer and expenses all the
closing costs associated with the transfer.

d. The Water’s Edge HOA receives an abandoned unit for nonpayment of HOA dues. On the date of the
foreclosure, the HOA records the home at fair value less the estimated cost to sell the home in the future.

27. Bridlewood HOA’s club house received extensive damage from a hail storm that occurred a month ago. In
relation to the insurance settlement for the hail storm, what should the HOA do?

a. Not recognize a gain or loss related to the club house on theHOA’s financial statements because theHOA
is going to reinvest in similar assets.

b. Accrue the gain if the contingencies related to the insurance settlement will result in a gain.

c. TheHOA should recognize the insurance settlement as a gain contingency in accordancewith FASBASC
450-30-20.

d. Not recognize the insurancesettlement in theHOA’s financial statementsuntil thecheckhasbeenreceived
and cleared the bank.

28. Which of the following is true regarding prepaid insurance for CIRAs?

a. Insurance premiums are not a material expense for common interest realty associations.

b. On the balance sheet date, prepaid insurance is usually a material asset.

c. Premium finance agreements should be considered liabilities of the CIRA at the balance sheet date.

d. GAAP requires prepaid insurance be reported on the balance sheet at total premium payments due.
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29. An annual assessment of $75,000 has been voted on and put in place by the River’s EdgeHOA for futuremajor
repairs and replacements. The assessment is reported as revenue on the HOA’s financial statements for the
year, but the operating costs of the HOA exceeded the operating fund by $25,000. The HOA only transferred
$50,000 to the replacement fund. What should the HOA do for the shortfall?

a. Reduce revenue for the replacement fund by $25,000.

b. Charge the HOA members an additional $25,000 at the end of the year.

c. Write off $25,000 to bad debt.

d. Enter a receivable of $25,000 from the operating fund.

30. Which of the following is not a requirement for interfund borrowings?

a. A formal loan agreement showing that one fund of the CIRA is borrowing from another fund.

b. A modified reserve study to reflect the altered cash flow.

c. A notification document to be sent to the members showing the modified budget with the loan included.

d. Documentation in the board minutes detailing the reason for borrowing and the repayment terms.

31. Which of the following is an example of a capital improvement fund expenditure?

a. Replacing the roof on the clubhouse of the HOA.

b. Insurance for the common property of the condominiums.

c. Purchase of a new computer system for the CIRA.

d. The income taxes allocated to a cooperative.

32. BeachsideCondominiumsborrowedmoney from the bank tomake repairs and is using reserve funds tomake
the related fund payments. How would the loan repayments be classified?

a. As part of common property.

b. As part of the funding study.

c. As a note payable to the bank.

d. As an expense on the operating fund.

33. Which of the following is a characteristic of the pooling method of reserve fund calculations?

a. Estimates based on the weighted average life for all components in the reserve fund.

b. Beginning reserve balances are allocated to individual items, not the overall reserve fund.

c. Not considering the time value of money, such as inflation or interest to be earned on the investment of
replacement funds.

d. Dividing the current cost of an individual reserve item by its estimated useful life to determine the monthly
reserve contribution amount.
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34. The Mount at Cherry Corner has a reserve set up to replace the roof of the building. The roof has an estimated
useful life of 25 years, and the CIRA is currently 10 years into the life of the current roof. The reserve study
estimates that at the time the roof will need to be replaced, it will cost $450,000. The association has currently
accumulated $125,000 for the roof replacement. What percentage funded is the current reserve?

a. 28%.

b. 46%.

c. 69%.

d. 100%.

35. Which of the following has the easiest time obtaining bank financing?

a. Cooperatives.

b. Condominiums.

c. Homeowner Associations.

d. Do not select this answer choice.

36. Associations may use SBA Loans to obtain funds to repair damage caused by natural disasters. Which of the
following statements most accurately describes this type of loan?

a. Payment is based on the amount that the association has used for repairs.

b. The SBA charges simple interest on advanced funds.

c. Payments are applied first to principal and then to the interest.

d. Such loans typically have a high interest rate and a short-term length.

37. Which of the following should expense environmental cleanup costs?

a. Cooperatives.

b. Condominiums.

c. Homeowner Associations.

d. Do not select this answer choice.

38. What is the risk to a CIRA in relation to refundable security deposits?

a. Deposits are not recorded on the financials.

b. Deposits will be significant to the CIRA.

c. CIRA management will not be able to locate the member associated with the deposit.

d. The amount is not reconciled and it becomes unclaimed property.
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39. FASB ASC 740-10 distinguishes between two types of temporary differences—taxable and deductible. Which
of the following is a characteristic of a deductible difference?

a. Are future expenses for financial statements, but deducted on the tax return.

b. Points to the acknowledgment of a deferred tax asset.

c. Signifies income that is recognized in financial statements, but is taxed in future returns.

d. Leads to the recognition of a deferred tax liability.

40. Which of the following would be considered a permanent difference for a CIRA?

a. Using different depreciation methods for financial and tax reporting.

b. Leases that are handled differently for financial and tax reporting.

c. Special assessments for specific capital improvement that is a contribution of capital for tax reporting.

d. Any unrealized gains that are not deductible for tax purposes.
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GLOSSARY

Ancillary operations: Any association activities other than the ordinary maintenance, security, governance and
administrative activities common to most associations.

Annuity: An insurance contract that provides fixed or variable periodic payments made from a stated or contingent
date and continuing for a specified period, such as for a number of years or for life.

Available for sale securities: Debt securities that do not meet the criterion to be classified as held to maturity or
trading.

Capital improvement:An improvementmade to extend the useful life of a property or add to its value. Major repairs
such as the replacement of a roof are considered to be capital improvements. The costs of capital improvements
to business property must be capitalized and may be depreciated.

Cash: Includes not only currency on hand but demand deposits with banks or other financial institutions.

Cash equivalents:Short-term, highly liquid investments that (a) are readily convertible into known amounts of cash
and (b) are so near to their maturity that they present insignificant risk of changes in value because of changes in
interest rates.

CIRA: Common interest realty association.

Common property: All real or personal property within a common interest development, except property that is
owned exclusively by individuals living in the development.

Credit risk: The possibility that a loss may occur from the failure of another party to perform according to the terms
of the contract.

Deductible difference: Leads to the recognition of a deferred tax asset.

Deferred taxes: The amount of future tax consequences attributable to temporary differences that will result in net
taxable amounts (deductions) in future years, as computed currently. Recognition and measurement does not
anticipate the tax consequences of losses or expenses (income) that may be incurred (earned) in future years.

Derivative financial instrument:A financial instrumentwhose value is linked toor derived fromchanges in the value
of another financial instrument.

Enacted: Future changes in the tax law are not anticipated.

Fair value: refers to the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants in the market in which the reporting entity transacts.

Fee simple ownership: An unrestricted ownership of rights to property, including the right to use and dispose of
the property.

Financial instrument: Represents cash, evidence of an ownership interest in an entity, or a contractual obligation
that requires the exchange of cash or other financial instrument (including exchange of a financial instrument on
potentially unfavorable terms) to another entity.

Held to maturity securities: Debt securities for which the entity has both the positive intent and ability to hold to
maturity.

Market risk: The possibility that future changes in market prices may make a financial instruction less valuable or
more onerous.

Marketable security: Securities that have readily determinable fair values and are considered marketable when a
day-to-day market exists and when they can be sold on short notice. The volume of trading in securities should be
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sufficient toabsorbacompany’sholdingswithoutmateriallyaltering themarketprice.Fair value is considered readily
determinable if sale prices or bid-and-asked quotations are currently available from a stock exchange such as the
NYSE or the over-the-counter (OTC) market. Marketable securities are accounted for per SFAS 115.

Notional amount: A specified number of currency units, shares, bushels, pounds or other units.

Payment provision:A fixed or determinable settlement to bemade if the underlying performs in a specifiedmanner.

Performance obligation: A promise in a contract with a customer to transfer a good or service to the customer.

Percent funded: A ratio, expressed as a percentage, that compares funds available for future major repairs and
replacements at a point in time to the amount that the reserve study estimates will be needed to maintain, repair, or
replace the components included in the study at the end of their useful lives.

Prepaid expenses: Advance payments for products or services that will be used in operations during the year.

Permanentdifference:Adifferencebetweenaccounting incomeand taxable income that isnotexpected to reverse.
It is an amount that arises as a result of transactions or events recognized in the financial statements that do not have
any tax consequences or vice versa (items that have a tax consequence but are not determinants of accounting
income or have no effect on interperiod tax allocation). Tax payable in the current period equals the income tax
expense that arises from the item.

Presumptivelymandatory requirements:An auditor must comply with a presumptivelymandatory requirement in
all cases in which such a requirement is relevant except in rare circumstances when the auditor determines it
necessary to depart from a relevant requirement. In that case, the auditor should perform alternative procedures to
achieve the intent of the requirement (see AU-C 200.26). Auditing standards use the word should to indicate a
presumptively mandatory requirement.

Reasonably possible: More than remote but less than likely.

SBA: Small Business Administration.

Taxable difference: Leads to the recognition of a deferred tax liability.

Trading securities: Debt securities that do not meet the “intent to hold” criterion and equity securities that have
readily determinable fair values, both of which are bought and held principally for the purpose of selling them in the
near term and thus generally are held for only a short period of time.

Transaction price: The amount of consideration (payment) to which an entity expects to be entitled in exchange for
transferring promised goods or services to a customer.

Unconditional requirements: Unconditional requirements are those that an auditor must follow in all cases if the
circumstances apply to the requirement. Auditing standards use the word must to indicate an unconditional
requirement.

Underlying: A special interest rate, security price, commodity price, foreign exchange rate, price or rate index or
other variable.
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214, 265
¯ For capital items 214, 242, 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ For future major repairs and replacements 209, 243. . . . . . . . . . .
¯ Prepaid 209, 210. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Received in advance 209. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Refund of 208, 214, 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Repayment 213. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Revenue recognition 211, 212. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Special assessments 210. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Used for purposes other than those
for which they were designated 187, 245. . . . . . . . . . . . . . . . . . . .

AUTHORITATIVE LITERATURE
¯ AICPA audit and accounting guide 177. . . . . . . . . . . . . . . . . . . . . .
¯ Are CIRAs nonprofit organizations? 178. . . . . . . . . . . . . . . . . . . . . .
¯ Framework for determining appropriate
accounting principles for CIRAs 178. . . . . . . . . . . . . . . . . . . . . . . .

¯ GAAP for CIRAs 177. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Grandfathered guidance 179. . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Nonauthoritative guidance—industry accounting
practices 179. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯¯ Other nonauthoritative guidance 179. . . . . . . . . . . . . . . . . . . . .
¯¯ Using the FASB Codification to determine GAAP
for CIRAs 178. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ GAAS 169. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

C

CASH AND CASH EQUIVALENTS
¯ Accounting policy for cash equivalents 186. . . . . . . . . . . . . . . . . . .
¯ Certificates of deposit 185. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Components, disclosure of 186. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Credit risk associated with 187, 216. . . . . . . . . . . . . . . . . . . . . . . . .
¯ Defined 186. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Financial statement presentation 185, 186, 187. . . . . . . . . . . . . . .
¯ Held checks 185. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Miscellaneous cash funds 187. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Overdrafts 185. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Restrictions on 185, 187. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Segregation for tax purposes 188. . . . . . . . . . . . . . . . . . . . . . . . . . .

COMMITMENTS AND CONTINGENCIES
¯ Contingency reserves 212. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Litigation settlements 215, 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Off-balance-sheet risk 216. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

COMMON INTEREST REALTY ASSOCIATIONS (CIRAs)
¯ Advantages 164. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Characteristics 149. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Cohousing communities 150. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Commercial associations 150. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Commercial condominiums 164. . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Condominium associations 151. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Condominium trusts 150. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Cooperative housing corporations 152. . . . . . . . . . . . . . . . . . . . . . .
¯ Defined 149. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Establishing 155. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Homeowners’ associations 152. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Management designations 166. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Master associations 150. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Membership organizations 166. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Mixed-use associations 154. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Timeshare developments 150. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Townhomes 150. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Types of 150, 164. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

COMMON PROPERTY
¯ Acquired with replacement funds 245, 265. . . . . . . . . . . . . . . . . . .
¯ Capitalization policy 228. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Capitalized interest 231. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Capitalizing as assets
¯¯ Personal property 227, 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Real property 226, 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Damage or defect settlements 232. . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Defined 222, 223. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Depreciation 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Disclosure, related to 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Foreclosed units 229. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Industry practice 224. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Leasing 231, 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Ownership of 151, 223. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Restrictions on 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Valuing
¯¯ Contributed by the developer/sponsor 228. . . . . . . . . . . . . . . .
¯¯ Purchased 228, 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

CONDOMINIUM ASSOCIATION
¯ Characteristics 152. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Form of ownership 151. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Statutory authority 162. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

CONTRIBUTED CAPITAL (CAPITAL DISTRIBUTIONS)
¯ Amortization of mortgage principal 265. . . . . . . . . . . . . . . . . . . . . .
¯ Assessments for capital items 265. . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Asset acquisitions 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Common property transferred by the developer 264. . . . . . . . . . .
¯ Initial developer/member contributions 264. . . . . . . . . . . . . . . . . . .
¯ Litigation settlements 215, 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Patronage dividends 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Refund of assessments 208, 214, 265. . . . . . . . . . . . . . . . . . . . . . .

COOPERATIVE HOUSING CORPORATIONS
¯ Capitalizing common property 224. . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Characteristics of 152. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Common property 222, 223. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Common stock 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Contributed capital 264. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Debt disclosure 261. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Deferred taxes 271. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Distributions of capital 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Form of ownership 152. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Statutory authority 163. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

D

DAMAGE AND DEFECT SETTLEMENTS
¯ CIRA board’s responsibilities 235. . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Expenditures for litigation expenses 235. . . . . . . . . . . . . . . . . . . . .
¯ Impairment losses 233. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Insurance settlements 233. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
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¯ Introduction 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Settlement proceeds related to members’ property 234. . . . . . . .

DEBT
¯ Amortization of mortgage principal 265. . . . . . . . . . . . . . . . . . . . . .
¯ Bond financing 259. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Disclosures of 260. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Loan terms and covenants 258. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Repayment 259. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ SBA loans 260. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Special assessments levied to repay 187. . . . . . . . . . . . . . . . . . . . .

DEFERRED REVENUE 209, 210. . . . . . . . . . . . . . . . . . . . . . . . . . . . .

DEPOSITS 242. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

DEPRECIATION 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

DEVELOPERS
¯ Establishing CIRAs 155. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Settlements 215. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Transition 156. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

DISCLOSURES
¯ Assessments
¯¯ Allowance for uncollectible 209. . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Special assessments, proposed use of 214. . . . . . . . . . . . . . .
¯¯ Used for purposes other than those for
which they were designated 187, 245. . . . . . . . . . . . . . . . . . .

¯ Capital structure 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Cash and cash equivalents
¯¯ Accounting policy for cash equivalents 186. . . . . . . . . . . . . . .
¯¯ Cash funds, miscellaneous 187. . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Components of 186. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Credit risk associated with 187, 216. . . . . . . . . . . . . . . . . . . . .
¯¯ Restrictions on 186. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Common property 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Common stock 265. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Contingencies 215, 216. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Debt 260. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Depreciation 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Derivatives 200. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Disaster insurance deductibles 246. . . . . . . . . . . . . . . . . . . . . . . . .
¯ Income taxes 272. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Interest
¯¯ Allocating earnings between funds 187. . . . . . . . . . . . . . . . . . .
¯¯ Capitalized 231. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Investments in annuities 201. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Leasehold interests 231, 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Related party transactions 214, 216. . . . . . . . . . . . . . . . . . . . . . . . .
¯ Replacement funds 187, 245. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

E

ENVIRONMENTAL CLEANUP COSTS
¯ Accounting for environmental cleanup costs 261. . . . . . . . . . . . . .
¯ Accruing environmental remediation liabilities 263. . . . . . . . . . . . .

EXPENSES
¯ Litigation costs 210, 211. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Replacement fund expenditures 243. . . . . . . . . . . . . . . . . . . . . . . . .

F

FEDERAL DEPOSIT INSURANCE
CORPORATION (FDIC) 217. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

FINANCIAL INSTRUMENTS 187, 215. . . . . . . . . . . . . . . . . . . . . . . .

FINANCIAL STATEMENTS
¯ Independence 167. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Presenting excess assessments 208, 214, 265. . . . . . . . . . . . . . .
¯ Reporting on 167. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

FORECLOSURES 228. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

FUND ACCOUNTING
¯ Assessments for future major repairs and
replacements 209. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Asset acquisitions 232, 245. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Capital improvement fund 247. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Classifying cash flows 185. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Debt 260. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Depreciation 232. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Interfund receivable and payable 244. . . . . . . . . . . . . . . . . . . . . . . .
¯ Interfund transfers 243, 261. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Nonfund reporting 245, 261. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Replacement fund expenditures 243. . . . . . . . . . . . . . . . . . . . . . . . .
¯ Special assessments 208, 210, 214. . . . . . . . . . . . . . . . . . . . . . . . .

FUND BALANCE
¯ Permanent transfers between funds 244, 245. . . . . . . . . . . . . . . .
¯ Refund of special assessments 208, 214, 265. . . . . . . . . . . . . . . .
¯ Unrealized gains and losses on
marketable securities 190. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

G

GENERALLY ACCEPTED AUDITING STANDARDS
¯ Defining professional responsibility 169. . . . . . . . . . . . . . . . . . . . . .
¯ Form and structure 169. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

GOVERNING DOCUMENTS
¯ Compliance with 167. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Transition 156. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

H

HOMEOWNERS’ ASSOCIATIONS (HOAs)
¯ Characteristics of 152. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Form of ownership 152. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Statutory authority 163. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

I

INCOME TAXES
¯ Accounting for income taxes 266. . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Current income taxes
¯¯ Calculating current tax provision 267. . . . . . . . . . . . . . . . . . . . .
¯¯ Interest and penalties 268. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Deferred income taxes
¯¯ Calculating deferred taxes 269. . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Deferred tax provision 270. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Examples of temporary and
permanent differences 271. . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯¯ General 268. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Tax rates 269. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Types of temporary differences 269. . . . . . . . . . . . . . . . . . . . . .
¯¯ When CIRAs should provide for 270. . . . . . . . . . . . . . . . . . . . . .

¯ Reporting income taxes in the
financial statements 272. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Taxation as homeowners’ association (IRC Section 528)
¯¯ Basic provisions 168. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Taxation as regular corporation (IRC Section 277)
¯¯ Basic provisions 168. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Tax-exempt homeowners’ associations 168. . . . . . . . . . . . . . . . . . .
¯ Tenant-shareholders
¯¯ Deductibility of interest and property taxes 168. . . . . . . . . . . .

INSURANCE
¯ Disaster insurance deductible 246. . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Prepaid 241. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Settlements 233. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

INTEREST
¯ Allocating earnings between funds 187. . . . . . . . . . . . . . . . . . . . . .
¯ Assessments, on delinquent 208, 210. . . . . . . . . . . . . . . . . . . . . . .
¯ Capitalized 231. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
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INTERFUND TRANSACTIONS
¯ Allocating interest earnings 187. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Asset acquisitions purchased
with replacement funds 245. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Interfund borrowings 243, 244. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Permanent transfers between funds 244, 245. . . . . . . . . . . . . . . .
¯ Using nonfund accounting 245, 261. . . . . . . . . . . . . . . . . . . . . . . .

INVENTORIES 242. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

INVESTMENTS
¯ Annuities 201. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Credit risk associated with 218. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Declines in value—other than temporary 201. . . . . . . . . . . . . . . . .
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COMPANION TO PPC’S GUIDE TO HOMEOWNERS’ ASSOCIATIONS AND OTHER COMMON INTEREST
REALTY ASSOCIATIONS

COURSE 3

FINANCIAL STATEMENT PRESENTATION AND INCOME TAXES (HOATG173)

OVERVIEW

COURSE DESCRIPTION: This interactive self-study course provides a discussion of two issues that affect
homeowners’ associations and other commoninterest realty associations (CIRAs).
Lesson 1 takes a look at financial statement presentation for these entities, and
Lesson 2 follows that up with an examination of applicable income tax rules.

PUBLICATION/REVISION
DATE:

September 2017

RECOMMENDED FOR: Users of PPC’s Guide to Homeowners’ Associations and Other Common Interest
Realty Associations

PREREQUISITE/ADVANCE
PREPARATION:

Basic knowledge of homeowners’ associations and the other intrest realty
associations

CPE CREDIT: 7 NASBA Registry “QAS Self-Study” Hours

This course is designed tomeet the requirements of the Statement on Standards of
Continuing Professional Education (CPE) Programs (the Standards), issued jointly
byNASBAand theAICPA. Asof this date, not all boardsof public accountancy have
adopted the Standards in their entirety. For states that have adopted the Standards,
credit hours aremeasured in 50-minute contact hours. Some states, however, may
still require 100-minute contact hours for self study. Your state licensing board has
final authorityonacceptanceofNASBARegistryQASself-studycredit hours.Check
with your state board of accountancy to confirm acceptability of NASBA QAS
self-study credit hours. Alternatively, you may visit the NASBA website at
www.nasbaregistry.org for a listing of states that accept NASBA QAS self-study
credit hours and that have adopted the Standards.

IRS Enrolled Agents (EA) and Non-Credentialed Return Preparers (NCRP):
This course is designed to enhance professional knowledge for IRS EAs and IRS
NCRPs. Checkpoint Learning is an IRS Continuing Education Provider that is
approved to deliver continuing education to IRS Enrolled Agents and IRS
Non-Credentialed Return Preparers.

CTEC CREDIT: 6 CTEC Federal Tax Law Hours

IRS EA CREDIT: 6 Federal Tax Law/Tax Related Matters Hours

IRS NCRP CREDIT: 6 Federal Tax Law Hours

FIELD OF STUDY: Accounting, 1 hour; Taxes, 6 hours

EXPIRATION DATE: Postmark by September 30, 2018

KNOWLEDGE LEVEL: Basic

Learning Objectives:

Lesson 1—Financial Statement Presentation

Completion of this lesson will enable you to:
¯ Identify thegeneral accounting considerations that apply toCIRAs, the basic financial statements they use, and
the supplementary information that such organizations may be required to present.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

298

Lesson 2—Income Taxes

Completion of this lesson will enable you to:
¯ Identify the principles of tax law that apply to all types of CIRAs.
¯ Determine the rules that apply to CIRAs filing Form 1120-H.
¯ Identify the rules that apply to CIRAS filing Form 1120.
¯ Recognize appropriatemethods for dealing with tax-exempt CIRAs, cooperative housing corporations,master
associations, timeshare developments, commercial developments, and specialized tax situations that may
occur with CIRAs.

TO COMPLETE THIS LEARNING PROCESS:

Log onto our Online Grading Center at cl.thomsonreuters.com/ogs.Online grading allows you to get instant CPE
credit for your exam.

Alternatively, you can submit your completed Examination for CPE Credit Answer Sheet, Self-study Course
Evaluation, and payment via one of the following methods:

¯ Email to: CPLGrading@thomsonreuters.com
¯ Fax to: (888) 286-9070
¯ Mail to:

Thomson Reuters
Tax & Accounting—Checkpoint Learning
HOATG173 Self-study CPE
36786 Treasury Center
Chicago, IL 60694-6700

See the test instructions included with the course materials for additional instructions and payment information.

ADMINISTRATIVE POLICIES:

For information regarding refunds and complaint resolutions, dial (800) 431-9025 for Customer Service and your
questions or concerns will be promptly addressed.
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Lesson 1: Financial Statement Presentation
INTRODUCTION

Lesson 1 discusses the financial statement presentation of homeowners’ associations and other common interest
realty associations (CIRAs). This lesson begins with a brief discussion of the general accounting considerations for
CIRAs, including the basis of accounting that may be used and fund accounting. It continues by taking a look at the
basic financial statements CIRAs generally use—balance sheets, statements of revenues and expenses, etc.
Finally, Lesson 1 concludes with a brief discussion of the supplementary information CIRAs may be required to
include in their financial statement presentation.

Learning Objectives:

Completion of this lesson will enable you to:
¯ Identify thegeneral accountingconsiderations that apply toCIRAs, thebasic financial statements theyuse, and
the supplementary information that such organizations may be required to present.

GENERAL ACCOUNTING CONSIDERATIONS FOR CIRA FINANCIAL
STATEMENTS

Basis of Accounting

GAAP Requires the Accrual Basis. The financial statements of a common interest realty association (CIRA)
should be prepared on the accrual basis of accounting to be in conformity with GAAP. The AICPA Audit and
Accounting Guide, Common Interest Realty Associations, notes that accrual basis financial statements are particu-
larly informative since member assessments are based on annual budgets, and accrual basis financial statements
enable users to compare the results of operations to budgeted amounts. Many CIRAs, however, maintain their
accounting records on a modified cash basis during the year, recording assessments frommembers on an accrual
basis but recording expenses on a cash basis. Other CIRAsmaintain their accounting records on a pure cash basis
of accounting. In either case, the CIRA’s financial records should be adjusted to the accrual basis at year end to
prepare financial statements that are in accordance with GAAP.

Special Purpose Frameworks

CIRAsmay sometimes present financial statements on a basis of accounting other than GAAP, such as the cash or
income tax basis. (For example, accounting practices prescribed by income tax rules may depart from GAAP.) This
course specifically addresses accounting and reporting on GAAP basis financial statements; however, the follow-
ing guidancemay be helpful when preparing financial statements using a special purpose framework (that is, basis
of accounting other than GAAP):

¯ AU-C 210, Terms of Engagement, requires the auditor to determine the acceptability of the financial
reporting framework applied in the preparation of the financial statements. Ordinarily, that framework is
provided by GAAP; but AU-C 800, Special Considerations—Audits of Financial Statements Prepared in
AccordanceWith Special Purpose Frameworks, and the SSARS also allow special purpose frameworks to
be used.

¯ Financial statements prepared using a special purpose framework should be suitably titled. AU-C 800.15
and. A17, as well as AR-C 80.A28 and AR-C 90.A81 indicate the titles of special purpose financial
statements should differ from those for similar statements prepared in conformity with GAAP so there is no
implication that the statementsareGAAPbasis statements.However,GAASdoesnot specify required titles
for special purpose financial statements.

¯ The modified cash basis of accounting is described by AU-C 800.7 and the SSARS (at AR-C 70.07, AR-C
80.05, and AR-C 90.05) as the pure cash basis of accounting incorporating modifications having
substantial support. There is no authoritative guidance about acceptable modifications to the pure cash
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basis of accounting. Two nonauthoritative sources of guidance on the modified cash basis of accounting
are (a) the AICPA practice aid, Accounting and Financial Reporting Guidelines For Cash and Tax-Basis
Financial Statements, and (b) PPC’s Guide to Cash, Tax and Other Bases of Accounting. If modified cash
basis statements are tantamount to accrual basis financial statements, the statements should be
considered accrual basis.

¯ For audited financial statements, AU-C 800.15 requires auditors to evaluate whether the financial
statements adequately describe how they differ from GAAP. The disclosure need not quantify the
differences between GAAP and the special purpose framework because the purpose of the disclosure is
not to reconcile the basis toGAAP. Instead, thedisclosure should (a) put readers of the financial statements
on notice that the basis of accounting may be different from what they are used to seeing and (b) disclose
how the presentation would have been materially changed if GAAP had been used.

¯ AU-C 800.15 requires financial statements prepared using a special purpose framework to include a
summary of significant accounting policies.

¯ Financial statement disclosures should comply with FASB ASC 972-235-50. AU-C 800.17 states, “. . .
when the special purpose financial statements contain items that are the same as, or similar to, those in
financial statementsprepared inaccordancewithGAAP, theauditor shouldevaluatewhether the financial
statements include informative disclosures similar to those required by GAAP. The auditor also should
evaluate whether additional disclosures, beyond those specifically required by the framework, related
to matters that are not specifically identified on the face of the financial statements or other disclosures
are necessary for the financial statements to achieve fair presentation.”

¯ For compiled financial statements that do not omit substantially all disclosures and reviews of financial
statements, AR-C 80.18 and 90.40, respectively, requires accountants to modify their report when they
become aware that the financial statements do not include (a) a description of the special purpose
framework up on which the financial statements are prepared and how that differs from GAAP, (b) a
summary of significant accounting policies, and (c) informative disclosures similar to those required by
GAAP when the financial statements contain items that are the same as, or similar to, those in GAAP
financial statements.

Fund Accounting

Fund accounting segregates the financial statement amounts into groupings based on the entity’s specific activi-
ties. A fund can be defined as an accounting entity established to account for resources used for specific activities
or objectives in accordance with special regulations, restrictions, or limitations. Most CIRAs present their financial
statements using fund accounting because fund reporting generally is believed to be the most informative method
of presenting a CIRA’s normal operations, long-term major repair and replacement requirements, and commercial
operations, if any. Fund accounting also is prevalent industry practice for most types of CIRAs, and this lesson
primarily addresses that approach.

Principal Funds. CIRAs that use fund accounting for their financial statements generally segregate their activities
into two principal funds—an operating fund and a fund for future major repairs and replacements (often called a
reserve fund or replacement fund). CIRAs’ financial statements may show one or more additional funds if they use
separate funds to account for activities such as special assessments, significant amounts of property and equip-
ment that are capitalized as assets, or commercial operations. When fund accounting is used, the financial
statements should include a total column since a CIRA’s financial statements are considered to be the financial
statements as a whole and not the financial statements of the funds individually.

Other Funds.CIRAs often use additional funds to account for specific types of transactions. Examples of additional
funds for CIRAs include:

¯ Property fund.

¯ Construction defect fund.
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¯ Recreation fund.

¯ Capital improvements fund.

¯ Special assessments fund.

¯ Settlement proceeds fund (for insurance and litigation).

¯ Loan or debt fund.

Some CIRAs that maintain recreational facilities such as golf courses, marinas, or equestrian centers may also
establish separate funds for those activities, particularly if the activity represents a significant portion of the
association’s overall budget.

Financial Statement Disclosure. If a CIRA presents its financial statements on a fund basis, the funds established
and their purpose are generally disclosed in the summary of significant accounting policies.

Using Nonfund Reporting.GAAP does not require fund reporting. FASB ASC 972-205-45-1 states that CIRAsmay
not need to use fund reporting if they do not assess their members for future major repairs and replacements. (For
example, the financial statements of cooperative housing corporations often are not presented using fund account-
ing.) If CIRAs present their financial statements using a nonfund approach, FASB ASC 972-605-50-1 requires their
financial statements to disclose assessments that were used for purposes other than those for which they were
designated.

Classified and Unclassified Balance Sheets

CIRAs generally present unclassified balance sheets. However, CIRAs having significant commercial operations
often present classified balance sheets.

Comparative Financial Statements

Similar to commercial businesses, CIRAs are not required to present comparative financial statements. However,
FASB ASC 205-10-45-2 recommends them. If CIRAs present their financial statements in columnar format, as is
typically done, presentation of prior-period amounts for each fund may be very cumbersome and confusing. Thus,
for the sake of simplicity, CIRAs generally present only total-all-funds information in a single column for the prior
period. That practice is acceptable, and auditors are not required to express an opinion on the summarized
comparative information. However, AU-C 700.46 requires the auditor to clearly indicate in the auditor’s report the
character of the auditor’s work, if any, and the degree of responsibility the auditor is taking for comparative
information that is presented but not covered by the auditor’s opinion on the financial statements of the current
period. If comparative information is presented and the CIRA requests the auditor to express an opinion on both the
current period and the prior period comparative information, the auditor should consider whether the information
included for the prior period contains sufficient detail to constitute a fair presentation in accordance with the GAAP.

To provide sufficient detail required by GAAP, it is a good idea for prior-year disclosures to include items such as
funds designated for future major repairs and replacements. In addition, GAAP for nonprofit organizations at FASB
ASC 958-205-45-8 states that the nature of the summarized prior year information should be described by the
appropriate use of titles on the face of the financial statements including a phrase such as “with summarized
financial information for the year ended June 30, 19PY,” or column headings that indicate the summarized nature of
the information. In addition, the summarized nature of the prior year information should be disclosed in the notes to
the financial statements. The guidance further states that labeling the prior year summarized financial information
“for comparative purposes only” without further disclosure in the notes to the financial statements would not
constitute the use of an appropriate title. Although the FASB guidance addresses nonprofit organizations rather
than CIRAs, the circumstances are similar in both types of entities, and following that guidance would be a best
practice for CIRAs.
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Based on the FASB guidance, the following is an example of note disclosure of summarized prior year financial
information:

The financial statements include certain prior-year summarized comparative information in total
but not by fund. Such information does not include sufficient detail to constitute a presentation in
conformity with generally accepted accounting principles. Accordingly, such information should
be read in conjunction with the Association’s financial statements for the year ended December
31 of the prior year, from which the summarized information was derived.

A CIRA’S BASIC FINANCIAL STATEMENTS

The basic financial statements of CIRAs are as follows:

¯ Balance sheet.

¯ Statement of revenues and expenses.

¯ Statement of comprehensive income.

¯ Statement of changes in fund balances (or statement of changes in members’ equity if nonfund reporting
is used).

¯ Statement of cash flows.

¯ Notes to financial statements.

The remainder of this section discusses presentation issues that are unique to CIRAs, along with some specific
recommendations.

Financial Statement Titles

Even though a CIRA’s financial statements typically show an operating fund, a replacement fund, and a
total-all-funds column, accountants only report on the total column. Accordingly, it is best practice for the titles of
financial statements to be singular (for example, Balance Sheet rather than Balance Sheets and Statement of
Changes in Fund Balances rather than Statements of Changes in Fund Balances). Practice varies in that regard,
however, and some accountants do use plural financial statement titles. Although that practice is acceptable, care
should be taken to use singular titles in the accountants’ report because the accountants are reporting only on the
CIRA’s financial statements as a whole and not on the financial statements of the funds individually. (If comparative
financial statements are presented, however, plural titles are appropriate.)

Balance Sheet

A CIRA’s balance sheet is very similar to that of a commercial business and shows assets, liabilities, and the
difference between assets and liabilities, which, for a CIRA, is usually termed “fund balance” rather than “retained
earnings.” (CIRAs that present their financial statements using a nonfund approach typically use the term “mem-
bers’ equity.”) Although CIRAs generally present unclassified balance sheets, assets usually are presented in the
order of liquidity and liabilities are presented in the order of maturity.

Presenting Interfund Transactions. GAAP does not explicitly address whether interfund transactions should be
eliminated if fund accounting is used for a CIRA’s financial statements (similar to the approach required when
consolidated or combined financial statements are presented). This course suggests that interfund transactions be
eliminated and not included in the “total” column since, as explained earlier in this lesson, the CIRA’s financial
statements are considered to be the financial statements as a whole. Various mechanical methods may be used to
eliminate the interfund transactions. For example, the financial statements may include an elimination column, or a
note to the total column may explain that interfund transactions have been eliminated.
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Exhibit A-1 to Appendix A of the AICPA guide illustrates financial statements that present interfund accounts as
follows:

20X2 20X1
Operating
Fund

Replacement
Fund Total Total

ASSETS
Cash and cash equivalents $ 110,000 $ 364,000 $ 474,000 $ 298,000
Assessments receivable 28,000 28,000 9,000
Prepaid expenses 7,000 7,000 7,000
Due from operating fund 20,000 20,000
Due to replacement fund (20,000 ) (20,000 )
Equipment, net of accumulated deprecia-
tion of $8,000 and $5,000 21,000 21,000 17,000

TOTAL ASSETS $ 146,000 $ 384,000 $ 530,000 $ 331,000

However, this course does not recommend that approach because, as explained earlier in this lesson, the CIRA’s
financial statements are considered to be the financial statements as a whole.

Instead, interfund borrowings could be presented at their net amounts (that is, net receivable or net payable). If
material, interfund receivables and payables could be presented separately from receivables and payables from
other sources. Lesson 2 discusses the tax implications of transfers between operating and reserve funds.

Cash Designated for Future Repairs and Replacements. Funds designated for future repairs and replacements
should be segregated from cash available for current operations in the CIRA’s financial statements. If the associa-
tion uses fund accounting, it may comply with that requirement by reporting the funds for future major repairs and
replacements in a separate replacement fund. When a nonfund reporting approach is used, it is a best practice to
disclose funds designated by the unit owners for specific purposes on the face of the balance sheet with a caption
such as, “Cash for future repairs and replacements.” In addition, such amounts can be reported as a separate
classification of members’ equity (or disclosed in the notes).

It is not uncommon for the cash balance designated for future repairs and replacements to differ from the fund
balance designated for future repairs and replacements. This situation can occur due to inadequate accounting or
spending funds from the wrong account. Specific examples include—

¯ A journal entry to record a transfer to the replacement fund is made and recorded as operating fund
expense, but no journal entry ismade to record the interfund receivable (in theoperating fund) andpayable
(in the replacement fund).

¯ Funds are expended from the replacement fund cash account for an operating fund expense and no
interfund journal entry recorded.

¯ A journal entry to record the budgeted assessments for future repairs and replacements is made, but the
cash transfer was not made by year end.

Differences between the cash balance designated for future repairs and replacements and the fund balance
designated for future repairs and replacements that occur as a result of those situations, should be eliminated by
recording the appropriate journal entry (either recording an interfund transfer or an interfund receivable/payable) to
correct the account balances.

Discrepancies between the cash balance or the fund balance account on the balance sheet and the supplementary
information disclosed about major repairs and replacements are also common. This situation occurs primarily
because the supplementary information is based upon a reserve study prepared in advance on estimated informa-
tion. To eliminate such a situation from occurring, either (a) the supplementary disclosure related to the year-end
allocation of designated cash could be modified to match the actual cash and investments on hand, or (b) an
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interfund journal entry could be posted to balance the amounts (either by recording an interfund transfer or an
interfund receivable/payable). Reasons for material differences in amounts should be investigated and resolved.

Statement of Revenues and Expenses

GAAP does not require the title “Statement of Revenues and Expenses” to be used, but most CIRAs do use that
title. However, CIRAs with significant commercial operations and some cooperatives use the title “Statement of
Operations.” If there is an excess of expenses over revenues, the title “Statement of Operations and (Accumulated)
Deficit” may be used.

The statement of revenues and expenses should report the excess (deficiency) of revenues over expenses for the
period. CIRAs usually present income taxes in the same manner as other operating expenses. It generally is not
meaningful to present income taxes as a separate caption after “Excess (deficiency) of revenues over expenses
before income taxes” because income taxes generally are not related to the excess of revenues over expenses.
Thus, the statement of revenues and expenses of most CIRAs generally shows only one “excess” caption. CIRAs
may show the excess (deficiency) of revenues over expenses both before and after depreciation. A detailed
discussion of depreciation is beyond the scope of this course, but more information is available in PPC’s Guide to
Homeowners’ Associations and Other Common Interest Reality Associations.

There are few strict rules for presenting statements of revenues and expenses. The principal sources of revenue
and categories of expenses should either be presented separately in the statement, or amounts may be combined
and additional detail disclosed in the notes to the financial statements. Information for additional analysis purposes
may be presented as supplementary information.

The statement of revenues and expensesmay include a reconciliation between beginning and ending fund balance
by fund, or the CIRA may present a separate statement of changes in fund balance. If a combined statement is
presented, the title generally is “Statement of Revenues, Expenses, and Changes in Fund Balance.”

Statement of Comprehensive Income

FASB ASC 220-10-15-2 requires comprehensive income and its components to be reported when a CIRA has items
of other comprehensive income and presents a full set of financial statements that report financial position, results
of operations, and cash flows. Comprehensive income may be reported in a single continuous statement of
revenues, expenses, and comprehensive income or in two separate but consecutive statements. Presenting
comprehensive income is discussed in more detail later in this lesson.

Statement of Changes in Fund Balance

The statement of changes in fund balance (or statement of changes in members’ equity if a nonfund approach is
used) should reconcile beginning and ending fund balance with results of operations for the period. In many cases,
the only reconciling item will be the excess (deficiency) of revenues over expenses for the period. Other reconciling
items include:

¯ Permanent transfers between funds.

¯ Unrealized gains and losses on available for sale securities.

¯ Amounts that represent contributions of capital, such as the following:

¯¯ Property and equipment transferred from the developer or sponsor to the CIRA.

¯¯ Funds contributed at the initial start-up of the CIRA, such as funds contributed by the developer to
replacement funds or to theCIRA’s initial working capital upon transfer of the commonproperty to the
CIRA.

¯¯ Initial contributions required by new members upon purchase of units to provide the CIRA with
additional working capital.

¯¯ Property purchased by members with social or other funds and donated to the CIRA.
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¯ Amounts that represent distributions of capital, such as the following:

¯¯ Refunds of excess special assessments or excess member assessments over the CIRA’s expenses.

¯¯ Patronage dividends.

¯ Corrections of errors.

Statement of Changes in Shareholders’ Equity

Cooperatives typically do not present a statement of changes in fund balance but instead disclose changes in
shareholders’ equity similar to commercial corporations. Thus, they disclose changes in (a) common stock, (b)
additional paid-in capital, (c) fund balance or members’ equity, (d) treasury stock, and (e) unrealized gains and
losses on available for sale securities. Changes in fund balance or members’ equity (deficit) generally are pre-
sented with a combined statement of operations. Other changes in shareholders’ equity may be presented in a
separate statement, on the face of the balance sheet, in the notes to the financial statements, or any combination
of those formats. For example, changes in additional paid-in capital may be disclosed in a separate statement and
changes in treasury stock may be disclosed on the face of the balance sheet.

Comprehensive Income

What Is Comprehensive Income? Comprehensive income includes all changes in equity during a period except
those resulting from investments by owners and distributions to owners. For most CIRAs, comprehensive income
will include the following components:

a. Excess of revenues over expenses.

b. Unrealized gains and losses on investments in marketable securities classified as available for sale in
accordance with FASB ASC 320-10-25.

Other components of comprehensive income generally not present in CIRAs are (a) foreign currency translation
adjustments and gains and losses from certain foreign currency transactions, (b) changes in the market value of
certain futures contracts that qualify as a hedge (or certain derivative instruments), and (c) minimum pension
liability adjustments.

The term comprehensive income refers to all components of comprehensive income including the excess of
revenues over expenses [for example, items (a) and (b) above]. The term other comprehensive income refers to
revenues, expenses, gains, and losses that under GAAP are included in comprehensive income but excluded from
the excess of revenues over expenses (for example, unrealized holding gains and losses that are reported as a
separate component of equity). As explained below, FASB ASC 220-10-45-1A and 45-1B require the components
of other comprehensive income, a total for other comprehensive income, and a total for comprehensive income to
be presented.

The specific terms comprehensive income and other comprehensive income are not required to be used, but those
terms are often used in practice and many CIRAs may use them.

Are All CIRAs Required to Report Comprehensive Income?No. If CIRAs do not have investments in marketable
securities classified as available for sale (or the other components of comprehensive income described above), the
CIRAs are not required to report comprehensive income.

Presentation Requirements. FASB ASC 220-10 establishes standards for reporting comprehensive income and
its components in a set of basic financial statements. As discussed earlier in this section, there are only two
approaches for presenting comprehensive income: in a single continuous statement of comprehensive income or
in two separate but consecutive statements.

If a CIRA is required to report comprehensive income, all components of comprehensive income are required to
be presented whenever the CIRA issues a full set of financial statements. The elements to be included when
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presenting a single continuous statement of comprehensive income (single-statement format) or two separate
but consecutive statements (two-statement format) are as follows:

¯ A single-statement format should include the following elements: (a) the components of the excess
(deficiency) of revenues over expenses, (b) a total for the excess (deficiency) of revenues over expenses,
(c) the components of other comprehensive income, (d) a total for other comprehensive income, and (e)
a total for comprehensive income.

¯ In a two-statement format, the statement of revenues and expenses should include the components of
revenues and expenses and the excess (deficiency) of revenues over expenses. The statement of
comprehensive income, whichmay begin with the excess (deficiency) of revenues over expenses, should
present (a) the components of other comprehensive income, (b) a total for other comprehensive income,
and (c) a total for comprehensive income.

Reclassification adjustments to other comprehensive income may be necessary to avoid double counting items
that are included in the excess of revenues over expenses in the current period but were included in comprehensive
income in prior periods. For CIRAs, reclassification adjustments will be necessary for realized gains and losses on
marketable securities reported in the current year’s excess of revenues over expenses (when the securities are
sold) that were reported in other comprehensive income as unrealized holding gains or losses in prior periods
(when the carrying amount of the securities was adjusted to fair value). Reclassification adjustments out of other
comprehensive income must be presented by component. When reclassification adjustments are necessary, the
CIRA may either (a) display the gross amount of each component of comprehensive income and add or subtract
an amount for any related reclassification adjustments on the face of the financial statement or (b) display each
comprehensive income component net of reclassification adjustments and disclose the gross change in the notes
to the financial statements.

See PPC’s Guide to Preparing Financial Statements for a detailed guidance on reporting comprehensive income.

Statement of Cash Flows

GAAP requires CIRAs to present a statement of cash flows if their financial statements include both a balance sheet
and a statement of revenues and expenses. (Financial statements prepared using a special purpose framework are
not required to present cash flow statements, however.)

The statement of cash flows has five principal elements:

¯ Cash flows from operations.

¯ Cash flows from investing activities.

¯ Cash flows from financing activities.

¯ Net change in cash during the period.

¯ Supplemental disclosure of noncash investing and financing activities.

Types of Cash Flows. This lesson discusses the cash flow issues that are unique to CIRAs. Detailed guidance on
preparing cash flow statements is included in PPC’s Guide to Preparing Financial Statements. Exhibit 1-1 shows
how a typical CIRA’s transactions would be classified into operating, investing, and financing activities according
to the criteria in FASB ASC 230-10.

Classifying Cash Flows fromMember Assessments. The statement of cash flows for CIRAs should be classified
into operating, investing, and financing activities, but GAAP does not provide guidance about how certain transac-
tions that are unique to CIRAs should be classified. Exhibit 1-1 summarizes this lesson’s recommendations for
categorizing specific transactions. The discussion below provides additional guidance on classifying the following
types of transactions:

¯ Assessments for specific purposes, such as assessments for capital acquisitions and the portion of
assessments from cooperative tenant-shareholders designated for amortization of mortgage principal.
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¯ Assessments received in advance.

¯ Interfund transfers and borrowings.

Assessments for Specific Purposes. Some accountants believe that cash receipts from assessments should be
classified as operating, investing, or financing based on the types of expenses that will be paid with those receipts.
Thus, for example, those accountants would classify the portion of assessments from cooperative tenant-share-
holders designated for amortization of mortgage principal as cash flows from financing activities, and they would
classify assessments for capital acquisitions as investing cash flows. This course disagrees with that approach,
however. Because cash flows from operating activities are generally the result of transactions comprising net
income, this course recommends that all assessments frommembers should be classified as operating cash flows
regardless of the types of expenditures that will be paid with those receipts. Furthermore, those receipts do not
meet the definition of financing or investing cash flows. Operating activities include transactions and events that are
not defined as investing or financing activities. Thus, it is a good idea for all cash receipts from member assess-
ments to be classified as operating cash flows unless they are reported as contributed capital.

Assessments Received in Advance. If a CIRA presents its cash flow statement using the indirect method,
member assessments received in advance should be added to the excess (deficiency) of revenues over expenses
in arriving at cash flows from operations. On the other hand, if the direct method is used, assessments received in
advance need not be reported separately but may be included with other collections from members.

Interfund Transactions. GAAP does not provide guidance on classifying cash flows from interfund transfers and
borrowings. Permanent transfers between funds do not clearly fit into any of the FASB ASC 230-10 cash flow
categories. Many accountants, however, believe that they most closely resemble financing transactions. Interfund
borrowings, on the other hand, may be classified according to the general guidance in FASB ASC 230-10.
Following that guidance, the fund making an interfund loan should account for the related cash inflows and
outflows as investing cash flows and the borrowing fund should account for the interfund loan as a financing
activity. For simplicity, however, CIRAs generally use one of the following approaches:

¯ Classify all interfund transactions as financing activities or

¯ Present all interfund transactions as a separate category after operating, investing, and financing activities

For example, if the replacement fund made a $20,000 loan to the operating fund, which the operating fund did not
repay during the year and, in addition, transferred $50,000 to the operating fund, the transactions may be pre-
sented in the CIRA’s cash flow statement as follows:

Operating
Fund

Replacement
Fund Total

CASH FLOWS FROM FINANCING ACTIVITIES
Interfund transfers $ 50,000 $ (50,000 ) $ —
Interfund borrowings 20,000 (20,000 ) —
NET CASH PROVIDED (USED) BY FINANCING
ACTIVITIES 70,000 (70,000 ) —

Alternatively, some CIRAs present the interfund transactions in a separate section of the cash flow statement after
operating, investing, and financing activities.

This course suggests that either approach for presenting interfund transactions is acceptable since they are
eliminated in presenting financial statement totals, and the CIRA’s financial statements are considered to be the
financial statements as a whole. For the same reason, it seems logical that interfund borrowings may be reported
at their net amount even though netting would not be appropriate under FASB ASC 230-10-45-9 unless the
amounts had original maturities of three months or less.
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Exhibit 1-1

Types of Cash Flows

OPERATING INVESTING FINANCING
NONCASH INVESTING AND
FINANCING TRANSACTIONS

CASH RECEIPTS FROM:
¯ Member operating
assessments

¯ Member assess-
ments for major
repairs and replace-
ments

¯ Member assess-
ments for amortiza-
tion of mortgage
principal (coopera-
tives only)

¯ Developer assess-
ments, guarantees,
and subsidies

¯ Special assess-
ments

¯ Interest from mem-
bers

¯ Investment income
(interest and divi-
dends)

¯ Other income:
—Program income
—Special use fees
—Facility rental
—Laundry
—Vending machine
—Key fees
—Forfeited deposits
—Transfer fees
—Commercial oper-
ations

¯ Settlement of litiga-
tion

¯ Refunds from sup-
pliers

CASH RECEIPTS FROM:
¯ Sale of property
and equipment

¯ Proceeds from cer-
tificates of deposit
not classified as
cash or cash equiv-
alents

¯ Sale of investments
(Cash flows should
be reported gross
for each security
classification.)

CASH RECEIPTS FROM:
¯ Short-term borrow-
ings

¯ Long-term borrow-
ings

¯ Issuance of stock
¯ Initial member con-
tributions for work-
ing capital

¯ Initial developer
contributions

¯ Interfund transfers
¯ Receipts from inter-
fund loans

¯ Assets contributed by the
developer or converter

¯ Assets purchased out of
social or other funds and
donated to the CIRA

¯ Acquiring property and
equipment by assuming
liabilities or exchanging
assets

¯ Issuing stock in exchange
for noncash consideration
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OPERATING
NONCASH INVESTING AND
FINANCING TRANSACTIONSFINANCINGINVESTING

CASH PAYMENTS FOR:
¯ Operating
expenses:
—Management fees
—Wages and bene-
fits
—Utilities
—Service and con-
tracts
—Repairs
—Supplies
—Insurance and
licenses
—Legal and
accounting
—Security
— Administrative
expenses

¯ Replacement
expenses (other
than asset acquisi-
tions)

¯ Interest (excluding
amounts capital-
ized)

¯ Taxes

CASH PAYMENTS FOR:
¯ Property and equip-
ment (including
capitalized interest)

¯ Certificates of
deposit not classi-
fied as cash or cash
equivalents

¯ Investment securi-
ties (Cash flows
should be reported
gross for each
security classifica-
tion.)

CASH PAYMENTS FOR:
¯ Repayment of
amounts borrowed
(short-term debt,
long-term debt,
capital lease obliga-
tions)

¯ Treasury stock
¯ Patronage divi-
dends

¯ Interfund transfers
¯ Repayment of inter-
fund loans

¯ Refunds of excess
assessments or
special assess-
ments

* * *

Notes to Financial Statements

As for commercial businesses, GAAP requires adequate disclosures in CIRA financial statements. In addition to the
general disclosures required by GAAP, there are also a number of required CIRA-specific disclosures. A complete
list of such disclosures is beyond the scope of this course, but more information is available in PPC’s Guide to
Homeowners’ Associations and Other Common Interest Realty Associations.

SUPPLEMENTARY INFORMATION PRESENTED BY CIRAS

CIRAs often present additional details of the basic financial statements as additional information that is not required
to be presented but provides additional information about the financial statements for additional analysis purposes.
Examples of such information include additional details of revenues and expenses, actual operating results
compared to budgeted amounts, and details of replacement fund expenditures. However, certain supplementary
information relating to future major repairs and replacements is required to be presented. A discussion of accoun-
tants’ reporting responsibilities for supplementary information presented outside the basic financial statements
(including required supplementary information) are beyond the scope of this course, but more information is
available in PPC’s Guide to Homeowners’ Associations and Common Interest Realty Associations.
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Supplementary Information Required by the FASB

FASB ASC 972-235-50-3 requires CIRAs to disclose the following information about future major repairs and
replacements of common property as unaudited supplementary information (that is, outside of the basic financial
statements):

¯ Estimates of current or future costs of future major repairs and replacements of all existing components,
such as roofs, including the following:

a. Estimated amounts required.

b. Methods used to determine the costs.

c. The basis for calculations, including assumptions, if any, about interest and inflation rates.

d. Sources used.

e. Dates of studies made for that purpose, if any.

¯ A presentation of components to be repaired and replaced that includes the following:

a. Estimates of the remaining useful lives of the components.

b. Estimates of current or future replacement costs.

c. Amount of funds accumulated for each component to the extent designated by the CIRA’s board of
directors.

If the CIRA issues comparative financial statements, it seems likely that the required supplementary information
only needs to be disclosed for the current period because that is the approach taken in the illustrative financial
statements in the AICPA guide.

Accountants should be aware that some CPAs have been sued when audited financial statements did not disclose
information about future major repairs and replacements of common property and the related reserves. The
litigating parties felt that excluding information about the CIRA’s future major expenditures and the reserves
accumulated to meet those expenditures led to financial statements with inadequate disclosures.

The authoritative accounting literature requires the supplementary information to be presented because it is
considered to be essential for placing the basic financial statements in an appropriate operational, economic, or
historical context.

Exhibit 1-2 illustrates how the required supplementary information might be presented in two scenarios: (a)
estimates of current costs of future major repairs and replacements based on a study conducted by the CIRA’s
board of directors and (b) estimates of future costs of future major repairs and replacements based on a study
conducted by a consulting firm.

Exhibit 1-2

Required Supplementary Information on Future Major Repairs and Replacements

Alternative A—Based on a study conducted by the CIRA’s board of directorsa

The board of directors conducted a study in November 20X2 to estimate the remaining useful lives and the
replacement costs of the components of common property. The estimates were obtained from licensed contractors
who inspected the property.
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The following table is based on the study and presents significant information about the components of common
property.

Components

Estimated
Remaining Useful
Lives (Years)

Estimated
Current

Replacement
Costsb

20X7
Funding

Requirementc

Components
of Fund Bal-
ance at Dec.
31, 20X6d

Roofs 5 to 14 $ 1,620,000 $ 120,000 $ 154,000

Streets 5 to 14 96,000 40,000 57,000

Recreation facilities 2 to 11 120,000 12,000 55,000

Exterior siding 7 to 11 760,000 72,000 48,000

Pools, spas,
solar equipment 2 to 14 112,000 36,000 39,000

Tennis courts 5 to 10 64,000 10,000 14,000

Furniture and equip-
ment 3 to 7 80,000 12,000 12,000

$ 2,852,000 $ 302,000 $ 379,000

Notes:

a As illustrated in Exhibit A-8 of the AICPA guide.

b CIRAs may disclose either estimated current replacement costs or estimated future replacement costs.
Estimated current costs are those necessary to replace the common elements today. Estimated future costs
are those necessary to replace the common elements at the end of their remaining useful lives. Estimated
future costs consider both the rate of inflation and interest to be earned on replacement funds. (See Alternative
B.)

c The funding requirement for the subsequent year, although illustrated in the AICPA guide, is not required to be
disclosed.

d FASB ASC 972-235-50-3 requires that the amounts accumulated for each component be displayed to the
extent designated by the board. Thus, if the board has allocated fund balance to each component, that
information should be displayed. Otherwise, such information is not required to be presented.

Alternative B—Based on a study conducted by a consulting firma

The ABCConsulting Company conducted a study in November 20X2 to estimate the remaining useful lives and the
replacement costs of the components of common property. The estimates were based on future estimated



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

312

replacement costs. Funding requirements consider an annual inflation rate of 5% and interest at 8%, net of taxes,
on amounts funded for future major repairs and replacements.

The following table is based on the study and presents significant information about the components of common
property.

Components

Estimated
Remaining Use-
ful Lives (Years)

Estimated
Future

Replacement
Costsb

20X7
Funding

Requirementc

Components
of Fund Bal-
ance at Dec.
31, 20X6d

Roofs 5 to 14 $ 3,023,000 $ 152,000 $ 154,000

Streets 5 to 14 179,000 46,000 57,000

Recreation facilities 2 to 11 180,000 15,000 55,000

Exterior siding 7 to 11 1,256,000 93,000 48,000

Pools, spas,
solar equipment 2 to 14 174,000 42,000 39,000

Tennis courts 5 to 10 97,000 12,000 14,000

Furniture and equip-
ment 3 to 7 107,000 14,000 12,000

$ 5,016,000 $ 374,000 $ 379,000

Notes:

a As illustrated in Exhibit A-8 of the (inactive) AICPA guide.

b CIRAs may disclose either estimated current replacement costs or estimated future replacement costs.
Estimated current costs are those necessary to replace the common elements today. (See Alternative A.)
Estimated future costs are those necessary to replace the common elements at the end of their remaining
useful lives. Estimated future costs consider both the rate of inflation and interest to be earned on replacement
funds.

c The funding requirement for the subsequent year, although illustrated in the (inactive) AICPA guide, is not
required to be disclosed.

d FASB ASC 972-235-50-3 requires that the amounts accumulated for each component be displayed to the
extent designated by the board. Thus, if the board has allocated fund balance to each component, that
information should be displayed. Otherwise, such information is not required to be presented.

* * *

There is no requirement that a new study be conducted each year. Paragraph 3.07 of the AICPA guide recommends
that the board annually reevaluate changes to the common elements, as well as estimates of remaining useful lives
and costs of replacements or repairs. In addition, some states require the board to conduct studies periodically,
such as every three years, and to review the study annually. Since a new study is not required each year, how is the
required supplementary information presented in, for example, the financial statements for the year after a study
was conducted? Do the ranges of years in the estimates of useful lives of the components need to be reduced by
one year? Should the estimated costs of replacements or repairs be reduced by the actual amounts spent in the
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first year? Some associations make such adjustments to the schedule. However, in subsequent years, the informa-
tion from the study may not need to be changed unless there have been material changes made in the estimates.
A note on the face of the schedule should clearly disclose the date of the study up on which the information is
based.

An alternative issue arises if the CIRA has two reserve studies. One reserve study may relate to the current financial
statement period. A second reserve study might be prepared near the end of the current financial statement period
and would begin with the current year end and project reserve information for the following year. The AICPA guide
does not discuss which reserve report should be used when preparing the supplementary information. The authors
recommend that the CIRA include information from the most recently prepared reserve report. The more recent
reserve study contains information that generally can be assumed to be more reliable as it is based on actual
information from the current financial statement period. As noted above, the schedule should clearly disclose the
date of the study on which the supplementary information is based.

Authoritative literature does not preclude a CIRA from attaching a copy of the reserve study in lieu of preparing a
separate schedule of the required supplementary information, provided the reserve study conveys all required
information about future major repairs and replacements of the CIRA’s common property as explained above.
However, a reconciliation of the amounts for the common area components and the ending fund balance for each
component (if designated by the CIRA’s board) between the reserve study and the CIRA’s financial statements will
probably be necessary.

A discussion about performing a reserve study is beyond the scope of this course, but more information is available
in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

1. If a common interest realty association (CIRA) uses fund accounting, what two principle funds will typically be
used?

a. Capital improvements fund and special assessments fund.

b. Debt fund and settlement proceeds fund.

c. The operating fund and the reserve fund.

d. The property fund and the recreation fund.

2. The Greenbriar Homeowner’s Association runs a golf course and an association restaurant. Association
members get discounts, but the enterprises are also open to the public. Profits from running these enterprises
arematerial toGreenbriar’s financial statements.Whichof the following is thisCIRAmost likely topresentbased
on these circumstances?

a. A classified balance sheet.

b. Comparative financial statements.

c. Financial statements that use fund accounting.

d. Financial statements presented using the cash basis of accounting.

3. Which of the following is considered part of a CIRA’s other comprehensive income?

a. Distributions made to homeowners.

b. The excess of its revenues over its expenses.

c. Unrealized gains and losses on investments in marketable securities that are classified as available for
sale.

d. Revenues included in comprehensive income but not in excess of revenues over expenses.

4. The LandsdownNeighborhoodAssociation receives cash receipts from the following activities during the year.
Which would be considered a cash flow from operations?

a. Funds from sale of an empty lot owned by the association.

b. Payments collected from members to repair the roof of the pool house.

c. Initial contributions collected from new members used as working capital.

d. The value of new books for its library received in a trade with another CIRA.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

1. If a common interest realty association (CIRA) uses fund accounting, what two principle funds will typically be
used? (Page 300)

a. Capital improvements fund and special assessments fund. [This answer is incorrect. CIRAs’ financial
statements may show one or more additional funds if they use separate funds for certain activities, such
as special assessments; however additional funds such as the two listed here would not be considered
a CIRA’s principle funds.]

b. Debt fundandsettlementproceeds fund. [This answer is incorrect. Theseareexamplesof additional funds
that a CIRAmay show in its financial statements if it uses fund accounting; however, neither of these funds
would be a CIRA’s principle funds when this type of accounting is used.]

c. The operating fund and the reserve fund. [This answer is correct. CIRAs that use fund accounting
for their financial statements generally segregate their activities into two principle funds—an
operating fund and a fund for futuremajor repairs and replacements (often called a reserve fund or
a replacement fund). When fund accounting is used, the financial statements should include a total
columnsinceaCIRA’s financial statements areconsidered tobe the financial statements as awhole
and not the financial statements of the funds individually.]

d. The property fund and the recreation fund. [This answer is incorrect. CIRAs often use additional funds to
account for specific types of transactions. Examples of additional funds for CIRAs include a property fund,
a construction defect fund, and a recreation fund. However, these additional funds are not the principle
funds that a CIRA will present when its financial statements are prepared using fund accounting.]

2. The Greenbriar Homeowner’s Association runs a golf course and an association restaurant. Association
members get discounts, but the enterprises are also open to the public. Profits from running these enterprises
arematerial toGreenbriar’s financial statements.Whichof the following is thisCIRAmost likely topresentbased
on these circumstances? (Page 301)

a. A classified balance sheet. [This answer is correct. CIRAs generally present unclassified balance
sheets. However, CIRAs having significant commercial operations often present classified balance
sheets. Because Greenbriar’s golf course and restaurant would be considered a significant
commercial operation, it is likely that this CIRA will present a classified balance sheet.]

b. Comparative financial statements. [This answer is incorrect. Similar to commercial businesses, CIRAs are
not required to present comparative financial statements. However, FASB ASC 205-10-45-2 recommends
them. Therefore, while Greenbriar may choose to follow this recommendation, nothing about its
commercial operations as described in this scenario requires the CIRA to present comparative financial
statements, which means there is a better answer to this question.]

c. Financial statements that use fund accounting. [This answer is incorrect. GAAP does not require fund
accounting. FASB ASC 972-205-45-1 states that CIRAs may not need to use fund reporting if they do not
assess their members for future major repairs and replacements. Therefore, since repairs and
replacements are notmentioned in the scenario above,Greenbriar is not likely to need to present financial
statements that use fund accounting at this time.]

d. Financial statements presented using the cash basis of accounting. [This answer is incorrect. CIRAsmay
sometimes present financial statements on a basis of accounting other than GAAP, such as the cash or
income taxbasis.However, there is nothing specific toGreenbriar’s situation in this particular scenario that
necessitates use of the cash basis of accounting. Therefore, there is a better answer to this question.]
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3. Which of the following is considered part of a CIRA’s other comprehensive income? (Page 305)

a. Distributions made to homeowners. [This answer is incorrect. Comprehensive income includes all
changes in equity during a period except those resulting from investments by owners and distributions to
owners. Therefore, as other comprehensive income is part of comprehensive income, such distributions
cannot be considered other comprehensive income.]

b. The excess of its revenues over its expenses. [This answer is incorrect. For most CIRAs, comprehensive
income includes two components. One of those components is excess of revenues over expenses.
However, comprehensive income and other comprehensive income are two different terms, and just
because something is part of a CIRA’s comprehensive income that does not necessarily meant it is part
of a CIRA’s other comprehensive income.]

c. Unrealized gains and losses on investments in marketable securities that are classified as available for
sale. [This answer is incorrect. One of the two components of comprehensive income thatmost CIRAswill
need to include is unrealized gains and losses on investments in marketable securities classified as
available for sale in accordance with FASB ASC 320-10-25. However, other comprehensive income is a
smaller part of comprehensive income; therefore, all items considered to be comprehensive income are
not necessarily considered to be other comprehensive income.]

d. Revenues included in comprehensive income but not in excess of revenues over expenses. [This
answer is correct. The term comprehensive income refers to all components of comprehensive
income including the excess of revenues over expenses. The term other comprehensive income
refers to revenues, expenses, gains, and losses that, under GAAP, are included in comprehensive
income but excluded from the excess of revenues over expenses (for example, unrealized holding
gains and losses that are reported as a separate component of equity).]

4. The LandsdownNeighborhoodAssociation receives cash receipts from the following activities during the year.
Which would be considered a cash flow from operations? (Page 308)

a. Funds from sale of an empty lot owned by the association. [This answer is incorrect. Cash receipts from
thesaleofpropertyandequipmentareclassifiedasacash flow from investing.Therefore, theassociation’s
property sale is not considered a cash flow from operations.]

b. Payments collected frommembers to repair the roofof thepool house. [This answer is correct.Cash
receipts frommember assessments formajor repairs and replacements are classifiedas cash flows
from operations. Therefore, Landsdown should classify the assessments for the roof repair in this
manner.]

c. Initial contributions collected from newmembers used as working capital. [This answer is incorrect. Initial
member contributions used by the association for working capital should be classified as a cash flow from
financing.Therefore,whenLandsdowncollects these funds, itwouldnotbeappropriate for theassociation
to classify them as operating cash flows.]

d. The value of new books for its library received in a trade with another CIRA. [This answer is incorrect.
Making such a trade would be considered a noncash investing and financing transaction; therefore, it
would not be appropriate for Landsdown to classify this as a cash flow from operations.]
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Lesson 2: Income Taxes
INTRODUCTION

Lesson 2 takes a look at how CIRAs deal with income taxes and all the applicable rules, laws, and regulations. It
begins with a brief overview of tax law for CIRAs. Next, it discusses tax law principles that are common to all CIRAs.
After that, this lesson examines two forms that CIRAs can submit to the IRS—Form 1120-H and Form 1120—and
related rules that can apply. This lesson then takes a brief look at tax issues that affect different types of CIRAs,
including tax-exempt CIRAs, cooperative housing corporations, master associations, timeshare developments,
and commercial associations. Finally, Lesson 2 concludes with a discussion of specialized tax situations that can
affect CIRAs, such as the sale of common property and ancillary operations.

Learning Objectives:

Completion of this lesson will enable you to:
¯ Identify the principles of tax law that apply to all types of CIRAs.
¯ Determine the rules that apply to CIRAs filing Form 1120-H.
¯ Identify the rules that apply to CIRAS filing Form 1120.
¯ Recognize appropriatemethods for dealingwith tax-exemptCIRAs, cooperative housing corporations,master
associations, timeshare developments, commercial developments, and specialized tax situations that may
occur with CIRAs.

TAX LAW BASICS FOR CIRAS

Tax Filing Options

All CIRAs generally are taxed as corporations, but the available tax options depend, in part, on the specific type of
CIRA—condominium association, homeowners’ association, cooperative housing corporation, or timeshare asso-
ciation.

¯ Residential condominium associations, homeowners’ associations, and timeshare associations may be
taxed either under IRCSection 277, which applies to certainmembership organizations, or may elect to be
taxed under IRC Section 528, which applies specifically to homeowners’ associations as that term is
defined for tax purposes. Qualified CIRAs that elect to be taxed under IRC Section 528 file Form 1120-H,
U.S. Income Tax Return for Homeowners Associations. CIRAs that are taxed under IRCSection 277 file the
standard Form 1120 (or 1120-A).

¯ Commercial condominium associations file Form 1120.

¯ Cooperatives are subject to subchapter T and file Form 1120-C (beginning in 2007).

¯ As discussed later in this lesson, a few homeowners’ associations qualify as tax-exempt organizations and
file Form 990, Return of Organization Exempt From Income Tax.

All CIRAs must file a return (either a Form 1120, 1120-A, 1120-C, 1120-H, or 990), whether or not they have taxable
income.

Many CIRAs choose which tax form to file by selecting the form that yields the lowest tax. However, the decision
whether to file Form 1120 or Form 1120-H is a complex one that requires a full understanding of the tax treatment
of the components of a CIRA’s income and expenses. If a condominium or homeowners’ association elects to be
taxed under IRC Section 528, it must allocate its income and expenses between its exempt function activities and
its activities for the production of gross income (or nonexempt function activities). It is not taxed on its exempt
function activities but is taxed at the rate of 30% on its net nonexempt function income (referred to as its homeown-
ers’ association taxable income.) If a qualifying timeshare association elects to be taxed under IRC Section 528, it
is taxed at the rate of 32% on its net nonexempt function income. Under IRC Section 277, a CIRA must allocate its
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income and expenses betweenmembership and nonmembership activities, and, bymaking certain tax elections as
discussed later in this lesson, only its net nonmembership income is taxed at regular corporate tax rates. While
exempt function and membership activities are similar in some respects, there are important differences.

The taxation of condominium associations, homeowners’ associations, and timeshare associations presents an
option that is not available in any other area of taxation: the ability to choose which tax form to file and, therefore,
which tax rate applies. The decision, however, is not as clear-cut as it may appear at first glance. Form 1120-H is a
relatively simple form to prepare but has certain qualification requirements and a higher tax rate for most associa-
tions than the alternative Form 1120. On the other hand, Form 1120 is extremely complex. While it will normally
result in a lower tax rate than Form 1120-H (for example, 15% for the first $50,000 of taxable income), its complexity
and the lack of specific rulings in several areas create a much higher tax exposure risk when using that form. The
ultimate decision is the association’s, not the accountant’s. Few associations, however, will be knowledgeable
enough tomake the decision alone. Rather, they will rely on the professional advice of their tax preparer. Exhibit 2-1
presents the tax filing options and tax treatments available to CIRAs.

Exhibit 2-1

Tax Filing Options and Tax Treatments

IRC Section 277

Applies to: Condominium associations, homeowners’ associations, and timeshare associations
that are not exempt and do not or cannot elect to file Form 1120-H.

Form filed: Form 1120 for both membership and nonmembership income and expenses.

Tax treatment: Net
Membership
Income

Taxed at regular corporate rates but
may be able to make an annual
election to defer income, such as a
Revenue Ruling 70-604 election.

Net
Nonmembership

Income

Taxed at regular corporate rates.

Excess
Membership
Deductions

Carried forward to future years to offset
net membership income.

Net
Nonmembership

Loss

Treat as net operating loss under IRC
Section 172.

IRC Section 528

Applies to: Qualified electing condominium associations, homeowners’ associations, and
timeshare associations only.

Form filed: Form 1120-H for only nonexempt function income and direct and allocable indirect
expenses relating to nonexempt function income.
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Tax treatment: Net Exempt
Function
Income

Not taxed. Under Regulation 1.528-9,
and association may elect to either
rebate or apply excess assessments to
the folioing year.

Net Nonexempt
Function
Income

Taxed at 30% rate for condominium
and homeowners’ associations.

Taxed at 32% rate for timeshare
associations.

Net Exempt
Function
Loss

No exempt function loss carryover or
carryback allowed.

Net Nonexempt
Function
Loss

No net operating loss deduction
allowed. May not be carried forward or
back.

Subchapter T

Applies to: Cooperative corporations. Does not require that the cooperative also qualify as a
cooperative housing corporation under IRC Section 216.

Form filed: Form 1120-C for both patronage and nonpatronage income and expenses.

Tax treatment: Net
Patronage
Income

Taxed at regular corporate rates, but
may refund excess revenue as patron-
age dividends.

Net
Nonpatronage
Income

Taxed at regular corporate rates.

Net
Patronage
Loss

Treated as net operating loss under
IRC Section 172 to offset patronage
income only.

Net
Nonpatronage

Loss

Treat as net operating loss under IRC
Section 172 to offset nonpatronage
income only.

IRC Section 501(c)

Applies to: Homeowners’ associations exempt under IRC Section 501(c)(4) or Section 501(c)(7).

Form filed: Form 990 informational return for all exempt associations and Form 990-T for
associations with unrelated business income of $1,000 or more.
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Tax treatment: Net Income
from Exempt
Activities

Exempt from tax.

Net Unrelated
Business
Income

Amount in excess of $1,000 is taxed at
regular corporate rates.

Net Loss from
Exempt
Activities

No carryforward or carryback.

Net Unrelated
Business
Loss

Treated as a net operating loss under
IRC Section 172.

* * *
Historical Perspective of the Taxation of CIRAs

It is important to know the purpose of the enactment of IRC Section 528 in order to understand its intent and to
contrast it with the application of IRC Section 277. IRCSection 528 was added to the Internal RevenueCode in 1976
to provide CIRAs two benefits. They were given a simple method of filing their tax returns, and exempt function
income that was inadvertently being taxed on Form 1120 was exempted from taxation. As discussed later in this
lesson, it was the intent of Congress that a CIRA, as defined in IRC Section 528, be taxed in the samemanner as the
individual homeowners in the CIRA; i.e., the CIRA receives no benefit or suffers no penalty compared to the tax
treatment accorded the individual members of the CIRA. Specifically, IRC Section 528 allows the CIRA to build
reserves with no tax consequences other than taxation of the interest earned on such amounts. IRC Section 528 is
elective and may generally be considered to be an elective, beneficial code section.

The other filing option available to the majority of CIRAs is to file Form 1120. When Form 1120 is filed, the CIRAmay
be subject to the provisions of IRC Section 277, which was enacted in 1969. The intent of IRC Section 277 was to
prevent abuse by nonexempt membership organizations in the same manner that IRC Section 513 prevented
abuse by exempt organizations. As discussed later in this lesson, its purpose was to prevent taxable membership
organizations from avoiding tax on nonmembership income by operatingmembership activities at a loss and using
that loss to offset the nonmembership income. IRC Section 277 may be considered to be a mandatory anti-abuse
section because it automatically applies if the organization meets the criteria specified in the section. Those criteria
are:

¯ The entity is a membership organization.

¯ The entity was formed primarily to provide services to its members.

¯ The entity is not exempt under any other section of the Code. (Thus, CIRAs exempt under IRC Section 528
and subchapter T are not subject to the provisions of IRC Section 277.)

Subchapter T cooperatives file Form 1120-C, subject to subchapter T.

Tax Posture Adopted in This Lesson

The tax posture adopted by this lesson is generally a conservative one in which the recommendations do not vary
significantly from known positions of the IRS. In most cases, it is less expensive to comply with a law or regulation
than to adopt a more aggressive posture. An aggressive tax posture that is known to be at variance with laws,
regulations, rules, or guidelines is usually unsuccessful when it is challenged during an audit. Providing tax
services for CIRAs is complicated because definitive tax laws, regulations, rules, and guidelines often do not exist
in this area. Additionally, as discussed below, there is not one comprehensive set of rulings for CIRAs, making tax
research and interpretation difficult for tax preparers.
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As part of that conservative posture, when an IRS interpretation is used by this lesson as the basis for a recommen-
dation, it is the interpretation made by the national office of the IRS. Since there is no national training program for
this specialized industry group within the IRS, any field office maymake its own interpretation of a point of law. That
interpretation may differ from ones made by other field offices or the national office of the IRS.

The positions in this lesson may change from year to year because tax law affecting CIRAs is still evolving. Some
positions taken in the past may no longer be viable, either because new rulings are issued or new interpretations
are made of existing rulings. The guidance in this lesson is based on informal contact with employees at the
national office of the IRS who specialize in CIRAs in order to gain insight into the evolution of tax laws and
interpretations affecting CIRAs. Accountants should be aware that, based on that insight, changes may be made in
the annual updates to the recommendations in this lesson. Accountants are urged to consider the interpretations
and recommendations in this lesson carefully and to conduct additional research as necessary.

Complexity of Tax Laws

The vast number and complexity of tax rulings relating to CIRAs makes it difficult for preparers to research and
interpret tax laws so that accurate tax returns can be prepared. As discussed above, that is especially true when a
CIRA elects to file Form 1120 rather than Form 1120-H. Since there is not one comprehensive set of rulings for
CIRAs, accountants must go far beyond merely reading the Code. Many of the primary interpretations are found in
the regulations, revenue rulings, tax court cases, and even private letter rulings.

As discussed above, the annual updates of this lesson keep accountants informed of changes to technical
standards and the tax effect that those changes have on CIRAs. To assist preparers in researching and interpreting
tax laws, PPC has issued PPC’s Homeowners’ Association Tax Library. It contains the full text of all primary tax
rulings and partial text of other significant tax rulings related to the industry, with added emphasis and annotations.
That Guidemay be ordered at tax.thomsonreuters.com. Most of the citations in this lesson are included in PPC’s
Homeowners’ Association Tax Library.

Preparer Penalties

IRS Notice 2007-54, issued June 11, 2007, raised the bar on penalties for tax preparers. Prior to issuance of this
notice, for preparer penalties under IRC Section 6694, the penalty applied to understatement of tax liability due to
a position for which there was not a realistic possibility of being sustained on its merits, and—

a. the tax preparer knew, or should have known, of such position, and

b. there was a willful attempt in any manner by the tax preparer to understate the tax, or

c. there was any reckless or intentional disregard of rules or regulation by the tax preparer.

IRC Section 6694 has been amended so that the penalty would apply if—

a. the tax preparer knew, or reasonably should have known, of such position, and

b. there was not a reasonable belief that the position would more likely than not be sustained on its merits,
and

c. the position was not disclosed as provided in Section 6662(d)(2)(B)(ii), or

d. there was no reasonable basis for the position.

Tax practitioners are cautioned to consider preparer penalties in establishing positions taken on tax returns,
particularly on Form 1120. IRS tax audits in recent years have so far demonstrated that there is a severe lack of
compliance on Form 1120 tax returns.
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Lesson Overview

This lesson discusses the tax filing options available to CIRAs in detail and presents recommendations for selecting
the best alternative. The material is not laid out in Code order but rather discusses taxes in the following order:

¯ Discussion of the basic tax law principles that are common to CIRAs regardless of the tax filing option
selected.

¯ Discussion of Form 1120-H (the most commonly used form based on IRS statistics) and IRC Section 528.

¯ Discussion of Form 1120 and IRC Section 277, contrasted to IRC Section 528.

¯ Discussion of Form 990 and IRC Section 501 (exempt associations).

¯ Brief discussion of cooperative housing corporations.

¯ Discussion of master associations.

¯ Brief discussion of timeshare developments.

¯ Discussion of commercial associations.

¯ Discussion of specialized tax situations.

TAX LAW PRINCIPLES THAT ARE COMMON TO ALL CIRAS

Many tax law principles apply to all CIRAs, regardless of the tax option selected when filing returns. Those
principles are:

¯ The definition of gross income under IRC Section 61.

¯ Prepaid assessments.

¯ Agency relationships.

¯ Contributions to the capital of a corporation under IRC Section 118.

¯ Litigation settlements.

¯ The basis in assets received from a developer/sponsor or others under IRC Sections 351 and 362.

¯ Capital expenditures under IRC Section 263.

Those tax law principles are discussed in the following paragraphs. The difference in treatment of specific transac-
tions for financial reporting and tax purposes is also discussed.

Definition of Gross Income

IRC Section 61 defines gross income by stating “Except as otherwise provided in this subtitle, gross incomemeans
all income from whatever source derived. . . .” IRC Section 61 should be considered in conjunction with IRC
Sections 118, 277, and 528 in determining taxable income for a CIRA. Types of gross income may be treated
differently depending upon the tax filing option selected.

The receipts of a typical condominium or homeowners’ association may generally be categorized as follows:

¯ Member operating assessments (IRC Sections 277 and 528).
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¯ Member replacement fund (reserve) assessments (IRC Section 118 if capital in nature; IRC Section 277 if
noncapital in nature).

¯ Member fees for services (IRC Sections 277 and 528).

¯ Nonmember fees for services (IRC Sections 277 and 528).

¯ Litigation settlements (IRC Sections 61 and 118).

¯ Passive income, such as interest income (IRC Sections 277 and 528).

While most of those categories of receipts are treated as gross income for tax purposes, IRC Section 118 excludes
(a) assessments for specific capital improvements or the replacement of personal property and (b) litigation
proceeds from income and treats them as contributions to capital.

Prepaid Assessments

Member assessments received in advance should be treated as deferred revenue for financial reporting purposes.
However, the tax treatment of prepaid assessments may depend on the nature of the amounts received. Revenue
Procedure 2004–34 allows deferral of income for only 12months, from one tax year to the next succeeding tax year.
That deferral is allowed only if all the services to be received by the members will be performed by the end of the
succeeding tax year. If the deferral is properly recorded but for any reason the services are not performed by the
end of the succeeding tax year, the amount deferred must be included in income for the succeeding year.

The IRS has held in its examination of a Florida timeshare association that assessments received in advance were
partially for “reserves,” with services to be performed several years in the future. Thus, the prepaid assessments
would not qualify for deferral under Revenue Procedure 2004–34, since all services would not be performed by the
end of the succeeding tax year. The “reserve” portion of the prepaid assessments was, in that case, characterized
by the IRS as operating assessments because the association failed to clearly earmark the reserve funds for
specific capital purposes and to segregate the reserve fund cash into a separate bank account from the operating
funds. It seems likely that, if the reserves had been adequately earmarked (thus qualifying as contributions to
capital rather than operating assessments), the IRS would not have reached that conclusion.

A CIRAmay alsomake an election under IRC Section 456(c) in its first taxable year to defer income on prepaid dues
received. An election may be made in a later tax year only with the consent of the Secretary of the Treasury. The
election applies to the current and all subsequent tax years and may be revoked only with the consent of the
Secretary of the Treasury. An election under IRC Section 456(c) would preempt the provisions of Revenue Proce-
dure 2004–34.

Agency Relationships

The receipt of funds for a specific limited purpose fromwhich the CIRAwill derive no benefit may result in an agency
relationship for tax purposes. The most common types of agency relationships for CIRAs are special assessments
for the reserve fund, litigation settlements from developers, and disaster insurance proceeds. In each case, the
CIRA merely acts as an agent for its members, has only ministerial duties over the funds (including collection,
record keeping, and disbursement), and cannot divert the funds for its own purposes. The funds may be received
in the form of cash or an annuity. Assessments for routine maintenance and continuing operations do not result in
agency relationships because the funds are not spent for a specific purpose.

When the CIRA receives funds as an agent for its members, it should set up a separate bank account (and perhaps
a separate fund) for the proceeds and expenditures. Since the CIRA is actingmerely as an agent, the proceedsmay
not be commingled with CIRA monies nor may they be spent for any other purpose.

An example of an agency relationship involving a special assessment is further discussed later in this lesson.
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Contributions to the Capital of a Corporation

Contributions to the capital of a CIRA generally arise from:

¯ Monthly replacement fund assessments.

¯ Special replacement fund assessments.

¯ Capital improvements assessments.

¯ Litigation settlements.

¯ Insurance proceeds settlements.

However, not all of those receipts necessarily qualify as being capital in nature. The IRS defines a “special”
assessment as any assessment for capital purposes, whether assessed monthly, as a single assessment, or as a
series of one-time assessments. Thus, most accountants agree that any assessment for special capital improve-
ments or the replacement of personal property may be classified as contributed capital if the association complies
with the factors listed below in the “Factors to Consider in Assessing Capital Contributions” paragraph.

IRC Section 118 states that “In the case of a corporation, gross income does not include any contribution to the
capital of the taxpayer.” Other rulings have interpreted IRC Section 118 as it relates to CIRAs by placing strict
limitations onwhich receiptsmay be characterized as contributions to capital. Other Code sections, particularly IRC
Section 263, assist accountants in identifying those assessments that qualify as capital in nature. Exhibit 2-2 lists
the guidance applicable when determining whether a receipt is a capital contribution.

Exhibit 2-2

Summary of Selected Tax Citations Related to Capital Contributionsa

Reference Summary Factors Addressedb

IRC Sections

IRC 118 All contributions to capital (reserves) are excluded from gross
income under IRC Section 118.

Accounted for as a
capital contribution

IRC 263 No deduction may be taken for capital expenditures. Amounts
paid or incurred for restoring property (such as painting) are
not capital expenditures.

Purpose

Court Cases

United Grocers v.
U.S.A.

The dominant factor in determining whether the amounts were
contributions to capital or payment of goods or services was
the motive or purpose and intent in making the contribution.

Expended for the
intended purpose
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Reference Factors AddressedbSummary

Board of Trade of the
City of Chicago and
Subsidiaries v. Com-
missioner

Certain fees paid to the membership organization were
nontaxable contributions to capital because there was an
investment motive, as supported by the following factors:

¯ The fee was earmarked for a capital acquisition or
expenditure.

¯¯ The organization had a definite commitment to
engage in capital activity.

¯¯ Both the organization and themembers intended that
funds collected were to be used for capital purposes.

¯¯ Fundswere accounted for at the time of payment and
were held for that purpose and no other purpose.

¯ The payors were equity owners in the corporation, and
there was an increase in equity capital as a result of the
payment.

¯ Membershadanopportunity toprofit from their investment
in the corporation.

Purpose

Accounted for as a
capital contribution

Held for that purpose

Increase the capital
account

Gibbons v. United
States

The amount or proportion to be used for capital improvements
must be stated at the time of the assessment and earmarked
for that purpose at the time of receipt.

Advance notice

Maryland Country
Club, Inc. v. United
States

Three basic conditions are required for earmarking:

¯ There must be a definite commitment to engage in some
capital construction.

¯ At the time of the initial payment, both the club and the
member must be operating under the assumption that the
funds so collected will be used only for qualified capital
purposes to be completed within three years.

¯ The funds must be accounted for at the time of payment
and held for that purpose and for no other purpose.
Although the regulations may not require a separate bank
account for capital funds, use of capital funds for operating
expenses shows a lack of intent to hold those funds solely
for capital purposes. That has the effect of invalidating the
exemption of the entire sum collected because an ear-
marking of funds never took place.

Purpose

Advance notice

Held for that purpose
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Reference Factors AddressedbSummary

General Counsel Memorandum

GCM 35929
(Memorandum issued
regarding IRC Section
118)

Special assessments are capital contributions because:

¯ They were paid voluntarily by the members.c

¯ The equity of the members in the association increased.

¯ The assessments were used to pay capital expenditures.

¯ The everyday operating expenses were covered from
other sources.

Earmarking of funds, by itself, is not sufficient to create a
contribution to capital.

Advance notice

Accounted for as a
capital contribution

Increases the capital
account

IRS Revenue Rulings

RR 74-563 A special assessment collected by an incorporated homeown-
ers’ association from its members and set aside in a special
bank account for paving a community parking area constitutes
a contribution to the capital of the association.

Purpose

Separate bank
accounts

RR 75-370 Special assessments collected by a condominium manage-
ment corporation from its unit owner-stockholders and accu-
mulated in a separate bank account for replacement of the roof
and elevators in the condominium qualify as a capital
contribution and are not includable in the corporation’s gross
income. Painting was specifically noted as not qualifying for
capital treatment.

Purpose

Advance notice

Separate bank
accounts

RR 75-371 Special assessments for the replacement of personal property
collected by a condominiummanagement corporation from its
unit owner-stockholders and accumulated in a separate bank
account are contributions to capital. Contingency reserve
additions were specifically noted as not qualifying for capital
treatment.

Purpose

Advance notice

Notes:
a PPC’s Homeowners’ Association Tax Library (HTL) contains a comprehensive presentation of all tax citations
relevant to CIRAs, accompanied by practice insights on the citations. For ordering information, visit the
website at ppc.thomsonreuters.com.

b See discussion later in this section.

c However, the Courts held in Chicago Board of Trade that nonvoluntary transfer fees may qualify as capital
contributions.

* * *
Private Letter Ruling 201144006 re-emphasized that “. . . if a corporation requires additional funds for conducting
its business and obtains such funds through voluntary pro rata payments by its shareholders, the amounts so
received being credited to its surplus account or to a special account, such amounts do not constitute income,
although there is no increase in the outstanding shares of stock of the corporation.”

For a CIRA that files Form 1120-H, there are no tax consequences associated with misclassifying receipts as
contributions to capital that should be reported as exempt function income. Exempt function income is not taxable
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under IRC Section 528. Failure to separate capital contributions from operating assessments is a fairly common
error. Because the excess exempt income is not taxable on Form 1120-H, it does not enter into the calculation of
taxable income on Form 1120-H.

However, failure to separate capital contributions from operating assessments has a significant impact on calcu-
lating compliance with the 60% test. The 60% test is performed prior to any attempt to calculate taxable income and
is completely independent of the calculation of taxable income. If capital contributions are not separated from
operating assessments, both the numerator and denominator of the calculation are overstated and it could result
in the appearance that the 60% test is met, when in fact it may not be met. The 60% test is based on gross income
and capital contributions are not considered part of gross income for tax purposes.

A CIRA that files Form 1120 should be careful to comply with the IRS requirements discussed in the next paragraph
to ensure that it is allowed to classify receipts from owners as contributions to capital when appropriate. Failure to
comply can have significant implications. If the CIRA fails to fully comply, the IRSmay, on audit, reclassify the capital
contributions as membership income. This will normally give rise to an excess of member income over member
expenses, which is taxable income. (This has been asserted on numerous IRS audits.) Many in the industry have
become complacent on this issue because a number of associations that did not fully comply with the criteria
discussed below have been audited and did not have any problem with the IRS regarding their reserve funds and
contributions. With the availability of the draft IRS Audit Techniques Guide discussed later in this lesson failing to
fully comply is a higher risk position now than it was in the past.

Factors to Consider in Assessing Capital Contributions. In order for a CIRA to record an assessment as a
contribution to capital for tax purposes, the CIRA must (1) show that the purpose of the assessment is capital in
nature and (2) demonstrate its intent for making the assessment. The following seven factors should be considered
when documenting the CIRA’s intent for an assessment to qualify as a capital contribution: (See Exhibit 2-2 for a
summary of the referenced tax citations.)

¯ The purpose of the assessment must be capital in nature. (IRC Section 263; Chicago Board of Trade,
Maryland Country Club; Revenue Rulings 74-563, 75-370, and 75-371)

¯ Members or unit owner-stockholders must have advance notice as to the intent of the purpose of the
contribution. (Gibbons, Maryland Country Club; GCM 35929; Revenue Rulings 75-370 and 75-371)

¯ Themoney contributedmust be accounted for as a capital contribution. (IRC Section 118,Chicago Board
of Trade, GCM 35929)

¯ The money must be held for that purpose and for no other purpose. (Chicago Board of Trade, Maryland
Country Club)

¯ The money must be held in separate bank accounts from the operating (noncapital) monies of the CIRA.
(Revenue Rulings 74-563, 75-370, and 75-371)

¯ The money must be actually expended for the intended purpose. (United Grocers)

¯ The money must increase the capital account of the member or unit owner-stockholder. (Chicago Board
of Trade, GCM 35929)

Each of the factors, as well as agency relationships, tax consequences for not complying, and amending tax
returns are discussed in the following paragraphs.

Purpose of Assessment. IRC Section 263 is not an elective section. It is a mandatory, anti-abuse section intended
to prevent a taxpayer from claiming a current deduction for “capital” expenditures that the taxpayer is required to
capitalize and depreciate. IRC Section 263(a), under its general rule, states “No deduction shall be allowed for—

(1) Any amount paid out for new buildings or for permanent improvements or bettermentsmade
to increase the value of any property or estate.
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(2) Any amount expended in restoring property or in making good the exhaustion thereof for
which an allowance [for depreciation] has been made.”

The principal decision to charge the replacement fund for certain expenses is governed by the CIRA’s members
when they adopt the budget. Thus, the replacement fund may include expenditures for items other than capital
improvements, such as painting, pest control, landscape maintenance, insurance, and fees for studies to estimate
the costs of future major repairs and replacements. Since the revenue rulings discussed in Exhibit 2-2 indicate that
only assessments for specific capital expenditures qualify as contributed capital, most associations will report a
portion of the assessments for future major repairs and replacements as contributed capital for tax purposes and
the remainder as membership income. Likewise, they may only deduct noncapital expenditures (for example,
painting expenses) from the replacement funds for tax purposes. Since assessments for future capital repairs and
replacements are excluded frommembership income, however, expenditures for capital repairs and replacements
cannot be treated asmembership expenses. To do sowould allow associations to exclude the “income” but deduct
the “expenses.”

Many accountants argue that major expenditures for painting the common elements should qualify as capital in
nature because normally they are being “reserved” for in the replacement fund. However, it is the nature of the
activity that is controlling. Painting does not meet the criteria for capitalization under IRC Section 263, and several
court cases hold that painting is a deductible expense. Also, Revenue Ruling 75-370 explicitly states that funds
collected “to provide the services for which [The Association] was formed such as maintenance of the common
elements” are not considered as contributions of capital but are includable in the association’s gross income. The
revenue ruling states that funds for painting the common elements and for repairs, gardening, and janitorial
services are not considered as contributions of capital. In addition, Revenue Ruling 75-371 states that any funds
accumulated for contingencies are includable in the association’s gross income since they are not set aside for
specific capital improvement purposes.

The issue of treating reserve fund assessments for painting as capital contributions continues to be raised. The
basic forces driving that issue are:

¯ Treating painting reserve assessments as capital in nature allows most associations to take advantage of
the lower corporate tax rates of only 15% on the first $50,000 of taxable income by filing Form 1120. Since
capital assessments may be excluded from member income, treating the painting reserve assessments
as capital contributions excludes them frommember income and treats them like any other capital reserve
assessment (such as for roofing or streets). By excluding the painting reserve assessments from
membership income, it is much easier to arrive at excess membership deductions for tax purposes.

¯ Treating painting reserve assessments as noncapital in nature generally results in excess netmembership
income for any year except the year the monies are expended. That net membership income is subject to
taxation on Form 1120 under IRC Section 277. Consequently, treating painting as noncapital in nature is
more likely to result in a decision to file Form 1120-H to avoid being taxed on netmembership income. The
downside of that decision is that the association is subject to a 30% tax rate on Form 1120-H (or 32% for
timeshare associations), which is at least double the lowest tax rate on Form 1120.

Those accountants who treat painting reserve assessments as capital in nature base their decisions on the
following criteria:

¯ Painting is a reserve item as are a variety of other common area components that clearly qualify as capital
in nature.

¯ Painting is generally a very large dollar expenditure, and the IRS typically requires capitalization of large
dollar expenditures rather than allowing current deductions for them.

¯ The specific mention of painting in Revenue Ruling 75-370 does not constitute absolute authority to
consider painting to be noncapital in nature.

None of those criteria are based on supportable tax law, and they ignore the most critical element; i.e., the nature
of the activity. The IRS hasmade it clear that it considers painting to be noncapital in nature. There is a considerable
body of tax law supporting the IRS position. Exhibit 2-3 summarizes those laws and regulations.
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Exhibit 2-3

IRS Citations on Painting As a Noncapital Expenditure

Citation Applicable Quotation

IRC Section 263 “No deduction shall be allowed for any amount paid out for new buildings or for
permanent improvements or betterments made to increase the value of any property or
estate.”

IRC Section 277 “In the case of a . . . membership organization which is operated primarily to furnish
services or goods to members, and which is not exempt from taxation, deductions for
the taxable year attributable to furnishing services . . . to members shall be allowed only
to the extent of income derived during such year from members . . .”

IRC Section 528 “The term ‘homeowners association’ means an organization which is . . . organized and
operated to provide for the acquisition, construction, management, maintenance, and
care of association property . . .”

Treasury Regulations
Section 1.118-1

“In the case of a corporation, Section 118 provides an exclusion from gross income with
respect to any contribution of money or property to the capital of the taxpayer . . .
However, the exclusion does not apply to any money or property transferred to the
corporation in consideration for goods or services rendered.”

Treasury Regulations
Section 1.263(a)-1

“Except as otherwise provided in Chapter One of the Code, no deduction shall be
allowed for . . . any amount paid out for new buildings or for permanent improvements
or betterments made to increase the value of any property or estate . . . In general, the
amounts referred to in paragraph (a) of this section include amounts paid or incurred
(1) to add to the value or substantially prolong the useful life, of property owned by the
taxpayer, such as plant or equipment, or (2) to adapt property to a new or different use.
Amounts paid or incurred for incidental repairs and maintenance of property are not
capital expenditures within the meaning of subparagraphs (1) and (2) of this paragraph.”

Treasury Regulations
Section 1.277-1 (Pro-
posed in 1972, with-
drawn in 1986.)

“Membership deductions are the expenses, depreciation, and similar items of deduction
attributable to membership activities.”

Revenue Ruling 75-370 “However, this Revenue Ruling does not apply to the funds collected by a condominium
management corporation to provide the services for which it was formed such as
maintenance of common elements (painting, repairs, gardening, janitorial services and
so forth). Thus, for example, funds accumulated to paint the common elements would
not qualify under this Revenue Ruling.” A ruling was requested as to whether or not
special assessments for replacement of roofs and elevators would qualify as
contributions to capital.
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Citation Applicable Quotation

Revenue Ruling 75-371 “Advice has been requested whether . . . a special assessment collected [for replacing
outdoor furniture] by a nonexempt condominiummanagement corporation from its unit
owner stockholders . . . will qualify as a contribution to the capital of the corporation
under Section 118 of the Internal Revenue Code of 1954 . . . Section 1.118 of the Code
provides an exclusion from gross income with respect to any contribution of money or
property to the capital of the taxpayer . . . But the exclusion does not apply to anymoney
or property transferred in consideration of goods or services rendered. In United
Grocers, Ltd. v. United States . . ., the Court said the dominant factor in determining
whether the amounts were contributions to capital or payment for goods or services was
the motive or purpose and intent in making the contribution . . .Moreover, the availability
of various types of personal property, including outdoor furniture, adds to the
attractiveness or usefulness of the condominium project and, therefore, enhances the
value of a unit owner-stockholder’s property. . . . this enhanced value is sufficient to
show the motive or purpose and intent for paying the special assessment is something
other than a payment for services rendered by the taxpayer to its unit-owner
stockholders.”

General Counsel Mem-
oranda 35929

“There must be some showing of increased homeowner-members’ equity as a result of
the payment. It is our opinion this factor is satisfied in the proposed ruling (Revenue
Ruling 74-563) because the value of a homeowner-member’s property is enhanced as
a direct result of the payment . . . Because of the nature of a homeowners association,
determining if amounts paid by its members are in consideration for its services to them
or as contributions to capital is difficult . . . The dominant factor in determining whether
the amounts were contributions to capital or payment for goods or services was the
motive or purpose and intent in making the contribution.”

* * *

Each of the citations in Exhibit 2-3 lendsweight to the IRS position that painting is not capital in nature. Furthermore,
Exhibit 2-4 presents numerous court cases about painting expenditures, most of which specifically hold that
painting expenditures in other areas of taxation (for owners of property other than homeowners’ associations) are
considered as currently deductible operating expenditures. Given the fact that property owners in those other areas
have fought to obtain a current deduction for painting expenses, homeowners’ associations cannot logically argue
that, only in their cases, are painting expenditures capital in nature.

Exhibit 2-4

Court Cases about Painting Expenditures

Currently Deductible as Operating Expenditures

The cost of painting, papering, whitewashing, etc., income-producing or business buildings is deductible.

¯ Haverty Furniture Co., (CA-5) 1927 CCH P7012, 15 F.2d 345.

¯ Kurtz, 8 BTA 679, Dec. 2921 (Acq.).

¯ Leedom & Worrall Co., 10 BTA 825, Dec. 3563.

¯ Jones Hollow Ware Co., 12 BTA 48, Dec. 3982 (Acq.).
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¯ Markovits, 11 TCM 823, Dec. 19,138(M).

¯ R.O. Watts, 34 TCM 613, Dec. 33,184(M), TC Memo 1975-131.

¯ V.M. Walker, 64 TCM 255, Dec. 48,368(M), TC Memo. 1992-416.

Painting and decorating expenditures in connection with residential property prior to sale were not capital
expenditures since there was no substantial or appreciable increase in value of the property as a result of the
expenditures.

¯ J.L. Kirkland, DC Neb., 67-1 USTC P9328, 267 F. Supp. 259.

That case relates to the issue of additions to the “capital account.” The rules clearly state that painting expenditures
do not add to the capital account of a principal residence. Painting is considered to be a periodic maintenance
expense for the normal wear and tear that occurs to a property over a period of time.

Capital in Nature

The cost of painting must be capitalized when done as part of or incidental to a general reconditioning or
remodeling of the property.

¯ J.M. Jones, (CA-5) 57-1 USTC P9517.

¯ Bank of Houston, 19 TCM 589, Dec. 24,204(M), TC Memo 1960-110.

The cost of papering and painting a dwelling house purchased for rental purposes to make it more suitable for
tenants was allowed as a part of the capital cost thereof when the house was purchased and sold within the year.

¯ L. Allen, 2 BTA 1313, Dec. 1008 (Acq.).

The same was allowed for a business building.

¯ Republican Co., BTA memo., Dec. 8426-B.

* * *

The cases in Exhibit 2-4 clearly indicate that, except as part of a general reconditioning (with all reconditioning
activities done at the same time), painting never has been considered capital in nature. Accountants who take the
opposite position may be needlessly exposing their association clients to substantial undue tax audit risk. By either
filing Form 1120-H or making an election under Revenue Ruling 70-604, the association canminimize its tax liability
without playing tax audit roulette.

Advance Notice. The CIRA can give advance notice to the members or unit shareholder/owners by distributing
copies of the budget and the replacement fund reserve study. The budget signals the CIRA’s intent in making the
assessment. The budget must clearly delineate between member (operating) activities and capital (reserve or
replacement fund) activities. The replacement fund reserve study should agree to and support the budget. While
the budget supports the current year’s capital assessment, the reserve study supports the purpose for which the
assessment is being made over the long term. Minutes of the meetings of the board of directors should document
adoption of the budget and reserve study and authorize expenditure of funds for specific capital purposes.

Accounted for as a Capital Contribution. The CIRA’s general ledger and financial statements should clearly
delineate capital assessments from operating assessments. The budget and reserve study should support the
amount collected for capital assessments. Also, there should be a clear tax return reconciliation (on Schedule M-1
or Schedule M-3) separating capital transactions from operating transactions. It seems likely that assessments
recorded as contributions to capital for tax purposes should be recorded as revenue for financial reporting
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purposes. Since they will never be reported as revenue for tax purposes, however, they should be shown as a
Schedule M-1 (or Schedule M-3) adjustment on the association’s federal income tax return.

The replacement fund balance can be reported in the “Appropriated Retained Earnings” or “Paid-in-Capital”
section of the balance sheet on Schedule L of Form 1120 and that capital contributions to and capital expenditures
from the replacement fund be accounted for as Schedule M-1 or M-3 adjustments. It is also a best practice for the
CIRA to attach a supporting schedule reflecting the activity in the replacement fund for the year.

Many CIRAs have not conducted replacement fund reserve studies but still may be setting funds aside for future
major repairs and replacements. Since they have not conducted a study, it is more difficult for them to document
that the funds are designated for specific capital expenditures. While many CIRAs have excluded such funds from
revenue and classified them as contributions to capital, the lack of a reserve studymay increase the risk associated
with documenting intent. A CIRA that does not have a reserve study must rely solely on its annual budget as
documentation of intent. Although the annual budget may suffice, it is a good idea for CIRAs to document both the
specific capital purpose for accumulating funds and the amounts allocable to each common area component,
including those that are capital in nature (such as roofing) and noncapital in nature (such as painting, contingency,
or tree trimming).

Another difficulty that often arises in determining whether or not a contribution to reserves also qualifies as a capital
contribution for tax purposes is due to the CIRA’s choice of funding calculationmethod. For reserve studies that rely
upon a straight-line, segregated calculation, it is easy to determine how the annual contribution to reserves is
allocated among reserve components. But when the reserve study relies upon a pooled, cash flow calculation, by
definition there is no allocation amongst reserve components. Most pooled calculation reserve studies will force an
allocation based upon some reasonable criteria. This may usually be relied upon in determining the capital versus
noncapital portions of the annual reserve contribution.

Because of the issues discussed above (or for other reasons such as unclear accounting for all financial transac-
tions), the independent accountant may be required to assist management in making a decision regarding the
capital or non-capital nature of reserve contributions. Some CPAs take the position that all reserve fund additions
are considered capital in nature unless otherwise specified. Other CPAs take the stance that all reserve fund
additions are considered noncapital in nature unless otherwise specified. This course suggests taking a conserva-
tive position that strictly complies with tax law. Unless additions to the reserve fund are designated for a specific
capital purpose, they should be considered noncapital in nature. If it is unclear from the accounting records or other
evidence that reserve contributions have a specific capital purpose, it is best to consider them noncapital in nature.

Funds Held for That Purpose. The CIRA can demonstrate to the IRS that the funds were held for a capital purpose
by segregating the funds for future major repairs and replacements from operating funds. Many court cases have
discussed the importance of this earmarking of funds to show the CIRA’s intent for the assessment. In Chicago
Board of Trade, the Courts considered the fact that the funds were accounted for at the time of payment and were
held for capital acquisition or expenditure and no other purpose as an indication that the fees were contributions to
capital. Gibbons also commented on the earmarking of the assessment for capital improvements at the time of
receipt. However, GCM 35929 notes that simply earmarking funds, by itself, is not sufficient to create a contribution
to capital. Thus, the CIRA should consider this factor in concert with the other six factors listed in the “Factors to
Consider in Assessing Capital Contributions” paragraph. (The IRSmay interpret this requirement stringently, which
might require separate bank accounts and prohibit borrowing or transfers between operating and replacement
funds.) See the discussion of separate bank accounts below.

Maryland Country Club denied IRC Section 118 treatment of certain funds by the club for several reasons. With
respect to the segregation of cash into separate bank accounts the Court stated “. . . the regulations may not
require a separate bank account for capital funds, but use of capital funds for operating expenses shows a lack of
intent to hold these funds solely for purposes authorized by the statute. This has the effect of invalidating the
exemption of the entire sum collected, because an earmarking of funds never took place.” While this wording leaves
the door open for not physically segregating capital bank accounts, the fact that other rulings specific to homeown-
ers associations (see Exhibit 2-2) do require segregation is a compelling reason for doing so. The fact thatMaryland
Country Club noted that failure to segregate funds “shows a lack of intent” indicates that the Court views this as a
very unfavorable exception. The noted “effect of invalidating the exemption of the entire sum collected, because an
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earmarking of funds never took place” is so severe that it could dissuade a CIRA from knowingly running the risk by
not segregating the funds in a separate bank account.

Separate Bank Accounts. The proper segregation of funds is a crucial procedure in demonstrating the CIRA’s
intent to classify some assessments as contributions of capital. Failure to segregate cash may taint the entire
replacement fund with respect to the capital versus operating issue. There is a difference between the terminology
used in IRS rulings and that commonly used by CIRAs. IRS rulings (see Exhibit 2-2) recognize only two categories
of cash accounts—membership activity accounts and capital accounts. CIRAs generally refer to operating cash
and reserves (or the replacement fund). “Membership activity” and “operating” are comparable terms. However,
“capital” as used by the IRS is not comparable to “reserves,” which may contain both capital and noncapital items
(such as painting reserves). For tax purposes, it is best practice for the CIRA to have the following three categories
of cash accounts:

¯ Operating bank account(s).

¯ Noncapital replacement fundbankaccount(s) for itemssuchaspainting, tree trimming,andcontingencies.

¯ Capital replacement fund bank account(s) for items that are clearly capital in nature.

This does not mean that the CIRA must have a separate bank account for every reserve component (roofs, streets,
fences, lighting, etc.).

Expended for Intended Purpose. The CIRA can show this factor by actually spending the capital contribution for
its intended purpose. There is some flexibility in showing that funds are expended for their intended purpose, as the
IRS will lump all capital items together. This means that if the CIRA assessed the funds for roof reserve funds, but
spent them on streets, another capital component, the CIRA will not be out of compliance. This is because both are
capital items in the eyes of the IRS. See the discussion of transfers between reserve funds later in this lesson.

Increase Capital Account. Increases in the reserve accounts automatically increase the capital accounts of the
members. While some people attribute little value to reserves when buying into a common interest development,
the reserves have significant value. A unit in a CIRA with fully funded reserves should command a higher price than
an equivalent unit in a CIRA with no reserves.

Example. Exhibit 2-5 is an example of how to apply the seven factors discussed earlier in the “Factors to Consider
in Assessing Capital Contributions” paragraph to an assessment made for an addition to the reserve fund for
roofing. It is possible that some CIRAs will be able to consider an assessment as a contribution to capital without
giving formal consideration to each of the seven factors. Separately addressing each of the factors may provide the
most effective documentation in the event the CIRA faces an IRS audit.

Exhibit 2-5

Example Reserve Assessment for Roofing

Factor Comment

1. The purpose of the assess-
ment must be capital in
nature.

Major roofing expenditures are considered capital in nature.

2. Members or unit
owner-stockholders must
have advance notice as to
the intent of the purpose of
the contribution.

The CIRA notified its members by distributing copies of a reserve study and
budget that showed part of the assessment was for a roofing reserve.
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Factor Comment

3. The money contributed
must be accounted for as a
capital contribution.

The CIRA accounts for the money received as a reserve capital contribution.
The reserve study and budget support the amount collected, and the funds
are accounted for separately from any noncapital reserve items, such as
painting. The CIRA’s general ledger and financial statements clearly account
for and identify these funds.

4. The money must be held
for that purpose and for no
other purpose.

The funds, once segregated by the accounting process (and deposited in a
separate bank account as discussed in step 5), are not commingled with any
noncapital reserve funds or operating funds.

5. The money must be held in
separate bank accounts
from the operating (non-
capital)moniesof theCIRA.

The CIRA has two reserve bank accounts—one for capital components of the
reserve fund and a separate account for noncapital reserve items such as
painting, termite repairs, etc.

6. The money must be actu-
ally expended for the
intended purpose.

When it was time to replace or repair the roofs, the CIRA spent the money for
that purpose. There was no attempt to use it for painting, current operations,
or any other noncapital purpose.

7. The money must increase
the capital account of the
member or unit
owner-stockholder.

If the funds are accounted for as specified in factors 1–6, the increase in the
reserve accounts automatically increases the capital account of the member.

Conclusion: Based on the CIRA’s compliance with the seven factors, the assessment for roofing would be
properly accounted for as a contribution to capital under IRC Section 118.

* * *

It may be difficult at times to distinguish between contributions to capital and membership income. The IRS
acknowledged that difficulty in GCM 37466, which states “A shareholder’s payment to a corporation may, at once,
resemble a contribution to capital, a payment for services, or an ordinary business expense.” In GCM 37857, the
IRS elaborated further on the concept, stating “If the transfer of money or property to the corporation was a
precondition to the receipt of goods or services from the corporation, then the courts have ordinarily found that the
transfer was not a contribution to capital.”

For example, a homeowners’ association charges a one-time $5,000 membership fee to hook up to existing water
lines when a new house is occupied for the first time. Annually, each homeowner pays a $500 fee for water usage.
The membership automatically transfers if the house is subsequently sold. Is the $5,000 membership fee a
contribution to capital or membership income?

The best way to decide between a contribution to capital and membership income is to determine if the fee meets
the criteria for a contribution to capital that are discussed in the “Factors to Consider in Assessing Capital
Contributions” paragraph. If not, the fee should be recorded as membership or exempt function income. In the
example given in the previous paragraph, the fees were not put in a separate bank account and they were used to
fund operating activities of the homeowners’ association. The fees were not designated for future major repairs and
replacements. They appear to be fees paid for the privilege of obtaining member services and should be treated as
membership or exempt function income.

Special Assessments as Agency Relationships. A special assessment may result in an agency relationship for
tax purposes. Assume, for example, that a condominium association levies a special assessment to repair exten-
sive earthquake damage to its common areas. The expenditures also include attorneys’ fees and management
fees incurred in conjunction with the repairs. Although the common area belongs to the owners, the CIRA acts as
their agent in making the repairs. For tax reporting, the special assessment should be treated as a contribution to
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capital, and the expenditures are capital expenditures, even though they include attorneys’ fees and management
fees. Such special assessments were discussed earlier in this lesson and are not discussed in the following
paragraphs.

Consequences of Not Complying with IRS Regulations. While the additional bank accounts recommended
earlier in this lessonmay be an extra administrative burden on the CIRA, theymay be critical in demonstrating intent
to the IRS in the event of an audit. All of this course’s recommendations about reserves should be carefully
considered to avoid problems with the IRS. The IRS has asserted the position that it will apply IRC Section 481
adjustments to reserve balances. The IRS has asserted that CIRAs that commingle operating and reserve bank
accounts have used an impermissible accounting method (i.e., their reserves were not accounted for properly). In
that case, those CIRAs would be required to adjust beginning reserve balances for the earliest open year under
audit, bringing the full amount into taxable income as previously untaxed member income; that is, a cumulative
adjustment for all prior years. Significant tax assessments by the IRS for any CIRA with large opening reserve
balances would result, even if the CIRA had already expended the reserve funds.

Amending Tax Returns Due to Significant Exposure. If a CIRA determines it has significant exposure because of
an impermissible accounting method, it may, prior to being selected for audit, amend prior year returns from Form
1120 to Form 1120-H (assuming it qualifies to file Form 1120-H). Guidance for making such an amendment is set
forth in Treasury Regulations Sections 301.9100-1–3.

Treasury Regulation Section 301.9100-2 provides an automatic 12-month extension for amending a return and no
reason must be specified. For periods of time beyond the automatic 12-month extension period, the CIRA must
request permission from the Commissioner to change from one form to the other. The regulations provide guidance
on when the CIRA will be allowed to amend the returns. The generally applicable provisions are:

¯ The CIRA acted reasonably and in good faith.

¯ The IRS will not prejudice the interests of the government in allowing the change.

Treasury Regulation Section 301.9100-3 gives examples of applying the provisions of the regulations. Example 2,
“Reliance on a qualified tax professional,” will generally be themost commonly used provision for relief by the CIRA
industry. The example indicates that, if the CIRA was not advised that an election under IRC Section 528 was
available, it may seek relief under the regulation. However, if the CIRA has ever previously filed a Form 1120-H, the
IRSwill probably not allow the change. Their reasoning is that the CIRA, by having previously filed the Form 1120-H,
had knowledge of the benefits of IRC Section 528 and may not attempt to use the excuse that it later received
inadequate advice, causing it to file Form 1120 in a subsequent year.

Under Revenue Procedure 92-20, an association that is not presently under examination may amend prior year
Form 1120 tax returns (rather than filing an amended Form 1120-H) to correct the impermissible method of
accounting by recognizing the appropriate adjustment and reporting the income over a three-year period. An
association under examination may also do so within 90 days after being contacted for examination.

Transfers between Reserve Funds and Operating Funds. CIRAs may discover that they have excess operating
funds they wish to transfer to their reserve fund or, alternatively, that they are overfunded on reserves and desire to
transfer the excess to their operating account. Another transfer circumstance can occur when a reclassification of
reserve categories is made. If an updated reserve study recommends a reallocation of reserve monies on hand to
shift funds from a capital category (such as roofs) to a noncapital category (such as painting), a transfer of funds
may be appropriate. What would the tax effect of those transfers be? For example, assessments collected for
contingencies are taxable when levied. If those assessments were spent for a capital item in a future year, would
they be treated as additional capital contributions in that year? There would be no tax effect if a Form 1120-H is filed
in the year of the transfer. There may or may not be a tax effect if a Form 1120 is filed.

Accountants disagree on whether monies may be transferred between operating and reserve funds without tax
effect on a Form 1120. Some feel that a transfer from the reserve fund to the operating fund may be made tax free
because the taxability of assessments is determined based on their original purpose and intent in making the
contribution (as a capital contribution), not their ultimate use. Revenue Ruling 75-371 and GCM 35929 (see Exhibit
2-3) seem to support that position. An analogy is drawn to a manufacturing company or CPA firm, where
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shareholder contributions may be used for operating purposes and where the shareholder’s basis is increased by
the contributions (as is the unit owner’s basis increased for a capital contribution). They also note that there are no
authoritative rulings that those transfers are taxable.

Other accountants believe that reserve funds are taxable when transferred to operating funds. Several authoritative
citations hold that the nature of the assessment is determined by how the money is spent. Regulations Section
1.118-1 states that “the exclusion [of contributions to capital from gross income] does not apply to any money or
property transferred to the corporation in consideration for goods or services rendered.” In addition, the conference
agreement in the Committee Reports to IRC Section 118 indicates that the ultimate expenditure of funds controls
the nature of the activity, which is also consistent with IRC Section 277.

The court cases discussed in Exhibit 2-2 set forth rules that must be considered when classifying assessments as
capital contributions. The clearest statement regarding transfers between funds was set forth in the Maryland
Country Club case, which states, “Plaintiff’s actions in diverting capital funds to operating expenses were willful
under the statute. This does not imply that there was an evil motive or a bad purpose in the activity of the Plaintiff.
But in collecting capital funds with no intent to leave them undisturbed until the time they were to be expended for
qualified purposes, the Plaintiff’s violation of the earmarking requirement was voluntary, knowing, and intentional.”

It seems that both the original intent in making the contribution and the expenditure of funds are critical to safely
establish a capital contribution.Without “capital” intent at the outset, a contribution ofmoneywould fail a critical test
in being classified as a capital contribution. Likewise, the ultimate expenditure of the funds contributed for a capital
purpose is necessary to keep the intent intact. Expenditure of the funds for any noncapital purpose would destroy
the original intent and would cause the contribution to fail the “capital” test. Exhibit 2-6 illustrates the tax effect of
several types of transfers between operating and reserve funds.

Exhibit 2-6

Transfers between Reserve Funds and Operating Funds

The tax effect of interfund transfers varies depending on whether operating funds are transferred to reserves or
reserves are transferred to operating funds. (See also the discussion above regarding the disagreement among
accountants as to the treatment of such transfers.) This exhibit presents the tax effects of various scenarios when
different actions are taken by the CIRA.

1. Operating Funds Are Moved to Reserves—An association discovers during the year that it has $50,000 in
excess operating funds.

Action Effect on Form 1120-H Effect on Form 1120

a. The association transfers the $50,000 from
its operating to its reserve bank account
during the current year without following the
guidance provided earlier in this lesson.

The $50,000 represents exempt func-
tion income since the rules for making a
capital contribution were not complied
with.

The $50,000 represents membership
operating income since the rules for
making a capital contribution were not
complied with.

b. The association republishes the budget for
the remainder of the year to decrease
operating dues revenue by $50,000 and
increase reserve assessments by $50,000,
keeping overall dues assessments the
same. At the same time, the reserve study is
revised to reflect the additional $50,000
funding in the current year. The association
clearly earmarks the funds for a specific
capital purpose. No transfer of money
between funds occurs, as that will be accom-
plished by normal, recurring transactions
during the remainder of the year.

The $50,000 has been successfully (and
safely) converted from exempt function
income to a capital contribution. The
association must still meet the 60%
income test to qualify to file Form
1120-H.

The $50,000 has been successfully (and
safely) converted from membership
operating income to a capital contribu-
tion.
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Action Effect on Form 1120Effect on Form 1120-H

c. At its annual membership meeting, the
association makes an election under Rev-
enue Ruling 70-604 to carry over the $50,000
in excess operating funds to the next tax
year. The association publishes a budget for
the next year (Year 2) decreasing operating
dues revenue by $50,000 and increasing
reserve assessments by $50,000, keeping
overall dues assessments the same. At the
same time, the reserve study for Year 2 is
revised to reflect the additional $50,000
funding. The association clearly earmarks
the funds for a specific capital purpose. No
transfer of money occurs during the current
year (Year 1).

The $50,000 is excluded from exempt
function income in Year 1 under the
provisions of Regulation 1.528-9.

The $50,000 is included in exempt
function income in Year 2 under the
provisions of Regulation 1.528-9.

The $50,000 has effectively been
removed from membership income for
the current year (Year 1). It becomes an
excess income carryover to the next tax
year (Year 2), when it must be reconsid-
ered. The association must incur a
$50,000 operating loss in Year 2 (exclu-
sive of the carryover) to offset the
$50,000 membership income carryover.
If it does not, any excess membership
income in Year 2 will be taxed along with
net nonmembership income. Assuming
the $50,000 operating loss is achieved
in Year 2, the association will have
successfully converted the excess
$50,000 from membership operating
income to a capital contribution by
spreading it over a two-year period.

d. The association publishes a budget for the
next year (Year 2) to reflect a one-time
contribution of $50,000 to reserves. At the
same time, the reserve study is revised to
reflect the additional $50,000 funding in Year
2. The association clearly earmarks the
funds for a specific capital purpose, then
transfers the money to a segregated capital
bank account in Year 2.

The $50,000 still represents exempt
function income in Year 1. The $50,000
will represent a capital contribution in
Year 2.

The $50,000 still represents member-
ship operating income in Year 1. The
$50,000 will represent a capital contri-
bution in Year 2.

2. Reserves Are Moved to Operating Funds—An association discovers during the year that its operating fund
has a $50,000 deficiency.

Action Effect on Form 1120-H Effect on Form 1120

a. The association transfers the $50,000 from
its reserve bank account to its operating
bank account during the current year.

The $50,000 is converted from a contri-
bution to capital to exempt function
income.

The $50,000 is converted from a contri-
bution to capital to membership operat-
ing income. (In addition, the IRS may
view such an arrangement as endan-
gering the entire reserve fund since the
funds have clearly not been held or
spent for the specific capital purpose for
which they were originally assessed.)

b. The association republishes the budget for
the remainder of the year to increase operat-
ing dues revenue by $50,000 and decrease
reserve assessments by $50,000, keeping
overall dues assessments the same. At the
same time, the reserve study is revised to
reflect the decreased $50,000 funding in the
current year. No transfer of money between
funds occurs, as that will be accomplished
by normal, recurring transactions during the
remainder of the year.

The $50,000 has been successfully (and
safely) converted from a capital contri-
bution to exempt function income.

The $50,000 has been successfully (and
safely) converted from a capital contri-
bution to membership operating
income.
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Action Effect on Form 1120Effect on Form 1120-H

c. The association incurs a $50,000 member-
ship operating loss and has $50,000 in
excess reserve funds for the year. It pub-
lishes a budget for the next year increasing
operating dues revenue by $50,000 and
decreasing reserve assessments by
$50,000, keeping overall dues assessments
the same. At the same time, the reserve
study is revised to reflect the decrease of
$50,000 in funding for the next year. No
transfer of money occurs during the current
year.

The $50,000 still represents a capital
contribution in the current year.

The $50,000 still represents a capital
contribution in the current year. The
$50,000 membership operating loss
must be carried over to the next tax year
under IRC Section 277. The revised
budget for the next year should result in
$50,000 net operating (membership)
income that will be offset by the loss
carryover from the prior year, effectively
eliminating any tax on net membership
income. The association will have suc-
cessfully converted the excess $50,000
capital contribution to membership
income with no tax effect.

* * *

While the existing body of rules and court cases seems to indicate no arbitrary or unplanned transfer between funds
may be safely made (in either direction), that is clearly an area where the form of the transaction is as important as
its substance. Accountants should be cautious when treating any transfer as having no tax effect on a Form 1120.
In an audit case in Hawaii, the IRS ruled against an association on the capital contribution issue simply because of
the association’s ability to use capital reserve funds for another purpose. The association had set forth a specific
capital purpose for the assessments, separately accounted for the funds, segregated the monies into a separate
bank account, and expended them only for the specific capital purpose that was intended. The IRS contended the
fact the association’s bylaws allowed it to invade the capital reserve funds for operating purposes invalidated the
IRC Section 118 treatment.

Since a transfer from the reserve fund to the operating fund generally would only be done if the association was in
a deficit position in the operating fund, the following steps could be taken to nullify any tax effect:

¯ Themembers could vote to refundmoney equalling the amount of the deficit from reserves to themselves.

¯ The members could then vote to contribute the same amount of money as operating assessments.

Under that scenario, there would be no tax effect because of the deficit in the operating fund.

A CIRA may also attempt to mitigate any negative tax impact of interfund transfers by treating them as temporary
loans rather than as permanent transfers. While there is no official (or unofficial) guidance on that matter, IRS
officials have verbally conceded that such a positionmay be valid. For an interfund transfer to be considered a loan,
that intent must be well documented. The CIRA should document the loan in its minutes, create a written note,
charge interest, arrive at a reasonable repayment plan, and repay the loan as scheduled.

Litigation Settlements

Litigation Proceeds from Developers. CIRAs may receive construction defects litigation settlements, many times
on a pre-trial basis within 10 years after their formation. (It takes some time for the defect to be discovered and
corrected and to complete negotiations with the developer.) Litigation proceeds are typically recorded as income
in the financial statements of the association. However, tax treatment of the proceeds is generally different. For
example, the proceedsmay not be the property of the CIRA; rather, theymay belong to themembers, with the CIRA
simply acting as their agent.

On the CIRA’s side, the possible parties to a litigation settlement are:

¯ TheCIRA—TheCIRA files the lawsuit on its ownbehalf. It is the taxpayer in that instanceandwill be required
to report any taxable consequences.
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¯ The members—

¯¯ The CIRA files the lawsuit as an agent for the members and, for convenience, typically executes all
transactions. Froma taxperspective, themembers are the taxpayer in that instance, not theCIRA. The
CIRA must report the results to the members so that they may determine how they should treat the
transactions for tax purposes. Since each member has a different tax basis, it is possible (although
unlikely) that each one could report a different taxable event.

¯¯ The members individually or collectively file the lawsuit. In that instance, they are the taxpayers, and
it is unlikely that the CIRA would be significantly involved.

¯ Adesignated settlement fund—The fund is establishedonbehalf of themembers andbecomes a separate
taxable entity for purposes of reporting activity during the settlement period. Any net proceeds of the
settlementnot taxed to the fundare reported to thememberswhena final settlement is reachedandmonies
are distributed.

Who gets taxed is a function of the mechanics of the lawsuit. If the association is merely acting as an agent for the
members for purposes of filing the legal action, the members may be considered to be the taxpayers. Private Letter
Ruling 9238021 states that a construction defect award paid to an association acting as an agent for the condo-
minium owners is not income or return of capital to the association. Since the association retained the funds to
repair or replace the damaged property, the retained funds are treated the same as a capital assessment against
the unit owners. Legal advice should be obtained if there is any question about whether the members or the
association is the taxpayer.

Based on Private Letter Ruling 8004028 and theRaytheon Production Corporation case, such settlements generally
are treated as a nontaxable return of capital to the association and/or its members to the extent of basis. (In the facts
stipulated in the private letter ruling, litigation proceeds did not exceed the aggregate basis of the capital assets
involved in the litigation, were not commingled with assessments from normal operations, and were used only for
payment of attorneys’ fees and legal costs, correction of the construction defects, and other capital and extraordi-
nary expenses.)

Revenue Ruling 81-152 further clarified that issue by reiterating that litigation proceeds generally represent a return
of capital to the extent of basis. It further held that any excess is a taxable gain. However, to the extent that the
association expends or retains the proceeds to correct the damages or for other capital reserve component
purposes, the amount expended or retained will increase basis and may accordingly eliminate any otherwise
taxable gain.

Generally, damage awards are consumed by the repairs that are the subject of the award. Sometimes, however,
theremay be excess award funds remaining becausemembersmay previously have been assessed to perform the
corrective work, repairs were made at lower than estimated costs, or for other reasons. Any such excess funds are
potentially subject to taxation. If the excess funds are retained by the association for any capital purpose, such as
capital reserve additions tomore fully fund reserves or tomake a capital improvement or addition to the association
(even if it was not included in the reserve study or mentioned in the settlement), it seems likely that no taxable event
should occur. If the excess award funds are refunded to the members, the burden of determining the tax effect is
shifted to the members, who are guided by Revenue Ruling 81-152 in making that determination. If the excess
award funds are retained by the association and used for operating purposes (rather than for capital purposes), the
association should treat the award funds as a special assessment for operating purposes. A notice should be given
to members since the transaction would be treated the same as if the funds were refunded to the members and
then paid back to the association as a special assessment.

The following are examples of different types of proceeds:

¯ Payments in lieu of dues (past, present, or future) and for under-assessments are generally considered to
be membership income or exempt function income.

¯ Compensatory damages (amounts received for actual damages) are generally considered to be a return
of capital to the extent of amounts expended or to be expended or to the extent of the aggregate bases of
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the underlying assets. That tax treatment is consistent regardless of whether the members or the
association is the “taxpayer.”

¯ Punitive damages are generally considered tobenonmembership incomeor nonexempt function income.

¯ Cumulative interest awardsaregenerally considered tobenonmembership incomeornonexempt function
income because they are not received from members.

Damages Settlement Illustration. A condominium association receives a settlement from an insurance company
related to a damage claim in the amount of $1,500,000. The association’s law firm that negotiated the claim
receives $500,000. Since repairs have already beenmade and paid for by a special assessment to all members, no
additional repairs expenditures are required from the settlement proceeds. The association retains $350,000 of the
proceeds for the association’s reserve fund, and $50,000 for the association’s operating fund. The remaining
$600,000 is disbursed to the members.

GAAP requires that this transaction be included in the association’s financial statements for financial reporting
purposes. However, for tax purposes, the association has only acted as an agent on behalf of the members. The
settlement proceeds are not taxable to the association, because it is not the taxpayer in this instance; the members
are the taxpayers. However, since the association has received all the settlement proceeds, it must determine the
tax impact of the transaction and communicate that information to its members. The tax impact of this illustrative
transaction is as follows:

¯ The $1,500,000 gross settlement proceeds would generally represent compensatory damages to the
members, and accordingly, would not generally be taxable. Revenue Ruling 81-152 indicates that such
proceedswould reduceeachmember’s basis to the extent of their basis, andany excesswould be taxable.

¯ The $500,000 legal fees are treated as a reduction of the settlement proceeds, and may not otherwise be
deducted currently.

¯ The $350,000 retained for the association’s reserves would generally qualify as an IRCSection 118 capital
contribution (assuming the purpose was for a specific capital expenditure) from the association’s
perspective. From the members’ perspective, this amount would represent a capital contribution that
increases their tax basis in the association, which is not separable from their real property interest.

¯ The $50,000 retained for the association’s operating fundwould represent eithermember incomeonForm
1120, or exempt function incomeonForm1120-H from the association’s perspective. To themembers, the
$50,000 would represent a regular operating assessment that is nondeductible, unless connected to a
business activity of the member.

¯ The $600,000 disbursed to members represents a capital distribution from the association’s perspective.
To the members, the $600,000 is a nontaxable recovery of capital, unless such amount exceeds the
member’s basis in their property. The capital distribution is not a dividend, as it is not part of “earnings and
profits”. Most associations will provide a summary explanation of the transaction that is the basis for the
capital distribution and advise members to consult with their own tax advisors regarding tax treatment of
the proceeds they receive. The Association should not provide tax advice to its members.

Structured Settlements. Structured settlements are a concept sometimes applied to CIRAs in cases of construc-
tion defects litigation. In those circumstances, the payout of the construction defects settlement is structured to help
reduce the tax burden of the association while at the same time making it less expensive for the developer to settle
the claim. The structured settlements language is borrowed from the area of personal injury law in which IRC
Section 104(a)(2) treats any awards for personal injury (other than punitive damages) as nontaxable awards for the
recipients. (Also see IRC Section 130.) Revenue Rulings 79-220 and 79-313 extended that concept to include
payments received from an annuity as part of the original settlement agreement when the annuity was owned by
the payor and the recipient could not modify either the amount or timing of the payments to be received.

The obvious attraction for similar treatment in the CIRA industry is the potential that large sums of interest income
might be rendered nontaxable through proper structuring. Even though a lump sum settlement is generally treated
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as a tax-free recovery of capital, the interest income on the payment is taxable. Alternatively, under the structured
settlement concept, an association may elect instead to receive an annuity rather than a lump sum settlement.
Applying the theories of personal injury law, some contend that the annuity payments also would not be taxable. As
an additional benefit, a developer might be more willing to settle simply because the latter alternative is less costly.

There are several associations that have applied the “structured settlement” concept to lump sum settlements they
have received in amounts in excess of $10 million. While the benefits are substantial if structured settlements in
construction defects litigation are held to be nontaxable, it is wise to be cautious in this area, particularly since there
are no tax rulings on point.

Designated Settlement Funds. The construction defects litigation process may stretch over a period of several
years. Many times, the proceeds are immediately spent when received to make the necessary repairs. Less often,
one of the following situations occurs:

¯ The defendant pays a portion of the proceeds in an early year before other parts of the dispute are settled.

¯ The proceeds are paid into an attorney’s trust fund for later disbursement to the plaintiff(s), either in a lump
sum or over an extended period of time.

¯ The proceeds are paid to the association, which retains them for a lengthy period of time until they are
expended for the specific purposes included in the settlement.

Such proceeds are invested and earn interest. Revenue Ruling 92-51 clarified that such interest should be taxed
each year as it is earned. It is not to be accumulated and reported as income at the time it is paid to the plaintiff. (The
tax treatment of interest on a designated settlement fund is different from that of a lump sum award of “interest” as
a part of a settlement, which is intended to compensate the plaintiff for the time value of money related to the
award.)

IRC Section 468B, “Special Rules For Designated Settlement Funds,” establishes procedures for the tax treatment
of designated settlement funds. It defines a qualified settlement fund as a “fund, account, or trust” that “is
established to resolve or satisfy one or more contested or uncontested claims that have resulted or may result from
an event . . . that has occurred and that has given rise to at least one claim asserting liability . . . arising out of a tort,
breach of contract, or violation of law . . .”

IRCSection 468B establishes the fund as a “United States person” subject to tax on its modified income, as follows:

¯ Generally, the amounts transferred to the fund are not taxable. However, any interest earnings are taxable.

¯ A deduction is allowed for administrative costs and other incidental expenses incurred in connection with
the operation of the qualified settlement fund. Legal fees incurred on behalf of plaintiffs are specifically
excluded from the fund’s deductible expenses.

¯ Distributions or payments on behalf of claimants are not deductible.

¯ The taxable year of a designated settlement fund is the calendar year.

¯ The fund must use the accrual method of accounting.

The fund administrator must elect to have the IRC Section 468B rules apply. A separate election statement is
required following the form and content specified in Treasury Regulation 1.468B-5. Once made, the election may
be revoked only with the consent of the IRS.

A settlement fund, escrow account, or similar fund that does not qualify as a designated settlement fund is taxed as
a grantor trust.

Earnings on Investment of Proceeds. Earnings (i.e., interest or dividends) from the investment of the proceeds of
a settlement or award can often be significant. Unless the proceeds are invested in tax free securities, the earnings
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will always represent taxable income, regardless of the nature of the underlying award. Since the investment
earnings are taxable, they either may be transferred to other funds (such as the operating fund) or retained in the
fund that earned the income.

If investment earnings on an award to the association (i.e., where the association is the taxpayer) are intended to be
distributed along with compensatory damages to members, accountants are advised to exercise extreme caution.
IRC Section 528 prohibits private inurement or the distribution of earnings. An association could inadvertently lose
its exempt status by a distribution of interest income. Also, some state laws could be affected.

Basis in Assets Received from a Developer/Sponsor or Others

Assets Received from a Developer/Sponsor. Cooperative housing corporations and homeowners’ associations
own the common property of the CIRA. IRC Sections 351 and 362 provide that assets received from a developer/
sponsor will have the same basis in the hands of those associations as they did in the hands of the developer/spon-
sor if the developer/sponsor receives membership shares in exchange for the assets contributed. IRC Section 351
is a mandatory section. The timing of the transfer and whether “control” requirements are met ultimately determine
if IRCSection 351 applies. Since the developer/sponsor’s basis in themembership shares is the same as the assets
contributed to the association, the association will have a tax basis in assets received in such a manner and may
depreciate any depreciable assets. However, it is rare for a developer/sponsor to receive membership shares in
exchange for the assets contributed.

A more common occurrence is that the developer/sponsor does not transfer the common area assets to the
association in exchange for membership shares. Rather, the developer/sponsor simply allocates the cost of
developing those assets (for example, swimming pools) to the lots/housing units being sold and takes a deduction
on its income tax return for their cost. Consequently, there is no remaining basis in the common area assets when
they are transferred to the association. As a result, the association does not record the transfer for tax purposes
since it has no tax basis in the common area assets.

Condominium units may be received from a developer in settlement of litigation arising from defective construction
or from payment of inadequate assessments relating to units held by the developer before their initial sale. In that
case, the units received would have no basis for tax purposes unless taxable income was recognized on the
transfer. However, the units would be reflected in the financial statements at fair market value. The difference
between the zero basis for tax purposes and fair market value for financial reporting purposes represents a
permanent, book-to-tax difference, as would any depreciation expense recorded for book purposes. A more
detailed discussion is beyond the scope of this course, but accounting for other real property transferred to a CIRA
is discussed further in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations.

Assets Received from Others. IRC Section 118 and related authoritative interpretations hold that an organization
receiving an asset as a contribution to capital has no basis in that asset if it is received from a nonmember. For
instance, property received in settlement of a lawsuit from a nonmember would have no basis unless income (such
as interest or from punitive damages) was recognized in connection with such receipt. That means that the
association would not capitalize or depreciate, for tax purposes, such an asset.

Basis in Assets Purchased with Association Funds

Assets purchased from operating funds would presumably have a tax basis since membership income is poten-
tially taxable to the association. Assets purchased from reserves (repair and replacement funds) would generally
not have a tax basis as the monies contributed to reserves were specifically excluded from income under the
provisions of IRC Section 118.

IRC Section 362(c) governs the basis of assets received by a corporation, including contributions of capital under
IRC Section 118. IRC Section 362(c) states:

If money is received by a corporation . . . as a contribution to capital, and is not contributed by a
shareholder as such, then the basis of any property acquired with such money during the
12-month period beginning on the day the contribution is received shall be reduced by the
amount of the contribution.
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A practical interpretation is that, unless they are able to otherwise substantiate through careful recordkeeping,
many associations will not be able to provide documentation that the specific monies used to purchase assets were
not received during the preceding 12-month period, and consequently, will not have a tax basis in assets pur-
chased. Under most reserve funding plans, at least a portion of the funds used to purchase assets will be received
immediately prior to the purchase of the assets.

The primary question is whether or not members of a homeowners’ association are considered to be the equivalent
of “shareholders” for purposes of application of this IRC Section. Not surprisingly, this matter has been considered
by the courts. In Lake Petersburg Association v. Commissioner, the Court determined that “. . . petitioner’s members
are its only owners and are in the nature of shareholders.” However, Board of Trade of the City of Chicago and
Subsidiaries v. Commissioner andWashington Athletic Club v. United States both reached the opposite conclusion.
The arguments raised in the latter two cases seem more persuasive than in the Lake Petersburg case and
recommend that tax practitioners generally take the conservative position and assume that assets purchased from
reserves have no tax basis.

The IRS issued Temporary Regulation 1.263(a) in late 2011, with an effective date of 2014. Those regulations
effectively require capitalization of certain expenditures, which are defined within the regulations. Since the regula-
tions apply to all taxpayers, they apply to common interest realty associations. The difference between common
interest realty associations andmost other taxable entities relates not to the expenditures, but to the source of funds
from which the expenditures are made, i.e., from reserves. IRC Section 362 and Treasury Regulation 1.362-1
effectively require the basis of expenditures for capital assets purchased to be offset by amounts funded from
reserve contributions that were excluded from taxable income under IRC Section 118.

A tax position taken by some practitioners applies to assets that are purchased for taxable activities where user fees
are generated. In that situation, the aggressive tax position treats the taxable user fees generated as what gives rise
to tax basis in those purchased assets. This course takes no position on this matter and urge practitioners to
perform their own research and reach their own conclusions before taking a position on the tax basis issue.

Another tax position utilizes the “12-month rule” by deferring any asset purchases from reserve funds for 12
months. Once the 12-month period has passed, funds from the reserve fund can be used to purchase assets.
Those asset purchases will not have to reduce the basis by amounts received during the previous 12 months.

Capital Expenditures

The tax rules with respect to capital expenditures (or most expenditures from the replacement fund) are different
from the rules for membership and nonmembership deductions (or exempt and nonexempt deductions) and are
unique to CIRAs. Since (a) most expenditures from the replacement fund qualify as capital in nature under IRC
Section 263, (b) the assessments that were accumulated to pay for those expenditures are treated as capital
contributions, and (c) such expenditures are for nonbusiness purposes, generally no deductions will be allowed for
the expenditures. Reporting replacement fund transactions on Form 1120 was discussed earlier in this lesson.

Expenditures from the replacement fund will fall into one of the following categories:

¯ Expenditures forMajor Repair or Replacement of the Real Property Common Areas Related toMembership
Activities. Such expenditures may not be capitalized or deducted on the tax return of a condominium,
homeowners’, or timeshare association because they are nonbusiness in nature and, generally, are not
capitalized for financial statement purposes underGAAP.Cooperatives capitalize all real property because
they hold title to it.

¯ Expenditures for Major Repair or Replacement of the Real Property Common Areas Related to
Nonmembership Activities. Assuming the tax practitioner takes the position that the association can have
a taxbasis inpurchasedassets, suchexpendituresshouldbecapitalizedanddepreciatedboth for financial
statement and tax purposes since they relate to a profit-making (unrelated business) activity.

¯ Expenditures for Personal Property Acquired in Connection with the Membership Activities of the
Association. Assuming the tax practitioner takes the position that the association can have a tax basis in
purchased assets, such expenditures are capitalized and depreciated for financial statement purposes.
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Industry practice is to capitalize and depreciate such expenditures for tax purposes. However, a strict
interpretation of IRS rulings on the issue would deny a depreciation deduction to residential associations
as no depreciation may be deducted in connection with a personal residence.

¯ Expenditures for Personal Property Acquired in Connection with the Nonmembership Activities of the
Association. Assuming the tax practitioner takes the position that the association can have a tax basis in
purchased assets, such expenditures should be capitalized and depreciated both for financial statement
and tax purposes since they relate to a profit-making (unrelated business) activity.

Cooperative Association vs. Condominium and Homeowners’ Association Capital Expenditure Treatment. It
is important to distinguish the differences in legal structure and in the nature of activities between cooperative
associations and condominiumor homeowners’ associations. The differences in legal structure, nature of activities,
and tax law result in vastly different tax results for organizations that may look virtually identical.

Cooperative Association Treatment. Cooperative associations operate as businesses. They are in the business of
owning, operating, and leasing to members (primarily) residential real estate property. Subchapter T of the Internal
Revenue Code specifically recognizes cooperative associations as unique business enterprises. Subchapter T
applies to all cooperative associations, even if they fail to qualify under IRC Section 216 as cooperative housing
corporations. Because of the legal structure of the cooperative and the nature of its activities, the cooperative
association should generally capitalize and depreciate its capital expenditures both for financial statement and tax
purposes. Additional information about cooperatives is beyond the scope of this course, but the topic is discussed
further in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations.

Condominium and Homeowners’ Association Treatment. Condominium and homeowners’ associations do not
operate as for-profit businesses. These associations act simply as agents for their members, on a not-for-profit
basis. IRC Section 263 disallows deductions (either as a direct current deduction or as depreciation expense) for
activities that are not engaged in for profit. Consequently, condominium and homeowners’ associations may not
legitimately claim tax deductions for capital expenditures, nor for depreciation expense, unless those expenditures
are related activities engaged in for profit. In order to avoid the trap of creating income from assessment proceeds
when such proceeds are used for capital expenditures, these associations will generally make capital assessments
qualifying for exclusion from income under IRC Section 118. This means, for tax purposes, no income and no
deduction. If the association engages in activities on a for-profit basis (fee for service activity), the nature of the
activity and the existence of income may allow the association to then capitalize and depreciate capital expendi-
tures.

Difference in Treatment of Specific Transactions for Financial Reporting and Tax Purposes

As discussed throughout this lesson, some transactions may be treated differently for financial reporting and tax
purposes. For example, initial contributions required by new members upon purchase of their units to provide the
CIRA with additional working capital are treated as contributed capital for financial reporting purposes but are
generally treated as revenue for tax purposes.

IRS Audit Activity

The following paragraphs provide a brief summary of known IRS tax audit activity.

The IRS does not have any specific program to perform audits of associations. Most audits are a result of random
selection. However, in the mid 1990s, IRS agents in California and Florida initiated nearly 30 audits, in just two
groups, by two agents. The two largest current, most recent audits resulted from dissident members of the
associations campaigning for the IRS to audit their associations because of perceived irregularities. IRS audits over
the last 23 years include at least the following 63 audits:

¯ 16 audits in California in 1993–94.

¯ 6 audits in California since 2000.

¯ 12 audits in Florida in 1994–95.
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¯ 2 audits in various states 1998–2002.

¯ 2 audits in Nevada 2011–2012.

¯ 6 audits in Arizona 1999–2012.

¯ 3 audits in Hawaii 2010–2012.

¯ 1 audit in Ohio 2011–2012.

¯ 15 audits in various states 2013- 2016.

The following types of tax returns were audited:

¯ 2 Form 990—501(c)(4) status revoked.

¯ 3 Form 1120-H—no change.

¯ 57 Form 1120—all audits completed have resulted in additional taxes, penalties and interest.

¯ 1 Form 1120—no change.

Tax audit issues related to the Form 990 audit revolved around continued qualification for exempt status. All of the
Form 1120-H audits were random selections with no specific audit issues. The Form 1120 audits tended to focus on
two primary issues—multiple year rollovers of excess member income using Revenue Ruling 70-604 and related
issues of improper election procedures, and failure to follow proper procedures to exclude reserves from member
income under IRC Section 118. Although arising only once, a very significant dollar amount related to transfer fees
assessed on new members that were designated as reserves without adequate supporting documentation.

The primary audit defense strategy employed for many of these associations was to amend to Form 1120-H (where
possible) under the provisions of Treasury Regulations 301.9100-3 to “close off” high-risk areas. It has been
successfully argued in several cases that the membership does not have to make the election under Revenue
Ruling 70-604, that the board of directors may make the election, as only they have authority to make decisions
regarding disposition of association funds under state law. It has been successfully argued on several occasions
that the IRS position of single year carryovers of excess member income under Revenue Ruling 70-604 is very
weak, and that multiple year carryovers should be permissible. It has also been successfully argued that excess
member income from year one is the first money spent in year two, as year-two revenues have not yet been
collected; therefore, the association has met the requirements of Revenue Ruling 70-604.

Associations that do not qualify to file Form 1120-H are the most difficult to represent. In one case, it was believed
that the association qualified for exempt status under IRC Section 501(c)(4). It filed the application and was granted
exempt status to completely resolve the IRS audit.

The IRS has created two draft Audit Techniques Guides (ATG) under its MSSP (Market Segment Specialization
Program) to assist IRS auditors in conducting the audits of all types of homeowners associations. Those two guides
are “Timeshare Vacation Plan Owners Associations” and “Country Clubs.” It is noteworthy that neither of those
guides has ever been issued in a final format. Both guides are available through an industry resource website
www.hoapulse.com, in the bookstore under “Free Stuff.” The Timeshare Guide is produced in its entirety; only
chapter five of the Country Club Guide is reproduced, as that is the only chapter related to homeowners associa-
tions.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

5. Assuming all other criteria are met, under which of the following circumstances does IRC Section 277 apply
to a CIRA?

a. It is a membership organization.

b. It was founded to provide services to the community at large.

c. It is exempt from taxation under IRC Section 528.

6. Which of the following statements best describes an aspect of tax law that applies to all CIRAs?

a. If member assessments are received in advance, a CIRA can defer this income for up to two years as long
as all services are received by the members within 12 months.

b. If a CIRA serves as an agent for member funds, it should aggregate the proceeds and expenditures into
its operating fund and its general bank account.

c. For aCIRA to recordacontributionascapital for income taxpurposes, thepurposeof theassessmentmust
be shown to be capital in nature.

d. When aCIRA purchases a newbuilding, it can deduct the amount of this capital expenditure on its income
tax return.

7. Whichof the followingCIRAs ismost likely to beable to support reporting assessments as capital funds instead
of operating funds?

a. TheEvermanAssociationassessed funds for roof repairsbut thenspent the fundsonstreet repairs instead.

b. The Folly’s Gap Neighborhood Association sets aside funds for future major repairs and replacements
without doing a replacement fund reserve study.

c. TheGranthamBuildingHomeowner’sAssociationusesapooled, cash flowcalculation for its replacement
fund reserve study.

d. TheHarwell Association classifies its entire reserve fundascapital, even though items suchaspest control
will also be covered by the fund.

8. Under which of the following circumstances could funds paid to a CIRA become nontaxable?

a. When increases to reserve accounts increase members’ capital accounts.

b. When transfers are made between the operating and reserve funds.

c. When a structured settlement is used.
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9. What type of capital expenditure are homeowners’, timeshare, and condominium associations prohibited by
the tax rules from capitalizing and deducting on their tax returns?

a. Those for major repairs or replacements of real property common areas related to nonmembership
activities.

b. Those for major repairs or replacements of real property common areas related to membership activities.

c. Those for personal property acquired in connection with the association’s nonmembership activities.

d. Those for personal property acquired in connection with the association’s membership activities.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

5. Assuming all other criteria are met, under which of the following circumstances does IRC Section 277 apply
to a CIRA? (Page 322)

a. It is amembershiporganization. [Thisanswer iscorrect. The intentof IRCSection277was toprevent
abusebynonexemptmembershiporganizations in thesamemanner that IRCSection513prevented
abuseby exempt organizations. Its purposewas toprevent taxablemembership organizations from
avoiding tax onnonmembership incomebyoperatingmembership activities at a loss andusing that
loss to offset the nonmembership income. IRC Section 277 may be considered to be amandatory
anti-abuse section because it automatically applies if the organization meets the criteria specified
in the section, one of which is that the entity is a membership organization.]

b. It was founded to provide services to the community at large. [This answer is incorrect. One of the criteria
that must be met for IRC Section 277 to apply is that the entity was formed primarily to provide services
to its members. Therefore, if the entity was founded to provide services to the community at large, IRC
Section 277 would not apply.]

c. It is exempt from taxation under IRC Section 528. [This answer is incorrect. For IRC Section 277 to apply,
the entitymust not be exempt under anyother sectionof theCode. Thus,CIRAsexempt under IRCSection
528 and subchapter T are not subject to the provisions of IRC Section 277.]

6. Which of the following statements best describes an aspect of tax law that applies to all CIRAs? (Page 329)

a. If member assessments are received in advance, a CIRA can defer this income for up to two years as long
as all services are received by the members within 12 months. [This answer is incorrect. Member
assessments received in advance should be treated as deferred revenue for financial reporting purposes.
However, the tax treatment of prepaid assessments may depend on the nature of the amounts received.
Revenue Procedure 2004-34 allows deferral of income for only 12 months, from one tax year to the next
succeeding tax year. That deferral is allowed only if all the services to be received by the members will be
performed by the end of the succeeding tax year.]

b. If a CIRA serves as an agent for member funds, it should aggregate the proceeds and expenditures into
its operating fund and its general bank account. [This answer is incorrect. When a CIRA receives funds as
an agent for its members, it should set up a separate bank account (and perhaps a separate fund) for the
proceeds and expenditures. Since the CIRA is acting merely as an agent, the proceeds may not be
commingled with CIRA monies nor may they be spent for any other purpose.]

c. For a CIRA to record a contribution as capital for income tax purposes, the purpose of the
assessment must be shown to be capital in nature. [This answer is correct. In order for a CIRA to
record an assessment as a contribution to capital for tax purposes, the CIRAmust (1) show that the
purpose of the assessment is capital in nature and (2) demonstrate its intent for making the
assessment.]

d. When aCIRA purchases a newbuilding, it can deduct the amount of this capital expenditure on its income
tax return. [This answer is incorrect. IRCSection 263 prevents taxpayers fromclaiming current deductions
for “capital” expenditures that the taxpayer is required to capitalize and depreciate. IRC Section 263(a),
under its general rule, states, “No deduction shall be allowed for any amount paid out for new buildings
or for permanent improvements or betterments made to increase the value of any property or estate.”]

7. Whichof the followingCIRAs ismost likely to beable to support reporting assessments as capital funds instead
of operating funds? (Page 335)

a. TheEvermanAssociation assessed funds for roof repairs but then spent the funds on street repairs
instead. [This answer is correct. The CIRA can show the IRS that it spent funds for their intended
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purpose by actually spending the capital contribution for its intended purpose. There is some
flexibility in showing that funds are expended for their intended purpose, as the IRS will lump all
capital items together. This means that if the CIRA assessed the funds for roof reserve funds but
spent them on streets (as in this scenario), the CIRA will not be out of compliance as streets are
another capital component in the eyes of the IRS.]

b. The Folly’s Gap Neighborhood Association sets aside funds for future major repairs and replacements
without doing a replacement fund reserve study. [This answer is incorrect. Many CIRAs have not
conducted replacement fund reserve studies but still may be setting aside funds for future major repairs
or replacements. Since they have not conducted a study, it is more difficult for them to document that the
funds are designated for specific capital expenditures.WhilemanyCIRAs have excluded such funds from
revenue and classified them as contributions to capital, the lack of a reserve study may increase the risk
associatedwithdocumenting intent.Therefore, if Folly’sGapdoes this, theassociationwill have to relyonly
on its annual budget as documentation of intent, which is a more risky position to be in. It would be better
if the association conducted a replacement reserve study to help document capital expenditures.]

c. TheGranthamBuildingHomeowner’sAssociationusesapooled, cash flowcalculation for its replacement
fund reserve study. [This answer is incorrect. A difficulty that often arises in determining whether or not a
contribution to reserves also qualifies as a capital contribution for tax purposes is due to theCIRA’s choice
of funding calculation method. For reserve studies that rely upon a straight-line, segregated calculation,
it is easy to determine how the annual contribution to reserves is allocated among reserve components.
Unless the study forces an allocation based upon some reasonable criteria, it will be different to determine
capital versus noncapital portions of the annual reserve contribution. Therefore, it would be easier for
Grantham to ensure a capital classification if it used the straight-line, segregated calculation instead.]

d. TheHarwell Association classifies its entire reserve fundascapital, even though items suchaspest control
will also be covered by the fund. [This answer is incorrect. The principal decision to charge a replacement
fund for certain expenses is covered by the CIRA’s members when they adopt the budget. Thus, the
replacement fund may include expenditures for items other than capital improvements, such as pest
control, landscape maintenance, insurance, and others. According to IRS revenue rulings, only
assessments for specific capital expenditures qualify as contributed capital, soHarwell should only report
a portion of the assessments for future major repairs and replacements as contributed capital for tax
purposes and the remainder as membership income.]

8. Under which of the following circumstances could funds paid to a CIRA become nontaxable? (Page 342)

a. When increases to reserve accounts increase members’ capital accounts. [This answer is incorrect.
Increases in the reserveaccountsautomatically increase thecapital accountsof themembers.While some
people attribute little value to reserves when buying into a common interest development, the reserves
have significant value. A unit in a CIRA with fully funded reserves should command a higher price than an
equivalent unit in a CIRA with no reserves. However, such increases do not automatically make the funds
nontaxable, so there is a better answer to this question.]

b. When transfers are made between the operating and reserve funds. [This answer is incorrect. CIRAsmay
discover that they have excess operating funds they wish to transfer to their reserve fund or, alternatively,
that they are overfunded on reserves and desire to transfer the excess to their operating account. What
would the tax effect of those transfers be? For example, assessments collected for contingencies are
taxable when levied. If those assessments were spent for a capital item in a future year, would they be
treated as additional capital contributions that year? There would be no tax effect if a Form 1120-H is filed
in the year of the transfer. There may or may not be a tax effect if a Form 1120 is filed. However, the funds
will not automatically be made nontaxable, so there is a better answer to this question.]

c. When a structured settlement is used. [This answer is correct.Structured settlements are a concept
sometimes applied toCIRAs in cases of construction defects litigation. In those circumstances, the
payout of the construction defects settlement is structured to help reduce the tax burden of the
associationwhile at the same timemaking it less expensive for thedeveloper to settle the claim. The
obvious attraction for such treatment in theCIRA industry is the potential that large sumsof interest
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incomemight be rendered nontaxable through proper structuring. Under the structured settlement
concept, anassociationmayelect to receiveanannuity rather thana lumpsumsettlement. Applying
the theories of personal injury law, some contend that the annuity payments also would not be
taxable.]

9. What type of capital expenditure are homeowners’, timeshare, and condominium associations prohibited by
the tax rules from capitalizing and deducting on their tax returns? (Page 345)

a. Those for major repairs or replacements of real property common areas related to nonmembership
activities. [This answer is incorrect. Assuming the tax practitioner takes the position that the association
can have a tax basis in purchased assets, such expenditures should be capitalized and depreciated both
for financial statement and tax purposes since they relate to a profit-making (unrelated business) activity.]

b. Those for major repairs or replacements of real property common areas related to membership
activities. [This answer is correct. Expenditures for the major repair or replacement of the real
property common areas related tomembership activitiesmay not be capitalized or deducted on the
tax returnofacondominium,homeowners’, or timeshareassociationbecause theyarenonbusiness
in nature and, generally, are not capitalized for financial statement purposes under GAAP.
Cooperatives, on the other hand, capitalize all real property because they hold title to it.]

c. Those forpersonal propertyacquired inconnectionwith theassociation’snonmembership activities. [This
answer is incorrect. Because they related to a profit-making (unrelated business) activity, if the tax
practitioner takes the position that the association can have a tax basis in purchased assets, CIRAs should
capitalize and depreciate these expenditures both for financial statement and tax purposes.]

d. Those for personal property acquired in connection with the association’s membership activities. [This
answer is incorrect. Assuming the tax practitioner takes the position that the association can have a tax
basis in purchased assets, such expenditures are capitalized and depreciated for financial statement
purposes. Industry practice is to capitalize and depreciate such expenditures for tax purposes. However,
a strict interpretation of IRS rulings on the issue would deny a depreciation deduction to residential
associations as no depreciation may be deducted in connection with a personal residence.]
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TAXATION UNDER IRC SECTION 528 (FORM 1120-H)

Applicability of IRC Section 528

IRC Section 528 applies to homeowners’ associations as that term is defined by the IRS. According to the IRS, there
are three kinds of homeowners’ associations:

¯ Condominiummanagement associations organized and operated to acquire, build, manage, and care for
the property in a condominium project substantially all of whose units are homes for individuals.

¯ Residential real estate management associations organized and operated to acquire, build, manage, and
care for a subdivision, development, or similar area substantially all of whose lots or buildings are homes
for individuals.

¯ Timeshare associations in which the members hold rights to use or ownership interests in real property of
the association.

Thus, the IRS definition of homeowners’ associations includes residential condominium associations, homeown-
ers’ associations, and timeshare associations, but it excludes cooperative housing corporations. Incorporated
homeowners’ associations and unincorporated associations that elect to be taxed as corporations may elect to file
Form 1120-H. Based on IRS statistics, Form 1120-H is the form most commonly used.

IRC Section 528 specifies the following additional provisions under which those associations must qualify before
they may file Form 1120-H. If a CIRA qualifies, Form 1120-H is the simplest tax alternative, although generally it may
be considered less favorable because net nonexempt function income is taxed at the rate of 30% for condominium
and homeowners’ associations and 32% for timeshare associations.

¯ Substantially Residential Test. Substantially all of the units must be held for residential purposes (except
in the case of timeshare associations).

¯ 60% Income Test. At least 60% of the association’s gross income for the tax year must consist of exempt
function income.

¯ 90% Expenditure Test. At least 90% of the association’s expenses for the tax year must be for the purpose
of carrying on one or more of the exempt functions of a condominium or homeowners’ association.
Timeshare associations must spend at least 90% during the taxable year for activities provided to or on
behalf of their members.

¯ Lack of Private Benefit Test. No member may profit from the association’s net earnings.

If a condominium or homeowners’ association meets the “substantially residential test,” it will also generally meet
the 60% income test and the lack of benefit test. However, a condominium or homeowners’ association with
significant commercial operations or recreational or nonmembership activities may not meet the 90% expenditure
test. If the association does not meet all of the tests listed above, it will be taxed under IRC Section 277 and must
file Form 1120.

If a condominium association, homeowners’ association, or timeshare association meets the preceding tests, it
may elect to have IRC Section 528 apply. Treasury Regulation 1.528-8 requires that the election, which must be
made annually, be made simply by filing Form 1120-H for the tax year on a timely basis, including extensions.
(Extension forms should specify Form 1120-H. However, if the tax preparer has not determined whether to file Form
1120-H or Form 1120 by the filing date, Form 1120 should be specified. It seems logical that it is not the filing of an
extension, but the actual filing of Form 1120-H that constitutes making an election under IRC Section 528. After
Treasury Regulations Section 1.528-8 was issued, Treasury Regulations Section 301.9100-2 was released granting
an automatic 12-month extension to make the election to have IRC Section 528 apply. The homeowners’ associa-
tion is required to take corrective action by filing an original or amended return for the year the election should have
been made within that 12-month period for the automatic extension to be valid. Regulations Section 301.9100-3
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provides guidance for extensions of time to make an IRC Section 528 election past that 12-month period. It seems
that the IRS typically pays little attention to the “timely filing” requirement. The IRS usually takes little action other
than to send letters to associations that have several years of delinquent returns (accompanied by Forms 1120-H
for each of the delinquent years) requesting that the associations complete and file the forms.

Substantially Residential Test. As noted above, the substantially residential test does not apply to timeshare
associations. For a condominium or homeowners’ association to be considered residential, at least 85% of the
units in the association must be used as residences on the last day of the association’s taxable year. The 85% test
is applied to a condominium and a homeowners’ association as follows:

¯ Condominium Associations. 85% of the square footage of all of the units must be used for residential
purposes.

¯ Homeowners’ Associations. 85% of the lots must be zoned for residential use.

Some associations are mixed use in nature. An example is a high-rise association in the downtown area of a major
city that has office or retail space on lower floors, with parking and residential space on upper floors. In such a case,
the square footage for each different type of usage must be determined to properly calculate the 85% test. In the
above example, parking space may also require an allocation between residential and nonresidential use. Each
situation is unique and must be examined individually.

In making the 85% calculation, IRS regulations allow certain property to be considered as residential even though
it is not occupied as dwelling units. For example, condominium associations may consider unoccupied units as
residences if they were constructed for use as residences (in the case of new units) or if they were both constructed
and used as residences (in the case of used units). Property that is not part of the units, such as swimming pools,
tennis courts, storage rooms, and areas used by maintenance personnel, also is considered as residential.
Similarly, in the case of homeowners’ associations, lots zoned for residential purposes are included in the 85%
calculation even if the lots are actually used for purposes such as parking areas, tennis courts, and swimming
pools. However, commercial shopping areas and their parking lots are excluded from the calculation.

How does the residential test affect a purely recreational association that consists only of a pool, tennis courts, and
other recreational facilities for the use of its members? Developers occasionally form two associations rather than
one, with one association for recreational purposes and the other for dwelling purposes. Or, associations may
divest themselves of their recreational facilities to form a second association. If membership in the recreational
association is mandatory based on ownership of units or lots in the other association, the recreational association
would appear to satisfy the substantially residential test of IRC Section 528. However, it might prefer to seek
exemption under IRC Section 501(c)(7) as a recreational organization to avoid the 30% tax rate of Form 1120-H on
its nonexempt function income.

The substantially residential test (which does not apply to timeshare associations) actually is a two-part test.
Although a unit may be occupied as a residence at the end of the association’s taxable year, a special provision
applies if it is occupied for transient purposes. In that case, units are not considered as residential for purposes of
the 85% test if, for more than one-half of the days in the year, each of the persons living in the unit occupies it for less
than 30 days. Exhibit 2-7 presents a flowchart that may be used to determine whether property of a condominium
association is residential or nonresidential for purposes of the substantially residential test. That determination can
be particularly critical for resort condominium developments in which many of the units are held as second or
vacation homes and rented out on a weekly basis.
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Exhibit 2-7

Residential Test for Condominium Associations

Occupied
as residence at
end of year?

Last
occupied as a
residence?

New unit?

Constructed
as a residence?

Auxiliary
to residential
use?

NONRESIDENTIAL RESIDENTIAL
Occupied

by transients?a

No

No

No

No

No

No

Yes

Yes

Yes

Yes

Yes

Yes

Note:
a Property that has been occupied for transient purposes cannot be considered as residential for purposes of the 85% test if, for more than
one-half of the days in the year, each of the persons living in the unit occupies it for less than 30 days.

* * *



HOAT17 Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

357

60% Income Test. To qualify for taxation under IRC Section 528, at least 60% of the association’s gross income for
the year must consist of exempt function income; that is, it must be received from owners in their capacity as
associationmembers, rather than in their capacity as customers for goods or services. Amounts, such as qualifying
contributions to capital reserves, that are excluded from the association’s gross income are not considered in
determining whether the association meets the 60% test, however. Consequently, it is not a good idea to transfer
operating funds to reserve funds if that transfer wouldmake the association fail the 60% test. Under IRS regulations,
certain amounts in addition to membership dues, fees, or assessments may qualify as exempt function income.
The IRS tests for determining exempt function income are discussed later in this lesson. The 60% test is performed
before the calculation of taxable income and is completely independent of the calculation of taxable income.

90% Expenditure Test. An association (other than a timeshare association) cannot qualify under IRC Section 528
unless at least 90% of its expenditures are qualifying expenditures. For condominium and homeowners’ associa-
tions, qualifying expenditures are either current operating expenditures or capital expenditures that are made for
the acquisition, construction, management, maintenance, and care of association property. For timeshare associa-
tions, qualifying expenditures are those made for activities provided to or on behalf of their members. Association
property is not precisely the same as common property. Generally, it is all property that provides benefits to the
association members regardless of who actually owns the property. As defined for tax purposes, association
property includes the following:

a. Real and personal property owned by the association or by the members in common that benefits all of
themembers and enhances the enjoyment of their units. (Property in this category is the same as common
property for financial reporting purposes.

b. Certain property within the development that is owned privately by association members.

c. Property owned by a governmental unit that benefits all of the members, such as roads, sidewalks, and
streetlights.

d. In the case of a timeshare association, property in which the timeshare association or its members have
rights arising out of recordedeasements, covenants, or other recorded instruments to use property related
to the timeshare project.

The 90% test is performed before the calculation of taxable income and is completely independent of the calcula-
tion of taxable income. Many practitioners have failed to realize that these calculations are independent of each
other. Expenditures that are “qualifying expenditures” for purposes of the 90% test may be allocated against
nonexempt income for purposes of calculating taxable income. Association property excludes facilities that are set
aside for nonmembers or are used primarily by nonmembers; e.g., property leased to groups of nonmembers for
a meeting place.

For a condominium or timeshare association, association property includes all of the common property as defined
in item a. above. For a homeowners’ association, association property includes not only common property titled to
the association as described in item a. but, in certain circumstances, also includes property owned by the individ-
ual homeowners or by a governmental unit. For example, expenditures incurred by homeowners’ associations for
exterior maintenance of privately owned units generally would be offset against exempt function income if the
members’ annual assessments encompassed that maintenance.

Qualifying expenses include any expenditures for association property, even if the property may result in nonex-
empt function income. Thus, for example, qualifying expenses include expenditures for recreational facilities that
guests may use for a fee, provided that the recreational facilities are reserved for use primarily by members. The
example presented in Exhibit 2-8 illustrates how the same expenses are treated differently for purposes of the 90%
test and to calculate taxable income. However, qualifying expenses exclude expenditures related to commercial
activities because that property is used primarily by nonmembers and, therefore, is not classified as association
property. Similarly, qualifying expenses exclude expenditures related to an association’s investments because that
property does not enhance the members’ enjoyment of their units and, thus, also is not classified as association
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property. IRS regulations also stipulate that the following amounts are not treated as expenditures for purposes of
the 90% test:

¯ Excess assessments that are refunded to members or applied against the following year’s assessments.

¯ Transfers of funds to be held to meet future costs, such as roof replacement, even if the roof meets the
definition of association property.

Exhibit 2-8

Treatment of Expenses for Purposes of the
90% Test and the Calculation of Taxable Income

90% Test Taxable Income

Qualifying Nonqualifying
Exempt
Function

Nonexempt
Function

Swimming Pool Guest Fee Income
(represents 10% total usage) $ — $ — $ — $ 2,000

Swimming Pool Expenses
Monthly Pool Service 2,000 — 1,800 200
Lifeguard 12,000 — 10,800 1,200
Reserve Expenditure—Acid Wash 4,500 — 4,050 450
Janitorial and Maintenance 6,000 — 5,400 600

Total Expenses 24,500 — 22,050 2,450

Net $ (24,500 ) $ — $ (22,050 ) $ (450 )

* * *

Other expenditures specifically considered to be qualifying expenditures by Treasury Regulation 1.528-6 are legal
fees (such as those incurred when litigating warranty claims against builders or developers), security, and insur-
ance premiums on association property.

Expenditures that relate to both association property and nonassociation property should be allocated between the
two for purposes of determining whether an associationmeets the 90% test. IRS regulations state that the allocation
should be made on a “reasonable basis.” One method for providing a reasonable basis is to estimate employee
time devoted to specific activities, asset use, or consumption would constitute a reasonable basis. If an association
depends on such expense allocations to meet the 90% test, it is a good idea for the allocations be documented.

Most associations qualify under the 90% expenditure test if they have only interest income and no commercial
facilities or significant sources of nonexempt function income. When an association allocates only a minor portion
of its management and accounting expenses toward nonexempt interest income, it typically loses only 1% to 2% of
gross expenditures for the year, which is well within the 10% maximum allowed for nonexempt function activities.
However, providing additional services that are not directly related to the acquisition, construction, management,
maintenance, or care of condominium or homeowners’ association property (e.g., providing a laundry facility, maid
or valet services, extensive recreation services, meals, or health care facilities) may cause those associations to fail
to meet the 90% expenditure test. Providing those services to timeshare associations may not affect their ability to
qualify under the 90% expenditure test because the amendment to IRC Section 528 by the Taxpayer Relief Act
of 1997 defines qualifying expenditures for timeshare associations as those made for activities provided to or on
behalf of members of the association. A detailed discussion of that amendment to IRC Section 528 is beyond the
scope of this course, but more information is available in PPC’s Guide to Homeowners’ Associations and Other
Common Interest Realty Associations.

Lack of Private Benefit Test. IRS regulations preclude qualifying homeowners’ associations from distributing
earnings to their members. Refunds of excess member assessments or fees, however, are not considered to be
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distributions of earnings. Treasury Regulation 1.528-7 on inurement specifically addresses net earnings. Obviously,
individual members benefit from the association’s providingmanagement andmaintenance services and caring for
association property. Since that is the primary exempt purpose of the association, such a benefit would not
constitute inurement. Likewise, a developer may receive some intangible benefit from control over the association,
generally by a two-class membership structure until a scheduled number of units is sold or a certain time period
elapses, but that would not be considered inurement as long as there are no distributions of net earnings.

Exempt Function Activities

Qualifying associations that elect to be taxed under IRC Section 528 are not taxed on the income from their exempt
function activities. The tax rules exempt those associations from tax on income attributed to their specified statutory
functions of acquiring andmanaging the property in the development. The presentation of exempt function income
on Form 1120-H is discussed later in this lesson.

Determining Exempt Function Income. As previously explained, exempt function income basically consists of
amounts received from association members solely as a function of their membership in the association. To qualify
as exempt function income, income must meet the following four tests:

¯ Source Test. Generally, exempt function income must be received as membership dues, fees, or
assessments from owners of residential units (in the case of a condominium association), residential lots
(in the case of a homeowners’ association), or rights to use or ownership interests in association property
(in the case of a timeshare association). Amounts paid by a developer on unsold units or lots also are
considered exempt function income even though the developer does not actually use the units or lots.
Likewise, a litigation settlement with the developer for prior under-assessments is considered exempt
function income. Income onmembership assessments, such as interest, however, is not exempt function
income.

¯ Nature Test. Amounts received from members must be paid solely as a result of membership in the
association. As a general rule, they must be assessed ratably to all members. Amounts assessed based
on the value or size of the property meet the nature test, but fees paid for services and per use admission
fees do not, even though the amounts are paid by members and the facilities are restricted to members’
use.

IRS regulations provide an exception to the preceding provisions by allowing special use fees to be
classified as exempt function income if—

¯¯ Amounts are paid by members not more than once in any 12-month period.

¯¯ The privilege obtained from the payment of those amounts lasts for the entire 12-month period (or
other period if the facility is not used for the entire 12-month period).

Thus, for example, yearly fees for use of recreational facilities are exempt function income.

¯ Purpose Test. Amounts received must be used for qualified purposes. Generally, a qualified purpose for
this test is the same as for the 90% expenditure test.

¯ Gross Income Test. The gross income test excludes from exempt function income any amounts that the
tax rules exclude from gross income. For example, the following amounts are not includable in an
association’s gross income and, therefore, are not exempt function income. (Thus, they should not be
included on Line A of Form 1120-H.)

¯¯ Tax-exempt interest.

¯¯ Excess assessments that are refunded to members or are applied against future years. (However,
excess assessments applied against a future year will be considered exempt function income for that
year.)
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¯¯ Assessments for capital improvements that are treated as capital contributions for tax purposes. The
concept of capital contributions or capital improvements is identical to the concept of “contributions
to capital” discussed earlier in this lesson. One of the most common errors made by tax preparers in
filing Form1120-H is in calculating the 60% test based on totalmember assessments. The test should
be based on operating assessments only; that is, total assessments less capital assessments.

Exhibit 2-9 provides examples of classifying various income amounts as either exempt function income or nonex-
empt function income for condominium and homeowners’ associations.

Nonexempt Function Activities

As explained above, under IRC Section 528, associations are not taxed on their exempt function activities. Instead,
they are taxed only on their nonexempt function activities. The tax is calculated on nonexempt function income less
expenses appropriately charged to nonexempt function income. That amount, which is similar in concept to the
unrelated business income of nonprofit organizations, equals “homeowners’ association taxable income.”

Nonexempt Function Income. Nonexempt function income results primarily from three principal sources: (a)
revenue from nonassociation property, (b) revenue from nonmembers for use of association property, and (c)
amounts charged to association members for specific services. The first category principally includes income from
commercial operations and interest income (on both operating and replacement funds); the second category
includes guest fees and other amounts received from nonmembers; and the third category generally includes all
special use charges that are not assessed ratably to all members. Exhibit 2-9 provides examples of nonexempt
function income for condominium and homeowners’ associations.

Charging Expenses to Nonexempt Function Income. In calculating homeowners’ association taxable income,
nonexempt function income may be reduced by (a) expenses attributable solely to that income (such as state
income taxes) and (b) other expenses that are “directly connected” to the nonexempt function income. Although
the tax regulations provide little guidance on the other types of expenses that may be considered “directly
connected,” it can be inferred that they relate to the allocation of expenses for either facilities, services, or personnel
that are used for both exempt and nonexempt functions. Court cases support the position that accounting and
management fees may be allocated against investment income.

Exhibit 2-10 illustrates expenditures many believe can be allocated to various categories of nonexempt function
income. The types of expenditures illustrated in Exhibit 2-10 may cause associations problems in meeting the 90%
test if they exceed 10% of gross expenditures. It is not possible to list in Exhibit 2-10 every type of income or
deduction that might occur for an association. Practitioners are urged to use the exhibit as a general guideline only;
individual facts and circumstances may dictate different responses than indicated.

IRS regulations state that expenses with elements of both exempt and nonexempt activities should be allocated
between them on a “reasonable basis.” Although the regulations do not explain what constitutes a reasonable
basis, one option is to estimate employee time devoted to specific activities, asset usage, or consumption. Also, it
is a good idea to document the basis for the allocations in the accountants’ tax working papers, although they need
not be filed with the tax return itself. (Deductions were allowed in at least one court case even though there was no
documentation.

One relatively new source of income for a number of associations has been lease income from telephone compa-
nies for granting space to locate cell phone towers on association property. It seems reasonable to allocate
expenses against this income, particularly in the initial year. There is often considerable legal expense and
management expense incurred in negotiating the agreement. Legal fees can generally be supported by invoices
from the lawyer, while management expenses rely on an allocation based on estimated time spent performing
various functions. Additional expenses would include estimates for allocation of insurance, security, possible
janitorial costs, ongoing minor allocation of management costs, utilities if used by the tower, and allocation of tax
preparation fee and audit fee. Because the income is passive in nature, expenses would be expected to be
relatively minor in comparison to the income generated. Arrangements have commonly been seen wherein a lump
sum payment is made in year one, which in intended to cover the entire first five or so years of the lease agreement.
In such a situation, it is appropriate to record a liability for deferred income and recognize the income over the
period.
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Exhibit 2-9

Tax Treatment of Certain Income Items
for Condominium and Homeowners’ Associations

SECTION 528 SECTION 277

Exempt
Function
Income

Nonexempt
Function
Income

Membership
Income

Non-
membership
Income

Type of income:

Member operating assessments X X

Member assessments for major repairs and
replacements (noncapital in nature)a X X

Interest on delinquent member assessmentsb X X

Fees, fines, and penalties charged to membersb X X

Transfer and move in/move out feesc X X

Investment income (other than tax-exempt
incomed) on both operating and replacement
funds X X

Fees charged for services to members:e
Laundry facilities X X
Vending machine X X
Community room rental X X
Storage area rental X X
Garage parking areaf X X
Key fees—nonrefundableg X X
Recreation facilities X X
Transportation van X X
Dock and boat rentals X X
Golf courses X X
Restaurants X X

Fees charged for services to nonmembers:
Laundry facilities X X
Vending machine X X
Community room rental X X
Storage area rental X X
Garage parking area X X
Rental for unit owned by association X X
Guest fees X X
Resale certificates to prospective buyers X X
Recreation facilities X X
Dock and boat rentals X X
Golf courses X X
Restaurants X X

Utility pass-through chargesh X X X

Litigation proceeds:i
Payments in lieu of assessments X X
Punitive damages X X
Imputed interest X X
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Notes:

a Under IRC Section 277, member assessments for major repairs and replacements are nontaxable
contributions of capital if they meet certain criteria. Under IRC Section 528, even member assessments for
future major repairs and replacements that are considered to be noncapital in nature (for example, painting)
are nontaxable because they relate to the CIRA’s exempt function activities.

b Under IRC Section 277, late fees, fines, penalties, and interest on delinquent accounts from members are
membership income because they result from transactions with members. There are differences of opinion,
however, about whether they are taxable or nontaxable under IRC Section 528. Some accountants believe that
they are taxable because they are not assessed proportionately to all members. They are similar to
“if-and-when-used” charges, which are considered to be nonexempt function income. In the authors’ opinion,
however, these items are exempt function income because they are derived from owners in their capacity as
owner-members rather than in some other capacity, such as customers for services. Furthermore, the
legislative intent of IRC Section 528 is not to tax members of an association for doing on a mutual basis that
which they could do on an individual basis and not be taxed. On an individual basis, the only taxable income
is from other unrelated business activities.

c Under IRC Section 277, transfer fees and move in/move out fees are membership income because they result
from transactions with members. For the reasons discussed in b above, there are differences of opinion about
whether they are taxable or nontaxable under IRC Section 528. This course suggests that they are exempt
function income.

d Interest on state or local government obligations is not taxable by statute.

e Under IRC Section 277, fees charged for services to members generally are considered to be membership
income because they result from transactions withmembers. That conclusion is supported by Revenue Ruling
68-387, which held that “income derived from tenant-shareholders” of a cooperative housing corporation
included amounts paid for the use of a swimming pool on an “if-and-when-used basis” because such
payments are “associated with the occupancy of the corporation’s property.” Furthermore, proposed
Regulation 1.277-1 required associations to allocate rents or lease income from concessionaires that
operated facilities by charging fees between membership and nonmembership based on usage, and it
permitted expenses to be allocated in that same proportion. Although the proposed regulation has been
withdrawn, it does indicate IRS thinking on the matter. Under IRC Section 528, fees paid by members for
services and per use admission fees are not exempt function income unless (a) amounts are paid bymembers
not more than once in any 12-month period and (b) the privilege obtained from the payment of those amounts
lasts for the entire 12-month period (or other period if the facility is not used for the entire 12-month period).

f Private Letter Ruling 8216056 stated, however, that parking fees received from members of a condominium
association for assigned parking spaces are exempt function income because each owner owned a portion of
the common area garage, and all were charged based on their pro rata share. Thus, income was derived
based on their capacity as owners, not as customers receiving services.

g Refundable key fees should be recorded as a liability.

h Under IRC Section 277, utility pass-through charges are membership income because they result from
transactions with members. Under IRC Section 528, those charges can be either exempt or nonexempt
function income, as discussed later in this lesson.

i Litigation proceeds from developers for construction defect warranty claims may be contributions of capital in
certain circumstances.

* * *
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Exhibit 2-10

Tax Treatment of Certain Expenditure Items

The items listed below are examples of expenditures that may be allocable against nonexempt function income.
Note that only those expenditures directly connected to the activity may be allocated, and they must be allocated
on a reasonable basis.

INCOME CATEGORY

Interest
Parking
Garage

Vending/
Laundry

Community
Room Rentals

EXPENDITURE CATEGORYa

Accounting and bookkeeping activities X X X X X
Investment management X
Audit fees X X X X X
Tax preparation X X X X X
Fidelity bond X
Insurance (liability, physical premises,
personal property, vandals) X X X X

Management X X X X X
Utilities X X X X
Repairs and maintenance X X X X
Security X X X X
Janitorial X X X X
Housekeeping X

Note:

a Those expenditures may cause condominium and homeowners’ associations problems in meeting the 90%
test if they exceed 10% of gross expenditures.

* * *

As a result of the shale oil boom arising since 2010 in certain parts of the country, a number of associations have
received income from the sale of mineral rights or from oil and gas royalty income. Allocable deductions would be
similar to those discussed above, with the possible addition of a depletion deduction on royalty income. Depending
on the amount of royalty income generated, the association may have difficulty meeting the 60% exempt function
income test. Practitioners should carefully evaluate the association’s ability to qualify for and file Form 1120-H.

Portland Golf Club v. Commissioner. Since associations are taxed on nonexempt function income less related
expenses, it is beneficial to take advantage of all allowable allocations to reduce nonexempt function income. In
Portland Golf Club v. Commissioner, the U.S. Supreme Court affirmed the Ninth Circuit’s decision in North Ridge
Country Club v. Commissioner, thus requiring nonexempt function activities to be profit motivated before losses
from them may be offset against investment income. Effectively, the decision prevents offsetting losses from other
activities against interest income.

Portland Golf Club, a 501(c)(7) exempt organization, is a private country club whose operations include a golf
course and restaurant for its members, their guests, and nonmembers. Portland realized profits on sales of food to
nonmembers based on its variable costs but always incurred losses after allocating fixed costs. In filing its income
tax return, Portland offset those losses against the club’s investment income. However, the SupremeCourt held that
the food sales activity lacked a profit motive and, therefore, could not be aggregated against interest income. The
Court ruled that, since Portland allocated fixed costs to the food sales activity in determining whether the food sales
showed a net gain or loss for income tax purposes, it could not use a different allocation method (i.e., allocating
only variable costs) to support the contention that the food sales activity was profit motivated. Rather, the same
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allocation methodmust be used in determining intent to profit as in computing actual profit or loss. Thus, while IRC
Section 512 requires aggregation of activities for tax purposes, Portland refines that requirement to include only
activities with profit motive.

The Court’s reasoning was that “taxes are levied on unrelated business income (UBI) only in order to prevent tax
exempt organizations from gaining an unfair advantage over competing commercial enterprises.” Taxable income
was defined as gross income less deductions directly connected with the production of that gross income but
excluding exempt function income and deductions. Since Portland failed to support a profit motive, the food sale
activity losses should not offset investment income. Congressional intent was that investment income of social
clubs should be subject to federal tax, and Congress devised a definition of unrelated business taxable income
(UBTI) with that in mind. Furthermore, “the statutory scheme for the taxation of social clubs was to achieve tax
neutrality, not to provide these clubs with a tax advantage.”

Although associations that elect IRC Section 528 using Form 1120-H are exempt organizations under IRC Section
528 rather than 501(c)(7) as is Portland, the preceding decision may still be significant to them since those
associations are exempt organizations. The applicability of Portland to CIRAs that file Form 1120 under IRC Section
277 is discussed later in this lesson.

Utility Pass-throughs

A detailed discussion of the differences in accounting for utility pass-throughs is beyond the scope of this course,
but more information is available in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty
Associations. The accounting method selected may affect the tax shown on Form 1120-H.

¯ Increasing monthly assessments so that utility costs are not passed through or billing utilities separately
and reporting gross utility revenues and expenses separately in the statement of revenues and expenses
may disqualify an association from filing Form 1120-H. This is because nonmaintenance expenses such
as janitorial costs and utilities related to unit owners’ property versus association commonproperty do not
qualify as exempt function expenses for the 90% test.

¯ Reporting the net difference in the statement of revenues and expenses or handling the collections and
disbursements through a clearing account on the balance sheet generally would not disqualify the
association under the 90% test. However, additional problems arise if the revenues and expenses do not
offset exactly. If the association attempts to recover its administrative costs or rounds a cable rate up to
avoid taking a loss, it has potentially introduced a profit motive. An activity with a profit motive falls into the
nonexempt function area. In addition, IRC Section 61 appears to require including utility pass-through
revenues in gross income rather than netting them because it states that “. . . gross income means all
income from whatever source derived.”

Reporting gross utility revenues and expenses seems to be most appropriate.

Regulations Section 1.528-9(d) provides that, if billing and payment for services provided by an association are
made just once during a tax year for the entire tax year, the payment is considered exempt function income. That
exception may allow associations to bill annually for cable television or utility services to avoid unfavorable
treatment as nonexempt income. However, the expenses would still be nonqualifying under the 90% test because
IRC Section 528(c)(1)(C) requires that qualifying expenditures be made for the acquisition, construction, manage-
ment, maintenance, and care of association property, not unit owners’ property.

In determining the proper tax treatment of utility pass-through costs, accountants should remember that the
legislative intent of IRC Section 528 is not to tax members of an association for doing on a mutual basis that which
they could do on an individual basis and not be taxed.

Deductibility of Interest Expenses

Borrowing money is often the least costly financing alternative available to CIRAs; it is often less expensive to pay
interest on borrowed funds than to pay penalties on early withdrawals from long-term investments. Under other
circumstances, if a CIRA is unable to raise sufficient funds through regular or special assessments to make
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necessary repairs, borrowing funds will allow necessary repairs to be made. Reserve studies now frequently
include loans as part of the funding plan.

The Internal Revenue Service holds the position that interest on loans of a CIRA is not deductible. This is based on the
reasoning that the interest paid is directly related to the underlying purpose of the loan, generally to make repairs to
the association’s common areas. Since repairs to the association’s common areas are exempt function expenditures
under IRC Section 528, and membership deductions under IRC Section 277, the related interest payments are also
exempt function or membership expenditures, and therefore nondeductible. IRC Section 528(d)(1)(b) is generally
cited as the authority for denying the interest deduction, as that section states “the deductions allowed by this chapter
[528] which are directly connected with the production of the gross income . . .” Since interest on loans taken out to
make repairs to common area property is not considered to be directly connected with the production of gross
income, the interest deduction is denied. This will probably hold true for the majority of association loans.

The same concept and language in tax law upon which the IRS is relying may also lead to a different conclusion
under the right circumstances. Although the IRS has not issued a ruling on this subject, the IRS has informally
stated that if the interest deduction is directly connected to the production of gross income, then it will be
deductible. When an association can document that a loan is taken out solely as a financing decision—meaning it
has more reserve funds on hand than the amount borrowed—then it can be established that the primary purpose
of the loan is to preserve working capital, not to make repairs (as the repairs could clearly have been made from
existing funds on hand). Accordingly, the interest deduction is directly connected to the production of interest
income, and is therefore deductible. Such an assertion cannot be justified if the funds on hand are less than the
amount of the loan.

It seems to make little difference whether Form 1120 or Form 1120-H is filed in performing the above-described
analysis, so long as the relationship between interest deduction and production of interest income can be estab-
lished. However, keep in mind that IRC Section 528 (Form 1120-H) requires that deductions be directly connected
to the production of gross income, while IRC Section 277 (Form 1120) requires that the deductions only be
reasonably related to the production of gross income.

Advantages and Disadvantages of Filing Form 1120-H

Form 1120-H is specifically designed for qualifying homeowners’ associations. In enacting IRC Section 528,
Congress reasoned that individual homeowners would not be taxed for carrying out the functions typically per-
formed by those CIRAs (that is, managing and maintaining the development’s common property). Thus, the CIRAs
should not be taxed on those activities merely because the homeowners form an association to carry out those
activities on their behalf. Accordingly, would not an association always find it beneficial to file Form 1120-H rather
than Form 1120? Not necessarily. The following chart describes the advantages and disadvantages of filing Form
1120-H:

Advantages of Filing Form 1120-H Disadvantages of Filing Form 1120-H

1. Form 1120-H is a one-page form. It is
easier to complete than Form 1120.

1. Taxable income is taxed at a 30% (or 32% for
timeshare associations) rate versus the regular
corporate rates available when filing Form 1120.

2. Less risk is associated with filing Form
1120-H.

2. Associations are not entitled to net operating loss
deductions. The association may not claim a net
operating loss generated during the year if a Form
1120-H is filed for that year, nor can the association
carry the NOL forward. (However, while a net
operating loss generated in a prior year when the
association filed a Form1120maynot bededucted
in a year the association files a Form 1120-H, it can
be carried forward and deducted in subsequent
years on Form 1120 returns.)
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Advantages of Filing Form 1120-H Disadvantages of Filing Form 1120-H

3. Exempt function income is not taxable. 3. Associations are not entitled to write off organiza-
tional costs.

4. Large associations are not subject to the
alternativeminimum taxonForm1120-H.
(Small associations are not subject to
AMT, as discussed later in this lesson.)

4. Associations are not entitled to the deductions
allowed under Part VIII of Subchapter B of the
Code.

5. Somestatesexemptassociations that file
Form 1120-H from state income taxes.

Recommendations from This Course. Accountants are encouraged to consider whether the income tax liability
of their CIRA clients may be reduced through tax planning and filing Form 1120. If the financial affairs of a qualifying
homeowners’ association are properly structured, Form 1120-H, although simpler, rarely yields a lower tax than
Form 1120. Even so, the additional risk associated with filing Form 1120 may not outweigh the tax savings.

It is a good idea to consider filing Form 1120-H in the following circumstances:

¯ The difference between the tax calculated on Form 1120 and Form 1120-H does not warrant the additional
risk assumed by filing Form 1120.

¯ The risk of filing Form 1120 is too great due to a lack of compliance with IRS regulations and rulings.

¯ Cost-benefit considerations make filing the simpler return the better alternative.

¯ The association’s taxable income is either (a) $100 or less or (b) approximately $186,200 or greater. In
those circumstances, the 30% tax rate for condominium and homeowners’ associations on Form 1120-H
yields a lower tax than the regular corporate rates on Form 1120. (The breakeven point for timeshare
associations, which are taxed at a 32% rate, would be different.)

¯ Form 1120-Hmay be preferable because of the effect of the alternativeminimum tax on large associations
when Form 1120 is filed.

¯ The association’s total tax liability is lower because it can avoid state income taxes.

In most circumstances, a decision to file either Form 1120-H or Form 1120 is made by considering a combination
of the preceding factors. How an overall tax plan for an associationmight include alternate use of both Form 1120-H
and Form 1120 is discussed later in this lesson. PPC’s Guide to Homeowners’ Associations and Other Common
Interest Realty Associations includes further information on Forms 1120 and 112-H.

Tax-planning Opportunities When Form 1120-H Is Filed. If the association decides it is preferable to file Form
1120-H, tax-planning opportunities should be considered to minimize the association’s tax liability. The main
tax-planning objective is to convert nonexempt income into exempt income. Generally, that is accomplished by the
following methods:

¯ Eliminating user fees for facilities and increasing member assessments to compensate for the loss of
income.

¯ Reducing user fee income to the point that the activity breaks even.

¯ Charging special-use fees only once during a 12-month period rather than on a per use basis.

A discussion of how Form 1120-H may interact with Form 1120 for effective tax planning is provided later in this
lesson.
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Filing Form 1120-H

The procedures for filing Form 1120-H are as follows:

a. Determine that the association is qualified to file Form 1120-H. Practitioners should perform the 60% and
90% tests very early in this process to make sure that the association will qualify. For most associations,
the residential test (either qualifying or not qualifying) is a given based on the type of association and it is
extremely rare to fail the private inurement test.

b. Segregate exempt function income from nonexempt function income.

c. Allocate expenses to nonexempt function income.

d. Determine taxable income; i.e., nonexempt function income as determined in step b, less expenses
allocated to nonexempt function income as determined in step c, less a specific deduction of $100.

e. Determine the association’s tax liability.

f. Compare the tax liability to that obtained by filing Form 1120 to see which tax return results in the lowest
tax. Even if Form 1120 results in a lower tax, the circumstances listed above (particularly the risk of filing
Form 1120) should be considered when determining which form to file.

For tax calculation purposes, only nonexempt function income and direct and allocable indirect expenses relating
to nonexempt function income are shown on the return. Exempt function income and expenses are shown on the
return but are not actually a part of the tax calculation process. Exempt function income is shown on Line B of the
return, and exempt function expenses are shown on Line C. Thus, the calculations of the 60% and 90% tests for
qualifying under IRC Section 528 can easily be made. Capital contributions are completely excluded from the
return. Any subsequent reclassification of reserves to exempt function income would likewise avoid taxation.

One of the unique effects of filing a Form 1120-H is the tax treatment of excess exempt function income and
expenses. With Form 1120-H, any excess of exempt function income over exempt function expenses avoids
taxation, and any excess of exempt function expenses over exempt function income is lost. It does not become a
carryover item.

As explained at the beginning of this lesson, association taxable income less a specific deduction of $100 (which
is preprinted on Form 1120-H) is taxed at a flat rate of 30% for condominium and homeowners’ associations and
32% for timeshare associations. Additional considerations in determining the association’s tax liability are as
follows:

¯ Associations may qualify for the following tax credits:

¯¯ Foreign tax credit.

¯¯ Credit for fuels produced from nonconventional sources.

¯¯ Qualified electric vehicle credit.

¯¯ General business credit, but not the investment credit, the Indian employment credit, the work
opportunity credit, the welfare-to-work credit, or the empowerment zone employment credit.

¯ Associations are not entitled to a net operating loss deduction.

¯ Associations are not entitled to the dividends received deduction or to write off organizational costs.

¯ Associations are subject to the capital loss limitation rules.

¯ Associations are not subject to the alternative minimum tax.
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Form 1120-H has the same due dates and extension dates as other corporate tax returns. Due dates of corporate
returns starting in 2016 were revised by the Surface Transportation and Veterans Health Care Choice Improvement
Act of 2015. This act repealed Code Section 6072(b), which previously required corporate tax returns to be filed by
the 15th day of the third month following year end (the 75-day rule). The repeal left corporations subject to IRC
Section 6072(a) with a tax return due date of the 15th day of the fourth month following year end, except for June
30 year end corporations that are still subject to the 75-day rule.

Associations may file Form 7004 to receive an automatic extension for filing the return. (Form 7004 must indicate
that the extended return is a Form 1120-H for that election to remain valid. However, if the tax preparer has not
determined whether to file Form 1120-H or Form 1120 by the filing date, both returns may be specified on the
extension form.) Although associations are not required to pay estimated taxes if they file Form 1120-H, it often is
preferable for them to do so to avoid penalties if they ultimately decide to file Form 1120 instead (which requires
estimates to be made). For all corporate year ends except June 30, the automatic extension period is for five
months. for June 30 year end corporations, the automatic extension period is seven months.

Revoking the 1120-H Election

Once an association has elected IRC Section 528 treatment for a tax year by filing Form 1120-H, it is considered
binding; the election for a previously filed 1120-Hmay not be revoked without the consent of the IRS. Chief Counsel
Advice (CCA) 201149023, issued December 9, 2011, provided clarification of the applicability of Treasury Regula-
tion 301.9100-1–3 to revocation of the election. The Chief Counsel’s office stated that the twelve-month extended
time period for making an election does not apply to the revocation of the election. Consent of the commissioner is
required to revoke the election. In Revenue Rulings 83-74, the IRS ruled that, under certain circumstances, it will
allow revocation of the election because of inadequate tax advice provided by a professional tax advisor. However,
in Revenue Ruling 82-203, a homeowners’ association was not allowed to revoke IRC Section 528 elections made
in previous tax years in order to obtain the benefit of a net operating loss incurred in a subsequent year. The IRS
stated that would be taking advantage of hindsight at the government’s expense.

Although the regulations clearly state that consent must be obtained from the commissioner to revoke an election,
practitioners nationwide report that associations have successfully revoked their elections by simply filing
amended returns changing from Form 1120-H to Form 1120 and attaching an explanation of the facts and a
statement such as the following:

The amendment is made pursuant to the provisions of Revenue Ruling 83-74, which provide that
an amendment may be made if the association originally filed Form 1120-H (copy attached)
based upon erroneous advice from the tax preparer.

The attached Form 1120 represents an amendment to the Form 1120-H as originally filed.

However, that practice seems risky. An informal amendment changing from one form to the other (1120 to 1120-H
or 1120-H to 1120) may be accepted by the IRS, but it still does not represent a valid revocation of election.
Revenue Ruling 83-74 provides very specific guidance on obtaining relief from an inadvertent election. Failure to
comply with specific formal procedures will be viewed by the IRS as the equivalent of having done nothing. If
substantial tax is at risk, the authors believe that the appropriate procedure for revocation of election should be
followed.

Exhibit 2-11 lists select citations about associations that have attempted to revoke their election under IRC Section
528, or have requested an extension of time to make the election under IRC Section 528.
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Exhibit 2-11

Selected IRC Section 528 Requests for Revocation and Extension

Requests for Revocation Requests for Extension
Approved Denied Approved Denied

8234102
8244028
8301026
8352100
8405104
8405105
8439045
8604009
8612010
8627011
8637056
8644065
86490125
8704007
8801003
8804009
8815019
8824029
8827054
8831043
8910024
8940025
8944029
9003031
9007022
9042045
9045019
9102008
9214020
9233025
9242018
9315020
9406032
200034006
200344017
200652004
201327008

8225136
8405104
8429049
8430945
8934038

8252031
8612017
8617019
9035045
9201022
9250023
9348018
9413046
9604009
9816008
9820011
9931045
200203027
200511001
200701009
200752004
201016008
201126001
201131004
201210007

8332020
8348021
8433077
9604009

* * *
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

10. Which of the following statements best describes Form 1120-H?

a. To file Form 1120-H a CIRA must be classified as an incorporated homeowners’ association.

b. Form 1120-H is the least common tax form filed by homeowners’ associations.

c. Form 1120-H is more difficult to file but is considered to provide more favorable tax results.

d. To file Form 1120-H, a CIRA must meet four tests, including the substantially residential test.

11. The Cliffside Heights Homeowner’s Association has the following properties. Expenditures made to maintain
which property do not qualify as part of the 90% expenditure test?

a. A swimming pool complex open to all members.

b. A building leased to a local entrepreneurs group for meeting space.

c. The sidewalks and streetlights that adjacent to association residences.

d. Front lawns and flower beds of units owned individually by association members.

12. Which of the following would be considered exempt function income for a homeowners’ association?

a. Fees paid by association members for services.

b. Excess assessments refunded to members.

c. Income earned on membership assessments.

d. Amounts paid by a developer on unsold units.

13. Which of the following is a disadvantage of Filing Form 1120-H?

a. The form has multiple pages.

b. More risk is associated with this form.

c. The association will be subject to the AMT.

d. The association will not get certain deductions.

14. Which of the following is one of the procedures for filing Form 1120-H?

a. Aggregate exempt function and nonexempt function income.

b. Estimate the association’s typical tax liability.

c. Determine whether the association can file this form.

d. Compare the association’s tax liability to that which could be filed on Form 990.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

10. Which of the following statements best describes Form 1120-H? (Page 354)

a. To file Form 1120-H a CIRAmust be classified as an incorporated homeowners’ association. [This answer
is incorrect. Incorporated homeowners’ associations and unincorporated associations that elect to be
taxed as corporations may elect to file Form 1120-H. Therefore, it is possible for an unincorporated
homeowners’ association to file this form.]

b. Form 1120-H is the least common tax form filed by homeowners’ associations. [This answer is incorrect.
Based on IRS statistics, Form 1120-H is the form most commonly used.]

c. Form 1120-H is more difficult to file but is considered to provide more favorable tax results. [This answer
is incorrect. Form 1120-H is the simplest tax alternative, although generally it may be considered less
favorable because net nonexempt function income is taxed at the rate of 30% for condominium and
homeowners’ associations and 32% for timeshare associations.]

d. To file Form 1120-H, a CIRA must meet four tests, including the substantially residential test. [This
answer is correct. IRC Section 528 specifies the following additional provision under which
associationsmust qualify before theymay file Form1120-H: (1) the substantially residential test, (2)
the 60% income test, (3) the 90% expenditure test, and (4) the lack of private benefit test.]

11. The Cliffside Heights Homeowner’s Association has the following properties. Expenditures made to maintain
which property do not qualify as part of the 90% expenditure test? (Page 357)

a. A swimming pool complex open to all members. [This answer is incorrect. As defined for tax purposes,
association property includes real and personal property owned by the association or by the members in
common that benefits all of themembers and enhances the enjoyment of their units. Therefore, since this
swimming pool complex is available to all members of the Cliffside association, it would be considered
association property when applying the 90% expenditure test, so expenses made for maintaining the
complex would qualify as part of the 90%.]

b. A building leased to a local entrepreneurs group for meeting space. [This answer is correct.
Association property excludes facilities that are set aside for nonmembers or are used primarily by
nonmembers; e.g., property leased to groups of nonmembers for a meeting place. Therefore,
expenditures for this building will not qualify as part of the 90% expenditures test for Cliffside.]

c. The sidewalks and streetlights that adjacent to association residences. [This answer is incorrect. Per IRC
Section 528, property owned by a governmental unit that benefits all of the members, such as roads,
sidewalks, and streetlights, are considered association property for purposes of the 90%expenditure test.
Therefore, expenses for maintaining this property would qualify as part of Cliffside’s 90%.]

d. Front lawnsand flowerbedsofunitsowned individuallybyassociationmembers. [Thisanswer is incorrect.
Under IRC Section 528, certain property within the development that is owned privately by association
members can be considered association property. Expenditures for maintenance of such property will be
part of Cliffside’s 90% when applying the 90% expenditures test.]

12. Which of the following would be considered exempt function income for a homeowners’ association?
(Page 359)

a. Fees paid by associationmembers for services. [This answer is incorrect. Under the nature test, amounts
received from members must be paid solely as a result of membership in the association. As a general
rules, theymust be assessed ratably to all members. Amounts assessed based on the value or size of the
property meet the nature test, but fees paid for services and per-use admission do not, even though the
amounts are paid by members and the facilities are restricted to members’ use.]
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b. Excess assessments refunded tomembers. [This answer is incorrect. One of the tests of an association’s
exempt function income is the gross income test. Under this test, any amounts that the tax rules exclude
from gross income are also excluded from gross function income. Therefore, examples of amounts not
includable in an association’s gross income (and, therefore, not considered exempt function income)
include (1) tax-exempt interest, (2) excess assessments that are refunded to members or are applied
against futureyears, and (3)assessments for capital improvements thatare treatedascapital contributions
for tax purposes.]

c. Income earned on membership assessments. [This answer is incorrect. Income on membership
assessments, such as interest, is not considered exempt function income because it does not pass the
source test.]

d. Amounts paid by a developer on unsold units. [This answer is correct. Generally, to pass the source
test, exempt function income must be received as membership dues, fees, or assessments from
owners of residential units (in the case of a condominium association), residential lots (in the case
of a homeowners’ association), or rights to use or ownership interest in association property (in the
case of a timeshare association). Amounts paid by a developer on unsold units or lots also are
considered exempt function income even though the developer does not actually use the units or
lots.]

13. Which of the following is a disadvantage of Filing Form 1120-H? (Page 365)

a. The form has multiple pages. [This answer is incorrect. Form 1120-H is a one-page form. It is easier to
complete than Form 1120.]

b. More risk is associated with this form. [This answer is incorrect. One of the advantages of filing this form
is that a CIRA faces less risk when filing Form 1120-H.]

c. The association will be subject to the AMT. [This answer is incorrect. Large associations are not subject
to the alternativeminimum tax on Form 1120-H. Small associations are not subject to AMT, per the Code.]

d. Theassociationwill notget certaindeductions. [Thisanswer iscorrect.Disadvantagesof filingForm
1120-H include that the associations are not entitled to write off organizational costs or the
deductions allowed under Part VIII of Subchapter B of the Code.]

14. Which of the following is one of the procedures for filing Form 1120-H? (Page 367)

a. Aggregate exempt function and nonexempt function income. [This answer is incorrect. When filing Form
1120-H,exempt function incomeandnonexempt function incomeshouldbesegregated,notaggregated.]

b. Estimate the association’s typical tax liability. [This answer is incorrect. To file Form 1120-H, the
association’s actual tax liability needs to be determined. A general estimation would not be enough
information to complete this procedure.]

c. Determinewhether the association can file this form. [This answer is correct. The first step for filing
Form 1120-H is to determine that the association is qualified to file Form 1120-H. Therefore, this
procedure must be completed before any others related to this tax form.]

d. Compare the association’s tax liability to that which could be filed on Form 990. [This answer is incorrect.
One of the procedures for filing Form 1120-H is to compare the tax liability to that obtained by filing Form
1120 (not Form 990). Even if Form 1120 results in a lower tax, there are other considerations that should
be made before determining which form to file.]
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TAXATION UNDER IRC SECTION 277 (FORM 1120)

Applicability of IRC Section 277

Condominium and Homeowners’ Associations. As explained at the beginning of this lesson, if condominium
associations, homeowners’ associations, or timeshare associations do not elect to be taxed under IRC Section 528
and file Form 1120-H, they are taxed under IRC Section 277 and must file Form 1120. IRC Section 277 applies to
certain membership organizations formed primarily to provide services to members that are not exempt under any
other section of the Code. Although IRC Section 277 was initially enacted to apply to social clubs, it is clear from the
language of IRCSection 277 that it is amandatory section that applies to all nonexemptmembership organizations.

Beginning in 1992, IRS private letter rulings relating to the revocation of an election under IRC Section 528
specifically state that IRC Section 277 will apply when the IRC Section 528 election is revoked.

Cooperative Housing Corporations. Beginning with tax years ending on or after December 31, 2006, the IRS
indicates that all subchapter T cooperatives should file Form 1120-C. The requirement to use Form 1120-C was
proposed to be effective for taxable years ending on or after December 31, 2006. Because the regulations were not
finalized before the end of 2006, the final regulations, which amend IRS Section 1.6012-2(f) (found in TD 9336),
delay the proposed effective date. (The IRS website at www.irs.gov provides .pdf documents of Form 1120-C and
the related instructions for filing the new federal tax form.) In the past, accountants have had differing opinions
about whether IRC Section 277 applies to cooperative housing corporations. The IRS ruled in Revenue Ruling
90-36 that cooperatives are to be taxed under IRC Section 277 by stating that “Section 277 of the Code applies to
limit the deductions of cooperative housing corporations, as defined in Section 216(b)(1).” However, several court
cases (Landmark, Inc. v. the United States; Buckeye Countrymark, Inc. v. Commissioner; Trump Village Section 3,
Inc. v. Commissioner; and Thwaites Terrace House Owners Corp. v. Commissioner) reached the opposite conclu-
sion by holding that the named cooperatives are not subject to IRC Section 277 because they are subject to
subchapter T (IRC Section 1381) of the Code.

As a result of the efforts of a task force comprised of the National Association of Housing Cooperatives, the Council
of New York Cooperatives, and the Federation of New York Housing Cooperatives, the Section 277 issue has
apparently been resolved. The IRS in 1999 agreed that all cooperatives are covered by subchapter T (not Section
277) and has indicated that it will no longer assert IRC Section 277 against a cooperative in any pending or new
audit, or in dealing with refund claims. Cooperatives that filed under IRC Section 277 for any year should file a claim
for refund (if applicable) under subchapter T. This applies to any years still open under the three-year statute of
limitations. Subchapter T and other tax issues unique to cooperative housing corporations are discussedmore fully
in PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations.

General Rules

IRC Section 277 is not a comprehensive set of rules for taxing membership organizations. Instead, it was added to
the Internal Revenue Code to prevent taxable membership organizations from avoiding tax on nonmembership
income by operating membership activities at a loss and using that loss to offset the nonmembership income.
Thus, IRC Section 277 focuses primarily on the activities of and deductions incurred bymembership organizations.
It states:

In the case of a . . . membership organization which is operated primarily to furnish services or
goods to members and which is not exempt from taxation, deductions for the taxable year
attributable to furnishing . . . items of value to members shall be allowed only to the extent of
income derived during such year from members or transactions with members.

When taken in conjunction with IRC Section 118, which states “contribution to the capital of the taxpayer does not
include any . . . contribution as a customer or potential customer,” an association is effectively confined to a very
narrow and strict set of rules. Those two sections define member activities and state that any amounts received
from members must apply either as a capital contribution or as membership income. Furthermore, the Committee
Reports to IRC Section 118 state that it is the expenditure of funds that determines the nature of the activity. Thus, if
an association makes a capital assessment, then expends the monies on membership activities in the same year,
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the IRS would recharacterize the assessments as membership income. (However, see the discussion earlier in this
lesson on transfers between reserve funds and operating funds in years after they were collected.)

Under IRC Section 277, CIRAs are taxed on their nonmembership activities just as they are taxed on their nonex-
empt function income under IRC Section 528. In addition, they may also be taxed on any excess of membership
income overmembership expenses. That provision differs from IRCSection 528, under which all of an association’s
exempt function income is not taxable. Unfortunately, most of the guidance for filing tax returns under IRC
Section 277 is not found in the Internal Revenue Code—the Code section itself is less than one page long. Thus,
the guidance in this lesson is based on Revenue Rulings, Private Letter Rulings, Tax Court case law, and the
proposed, but later withdrawn, Regulation 1.277-1. Additionally, Revenue Ruling 2003-73, which applies to organi-
zations subject to IRC Section 277, restates the positions originally set forth in Proposed Regulation 1.277-1.

Membership and Nonmembership Income

Under IRC Section 277, CIRAs are taxed on both net membership and net nonmembership income. Accordingly,
they must segregate (a) membership and nonmembership income and (b) membership and nonmembership
expenses.

Membership Income. Membership income is the gross income received by a membership organization from its
members in consideration for membership activities. In most respects, membership income is similar to exempt
function income under IRC Section 528 and, thus, includes membership assessments and other amounts that are
assessed ratably to members. However, it also includes fees paid for services by members that are considered
nonexempt function income under IRC Section 528. (See Exhibit 2-9.) Interest income paid by members if their
initial membership fees are paid in installments is classified asmembership income. In addition, interest income on
delinquencies is also classified as membership income. In contrast, interest income on investments is classified as
nonmembership income.

Technical Advice Memorandum (TAM) 9637007 addressed the question of whether a social club that operates a
golf and country club could treat the proceeds from the sale of condominium units developed by the club on
unused property as membership income. The purchasers were required to become members of the club prior to
their purchase of the condominium units. The TAM stated that such sales were membership income and that the
development and selling costs of the units were deductible only against membership income.

Although TAM 9637007 cannot be cited as a precedent and applies only to the subject taxpayer, it addresses
another question about which there has been disagreement. Some accountants believe that only recurring-type
transactions for which the CIRA was formed qualify as membership transactions. The TAM clearly shows that
nonrecurring transactions may qualify as long as they involve only members of the CIRA.

Nonmembership Income. Nonmembership income is defined by exception; it is gross income exclusive of
membership income. In concept, nonmembership income is similar to unrelated business income of tax-exempt
organizations. It results primarily from two principal sources: (a) income on investments and (b) income from
commercial operations and other services provided to nonmembers.

Examples of Membership and Nonmembership Income. Exhibit 2-9 provides examples of classifying various
income amounts as either membership income or nonmembership income.

Membership and Nonmembership Deductions

Tax rules do not provide specific guidance about allowable deductions under IRC Section 277. Instead, all of the tax
rules that apply to the deductibility of expenses by corporations also apply to associations. Expenses incurred by
CIRAs are required to be allocated against membership and nonmembership income. Membership deductions are
broadly defined only in proposed Regulation 1-277.1 (which has been withdrawn) as “the expenses, depreciation,
and similar items of deduction attributable to membership activities.” Nonmembership deductions are defined as
all expenses other than membership deductions. The only guidance about allocating deductions between mem-
bership and nonmembership activities (also provided in proposed Regulation 1-277.1) states that “items of deduc-
tion attributable in part to nonmembership activities and in part to membership activities shall be allocated between
the two classes of activities on a reasonable and consistently applied basis.”
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Nonmembership deductions include deductions that are directly attributable to nonmembership income, such as
expenses associated with commercial activities. More frequently, however, they will consist of costs that relate to
activities used by both members and nonmembers that should be allocated between the two activities. For
example, if recreational facilities such as tennis courts or golf courses are available to bothmembers and nonmem-
bers, costs such as utilities, maintenance, and insurance should be allocated between membership and nonmem-
bership income. Generally, the authors believe that estimates of employee time devoted to specific activities, asset
usage, or consumption would constitute a reasonable basis for allocation.

Allocating Expenses to Investment Income. The only type of nonmembership income that many CIRAs have is
interest income. In that case, a portion of indirect expenses (such as audit and accounting fees, tax preparation
fees, clerical office expenses, management fees, fidelity bonds, and state income taxes) may be considered as
nonmembership expenses and be used to offset interest income. In Concord Consumers Housing Cooperative v.
Commissioner, the Tax Court did not dispute that some portion of certain expenses was allocable to nonmember-
ship interest income and allowed a 5% deduction of certain expense categories even though no written documen-
tation existed to support such deductions. According to the Court in that case, the following services provided by
a management company could be allocated against interest income:

¯ Preparing financial statements.

¯ Making reports to the board of directors (that is, attending board meetings).

¯ Reviewing investments.

¯ Making requests to withdraw monies.

¯ Reconciling interest.

¯ Checking interest rates at various financial institutions.

¯ Changing financial institutions or moving accounts at financial institutions.

¯ Making requests for reimbursements from reserve funds.

The decision in Concord Consumers Housing Cooperative seems to give CIRAs some latitude in claiming minor
allocations against nonmembership interest income although there is no specific written documentation; however,
written documentation is much superior evidence. The Court’s decision provides associations and management
companies with guidelines on how to calculate the portion of their expenses or fees that associations may deduct
against nonmembership interest income. Best practices suggest that accountants advise their CIRA clients to
encourage management companies to allocate their management fees to appropriate nonmembership activities
and, preferably, to invoice separately for that amount. Similarly, the portion of accountants’ fees for audit, account-
ing, and tax services that relate to nonmembership activities also should be invoiced separately.

Allocating Expenses to Other Categories of Nonmembership Income. In addition to expenditures for manage-
ment, financial, and tax services, it is possible that expenses such as insurance, utilities, repairs and maintenance,
security, and janitorial services can be allocated to types of nonmembership income other than investment income.

Determining Net Income or Loss

After segregating both income and expenses into membership and nonmembership categories, CIRAs will arrive
at net membership income or loss and net nonmembership income or loss. In determining net nonmembership
income, income and losses from all nonmembership activities may be aggregated. Thus, interest income may be
offset by losses from other nonmembership activities, provided that the nonmembership activities are profit
motivated. See the discussion of Portland Golf Club v. Commissioner both below and earlier in this lesson.
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A CIRA’s tax liability under IRC Section 277 depends on whether membership and nonmembership activities result
in income or loss as follows:

Membership Activities

Net membership income—Consider deferring tax on net membership income by electing under
the provisions of Revenue Ruling 70-604 (as modified by Revenue Rulings 75-370 and 75-371) to
either (a) apply the excess net membership income to the following year or (b) refund the excess
net membership income to the association’s members.

Excess membership deductions—The excess membership deductions must be carried forward
to offset net membership income in future years. Under the provisions of IRC Section 277, it may
not be carried back nor may it be offset against net nonmembership income.

Nonmembership Activities

Net nonmembership income—Net nonmembership income is taxed at regular corporate rates.

Net nonmembership loss—Net nonmembership losses are treated as net operating losses under
IRC Section 172.

Net Nonmembership Loss When No Profit Motive Exists. Portland Golf Club v. Commissioner raises an interest-
ing question about the nature of a loss from an activity for which profit motive cannot be documented. The income
and expense of the activity meet neither the definition of exempt income or expense for an exempt organization nor
membership income or expense for a nonexempt membership organization. The Portland case prohibits combin-
ing such a loss with profit-motivated nonmembership activities (such as investing activities) to reduce or eliminate
taxable income. Combining the loss with membership activities may not be appropriate because the CIRA might
conclude it had an IRC Section 277 carryover when, in fact, the loss might be masking taxable membership
income. Consequently, it would be better to treat the loss as a net operating loss from a specific activity that the
association could carry forward.

Using Revenue Ruling 70-604 to Defer Tax on Net Membership Income

Basic Provisions. Revenue Ruling 70-604 allows CIRAs to remove any excess membership assessments from
taxable income by effectively refunding the excess assessments to the members. (This course uses “excess
membership assessments” and “net membership income” interchangeably.) Under the revenue ruling, associa-
tions may make an annual election to exempt or defer net membership income from taxation by, in effect, returning
the excess to its members. As stated in the revenue ruling, associations have the following options:

¯ Apply the excess ofmembership incomeovermembership expenses to the following year’s assessments.

¯ Refund the excess of membership income over membership expenses to the association’s members.
(However, accountants should be wary of this alternative, as it could conflict with certain state statues.)

Accountants should use caution in applying Revenue Ruling 70-604. The IRS has specifically stated that the ruling
allows only a one-year carryover of excess membership income. In addition, in 2009, the IRS issued Information
Letter 2009-0233, clarifying that an association cannot use Revenue Ruling 70-604 to accumulate a working capital
reserve. In 2013, IRS reaffirmed that position in Information Letter 2013-0013. Further, the IRS has suggested that
Revenue Ruling 70-604 may not be used by timeshare associations. That ruling may have implications beyond the
timeshare industry if the IRS applies it in audits of other CIRAs, such as condominium and homeowners’ associa-
tions.

Making the Election. There is virtually no authoritative guidance about how associations may properly make a
70-604 election although the revenue ruling has been in effect since 1970. Frequently encountered issues about
making the election and recommendations for addressing them are discussed below.
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a. The 70-604 election should be made by the members.

Recent audit activity indicates that IRS agents are requiring the election to be made by the members.
Absent clarification, it is best practice for associations to interpret the wording of Revenue Ruling 70-604
literally and make the election in the form of a resolution adopted by the membership. Furthermore, it is
a good idea for the board of directors of the association to reaffirm that election, since under most state
laws and governing documents only the board has authority to determine the disposition of funds of the
association.

b. The 70-604 election must be made before the tax return is filed.

Revenue Ruling 70-604 simply states, “A meeting is held each year. . . .” It does not specify whether the
meeting should be held before year end or merely before the tax return is filed. Tax rules do not establish
a consistent time for making tax elections; rather, the timing of most tax elections is spelled out either in
the Internal Revenue Code, regulations, revenue rulings, or other authoritative tax sources. The timing of
the70-604election isnot addressed,however. Thus, tominimize the riskof losing thebenefit of theelection,
it is best for associations to make the election before the end of the fiscal year for which it is to apply. The
election must be made before the tax return is filed.

c. It is not necessary to state the specific dollar amount of excess membership income in the election.

Since the 70-604 election should preferably bemadebefore year end and the excessmembership income
cannot be determined until after the end of the year when separate calculations of membership and
nonmembership income are made, some accountants recommend that associations make the election,
but leave a blank for the amount to be filled in later. When the specific amount is determined, it could be
documented in theminutes of an associationmeeting and added to the resolution. However, it may not be
necessary to include a specific dollar amount in the resolution because Revenue Ruling 70-604 literally
states that “anyexcessassessments”maybecarriedoveror refunded.Someaccountantsalsobelieve that
it is prudent not to specify a dollar amount in the election. Thus, if an association is audited and a capital
contribution denied or the allocation of expenses questioned, a blanket 70-604 election serves to keep the
membership income untaxed.

d. The 70-604 carryover of excess membership income over membership expenses that is applied to the
following year’s assessments should be included on Schedule M-1 (or M-3) on the association’s tax return.

It is a best practice for the carryover tobe shownas aScheduleM-1 (orM-3) adjustment since (as a tax-only
election) it is not recorded in the financial statements. Associations that file Form 1120 will have either a
Revenue Ruling 70-604 net membership income carryover (70-604 carryover) or an IRC Section 277 net
membership loss carryover (277 carryover) at the end of each tax year. Only if the association had net
membership income equal to zero at the end of the tax year could a different situation result. Since that
situation is highly unlikely to occur at any given year end, either a 70-604 carryover or a 277 carryover will
generally result. The two carryovers cannot coexist at year-end, as the larger carryover will offset (or use
up) the other carryover. For example, a 70-604 carryover from Year 1 gets carried into Year 2. It may remain
unchanged (if the net membership income equals zero, which is unlikely), it may increase as the result of
additional netmembership incomegenerated inYear 2 [andassuming that yousubscribe to the theory that
70-604 carryovers continue indefinitely (see point e.)], or it may decrease as a result of being offset
(reduced) by netmembership losses generated in Year 2. If the IRC 277 losses generated in Year 2 exceed
the 70-604 carryover from Year 1, then a 277 loss carryover will exist at the end of Year 2 and will carry over
to Year 3. (See Exhibit 2-12 for a graphic presentation of the treatment of 70-604 and 277 carryovers.)

e. It does not seem appropriate for 70-604 carryovers to a subsequent year to be made indefinitely.

While many tax practitioners believe that Revenue Ruling 70-604 permits an indefinite carryover of excess
membership income, this course suggests that Revenue Ruling 70-604 be construed as a one-year only
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carryover allowance. Although the indefinite carryover position is prevailing industry practice, the one-year
only carryover position is supported by the following:

¯ RevenueRuling 70-604 states the association should “have the excess applied to the following year’s
assessments.” Note that the ruling uses the singular term “year’s” rather than the plural term “years’.”

¯ General Counsel Memorandum (GCM) 34613 clearly states that the carryover is a one-year only
carryover.

¯ Technical Advice Memorandum 9539001 indicates that Revenue Ruling 70-604 was intended to be
a one-year only carryover.

¯ 98ARD 176-4, FSA 1992-0208-1 states, “It is our view that Rev. Rul. 70-604 is an exercise of
administrative authority to provide a convenient tool for condominium management associations to
deal with an inadvertent collection of excessive membership payments for a given year [emphasis
added]. In effect, it is an exception to the general rule of IRCSection 61whichwould otherwise require
any excessive assessment to be fully taxable in the year collected. As such, the revenue ruling should
be strictly construed . . . If a decision is made to apply the excess to the next year’s assessments and
that in fact does not occur, the excess is taxable because the amount has not, in effect, been returned
to the members, which is the underlying theory of the revenue ruling. We do not read the ruling as
providing authority to continually carry over that excess amount beyond the next year [emphasis
added].”

¯ The draft IRS Timeshare Vacation Plan Owners Associations Audit Techniques Guide (dated April 28,
1999) states that Revenue Ruling 70-604 is a one-year only carryover.

The IRS has also consistently held to the one-year interpretation in recent IRS tax audit activity. Several
significant IRS deficiency notices have been issued against associations on that subject.

f. If an association has been carrying over excess membership income indefinitely from year to year, the
association should take the following steps regarding unused carryover amounts fromprevious years in the
year that the association decides to implement the one-year only carryover provision.

When the decision is made to implement the one-year only carryover provision, the carryover amount will
be reduced. There is noofficial guidance that addresses the correct procedure for reporting that reduction.
However, the IRS recommends that (1) amended returns for the affected years be filed or (2) the carryover
be recognized as taxable income in the current year. One IRS official has indicated that he believes an
amendment of prior year returns is the correct procedure. The association, not the accountants, should
make the decision about whether or not amended returns will be filed. Treasury Regulation 1.172-1(c)
indicates that any carryovers to a current tax year should be corrected on the current year’s tax return.

It is a best practice to make a disclosure of the change in the carryover amount in the return. Therefore, a
statementshouldbe included in thecurrent year’s returnshowing the recalculation.Anexampleofpossible
wording of the statement is as follows:

Disclosure of Change in Carryover

Carryovers as shown on 20X5 tax return:

Revenue Ruling 70-604 carryover $ 29,660

Adjustment to carryover:

Reduction of carryover to reflect
one-year carryover only (23,743 )

Corrected carryover to 20X6:

Revenue Ruling 70-604 carryover $ 5,917
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g. If an association has been filing Form 1120 and has an excess membership income carryover to the
following year, and upon a change of accountants, the association files a Form 1120-H instead of a Form
1120 for the following year, the status of the carryover may be subject to interpretation.

Accountants have differing opinions on this issue. Three alternatives are possible:

(1) The filing of Form 1120-H eliminates further carryover.

Accountants holding this positionplace their reliance oncurrent IRS audit posture; that is, that the IRS
tends tostop lookingbackwards in timeonce theyencounterayear inwhich theassociation filedForm
1120-H. However, no justification in tax law has been found for permanently suspending carryovers
of excess membership income because a Form 1120-H is filed in an intervening year. That treatment
would prevent the remaining excess from ever entering into the calculation of future association
income, which likely would be unacceptable to the IRS.

There are similar examples of tax law that would indicate that no such interpretation would be valid:

¯ Proposed Treasury Regulation 1.277-1 states “Change in status—If in any taxable year a
membership organization ceases to operate as such an organization. . . , a netmembership loss
sustained by such organization in a prior taxable year may not be carried over to such a taxable
year.”

¯ Ccorporation loss carryoversmaynot be carriedover to a year inwhich the corporation changes
its status to S corporation (St. Charles Investment Company vs. Commissioner).

¯ IRC Section 1371(b)(2) prohibits carryovers to or from a year in which an S election is in place.

¯ IRC Section 528(d)(2)(b) prohibits deduction of a net operating loss for any year in which an
association makes an election to file Form 1120-H.

(2) Theassociationcalculates theexcess thatwould havebeenapplied if Form1120hadbeen filed rather
than Form 1120-H and carries the adjusted excess forward to future Form 1120 years.

Accountants holding this position generally cite Treasury Regulation 1.528-9, Exempt Function
Income, which states, “regardless of the organization’s method of accounting, excess assessments
during a taxable year which are either rebated to the members or applied to their future assessments
are not considered gross income and therefore will not be considered exempt function income for
such taxable years.However, if such excess assessments are applied to a future year’s assessments,
they will be considered gross income and exempt function income for that future year.”

There seems to be no basis for this position as the definitions ofmember income and expense used
in Form 1120 are different than the definitions of exempt function income and expense used in
Form 1120-H. There cannot be a carryover from one year to the next because of the differing
calculations of the carryover. For example, while fees received from members for services are
considered nonexempt function under IRC Section 528 and are part of the calculation of taxable
income, fees received from members for services are considered member transactions under IRC
Section 277 and do not enter into the calculation of taxable income. Since the language of both
Revenue Ruling 70-604 and Treasury Regulation 1.528-9 refer to a carryover of excess assessments,
and the calculation of excess assessments is different under each tax form, a carryover from a
nonexempt membership organization (Form 1120) to an exempt organization (Form 1120-H) cannot
reasonably be made.

(3) The suspended carryover “passes through” the year in which the Form 1120-H was filed to the next
year in which the association files a Form 1120.

This alternative seems to have support from the existing body of tax law because (a) the definitions
of income and expense are different on Forms 1120 and 1120-H (membership/nonmembership vs.
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exempt function/nonexempt function) and (b) the concept in alternative 2 is similar to the treatment
of losses or income when a corporation elects between C or S corporation status; that is, the income
or losses are frozen until the former status is regained. Treasury Regulation Section 1.277-1(e)(2)
specifically addresses the issue of loss carryovers by stating that the loss may not be carried over to
a year in which there is a “change in status” of the organization.

h. If an association had an excess of membership income over membership expenses in the prior year that
was not included in taxable income but the association did not make a 70-604 election (or made an
inadequate election), a successor accountant should take the following action.

First, the successor accountant can review the association’s tax returns for several prior years todetermine
whether a prior IRCSection 277 loss carryoverwould offset the netmembership incomeof the immediately
prior year. If that is not the case, the associationmay not have a valid 70-604 carryover into the current year
since no election was made. Instead, the successor accountant could notify the association that the
prior-year income tax return was improperly prepared and suggest the return be amended.

Exhibit 2-12

Interaction of 70-604 Income Carryovers and Section 277 Deduction Carryovers
(Assuming Only a One-year Carryover)

Tax
Year 1 2 3 4 5 6 7

Current year’s net
membership income
(loss) $ 5 $ 3 $ (5) $ (1) $ 4 $ (3) $ 2

ACTION TAKEN

1 70-604 election (5) 5

Subtotal 8

2 70-604 election (3) 3

Subtotal (2)

3 277 loss carryovera 2 (2)

Subtotal (3)

4 277 loss carryovera 3 (3)

Subtotal 1

5 70-604 election (1) 1

Subtotal (2)

6 277 loss carryovera 2 (2)

TAXABLE NET
MEMBERSHIP INCOME $ 0 $ 5b $ 0 $ 0 $ 0 $ 0 $ 0
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Notes:

a This action is automatic; no election is required.

b This illustration treats the amount carried over from Year 1 but not “used up” as being taxable in Year 2.
However, at least one IRS official believes that an amendment would be required to the Year 1 tax return rather
than having the excess amount taxed in Year 2.

* * *

Recommendations from This Course

Making the Election. It is a best practice for every residential association to make a formal 70-604 election. Under
the election, any excess membership income is excluded from taxable income. Thus, only net nonmembership
income is subject to tax at regular corporate rates (for example, 15% of the first $50,000 of taxable income). By
failing to make the election, the excess membership income would be taxed along with the net nonmembership
income, possibly at higher tax rates. If the circumstances indicate that a 70-604 election would not apply to a
particular year (for example, because an association did not have excess membership income), it simply may be
ignored.

Some CIRAs do not make a formal election under Revenue Ruling 70-604. Instead, they “make” the electionmerely
by filing the tax return with the appropriate calculations. In theMission Heights Homeowners’ Association case, an
association filed Form 1120 but made no formal effort to document its election under Revenue Ruling 70-604. The
Court ruled that the association had not made an election under Revenue Ruling 70-604, so the association’s
excess assessment income became taxable. Thus, if an association does not properly make a formal election, it
does not seem to have a valid 70-604 carryover. Absent the election, preparers may be subject to penalties for
taking a position on a tax return without “substantial support.” (As stated above, recent IRS activity has shown that
the 70-604 election must be made by the general membership.)

Applying Revenue Ruling 70-604 to Nonresidential Associations. The issue of whether Revenue Ruling 70-604
applies to nonresidential associations has not been settled by the IRS. Through recent audit activity of nonresiden-
tial associations, the IRS asserted, in a 1994 District Office technical advice letter, the position that Revenue Ruling
70-604 only applies to residential associations. However, in a June 1995 technical advice memorandum (TAM
9539001), the National Office of the IRS ruled that Revenue Ruling 70-604 did not apply to a nonresidential
association (a timeshare development) because the scope of its activities far exceeded the scope of the activities
of the association covered by the revenue ruling. The TAM did not explore the issue of whether a nonresidential
association qualifies to use Revenue Ruling 70-604. Since the memorandum was addressed to a nonresidential
association, an inference may be drawn that residential or nonresidential is not the determining factor for applica-
tion of Revenue Ruling 70-604 but rather the determining factor is the scope of activities of the association.
Following that logic, it may be possible for a nonresidential association, such as an office condominium, to apply
Revenue Ruling 70-604, depending on the scope of its activities. Accountants should be alert for future develop-
ments.

Applying ExcessMembership Income to Replacement Funds.Applying excessmembership income to replace-
ment funds is not permissible under Revenue Ruling 70-604. However, it may be possible under the provisions of
IRC Section 118. The IRS has taken the position in General Counsel Memorandum (GCM) 37857 that excess
membership incomemay not be applied to replacement funds. The IRS’s position is based on the theory that, since
funds were not earmarked for capital items through the budget, the original usage of the funds was not capital in
nature. The IRS also holds that an organization may not change the nature of the intent for which the money was
originally to be spent. That position is consistent with its position on capital contributions.

The IRS’s position, as stated in the previous paragraph, does not consider that circumstances change after budget
approval or that many associations could easily apply additional monies to their replacement funds. Also, as
discussed earlier in this lesson, several authoritative citations hold that the nature of the assessment is determined
by how the money is spent. It seems that it may be acceptable to continue to apply excess membership income to
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replacement funds, but only if the change in the nature of the budgeted expenditures is documented by observing
the following recommendations:

¯ Thebudgetmust be republished to reflect the change in thenature of the budgetedexpenditures very early
in the year. This constitutes both notice to members and earmarking of funds. A change occurring late in
the year or after year end would not be acceptable.

¯ The replacement fund (reserve) study funding plan should be modified to correspond to the changed
conditions. (This addresses the earmarking of funds.)

¯ The cash in replacement funds should be segregated from that in operating funds.

¯ The cashmust be available to be transferred andmust actually be transferred to segregated replacement
fund accounts. Simply making accounting entries will not be sufficient to document the nature of the
change.

The effect on a CIRA that only funds its reserves once a year as opposed to the more common monthly funding of
reserves is not known.

Excess Membership Deductions

As explained earlier in this lesson, IRC Section 277 only permits membership expenses to be deducted to the
extent of membership income. If CIRAs have excess membership deductions, they may not be used to offset net
nonmembership income. The excess deductions may not be carried back; however, they may be carried forward
indefinitely to offset future net membership income. Excess membership deductions are not treated as an operat-
ing loss. Instead, they are a carryforward of excess deductions. It is a best practice to show excess membership
deductions as a separate line item in the detail schedule for Line 26 of Form 1120. It can be titled “IRC Section 277
excess membership deductions carryover.”

Many accountants prepare tax returns that improperly characterize an IRC Section 277 loss carryforward as a net
operating loss (NOL). Regulation 1.172-1(c) seems to require disclosure of any change in the treatment of a
carryforward under such circumstances, including the previous amount of the carryforward, the corrected amount
of the carryforward, and the reason for the change. For example, assume an association’s 20X1 tax return
incorrectly reflects a NOL of $50,000 because $15,000 of interest incomewas inappropriately offset bymembership
losses and the carryforward was for membership losses instead of a net operating loss. Consequently, the correct
carryforward is $65,000, consisting entirely of IRC Section 277 excess membership deductions. The following
disclosure should be included as a supplemental schedule with the 20X2 return:

DISCLOSURE UNDER REGULATIONS SECTION 1.172-1(c)

Net Operating Loss

IRC Section 172 net operating loss as previously reported $ 50,000
Adjustment to net operating loss (50,000 )

Corrected net operating loss carryover $ -0-

Excess Membership Deductions

IRC Section 277 excess membership deductions carryover as previously
reported $ —
Adjustment to excess membership deductions 65,000

Corrected excess membership deductions carryover $ 65,000
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Net Nonmembership Income

Regular Tax. An association’s net nonmembership income is taxed at regular corporate rates. (Excess member-
ship income also is taxed if the association has not made a 70-604 election. See discussion earlier in this lesson.
Tax rates are as follows:

If Taxable Income Is The Tax Is

First $50,000 15% of taxable income

$50,001 to $75,000 $7,500 plus 25% of the amount over $50,000

$75,001 to $100,000 $13,750 plus 34% of the amount over $75,000

$100,001 to $335,000 $22,250 plus 39% of the amount over $100,000

$335,001 to $10,000,000 $113,900 plus 34% of the amount over $335,000

$10,000,001 to $15,000,000 $3,400,000 plus 35% of the amount over $10,000,000

$15,000,001 to $18,333,333 $5,150,000 plus 38% of the amount over $15,000,000

Over $18,333,333 35% of taxable income

Associations are entitled to the same tax credits as C corporations.

Alternative Minimum Tax. The Taxpayer Relief Act of 1997 repealed the Alternative Minimum Tax (AMT) for small
corporations for tax years beginning after December 31, 1997. A small corporation is defined as one with three-year
average annual gross receipts not exceeding $5 million for its first tax year beginning after 1996 that does not have
three-year average annual gross receipts exceeding $7.5 million for any later year. However, in determining their tax
liability, large CIRAs that file tax returns as corporations on Form 1120must consider the AMT. Under the AMT rules,
a corporation calculates two tax amounts: one based on the regular tax rules and a tentative minimum tax (TMT)
based on the AMT rules. If TMT exceeds the regular tax, an additional tax equal to the excess, referred to as the
alternative minimum tax, also must be paid. Thus, in reality, a corporation’s tax liability is the greater of taxes
calculated using either the regular tax system or the alternative minimum tax system.

Taxable income under the AMT system is referred to as AMT income or AMTI. It consists of taxable income under
the regular tax system adjusted by the preference items and adjustments specified in IRC Sections 56, 57, and 58.
Most of the preference items and adjustments do not affect the typical CIRA although the depreciation adjustment
may affect CIRAs with respect to depreciable personal property placed in service after 1986 and before December
31, 1998. However, in addition to the preference items and adjustments, the AMT calculation is affected by an
adjustment for adjusted current earnings (ACE adjustment). The calculation of adjusted current earnings starts with
tentative AMTI. The adjustment is 75% of the difference between ACE and AMTI before the adjustment (generally
taxable income for most associations). It may either increase or decrease AMTI.

Net Nonmembership Losses

Net Operating Loss. If associations have a net loss from nonmembership activities, the loss is a net operating loss
as defined in IRC Section 172 and may be carried back or forward. It is likely rare for a homeowners’ association to
have net nonmembership losses. After the segregation of member and nonmember activities and the elimination of
nonmember loss activities that have no profit motive (see Portland Golf Club), the association is generally left with
interest income less allocable expenses. Given the very low interest rates of recent years and indications from the
Federal Reserve that low interest rates may continue at least until 2014, many associations are now experiencing
situations where their allocable costs (the same as used in higher interest rate time periods) exceed interest
income, resulting in a Section 172 net operating loss. A question that arises under the Portland Golf Club v.
Commissioner decision is whether or not losses from investment activity may be offset against other taxable
nonmember activities.
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Capital Loss. ACIRAmay also have a capital loss. That is more common now that many associations are investing
in U.S. Treasury Notes and other investment vehicles to obtain a higher yield than on certificates of deposit.
Fluctuating interest rates affect the market value of such investments. Gains on investment sales are capital gains
and are fully taxable. Losses on investment sales, however, are considered capital losses and may only be offset
against capital gains. They are not deductible. Capital losses may be carried back three years and carried forward
five years.

A significant book to tax difference in reporting capital losses may also require calculating and reporting a deferred
tax provision for financial reporting purposes.

Advantages and Disadvantages of Filing Form 1120

Some accountants question why CIRAs take the time and effort to file their tax returns on Form 1120 when
Form 1120-H is designed specifically for qualified homeowners’ associations and is very simple to prepare in
comparison. The principal reason is that association income is only subject to a 15% tax rate on the first $50,000 of
taxable income versus a 30% tax rate (32% for timeshare associations) on Form 1120-H. Exhibit 2-13 shows the
effect on a condominium association’s tax liability using the two forms under two different assumptions. The
following describes other advantages and disadvantages of filing Form 1120:

Advantages of Filing Form 1120 Disadvantages of Filing Form 1120

1. Taxable income is taxed at the regular corpo-
rate rates (15% on the first $50,000 of taxable
income) versus the 30% (or 32%) tax rate
required when filing Form 1120-H.

1. The risk of compliance is much higher for
Form 1120 than for Form 1120-H.

2. Certain tax-planning opportunities may exist. 2. Form 1120 is a longer, more complex tax form
to complete, and the cost of preparing
Form 1120 may offset the tax benefits
received.

3. Large associations are subject to the alterna-
tive minimum tax on Form 1120 (see the
discussion above).

4. Associations that file Form 1120 may be
subject to state income taxes.

As noted above, the risks of filing Form 1120 under the provisions of IRC Section 277 are much higher than filing
Form 1120-H. As discussed previously in this lesson, the risks of attempting to use Form 1120 are:

¯ Correct characterization of income and deductions.

¯ Ability to adequately document additions to the replacement fund as being contributions to capital rather
than membership income.

¯ The risk of being taxed on excess membership income.

Recommendations for deciding whether Form 1120 or Form 1120-H is most advantageous were provided earlier in
this lesson and are discussed further below.
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Exhibit 2-13

Comparison of Forms 1120 and 1120-H

Example 1: A condominium association has excess membership income.

Form 1120 Form 1120-H

Interest income $ 14,000 $ 14,000

Deductions allocated against interest income (3,000 ) (3,000 )

Income from members $ 200,000

Deductions applicable to income from
members (195,000 )

Net taxable membership income 5,000 N/A

Specific deductions N/A (100 )

Taxable income $ 16,000 $ 10,900

Tax rate 15 % 30 %

Tax $ 2,400 $ 3,270

The preceding example illustrates how $5,000 of excess membership income is taxable on Form 1120, yet using
Form 1120 still yields a lower tax. It also emphasizes the need for advance tax planning since tax on the $5,000
excess membership income could have been avoided on Form 1120 by applying the provisions of Revenue
Ruling 70-604. See discussion earlier in this lesson.

Example 2: A condominium association has excess membership deductions.

Form 1120 Form 1120-H

Interest income $ 14,000 $ 14,000

Deductions allocated against interest income (3,000 ) (3,000 )

Income from members $ 200,000

Deductions applicable to income from
members allowable only to the extent
of income from members (200,000 )

Net taxable membership income 0 N/A

Specific deductions N/A (100 )

Taxable income $ 11,000 $ 10,900

Tax rate 15 % 30 %

Tax $ 1,650 $ 3,270

The preceding example illustrates the benefits of filing Form 1120 when a condominium association has excess
membership deductions.

* * *
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Tax-planning Opportunities

Alternating Form 1120-H and Form 1120. One of the most significant tax planning tools a CIRA has is alternating
the use of Form 1120 and Form 1120-H to take advantage of the inherent differences in the tax rate structure of the
two forms and timing differences. Specific strategies might include the following:

¯ ACIRAmight file Form1120-H in its initial years before its reserves have accumulated significant balances.
Since interest incomeon reserve balanceswill be low, the tax dueonForm1120-H should not bematerially
larger than that owed on Form 1120. During those early years, the association should attempt to build its
operating surplus since exempt function income is not taxable on Form 1120-H.

¯ In later years, when material cash balances have created larger tax liabilities for interest income, the
association could switch to Form 1120 to benefit from that form’s lower tax rates. At the same time, the
associationcould change itsbudgeting strategy to reduceoperatingduesand increase reservedueswhile
keeping the overall dues amount the same, resulting in IRC Section 277 excess membership deductions.
The operating surplus that was accumulated untaxed in earlier years could be drawndownand Form1120
filed with little or no risk of excess membership income.

¯ The timing of painting expenditures, which are deductible when incurred or paid (not assessed), may be
used to an association’s advantage. It may want to file Form 1120-H when initially accumulating painting
reserves to avoid a tax liability on those funds. However, Form 1120 should be filed in the year the painting
fundsare expended.Sincepainting is considered tobeamembershipdeduction, a largemembership loss
should be created to be carried forward to future years as an IRC Section 277 loss carryover.

Some practitioners have reported that they received notices from the IRS indicating that they had filed an incorrect
tax form when either changing from 1120 to 1120-H or changing from 1120-H to 1120. Apparently, IRS software
identifies organizations based on last tax form filed and makes the assumption that the last type of form filed is the
form the organization is required to file. It appears the IRS software cannot appropriately address the fact that Form
1120 is the default tax form and Form 1120-H is an annual election. An appropriate response to such a notice is to
advise the IRS that the association is in compliance with tax law and that the IRS software is the problem.

Use of the Revenue Ruling 70-604 Election to Reduce Taxes. Revenue Ruling 70-604 is perhaps the most
powerful tax planning tool that exists for associations filing Form 1120. However, taking a conservative approach
when using the revenue ruling is a best practice because it is so vague on key issues. Specific strategies that may
be considered relating to the use of Revenue Ruling 70-604 include the following:

¯ Anassociationmay findduring the year that it is projected toend theyearwithexcessmembership income.
It may want to avoid having to use Revenue Ruling 70-604 by revising its budget to eliminate that excess
membership income. The revised budget should be distributed to members to provide them adequate
notice of the reallocation of their dues.

¯ Associations generally make an election under Revenue Ruling 70-604 whenever excess membership
income exists at year end. Since the IRS requires that any excess from Year 1 be utilized in Year 2, the
association should create a membership (or operating) loss in Year 2. The Year 2 budget may be revised
to create the necessary loss by a reallocation between the operating and reserve budgets. Consequently,
the operating surplus created in Year 1 will be drawn down by the operating loss in Year 2.

In September 2010, the IRS issued Information Letter 2010-233 in response to a question regarding application of
Revenue Ruling 70-604. In that letter, the IRS clarified that Revenue Ruling 70-604 may not be used to set aside
funds in a working capital reserve.

Risk Analysis with Association Income Tax Return Preparation

When viewed at the highest level, preparation of CIRA tax returns appears to be deceptively simple. Given the
choice between Form 1120-H and its 30% flat tax rate, and Form 1120 with its 15% to 39% graduated tax rate, it
would seem that any CIRA with less than $186,111 of taxable income (the breakeven point between the two tax
forms) would benefit from filing Form 1120 and paying a lower income tax.
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Many tax practitioners make the decision as to which tax form to file on behalf of their CIRA clients with no
consideration of the other factors that should enter into the decision-making process, nor the consequences of that
decision. When a tax practitioner makes the filing decision without proper consideration, he or she is at significant
risk for a malpractice claim.

The decision-making process is actually quite complex and should take into consideration many factors. The tax
practitioner’s role is to advise his or her client and make a recommendation based upon their expertise. It is the
client’s responsibility to make the final decision as to which form to file. However, the client can appropriately make
that decision only when properly educated and advised by his or her tax practitioner as to the factors involved.

There is generally no risk involved in filing Form 1120-H if the association qualifies to file that form. However, a risk
exists that the association may overpay tax when filing Form 1120-H if the CIRA could have actually safely qualified
to file Form 1120.

The filing of Form 1120 carries a high degree of inherent risk because it is so difficult for the CIRA to comply with all
of the requirements upon which a proper filing of this form is based. Further, since the majority of those risk factors
are under the sole control of the CIRA, there is little the tax practitioner can do to rehabilitate a bad set of
circumstances.

Some tax practitioners informally take the position that because the tax audit rate for CIRAs is so low (approximately
1% according to IRS statistics), the risk factor is very low that the association will be “caught” even if it does not
strictly comply with all the requirements of Form 1120. Unfortunately, some tax practitioners advise their clients
based upon that fact. However, IRS Circular 230 and the AICPA’s Statements on Standards for Tax Services (TS
100.03) both state that it is unethical for a tax practitioner to consider the audit selection process of a taxing
authority in establishing a client’s tax position.

Form 1120-H. If the tax practitioner ensures that the CIRA meets the criteria to qualify as a homeowners’ associa-
tion, there exists little other risk in filing Form 1120-H. However, should a Form 1120-H be filed in error, the
association may find itself required to make a mandatory change to Form 1120, which exposes the association to
greater risk. To qualify as a homeowners’ association, and thus to utilize Form 1120-H, the association must meet
the following requirements.

¯ Lack of Private Benefit Test.Most associationswill automaticallymeet the lack of benefit test. Thus, that risk
is considered to be low.

¯ Substantially Residential Test. It is generally clear formost associationswhether theymeet the substantially
residential test which requires that 85%of the lots or square footagemust be used for residential purposes.
The greatest risk in meeting the substantially residential test is for resort-type associations where there is
a high degree of short-term rental use of condominium units.

¯ The 60% Income Test. The 60% income test often presents qualification problems for associations that
submeter utilities, provide valet ormaid services, or provide extensive recreational amenities and services.

¯ The 90% Expenditure Test. This test is themost difficult qualification for associations to achieve. Generally,
any association that fails the 60% income test will also fail the 90% expenditure test. For example,
associations that provide evena simple laundry room facility to theirmembersmaydiscover that their costs
related to support of the laundry room facilitywill exceed10%of total expenditures, causing theassociation
to fail the 90% expenditure test.

Form 1120. There are two significant and broad issues under the sole control of the CIRA that reduce the ability to
safely file Form 1120. These issues are discussed in items a. and b. below. A third issue, discussed in item c., is
under the control of the tax preparer. A final issue related to IRC Section 481 arises from the first three issues and
is discussed in item d.

a. Revenue Ruling 70-604 issues.

¯ The IRS has consistently held that it is the members of the association, not the association’s board
of directors, who must approve the annual election under Revenue Ruling 70-604 in order for it to be
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effective. However, under most states’ laws, the members do not have legal authority to make such
a determination. That right is held solely by the elected board of directors. Since the IRS cares only
about its own rulings and is not interested in state law, this course has consistently stated that the
election be approved by the members at each annual meeting, and also approved separately by the
board of directors, preferably at the same time.

¯ The calculation of whether an excess income carryover exists depends upon the underlying
calculations of assessments excluded from income under IRC Section 118 and capital reserve
expenditures under IRCSection 263. These calculations are often ignored or improperlymade by tax
practitioners in determining the Revenue Ruling 70-604 carryover amount.

¯ The question of whether there is an excess income carryover from a prior year, which itself depends
upon the tax practitioner’s interpretation of whether Revenue Ruling 70-604 allows multiple
consecutive elections (the Revenue Ruling does not seem to allowmultiple consecutive carryovers),
and if such carryovers pass through any intervening Form 1120-H filings.

(Revenue Ruling 70-604 was discussed earlier in this lesson.)

b. IRC Section 118 issues.

¯ The association should not commingle operating and capital funds because doing so indicates to the
IRS that monies are not being set aside properly under IRC Section 118. Associations commonly
violate this rule by keeping painting reserves, which are specifically defined as noncapital by the IRS,
in the same bank accounts with roofing, fencing, and other capital monies. The IRS considers the
existence of one reserve bank account for both capital and noncapital monies to be a commingling.
This issue arises as result of the definitional differences between the IRS and the homeowners’
association industry. The IRS has determined that painting is not a capital expenditure (it is classified
as a nonannual maintenance expenditure), and IRC Section 118 requires a specific capital purpose
in order to not be included in income. Yet, it is appropriate for associations to reserve for painting. The
solution to this problem is for associations to keeppainting reserve funds in bank accounts separated
from both current operating funds and capital reserve items, such as roofing and fencing repair or
replacement.

¯ Both the reserve study and budgetmust identify specific capital purposes in order to comply with IRC
Section 118. Additionally, the two documents must agree with each other or it will negate any benefit
to be gained. If differences exist between the two documents, the IRS may take the position that the
specific capital purpose hasnot beenclearly identified, and therefore the reserve assessments donot
qualify for IRC Section 118 treatment.

¯ The association’s accounting records and financial statements must also clearly identify segregated
capital andnoncapital reserves,and thataccountingmustmatch theactual fundssetaside inseparate
bank accounts. Failure to segregate the accounting of the reserves, as well as the reserve funds,
invites the IRS to take the position that there is a commingling of operating and capital funds.

¯ Any interfund transfers or loans between operating and reserve funds will be viewed by the IRS as a
commingling of funds which will taint the entire reserve fund balance.

¯ Many associations initially disburse payments for reserve (capital) expenditures from their operating
account because it is the only account on which they can issue checks. Such payments must be
reimbursed immediately from the reserve bank accounts for the exact amount of the disbursement
made from the operating account, or it will be viewed by the IRS as a commingling of funds.

¯ Capital reserve expenditures are generally treated as current expenses on GAAP basis financial
statements, but are not deductible (under IRCSection 263) for taxpurposes. Failure to properly report
such expenditures on Schedule M-1 (or M-3) of Form 1120 will be viewed by the IRS as engaging in
an unacceptable form of tax accounting.
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c. The preparation of tax Form 1120 must contain sufficient documentation to provide:

¯ a clear delineation between member and nonmember transactions,

¯ a clear delineation between operating and capital transactions, and

¯ a schedule of carryovers from the prior year to the succeeding year of excess member income or
excess member deductions.

Such documentation requires, at a minimum, a supporting schedule for member and nonmember
transactions and inclusion of the other items in the Schedule M-1 (or M-3) reconciliation. Failure to clearly
delineate these items on the tax return invites the IRS to assert the position of engaging in an improper tax
accounting method as discussed in item d.

d. If the association fails to properly account for capital transactions as indicated above, the IRS has
consistently taken the position that the association (taxpayer) has engaged in an unacceptable method of
tax accounting. IRC Section 481(a) allows the IRS to protect the government’s interest in such a situation
by making a cumulative calculation of the items deemed improperly accounted for. Such calculation is
made as follows: the balance in the reserve fund at the start of the oldest tax return open under the statute
of limitations is added to all reserve assessments during the period open under the statute of limitations,
with no deductions allowed (because they are all “capital” expenditures). This balance is then added to
current taxable income and subjected to applicable tax rates, interest, and penalties. Such a calculation
can result in tax liabilities that exceed the association’s gross annual budget.

Operating as a Cooperative Organization

Revenue Ruling 75-371 states that a condominiummanagement corporation may be able to operate as a coopera-
tive organization under subchapter T to accumulate adequate working capital without having to pay income taxes
on that reserve. That goal is achieved by declaring patronage dividends, which allows the association to retain up
to 80% of the dividend amount as working capital free from taxation. Patronage dividends are treated as deductions
from the gross income of the cooperative organization. However, the governing documents of the corporationmust
indicate that it is operating on a cooperative basis and also must provide for making patronage dividends. The
governing documents of most condominium associations do not include that language.

Other sections of the Code provide additional information on operating as a cooperative organization:

¯ IRC Section 1382 provides that a cooperative organization is allowed a deduction for all patronage
dividends.

¯ IRC Section 1385 provides that any person receiving a patronage dividend should include such amount
in gross incomeunless it “is attributable to personal, living, or family items.” Thus, any individuals receiving
patronage dividends related to their personal residences in a condominium association may not have to
recognize the patronage dividends as income.

¯ IRC Section 1388 provides that a cooperative organization may issue a “Written Notice of Allocation” for
up to 80% of the amount of the patronage dividend. The remaining 20%must be paid to the members by
qualified check. IRC Section 1388 also provides that consent to receive patronage dividends is deemed
automatically given by the members if the organization has adopted a bylaw providing that membership
in the organization constitutes such consent.

Assuming that a condominium qualifies as a cooperative organization, the rules in the previous paragraph may
provide a safe way to allow it to escape taxation and still retain adequate working capital without the risks
associated with applying Revenue Ruling 70-604.
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The Thwaites Terrace case determined that a corporation qualified under subchapter T, even though its bylaws did
not authorize it to pay patronage dividends. The Court held instead that the following three guiding principles
established by the Puget Sound Plywood case were the controlling factors:

¯ Democratic control.

¯ Operating at cost.

¯ Subordination of capital.

In the Court’s opinion, any organization that meets those criteria is operating on a cooperative basis and falls under
subchapter T.

Following that theory (and noting the specific inclusion in Revenue Ruling 75-371 of a statement that a condo-
minium corporation may operate in such a manner as to qualify under subchapter T), some accountants have
taken the position that condominium corporations may also be taxed under subchapter T. The benefit of being
taxed under subchapter T is that, in any (patronage) loss year, interest income on reserves may avoid taxation if it
is an integrally intertwined activity. To ensure losses, many of those accountants have also taken the position that
capital expenditures expensed for book purposes should be capitalized and depreciated for tax purposes. Depreci-
ation deductions are allowed only for entities that own property in connection with a trade or business. Depreciation
deductions for major repairs or replacements should not be allowed for condominium corporations because they
do not hold title to the common area assets. The authors caution accountants to research the issue further before
applying IRC Sections 1381–1388 to condominium associations.

Preparing Form 1120

The procedures for filing Form 1120 are as follows:

a. Segregate membership and nonmembership income.

b. Exclude transactions that are treated as contributions of capital for tax purposes from income.

c. Allocate expenses to membership and nonmembership activities.

d. Calculate net membership and net nonmembership income or loss.

e. Make certain that an election to defer current year excess membership income, if any, under Revenue
Ruling 70-604 has been made by the association, if appropriate.

f. Review the CIRA’s carryover status for available—

(1) IRC Section 277 deduction carryovers from membership activities.

(2) Net operating loss carryovers (under IRC Section 172) from nonmembership activities.

(3) Capital loss carryovers.

(4) Revenue Ruling 70-604 income carryovers from the prior year.

g. Determine taxable income.

h. Determine the CIRA’s tax liability.

i. Compare the tax liability to that obtained by filing Form 1120-H to see which tax return results in the lowest
tax.

j. Determine the risk of filing Form 1120 by considering the CIRA’s documentation, particularly as it relates
to capital contributions and the Revenue Ruling 70-604 election.
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k. Schedules M-1 and M-2 should normally be completed for CIRAs that file Form 1120. Schedule M-3 is
required in lieu of schedule M-1 for any CIRA that has assets exceeding $10,000,000. The CIRAmust also
check item A on page 1 of Form 1120 to indicate that Schedule M-3 is attached.

Amending a Form 1120 to Change to Form 1120-H

As discussed earlier in this lesson, a CIRA may determine, subsequent to filing a Form 1120, that it should have
filed Form 1120-H instead. For example, the CIRA may have used an impermissible accounting method, received
inadequate tax advice, or have significant tax exposure because it did not procedurally comply with the require-
ments of IRC Section 118 on contributions to capital or Revenue Ruling 70-604 on carryovers of excess member-
ship income. Unless amending Form 1120 within 12 months from the original due date of the return under the
provisions of Treasury Regulation 301.9100-3, amending a Form 1120 to change to Form 1120-H involves request-
ing an extension of time to make an election under IRC Section 528. Since an election under IRC Section 528 may
be made only on a timely filed return, it is not possible to simply file an amended return replacing the Form 1120
with Form 1120-H. To assist in the amendment process, the IRS has provided administrative relief in the form of
Treasury Regulations Sections 301.9100-1–301.9100-3.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

15. Which of the following statements best describes IRC Section 277?

a. It is a complete set of rules for the taxation of membership organizations.

b. It was added so that membership organizations could not avoid certain taxes.

c. It states that fund expenditures determine that nature of an organization’s activity.

d. It specifically applies to homeowners’ associations, as they are defined by the IRS.

16. Which of the following homeowners’ associations has correctly addressed an issue related to the 70-604
election?

a. The Northside Association makes the election itself without membership input.

b. The Southside Association’s election is made after it files its tax return.

c. The Eastside Association records 70-604 carryover on Schedule M-1.

d. The Westside Association makes 70-604 carryovers to subsequent years indefinitely.

17. The Parker Heights Neighborhood Association has excess membership deductions in the current year. How
should it deal with these deductions?

a. It should carry them over indefinitely to offset future net membership income.

b. It should carry them back to offset net membership income in a previous year.

c. It should use them to offset nonmembership income in the current year.

d. It should treat them as an operating loss.

18. The Breakwater Association has $60,000 of taxable income in the current year. Assuming it has not made a
70-604 election and that no other credits or deductions apply, what is the total amount of income tax the
association will have to pay?

a. $9,000.

b. $10,000.

c. $13,750.

d. $21,000.

19. Which of the following is an advantage of filing Form 1120 instead of Form 1120-H?

a. Income is taxed at regular corporate rates.

b. Filing this form has lower risk for the CIRA.

c. It is cheaper to prepare Form 1120.

d. It exempts the CIRA from alternative minimum tax.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

15. Which of the following statements best describes IRC Section 277? (Page 374)

a. It is a complete set of rules for the taxation of membership organizations. [This answer is incorrect. IRC
Section 277 is not a comprehensive set of rules for taxing membership organizations. It focuses primarily
on the activities of and deductions incurred by membership associations.]

b. It was added so that membership organizations could not avoid certain taxes. [This answer is
correct. IRC Section 277 was added to the Internal Revenue Code to prevent taxable membership
organizations from avoiding tax on nonmembership income by operating membership activities at
a lossandusing that loss tooffset thenonmembership income. IRCSection277was initiallyenacted
to apply to social clubs, but it is clear from the language that it is a mandatory section that applies
to all nonexempt membership associations.]

c. It states that fundexpendituresdetermine thatnatureof anorganization’sactivity. [Thisanswer is incorrect.
Committee Reports to IRC Section 118 state that it is the expenditure of funds that determines the nature
of the activity. Though, while this statement was not made by IRC Section 277, IRC Section 277 and IRC
Section 118 work together to confine membership associations to a narrow and strict set of rules.]

d. It specifically applies to homeowners’ associations, as they are defined by the IRS. [This answer is
incorrect. IRC Section 528 (not IRC Section 277) applies to homeowners’ associations as that term is
defined by the IRS.]

16. Which of the following homeowners’ associations has correctly addressed an issue related to the 70-604
election? (Page 377)

a. The Northside Association makes the election itself without membership input. [This answer is incorrect.
Recent audit activity indicates that IRS agents are requiring the election to be made by the members.
Absent clarification, it is a best practice for associations to interpret the wording of Revenue Ruling 70-604
literally and make the election in the form of a resolution adopted by the membership. Therefore, to avoid
issues with the IRS, Northside needs to involve its membership in the election process.]

b. The Southside Association’s election is made after it files its tax return. [This answer is incorrect. Revenue
Ruling 70-604 simply states, “A meeting is held each year .” It does not specify whether the meeting
shouldbeheldbeforeyearendormerelybefore the tax return is filed.Tax rulesdonotestablishaconsistent
time for making tax elections; rather, the timing of most tax elections is spelled out either in the Internal
RevenueCode, regulations, revenue rulings, or authoritative tax sources. The timingof the 70-604 election
is not addressed, however. Thus, to minimize the risk of losing the benefit of the election, it is best for
associations tomake the election before the end of the fiscal year for which it is to apply. The electionmust
bemade before the tax return is filed; therefore, if Southside waits until after filing, it will most likely not be
able to benefit from the election during this tax year.]

c. The Eastside Association records 70-604 carryover on Schedule M-1. [This answer is correct. It is
a best practice for the 70-604 carryover of excessmembership income over membership expenses
that is applied to the followingyear’s assessments tobeshownasaSectionM-1 (orM-3)adjustment
since (asa tax-onlyelection) it isnot recorded in the financial statements.Associations that fileForm
1120will either haveaRevenueRuling70-604netmembership incomecarryover (70-604carryover)
or an IRC Section 277 net membership loss carryover (277 carryover) at the end of each tax year.
Only if the association had net membership income equal to zero at the end of the tax year could
adifferent situation result.Since that situation ishighlyunlikely tooccurat anygivenyearend,either
a 70-604 carryover or a 277 carryover will generally result. Based on this guidance, Eastside has
appropriately recorded its 70-604 carryover in this scenario.]
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d. The Westside Association makes 70-604 carryovers to subsequent years indefinitely. [This answer is
incorrect. Whilemany tax practitioners believe that Revenue Ruling 70-604 permits an indefinite carryover
of excess membership income, this course suggests that Revenue Ruling 70-604 be construed as a
one-year only carryover allowance. Although the indefinite carryover position is prevailing industry
practice, the one-year only carryover position is supported by Revenue Ruling 70-604; General Counsel
Memorandum34613; Technical AdviceMemorandum9539001; 98ARD176-4, FSA 1992-0208-1; and the
draft IRS Timeshare Vacation Plan Owners Associations Audit Techniques Guide. The IRS has also
consistently held to the one-year interpretation in recent IRS tax audit activity. Therefore, it would bemore
appropriate to Westside to use the one-year interpretation, as well.]

17. The Parker Heights Neighborhood Association has excess membership deductions in the current year. How
should it deal with these deductions? (Page 383)

a. It should carry them over indefinitely to offset future net membership income. [This answer is
correct. IRC Section 277 only permits membership expenses to be deducted to the extent of
membership income. If CIRAs have excess membership deductions, they can be carried forward
indefinitely to offset future net membership income. Therefore, the Parker Heights association will
be in compliance with the Code if it treats the excess deductions in this manner.]

b. It should carry them back to offset net membership income in a previous year. [This answer is incorrect.
According to IRC Section 277, a CIRA cannot carry excess membership deductions back; therefore, the
Parker Heights association cannot use this treatment.]

c. It should use them to offset nonmembership income in the current year. [This answer is incorrect. Based
on the guidance provided in IRC Section 277, CIRAs with excess member deductions cannot use them
to offset net nonmembership income. Therefore, if Parker Heights treats these excess deductions in this
manner, it will not be in compliance with the Code.]

d. It should treat them as an operating loss. [This answer is incorrect. Under IRC Section 277, excess
membership deductions are not treated as an operating loss; therefore, the Parker Heights association
should not use this treatment. Instead, the association will use these deductions to offset other income.]

18. The Breakwater Association has $60,000 of taxable income in the current year. Assuming it has not made a
70-604 election and that no other credits or deductions apply, what is the total amount of income tax the
association will have to pay? (Page 384)

a. $9,000. [Thisanswer is incorrect. This is15%ofBreakwater’s taxable income. If theassociationhad taxable
income of $50,000 or less, 15%would be the appropriate percentage. SinceBreakwater’s taxable income
is more than $50,000, the calculation must be made differently.]

b. $10,000. [This answer is correct. Because Breakwater’s taxable income falls into the $50,001 to
$75,000 range, it should be calculated as follows: $7,500 + 25% of the amount over $50,000 (for
Breakwater, that would be 25% of $10,000). Therefore, Breakwater’s taxable income is $7,500 +
$2,500 = $10,000.]

c. $13,750. [This answer is incorrect. Entities with taxable income between $75,001 and $100,000 calculate
their taxable income by taking 34%of the amount over $75,000 and adding that amount to $13,750. Since
Breakwater’s taxable income is lower than $75,001, the $13,750 amount does not apply.]

d. $21,000. [This answer is incorrect. This is 35% of Breakwater’s taxable income. However, that tax rate is
only used when taxable income is over $18,333,333. Since Breakwater’s taxable income is much lower
than that, a different calculation amount should be used.]

19. Which of the following is an advantage of filing Form 1120 instead of Form 1120-H? (Page 385)

a. Income is taxed at regular corporate rates. [This answer is correct. One of the advantages of filing
Form 1120 is that taxable income is taxed at the regular corporate rates versus the 30% (or 32%) tax
rate required when filing Form 1120-H.]
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b. Filing this formhas lower risk for theCIRA. [This answer is incorrect. This risk of compliance ismuchhigher
for Form 1120 than for Form 1120-H.]

c. It is cheaper to prepare Form 1120. [This answer is incorrect. Form 1120 is longer and more complex, so
it has a greater cost to prepare than Form 1120-H.]

d. It exempts the CIRA from alternative minimum tax. [This answer is incorrect. Large associations will be
subject to the alternative minimum tax on Form 1120.]
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WHEN A CIRA QUALIFIES AS TAX EXEMPT

The majority of CIRAs will not qualify for tax exemption under IRC Section 501. For those few that will qualify, they
will qualify either under IRC Section 501(c)(4) as a “social welfare organization,” or under IRC Section 501(c)(7) as
a “recreational organization.” It is also known that three associations have qualified for exempt status under IRC
Section 501(c)(3) as “charitable organizations.” These three organizations all had the very unique status of being
able to document that they served low income membership. The fact that there are so few of these is an indicator
of the difficulty of qualifying under this section. There are two main reasons that associations seek tax exempt
status. One reason is to eliminate the risks associated with filing Form 1120. The other reason is to reduce or
eliminate federal taxes. [Associations in Texas have another reason to seek tax exemption; they are not required to
pay state sales tax if they are exempt under IRC Section 501(c)(4).] IRC Section 501(c)(4) organizations pay no
taxes on exempt function activities, including investment earnings. However, the net income of unrelated business
activities (such as newsletter advertising) is still subject to taxation. IRC Section 501(c)(7) organizations are treated
similarly, except that investment earnings are taxable, as well as transactions with nonmembers.

Unlike the election under IRC Section 528, which is made annually by filing Form 1120-H, qualification for exemp-
tion under IRC Section 501 generally requires a formal application process, and submission of Form 1024,
(Application for Exemption) to the IRS. Applications are submitted to the IRS Exempt Section central processing
facility in Covington, Kentucky, after which they may be distributed to other IRS offices for processing. While it
generally takes 120 days for the IRS to begin processing the application, the time to complete the application
process varies from weeks to as much as two years.

In 2013, the IRS clarified that organizations seeking exemption under IRC Section 501(c)(4) and IRC 501(c)(7) have
the option to “self-declare” exempt status and can simply start filing Form 990 as an exempt organization without
having to go through the extensive application process on Form 1024. The association is required to complete
Form 14449 (Self-Declarers Questionnaire), which asks for virtually the same information as contained on the
application Form 1024. See further discussion later in this lesson.

CIRAs generally do not qualify as tax-exempt organizations primarily because they serve only their members and
do not serve the “community” as defined by the IRS in Revenue Ruling 80-63. Condominium associations that
performmaintenance of building exteriors are deemed to primarily serve their members, and thus will not qualify for
exemption under either IRC Section 501(c)(4) or (7). Planned developments consisting of single family homesmay
qualify if their activities are determined to primarily serve the community.

In early 2011, the IRS released its 2010 report on Exempt Organizations, which was the IRS’s internal report card on
their activities for 2010 and discussed IRS plans for 2011. The report indicated that the IRS intended to step up audit
activity for 501(c)(4) organizations in 2011. Tax practitioners should be aware of the potential for increased IRS audit
activity. It is reasonable to assume that much audit activity will focus on compliance with Form 990 disclosures.

Given recent IRS activity, it is also reasonable to assume that IRS may also address the issues of public disclosure
or access to Form 1024 and annual Form 990 filings. Many associations are choosing to place this information on
their websites as opposed to having it available when requested. Practitioners should also be aware that the
website www.guidestar.org publishes many Form 990 tax returns on its website.

IRS rules prior to 2006 stated that small exempt organizations with gross receipts of less than $25,000 were not
required to file Form 990. This was an attempt by the IRS to eliminate the burden of filing the relatively complex
Form 990 on very small organizations. In doing so, the IRS created the problem of having thousands of exempt
organizations not filing tax forms of any sort. As a result, the IRS did not even know if the organizations still existed.

In 2006, IRS Code Section 6033(i) established the requirement for small exempt organizations with gross revenues
of less than $50,000 to file Form 990-N, which is essentially an electronic postcard with only eight items of
information requested. Form 990-N can only be filed electronically, and only through the IRS website.

In 2006, IRS added Code Section 6033(j), which states that any organization described in Section 6033(a)(1) that
is required to file an annual return but that fails to do so for three consecutive years will have its tax-exempt status
revoked on the date of the filing deadline for the third such return. On October 15, 2010, when the voluntary
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compliance amnesty period ended, some 320,000 exempt organizations had their exempt status revoked. The time
period for automatic reinstatement ended December 15, 2012, and any organization that had its exempt status
revoked must now reapply for exempt status.

In 2011, the IRS issued Notice 2011-43, which established transitional relief for small organizations meeting certain
criteria. The relief is that reinstatement would be granted retroactively, meaning that no penalties would be
assessed.

In 2013, IRS issued Revenue Procedure 2013-9, which included a revised section 11 (as compared to prior
Revenue Procedures issued). Section 11 now refers to IRC Section 6033(j). The effect of the change is that if
exempt status is now granted, the effective date of exemption is the postmark date of the application. This is a
significant change from Publication 557, which states that the effective date of exemption is the date of formation.
The impact of this is that associations are no longer able to amend tax returns open under the statute of limitations
to obtain refunds.

In 2016, IRS added Code Section 506, which requires notification to the IRS by any organization that intends to be
recognized as a social welfare organization under IRC Section 501(c)(4). The IRS also issued Notice 2016-9 to
provide guidance to taxpayers for implementation of IRC Section 506. Notification to the IRS is required no later
than 60 days after the organization is established. The notice is required to include:

¯ The name, address, and taxpayer identification number of the organization.

¯ The date on which, and the state under the laws of which, the organization was organized.

¯ A statement of the purpose of the organization.

IRS is required to acknowledge receipt of the notice within 60 days of receipt, but may grant an extension for
reasonable cause. The IRS may also establish a “reasonable” user fee for submission of the notice. There is no
definition of what shall constitute reasonable cause or a reasonable fee for purposes of this section. The effective
date of Section 506 is six months after the date of adoption of the Protecting Americans from Tax Hikes Act of 2015
(the PATH Act), enacted on December 18, 2015, or June 18, 2016.

Existing associations or other organizations that have not already received a determination letter from IRS or have
not filed a Form 990 (or 990 EZ) must file the notice described above by June 18, 2016. IRS Notice 2016-9 states
that the IRS will issue temporary regulations for Section 506. Those regulations have not been issued as of the date
of this case. The IRS Notice 2016-9 states that, until those regulations are issued, the June 18, 2016 deadline is
indefinitely extended. The new deadline will be 60 days from the date the temporary regulations are issues. This
notice does not constitute a request for determination. Such a request for determination must still be made by filing
Form 1024.

Section 405(c) of the PATH Act amended section 6652(c) to impose penalties for failure to file the notification by the
date and in the manner prescribed in Section 506 (and implementing regulations). In particular, Section
6652(c)(4)(A) imposes a penalty on an organization that fails to submit the notification equal to $20 per day for each
day the failure continues, up to a maximum of $5,000. Additionally, Section 6652(c)(4)(B) imposes a similar penalty
on persons who fail to timely submit the notification in response to a written request by the Secretary of the
Treasury.

Most associations that eventually seek exemption under IRC Section 501(c)(4) are long past the “60 days after the
organization is established” deadline, and don’t even know that they will qualify for exemption until it is brought to
their attention. Accordingly, the practical impact of the above is that, for any existing association that decides to
seek exemption at some point in the future, they will automatically be subject to the maximum $5,000 penalty. It
remains to be seen if the failure to earlier recognize the possibility of exempt status will constitute “reasonable
cause” for seeking a waiver of the penalty.

Homeowners’ Associations under Section 501(c)(4)

Section 501(c)(4) requires that the exempt organization serve a “community,” but does not define “community.”
Additionally, to date, no subsequent rulings or court cases have defined “community.” Revenue Rulings 74-99 and
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80-63 reinforce the concept of service to a single community. There are three criteria by which an organization can
serve a community:

a. The organization can offer to the general public, i.e., “the community,” (relatively) unrestricted access to
its facilities (its common areas).

b. The organization can itself constitute a “community.”

c. The organization can occupy a geographic area “which bears a reasonable recognizable relationship to
an area ordinarily identified as governmental.”

The Internal Revenue Code defines 501(c)(4) organizations as follows:

Civic leagues or organizations not organized for profit but operated exclusively for the promotion of
social welfare, or local associations of employees, the membership of which is limited to the employees
of a designated person or persons in a particular municipality, and the net earnings of which are devoted
exclusively to charitable, education, or recreational purposes.

To qualify for the 501(c)(4) exemption, a CIRA (other than a cooperative) must meet the following requirements:

a. TheCIRAmust serve a “community” that bears a reasonably recognizable relationship to an area normally
identified as a governmental unit.

b. It must not conduct activities directed to the exterior maintenance of any private residence. (That
automatically excludes condominium associations from qualifying under IRC Section 501(c)(4); only
homeowners’ associations are able to qualify if they do not perform exterior maintenance on private
residences.)

c. Common areas of the CIRA must be for the use and enjoyment of the general public.

The IRS has issued a number of rulings that provide guidelines for exemption under IRC Section 501(c)(4). In
addition, a number of court cases and revenue rulings refine the definition of community for purposes of applying
IRC Section 501(c)(4). The most significant decisions are summarized in Exhibit 2-14.

Exhibit 2-14

Selected Citations for Tax-exempt CIRAs

Citation Summary

Revenue Ruling 66-179 Revenue ruling 66-179 provides that the extent to which an organization engages in
social activities for the benefit of its members is a factor in determining whether it is
primarily engaged in social welfare activities.

Revenue Ruling 69-280 Revenue Ruling 69-280 provides an example of a nonprofit organization formed to
provide maintenance of exterior walls and roofs that failed to meet the 501(c)(4) tests.
The IRS held that the organization was operated “primarily for the private benefit of the
members and any benefits to the community are not sufficient to meet the
requirement of the regulation that the organization be operated primarily for the
common good and general welfare of the people of the community.”

Revenue Ruling 72-102 Revenue Ruling 72-102 held that an organization was exempt; that any “benefits to
the developer and . . . owner-members are merely incidental . . . to the goal to which
the organization’s activities are directed, the common good of the community.” The
ruling further stated that “for the purposes of Section 501(c)(4) of the Code, a
neighborhood, precinct, subdivision, or housing development may constitute a
community.”
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Citation Summary

Revenue Ruling 74-17 Revenue Ruling 74-17 stated that “by virtue of the essential nature and structure of a
condominium system of ownership . . . the maintenance and care [of common areas]
. . . necessarily constitutes the provision of private benefits for the unit owners. Since
the organization’s activities are for the private benefit of its members, it cannot be said
to be operated exclusively for the promotion of social welfare.”

Revenue Ruling 74-99 Revenue Ruling 74-99 has provided the most detailed explanations to date of the IRS
definition of “community.” It modified Revenue Ruling 72-102 to clarify that a
homeowners’ association of the kind described in Revenue Ruling 72-102 must, in
addition to otherwise qualifying for exemption under IRC Section 501(c)(4), satisfy the
following requirements:

1. It must engage in activities that confer benefit on a community comprising a
geographical unit that bears a reasonably recognizable relationship to an area
ordinarily identified as a governmental subdivision or a unit or district of such an
area.

2. It must not conduct activities directed to the exterior maintenance of private
residences.

3. It owns and maintains only common areas or facilities such as roadways and
parklands, sidewalks, and streetlights, access to, or the use and enjoyment of
which, is extended to members of the general public and is not restricted to
members of the homeowners’ association.

Revenue Ruling 80-63 Revenue Ruling 80-63 was intended to specifically clarify Revenue Ruling 74-99 with
respect to homeowners’ associations. For example, it states the following:

1. A “community” does not embrace a minimum area or number of homeowners.
Although the area represented by an associationmay not represent a community
asdefined inRevenueRuling74-99, theassociationmaystill qualify for exemption
if itmaintainscommonareasand facilities for theuseandenjoymentof thegeneral
public (as distinguished from areas and facilities whose use is restricted to
members of the association). That interpretation would generally exclude all
“gated” associations that cannot meet the definition of “community” in Revenue
Ruling 74-99.

2. An association would not qualify for exemption if it restricts the use of its
recreational facilities to members.

3. An association may form a separate organization, which may qualify for
exemptionunder IRCSection501(c)(7), toownandmaintain recreational facilities
that are restricted for use by members of the association.

4. An association would not qualify for exemption if it owns and maintains parking
facilities only for its members.
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Citation Summary

Rancho Santa Fe
Association v. U.S.

This case reinforces the concept of a “community.” The court held that Rancho Santa
Fe Association met the definition of a “community” and, thus, fell within the definition
of a tax-exempt organization devoted to the promotion of the general welfare even
though access to its golf course was restricted tomembers and their guests. The case
further established “there is no requirement, however, that if the work of the
association benefits the entire community that it must also benefit the general public
in terms of the world-at-large.”

Flat Top Lake
Association, Inc. v. U.S.

In this case, Flat Top Lake Association was denied 501(c)(4) exempt status because
it denied the public access to its lake. The association was held to exist for the benefit
of members only.

Treasury Regulation
1.337(d)-4

Treasury Regulation 1.337(d)-4 assesses a tax on the transfer of assets from a taxable
corporation to a tax-exempt entity. (The regulation excludes Section 528 homeown-
ers’ associations. Thus, associations that simply elect to switch from filing Form 1120
to Form 1120-H are exempt from the tax.)

Ocean Pines
Association, Inc. v.
Commissioner

In this case, the court ruled that a parking lot at a beach club that was not open to the
public was not related to the Association’s exempt purpose of promoting social
welfare, so income from parking lot was unrelated business taxable income.

* * *

The private letter rulings issued by the IRS in recent years also provide information about IRS audit activity for
501(c)(4) organizations and insight as to the audit issues involved. Exhibit 2-15 summarizes some of those rulings.

Exhibit 2-15

Selected Private Letter Rulings Relating to Tax-exempt CIRAS

PLR Disposition Summary

9815061 501(c)(4) status revoked The association’s business activity was found to be its
primary activity.

9539005 501(c)(4) status upheld The operation and maintenance of recreational facilities
did not cause the association to lose its exempt status
because the amount was nominal and not the core
purpose of the association.

200809035 501(c)(4) status revoked Organization was not operating as a tax-exempt
organization because the services it provided were
limited only to members.

201040019 501(c)(4) status denied Exempt status denied because the association was
found to be organized and operated by and for the
benefit of the developer, which controlled the board and
held two officer positions and title to common areas.

201234028 501(c)(4) application denied This lake oriented community included parks main-
tained by the association that contained signs restrict-
ing use to members only.
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PLR SummaryDisposition

201224034 501(c)(4) status revoked Organization did not meet the requirements of 501(c)(4)
status because of political activities and failure to
benefit a community.

201224035 501(c)(4) status revoked This was a condominium project conducting mainte-
nance of condominium unit exteriors, which was
determined to be a private benefit and did not benefit a
community.

201252029 501(c)(4) status revoked Association was not a community and did not provide
access to a community.

201313031 501(c)(4) status revoked Association did not have restrictive gates when exempt
status was approved but later added restrictive gates
that limited public access.

201318010 501(c)(4) status revoked Activities conducted excluded the public, and associa-
tion itself did not qualify as a community.

201318016 501(c)(4) status revoked Association failed to file tax returns for many years, so
exempt status was automatically revoked. In addition,
gates eliminated all public access. Documentation in
minutes and newsletters indicated that nonmembers
should not be allowed access. Signs were erected that
limited access to members and guests only.

201318020 501(c)(4) status revoked Association’s only activities were to contract with the
police department for patrol service and to publish a
newsletter containing crime statistics. IRS determined
this was not sufficient to qualify for exempt status.

201318022 501(c)(4) status revoked Association’s pool and park were considered private,
and access was limited to members and guests.
Association had the right to maintain members’
property if they failed to do so and to bill members for
that service.

201318023 501(c)(4) status revoked A non-mandatory association did not have sufficient
voluntary membership to maintain common areas, so it
formed a tax district that imposed mandatory property
taxation to pay for the expenses of the 550 acre,
268-home development. Activities were police
protection and road maintenance. Signs at entrances
indicated it was a private development.

201318024 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201321032 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201321035 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201321039 501(c)(4) status revoked Association’s activities served only its members, not
general public.
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PLR SummaryDisposition

201313031 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201318010 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201318020 501(c)(4) status revoked Security services only, no public benefit exists.

201318022 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201318024 501(c)(4) status revoked Association only provided limited access to general
public.

201321035 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201321039 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201329022 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201338055 501(c)(4) status revoked Association was office condo with only private benefit.

201349018 501(c)(4) status revoked Association’s activities served only its members, not
general public.

201429030 501(c)(4) status revoked The homeowners association served only its members;
it did not serve a community.

201505043 501(c)(4) status revoked The association failed to provide records supporting its
exempt status.

201518018 501(c)(4) status revoked The homeowners association served only its members;
it did not serve a community, even though it maintained
a public forest service area.

201548020 501(c)(4) status revoked Condominium association served only its members; did
not serve a community.

201548020 501(c)(4) status revoked Access was restricted to association members only. No
public access existed.

201623013 501(c)(4) status denied Access was restricted to association members only. No
public access existed.

201636044 501(c)(4) status denied This was a condominium project conducting mainte-
nance of condominium unit exteriors, which was
determined to be a private benefit and did not benefit a
community.

201642037 501(c)(4) status denied Access was restricted to association members only. No
public access existed.

* * *

PLR 201505043 illustrates the importance of both responding to IRS demands timely and with sufficient documen-
tation to support the association’s position.
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It is possible that, if properly defended, exempt status could have been preserved. Tax representatives should be
fully versed in the area of tax law before representing associations in a tax audit situation.

“Gated” Associations. The IRS routinely takes the position that, if an association is a “gated community,” the
association has denied access to the public, and, therefore, it does not serve the “community” as defined in the
code, regulations, and revenue rulings. Having a gate does not necessarily disqualify an association fromobtaining
exempt status, however. Each association must be evaluated on a case-by-case basis. Consider the following
examples:

¯ Two gated associations in California were granted 501(c)(4) exemptions because they were able to show
that the “community” existedbehind thegate. Anassociationneednot admit theworld-at-large toestablish
that it serves a “community.”

¯ A gated association qualified because its main common area components—roads, equestrian trails, and
equestrian center—were deemed accessible to the public. Although the equestrian center was accessible
only to individualswhoactually rentedstalls, the rentalswereavailableonanunrestrictedbasis tomembers
and nonmembers alike.

¯ The geographic area covered by an association in California was virtually identical to that covered by a
“California Community Services District.” (A “community services district” is a governmental unit having
statutory powers similar to those of a city.) The association was granted an exemption because it was
serving a community that bore a reasonably recognizable relationship to an area normally identified as a
governmental unit.

¯ Two gated associations in South Carolina were granted exempt status because the associations and the
incorporated town shared essentially the same geographic boundaries. Therefore, the public and the
associations were considered to be the same.

¯ A gated association in Florida qualified because it established that it effectively had unrestricted access
because the world-at-large had access if they rented rooms at one of the resort hotels located behind the
gate. The association alsoperformedbeachandmarshlandmaintenance services, and, under Florida law,
the world-at-large had access to beaches (high tide line). The association’s security staff included several
part-time employees that were also full-time police officers, and the security staff regularly interfaced with
the local police to the extent that the main gate house served as a Sheriff’s substation. In addition, several
high-profile tennis events brought thousands of visitors behind the gates annually.

In 2007, the IRS issued PLR 200706014 that reached an adverse determination regarding a 501(c)(4) organization.
The organization, previously exempt under IRC Sec. 501(c)(4), was determined to no longer qualify for exemption
under the Section. The reason for revocation was solely because the association installed a security gate which
prevented public access that previously existed. This ruling points out the necessity of properly informing the IRS
on Form 990 of any changes in nature of operations of a tax exempt organization. For planning purposes, it also
illustrates the requirement to have public access. PLR 8028010 did allow some restrictions on public access,
stating “the general public is permitted to utilize X’s common areas and facilities except for some restrictions to its
community centers, swimming pools, and tennis courts. Based on the circumstances in this case, we feel that X
meets the requirements of Rev. Rul. 74-99 and 80-63. Limited nonpublic access should not be fatal to Section
501(c)(4) exemption when considered in relation to the overall activities and services provided by X vis-à-vis the
public-at-large and the community which it serves.”

In 2009, the IRS issued PLR 200910067 revoking the tax-exempt status of an organization previously exempt under
IRC Sec. 501(c)(4). The IRS determined that the association served the private benefit of its members and was not
operated for the promotion of social welfare. The primary service of the organization was providing a security patrol
service for its members.

Other 501(c)(4) Issues. The issuance of Revenue Procedure 2013-9 (subsequently combined into Revenue Proce-
dure 2016-5 and successors) and the change by the IRS in recognizing the effective date of exemption from the date
of formation to the postmark date of the application have potential significant impact on associations. Combined with
the extended processing time for application (now between 18 to 24months), they substantially limit the association’s
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right to claim refunds for prior years and introduce the possibility of a negative impact from the application of Treasury
Regulation 1.337(d)-4. However, the language in Revenue Rulings 80-108 and 81-177 seems to be in conflict with the
effective date of exemption as set forth in Revenue Procedure 2013-9 and may override it. The specific language in
Revenue Rulings 80-108 and 81-177 indicate that “ . . . the organization . . . may be exempt under section 501(c)(4)
from the date of its inception.” The IRS is presently maintaining that the IRS recognition date controls whether or not
prior year refunds can be claimed. There are several claims that are presently being appealed or shortly will be
appealed regarding this IRS position.

Prior to the issuance of Revenue Procedure 2013-9, it was common practice to submit the exemption application
on Form 1024 being reasonably confident that the application would be processed and approved within six
months. Occasionally, it would be necessary to file a protective claim for refund as the statute expiration
approached on a fourth-year tax return because of the timing of filing of the application and the processing time of
the application. However, on approval, it was the common practice to then submit claims for refunds for the three
years open under the statute, and perhaps a fourth year for which a protective claim had been filed. That was based
on the fact that exempt status was recognized retroactively to date of formation, as is still stated in IRS Publication
557.

Since issuance of Revenue Procedure 2013-9 with its revised effective date of exemption, a strict limitation is placed
on the ability to request refunds of prior year taxes paid. There are two approaches to attempting to protect refund
claims. One way is to “self-declare” exempt status and immediately begin filing Form 990, both before and while the
exemption application is processed. Another way is to file protective refund claims for the three open years at the
same time the Form 1024 is mailed.

The “self-declare” option has always been available, but rarely used because processing time for the exemption
application was not unreasonably long. The self-declare option is not expressed in any code section but is allowed
by the absence of any code section that requires an application and approval from the IRS. This was validated in
the IRS Exempt Organization FY 2012 Annual report and 2013 Work Plan, which stated the following:

In FY 2012, EO [Exempt Organizations] developed a project focusing on Section 501(c)(4),(5),
and (6) organizations. These entities, which include social welfare organizations; labor,
agricultural and horticultural groups; and trade associations, can declare themselves tax-exempt
without seeking a determination from the IRS.

Revenue Procedure 2013-9 also established a requirement that the application be submitted within 27 months of
the date of formation. However, there could be reasons to argue that the 27-month deadline from Revenue
Procedure 2013-9 is not valid. One argument is that Code Section 508 gave the Service authority to issue that kind
of deadline only with respect to Section 501(c)(3) organizations, but that Section 508 has not been revised by
congressional legislation to include other sub-sections of Section 501(c). So, while the Service has statutory
authority to write and impose such a deadline for Section 501(c)(3) charities, the authority does not apply to all of
the other sub-sections that define what qualifies as a tax-exempt organization. Another argument is that all of the
related IRS statements of policy and practice previously published to explain the rationale for recognizing such
organizations as tax-exempt from the date of information (no matter how long the interval between the date of
formation and the date of application) are still in good standing and have not been revised or revoked.

The potential for triggering a taxable gain on the unrealized difference between basis and fair market value of assets
as set forth in Treasury Regulation 1.337(d)-4 needs to be considered. That Regulation establishes a tax on
transfers from a taxable corporation to a tax-exempt entity. When the formation date is recognized as the date of
exemption, that tax does not apply. When the exemption date is a date after the date of formation, the possibility
exists that the IRSmay attempt to assess that tax. However, the arguments stated in the previous paragraph should
invalidate any tax assessment. Another argument is that no gain can exist for common area assets, because they
generally may not be sold and have no market value.

Homeowners’ Associations under Section 501(c)(7)

Themajor benefit of an IRC Sec. 501(c)(7) exemption is that an association’s net membership income is not subject
to taxation. Thus, associations that are exempt under IRC Sec. 501(c)(7) automatically avoid having to deal with the
complexities of Rev. Rul. 70-604’s “excess membership income” provisions. One disadvantage to the Section
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501(c)(7) exemption, as compared to the Section 501(c)(4) exemption, is that associations must pay taxes on
interest income. [Interest income is not taxable for associations that are exempt under IRC Sec. 501(c)(4).]

IRC Sec. 501(c)(7) applies to “social” or “recreational” organizations. That section and its related regulations
require that an organization be operated exclusively for “pleasure, recreation, and other nonprofitable purposes” to
qualify under IRC Sec. 501(c)(7). Rev. Rul. 75-494 provides examples of activities that will disqualify an organization
that would otherwise qualify under IRC Sec. 501(c)(7), such as any of the following:

¯ Maintaining private streets serving a residential area.

¯ Enforcing architectural covenants.

¯ Providing other services, such as:

¯¯ Trash collection.

¯¯ Police protection.

¯¯ Fire protection.

Organizations seeking exemption under IRC Section 501(c)(7) need to satisfy the following statutory requirements:

a. be a club;

b. be organized for pleasure, recreation, and other nonprofit purposes;

c. have substantially all of its activities devoted to such purposes;

d. have no part of its net earnings inure to the benefit of any private shareholder;

e. have no written policy that discriminates against individuals seeking membership on the basis of race,
color, or religion; and

f. must have individual members that have personal contact and fellowship.

Private Letter Ruling 201425016 involved an easement sale where proceeds were used to improve the golf course
and other facilities. The IRS ruled that the proceeds from the easement sale would not jeopardize exempt status,
and as long as the purchases occurred within three years from the easement sale, they would qualify as capital
improvements used directly in the performance of the exempt function.

In 2007, the IRS issued Private Letter Ruling 200728048, which reached an adverse determination regarding a
501(c)(7) organization. The organization, previously exempt under IRC Section 501(c)(7), was determined to no
longer qualify for exemption under this Section. The adverse determination resulted because the association
exercised architectural control (a prohibited activity). As a result, it was not considered to be operated exclusively
for pleasure, recreation, and other nonprofitable purposes. It seems that a number of associations that probably
never qualified were granted 501(c)(7) exempt status prior to the existence of IRC Section 528. This appears to be
an example of such an association. The private letter ruling indicated that the association should file Form 1120-H
in the future. This course disagrees with the IRS statement that the association must file Form 1120-H, as that
ignores the option of the association to file Form 1120 under IRC Section 277.

In 2008, the IRS issued Private Letter Ruling 200817064, which also reached an adverse determination regarding
a 501(c)(7) organization. This was the result of an examination of the association’s tax returns on Forms 990 and
990-T. The organization had been granted exemption under IRC Section 501(c)(7) prior to 1976, when IRC Section
528 was enacted. The result of the examination was that the IRS determined that the association no longer qualified
for exemption under this Section because the association was not a social club.

The association maintained a marina, tennis courts, and other common area property. The IRS held that the mere
holding of some recreational amenities did not qualify the association as a social club under IRC Section 501(c)(7).
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The IRS held that the association did not meet the test of being organized for pleasure or recreational purposes.
Practitioners should be cautioned to consider this factor with 501(c)(7) organizations.

In both PLR 200728048 and PLR 200817064, the IRS indicated that the association should file Form 1120-H in the
future. This course disagrees with the IRS statement that the association must file Form 1120-H, as that ignores the
option of the association to file Form 1120 under IRC Section 277.

In 2008, the IRS issued Private Letter Ruling 200846034 revoking the exempt status of a homeowners’ association
previously exempt under IRC Section 501(c)(7). The IRS noted that the association enforced architectural
covenants, provided police and fire protection and trash collection services, and received more than 15% of its
revenues from nonmember sources, all in violation of the requirements of IRC Section 501(c)(7).

The IRS has been busy in recent years examining organizations exempt under IRC Section 501(c)(7). There is a
common theme that is apparent in the following recent Private Letter Rulings that represent revocations of exempt
status:

¯ 201029038—Failure to maintain adequate records to determine nonmember activities.

¯ 201038021—Consistent violation of 15% nonmember activities revenue rule.

¯ 201039036—Consistent violation of 15% nonmember activities revenue rule.

¯ 201040037—Failure to maintain adequate records to determine nonmember activities.

¯ 201107029—Failure to maintain adequate records to determine nonmember activities.

¯ 201107030—Consistent violation of 15% nonmember activities revenue rule.

¯ 201108039—Failure to maintain adequate records to determine nonmember activities.

¯ 201111015—Failure to maintain adequate records to determine nonmember activities.

¯ 201222049— Nonmember income consistently exceeding 35% of total income.

¯ 201329025—Failure tomaintain adequate records to determine nonmember activities; Failure to file Form
990-T; Exceeded 15% and 35% tests.

¯ 201330041—Exceeded 15% and 35% tests.

¯ 201333019—Exceeded 15% and 35% tests.

¯ 201337017— Failure to maintain adequate records to determine nonmember activities.

¯ 201338044— Private inurement existed.

¯ 201338050— Nontraditional activities conducted.

¯ 201342014—Exceeded 15% and 35% tests.

¯ 201343024—Failure to maintain adequate records to determine nonmember activities.

¯ 201343025—Exceeded 15% and 35% tests.

¯ 201344010—Failure tomaintainadequate records todeterminenonmember activities;Exceeded15%and
35% tests.

¯ 201418056—Failure tomaintain adequate records todeterminenonmember activities; exceeded15%and
35% tests.
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¯ 201445027—Failure to meet 15% test; Nature of operations not in accordance with 501(c)(7) status.

¯ 201428020—Failure to meet 15% test.

¯ 201428027—Status denied; Failure to meet administrative technical deadline.

¯ 201429028—Failure to meet 15% test.

¯ 201434022—Failure to meet administrative technical deadline.

¯ 201442058—Failure. Nature of operations of homeowners association was not in accordance with
501(c)(7) status; Does not meet 501(c)(4) requirements.

¯ 201445027—Failure to qualify—No individual members.

¯ 201448021—Failure to meet 15% test.

¯ 201448022—Failure to file 990-T; Maintained architectural covenants; Maintained roads serving
residences rather than recreational areas.

¯ 201450023—Failure to qualify,—Nature of operations not in accordance with 501(c)(7) status.

¯ 201451039—Failure to meet 15% test; Nature of operations not in accordance with 501(c)(7) status.

¯ 201501015—Failure to qualify,—Nature of operations not in accordance with 501(c)(7) status.

¯ 201517016—Failure to meet 35% test.

¯ 201517017—Failure. Nature of operations not in accordance with 501(c)(7) status.

¯ 201529011—Failure to qualify due to private inurement.

¯ 201544026—Revoked, exceeded 15% test.

¯ 201551010—Revoked due to private inurement.

¯ 201605021—Failure to qualify, not organized for pleasure, recreation, or other nonprofitable purposes.

¯ 201615019—Failure to qualify, not organized for pleasure, recreation, or other nonprofitable purposes.

¯ 201615021—Failure to qualify due to more than 35% of income being received from an oil lease.

¯ 201623012—Revoked; Exceeded 15% test.

¯ 201635007—Revoked; Exceeded 15% test.

¯ 201635008—Denied; Exceeded 15% test.

¯ 201636045—Revoked; Exceeded 35% rule.

¯ 201638028—Revoked; Not recreational in nature.

¯ 201640020—Revoked; Not a club, open to public.

¯ 201642036—Denied; Not operated as a club.

¯ 201644021—Denied; Not operated as a club.
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¯ 201702043—Denied; Not operated as a club and private inurement issues.

¯ 201706020—Denied; Not operated as a club and exceeded 15% test.

Applying for Recognition of Tax-exempt Status

The association should apply for recognition of its tax-exempt status on Form 1024, “Application for Recognition of
Exemption under Section 501(a).” That form is used for requesting exemption under IRC Sections 501(c)(4) and
501(c)(7). Accountants should request retroactive application of exempt status when filing Form 1024. Upon
receipt of a favorable determination letter, it may be possible to amend prior year tax returns to obtain refunds of
taxes previously paid.

Treasury Regulation 1.337(d)-4 assesses a tax on the gain on any assets transferred from a taxable to a tax-exempt
organization. This applies to any association seeking exemption under IRC Sections 501(c)(4) or 501(c)(7). The tax
is assessed on the gain of any assets transferred. The gain is measured as the excess of the fair market value of
assets transferred over their tax basis. There are certain exceptions, in that 501(c)(7) organizations have seven
years from the date of incorporation to apply for exemption without having the “transfer tax” rules apply. Sections
501(c)(4) organizations have three years. Tax practitioners are advised to use extreme caution in this area to avoid
triggering an inadvertent tax obligation.

Since the tax rules concerning tax-exempt CIRAs are still evolving, any CIRAs that qualify for tax-exempt status
should review their activities annually to ascertain that they still qualify for exemption and that no new activities
would disqualify them. For example, associations may charge different fees to members and nonmembers for the
same services without jeopardizing their tax-exempt status.

Tax-exempt Cooperatives

Associations operated on a cooperative basis for the purpose of purchasing supplies and equipment for members
or other persons at cost plus expenses may qualify for tax-exempt status under IRC Section 521. Some housing
cooperatives previously asserted that they were exempt from tax under IRC Section 521. However, Revenue Ruling
90-36 states that “. . . there is no provision exempting cooperative housing corporations described in IRC Section
216(b)(1) from federal taxation.” Thus, a previously ambiguous area was clarified in 1990.

Revocation of Exempt Status

In Technical Advice Memorandum (TAM) 9747003, the IRS revoked an exempt organization’s exempt status for the
following reasons:

¯ By opening its activities to the general public, the entity engaged in activities other than those primarily
related to its tax-exempt purpose. The activities engaged in for its members were tax-exempt activities;
however, the same activities engaged in for the general public constituted an unrelated trade or business
and were greater than the activities for members.

¯ The organization failed to keep adequate books and records of its nonmember transactions. Associations
are advised to keep adequate records of nonmember activities to avoid adverse tax consequences.

Surrender of Exempt Status

The IRS issued Private Letter Ruling 201123035 in June 2011 regarding the proper procedure for surrender of
exempt status. The PLR stated that “. . . an organization that no longer wants to be exempt under section 501(a) of
the Code will need to file a final return as described in section 6043(b). Once the final return is filed, the organization
will no longer be described under section 501(a).” The authors believe it is an extremely rare circumstance in which
it would be beneficial to voluntarily surrender tax-exempt status.

Unrelated Business Income and Form 990-T

In addition to filing Form 990, an association exempt under either IRC Section 501(c)(4) or 501(c)(7) must file Form
990-T, “Exempt Organization Business Income Tax Return,” to report unrelated business income of $1,000 or more.
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(The form need not be filed and no tax is due if gross unrelated business income is less than $1,000.) Net taxable
income from an unrelated trade or business is reported on Form 990-T, and the tax on the unrelated business
income is computed based on corporate rates and paid with that Form. The IRS has issued several private letter
rulings addressing unrelated business income. See Private Letter Rulings 9805001, 9811003, and 9815061 for a full
discussion of those issues. See also PPC’s 990 Deskbook, which provides detailed instructions for filing Form
990-T and can be ordered by calling (800) 431-9025 or online at tax.thomsonreuters.com.

In simple terms, unrelated business income is income that comes from an activity not related to the association’s
exempt purpose. For income to be unrelated business income, the revenue must come from an unrelated trade or
business. Section 501(a) defines an unrelated trade or business as “any trade or business, the conduct of which is
not substantially related . . . to the exercise or performance . . . of its [exempt] purpose.”

Essentially, there are three key conditions that must be present for an association to be conducting an unrelated
trade or business:

a. The activity must be a trade or business.

b. The trade or business must be regularly carried on.

c. The trade or businessmust not be substantially related to the association’s exempt purpose. (The fact that
the income generated is used only for tax-exempt purposes does not matter. What matters is how the
money is obtained, not how it is spent.)

If all three of these conditions are present and the income is not otherwise excluded from tax, the income is
probably unrelated business income and subject to tax. There are certain activities that are specifically excluded
from being an unrelated trade or business, such as activities that are performed substantially by volunteers
(generally, “substantially by volunteers” is considered 85%).

There are no clear principles or hard-and-fast rules to determine whether an income-producing activity is related or
unrelated to an association’s exempt purpose. What may be unrelated for one association may be related for
another. In other words, the circumstances surrounding the business activity are usually the main factors that
determine whether an activity is related or unrelated.

An association’s unrelated business income is its gross income from unrelated business activities less the deduc-
tions directly connected with earning the income. The first $1,000 of unrelated business income is not subject to
tax. With the exception of exempt trusts, an entity’s unrelated business income tax is computed as if the association
were a taxable corporate entity. Therefore, the tax rates on unrelated business income are the same as the
corporate tax rates. Similar to corporate taxes, associations must pay either regular tax or alternative minimum tax,
whichever is higher. In addition, associations liable for unrelated business income tax are normally required to
make estimated tax payments.

Capital gains are excluded from taxation as unrelated business income. While IRC Section 511 imposes a tax on
unrelated business income, IRC 512(a)(1) defines unrelated business income, in part, as a business “regularly
carried on.” In addition, IRC Section 512(b)(5) states that all gains and losses from the sale, exchange, or other
disposition of property (other than property held for sale to customers in the ordinary course of business or that
would be includable in inventory) are excluded from unrelated business income.

Special Considerations for Section 501(c)(7) Social Clubs. Excess unrelated business income can result in an
exempt social club losing its tax-exempt status. To illustrate, assume an association club rents facilities to nonmem-
bers at a profit. This situation can be viewed as benefiting club members by reducing charges that members would
otherwise need to pay to maintain the facilities. The situation can actually jeopardize the club’s tax-exempt status,
because IRS rules say that no part of the club’s earnings may inure to the benefit of a shareholder/member. The tax
rules lack specific guidance on the percentage limits that apply to nonmember receipts before a club’s exempt
status is in jeopardy. However, in practice, this income is normally not a problem if it is less than 5% of gross
receipts.

Another consideration is that unrelated business income tax is calculated differently for social clubs than it is for
other nonprofit organizations. The calculation could actually result in a social club having an overall loss but still
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having to pay tax on unrelated business income. Social clubs must keep detailed records of member and
nonmember activities for tax purposes. The IRS’ audit efforts have included Section 501(c)(7) social clubs that
report investment income (such as interest and dividends) on Forms 990 or 990-EZ but fail to file Form 990-T. Unlike
most nonprofit organizations, social clubs generally are taxed on their investment income unless they make an
election to set it aside for certain religious, charitable, scientific, literary, or educational purposes or for the
prevention of cruelty to children or animals.

The IRS has issued numerous Private Letter Rulings revoking exempt status of 501(c)(7) organizations, primarily for
two reasons:

¯ Failure tomaintain adequate accounting records to properly identifymember versus nonmember income.

¯ Failure to meet the 85% test of revenue from club members.

In practice, many clubs discover over time that they have insufficient revenues, so they “open” their club to
expanded or additional nonmember sources of revenue. However, IRC Section 501(c)(7) has a strict 15% limitation
on such nonmember revenues.

The IRS issued Private Letter Rulings 201213034 and 201213035 to distinguish 501(c)(7) organizations from
501(c)(4) organizations regarding the sale of assets.While 501(c)(4) organizations are specifically provided protec-
tion under IRC Section 512 from recognizing taxable capital gains on the sale of assets, that protection does not
extend to 501(c)(7) organizations. The letter rulings state that while the sale of assets does not cause the organiza-
tion to lose its exempt status, the assets sold are considered to be unrelated business taxable income under IRC
Section 512.

TAX ISSUES THAT AFFECT COOPERATIVE HOUSING CORPORATIONS

Many of the topics discussed in this lesson apply to all CIRAs, including cooperative housing corporations.
However, there are several tax issues that are unique to cooperatives. Due to the complexity of the subject, a
discussion of those tax issues is beyond the scope of this course, as is a discussion of accounting and financial
statement presentation considerations of cooperatives. More information on both of these issues is available in
PPC’s Guide to Homeowners’ Associations and Common Interest Realty Associations.

RULES FOR MASTER ASSOCIATIONS

The tax rules that apply to condominium and homeowners’ associations generally also apply to master associa-
tions. IRS Regulation 1.528-1 states, “. . . if the membership of an organization consists of other homeowners
associations, the owners of units, residences, or lots who are members of such homeowners associations will be
treated as the members of the organization for the purposes of the regulations under Section 528.” Thus, so long
as a master association meets the qualifying tests under IRC Section 528, it may file its income tax return on Form
1120-H. If the master association does not qualify under IRC Section 528 (for example, because it owns recre-
ational facilities that are available for use by nonmembers as well as members), it should file its income tax return
on Form 1120 under the provisions of IRC Section 277.

Residential or Nonresidential?

It may be difficult to determine if a master association is residential or nonresidential when it is made up of a
combination of different types of associations; e.g., homeowners’ associations plus commercial condominium
associations. That determination is critical when deciding whether the master association qualifies—

¯ to file Form 1120-H or

¯ for a carryover of excess membership income under Revenue Ruling 70-604.

The only guidance dealing with the qualification of a master association as a residential homeowners’ association
is found in Treasury Regulations 1.528-1 and 1.528-4. Treasury Regulation 1.528-4 requires that 85% of the square



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

412

footage of a condominium association be used for residential purposes or that 85% of the lots of a residential real
estate management association be zoned for residential purposes. Timeshare associations are not affected by the
substantially residential test.

If a master association is a mixed-use association, consisting of a combination of condominiums, residential lot
associations, timeshare associations or units, and commercial use lots, the substantially residential determination
is made by applying the criteria in the regulations to all subsidiary association members as a whole. A detailed
discussion of the substantially residential test was provided earlier in this lesson.

Filing Form 1120-H

As explained above, to qualify to file Form 1120-H, the master association as a whole should meet the provisions
in IRC Section 528 discussed earlier in this lesson. As a first step, the transient use test should be applied to see if
the CIRA is residential or nonresidential. Based on the answer to the transient use test, a determination must be
made about whether the master association as a whole meets the substantially residential test. If it does, the 60%
income test, 90% expenditure test, and the lack of benefit test should be applied to see if the master association
qualifies to file Form 1120-H under IRC Section 528.

Carryover of Excess Membership Income

To qualify for a carryover of excess membership income under Revenue Ruling 70-604, a master association may
have to meet the substantially residential test discussed earlier in this lesson. As previously discussed, the IRS has
released contradictory advice about whether the revenue ruling applies only to residential associations. Accoun-
tants should be alert for future developments in that area.

INFORMATION ABOUT TIMESHARE DEVELOPMENTS

Timeshare developments are a specific form of CIRA that entitles the owner to the right to use a unit for a specified
period of time each year (usually at weekly intervals) or a fee simple ownership interest in a unit. Theymay be taxed
the same as residential associations that choose to be taxed on Form 1120 as regular corporations under IRC
Section 277, or they may file Form 1120-H under IRC Section 528 if they meet its qualifications.

On April 28, 1999, the IRS issued a draft of the Timeshare Vacation Plan Owners Associations Audit Techniques
Guide (Audit Techniques Guide). Although the Audit Techniques Guide is targeted at timeshare associations, the
scope section of the document states that it may also be useful to IRS examiners in their examinations of other
types of owners’ associations as well as timeshare associations. That statement appears to indicate the IRS’s intent
to hold all associations to the same principles of tax law.

An in-depth discussion of the Audit Techniques Guide is beyond the scope of this course, but it and other issues
related to the operation and taxation of timeshare developments are discussed further in PPC’s Guide to Homeown-
ers’ Associations and Other Common Interest Realty Associations.

INFORMATION ABOUT COMMERCIAL ASSOCIATIONS

Commercial associations provide nonresidential facilities and generally are either condominiums or planned
developments. Some examples are office parks, industrial parks, shopping centers, professional buildings, parking
facilities, marinas, and docks. Commercial associations perform the same essential functions for their owners as
typical residential CIRA management corporations perform for their owners; i.e., the management, maintenance,
and care of common elements.

Commercial associations are taxed the same as residential associations that are taxed on Form 1120 as regular
corporations under IRC Section 277. (As explained earlier in this lesson, IRC Section 528 applies to residential
associations and timeshare associations. Thus, commercial condominiums cannot elect to file Form 1120-H.)

IRC Section 277 is not an elective section of the Code. If an organization meets the qualifications, it must apply the
provisions of IRC Section 277, which applies to all nonexempt membership organizations. Its purpose is to apply
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existing tax law consistently for a group of individuals acting together as they would apply to thosemembers acting
individually. Thus, nonexempt organizations are denied any tax benefit of using membership losses to offset
nonmembership income. (However, see the discussion of associations conducting themselves as cooperative
organizations subject to the provisions of subchapter T instead of IRC Section 277 earlier in this lesson.)

The issue of whether Revenue Ruling 70-604 (allowing a carryforward of excess membership income to the next
year—discussed earlier in this lesson) applies to nonresidential associations has not been settled by the IRS.
Through audit activity of nonresidential associations, the IRS asserted, in a 1994 District Office technical advice
letter, the position that Revenue Ruling 70-604 only applies to residential associations. However, in a June 1995
technical advice memorandum (TAM 9539001), the National Office of the IRS ruled that Revenue Ruling 70-604 did
not apply to a nonresidential association (a timeshare development) because the scope of its activities far
exceeded the scope of activities of the association covered by the revenue ruling. The TAMdid not explore the issue
of whether a nonresidential association qualifies to use Revenue Ruling 70-604. Since the memorandum was
addressed to a nonresidential association, an inference may be drawn that “residential or nonresidential” is not the
determining factor for application of Revenue Ruling 70-604 but rather the determining factor is the scope of
activities of the association. Following that logic, it could be possible for a commercial condominium to apply the
revenue ruling, depending on the scope of its activities. Accountants should be alert for future developments.

Since commercial associations have the same type of organization and operation as residential associations, it
seems logical that the same tax rules would apply, including IRC Section 118, Revenue Ruling 75-370, and
Revenue Ruling 75-371. (See Exhibit 2-2.) For example, dues paid by themembers of a commercial association are
treated as membership income. However, if a portion of the monthly dues that tenants of a commercial condo-
minium are assessed has been designated by the association for specific capital items, that portion is not a
deductible business expense to the member-tenants. The tenants may only deduct the portion of their monthly
dues that represents the association’s operating expenses. The lack of deductibility maymake themember-tenants
reluctant to fund the replacement fund.

SPECIALIZED TAX SITUATIONS THAT MAY APPLY

Sale of Common Property

The sale of common property may take one of the following forms:

¯ Sale by the association of personal property.

¯ Sale by the association of common area real property to which it has title:

¯¯ Acquired from the developer.

¯¯ Acquired by purchase.

¯ Sale of common area real property to which the members have title, with the association merely acting as
an agent or conduit for the members.

¯ Sale of easements:

¯¯ Association has title.

¯¯ Members have title.

Sales involving combinations of the preceding elements also are possible, such as a sale of dwelling units
constructed by an association on property transferred to it by the developer.

Proceeds from the sale of common area assets generally are received from nonmembers of the association and,
therefore, usually constitute nonmembership income on Form 1120. However, in Technical Advice Memorandum
9637007, a country club was allowed to treat the sale of condominium units to nonmembers as membership
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income because the units were sold to them on the condition that they become members prior to purchasing the
units. Since the proceeds do not meet any of the qualifying tests for exempt function income under IRC Section
528, they constitute nonexempt function income on Form 1120-H, assuring the organization could otherwise
qualify to file Form 1120-H.

In the event that a sale of common area assets is made to a member of the association, the tax treatment may be
different. If the association files Form 1120-H, it will still be classified as nonexempt function income and will not be
distinguishable from a sale to a nonmember. However, if the association files Form 1120, this sale will be classified
as member income, as opposed to nonmember income. This fact may be used as a tax planning technique in
determining which tax form to file for a given year. If an association has a current year operating loss excluding the
sale of common area assets to a member, they would benefit by filing Form 1120 and using the operating loss to
offset the gain on sale of assets. Given the same circumstances utilizing Form 1120-H, the operating loss (exempt
function activities) would not be available to offset the nonexempt function gain on sale of assets.

Sales of common area property are taxable events. In determining the appropriate tax treatment for the particular
transaction, the important question to ask is “Who is the taxpayer?” since that affects the basis of the property sold
and ultimately the amount of gain or loss on the sale. In most cases, basis and gain or loss may be determined
according to the following general rules:

¯ Purchased Property. The basis is equal to acquisition cost less any allowable depreciation.

¯ Real Property Acquired from theDeveloper; AssociationHas Title.According to IRCSections 351 (transfers
to a controlled corporation) and 362 (basis of property transferred to a controlled corporation), the
association’s basis is the same as the basis of the property in the hands of the developer. (As discussed
earlier in this lesson, there is often no tax basis in property transferred from the developer to the
association.) Revenue Procedure 92-29 provides an alternate cost method for developers that allow the
developer to deduct estimated prorated development costs. Under this method, since all costs are
presumed to be deducted by the developer, there is no remaining basis to transfer to the association.

¯ Real Property Acquired from the Developer; Members Have Title. In this case, the members, not the
association, are the taxpayers. The association is merely acting as an agent in accommodating the
transaction. In contrast to the preceding circumstances, when the members have title to the property, it
seems likely that the developers do not transfer their basis to the members but rather sell the property
directly to the members. Thus, they have some basis in the property allocable from the purchase price. If
the association receives the proceeds from the sale, regardless of whether or not the proceeds are
disbursed to themembers, the association should inform all members of the sale and advise them to seek
professional tax advice in reporting the sale on their tax returns.

¯ Easements—

a. If the association has title to the property but no basis, the total sales proceeds should be reported
as a gain when the easement is sold.

b. If theassociationhasboth title to thepropertyandabasis in it, the salesproceeds first reduce thebasis
of the property, and any excess should be reported as a gain.

c. If it is a short-term easement and the association has title (regardless of whether or not they have
basis), any gain should be treated entirely as ordinary income (similar to rental income).

d. If the members, rather than the association, have title, the sale should be treated by the individual
members as described in b. and c. above.

Condemnation of Common Property

Condemnations of common property generally are taxable events; however, they may be treated as nontaxable or
tax-deferred events in some circumstances.
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Condemned and Replaced. If the property is replaced with similar property within the required time period, the
transaction may be considered to be a like-kind involuntary conversion with no immediate tax effect. Assume that
a city condemns an equipment building owned by a condominium association so that a street may be widened.
The board of directors decides to replace it within the required time period. The gain from the condemnation of the
equipment building may be deferred as a like-kind involuntary conversion.

Condemned andNot Replaced. If common property is condemned and not replaced, generally the gain would be
taxable. However, in some instances, it may be possible for proceeds from the condemnation may be treated as a
payment in lieu of future assessments. Assume that a city condemns two residential buildings in a condominium
association to make room for a new highway, and the board of directors decides not to replace them. The owners
of the condominiums in the two condemned residential buildings are separately compensated by the city. The
proceeds from the condemnation of the two residential buildings could be considered as a payment in lieu of future
assessments (membership or exempt function income) to compensate for the monthly assessments that would
have been paid by the owners of the condominiums that will not be replaced. To avoid significant excess member-
ship income carryover, the association should file a Form 1120-H in the year of the condemnation.

As an alternative, as discussed in Revenue Ruling 81-152, the condemnation proceeds may be distributed to the
remaining owners as a reduction of basis in their condominiums. If desired, the board could then declare a special
assessment in that amount to be put in the replacement fund for capital improvements.

Rental Pools

There are two types of rental pools common to condominium associations. In the first type of pooling arrangement,
a unit owner makes his or her unit available to the pool for rental use, but not on a shared basis. The unit owner
receives rental income only when the unit is rented and remains responsible for the unit’s direct expenses. Any
costs associated with the rental activity (such as maid and laundry service) are generally deducted from rental
income to be paid to the unit owner. Such expenses are generally based upon a formula (such as $x per day or
week rented) or as a flat percentage of rental income. The association as rental agent is responsible for sending a
Form 1099 to the unit owner, but has no other reporting obligation.

In the second type of pooling arrangement, the rental pool is composed of individually owned units or rooms that
are operated by the association as a hotel. Since the association does not keep all rooms rented at all times and
does not favor one owner (or room) over another, all income is shared by the group of owners. Due to the shared
income and expense features, this type of pooling arrangement is considered an active trade or business. Accord-
ingly, PLR 8413003 and 99ARD 077-11, FSA 9999-9999-187 indicates that the rental pool should be treated as a
partnership, and a partnership return should be filed. All owners who are part of the rental pool are partners. The
association merely acts as an administrator and (presumably) receives a fee for its services. Alternatively, some
associations that actively manage the rental pool also have the responsibility for preparation of the partnership tax
return.

The tax rules that apply to commercial associations apply to rental pools. Commercial associations were discussed
earlier in this lesson.

Rebates

Many associations have reported receiving rebates fromutility companies for installing energy-saving devices, e.g.,
energy efficient lights and low water usage toilets. Along with the rebates, however, the associations are receiving
Form 1099s reporting the rebate amounts as income. While it seems illogical to report income for expending funds
that do not generate a tax deduction, that is the net result. Failure to report the income virtually guarantees a tax
adjustment under the IRS Form 1099matching program. There is no apparent relief under tax law. However, several
practitioners have reported preparing tax returns that list the income with an offsetting deduction and attaching a
statement to the return stating that the association is reporting the rebate as a reduction of the cost of installing
nondeductible energy-saving equipment.

Effect of Capital Assessments on Owner’s Basis

A question arises regarding what additions to the unit owners’ tax bases occur from capital assessments by an
association. Revenue Ruling 81-152 provides some guidance in that area.
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Revenue Ruling 81-152 deals with a developer lawsuit for construction defects and tax treatment to the association
of the proceeds received. The ruling held that the amounts received were not income to the association but
constituted a return of capital to the individual unit owners. (The revenue ruling is consistent with several other
citations in similar areas.) However, the ruling went further and stated that:

The money received from the builder is not income to the individual unit owners, but instead
represents a return of capital to each unit owner to the extent the recovery does not exceed that
owner’s basis in his or her property interest in the condominium development. The unit owners
must reduce their individual bases in their property interests in the development by their
proportionate share of the reward recovered from the developer. Requiring the individual unit
owner to reduce their bases in their respective property interest in the condominium development
is consistent with the congressional purpose in enacting Section 528 of the code. The essential
purpose of Section 528 is to provide homeowner associations with the same tax treatment as
individual homeowners. . . .

The most important aspect of the ruling, however, is that the IRS stated in the last paragraph:

To the extent capital assessments are, or have been made against the unit owners for the purpose
of making the necessary repairs or replacements, or the association retains the amounts
recovered in the suit against the builder and uses them for capital repairs, replacement, or
improvements, the unit owners’ bases, under Section 1016, will be increased.

Thus, Revenue Ruling 81-152 is the clearest statement that exists on the issue. It expressly states that, if a capital
assessment is made by the association, the unit owners’ bases will be increased. It does not indicate that the
association must have expended such monies for the actual major repair or replacement of the common areas.

The only logical conclusion seems to be that the unit owners’ bases will include any capital assessments paid by
the unit owners to the association, whether or not the association has expended such funds. Practitioners will
probably have to wait for a contested court case or specific ruling in this area to get a more strongly supported
answer than the one the authors have presented above. Nevertheless, the existing evidence does seem to support
this conclusion.

The unit owner is generally able to obtain information on capital assessments from the association’s budget for
each fiscal year. The unit owner should remember, however, that not all funds set aside in the replacement fundmay
qualify as capital in nature. The IRS has indicated in Revenue Rulings 75-370 and 75-371 that funds set aside for
painting and contingencies are not considered capital in nature. (See a complete discussion of painting expendi-
tures earlier in this lesson.)

The following is an example of how capital assessments serve to increase an owner’s tax basis. Assume that a
homeowner pays $150,000 for a condominium unit and incurs closing costs of $1,000. In subsequent years, the
homeowner directly spends $2,500 for interior improvements and pays capital (repair and replacement fund)
assessments of $400 per year for four years. The homeowner’s tax basis in the residence is calculated as follows:

Cost/purchase price $ 150,000
Closing costs 1,000
Direct improvements 2,500
Capital assessments (4 years @ $400) 1,600

Total basis $ 155,100

The homeowner’s basis is increased by an additional $1,600 simply by considering the capital assessments.
Assuming a 40% combined federal and state tax rate, that will save the homeowner $640 in taxes on the gain on the
sale of the residence (if taxable).

Ancillary Operations

The tax treatment of ancillary operations varies depending upon the tax form filed. However, no matter which tax
form is filed, it is important that the association produces accurate revenue and expense information. Additionally,
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all tax forms require the association to allocate expenses to both member and nonmember revenues. Such
allocation is critical in determining the taxable income of an activity. For example, the association may determine
that 10% of the total rounds of golf played were played by nonmembers. This would lead to an allocation of 10% of
total golf course expenses against nonmember golf revenues. The Portland Golf Club case provides specific
guidance on the allocation of indirect costs against activities revenue. Other tax considerations unique to each tax
form are discussed below.

Form 1120-H. If user fees are charged, then ancillary operation revenues are classified as nonexempt function
income and must be considered in the 60% income test calculation. Any expenses attributable to the ancillary
activities not directly related to the maintenance of common areas will be nonqualifying expenditures for purposes
of the 90% expenditure test. This situation is what causes many associations to fail the 90% expenditure test.

If no user fees are charged, the nonexempt function income and 60% test issues do not exist. No attempt should be
made to determine the implied revenue based on expenses. Any expenses attributable to the ancillary activities not
directly related to the maintenance of common areas will still be considered to be nonqualifying expenditures for
purposes of the 90% expenditure test. This situation is what causes many associations with significant ancillary
operations to fail the 90% expenditure test.

Form 1120. If user fees are charged, the association must determine nonmember revenues and expenses, as
nonmember net income will be considered “taxable” income. Member income and expenses for the ancillary
activities may be combined with all other member revenues and expenses.

Form 990-T [Under 501(c)(7)]. Use of this tax form presumes that user fees are charged. The association must
determine nonmember revenues and expenses, as this will be considered UBTI (unrelated business taxable
income). In addition to the matter of net UBTI being considered taxable income, the associationmust also consider
the level of nonmember income. If nonmember revenues exceed 15% of total revenues, it triggers an automatic
termination of exempt status. Member income and expenses for the ancillary activities may be combined with all
other member revenues and expenses. Under the provisions of IRC Section 501(c)(7), as a social recreational
organization, member transactions are considered exempt and nonmember transactions are considered nonex-
empt. A discussion of homeowners’ associations that file under IRC Section 501(c)(7) appeared earlier in this
lesson.

Form 990-T [Under 501(c)(4)]. Use of this tax form also presumes that user fees are charged. The association
must determine nonmember revenues and expenses, as this will be considered UBTI. In addition to the matter of
net UBTI being considered taxable income, the association must also consider the level of nonmember income. If
nonmember revenues exceed 15% of total revenues, it triggers an automatic termination of exempt status. Member
income and expenses for the ancillary activities may be combined with all other member revenues and expenses.
Under the provisions of IRCSection 501(c)(4), as a social welfare organization, activities related to the association’s
exempt purpose are considered exempt, but activities not substantially related to the exempt purpose of the
organization are considered nonexempt. Thus, transactions with members could be considered nonexempt trans-
actions if those transactions related to a nonexempt activity. A discussion of homeowners’ associations that file
under IRC Section 501(c)(4) appeared earlier in this lesson.

Other Tax Considerations. There are other tax considerations that may affect a CIRA’s ancillary operations
including non-highway fuel credits, tip credits, sales taxes, the Transient Occupancy Tax (TOT), rental pools, and
foreign interests. Those topics are discussed in the following paragraphs.

Non-highway fuel tax credits may often be claimed by large associations that have extensive private roadways, golf
courses, or marinas. In each of these situations, the association is likely to operate vehicles or watercraft on private
property. Federal Form 4136 allows the association to claim a credit for federal highway taxes paid upon purchase
of fuel. That credit can be claimed on either Form 1120 of Form 1120-H. This is a refundable credit, even if there is
no other tax liability.

A tip credit may often be claimed by associations that have food and beverage operations where employee tips are
reported on the quarterly payroll tax returns. The tip credit is not a refundable credit.
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The association should be knowledgeable about sales taxes as they relate to various sales activities such as pro
shop sales, food and beverage sales, and sales tax on service activities, including rental income. Sales taxes are
local issues and are not unique to CIRA operations. Accordingly, they are not addressed in this course.

The Transient Occupancy Tax (TOT), otherwise known as a bed tax or room tax, is a tax assessed by local
governments on hotels based upon occupied room nights. TOT is the charge added to hotel bills. Most local
governmental agencies have adopted the policy that TOT may not be assessed on owners or timeshare members
that are staying in their rooms, as those individuals’ full or fractional ownership privileges keep them from being
considered transients. But, nonmembers staying in those same rooms are truly transients and are subject to the
TOT. Consequently, timeshares or associations operating rental pools are obligated under local law to account for,
collect, and remit the TOT to the local governmental agency.

Rental pool activity requires the association to be knowledgeable about the manner in which it conducts such
activity to ensure that proper tax reporting occurs. See the discussion on rental pools earlier in this lesson.

Rental of units owned by foreign interests (that is, non-USA citizens) is subject to the requirements of the Foreign
Investment in Real Property Tax Act (FIRPTA). This Act requires agents (or associations) who manage property on
behalf of foreign owners to withhold income tax at a rate of 30% of the gross rent received unless the agent
(association) receives an exemption certificate from the owner.

Foreclosures and Abandonments

Due to financial difficulties, a unit owner may be unable to meet his or her personal mortgage obligations. If the unit
is not readily sold because of declining real estate prices, the owner may abandon the unit or the association may
have to foreclose on the unit for delinquent assessments. Units may also be abandoned by developers or financial
institutions due to declines in market values of the units. The tax treatment of such occurrences differs slightly for
cooperative housing corporations and condominiums or homeowners’ associations.

Condominiums and homeowners’ associations do not issue ownership shares. They do, however, receive aban-
doned units and foreclose on units for nonpayment of delinquent assessments. When a unit is received in that
manner, it is a best practice for the acquisition to be treated as an investment in real estate, with a gain or loss
recognized when the unit is resold. The CIRA’s basis in a foreclosed unit for tax purposes may be different than the
CIRA’s basis for financial statement purposes. A discussion of reacquired shares of cooperatives is beyond the
scope of this course, but more information is available in PPC’s Guide to Homeowners’ Associations and Other
Common Interest Realty.

Disabled Access Credit

Several provisions of the Americans with Disabilities Act of 1990 apply to CIRAs. In addition to making reasonable
accommodations to enable disabled employees to perform their jobs, the public accommodation provisions apply
to CIRAs that own facilities that may be used by nonmembers; e.g., recreational facilities and sales offices. CIRAs
are eligible for a tax credit on Form 8826 for expenses incurred to provide access to disabled persons if, for the
preceding year:

¯ They did not have more than 30 full-time employees, or

¯ They did not have more than $1 million in gross receipts.

The credit is 50% of eligible access expenses for the year that are more than $250 but not more than $10,000.
Therefore, the maximum credit allowed in any one year is $5,000.

Energy Credits and Subsidies Energy Credits

In March 2011, the IRS issued the nonauthoritative Information Letter 2011-0048 to address the issue of nonbusi-
ness energy credits for condominium and cooperative associations. The IRS stated that IRC Section 25C clearly
applies to individuals. Paragraph E of IRC Section 25C specifically states that joint ownership does not disqualify
the credit. The IRS concluded that certain energy credits are to be treated as individual tax credits of the members
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of the association based upon their proportionate share of expenditures. Consequently, the burden falls upon the
association to timely notify its members of their share of energy property expenditures.

Energy Subsidies

Private Letter Ruling 201607004 clarified that subsidies received from state organizations for installation of a
residential solar photovoltaic system do not represent income to the recipient, but are amounts excludable from
income as “energy conservation subsidies” excluded under IRC Section 136.

Deduction of Property Taxes by Members of Homeowners’ Associations

A related issue was clarified by in IRS Private Letter Ruling 201202004, wherein the developer built condominium
units on leased land owned by a governmental agency. In that case, no direct property taxes related to the land are
paid by the unit owners. Rather, the property tax is considered to be a component of the land lease, or a PILOT
(Payment In Lieu Of Tax). Unit owners are allowed a property tax deduction, and the association is responsible for
advising the member of the amount of their prorate share of deduction.

Members of homeowners’ associations may feel that they should be allowed to deduct as property taxes that
portion of their annual assessments that is used to pay property taxes on the common areas. Revenue Ruling
76-495 held that those assessments are not deductible by the members because they are imposed by the
association and not by the government.

Unincorporated Neighborhood Associations

Residents of some housing developments may participate in voluntary membership associations that provide
security or other services to their members. They are not considered to be CIRAs subject to the AICPA guide if
membership is voluntary rather than passing with the title to the property. However, if it is determined that the
unincorporated neighborhood association is subject to federal income taxation, it may be classified as either a
partnership or a corporation. Under Treasury Regulations Section 301.7701-3, the so-called “check-the-box”
regulations allow the association to elect to be treated as one or the other. Existing associations will continue to be
classified as they had been prior to January 1, 1997, unless they elect the other classification under the
“check-the-box” rules. If no election is made for new associations, a partnership default classification will apply.

Environmental Cleanup Costs

For both tax and financial reporting, environmental cleanup costs incurred generally should be capitalized if they
improve the condition of the property and meet other specific conditions. For tax purposes, however, the costs
generally cannot be deducted until they are paid because of the economic performance rules of IRC Section
461(h). GAAP requires a liability to be recognized if the criteria under FASB ASC 450 are met. Further discussion of
environmental cleanup costs is beyond the scope of this course, but more information is available in PPC’s Guide
to Homeowners’ Associations and Other Common Interest Realty Associations.

Committees and Clubs

Many larger associations have groups of members that form clubs or committees for their recreational and other
activities. Some of these organizations conduct financial transactions and others do not. The majority of these
organizations do not formally organize for tax purposes. Many of these organizations have the associations handle
their financial transactions. Others opt for opening a separate bank account. In order to open a separate bank
account, many of these organizations will use the association’s federal ID number.

Accounting rules generally require the association to combine committee and club transactions into the associa-
tion’s financial statements for financial reporting purposes where it is considered that the association exerts
significant control over the committee or club. The IRS requires that all financial transactions be reported, the only
question is, “Who is the taxpayer?”

If the association combines or consolidates the financial transactions of the committees or clubs for accounting
purposes, it is natural to also report those transactions as part of the association’s financial transactions for tax
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purposes. The tax preparer must consider the nature of the income and expenses in determining if the income and
expenses are exempt or nonexempt on Form 1120-H or member or nonmember on Form 1120.

If committee and club financial transactions are not included on the association’s tax return, the tax preparer must
consider who is responsible for filing the tax returns and should advise the associations and appropriate represen-
tatives of the committees and clubs of their obligation to file tax returns.

It is possible that the committees and clubs could be formally formed into one or more 501(c)(7) recreational
organizations. Unless there are significant financial transactions it is unlikely that the cost of preparing an exemp-
tion application could be justified.

The IRS stated in Revenue Ruling 75-370 that reserve funds created a relationship of agent and principal between
the association and its members. Revenue Ruling 74-321 was cited as the precedent for this reasoning. That ruling
further referenced Revenue Ruling 74-319 regarding an organization that collected and disbursed monies for a
dealer advertising fund. Revenue Ruling 74-319 held that such monies were not income or deductions to the
company, but belonged to the dealers as an unincorporated organization.

Applying that same reasoning here, the committees and clubs each represent an unincorporated organization as
defined in IRC Section 7701(a)(3). Since these committee and clubs havemembers, and are not exempt under any
section of the Code, they automatically fall under the provisions of IRC Section 277 and would be required to file
Form 1120.
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SELF-STUDY QUIZ

Determine the best answer for each question below. Then check your answers against the correct answers in the
following section.

20. Under which of the following circumstances would a CIRA be considered to serve the community?

a. Allowing the public free use of its common areas on weekends.

b. Occupying a geographic area that entails a large enough square mileage.

c. It must contribute to the exterior maintenance of all units to prevent eye sores.

d. Being considered a community in and of itself.

21. What is the most important benefit of an IRC Section 501(c)(7) exemption?

a. The CIRA qualifies for tax exemption for purchasing supplies and equipment for members.

b. The CIRA can prove its exemption based on its service to the community.

c. The CIRA’s net membership income will not be subject to taxation.

d. The CIRA’s interest income will not be subject to taxation.

22. The Hampstead Association is a master association. All of its members are other homeowners’ associations.
TheCIRA is not considered tax exempt, and itmeets appropriate qualifying tests under IRCSection 528.Which
tax return should this association file?

a. Form 1120-H.

b. Form 14449.

c. Form 990-T [Under 501(c)(7)].

d. Form 990-T [Under 501(c)(4)].

23. Which of the following statements best describes a specialized tax situation that a CIRA may encounter?

a. Proceeds from the sale of common area assets are treated the same whether they are sold to a member
or a nonmember.

b. When an association runs a rental pool for its members, related incomewill be shared amongst the group
of participating owners.

c. Associations are required to report rebates from utility companies for energy-saving devices as income.

d. Timeshare associations are exempt from collecting and remitting the Transient Occupancy Tax (TOT).

24. TheDesert ValleyNeighborhoodAssociationhas recreational facilities that canbeusedbynonmembers. It has
21 full-time employees, and its annual gross receipts were $750,000. During the current tax year, it spends
$9,000 making upgrades to these facilities to provide better access to disabled persons. How much can the
association claim under the disabled access tax credit?

a. $9,000.

b. $5,000.

c. $4,500.

d. $0.
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SELF-STUDY ANSWERS

This section provides the correct answers to the self-study quiz. If you answered a question incorrectly, reread the
appropriate material. (References are in parentheses.)

20. Under which of the following circumstanceswould a CIRAbe considered to serve the community? (Page 398)

a. Allowing the public free use of its common areas on weekends. [This answer is incorrect. According to
Revenue Rulings 74-99 and 80-63, an organization can serve the community by offering to the general
public, i.e., “the community,” (relatively) unrestricted access to its facilities (its commonareas). ACIRA that
limits such use by the public to weekends would not be considered to serve the community.]

b. Occupyingageographic area that entails a largeenoughsquaremileage. [This answer is incorrect. Based
on the guidance in Revenue Rulings 74-99 and 80-63, an organization can serve the community if it
occupies a geographic area “which bears a reasonable relationship to an area ordinarily identified as
governmental.” However, this would be judged more by the lines of the governmental area, not by the
number of square miles included.]

c. It must contribute to the exterior maintenance of all units to prevent eye sores. [This answer is incorrect.
To qualify for a 501(c)(4) exemption, a CIRA must not conduct activities directed to the exterior
maintenance of any private residence. Therefore, doing so would not count as service to the community
in order to attain tax exempt status.]

d. Being considered a community in and of itself. [This answer is correct. Section 501(c)(4) requires
that the exempt organization serve a “community,” but does not define “community.” Revenue
Rulings 74-99 and 80-63 reinforce the concept of service to a single community. One of the three
criteria by which an organization can serve a community is when the organization itself constitutes
a “community.”]

21. What is the most important benefit of an IRC Section 501(c)(7) exemption? (Page 405)

a. The CIRA qualifies for tax exemption for purchasing supplies and equipment for members. [This answer
is incorrect. Associations operated on a cooperative basis for the purpose of purchasing supplies and
equipment for members or other persons at cost plus expenses may qualify for tax-exempt status under
IRC Section 521. Therefore, this consideration is not part of IRC Section 501(c)(7). Also, Revenue Ruling
90-36 states that “ there is no provision exempting cooperative housing corporations described in IRC
Section 216(b)(1) from federal taxation,” which makes this exemption problematic for such CIRAs.]

b. The CIRA can prove its exemption based on its service to the community. [This answer is incorrect. IRC
Section 501(c)(7) applies to “social” or “recreational” organizations. That section and its related
regulations require that an organization be operated exclusively for “pleasure, recreation, and other
nonprofitable purposes” to qualify under IRC Section 501(c)(7). Section 501(c)(4) is the one that requires
an exempt organization to serve the community.]

c. The CIRA’s net membership income will not be subject to taxation. [This answer is correct. The
majorbenefit of an IRCSection501(c)(7) exemption is that anassociation’snetmembership income
is not subject to taxation. Thus, associations that are exempt under IRC Section 501(c)(7)
automatically avoid having to deal with the complexities of Revenue Ruling 70-604’s “excess
membership income” provisions.]

d. The CIRA’s interest income will not be subject to taxation. [This answer is incorrect. One disadvantage to
the Section 501(c)(7) exemption, as compared to the Section 501(c)(4) exemption, is that associations
must pay taxes on interest income. Interest income is not taxable for associations that are exempt under
IRC Section 501(c)(4).]
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22. The Hampstead Association is a master association. All of its members are other homeowners’ associations.
TheCIRA is not considered tax exempt, and itmeets appropriate qualifying tests under IRCSection 528.Which
tax return should this association file? (Page 411)

a. Form 1120-H. [This answer is correct. IRS Regulation 1.528-1 states, “. . . if the membership of an
organization consists of other homeowners associations, the owners of units, residences, or lots
who are members of such homeowners associations will be treated as the members of the
organization for the purposes of the regulations under Section 528.” Thus, so long as a master
association (such as Hampstead) meets the qualifying tests under IRC Section 528, it may file its
income tax return on Form 1120-H.]

b. Form 14449. [This answer is incorrect. Form 14449 (Self-Declarers Questionnaire) is only filed by
tax-exempt organizations. Therefore, Hampstead does not qualify to file this form.]

c. Form 990-T [Under 501(c)(7)]. [This answer is incorrect. Hampstead is not tax exempt, so it would not file
this tax return.]

d. Form 990-T [Under 501(c)(4)]. [This answer is incorrect. Form 990-T relates to tax-exempt organizations,
and Hampstead does not qualify for this status. Therefore, Hampstead will fill a different tax return.]

23. Which of the following statements best describes a specialized tax situation that a CIRA may encounter?
(Page 415)

a. Proceeds from the sale of common area assets are treated the same whether they are sold to a member
or a nonmember. [This answer is incorrect. Proceeds from the sale of common area assets generally are
received fromnonmembersof the associations and, therefore, usually constitute nonmembership income
on Form 1120. In the event that a sale of common area assets is made to amember of the association, the
tax treatment may be different. If the association files Form 1120-H, it will still be classified as nonexempt
function income and will not be distinguishable from a sale to a nonmember. However, if the associations
files Form 1120, this sale will be classified as member income, as opposed to nonmember income.]

b. When an association runs a rental pool for its members, related incomewill be shared amongst the group
of participating owners. [This answer is incorrect. There are two types of rental pooling arrangements. In
one of them, when the association rents the units like a hotel, income is shared, but in the other type of
rental pool arrangement the unit owner receives rental income only when the unit is rented and remains
responsible for the unit’s direct expenses.]

c. Associations are required to report rebates from utility companies for energy-saving devices as
income. [This answer is correct. Many associations have reported receiving rebates from utility
companies for installing energy-saving devices. Along with the rebates, however, the associations
are receiving Form 1099s reporting the rebate amounts as income.While it seems illogical to report
income for expending funds that do not generate a tax deduction, that is the net result. Failure to
report the incomevirtually guaranteesa tax adjustmentunder the IRSForm1099matchingprogram.
There is no apparent relief under tax law.]

d. Timeshare associations are exempt from collecting and remitting the Transient Occupancy Tax (TOT).
[This answer is incorrect. The TOT is a tax assessed by local governments on hotels based on occupied
room nights. TOT is the charge added to hotel bills. Most local governmental agencies have adopted the
policy that TOTmay not be assessed on owners or timesharemembers that are staying in their rooms, as
those individuals’ full or fractional ownership privileges keep them from being considered transients. But,
nonmembers staying in those same rooms are truly transients and are subject to the TOT. Consequently,
timeshares or associations operating rental pools are obligated under local law to account for, collect, and
remit the TOT to the local governmental agency.]
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24. TheDesert ValleyNeighborhoodAssociationhas recreational facilities that canbeusedbynonmembers. It has
21 full-time employees, and its annual gross receipts were $750,000. During the current tax year, it spends
$9,000 making upgrades to these facilities to provide better access to disabled persons. How much can the
association claim under the disabled access tax credit? (Page 418)

a. $9,000. [This answer is incorrect. There is a cap on the disabled access tax credit; therefore, Desert Valley
will not be able to claim the full $9,000 that it spent making these upgrades.]

b. $5,000. [This answer is incorrect. The disabled access credit is 50% of eligible access expenses for the
year that are more than $250 but not more than $10,000. Therefore, the maximum credit allowed in any
one year is $5,000. Desert Valley did not spend $10,000; therefore, it cannot claim the maximum credit
amount.]

c. $4,500. [This answer is correct. The disabled access credit is 50% of eligible access expenses for
the year that aremore than $250 but not more than $10,000. Therefore, themaximum credit allowed
in any one year is $5,000. Assuming all of Desert Valley’s expenditures qualify, it should be able to
deduct half of the $9,000 spent. Therefore, the association will claim a credit of $4,500.]

d. $0. [This answer is incorrect. The association would not qualify for this tax credit if it had more than 30
full-time employees or more than $1 million in gross receipts; however, as described in this scenario,
Desert Valley does not exceed these limitations. Therefore, this association will qualify for the disabled
access tax credit.]
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EXAMINATION FOR CPE CREDIT

Companion to PPC’s Guide to Homeowners’ Associations and Other Common
Interest Realty Associations—Course 3—Financial Statement Presentation and Income

Taxes (HOATG173)

Testing Instructions

1. Following these instructions is an EXAMINATION FOR CPE CREDIT consisting of multiple choice questions.
Youmay print and use the EXAMINATION FORCPECREDIT ANSWERSHEET to complete the examination.
This course is designed so the participant reads the coursematerials, answers a series of self-study questions,
and evaluates progress by comparing answers to both the correct and incorrect answers and the reasons for
each. At the end of the course, the participant then answers the examination questions and records answers
to the examination questions on either the printed Examination for CPE Credit Answer Sheet or by logging
onto the Online Grading System. The Examination for CPE Credit Answer Sheet and Self-study Course
Evaluation Form for each course are located at the end of all course materials.

ONLINE GRADING. Log onto our Online Grading Center at cl.thomsonreuters.com/ogs to receive instant
CPEcredit. Click thepurchase link anda list of examswill appear. Search for an examusingwildcards. Payment
for the examof $89 is accepted over a secure site using your credit card.Once youpurchase an exam, youmay
take the exam three times. On the third unsuccessful attempt, the system will request another payment. Once
you successfully score 70% on an exam, you may print your completion certificate from the site. The site will
retain your exam completion history. If you lose your certificate, you may return to the site and reprint your
certificate.

PRINT GRADING. If you prefer, youmay email, mail, or fax your completed answer sheet, as described below
($89 for email or fax; $99 for regular mail). The answer sheets are found at the end of the course PDFs. Answer
sheetsmaybeprinted from thePDFs; they canalsobe scanned for email grading, if desired. The answer sheets
are identified with the course acronym. Please ensure you use the correct answer sheet. Indicate the best
answer to the exam questions by completely filling in the circle for the correct answer. The bubbled answer
should correspondwith the correct answer letter at the top of the circle’s columnandwith the question number.
You may submit your answer sheet for grading three times. After the third unsuccessful attempt, another
payment is required to continue.

Youmay submit your completedExamination for CPECredit Answer Sheet, Self-study CourseEvaluation,
and payment via one of the following methods:

¯ Email to: CPLGrading@thomsonreuters.com
¯ Fax to: (888) 286-9070
¯ Mail to:

Thomson Reuters
Tax & Accounting—Checkpoint Learning
HOATG173 Self-study CPE
36786 Treasury Center
Chicago, IL 60694-6700

Note: The answer sheet has four bubbles for each question. However, if there is an exam question with only
two or three valid answer choices, “Do not select this answer choice” will appear next to the invalid answer
choices on the examination.

2. If you change your answer, remove your previous mark completely. Any stray marks on the answer sheet may
be misinterpreted.

3. Each answer sheet sent for print grading must be accompanied by the appropriate payment ($89 for answer
sheets sent by email or fax; $99 for answer sheets sent by regular mail). Discounts apply for three or more
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courses submitted for grading at the same time by a single participant. If you complete three courses, the price
for grading all three is $254 (a 5% discount on all three courses). If you complete four courses, the price for
grading all four is $320 (a 10% discount on all four courses). Finally, if you complete five courses, the price for
grading all five is $378 (a 15% discount on all five courses). The 15% discount also applies if more than five
courses are submitted at the same time by the same participant. The $10 charge for sending answer sheets in
the regular mail is waived when a discount for multiple courses applies.

4. To receiveCPEcredit, completedanswer sheetsmustbepostmarkedor entered into theOnlineGradingCenter
by September 30, 2018. CPE credit will be given for examination scores of 70% or higher.

5. When using our print grading services, only the Examination for CPE Credit Answer Sheet should be
submitted. DO NOT SEND YOUR SELF-STUDY COURSE MATERIALS. Be sure to keep a completed copy
for your records.

6. Please direct any questions or comments to our Customer Service department at (800) 431-9025.
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EXAMINATION FOR CPE CREDIT

Companion to PPC’s Guide to Homeowners’ Associations and Other Common
Interest Realty Associations—Course3—Financial Statement Presentation and IncomeTaxes (HOATG173)

Determine the best answer for each question below. Then mark your answer choice on the Examination for CPE
Credit Answer Sheet. The answer sheet can be printed out from the back of this PDF or accessed by logging onto
the Online Grading System.

1. A common interest realty association (CIRA) should present its financial statements using what basis of
accounting to be conformity with generally accepted accounting principles (GAAP)?

a. Accrual.

b. Cash.

c. Modified cash.

d. Whatever method the CIRA uses to maintain its accounting records during the year.

2. The Woodview Homeowners’ Association uses fund accounting. How could this affect presentation of its
balance sheet?

a. The difference between Woodview’s assets and liabilities should be called “members’ equity.”

b. Woodview should eliminate interfund transactions so they are not reflected in the “total” column.

c. Woodview should aggregate funds designated for future repairs and replacements with cash it has
available for current operations.

d. Woodview should always present its assets in order of maturity and its liabilities in order of liquidity.

3. Which of the following may be the only reconciling item on a CIRA’s statement of changes in fund balance?

a. Contributions of capital.

b. Error corrections.

c. Excess of the period’s revenues over expenses.

d. Unrealized gains and losses on securities classified as available for sale.

4. Which of the following CIRAs needs to report comprehensive income?

a. The Abbey Run Association presents changes in shareholders’ equity on the face of its balance sheet.

b. The Barrow Hills Association has a discrepancy between the fund balance account on its balance sheet
and supplementary information about a major repair.

c. The Centerpointe Association includes a reconciliation of beginning and ending fund balances with its
financial statements.

d. The Dawn Vista Association has investments in marketable securities that are available for sale.
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5. The Lunar Heights Homeowners’ Association includes a statement of revenues and expenses and a balance
sheet in its GAAP financial statements. Because both of these things are included in the association’s financial
statement presentation, it will also need to include which of the following?

a. A statement of cash flows.

b. A statement of changes in shareholders’ equity.

c. A statement of comprehensive income.

d. Notes to the financial statements.

6. Which of the following are the five principle elements of a typical statement of cash flows?

i. Cash flows from opera-
tions.

v. Net change in cash during the
period.

ii. Cash flows from financing
activities.

vi. Excess of revenues over expenses
for the period.

iii. Cash flows from investing
activities.

vii. Differences between the cash bal-
ance for future repairs/replacements
and the fund balance for future
repairs/replacements.

iv. Interfund transactions. viii. Supplemental disclosureof anynon-
cash financingand investmentactivi-
ties.

a. i., ii., iii., iv., and v.

b. i., ii., iii., v., and vii.

c. i., ii., iii., v., and viii.

d. i., ii., iii., vi., and viii.

7. Which of the following pieces of supplementary information is a CIRA required to present with its financial
statements?

a. Additional details about the CIRA’s revenues and expenses.

b. A comparison of actual operating results to budgeted amounts.

c. Details of expenditures the CIRA made from its replacement fund.

d. Estimates of future major repairs or replacements of existing components.

8. What type of CIRA files Form 1120-C and is subject to subchapter T of the Internal Revenue Code?

a. A commercial condominium association.

b. A cooperative housing corporation.

c. A homeowner’s association.

d. A timeshare association.
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9. Which of the following is excluded from a CIRA’s gross income for tax purposes?

a. Operating assessments paid by CIRA members.

b. Fees paid by nonmembers for CIRA services.

c. Interest income and other passive income.

d. Litigation proceeds received by the CIRA.

10. The Patterson Homeowners’ Association assesses funds from its members for a painting reserve fund. This
money will be used to paint the association’s common areas. Based on tax law, can the CIRA treat these funds
as a capital contribution?

a. Yes, because painting is a reserve item.

b. Yes, because painting is a high-dollar expenditure.

c. No, because the funds are for common areas.

d. No, because the nature of the activity is noncapital.

11. Which of the following can a CIRA distribute to provide members advance notice of a special assessment for
replacements or repairs?

a. A copy of the CIRA’s annual budget.

b. Copies of the budget and a replacement fund reserve study.

c. Copies of a replacement fund reserve study and Form 1120-H.

d. Copies of Form 1120-H and Form 990.

12. If a CIRA plans to classify some member assessments as contributions of capital, having how many bank
accounts would prove the most beneficial?

a. One bank account—an operating account.

b. Two bank accounts—an operating account and a reserve account.

c. Three bank accounts—an operating account, a noncapital replacement fund account, and a capital
replacement fund account.

d. Multiplebankaccounts—anoperatingaccountandaseparateaccount foreverycomponentof the reserve
fund.

13. After the Hollowland Neighborhood Association files its Form 1120 for the current year, it determines that an
impermissible accounting method was used. How should the association proceed?

a. If its return is selected by the IRS for audit, the association should file an amended return.

b. If the association files an amended return, it must do so within 12 months.

c. The association must request permission from the Commissioner to file an amended return and provide
the reason why.

d. The CIRA should avoid filing an amended return because it will prejudice the IRS against them.
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14. TheGlendaleHomeowners’ Associationhasadeficit in its operating fundso it transfers in funds from its reserve
fund. Which of the following actions would help the association nullify any tax consequences of this transfer?

a. Members could vote to refund an amount equal to the deficit from the reserves to themselves then vote
to contribute it as operating assessments.

b. Association management can make the transfer of funds without involving a vote of the membership.

c. The association can treat the transfer of funds as a permanent transfer so it will not be considered a loan.

d. Association members should document the fact that the transfer was made with no evil motives and for
no bad purposes.

15. Under what circumstances would a CIRA be considered the taxpayer in relation to a lawsuit?

a. CIRA members individually or collectively file a lawsuit.

b. The CIRA files a lawsuit as an agent for the members.

c. The CIRA files the lawsuit on behalf of itself.

d. A designated settlement fund is established.

16. Carlos, a construction contractor, receives membership shares in the Shady Elm Homeowners’ Association
when he turns common property (a swimming complex and an activities room) over to the association. What
basis will the association have in the property?

a. The association will have the same basis that Carlos had when he turned over the property.

b. The association will have a basis in the property equal to fair market value at the time of transfer.

c. The association will have a basis in the property worth the same amount as the membership shares.

d. The association will have no basis in the property since it did not purchase the property outright.

17. Which of the following statements best describes an aspect of tax law common to all CIRAs?

a. Investment income from settlement proceeds from a construction claim are typically insignificant and
unlikely to be considered taxable income.

b. Under GAAP and tax law, CIRAs must treat transactions the same way for income tax purposes as they
do for financial reporting.

c. Assets purchased by a CIRA from operating funds generally will have a tax basis, while assets purchased
from reserves likely will not.

d. Cooperative associations follow the same types of tax law as condominium and homeowners’
associations because they have the same structure.
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18. Which of the following are included in a homeowner’s association according to IRC Section 528?

a. Cooperative housing corporations and timeshare associations.

b. Nonresidential condominium associations and homeowners’ associations.

c. Residential condominium associations, homeowners’ associations, and timeshare associations.

d. Residential condominium associations, homeowners’ associations, and timeshare associations and
cooperative housing corporations.

19. Assuming they meet all additional qualifications, which of the following homeowners’ associations can file its
taxes on Form 1120-H?

a. The Manchester Building Association holds 90% of its square footage for residential purposes.

b. The Valleyview Association’s gross income for the tax year is 45% exempt function income.

c. The Cloverbrook Association classified 50% of its expenses for the tax year as related to its exempt
functions.

d. The founding member of the Havisham Association profits from the association’s net earnings.

20. The total amount of which of the following is considered a qualifying expense when applying the 90%
expenditures test?

a. Expenditures for member recreational facilities guests can use for a fee.

b. Excess assessments that the association refunds to its members.

c. Transfers of funds the association holds to use for next year’s roof replacement.

d. Expenditures that related to an association’s investments.

21. The Residential Bowers Association has income from the following sources. Which would be considered
nonexempt function income?

a. Member operating assessments.

b. Fees paid by members to use laundry facilities.

c. Interest on delinquent member assessments.

d. Fees paid by members for moving in or moving out.

22. Which of the following might disqualify a homeowners’ association from filing Form 1120-H?

a. Reducing nonexempt function income by expenses that are directly connected to nonexempt function
income.

b. Allocating janitorial costs to multiple income categories, such as both rentals and community rooms.

c. Borrowing money for repairs if the association is unable to raise enough with regular or special
assessments.

d. Increasing monthly member assessment enough that utility costs will not be passed through.



HOAT17Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty Associations

432

23. Which of the following pieces of advice applies when an association is deciding whether to file Form 1120-H?

a. If the tax is only marginally different, the higher risk of filing Form 1120 is worth it.

b. If the association’s taxable income is less than $100, Form 1120-H yields lower taxes.

c. When filing Form 1120-H, the association will be liable for any state income taxes.

d. When strictly considering the cost-benefit ratio, filing Form 1120 makes more sense.

24. According to the IRS, once an association makes an 1120-H election for a tax year, can it be revoked?

a. Yes, the association can revoke the election any time by filing Form 1120.

b. Yes, as long as the association makes the revocation within 12 months.

c. Yes, but only if consent of the IRS Commissioner is obtained.

d. No, the election is binding since the association filed Form 1120-H for that tax year.

25. Subchapter T cooperative housing corporations should file which of the following?

a. Form 1120.

b. Form 1120-C.

c. Form 1120-H.

d. They can elect to file the form that is most advantageous.

26. A CIRA’s nonmembership income is defined as which of the following?

a. Gross income minus its membership income.

b. Income from investments and membership assessments.

c. Income fromnonassociation property, revenue from the use of association property by nonmembers, and
amounts charged to members for specific services.

d. Reclassification of reserves to exempt function income.

27. According to IRC Section 277, how should a CIRA address net nonmembership loss?

a. Pay taxes on it at the regular corporate rate.

b. Treat it as net operating losses under IRC Section 172.

c. Defer tax on it using the 70-604 election.

d. Carry it forward to future years.
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28. Revenue Ruling 70-604 allows a CIRA to do which of the following?

a. Allocate expenses to investment income.

b. Apply excess membership income to replacement funds.

c. Remove excess membership assessments from taxable income.

d. Carry back net operating losses.

29. The Gardenview Circle Neighborhood Association has not made a 70-604 election and files Form 1120. In the
current year, it has taxable incomeof $200,000. Assumingnoother credits or deductions,what isGardenview’s
total income tax?

a. $30,000.

b. $45,000.

c. $61,250.

d. $70,000.

30. It would be themost advantageous tax-wise for which of the following CIRAs to switch from filing Form 1120-H
to Form 1120?

a. CIRA 1 was created last year and has low balances in its reserves.

b. CIRA 2 has material cash balances and excess membership deductions.

c. CIRA 3 is accumulating reserves for a painting initiative in two years.

d. CIRA 4 revises its budget to eliminate excess membership income.

31. What type of CIRA can use patronage dividends to accumulate working capital without paying income on that
reserve?

a. A homeowners’ association.

b. A timeshare association.

c. A cooperative condominium association.

d. A residential condominium association.

32. Eighteenmonths after filing its Form1120, theCollinwoodHomeowners’ Association determines that it should
have filed Form 1120-H instead. How should the CIRA proceed?

a. It can file an amended return by replacing Form 1120 with Form 1120-H.

b. It must request an extension of time to make an election under IRC Section 528.

c. It must pay a penalty to the IRS before it can amend its return.

d. It is prohibited from amending the return because more than 12 months have passed.
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33. Which of the following statements describes an aspect of tax exemption as it relates to CIRAs?

a. Typically, if a CIRA is tax exempt it will qualify as an IRC Section 501(c)(3) organization.

b. A formal application process is required before a CIRA can begin filing Form 990 as an exempt
organization.

c. Because they focus on members rather than the community, CIRAs seldom qualify as tax exempt.

d. CIRAs with gross receipts under $25,000 currently are not required to file tax returns.

34. Which of the following would disqualify a CIRA from tax exemption under IRC Section 501(c)(7)?

a. Providing trash collection or police and fire protection.

b. Being organized for pleasure or recreation.

c. Having no net earnings that benefit private shareholders.

d. Allowing members to choose their own architectural styles.

35. Form 1024 allows a CIRA to do which of the following?

a. Retain basis in purchased common area property.

b. Deduct environmental cleanup costs.

c. Revoke its tax-exempt status.

d. Request IRS recognition of tax-exempt status.

36. The Ketter Fields Homeowners’ Association qualifies as tax exempt. It earns income on several activities.
Assumingall other qualifications aremet,whichof theCIRA’s activitieswouldbe consideredanunrelated trade
or business?

a. Activity 1 is considered to be a business.

b. Activity 2 is carried on only twice per year.

c. Activity 3 is related to the CIRA’s exempt purpose.

d. Activity 4 is performed by full-time CIRA employees.

37. A CIRA for an industrial park or a professional building would be considered which of the following?

a. A timeshare development.

b. A commercial association.

c. A master association.

d. A cooperative housing corporation.
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38. How are a CIRA’s ancillary operations, such as user fees, treated if the organization files Form 1120-H?

a. They are classified as nonexempt function income.

b. They must be separated between members and nonmembers.

c. They will be considered unrelated business taxable income.

d. They will be exempt from items such as tax credits and sales taxes.

39. After losing his job, Michael has to abandon his home. How will this affect the homeowners’ association?

a. It will receive ownership shares from Michael.

b. It will foreclose on his unit for nonpayment.

c. Receipt of the unit will be treated as the sale of property.

d. Its basis in the unit will be the same for tax and financial statement purposes.

40. Under what circumstances would a neighborhood association not be considered a CIRA?

a. If the association is structured as a cooperative housing corporation.

b. If the association is considered a master association.

c. If the association is part of a “gated community.”

d. If membership is voluntary as opposed to passing with the title of the property.
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GLOSSARY

12-month rule: A tax position taken by CIRAs in which any asset purchases from reserve funds are deferred for 12
months. After that period has passed, funds from the reserve fund can be used to purchase assets.

60% income test: Toqualify to file Form1120-H, at least 60%of an association’s gross income for the tax yearmust
consist of exempt function income.

90%expenditure test: Toqualify to file Form1120-H, at least 90%of anassociation’s expenses for the tax yearmust
be for thepurposeof carryingononeormoreof theexempt functionsof a condominiumor homeownersassociation.
Timeshare associationsmust spendat least 90%during the taxable year for activities provided toor onbehalf of their
members.

Commercial association: These provide nonresidential facilities and generally are either condominiums or
planned developments (e.g., office parks, professional buildings, shopping centers, and docks). They perform the
same functions for their owners as typical residential CIRAmanagement corporations perform for their owners (e.g.,
management, maintenance, and care of common elements).

Comprehensive income: All changes in equity during a period except those resulting from investments by owners
and distributions to owners.

Condominiummanagementassociations: Theseareorganizedandoperated toacquire,build,manage,andcare
for the property in a condominium project substantially all of whose units are homes for individuals.

Earmarking: Segregating funds for future major repairs and replacements from operating funds.

Exempt function income: Associations determine this type of incomebased on the source test, the nature test, the
purpose test, and the gross income test.

Fund: An accounting entity established to account for resources used for specific activities or objectives in
accordance with special regulations, restrictions, or limitations.

Fund accounting: A type of accounting that segregates the financial statement amounts into groupings based on
the entity’s specific activities.

Gross income: All income from whatever source derived, except as otherwise provided by IRC Section 61.

Homeowners’ associations: According to the IRS, these include residential condominium associations,
homeowners’ associations, and timeshare associations, but exclude cooperative housing corporations.

Homeowners’ association taxable income: An association’s net nonexempt function income.

Lack of private benefit test: To qualify to file Form 1120-H, no member of an association may profit from the
association’s net earnings.

Membership income: Gross income received by a membership organization from its members in consideration
for membership activities. Similar to exempt function income.

Nonmembership income: Defined by exception, this is a membership organization’s gross income exclusive of
membership income.

Other comprehensive bases of accounting (OCBOAs): The cash, tax, and regulatory bases of accounting, as
well as other bases of accounting that use a definite set of logical and reasonable criteria applied to all material items
within the financial statements.

Other comprehensive income: Revenues, expenses, gains, and losses that, under GAAP, are included in
comprehensive income but excluded from the excess of revenues over expenses.
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Qualified settlement fund: According to IRC Section 468B, this is a fund, account, or trust established to resolve
of satisfy one or more contested or uncontested claims that have resulted or may result from an event that has
occurred and that has given rise to at least one claim asserting liability arising out of a tort, breach of contract, or
violation of law.

Qualifying expenditures: When applying the 90% expenditure test, qualifying expenditures are either current
operating expenditures or capital expenditures that are made for the acquisition, construction, management,
maintenance, and care of association property.

Qualifying expenses: When applying the 90% expenditure test, the term qualifying expenses refers to actual
expenditures made. Holding funds in reserve to meet future expenditures does not count.

Residential real estatemanagement associations: These are organized andoperated to acquire, build,manage,
and care for a subdivision, development, or similar area substantially all of whose lots or buildings are homes for
individuals.

Structured settlements: These are a concept sometimes applied to CIRAs in cases of construction defects
litigation. The payout of the construction defects settlement is structured to help reduce the tax burden of the
association while at the same time making it less expensive for the developer to settle the claim.

Substantially residential test: Toqualify to file Form1120-H, substantially all of theassociation’sunitsmustbeheld
for residential purposes.

Timeshare developments: A specific form of CIRA that entitles the owner to the right to use a unit for a specified
period of time each year (usually at weekly intervals) or a fee simple ownership interest in a unit.

Unrelatedbusiness income: Income that comes fromanactivity not related to a tax-exempt organization’s exempt
purpose. Unrelated business income comes from an unrelated trade or business.

Unrelated tradeorbusiness: Any tradeorbusiness, theconductofwhich isnot substantially related to theexercise
or performance of a tax-exempt organization’s exempt purpose.
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¯ Disclosure of taxes paid in cash flow statements 306. . . . . . . . . .
¯ Distinguishing capital contributions
from membership income 336. . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Earnings on investment of
settlement or award proceeds 343. . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Effect of capital assessments on owner’s basis 415. . . . . . . . . . . .
¯ Energy credits and subsidies
¯¯ Energy credits 418. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Environmental cleanup costs 419. . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Filing Form 990-T 409. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Financial reporting and tax differences 346. . . . . . . . . . . . . . . . . . .
¯ Financial statement presentation of 304. . . . . . . . . . . . . . . . . . . . . .
¯ Foreclosures and abandonments 418. . . . . . . . . . . . . . . . . . . . . . .
¯¯ Abandonment or foreclosure by condominium or
homeowners’ association 418. . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Historical perspective 322. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Interest expense 364. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Litigation settlements 340. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Master associations
¯¯ Carryover of excess membership income 412. . . . . . . . . . . . .
¯¯ Filing Form 1120-H 412. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Residential or nonresidential? 411. . . . . . . . . . . . . . . . . . . . . . .

¯ Owner’s basis in residence 415. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Portland Golf Club v. Commissioner 363, 376. . . . . . . . . . . . . . . . .
¯ Prepaid assessments 325. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Preparer penalties 323. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Rebates 415. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Rental pools 415. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Revenue Ruling 70-604 377, 387. . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Tax and financial reporting differences 341. . . . . . . . . . . . . . . . . . .
¯ Taxation as homeowners’
association (IRC Section 528)
¯¯ Advantages and disadvantages 320, 365. . . . . . . . . . . . . . . . .
¯¯ Amending Form 1120 to Form 1120-H 392. . . . . . . . . . . . . . . .

¯¯ Applicability of section 354. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Basic provisions 319. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Charging expenses to nonexempt
function income 360. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯¯ Deductibility of interest expenses 364. . . . . . . . . . . . . . . . . . . .
¯¯ Determining exempt function income 359. . . . . . . . . . . . . . . . .
¯¯ Election to file 354. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Exempt function activities 355. . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Expenditure test (90%) 357. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Filing Form 1120-H 367. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Income test (60%) 357. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Lack of benefit test 358. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Nonexempt function activities 360. . . . . . . . . . . . . . . . . . . . . . .
¯¯ Nonexempt function income 360. . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Portland Golf Club v. Commissioner 363. . . . . . . . . . . . . . . . . .
¯¯ Qualifications for filing 354, 355. . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Revoking the election 368. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Substantially residential status 355. . . . . . . . . . . . . . . . . . . . . . .
¯¯ Tax liability under 367. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Tax-planning opportunities 366. . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Utility pass-throughs 364. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Taxation as regular
corporation (IRC Section 277)
¯¯ Advantages and disadvantages 320, 385. . . . . . . . . . . . . . . . .
¯¯ Allocating expenses 376. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Alternative minimum tax 384. . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Amending Form 1120 to Form 1120-H 392. . . . . . . . . . . . . . . .
¯¯ Applicability 319, 374. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Applying excess membership
income to replacement funds 382. . . . . . . . . . . . . . . . . . . . . . .

¯¯ Applying Revenue Ruling
70-604 to nonresidential associations 382. . . . . . . . . . . . . . . . .

¯¯ Basic provisions 319, 374. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Capital loss 385. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Determining net income or loss 376. . . . . . . . . . . . . . . . . . . . . .
¯¯ Excess membership deductions 383. . . . . . . . . . . . . . . . . . . . .
¯¯ General rules 374. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Membership and nonmembership
deductions 375. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯¯ Membership income 341, 375. . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Net nonmembership income 384. . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Net nonmembership losses 377, 384. . . . . . . . . . . . . . . . . . . .
¯¯ Net operating loss 384. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Nonmembership income 375. . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Operating as a cooperative organization 390. . . . . . . . . . . . . .
¯¯ Preparing Form 1120 391. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Regular tax 384. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Tax liability under 384, 391. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Tax-planning opportunities 387. . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Using Revenue Ruling 70-604 to defer tax 377. . . . . . . . . . . . .

¯ Tax-exempt cooperatives 409. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Tax-exempt homeowners’ associations 397. . . . . . . . . . . . . . . . . . .
¯¯ Applying for recognition of tax-exempt status 409. . . . . . . . . .
¯¯ “Gated” associations 404. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Homeowners’ associations under
Section 501(c)(4) 397. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯¯ Homeowners’ associations under
Section 501(c)(7) 405, 417. . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯¯ Revocation of exempt status 409. . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Surrender of exempt status 409. . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Tax-exempt cooperatives 409. . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯¯ Unrelated business income 409. . . . . . . . . . . . . . . . . . . . . . . . .

¯ Tax filing options 319. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Tax posture 322. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Unincorporated neighborhood associations 419. . . . . . . . . . . . . .

INTEREST
¯ Disclosure in cash flow statement 306. . . . . . . . . . . . . . . . . . . . . . .

INTERFUND TRANSACTIONS
¯ In balance sheet 302. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ In cash flow statements 307. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Permanent transfers between funds 304. . . . . . . . . . . . . . . . . . . . .
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INVESTMENTS
¯ Marketable securities
¯¯ Comprehensive income 305. . . . . . . . . . . . . . . . . . . . . . . . . . . .

M

MASTER ASSOCIATIONS
¯ Taxation of 411. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

MEMBERS’ EQUITY
¯ Statement of changes in members’ equity 304. . . . . . . . . . . . . . . .

P

PORTLAND GOLF CLUB 363, 376. . . . . . . . . . . . . . . . . . . . . . . . . . . .

R

RENTAL POOLS
¯ Types 415. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

REPLACEMENT FUNDS
¯ Expenditures for future major repairs and replacements
¯¯ Disclosure of 310. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

¯ Required supplementary information 310. . . . . . . . . . . . . . . . . . . .

S
STATEMENT OF CASH FLOWS
¯ Basic requirements 306. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
¯ Classifying cash flows
¯¯ Assessments received in advance 307. . . . . . . . . . . . . . . . . . . .
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EXAMINATION FOR CPE CREDIT ANSWER SHEET

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty
Associations—Course 1—Performing Substantive Procedures and Concluding the Audit (HOATG171)

Name:

Firm Name:

Firm Address:

City: State /ZIP:

Firm Phone: Firm Fax No.:

Firm Email:

Signature:

Credit Card Number: Expiration Date:

Birth Month: Licensing State:

ANSWERS:

This answer sheet and the following evaluation can be printed. If filling out a printed version, please indicate your answer for each
question by filling in the appropriate circle as shown: Fill in like this not like this .

You must complete the entire course to be eligible for credit.

a b c d a b c d a b c d a b c d

1.

2.

3.

4.

5.

6.

7.

8.

9.

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

35.

36.

37.

38.

39.

40.

You may complete the exam online for $89 by logging onto our Online Grading Center at cl.thomsonreuters.com/ogs. Alternatively, you
may fax the completed Examination for CPE Credit Answer Sheet and Self-study Course Evaluation to Thomson Reuters (Tax &
Accounting) Inc. at (888) 286-9070 or email it to CPLGrading@thomsonreuters.com. Mailing instructions are included in the Exam
Instructions. Payment information must be included for all print grading. The price for emailed or faxed answer sheets is $89; the price for
answer sheets sent by regular mail is $99.

Expiration Date: September 30, 2018
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Self-study Course Evaluation

Course Title: Companion to PPC’s Guide to Homeowners’ Associations and
Other Common Interest Realty Associations—Course 1—Performing
Substantive Procedures and Concluding the Audit

Course Acronym: HOATG171

Your Name (optional): Date:

Email:

Please indicate your answers by filling in the appropriate circle as shown:
Fill in like this not like this .

Satisfaction Level:

Low (1) . . . to . . . High (10)

1 2 3 4 5 6 7 8 9 10

1. Rate the appropriateness of the materials for your experience level:

2. How would you rate the examination related to the course material?

3. Does the examination consist of clear and unambiguous questions
and statements?

4. Were the stated learning objectives met?

5. Were the course materials accurate and useful?

6. Were the course materials relevant and did they contribute to the
achievement of the learning objectives?

7. Was the time allotted to the learning activity appropriate?

Please enter the number of hours it took to complete this course.

Please provide any constructive criticism you may have about the course materials, such as particularly difficult parts, hard to understand areas, unclear
instructions, appropriateness of subjects, educational value, and ways to make it more fun. Please be as specific as you can.
(Please print legibly):

Additional Comments:

1. What did you find most helpful? 2. What did you find least helpful?

3. What other courses or subject areas would you like for us to offer?

4. Do you work in a Corporate (C), Professional Accounting (PA), Legal (L), or Government (G) setting?

5. How many employees are in your company?

6. May we contact you for survey purposes (Y/N)? If yes, please fill out contact info at the top of the page. Yes/No

For more information on our CPE & Training solutions, visit cl.thomsonreuters.com. Comments may be quoted or paraphrased
for marketing purposes, including first initial, last name, and city/state, if provided. If you prefer we do not publish your name,
write in “no” and initial here __________.
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EXAMINATION FOR CPE CREDIT ANSWER SHEET

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty
Associations—Course 2—Common Interest Realty Associations and Applicable Accounting Principles

and Practices (HOATG172)

Name:

Firm Name:

Firm Address:

City: State /ZIP:

Firm Phone: Firm Fax No.:

Firm Email:

Signature:

Credit Card Number: Expiration Date:

Birth Month: Licensing State:

ANSWERS:

This answer sheet and the following evaluation can be printed. If filling out a printed version, please indicate your answer for each
question by filling in the appropriate circle as shown: Fill in like this not like this .

You must complete the entire course to be eligible for credit.

a b c d a b c d a b c d a b c d

1.

2.

3.

4.

5.

6.

7.

8.

9.

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

35.

36.

37.

38.

39.

40.

You may complete the exam online for $89 by logging onto our Online Grading Center at cl.thomsonreuters.com/ogs. Alternatively, you
may fax the completed Examination for CPE Credit Answer Sheet and Self-study Course Evaluation to Thomson Reuters (Tax &
Accounting) Inc. at (888) 286-9070 or email it to CPLGrading@thomsonreuters.com. Mailing instructions are included in the Exam
Instructions. Payment information must be included for all print grading. The price for emailed or faxed answer sheets is $89; the price for
answer sheets sent by regular mail is $99.

Expiration Date: September 30, 2018
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Self-study Course Evaluation

Course Title: Companion to PPC’s Guide to Homeowners’ Associations and
Other Common Interest Realty Associations—Course 2—Common Interest
Realty Associations and Applicable Accounting Principles and Practices
(HOATG172)

Course Acronym: HOATG172

Your Name (optional): Date:

Email:

Please indicate your answers by filling in the appropriate circle as shown:
Fill in like this not like this .

Satisfaction Level:

Low (1) . . . to . . . High (10)

1 2 3 4 5 6 7 8 9 10

1. Rate the appropriateness of the materials for your experience level:

2. How would you rate the examination related to the course material?

3. Does the examination consist of clear and unambiguous questions
and statements?

4. Were the stated learning objectives met?

5. Were the course materials accurate and useful?

6. Were the course materials relevant and did they contribute to the
achievement of the learning objectives?

7. Was the time allotted to the learning activity appropriate?

Please enter the number of hours it took to complete this course.

Please provide any constructive criticism you may have about the course materials, such as particularly difficult parts, hard to understand areas, unclear
instructions, appropriateness of subjects, educational value, and ways to make it more fun. Please be as specific as you can.
(Please print legibly):

Additional Comments:

1. What did you find most helpful? 2. What did you find least helpful?

3. What other courses or subject areas would you like for us to offer?

4. Do you work in a Corporate (C), Professional Accounting (PA), Legal (L), or Government (G) setting?

5. How many employees are in your company?

6. May we contact you for survey purposes (Y/N)? If yes, please fill out contact info at the top of the page. Yes/No

For more information on our CPE & Training solutions, visit cl.thomsonreuters.com. Comments may be quoted or paraphrased
for marketing purposes, including first initial, last name, and city/state, if provided. If you prefer we do not publish your name,
write in “no” and initial here __________.
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EXAMINATION FOR CPE CREDIT ANSWER SHEET

Companion to PPC’s Guide to Homeowners’ Associations and Other Common Interest Realty
Associations—Course 3—Financial Statement Presentation and Income Taxes (HOATG173)

CTEC Course No. 3039-CE-2148

Name:

Firm Name:

Firm Address:

City: State /ZIP:

Firm Phone: Firm Fax No.:

Firm Email:

CTEC No.: PTIN:

Signature:

Credit Card Number: Expiration Date:

Birth Month: Licensing State:

ANSWERS:

This answer sheet and the following evaluation can be printed. If filling out a printed version, please indicate your answer for each
question by filling in the appropriate circle as shown: Fill in like this not like this .

You must complete the entire course to be eligible for credit.

a b c d a b c d a b c d a b c d

1.

2.

3.

4.

5.

6.

7.

8.

9.

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

35.

36.

37.

38.

39.

40.

You may complete the exam online for $89 by logging onto our Online Grading Center at cl.thomsonreuters.com/ogs. Alternatively, you
may fax the completed Examination for CPE Credit Answer Sheet and Self-study Course Evaluation to Thomson Reuters (Tax &
Accounting) Inc. at (888) 286-9070 or email it to CPLGrading@thomsonreuters.com. Mailing instructions are included in the Exam
Instructions. Payment information must be included for all print grading. The price for emailed or faxed answer sheets is $89; the price for
answer sheets sent by regular mail is $99.

Expiration Date: September 30, 2018
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Self-study Course Evaluation

Course Title: Companion to PPC’s Guide to Homeowners’ Associations and
Other Common Interest Realty Associations—Course 3—Financial Statement
Presentation and Income Taxes

Course Acronym: HOATG173

Your Name (optional): Date:

CTEC Number: 3039-CE-2148 Email:

IRS Program Number(s): 0YC0C-T-00887-17-S CE Provider: Checkpoint Learning

Please indicate your answers by filling in the appropriate circle as shown:
Fill in like this not like this .

Satisfaction Level:

Low (1) . . . to . . . High (10)

1 2 3 4 5 6 7 8 9 10

1. Rate the appropriateness of the materials for your experience level:

2. How would you rate the examination related to the course material?

3. Does the examination consist of clear and unambiguous questions
and statements?

4. Were the stated learning objectives met?

5. Were the course materials accurate and useful?

6. Were the course materials relevant and did they contribute to the
achievement of the learning objectives?

7. Was the time allotted to the learning activity appropriate?

Please enter the number of hours it took to complete this course.

Please provide any constructive criticism you may have about the course materials, such as particularly difficult parts, hard to understand areas, unclear
instructions, appropriateness of subjects, educational value, and ways to make it more fun. Please be as specific as you can.
(Please print legibly):

Additional Comments:

1. What did you find most helpful? 2. What did you find least helpful?

3. What other courses or subject areas would you like for us to offer?

4. Do you work in a Corporate (C), Professional Accounting (PA), Legal (L), or Government (G) setting?

5. How many employees are in your company?

6. May we contact you for survey purposes (Y/N)? If yes, please fill out contact info at the top of the page. Yes/No

For more information on our CPE & Training solutions, visit cl.thomsonreuters.com. Comments may be quoted or paraphrased
for marketing purposes, including first initial, last name, and city/state, if provided. If you prefer we do not publish your name,
write in “no” and initial here __________.
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