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FOREWORD

In response to Senate Concurrent Resolution No. 100, S.D. 1, H.D. 1,
adopted during the 1988 legislative session, the Legislative Reference Bureau,
with the assistance of the Department of Commerce and Consumer Affairs'
Condominium Specialist, has conducted a study of preblems relating to
condominium governance. This study focuses on the issues of informed
boards and owners, access to information and decision-making concerning
condominium management and operations, and financial issues relating to
condominium management and operations.

The Bureau extends it sincere appreciation to the many individuals
whose cooperation in providing information, assistance, and guidance in the
preparation of this study was invaluable. Special acknowledgement is made to
Mr., John Morris, the condominium specialist, who participated in this study.

SAMUEL B. K. CHANG

Director

March 1988
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Chapter 1

INTRODUCTION

Objective of the Study

In recent years, the number of bills relating to condominiums introduced
at each session of the legisiature have increased steadily. During the 1988
regular session of the legisiature over 109 bills relating to condominiums were
introduced.! Concern that the volume of these bills suggested the existence
of a multitude of problems relating to condominiums and the manner in which
they are governed prompted Senate Concurrent Resolution No. 100, $.D. 1,
H.D. 1 (see Appendix A) which was adopted by both the Senate and the
House of Representatives. The resolution requested the lLegislative Reference
Bureau (Bureau) to conduct an interim study of various problems concerning
the governance of condominiums and, if appropriate, fto propose feasible
means and methods of dealing more effectively with such issues than is being

done at present,

In particular, S.C.R. No. 100, $.D. 1, H.D. 1, requested the Bureau

to address the following issues:

(1) Are there reasonable controls on the use and treatment of

condominium association funds?

(2) Are current fiscal audits of association funds adequate?

{(3) Do owners receive adequate information regarding use of

their maintenance fees?

(4) Is the process for selection of association boards of

directors fair and reasonable?
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{(5) Are there adequate checks and restraints to prevent the
abuse of power by board members, managing agents, or

managers?

(6) Are there adequate avenues of information to boards and

owners concerning condominium laws and regulations?

{7) Wwhat is the extent of grievance problems experienced by
condominiums with reference to items one through five

above?

Additionally, the Bureau was to consider other comments and concerns
provided by interested parties. The Resolution also directed the condominium
specialist to be employed by the Department of Commerce and Consumer
Affairs pursuant to Senate Bill No. 2501, S.D. 2, H.D. 2 (see Appendix B)
to be a full participant in the study and requested the Real Estate Commission
to cooperate fully with the Bureau in making records and other pertinent

information available.

Methodology of the Study

Mr. John Morris was selected as the condominium specialist by Robert
Alm, Director of the Department of Commerce and Consumer Affairs, and
began work on July 1, 1988. Bureau staff had several initial meetings with
Mr. Morris to formuiate an approach to the study and to determine various
tasks to be accomplished.? |t was agreed that the Bureau would undertake
the majority of the report drafting, with the condominium specialist providing
general input and drafting several subsections of the report detailing specific
examples of problems or concerns relative to the issues to be addressed.
These subsections are identified and authorship is acknowledged where

appropriate.
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Bureau staff and the condominium specialist shared data gathering
activities. In addition to the many contacts made by the condominium
specialist,?® information was obtained primarily through meetings and
interviews with individuals representing from the following categories or
associations: managing agents, general managers, association board members,
certified public accountants, insurance agents, the Hawaii Independent
Condominium and Cooperative Owners, the Hawaii Council of Association of
Apartment QOwners, and the American Arbitration Association. Bureau staff
and the condominium specialist also attended a number of Condominium
Property Regime Biue Ribbon Advisory Panel meetings as observers.® In
addition, information was obtained from the American Institute of Certified
Public Accountants and the Community Associations Institute. Also, Bureau
staff reviewed chapter 514A of the Hawaii Revised Statutes, condominium laws
and rules in a number of other states, and prior studies of condominium

related problems and issues in Hawaii.

Scope of the Report

S.C.R. No. 100, 5.D. 1, H.D. 1, provided for a limited data gathering
period.® Bureau staff and the condominium specialist agree that the range of
data produced is insufficient to allow conclusions as to some of the issues
posed, Primarily, those issues are whether the process for selection of
association boards of directors is fair and reasonable and what the extent is
of grievance problems experienced by condominiums with respect to the other
issues specified in the resolution. Because it is inherently dangerous to base
conclusions on too narrow a range or sample of data, these issues are not
addressed in this study. It may be noted, however, that the condominium
specialist has expressed concern that, in some instances at least, voting and
election procedures appear to create a perception of unfairness regardiess of
whether the unfairness actually exists. It is the Bureau's understanding that
the condominium specialist will continue to monitor these as well as other
issues and, if appropriate, may address them in a later report to the

Legisiature.
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The Bureau has attempted to explore the remaining issues as fully as
possible given the time constraints of the study. Nevertheless, some of these
are complex and multi-faceted issues that, under ideal circumstances, would
require additional time and study. Further, many of the concerns raised
herein resist easy or simple solutions, as is evident from the fact that many
of the same issues have been studied and discussed for a number of years
with little or no resolution.® Accordingly, the reader is cautioned that the
discussions and recommendations that follow are not, nor do they claim to be,

thoroughly comprehensive.

Organization of the Report

This report consists of the following:

Chapter 1 presents introductory material.

Chapter 2 discusses the issues of informed boards and owners and
access to information and decision-making concerning condominium management

and operations.

Chapter 3 discusses financial issues relating to condominium management

and operations, including audits and other financial controls.

Chapter 4 contains findings and recommendations and is followed by

footnotes and various appendices.



Chapter 2

LACK OF INFORMATION

INTRODUCTION

This chapter deals with three interrelated issues which Senate
Concurrent Resolution No. 100, $.D. 1, H.D. 1, specifically requested the

Bureau to address. These are:

(1) Whether there are "adequate avenues of information to
boards and owners concerning condominium laws and

regulations?”

(2) Whether "owners receive adequate information regarding

use of their maintenance fees?”" and

(3) Wwhether there are “adequate checks and restraints to
prevent the abuse of power by board members, managing

agents, or managers?”

Access to information is the common theme that wunites these three
issues. The first two concern whether board members and owners have
adequate access to information about laws and rules governing condominiums
generally and about decisions affecting the management of their specific
condominiums. The issue of informed boards and owners may be one of the
most important of those reviewed by the Bureau during the course of this
study because it permeates a number of other issues. The presence or
absence of knowledge and information necessarily wili affect all actions,

decisions, and perspectives of boards and owners.

Moreover, access to information concerning the management of the

condominium, including decisions made and actions taken by the board of
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directors, is the primary means by which owners can monitor and, when
necessary, restrain the power of the board and general manager or managing
agent. The principle of open government has long been considered the most
viable and reasonable method of protecting the public's interest and guarding
against abuse of power.! indeed, the proliferation of "freedom of
information” and "sunshine” laws during the 1970's attests to the significance
with which Congress and state legislatures view the public's right to know.
Condominium associations often have been compared to municipalities or other
mini-selfgoverning bodies.? The condominium association has powers and
responsibilities similar to those of local governments: it collects assessments
to pay for the expenses of operating the condominium and enforces the
association's rules and regulations. The association manages the condominium
through its elected board of directors, which essentially is the decision-
making body for the association, administering the affairs of the association,
setting policy, and assuring proper property maintenance. Given the
analogy, it would seem undeniable that the decision-making process of an
association's board of directors should be open to scrutiny and participation
by association members as a means of deterring abuse of authority by boards

and others involved in the management of condominiums.

AVENUES OF INFORMATION REGARDING LAWS AND RULES GOVERNING
CONDOMINIUMS

To determine whether avenues of information concerning condominium
laws and rules are adeguate, the Bureau sought evidence of the extent to
which board members and owners are aware, or unaware, of governing laws
and rules affecting condominiums and condominum associations. For this
evidence, the Bureau relied heavily upon the Department of Commerce and
Consumer Affairs's condominium specialist who was directed by S$.C.R No.
100, S.D. 1, H.D. 1 to be a full participant in this study.?® Accordingly,
the following information is provided by Mr. John Morris, the recently
appointed condominium specialist. The reader is cautioned that the statistics
and conclusions contained herein regarding whether adequate information is

available are only ftentative at this peint in time since Mr, Morris, who has
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been on the job only since July 1, 1988, has been in contact with but a few
of the thousands of condominium owners in the State and has had the

opportunity to investigate fully even fewer of the complaints he has received.

Comments of the Department of Commerce and Consumer Affairs

Condominium Specialist®

With the foregoing caveat in mind, the condominium specialist makes the
following preliminary, general conclusions: owners and board members are
more familiar with their own condominium documents (declaration, bylaws, and
house rules) than they are with chapter 514A, Hawaii Revised Statutes; and
board members generally are more knowledgeabie about the law and their
condominium documents than are other owners. Assuming that owners with
whom the condominium specialist has spoken are typical of most condominium
owners, the condominium specialist provides the following observations and

statistics:

(1) Most owners are not aware of the particulars of the
condominium property regime law, codified in chapter
514A of the Hawaii Revised Statutes, although many seem
to assume some law relating te condominiums must exist.
Approximately 75 per cent or more of owners who
contacted the condominium specialist have never heard of
chapter 514A. Also, a smaller but still significant
percentage of board members, perhaps 10 to 20 per cent,

have never heard of chapter 514A.

{2} Of those persons who are aware the condominium property
regime law exists, few know where or how to find it or
know that the Real Estate Commission publishes annually
an unofficial version that refiects recent amendments to
the law. Moreover, even when informed that an
inexpensive, unofficial copy of chapter 314A is available

for $1.25, few owners, perhaps 10 to 20 per cent,
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expressed any interest in obtaining a copy. A slightly
higher percentage of board members, 30 to 40 per cent,

expressed interest in purchasing a copy.

{3} Almost all owners and board members are aware of the
existence of their own condominium's deciaration, bylaws,

and house rules. Fewer, however, are knowledgeable of

the contents, ramifications, or priorities of those
documents. Typically, owners appear to consult their
documents only if a problem arises. Board members

generally are more familiar with these documents because

of their involvement in project operations.

{(4) Neither owners nor board members seem fully aware of
the  hierarchical relationship between the separate
condominium documents, Many do not understand that
there must be some basis in the declaration for the
bylaws and some basis in the bylaws for the house rules.
Similarly, some owners and board members do not
understand that their documents may not conflict with
chapter 314A or that their bylaws or house rules may not

contradict their declaration.

Generally, most of the basic information owners and board members need
regarding the operation of their condominium appears in their condominium
documents and part V of chapter 514A, dealing with condominium
management.® Nevertheless, based on the number and type of inquiries
received by the condominium specialist, it appears board members and owners
fack sufficient information in the following areas: fiduciary duty; duty to
act; delegation of power; relationships between officers and board members;

due process and parliamentary procedure.

Neither chapter 574A nor most condominium documents adequately explain

that board members owe a fiduciary duty to condominium owners to act with
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the highest degree of good faith and to place the interest of other owners
above their own personal interest.® Complaints were received that board
members do not comply with the bylaws or house rules, apparently in the
belief that they are entitled to special consideration. Complaints ranged from
board members keeping animals contrary fo the bylaws, to appropriating extra
storage space, to making unauthorized improvements to their units.
Questions regarding conflicts of interest by board members are common;
however, owners frequently are confused about what constitutes a conflict of

interest.

In a related area, owners contacting the condominium specialist
frequently complain that their board has failed to take action in response to a
problem or has taken an inordinate amount of time to consider and respond to
a simple request. In some instances, owners unreasonably have expected
instantaneous results, without considering that the board may need time to
reach a decision. On the other hand, it appears some boards hope that their
lack of or delay in response to controversial or difficult issues will discourage
owners from pursuing the matter. For example, several owners complained
that questions raised by them at board meetings remained unanswered by the
board for months. One owner claimed to have spent a vyear waiting for the
board to consider and approve a request to install a screen door to her unit.
Another owner claims the board has taken months to address a problem of
unauthorized parking. These types of complaints suggest that owners and
boards are unaware of the board's responsibility to take action under certain

circumstances to respond to owners or to enforce byiaws or house rules.

Contributing to the problem is a lack of understanding of the concept of
delegation of powers. Some boards may not understand that when
condominium documents transfer the ability to act from individual owners to a
representative  board, the responsibility fo act also is transferred.
Conversely, owners frequently seem unaware that they relinquish individual

control when they move into a condominium.
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Owners and board members also misunderstand the delegation of power to
the managing agent.” For example, some owners are perturbed that their
treasurer does not have complete details of association finances at his or her
fingertips but, instead, relies heavily on a managing agent. Several owners
and board members have questioned whether a secretary may delegate
responsibility for physically recording and typing the board minutes to the
managing agent. Others have questioned whether such delegation relieves the
secretary of the board from responsibility for the accuracy of the minutes.
One association secretary reportedly was advised that her position was merely

"honorary,” with no real responsibility.

Frequently, owners and board members are confused about the relative
powers and duties of board directors and officers. Some owners and board
directors complain that the president has too much control over operational
decisions. Some board members assume that because the board as a group
directs the president, each board member can control the president.
Accordingly, some members complain when the president ignores their
individual wishes. Other board members, usually "dissidents,"” claim that a
presidential clique has excluded them from meetings or committees or not even

notified them of meetings.

Many owners and board members also seem to lack information about
parliamentary procedure. Parliamentary procedure manuals are often complex
and Jlengthy because they attempt to address every conceivable situation.
Their length and complexity discourage reading by the average owner.
Moreover, they often lack a concise explanation of situations that most
frequently arise at a typcial condominium association or board meeting. In

fact, the manuals do not always seem appropriate for condominium disputes.?®

Finally, it should be noted that many owners have unreasonable
expectations in assuming they are entitled to the same peace and quiet and
sovereignty over their surroundings as if they were living in a detached,

singie-family home.

10
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Conclusion

Based upon the information provided by the condominium specialist, it
appears a number of board members and owners are uninformed of or are
unfamiliar with condominium laws and regulations. Moreover, even among
those aware of existing laws and regulations governing condominiums, many
apparently do not fully apprehend the ramifications of the various rights,

duties, and responsibilities of condominum owners and board members.

ACCESS TO INFORMATION RELATING TO CONDOMINIUM MANAGEMENT

Various sections of chapter 514A require that certain documents be made

available to owners upon reguest. These documents inciude:

(1) An accurate and current list of all apartment owners to
be made available as provided in the declaration, bylaws,
and house rules or for the purpose of soliciting votes or
proxies or providing information to other owners with

respect to association matters;?®

(2} Minutes of meetings of the board of directors and
association of apartment owners and the association's

financial statements;?!®

(3} An accurate copy of the declaration, bylaws, house rules
if any, master lease if any, sample original conveyance
document, and all public reports and amendments

thereto; t?

{4} Detailed, accurate records of all receipts and
expenditures affecting common elements, which specify
and itemize the maintenance and repair expenses of

common elements and any other expenses incurred, and

11
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monthly statements indicating the total current delinquent
delliar amount of any unpaid assessments for common

expenses; i?

(5) A written summary, in layman’s terms, of the association’s
insurance policy which includes the type of policy, a
description of the coverage and the limits thereof, amount

of annual premium, and renewal dates.*?

in addition to these provisions, section 514A-83.17 mandates that all meetings
of the board of directors, other than exscutive sessions, be open to all
members of the association and allows members present to participate in the

discussions unless a majority of the quorum of the board votes otherwise.

Given these provisions, it weould seem unquestionable that chapter 514A
intends a certain amount of scrutiny into, and participation by association
members in, the management process. Despite this intention, it appears that
the lack of access to information concerning condominium operations has led
to, or at least played a part in, a number of problems being reported to the
condominium specialist. Again, the condominium specialist has provided
evidence of reported problems in this area, with the same caveat as noted

earlier.

Observations by the Department of Commerce and Consumer Affairs's

Condominium Specialist®*

Many owners believe they should be entitled to a list of owners but most
are unaware of their specific statutory right to such a list. Although a few
instances have been reported where an owner has been denied an owners list,
the availability of this document has produced relatively little controversy.

The few instances reported include the following:

12
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(1) One managing agent initially denied an owners list to an
owner on the basis the information was considered
private. When advised of the law, the managing agent

readily complied.

{2 An owner in a self-managed project on Maui also
reportedly was denied a list, but this has not yet been

verified.

(3) One managing agent reportedly denied a list to a board
member trying to recruit potential board members. The
managing agent incorrectly informed the board member
that the list was available only for the purpcse of

soliciting proxies.

The availability of board meeting minutes and financial statements also
has not generated a great deal of controversy. Some owners have complained
that the board or managing agent delayed in making the minutes available,

but most owners eventually were able to review the minutes.

More frequent complaints concern the information contained, or not
contained, in the minutes. Although in some cases the minutes provide a
comprehensive summary of the meeting, in other cases the minutes provide
only a brief, skeletal digest of the meeting. At least two reasons may exist
for the contrast in drafting style. First, Roberts Rules of Order*® and other

'

parliamentary handbooks require that minutes contain what is "done,” not
what is "said.” Frequently, condominium board meetings lack structure and
formality, with much being said, but little being done. As a result, minutes
drafted according to Roberts can be very uninformative and may fail to give a
complete, verbal picture of condominium operations and current issues facing
the board. Several complainants have suggested that Roberts' drafting style
has been used as a basis for "sanitizing” the minutes by removing discussion
of condominium problems and criticisms of the board. Second, evidently some

attorneys have advised boards to protect themselves against possible damaging

13
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statements or admissions that could end up being used against them in
subsequent litigation by preparing "bare bones” minutes that omit any
summary of discussions. A marked contrast exists between minutes of board

meetings taken before and after such advice.

Another criticism reported concerning content of the minutes relates to
omissions in the minutes of the fact that an owner attended a board meeting
to raise a specific problem, complaint, or criticism. These omissions usually
are based on the rationale that the problem or compiaint was not resolved
formally by way of a motion. Nevertheless, such omissions from board
minutes frustrate owners and make them suspect ulterior motives on the part
of board and managers. Moreover, one owner pointed out the importance of
minutes as an information source for nonresident-owners. He suggested that,
given the large numbers of such owners in the State, more comprehensive

minutes should be required.

Several complaints also have been made that votes of board members are
not being recorded in the board’'s minutes as required by section 514A-83.4.

These complaints have not yet been verified.

A related issue with respect to the adequacy of the contents of the
minutes concerns when a resident manager prepares a separate report in
preparation for a board meeting. Such a report likely would contain relevant
information about condominium operations and, if presented at the meeting,
would seem to be incorporated by reference into the minutes. In at least one
instance, however, an owner at a particular condominium was denied access to
the manager's report, although the owner was given a newsletter, financial

statement, and copies of the minutes free of charge.

There appears to be little complaint concerning the availability of
association financial statements. As discussed below, however, supporting
documentation for the financial statements is not always as readily available.
Indeed, this appears to be the most controversial issue relating to availability

of information., By its terms, the statute would appear to give broad access

14
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to this information.!® Nevertheless, owners have reported delays, ranging
from days to months, in receiving this information and, in some cases,
complete denial of this information. For example, a group of owners at a
self-managed project on Maui reportedly are required to make appointments to
review financial records and sometimes must wait for two or three days to see
even current information. Also, an owner at a condominium on Oahu reports
that after seven months she has still received no response to her request for
records relating to delinquencies dating from 4-1/2 vears ago. Apparently,
the owner has received numerous promises and even obiained board approval
for her request. Admittedly, the delay may result in part from the records
being in storage and difficuit to retrieve. Nevertheless, delays in providing
financial information seem to cause as much frustration for owners as does

cutright denial of information.

A number of boards tend to treat inquiries and requests for information
as if intended solely for the personal benefit of the requesting party and not
in the general interest of all owners. They either are unaware or forget that
chapter 314A is essentially self-enforcing, with the owners themselves having
primary responsibility for ensuring their board complies with their governing
documents and with state law. Therefore, many boards generally give
information requests a low priority. This attitude, while common, seems

contrary to the underlying intent of chapter S14A.

The 6ifﬂcufty of obtaining supporting financiai documents alsc has arisen
with respect to information concerning delinquencies. Section 514A-85
indicates owners are entitied to examine "monthly statements indicating the
total current delingquent dollar amount of any unpaid assessments for common

17

expenses, The first difficuity is with differing interpretations of exactly
what is meant by the statute. Does it mean only the total doliar amount of ali
delinquencies, or does it mean the current total dollar amount that any one
unit has been assessed for delinquencies? The second difficuity lies in
whether owners can obtain supporting documentation on delinquencies,
specifically, names and addresses of delinquent owners. For example, some

boards will provide owners with only a list of the number of units delinquent,

15
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taking the position that to reveal more would invade the privacy of the
delinquent owners and subject the board to liability if delingquency records
are incorrect. Qther boards have no objection to releasing the names and

addresses of delinquent owners.

Except in a few instances of small self-managed condominiums, owners
have reported little difficulty in obtaining project documents (e.g.,
declarations, bylaws, house rules}). Some owners, however, have complained
about the cost of obtaining copies of the documents. The condominium
specialist has received no complaints concerning the rights of owners to
receive a layperson's summary of their insurance policy. Either owners are
not aware of their right to such a summary or the summary is being

provided.

Open board meetings should allow owners to obtain a great deal of
information about the operations of their condominium, vyet there still are a
number of problems that arise. One of these concern owners' expectations
about their right to participate at meetings. Owners who attend board
meetings usually go for a specific purpose, wanting, and expecting, to
participate in board discussions. Unfortunately, some owners fail to realize
that the primary purpose of board meetings is to allow the board to complete
its program agenda. Questions, comments, and challenges to the board can
cause considerable disruption and delays, vyet owners resent attempts to
curtail their privilege of addressing the board. Recent changes in the law
allow owners to address the board unless a majority of a quorum of the board
votes otherwise.’® It should be noted that this change does not necessarily

guarantee the owners right to address the board.

Furthermore, some boards attempt to structure or cenfine an owner's
participation. For example, one board voted at the beginning of its meeting
not to permit owner participation during the meeting, but allowed a 30-minute
question and answer session prior to the beginning of the meeting. In actual
practice, however, the board also allowed questions from the floor. Another

board routinely requests that written questions be submitted prior to the

16
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meeting to help focus owners questions and allow the board to prepare an
adequate response. On the other hand, another board has a liberal question
and comment policy during its meetings, which sometimes results in overly

long meetings.

Another probiem with board meetings relates to the meeting location. A
common owner complaint regarding location is the lack of space and extra
seating for owners who attend. Since many condominium projects fack an
adequate meeting area, this problem cannot easily be solved legisiatively.
Often the most convenient but also most cramped meeting room is at the
project itself. On the other hand, arranging for larger meeting space off-site

has raised complaints that boards are trying to discourage owner attendance.

Lack of notice of board meetings is another problem area. Owners have
a right to attend board meetings but no statutory right to notice of the

**  There have been complaints of late, inadequate, or nonexistent

meeting.
notice. Even some board members have complained of lack of notice. For
example, one board member alleges he was not notified of a board meeting to
consider applicants for the position of resident manager. He claims that an
unofficial personnel committee was set up without full board authorization and
without any record in the board minutes. The same board member also claims
to have been excluded from an executive session. Apparently the board
member left a meeting temporarily to protest the way it was being conducted
only to be locked out when he returned. Similarly, a board member of
another association has alleged that he was not notified of board meetings
whenever the board president determined that a quorum of directors favorable
to the president would attend the meeting. As a result, the board member
claimed that board communications were issued or policies adopted without his
knowledge and without giving him the chance to state his opposition on the
record. Somewhat related, one owner claimed that all or part of his board
would meet prior to its official meeting to discuss and adopt policy. The
official meetings that followed were mere formalities wherein the board rubber

stamped the decisions made earlier.

17
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Several owners also have complained that executive sessions of the board
have been used as a way to avoid the general statutory requirement of open
meetings. By law, executive sessions are limited to personnel matters and

prospective or ongoing litigation.?®

Beoards also must announce the purpose
of executive sessions, presumably in sufficient detail for the owners to
determine the purpose is valid.?! it is not clear that boards, whether
intentionally or unintentionally, always fully comply with the law. Additional

guidelines or rules may be necessary.

Telephone board meetings present another potential problem. Although
chapter 314A does not forbid such meetings, they appear to evade the

statutory requirement that owners be allowed to attend board meetings.??

Finally, a problem particularly for resort condominium owners may be
board meetings that are held infrequently (i.e., quarterly or semi-annually)
or held out of state. In projects where none of the directors are permanent
residents, some boards have agreed to meet at a convenient mainfand location.
Chapter 514A only addresses the location of annual meetings®® and does not
expressly forbid out-of-state board meetings. Resident owners wishing to
attend these meetings might be forced to incur considerable expense in order

to exercise their statutory right.

Conclusion

The language of chapter 514A clearly intends that owners have access to
information and documents, including financial records, relating to the
management of the condominium. For the most part then, it would appear the
problems in this area are not with the statute itself but with the fact that
some boards and/or managing agents apparently fail to comply, either
unintentionally or intentionally, with the statute or with provisions of their

governing documents.
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EDUCATION

The observations of the condominium specialist suggest that a number of
boards and some managing agents inadvertently fall to comply because they
are unacquainted with laws and regulations governing condominiums.
Likewise, many owners are unfamiliar with these laws and regulations and
thus cannot perform their oversight function to ensure boards or managers do
not exceed their authority. It also is apparent that some of the problems
encountered by condominium occupants arise as a result of confusion and
misunderstanding about the rights, duties, and responsibilities of the various
parties involved. This is not surprising given that condominiums invelve a
unique form of property ownership vastly different from owning single-family
property; the mechanisms by which condominiums are created involve
sophisticated legal documents, and the means by which the associations are
governed are complex and often confusing. Given the lack of information and
the confusion concerning condominiums, there would seem to be a compelling
need to acquaint board members, owners, and managers with their respective
rights, obligations, and responsibifities and to familiarize themselves with

Hawaii's condominium property regime law.?*

Other jurisdictions or organizations, realizing this need for education,
have developed various informational materials for condominium owners and
board members (see Appendix D). One of the more extensive educational
programs undertaken by a state has been developed in Florida which has over
100,000 condominium units within the state. The Bureau of Condominiums,
within the Division of Florida Land Sales, Condominiums and Mobile Homes, is
responsible for the regulation of all condominiums and cocoperatives in the
State.?® The Bureau of Condominiums has a staff of 41 and is organized into

three sections, one of which is the Education Section,?®

The primary goal of the Education Section is to help the condominium
and cooperative community understand its legal obligations.*” The Section
has prepared a Condominium Association Manual as a basic tool for those

involved with condominiums. The manual is a compendium of the duties,
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responsibilities, and rights of unit owners and associations. it also
summarizes declaratory statements and formal legal opinions issued by the
Division. The manual and periodic updates are sent to every condominium

association free of charge and are available to the public for a nominal fee. ?2?®

The Education Section also prepares and distributes free of charge
brochures on: unit owner rights and responsibilities, condominium living, an
information guide of factors to consider when purchasing a condominium unit,
insurance for the condominium unit, and other areas of interest (see
Appendices E-H). The staff also conducts regional one-day seminars on
various topics, such as election and voting procedures, budgeting and
reserves, and recent amendments to the law, and respond to numerous
written and telephone inquiries.?® In addition, the Bureau of Condominiums
has sponsored statewide conferences consisting of informational presentations
and panel discussions concerning directors’ responsibilifies, insurance,
association management, financial management, and federal and state income

tax issues.?®

Obviously, a similar undertaking in Hawaii would require more staff and
funding than currently allocated to the regulation of condominiums.
Nevertheless, the Legislature should consider allocating additional resources
to the Real Estate Commission (or the condominium specialist if the position is
made permanent) for purposes of preparing educational material, in the form
of a handbook, manual, brochures, video, seminar, or other educational tool,
to provide a useful guide to boards and owners concerning their respective
rights, duties, and responsibilities generally and Hawaii's condominium
property regime law specifically. The Commission may find it helpful in this
undertaking to convene an advisory group or task force of representatives
from other agencies and groups involved in the condominium field to assist it
in determining content, format, and the most feasible and effective means of
distributing such information. Such a task force might include, aithough not
necessarily be limited to, representatives of the following: the American
Arbitration  Association, the Community  Association Institute, Hawaii

independent Condominium and Cooperative Owners, the Hawaii Council of
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Associations of Apartment Owners, condominium property managers, the Office

of Consumer Protection, and the Hawaii State Bar Association.

RULEMAKING AUTHORITY

Apparently, another reason why a board or managing agent fails to
comply for why an owner may think a board or agent has failed to comply)
with a particular provision of the statute or of a governing document may
stem from a difference in interpretation, rather than lack of awareness. For
example, the law may grant a right or impose a duty but lack specific
guidance as to how the right should be exercised or the duty performed. As
a result, the provision may be subject to various interpretations by owners,
boards, their attorneys, or managing agents, thus providing a fertile ground
for dispute. For example, section 514A-85 requires that records of all
receipts and expenditures relating to maintenance and repair of the common
elements be made available to owners upon request, but it neither specifies
nor limits the number of past years for which the records must be made
available., As a result, what really is required under this section has been
subject to various interpretations. For exampie, in one instance a managing
agent, on the advice of counsel, permitted an owner to review receipts only

** Moreover, the ambiguity or uncertainty that can

for the current vyear.
result from wvarious interpretations may lend itself, in some instances, to
arbitrariness or overreaching on the part of a board or property manager.
Accordingly, some direction or guidance may be necessary in these instances

to prevent intentional or unintentional abuses.

One option might be adoption of rufes by the Real Estate Commission
setting forth specific direction or guidelines for those statutory sections
wherein interpretation problems arise. This would establish some certainty
and uniformity, thus eliminating any ambiguity or arbitrariness in
interpretation. It is uncertain, however, whether the Real Estate Commission

presently has general rulemaking authority under part V of chapter 514A
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(relating to condominium management), other than perhaps with respect to
sections 514A-84, 514A-85, and 514A-95.3%

Consequently, if the Legislature determines that rulemaking on the part
of the Commission would be useful in providing clarification and guidance, the
Bureau suggests that a new section to part V be enacted that grants
autherity to the Commission to adopt, amend, or repeal whatever rules it
deems necessary to effectuate fully the purpose of part V. It should be clear
that such rulemaking authority includes the authority both to forbid acts or
practices deemed by the commission to be detrimental to the accomplishment of
the purpose of part V and to impose such requirements as will better enable

the Commission to enforce part V and any rules adopted pursuant thereto.

Enforcement

Finally, where there is noncompliance by a board or manager with
provisions of the statute or governing documents, owners should have some
viable means of forcing compliance. Particulariy where the law clearly
provides a right of access to information to owners, an owner should have
some practical, affordable means of enforcing that right. Unfortunately, it
appears that in many instances owners realistically have no viable means to
enforce compliance. Chapter 514A essentially is self-enforcing, meaning an
owner's remedy is to file a legal action to compel compliance. In reality,
however, the courts are inaccessible to many owners: litigation is expensive,
and for some, the high cost constitutes a total bar to the judicial process.?®?
ln other cases, the nature of the dispute iiself is insufficient to justify the
expense. Furthermore, many cases take months, even vyears, to resoive;
under such circumstances, an eventual victory for the owner may be an

empty one.?*®

in 1984, presumably in an attempt to settle internal disputes involving
owners, associations, boards of directors, and managing agents in a quicker
and fess costly manner, the Legislature amended chapter 514A to provide for

arbitration of certain types of disputes at the request of any party.?®

22



LACK ©F [NFORMATION

Judging from the statistics of the American Arbitration Association, however,
many of the disputes involving condominiums apparently are not being
arbitrated. Between 1984 and June 1988, only 45 condominium disputes have
been arbitrated.?®® According to Keith Hunter, District Director of the
American Arbitration Association in Hawaii, many more requests for arbitration
have been filed, but were rejected for arbitration because they fall within one

of the exceptions to arbitration enumerated in section 514A-121(b).3*7

A substantial majority of these excepted disputes involved actions to
collect assessments that are liens or are subject to foreclosure.?® The
problem with this particular exception is that frequently there is an
underlying dispute that is appropriate for arbitration but, unfortunately, the
owner {(apparently often unaware of the consequences of this action) has
withheld maintenance payments because of the underlying dispute. In
response, the association then files a lien against the owner's property,
foreclosing arbitration and forcing the dispute into the courts.®®  This
naivete on the part of owners prevents many from being able to take
advantage of the arbitration process. It has been suggested that a number
of other disputes fail to make their way to arbitration because many parties
(i.e., owners and associations) may be unaware of their option to arbitrate or
because many attorneys, steeped in the advocacy tradition, generally tend to
steer clients toward litigation.*® It seems clear that if arbitration is to
achieve the purpose intended by section 514A-121 of providing a relatively
inexpensive and quick forum for dispute resclution, more members of the
condominium community, particularly owners, need to be apprised of its
existence, the circumstances under which it is available, and its advantages.
This reiterates the need for widespread, comprehensive education of owners

and board members.

In addition to taking steps tc make arbitration a more effective forum,
other measures may be necessary to help ensure compliance with chapter
514A. In recent years, such ideas as mandatory mediation or a condominium
commission or board have been suggested.®' These alternatives are beyond

the scope and time constraints of this study. The Bureau notes, however,
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that the Fiorida Condominium Act, which provides for voluntary arbitration,
also grants the Division of Florida Land Sales, Condominium and Mobile Homes
broad powers to enforce all aspects of the condominium law and rules adopted
pursuant thereto, including those relating fo the operaticn and management of

* These powers include, but are not limited to, the

residential condominiums.*
ability to make rules, conduct comprehensive investigations, issue subpoenas,
institute enforcement proceedings in its own name or on behalf of others,

issue cease and desist orders, and impose civil penaities.?

Compliance with the Florida law is aggressively enforced by the Division
through its Bureau of Condominiums. The Bureau's Enforcement Section is
responsible for the investigation of complaints. The Bureau of Condominiums
attempts to resolve complaints amicably to the satisfaction of all parties and
has found that apparent vicolations often occur simply because the parties are
unaware of the requirements of the law; once parties understand the taw and

“  Moreover, having one agency

its ramifications, many comply wvoluntarily.®
handling exclusively condominium investigations and enforcement of the
condominium act has encouraged consistent application of the law between
examiners, investigators, and educators and has provided those involved in
the condominium community with one source for consistent advice and counsel

concerning residential condominiums,*®

Although the Hawaii Real Estate Commission has jurisdictional
responsibility over condominiums, it is unclear whether it has any real
enforcement authority over most issues relating to condominium operations or
management.*® Moreover, even if it were clear that the Commission has
authority to enforce compiiance with part V of chapter 514A, the Commission
lacks adequate staff and resources to do so. The creation of the position of
condominium speciatist is a small step toward providing at least some resource
for the condominium community in Hawaii; however, the position is only
temporary and also lacks any enforcement power or support staff.*? The
Legistature may want to consider creating an agency similar to Florida's
Bureau of Condominiums (either as part of the Real Estate Commission or as a

separate agency within the Department of Commerce and Consumer Affairs)
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with sufficient powers, staffing, and funding to operate in a like manner. If
the Legisiature decides the creation of a new agency s unwarranted,
however, it, at the least, should consider making the condominium specialist
position permanent, with more cleariy defined duties and powers and with

funding for support staff and equipment.
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Chapter 3

FINANCIAL ISSUES

INTRODUCTION

Senate Concurrent Resolution No. 100, S.D. 1, H.D. 1, specifically

requested the Bureau to address the following financial issues in this study:

{1) Are there reasonable controls on the use and treatment of

condominium association funds??®
{2) Are current fiscal audits of association funds adequate?

{3) Do owners receive adequate information regarding use of

their maintenance fees?

These issues are interrelated and overlapping. For example, audits and
access to financial information are both a means of contrelling or monitoring
the way association funds are handled and spent. Accordingly, this chapter
will discuss financial audits and access to financial information within the

context of reasonable controis on the use and treatment of association funds.

EXISTENCE OF REASONABLE CONTROLS ON ASSOCIATION FUNDS

The question of whether there exist reasonable controls on association
funds appears to encompass two distinct issues: (1) whether there are
adequate safeguards to prevent condominium managers,? association
employees, or board members from misappropriating association funds and (2}
whether association funds are being expended and managed properly.
Adequate financial controls should reduce the risk of loss resulting from

dishonesty, mismanagement, or negligence.
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Several types of financial controls are possible. The degree to which
they are imposed or observed, however, varies among associations. The
financial contrels discussed here concern: annual financial audits, internal

accounting controls, access to financial records, and fidelity bonds.

AUDITS

The resolution specifically requested an inquiry into whether current
fiscal audits of association funds are adequate. This inquiry has two facets:
whether section D514A-96, Hawaii Revised Statutes, concerning audits of
condominium associations’ funds is sufficient and whether the audit process

provides adequate protection.

Section 514A-96

As originally adopted,?® section 514A-96 provided for a vyearly asudit and
no less than one unannounced audit of association funds by a certified public
accountant. Both audits could be waived by a majority vote of all apartment

owhers.

This section was amended in 1986 to change the unannounced audit to an
unannounced verification of the association's cash balance and to delete the
word 'certified” before the phrase "public accountant."* According to
testimony and committee reports, it appears these changes were made to
achieve the original intent of section 514A-96, which was to provide for an
unannounced cash verification and not a second audit, and to allow public
accountants as well as certified public accountants to conduct audits.® As
noted above, the first issue is whether the current version of section 514A-86
provides adequate protection. The law provides that an audit and an
unannounced cash verification must be conducted yearly, unless waived by a
majority of all apartment owners. The possibility exists, then, that under
present law both the audit and the cash verification could be waived by an

association.
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Accordingly, the question becomes to what extent are audits being
performed or waived. A report to the 1988 Regular Session of the Legislature
by the Real Estate Commission concerning fidelity bonds included a discussion
of the audit requirement. The study found that, although a majority of
associations with managing agents undergo an independent audit annually,
many others waive the audit but have an outside accountant conduct an
unannounced cash balance verification.® Furthermore, with regard to self-
managed associations, the study found that most handie their own accounting
in-house and waive the requirement for both the annual audit and the

unannounced cash balance verification by a public accountant.’

Similarly, interviews of board members and property managers by Bureau
staff and the condominium specialist suggest that, although many associations
require an annual audit, there are a considerable number that do not undergo
an annual audit. The explanation commonly cited as to why associations may
choose not to undergo an annual audit is the expense. The cost of an audit
varies depending upon the size of the association, the amount of work
involved in the audit, and the auditor® performing the audit. The cost runs
between an estimated $600 and $2,000 unless performed by one of the "big
eight” accounting firms, in which case it could run considerably higher.
Moreover, audits for larger associations can range between $3,000 to $6,000.°
In contrast, the cash balance verifications usually cost between $100 to $500,
although in the case of one larger association, it was put at $1,000. Some
managers suggested a second reason why associations may waive the audit:
associations that are satisfied with their managing agent's performance may be
more likely to decide an audit is an unnecessary expense. This may be
especially true of smaller associations that have fewer units (e.g., 6 or 10}

over which to spread the audit cost.

Of those property managers interviewed, nearly all indicated they
strongly recommend to their client associations that they have an audit done
annually. A few managing agents associated with larger companies inferred
that agents for smaller companies are less likely to encourage their client

associations to undergo an annual audit in an attempt to save the association
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money.*? Based on the comments of managing agents, the majority evidently
consider the audit as a safeguard mechanism for themselves and their

companies, as well as for the board members and the association.

Furthermore, the agents interviewed reported that a majority of their
client associations follow their advice in having an annual audit. For
example, one property management company, which manages approximately 150
associations, estimated that all but about two associations (both of which are
small: 6 units and 21 units) undergo the audit, while one-half or more also
have the unannounced cash balance verification conducted. Another property
management company, handling over 200 condominium associations, estimated
that about 75 per cent of these clients undergo a financial audit. However,
there was some indication that, out of these, at least a few associations have
the audit only every couple of years as opposed to annually. Also, agents
reported that about 50 per cent of these client associations have a cash
balance verification performed, usually in addition to the audit. Only a few
of these associations undergo the cash balance verification as a substitute for
an audit.!' The president of a smaller management company (handling 16
condominium associations ranging in size from 50 to 375 units) reports he will
not accept a management contract with an association unless the latter
undergoes an annual audit. In negotiations, he strongly advises the
associations that the law requires both the audit and the unannounced cash

balance wverification.

Representatives (e.g., the board president and or the general manager)
of three of the largest self-managed condominium associations on Oahu {with
the number of units ranging from approximately 430 to 670) were interviewed,
and all indicated their associations undergo an audit annually. These
individuals also expressed the opinion, similar to that of managing agents
noted preaviously, that an audit protects the board members and the general
manager as well as the association. The frequency of the unannounced cash
balance verification varied among these associations from every vear to every
several vyears. A ftew interviewees acknowledged that the cash balance

verification does not give that much added protection to the association in
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that it only verifies cash on hand at a particular time. Given its relatively

small cost, however, most interviewees thought it worthwhile.

The condominium specialist received a number of calls that suggest
audits may be conducted infrequently or waived altogether at smalier self-

managed projects. For example, he reports that:

(1) A board member of a 66-unit condominium on Maui stated
that no audit had been made of association funds for the
last 14  vyears. The condominium's accountant or
bookkeeper had, in fact, recommended against the audit
on the basis that it would cost as much as $3,000.

(2) A board member of a 80-unit self-managed condominium on
the Big iIsland called to confirm her accountant’'s advice
that a yearly audit was required by law unless waived by
a majority of owers. Audits had been neither performed

nor waived in the past. ??

(3) A board member of a 13-unit self-managed condominium,
also on the Big lsland, stated that his condominium had
an informal, "unofficial” audit once a year. The board
did receive, however, a monthly financial statement from
the accountant. The board member stated he felt these
"controls” were adequate given the size of | his

condominium.

Furthermore, the condominium specialist has discovered that several small
condominium projects lack any formal organizational structure whatsoever,
much less undergo an annual audit. Given the number of these projects of
which the condominium specialist is aware, it is probable there are many more
similarly situated condominium projects of which he is unaware. Accordingly,

it would seem there are a number of smaller condominiums that are not
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complying with section 3514A-96 as well as with other statutory requirements

relating to the management of condominiums.®?

What an Audit Does

The second issue relative to audits is whether the current audit process
provides adequate safeguards to protect association funds. To answer this
question, it is necessary first to understand what an audit is and what it is
not. Generally stated, a financial audit is an opinion on the fairness of the
presentation of financial statements in accordance with generally accepted
accounting principles (GAAP). Phrased differently, a standard audit opinion
provides reasonable assurance that an entity's financial statements present
fairly, in all material respects, its financial position, results of operations,
and cash flows in conformity with GAAP.'* Contrary to what many believe,
however, an audit opinion is not an endorsement or report on an entity's
policy decisions, its use of resources, or the adequacy of its internal control

structure, *®

An audit should be conducted in accordance with generally accepted
auditing standards (GAAS).'® According to GAAS, an auditor should examine
the internal accounting controls of the entity subject to audit and assess the
risk of material misstatement.'’ An understanding of the entity's internal
control structure should either heighten or mitigate the auditor’s concern
about the risk of material misstatements. Based upon the auditor's overall
judgment about the level of risk of material misstatements, the auditor then
designs the audit plan to obtain reasonable assurance about whether the
financial statements are free of material misstatements.®® The audit includes

examining, on a test basis, data underlying the financial statements.!®

In testing the data, the auditor does not examine 100 per cent of the
information supporting financial statements, nor would it be economical to do
s0.%*? The auditor exercises professional skill and judgment in conjunction
with knowledge of the specific circumstances of the client to determine what,

when, and how much to “test, 7?1
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In considering whether audits provide sufficient safeguards, the limits of
an audit must be understood: normal audit test procedures will not detect aii
irregularities or frauds, especially if concealed through forgery or

collusion, 22

Furthermore, auditors are not trained to detect forgeries. Thus
audits do not, and are not intended to, guarantee the accuracy of financial
statements, They do, however, provide an economical and reasonable level of
assurance that the financial statements are free of material misstatements.??
Also, an association audit covers only financial transactions of the association;
it is not an audit of the managing agent. Accordingly, an association audit
would not necessarily detect the fact that a managing agent is engaging in

unethical behavior (such as receiving kickbacks).

The American Institute of Certified Public Accountants (AICPA]} recently
circulated an exposure draft of a proposed Audit and Accounting Guide, for
use with respect to common interest realty associations which include

condominium associations.®*®

The exposure draft was prepared in response to
increasing requests from practitioners for guidance in auditing and accounting
for condominium associations, homeowners' associations, and cooperative
housing corporations. Major recommendations in the exposure draft that are
particularly relevant to this discussion concern: the auditor's role in
evaluating the adequacy of disclosures of anticipated major repairs and
property replacements of common elements and reporting on the fund for
future major repairs and replacements (i.e., the reserves); the appropriate
method of accounting; and audit procedures specifically applicable to common
interest realty associations. The exposure draft recommends the use of fund
accounting, which commonly is used by not-for-profit organizations, on the
basis that it more clearly presents information about an association’s two
primary activities, (i.e., current operations and long-term maintenance and
repair of the common elements) and more clearly illustrates whether
assessments have been used for other than their designated purposes. [t is
possible these recommendations could change between now and the time the
final draft is completed sometime in 1988.%% However, once the final
guidelines are adopted, they will be the generally accepted accounting

principles which auditors of condominium associations would be responsible for
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following,?*®* and presumably the auditors will make whatever adjustments

necessary to conform to these principles.

Assuming the current recommendations are the ones adopted, at least one
adjustment that may be necessary would entail changing the current method of
accounting used by associations. Presently most, if not all, associations in
Hawaii use the cash method of accounting for funds. The cash basis of
accounting recognizes revenues when received rather than when earned and
recognizes expenses when paid rather than when the obligations are incurred.
Generally accepted accounting principles, however, contemplate the use of the
accrual method of accounting, which provides a more accurate matching of
revenue earned against expense incurred.?’ The accrual method recognizes
revenues when earned and expenses when the obligation is incurred.
Because the accrual method displays an association's financial condition more
accurately, many consider it the better accounting method for most
associations, especially larger ones where considerable sums of money must be
handied and there are several sources of income and many categories of

expense. 2t

Despite the deviation from GAAP of current association accounting
methods, an auditor can still give a clean opinion as to the fair presentation
of an association's financial statements prepared on a cash basis of
accounting, as long as that basis has been applied in a manner consistent
with that of the preceding year.?® However, the auditor must clearly
disclose in the audit opinion that there is a deviation from generally accepted
accounting principles (see Appendices | and J for examples of such audit

opinions}.

Another change in current practice that may be necessitated, again
assuming the current recommendations are adopted, concerns the disclosure of
anticipated major repairs and property replacements of common elements and
the auditor's role in evaluating the adequacy of disclosures and reporting on

o

the fund for future major repairs and replacements.’ One of the primary

responsibilities of an association is to maintain and preserve the common
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property. Good management practices would require an assessment of the
rieed for future major repairs and replacements and planning for funding the
costs entailed. Associations may budget for these anticipated costs over
extended time periods, collecting regular assessments from owners and
depaositing them into a reserve fund or may fund the costs through special
assessments. Inadeguate funding may be construed as a breach of a board's
fiduciary duty, especially if association documents require an assessment of
members for future major repairs and replacements, and also may affect
adversely the ability of owners to sell or refinance their units.?®?

3 and Oregon,**

Interestingly, several states, including California,*? Florida,
require the identification of the estimated remaining life of and repair or
replacement costs of and the establishment of a reserve account to defray the
repair or replacement costs of those common elements which the association is

obligated to maintain.

Requirements in Other Jurisdictions

Bureau staff compared relevant portions of various state statutes with
section 514A-86. Of note is California's law which specifies that an
association’s operating budget shall inciude an estimate of revenues and
expenses on an accrual basis®® and requires that a review®® of associations’
financial statements be prepared in accordance with generally accepted
accounting principles by a California State Board of Accountancy licensee for
any fiscal vyear in which the gross income of the association exceeds
$75,000.%7  Alabama®® and Virginia®?® alse require all association financial
books and records to be kept in accordance with generally accepted
accounting principles. Alaska's law requires that all association boocks and
records be kept in accordance with "good accounting procedures” and be

audited at least once a year by an auditor outside the organization.®?

Likewise, Florida's law requires that an association's accounting records

“1  Another provision requires

be kept according toc good accounting practices.
the Division of Florida Land Sales, Condominium and Mobile Homes of the

Department of Business Regulation to adopt uniform accounting principles,
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policies, and standards to be used by all associations in the preparation and
presentation of all condominium financial statements required by law. These
principles, policies, and standards are to consider the size of the association

“2  The division also may

and the total revenue collected by the association.
adopt rules requiring financial statements to be compiled, reviewed, or
audited, taking into account the above considerations; however such
requirements do neot apply to condominiums consisting of 50 or fewer units or
to an association if a majority of the voting interest present at a duly called

association meeting determines for a fiscal year to waive the requirement.*?

Conclusion

in view of the foregoing discussion, it appears a financial audit of
association funds is an effective and affordable safeguard to the extent that it
provides reasonable assurance that an association’'s financial statements are
fairly presented. Granted, an audit cannot be relied on as a guaranty of a
complete "clean bill of financial health.” Nevertheless, a financial audit
should reveal certain irregularities which will result in a3 material misstatement
in the financial statements. Furthermore, it should be acknowiledged that
having an independent, impartial expert, who is knowledgeable of the entity's
business and financial reporting reqguirements, examine the association's
record and report to the members may be sufficient, in many cases, to deter
any mishandling of funds and to ensure proper accounting procedures, thus
enhancing confidence that the financial statements do not contain material

misstatements . **

As noted previously, however, not all associations undergo an annual
audit. Interview data suggest that those associations with more formalized
management, either through an established management company or self-
managed with an experienced general manager and active board, are more
likely toc engage in an annual audit for the protection not only of the
association but also of the board and the manager or managing agent. Those

associations that do not undergo an audit apparently do not de so for a
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number of reasons including, although are not limited to: cost of the audit,

confidence in the managing agent, or ignorance of the requirement.

One means of ensuring all associations have the benefit of an audit is to
eliminate the option provision from section 514A-96. Conceivably, the
Legistature, either when it adopted or amended section 514A-96, already may
have considered this course of action. It is acknowledged that to require an
audit for all associations could create a financial hardship for some
associations, especially for those with only a few units over which to spread
the cost. Accordingly, another means of ensuring that a greater number of
associations have an annual audit, would be to restrict the option not to have
an audit only for those associations with less than a certain number of
apartment units {e.g., 50 or 25} or, similar to California, with less than a
certain amount of annual gross income. It should be recognized, however,
that such an amendment will not necessarily address the problem of those
associations that fail to undergo an audit due to ignorance of the requirement
(although in actuality many of these may be associations with fewer than 50
units). This problem reinforces the argument that an educational undertaking

is needed with respect to members of the condominium community.

INTERNAL FINANCIAL CONTROLS

As noted earlier, the auditor designs his audit plan based on an
evaluation of internal accounting controls. There are a number of standard
financial controls that are considered to guard against theft, mistake, or
fraud. These include: restricting access to association funds; separating
duties performed by accounting personnel -- for example, the person
approving invoices should not be the one writing checks and the person
recording receipts should not be the one making deposits; invoiving multipie
parties whenever cash is handled; minimizing cash transactions; prohibiting
co-mingling of association funds by a managing agent with those of other

associations;*® minimizing the handling of association funds by depositing
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checks directly to the association’s account via a bank lock-box; and

conducting an annual financial audit or review.*®

it is difficult, if not impossible, to determine and assess the internal
financial controls under which the approximately 1,341 condominium projects*’
in the State operate. There is evidence, however, that at least some, if not
a larger number, of associations and/or management companies do not use

%% Indeed, this appears to be one reason

these internal accounting controls.
why fidelity bonds are difficult to obtain.*® One problem frequently noted
was the failure to maintain separation of duties by accounting personnel,
This problem may be predictable for small self-managed associations or smaller
management companies that have few employees, but at least one person
interviewed contended that the problem also exists within most of the larger

management companies.

Of the other internal controls mentioned above, restricting access to
association funds is the only one (other than audits which is discussed earlier
in this chapter) for which sufficient infermation was obtained to permit a

reasonable discussion.

Access to Association Funds

Conventional wisdom suggests that access to association funds may be
restricted or controlled by requiring two signatures {one of which is that of
an appropriate board officer) on all checks over a certain dollar amount or,
in the alterpnative, keeping the operating account balance at a minimum, with
the majority of funds in a reserve account, and regquiring two signatures on
any transfer of reserve funds.®® It also has been suggested that an
association retain sole control over its reserve funds. To determine what the
prevailing practice, if any, is with respect to access to association funds,
Bureau staff again consulted the Real Estate Commission's 1888 fidelity bond
study, which included a discussion of the issue, and also interviewed a

number of persons involved in the condominium field,
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With regard to access to bank accounts, the 1988 study found the

foilowing:

1. Self-managed associations generally do not require iwo signatures
(e.qg., that of an association officer and the general manager or two officers)

on association checks or fund transfers.®!?

2. Aithough in the case of a given management company the method of
handling funds may vary from one client association to another, the common
practice appeared to be to allow the company (i.e., usually an officer of the
company)} to have sole signature authority over the association's operating
funds, with a second signature by a board officer required in only a minority
of instances. With respect to transactions involving reserve accounts, a
majority of associations required at least one board member's signature, and
only a minority required dual signatures (i.e., an officer of the management

company and a member of the board}.%?

3. The report concluded that only a few associations retain sole
signature authority over their bank accounts (reserve as well as operating

accounts).®?

4. A majority of insurance companies interviewed as part of the fidelity
bond study contended that most associations were not as conscientious about
financial management as they should be and delegated too much responsibility
to their managing agents. They also indicated that self-managed associations

generally had inadeguate financial controls.®*

The following impressions are based on responses received during
interviews conducted by Bureau staff and the condominium specialist.®?®
These impressions are separated into three categories: associations managed
by larger property management companies; large self-managed associations;
and smaller seif-managed associations or associations managed by smalier

management companies.
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The general tendency of the larger condominium management companies
interviewed is to retain sole signature authority over a client association's
operating and reserve accounts.®® In a minority of instances, dual
signatures (i.e., that of a company officer and a board officer) are required
with respect to reserve accounts. A few associations retain sole control over
their reserve accounts, and an even fewer number have sole control over
both accounts.®? For example, one large company {(managing over 100
associations with approximately 18,000 total units) has sole signatory power
over all client associations’ operating and reserve accounts. Another company
{(managing over 150 associations) reported it has sole signatory power over
nearly all of its client associations’ operating accounts and over 80 per cent
of their reserve accounts. Of the remaining 20 per cent, perhaps one-fourth
of the assoctations retain sole control over their accounts, and the rest share
signatory control with the company. Still another large company (managing
over 200 associations) has sole signatory control over both types of accounts
for over 90 per cent of its client associations. Of the remaining 10 per cent,
some associations retain sole signature control, and in the other instances

responsibility usually is shared.

One property manager handling 54 projects reported that he has sole
signatory control over all accounts, except for 5 associations that have
retained control over their reserve account. As part of his management
contract with these associations, he reguires the association to maintain a
fidelity bond that covers board members handling the reserve funds. He
reported considerable difficulty getting board members to accept responsibility
for signing checks, A number of others interviewed echoed this drawback to
having the board retain signatory control over, or even share responsibility
for, their bank accounts. The most interesting comment in this regard came
from an accouniant who audits between 40 and 50 cendominums annuaily. In
the case of approximately 90 per cent of these condominium associations,
managemeni companies have sole signatory control over both reserve and
operating accounts. The accountant reports that yearly he has recommended
to these associations that they require dual signatures be regquired on their

reserve accounts and maintain only a minimum balance in their operating
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accounts as a deterrent to fraud. His advice is consistently ignored, partly
because of “laziness” on the part of board members who do not want to be
responsible for signing checks and partly because managing agents discourage

it because of the administrative difficulties it would create for them.

Representatives of two of the large management companies referred to
earlier contended that, despite the company retaining sole signatory control
over association funds, these funds are protected sufficiently by the
companies internal financial controls, which included requiring three company
officers’ signatures, in one case, and two company officers’ signatures, in the
other, on each and every association check written. lInterestingly, one of the
other large companies interviewed is considering adopting a policy of
requiring dual signatures for all association checks or transfers over a
certain doliar amount. The reasons behind this contemplated change are to:
reduce the amount of funds under the company's direct control; increase
client confidence in the company; and improve the insurability of association

funds %%

Some of the larger self-managed condominiums appear to have in place a
number of internal controls over access to association funds. For example,
generally checks over $1,000 require two signatures, usually an officer of the
board and the general manager, although in some instances signatures of two
board members may suffice. Checks under $1,000 usually may be signed by
the general manager alone; however, the person issuing the check {usually an
employee accountant) is never the same person authorized to sign the check
{the general manager). Also, in at least one project, the treasurer is not
allowed to sign checks because he or she is responsible for reviewing the
general ledger each month. Thus, in this project, checks over $7,000 must
be signed by either the president or the secretary and by the general

manager.
Without a comprehensive survey, it is impossible to state authoritatively

any general approach on the part of smaller management companies and self-

managed condominiums with respect to controls over access fo funds.
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Moreover, basing impressions solely on the limited interviews conducted and
on information obtained to date by the condominium specialist, it would appear
that no one general approach exists. For example, one management company
handling nine associations has sole control of all operating accounts, but
requires dual signatures {an officer of the company and a board member) for
all reserve accounts. Another company managing 10 projects shares control
with the client associations on all accounts--both operating and reserve. In
this case, an officer of the company and either the president, secretary, or
treasurer must sign on behalf of the associstion. A company managing 16
associations has a policy of maintaining a minimum balance to cover monthly
expenses in the operating account and depositing anything above this amount
in the association's reserve account. An officer of the company and a board
officer must sign on any checks or transfers from the reserve account.
Finally, a management company on Kauai, which handles 14 associations in
which almost all owners are nonresidents, indicated that the officers of the
company have sole signatory power on all association accounts (both operating

and reserves).®?®

Conclusion

There is considerable agreement that good internal accounting controls
would require two signatures on all checks, transfers, and redemptions over
a certain dollar amount or, at the least, on all reserve accounts and keeping
the majority of funds in the reserve account, with only the minimum
necessary to cover monthly expenses in the operating account.®’ Some
sources, including the Community Associations Institute, recommend that

Bl At least one

association boards retain sole control over reserve accounts.
state imposes a signatory policy on condominium assocciations: California law
requires two signatures as a prerequisite for the withdrawal of moneys from

an association's reserve accounts.®?
GCther standard financial controis include such things as separating

duties of accounting personnel. [t appears that a number of associations may

not have the benefit of such internal controis. For many small, self-managed
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associations or smalier management companies that may have only one person
capable of handling accounting matters, these controls may be difficult to
initiate, Indeed, even larger management companies may lack sufficient

internal controls.®?

This is a difficult area in which to legisiate solutions. Mandating
financial accounting procedures and other internal controls could produce
extreme hardship on a number of condominium associations, requiring an
upheaval of their current operations and entailing considerable expense, and
ceuld interfere with the contractual provisions between associations and their
managing agents. Furthermore, compliance with such requirements may not
be easy to verify. At this point in time, the Bureau would suggest, as a
more palatable approach, that the issues of financial management and
appropriate internal controls be addressed and encouraged in any type of

educational effort undertaken of members of the condominium community.

The Bureau also notes a suggestion by one the larger management
companies to license all property management companies, establish standard
accounting procedures for their wuse, and institute an examination or
verification procedure similar to that established for the examination of
financial institutions. [t is acknowledged that such a requirement probably
would increase management costs to associations and force some management
companies out of business.®* Furthermore, it would have little effect on the
internal controls for self-managed associations. Nevertheless, there is some
validity to the argument that there is little sense in requiring condominium
managing agents to be licensed real estate brokers when such licensing has
little if any relevance to managing condominiums. it would be iminently more
logical to require managing agents to possess minimal levels of knowledge and
skills necessary and desirable of those persons engaging in the business of
managing condominiums. An assessment of the particular knowiedge and skiils
that should be required under a licensing scheme are beyond the scope of
this study. [f the lLegislature wishes fo pursue this idea, it could request
the Real Estate Commission, with the assistance of the condominium specialist,

to consider appropriate licensing requirements.
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ACCESS TO FINANCIAL INFORMATION

S.C.R. No. 100, S.D. 1, H.D. 1, specitically asked the Bureau to
consider whether owners receive adequate information regarding the use of
their maintenance fees. This issue is discussed in Chapter 2. However, it is
important to reiterate that access to this and other financial information
regarding condominium operations is one of the primary means by which
owners cah assess whether funds are being expended and managed properly.
Such oversight enables them to take appropriate action if funds are being

mismanaged.

FIDELITY BONDS

in 1984, the Legislature amended chapter 514A to require fidelity bonds
be obtained to protect condominium owners from financial losses caused by
fraudulent or dishonest acts by persons handling condominium funds.
Specifically, section 514A-84(b) requires a managing agent employed by one
or more condominium projects to have a fidelity bond, and section 514A-95(a)
requires the agent to show proof of the bond to the Real Estate Commission
and provides that any person aggrieved by reason of fraud,
misrepresentation, or deceit on the part of the agent may recover from the
bond. Similarly, section 514A-84(c) requires self-managed associations to
obtain an identical fidelity bond for all persons handling project funds to
protect against fraudulent or dishonest acts. The required bond amount is
$500 multiplied by the number of units in the project, or by the aggregate
number of units covered by alli the managing agents contracts, with a
minimum of $20,000 and a maximum of $100,000.%° The Real Estate Commission
is given statutory responsibility for registering managing agents and for
monitoring compliance of agents and self-managed associations with the fidelity

bond requirements. ¢
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The Real Estate Commission's Fidelity Bond Study

Fidelity bonds are not so much a means of exercising control over the
use of association funds as they are a means of recouping funds lost through
fraud or dishonesty. Nevertheless, they deserve some mention here because
they apparently do not provide the protection to association funds intended
by the Legisiature. Problems relating to the existing fidelity bond
requirements have been detailed in the Real Estate Commission's 1988 fidelity
bond study which was submitted to the Fourteenth Legisiature.®’ These
problems are reviewed here briefly; the reader should consult the full report

for an in-depth discussion.

Perhaps the most troubling of the problems mentioned is that many
associations are not protected by their managing agent's bond in specific
circumstances. ®® Fidelity bonds generally are intended to protect an

employer from theft by employees.®?®

Accordingly, coverage would not extend
to financial losses caused by sole proprietors, partners, or principal owners
of closely held corporations. Therefore, if the principal owner of a

management company steals association funds, coverage would be denied.

Another instance in which an association would not be covered under an
agent's bond is if an association board member or employee steals association

*  Moreover, in

funds, since these persons are not the agent's employees.’
some cases, a managing agent's fidelity bond may be written to cover only the
agent’'s funds and would not include loss of association funds.’! It also
appears that the association, as a third party, would not have a direct claim
under a manager's fidelity bond; any claim would be paid by the insurer to

the management company, not the association.’?

Another noteworthy concern is the study's report that over 47 per cent
of the self-managed associations responding to a survey indicated they did
not have a fidelity bond.”® Furthermore, even those associations with fidelity
bonds may be inadequately protected if their policy exciudes coverage of

board members who handle association funds on the basis they are not
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"employees” of the association. The study also noted that some management
companies and associations reported difficulties obtaining a fidelity bond
because of inadequate internal controls.”® In addition, the study reported

that some companies had deductibles ranging from $1,000 to $10,000.7°

Finally, the study identified several problems with the Real Estate
Commission's administration and enforcement responsibilities under the law.7®
These problems primarily concern inadequate staffing and information data
bases that effectively deny the Commission access to timely information on
fidelity bond amounts covering both managing agents and self-managed
associations. Without such information, the Commission is unable to verify
whether agents and self-managed associations have bonds in the required

amounts.’?

The fidelity bond study recommended legistation to address some of these
problems, including: (1) the requirement that all condominium associations,
regardliess of how managed, register with the Commission and obtain a fidelity
bond to protect against board members and employees handling association
funds and (2} the establishment of a condominium management recovery fund
for recompense of associations when the agent's bond does not provide
coverage or when losses exceed the coverage amount. None of these

proposals were adopted during the 1988 legislative session.

Comments By the Department of Commerce and Consumer Affairs

Condominium Specialist™®

In an effort to provide the maximum possible protection for condominium
associations within the acknowledged limitations of the existing law regarding
fidelity bonds, the Commission recently has implemented guidelines for fidelity
bond requirements. As part of the implementation of these guidelines, the
condominium specialist reviewed the files of the approximately 80 active
condominium managing agents in the State and discovered that, according to
Commission records, about 30 per cent of these managing agents had no

current certificate of insurance on file with the Commission. In fact, it turns
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out some of them had a valid fidelity bond policy in force; however, the

Commission's records did not reflect this fact.

This discrepancy arises as a result of the managing agents’ licenses
being renewed biennially, while many insurance certificates seem to be issued
annually. Although most managing agents have a valid certificate for the
first year of the two-year license term, some fail to send in their certificate

for the second vear or fail to renew their bond.

Conversations between the condominium specialist and insurance agents
regarding the existing fidelity bond requirements reinforce the conclusion
reached by the Commission’'s fidelity bond study that existing bond
requirements do not provide adequate coverage for condominium associations.
Most agents suggest that requiring a condominium association to obtain s
own fidelity bond provides superior protection because a condominium
association’'s own bond usually will cover managing agents who are sole
proprietors, partners, or principal owners of closely held corporations. A
condominium association also will have a direct right of action against its own
bond. Under the present law, the association does not have a direct right of
action against its managing agent's fidelity bond, although it does have a

right of action against the managing agent.

Furthermore, the condominium specialist confirms the fidelity bond
study's conclusion that enforcement of the law requiring self-managed
associations to carry bonds is difficult because the Commission Ilacks
information on self~-managed projects because they are not required to register
with the Commission. Therefore, the Commission’'s oniy way of determining
compiiance is to call every project in the State or physically visit those
projects that are not listed in the telephone directory. ([Only if a project in
guestion is knocwn to have a managing agent, can it be excluded from the
pProcess. ) Neither alternative is feasible given the Commission's present
number of staff. As a result, the existing fidelity bond requirement for seif-

managed associations appears to be not only unenforced but unenforceable,
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The fidelity bond study estimated that more than 42 per cent of self-
managed associations have no fidelity bond. Although the condominium
specialist cannot verify the number of condominiums without bonds, he has
spoken with representatives of several associations that acknowledged they

have no fideiity bond.’?

The condominium specialist also confirms that the Commission lacks
current data on most condominium projects in the State. Often the
Commission hnas only the initial registration information provided when the
condominium was first established. This information frequently is out of
date. A partial computerized data base, current up to the end of 1986, was
established as part of the fidelity bond study. Unfortunately, as the study
itself points out, that data base lacks much pertinent information. In
addition, it has not been kept current by the Commission because of
insufficient staff and lack of access to computer hardware. Information on
new projects is still being typed onto index cards by Commission staff.
Furthermore, the Department of Commerce and Coeonsumer  Affairs's
reregistration process does not require managing agents to update information

to reflect projects they currently are managing.®®

in an attempt to facilitate the updating and maintaining of information
and, concomitantly, the ability of the Commission to carry out its
administrative and enforcement responsibilities, the Commission intends, once
again, to propose legislation requiring registration of all condominium
associations. Required registration information will include proof of fidelity
bond coverage; names and positions of those persons who handle the
association's funds; name of the association's managing agent, if any; the
current postal address of the association; and the name, business address,
and phone number of a designated contact person for the association. The
Commission hopes to use this information to verify that all associations are
operating within legal requirements and to educate associations about legal
requirements affecting condominiums. The Commission's proposed legislation
also will require that all associations with six or more units obtain their own

fidelity bond, regardiess of whether they employ a managing agent.
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Requirements in QOther Jurisdictions

Condominium laws in several states require that associations carry
fidelity bonds. For example, Florida law requires associations with over 50
units to obtain a bond covering all persons who control or disburse
association funds, in the sum of not less than $10,000 for each person.®?
Under |llinois law, both associations and managing agents must maintain
fidelity bonds covering those haﬁd!ing association funds.®?® The California
code, although not actually requiring an association fidelity bond, includes a
suggested form for condominium bylaws that contains a provision requiring
association officers and employees who handie money to furnish adequate
fidelity bonds, at the association's expense.®?® Additionally, it should be
noted that a number of Hawail condominium associations' bylaws may require
the association to maintain a fidelity bond; it is uncertain, however, how

many of these associations actually observe the requirement.
Conclusion

Given the foregoing discussion, amendments to the fidelity bond
recquirement will be necessary to achieve the protection intended by the
Legisiature. There appears to be general consensus that reguiring all
associations to obtain their own fidelity bonds to cover all persons handling
association funds will provide greater protection than available under the
current law. The Real Estate Commission supported such a bill last year and
reportedly will propose a similar bill for the 1989 regular session. A
representative of State Farm Insurance Company reports this is accomplished
elsewhere by issuing a standard blanket fidelity bond to the association as
the named insured and issuing an agent's endorsement to cover the acts of
the managing agent up to a specified amount.®® The Bureau recommends that
the |egisiature address the inadequacies of the current fidelity bond
requirement and consider requiring all condominium associations, regardless of
how managed although possibly excepting those under a certain number of
units, to obtain fidelity bonds covering all persons handling association

funds. The Legislature also should consider requiring all associations to
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register with the Real Estate Commission to facilitate the Commission's

statutory responsibility of ensuring compliance with the bond requirement.
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Chapter 4

FINDINGS AND RECOMMENDATIONS

S.C.R. No. 100, S.b. 1, H.D. 1, regquested the Bureau to study
various problems relating to the governance of condominiums and, if
appropriate, to propose feasible means and methods of dealing with such
issues more effectively than is being done at present. Although the
condominium specialist was a participant of this study, the findings and

recommendations herein are solely those of the Bureau.

Findings

The Bureau makes the following findings and conclusions:

1. The issue of informed condominium association board members and
owners pervades a number of other issues and concerns. The presence or
absence of knowledge and information on the part of board members and
owners necessarily affects all of their actions, decisions, and perspectives
and facilities informed decision-making. The possession of knowledge and
information also allows condominium owners to exercise their oversight
function of monitoring condominium operations. Accordingly, having access to
knowledge and information provides the most viable and reasonable means by
which owners can protect their interest and guard against possible abuse of

power by those in authority.

2. Many board members, owners, and even some managing agents either
are unaware of or unfamiliar with the laws, rules, and specific documents
governing condominums. Others do not understand their ramifications or
misinterpret their provisions. Consequently, many board members and owners
do not fully apprehend their respective rights, duties, and responsibilities.
Moreover, some first-time condominium residents may be unaware of particular

facets of condominium life that differ substantially from singie-family home
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ownership., As a result, there may be misunderstanding, dissatisfaction, and

unfulfilled expectations surrounding condominium living.

3. Various provisions of chapter 514A, Hawaii Revised Statutes, provide
owners a right of access to infoermaticn and documents relating to condominium
operations and management. In addition, section 534A-83.1 requires that all
board of directors meetings be open to owners and zllows them to participate
unless a majority of the quorum of the board of directors votes otherwise.
There is, however, no requirement that notice be given of those meetings.
The section also strictly [imits executive board sessions to discussions of
personnel matters or litigation in which the association is or may become

invelved.

4, It would appear that the general intent of these provisions is to
preserve the right of owners to know how their association is being managed
by opening up the decision-making process to the scrutiny and participation
of owners. The access provided by these provisions acts as a restrain{ on
the authority of boards and managing agents and thus provides a safeguard

against possible abuse of that authority.

5. Nevertheless, there are times when boards and or managing agents
fail to comply with these statutory provisions. The reasons for noncompliance
may include: ignorance of or unpfamiliarity with the requirement, a
misunderstanding or difference of opinion in interpreting the provision, or

simply a refusal to comply.

6. There is a clear and compelling need to educate members of the
condominium community concerning their respective rights, duties, and
responsibilities and the specific provisions of laws, rules, and documents
governing condominiums.  This increased awareness could greatiy reduce
misunderstandings and dissatisfaction and help to alleviate a number of the

problems that arise with respect to condominiums.
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7. Apparently some condominium disputes arise over differing
interpretations of what is intended or required by various sections under part
V of chapter 5314A. In some instances, rules setting forth guidelines or
procedures could eliminate areas of ambiguity or misunderstanding and resolve
disputes more appropriately and more efficiently than amending the statute.
It is unclear, however, whether the Real Estate Commission, which currently
has jurisdiction over condominiums, has general rulemaking authority under
part V, other than possibly with respect to sections 514A-84, 85, and 95.

8. Where boards and/or managers do not comply with provisions clearly
granting a right of access to information or documents, owners should have a
rapid, economical, and effective means of enforcing compliance. For the most
part, however, owners invelved in condominium disputes have little option
other than private legal action, which is prohibitively expensive for many; for
others the nature of the dispute is insufficient to justify the cost of
litigation. In any case, because of the nature of the dispute, legal resolution

may come too late to be effective.

9. Section 514A-121 provides for mandatory arbitration as a quicker,
less costiy forum for resolving condominium disputes. Apparently, arbitration
is not as effective a dispute resolution forum for condominium disputes as it
should be, however, because many of these disputes that arise are not being
arbitrated. Presumably this is because they fall within one of the statutory
exceptions to mandatory aribtration or because the disputants are unaware, or

are not advised, of the availablity of arbitration.

10. A number of condominium disputes fall into the exception for actions
to coliect assessments that are liens or subject to foreclosure. Frequently
these actions have nothing to do with inability of an owner to pay, but rather
an owner has withheld maintenance payments (apparently often unaware of the
ramifications of this action) because of an underlying dispute that has nothing
to do with the maintenance fee or other assessment. Consequently, there is a

need to publicize more widely the availability and advantages of arbitration
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and to advise and educate owners about the effects of their actions on the

ability to arbitrate.

11. Additionally, it may be necessary to undertake other measures to
ensure compliance with provisions of chapter 514A that grant owners a right

of access to information about condominium operations and management.

12. It is questionable whether the Real Estate Commission has authority
to enforce compliance with part V of chapter 314A. Moreover, irrespective of
the question of its authority, the Commission, with its myriad of other
responsibilities, lacks adequate staff and resources to carry ocut effectively

any additional functions or responsibilities.

13. The position of condominium specialist was created as a compromise
to avoid creation of a condominium commission and with the hope that the
position would solve a number of problems (sought to be solved each year by
proposed legislation} by disseminating information about the present
condominium laws and by taking appropriate action in certain cases. The
position is only temporary, however, has no staff or resources, and lacks any

means of authority to compel compliance with the law.

14. Although many associations undergo an annual audit, it appears a
number either waive, are unaware of, or ignore the requirement. Those
associations whose management process is more formalized are more likely to
underge an audit. Many managing agents see the audit as a protective
measure for themselves, also, and therefore may be more likely to advise
their client associations to have the audit. Very smail associations, with few
units over which to spread the cost of an audit, may be less likely to

underge an audit.

15. A financial audit is an opinion on the fairness of the presentation of
a financial statement in accordance with generally accepted accounting
principies. As such, it provides reasonable assurance that the financial

statement is free of material misstatements. To this extent, it is an effective
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and affordable safeguard. It is not, however, a guarantee of accuracy or an
endorsement of an entity's policy decisions, use of resources, or adequacy of

internal financial controls.

16. The American institute of Certified Public Accountants is in the
process of developing standards for auditing and accounting for condominium
associations. When adopted, these standards will be generally accepted
accounting principles for auditors of condominiums and may necessitate

changes in current accounting and auditing practices.

17. A number of standard internal accounting procedures and systems
exist that provide good financial controls through checks and balances. The
degree to which they are practiced by associations and managing agents is

difficult to determine, however.

18. One of the primary internal control measures involves restricting
access to association funds. This may be accomplished by requiring
countersignatures on all checks over a certain doilar amount or by maintaining
a minimum balance in an operating account sufficient to cover monthly
expenses, with all remaining funds deposited in a reserve account that
requires two countersignatures for any withdrawal or transfer of funds.

Although some associations have instituted this control, some have not.

19. Internal financial controls is a difficult area in which to legislate,
Furthermore, mandating that associations practice certain internal controls
might require some associations to overhaul their entire financial and
accounting system and could result in considerable expense to condominium

owners.

20. Currently the law requires every condominium managing agent to be
licensed as a real estate broker or a corporation authorized to do business as
a trust company and to register with the Rea! Estate Commission. In
practice, however, the Commission requires only one broker to be connected

to each management company registering with the Commission; each individual
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employed by the company as a managing agent is not required to be a broker
also. The laws governing condominiums and the management of condominiums
have become increasingly complex and specialized. [t generally is agreed that
the knowledge and qualifications necessary to be a broker have little
relevance to condominium management. Accordingly, the requirement that
managing agents be licensed as brokers makes little sense and is not observed

in practice (except for one token broker) by the Real Estate Commission.

21. Present statutory requirements with respect to fidelity bonds for
managing agents do not provide sufficient protection for association funds.
In addition, some managing agents may not even have current fidelity bonds.
Also, a number of self-managed associations may not have fidelity bonds as
required by statute. It appears some self-managed associations may be

unaware of the requirement; others are unable to obtain fidelity bonds.

22. Atthough the Real Estate Commission has statutory responsibility for
the fidelity bond requirement, it lacks the ability to oversee and enforce
compliance. This primarily is because it lacks current data on condominiums
and managing agents: the Commission has insufficient staff and resources to
enable it to update information on managing agents registered with the
Commission and has little or no information on self-managed associations
because they are not required to reigster with the Commission in the first

place.

Recommendations

The Bureau makes the following recommendations:

1. Education of the Condominium Community

There is a c¢lear, and in many cases a compelling, need to educate
members of the condeminium community concerning: their respective rights,

duties, and obligations; the legal requirements imposed by statute or specific

documents governing condominiums; and various other issues including but
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not limited to good financial management {including plannning for major future
repairs and replacements), sufficient internal financial controls, and the
availability of mandatory arbitration for resolution of condominium disputes.
The Bureau recommends that the Real Estate Commission, in conjunction with
the condominium specialist and possibly with the assistance of others involved
with condominium issues (as suggested in Chapter 2 of this report), develop
educational materials in the form of handbooks, manuals, videos, or seminars
that will advise and enlighten members of the condominium community
concerning, at a minimum, the above enumerated issues. To enable the
Commission to accomplish this undertaking, the Bureau also recommends that

the Legislature allocate sufficient resources for this specific purpose.

2. Notice of Meeting of Board of Directors

Section 514A-83.1 requires all board of directers meetings, other than
executive sessions, ifo be open to all association members; however, there is
no notice requirement. Thus, ailthough owners may attend meetings, they
may not know when and where the meetings will be held. Consequently, the
Bureau recommends that section 514A-83.1 be amended to provide that
adequate notice of the time and place of all board of directors meetings be
posted conspicucusly on the condominium property at least 48 hours in

advance of the meeting, except in an emergency.
3. Rulemaking Authority Over Part V of Chapter 514A

Because it is unclear whether the Real Estate Commission has general
rulemaking authority over part V of Chapter 514A, the Bureau recommends
that the Legisfature enact a new section to part V clearly granting authority
to the Real Estate Commission to adopt, amend, or repeal whatever rules it
considers necessary to effectuate fully the purpose of part V. This authority
should specifically include the ability to adopt rules forbidding acts or
practices deemed by the commission to be detrimental to accomplishing the
purpose of part V and imposing whatever requirements as will better enable

the Commission to enforce part V and rules adopted thereunder.
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4. Enforcement Authority Over Part V of Chapter 314A

The Commission also lacks clear authority to enforce compliance with any
sections under part V (again, except possibly sections 514A-84, 85, and 95)
and, given its other responsibilities, lacks the ability to do so with its
current level of staffing and resources. Therefore, the Bureau recommends
the creation of an agency, either as an arm of the Real Estate Commission or
as a separate division with the Department of Commerce and Consumer
Affairs, with powers and duties similar to that of Florida's Bureau of
Condominiums, described in Chapter 2 of this report, and with sufficient staff
and resources to perform effectively. (If a separate division is created, all
jurisdictional authority and responsibility for condominiums, including the
rulemaking and educational functions recommended herein should reside with
that division instead of with the Real Estate Commission.) I[f the Legisiature
feels such an approach is unwarranted at this time, at the very least, the
Legistature should make the condominium specialist a permanent position,
clearly and realistically define the duties and authority of the position, and
provide the position with sufficient funding for support staff and equipment,

5. Amendment to Section 514A-96

An audit of association financial statements constitutes an effective and
affordable safeguard to the extent it provides reasonable assurance that the
financial statements are fairly presented. To ensure that a greater number of
associations receive the benefit of an annual financial audit, the Bureau
recommends that the Legislature amend section 514A-96 to eliminate the ability
of an association to waive the audit. If the Legisiature finds that the cost of
an audit is too burdensome for those associations that only have a few units
over which to spread the cost, it could allow only those associations with less
than a certain number of units or with less than a certain dollar amount of
gross income to waive the audit. if the Legislature favors this latter
approach, it may want to consider at least requiring these associations to

undergo a financial review every several years {e.g., every 3 or 5 years).
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6. Countersignature Policy with Respect to Association Funds

Countersignatures on checks or transfers over a certain sum of money or
for other than normal operating expenditures is a standard internal financial
control practiced by most businesses. The absence of this standard practice
may constitute evidence of negligence involving mishandling of funds.
Accordingly, although the Bureau does not recommend mandating by statute
the use of countersignatures or other internal controls for association funds,
the Legisiature may want to consider establishing a legal rebuttable
presumption of negligence that will arise in any suit involving the propriety
of management of association funds if there is no established countersignature
policy with respect to those funds (e.g., any two signhatures required on
checks or fund transfers over a certain dollar amount or on an association's

reserve account).
7. Licensing of Managing Agents

If the State is going to undertake to regulate condominium managing
agents, the requirements should have some rational relationship to
condominium management, Therefore, the Bureau recommends that the
Legislature repeal the broker license requirement for managing agents and
instead consider requiring all managing agents to be certified and licensed.
As a preliminary step, the Legislature should fund a study under the
auspices of the Real Estate Commission or the condominium specialist to
determine what education, skills, and experience are necessary and desirable

for those persons engaged in the business of managing condominiums.
&. Bonding Reguirement

Current fidelity bond requirements for managing agents do not provide
the protection to associations that was intended by section 514A-84.
Requiring associations to obtain a fidelity bond that covers ail persons
handling association funds, including managing agents, appears to provide

more protection than the current requirement. Consequently, the Bureau
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suggests that the condominium specialist with the assistance of the insurance
commissioner investigate the availability of bonds meeting this requirement

and, if available, that the Legislature consider enacting this requirement.

9. Registration Requirement

The Real Estate Commission is unable to fulfill its current responsibilities
with respect to the administration and enforcement of bonding requirements
under section 514A-84 because it lacks any information about self-managed
condominiums and lacks current data on associations managed by managing
agents. To facilitate the ability of the Commission to monitor and enforce
bonding requirements, the Bureau recommends that the registration
requirement of section 514A-95 be amended to require that all associations,
regardless of how managed, register with the Commission. Additionally, the
Bureau recommends that the Commission determine exactly what information is
necessary for it to administer and enforce the bonding requirement and
change its registration and renewal forms accordingly to facilitate collection of
this information. Also, to ensure this information is kept current and is
easily accessible, it should be computerized. Therefore, the Bureau

recommends that sufficient funds be provided to accomplish this.

o9



FOOTNOTES

Chaptar 1

Tuis figure was supplied by the Legislative
Information Systems Office of the Legislative
Reference Buresu and does not include bills
still "alive" at the end of 1987, resolutions
introduced in 1988 relating tc condominiums, O
other bills tangentially affecting chapter 5144
of the Hawaii Revised Statutes.

The possibility of surveying condominium
residents was discussed Dbriefly Tbut was
dismissed after it was discovered that the Real
Estate Commission has imsufficient current data
to produce an accurate mailing list.

During  his first 5 months &s condominium
speciaiist, Mr. Morris received speciijc in-
guiries from approximately 220 persons and spoke
with a multitude of others at wvarious meetings
and conferences he attended.

The panel was formed in 1987, with the endor-
sement of Senator Steve Cobb and Representative
Mazie Hirone, to meet with legislators to
discuss areas of concern  and proposed
legislation relating to condominiums. The panel
is composed of representatives of the following
groups and organizations: American Aribrration
Association; Horizontal Property Regime
Committee, Real Property and Financial Services
Section, Hawaii State Bar Association; Hawaii
Council of Association of Apartment Owners;
Hawaii Independent Condominium and Cooperative
Owners; Management Companies; and the Real
Estate Commission.

Samuel B. K. Chang, Director of the Legislative
Reference Bureau, raised concerns about the
timetable of the study during hearings on S.C.R.
No. 100 {an -earlier wversion of the final
resoplution) before the House Committees on

Consumer Protection and Commerce,
Intergovernmental Relations, Judiciary, and
Legislative Management. Mr. Chang basically

questioned whether reporting to the 1989
legislature would allow sufficient time for data
gathering, especially since the condominiuvm
specialist, who would play a critical dats col-
lecting role and whose effectiveness would
depend upon sufficient time for the public to
become adeguately informed of the new position,
probabiy would not be hired wuntil at leass
July 1, 1%88. Mr. Chang's recommendation that
the study be submitted prior to the convening of
the Regulsr Session of 1990 was not followed,
despite earlier concern expressed by the Senate
Committee on Consumer Protection that a Real
Estatve Commission report, which included several
issues relating to condominium governance, was
not submitted until after the beginning of the
1988 Regular Session, thus allowing for insunf-
ficient time for review, comment, or preposed
legislation. Mr. Chang's testimony appesrs in
Appendix C.

st
-

See o.g., A Study of Problems in the Condominium
Owner-Developer Relationship, Office of (Consumer
Protection, Office of the Legislative Reference
Bureau, Real Estate Commission, {Henoiulu:
19763 .

Chapter 2

See Hawsii Rev. Stat. §92-1.

See generally, D. Wolfe, (ondominjum and
Homesowner Associstions That Work, (The Urban
Land Imstitute & The Community Associations
Institute) 1-5; "Condominius Living In Florida,"
Department of Business Regulation Division of
Florida Land Sales, Condominiums & Mobile Homes,
Buresau of Condominiums (Brochure 1985).

See 1988 Haw. Sess. Laws, Act 278, establishing
the temporary pesition of condominium
specialist. {(Appendix B).

This  section was prepared by John Morris,
Condominium Specialist with the Department of
Commerce and Consumer Affairs, and has been
edited by Buresu staff primarily for stylistic
purposes.

Hawaii Rev. Stat. §§514A-B1 to 96.

Both Florida's and Illincis's condominium
property regime law specify that officers and
members of a condominium association boardé of
directors have a fiduciary duty to condominium
OWners. Fla. Stat. §718.111(1){a); Ill. Rev.
Stat, ch. 30, §318.4(q}. The Hawaii Revised
Statutes contains no similar provision, although
section 514A-95 does address the fiduciary duty
of & managing agent with respect to property
managed by the agsnt.

Hawaii Rev. BStat., 8§514A-82{a)}(13(F) requires
the association bylaws to specify which of the
powers and duties granted to the heard may be
delegated by the board to & mandger or managing
agent.

Parliamentary wmanuals lack detailed information
orn crucial areas such as proxies. In fTact, many
manuals frown on the use of proxies at a meeting
where members are present in  person. In
contrast, in most condomindums, proxies are &
necessary and important part of the decision-
making and voring process. Associations usually
rely heavily on proxies for elections and
woting, even if members #re present in person.
Simple, more concise summaries of parliamentary
procedure tailored specifically o condominium
meetings might benefit owners and board members.

Hawail Rev. Stat. §5144-83.3.

Hawaii Rev. Stat. §55144-83.4.

5

Hawsi{ Rev. Svar. §5144-84.53.



12,

13.

14,

15.

16.

18.

19.

2e.

22.

23.

5.

Hawaii Rev. Stat. §514A-85,

Hawsii Rev. Stat. §314A-B6{c).

See note 4, surpra.

General Henry M. Robert, Robert's Rules of Order
(Scott, Foresman, and Company 1970).

See Hawaii Rev, Star. §514A-85,

In contrast, the Flerida lasw requires the
keeping of & ‘"current account and monthly,
bimonthly, or gquarterly statement of the account

for each unit designating the name of the unit
owner, the due date and the amount of each
assegsment, the amocunt paid uwpon the account,

and the balance due"” which is open to inspection

by owners or their representatives at all
reasonable times. Fla. Stat. §718.:11(12),
{11b).

Hawaii Rev. S8tat, §514A-83.1 was amended by Act

341 of the 1988 Haw. Sess. Laws; prior to the
amendment, the presumption was that owners were
rot ailowed to participate in board discussions
unless expressly authorized by & majority of the
board members present at the meeting.

Seversl other states expressly require cthat
notice of board of directors' meetings be given
to OWNErs: See Fla. Stat.
718.112(2){c) (adequate actice posted con~
spicuously on the project at least 48 hours in
advance, except in an emergency); Il1l. Stat.
Ann.  ch. 3q, §318(a){%){notice wmailed or
delivered, unless waived, and posted con-

spicuously on the project 48 hours in advance;
also allows owner to record meeting by tape,
film, etc.); Or. Rev. Stat. §94.164{3%(a} Iwhere
majority of units are principal residences of
the occupants, requires posting of notice on
property at least 3 days prior to the meeting,
except for emergency meetings).

Hawaii Rev. Stat. §5144-83.1(b}.

.

Iilinois 4is the only state of which the Bureau
is aware that specifically allows telephonic
board meetings; however, telephonic meetings are
not permitted in projects in which a majority of
the wunits are the principal residences of the

occupants. 1311. Rev. Stat. ch.30, §318{a){9).
Haewaii{ Rev. Stat. 8514A-8Z2(a)(17} requires all

meetings of the association of apsriment owners
¢ be held a&t the address of the condominium
proiect or elisewhere in the State as determined
by the board.

A similar educgtional
undertaken to explain the Hawaii Residential
Landicrd-Tenant Code. The Office of Consumer
Protection has prepared & handbook informing
lgndlords  and tenants of their rights and
responsibilities under the law.

effort already has been

Ses Fla. Star. §718.501 (power to enforce and
ensure compliance with laws and rules relating

tc the development, construction, sale, leases,

26.

27.

28.

29.

30.

31.

32,

33.

34.

35.

37.

38,

39.

43,

61

ownership, operation, and management of the
residential copndominium projects).

Annus! Report of the Bureau of Condominiums July
1985 (flepartment of Business  Regulation,
Division of Florida Land Sales, Condominiums and
Mobile Homes) at 7 [hereinafter cited as Florida

Anrmal Report].

1d.

Id.

The number of inquiries are considerable. For
example, statistics for & one yesr period reveal
that the staff received over 1,500 written in-
guires and 10,000 telephone inquiries concerning
condominiums and cooperatives. Id.

Id.

This incident was reported to the condominium
specialist.

Letter from Deputy Attorney General Randall Y.

Iwase to Dr. Mary G. F. Bittermas, Director of
Commerce and Consumer Affairs, March 5, 1981.
See Hawaii Rev. Stat. §8514A-47 to 5144-49,

Even the more affluent may find a legal suit
uneconomical unless prevailing in the suit is
considerably wmore important to them than their
investment in legal fees and other court costs.
Cf. Johnson, Xantor, & Schwartz, Outside the
Courts: A Survey of Diversion Alternatives In
Civil Cases {Denver: National Center for State
Courts 1977) at &.

Bee, e.g., Thomas W. Church et al., Justice
Delayed: The Pace of Litigation in Urban Trial
Courts (Williamsburg: The Narional Center for
State {ourts, 1978); Action Committee to Reduce
Court Ceosts and Delays, Attacking Litigation
Costs and Delay {(Chicago: American  Bar
Association, 19843,

Hawaii Rev. Stat. §5144-121(a).
time from filing to disposition by arbitration
of condominium disputes currestly is 125-128
days. The typical filing fee by the moving
PATLY requesting arbitration in condominium
disputes is $250, although it can vary. Other
costs, such as the arbitrators’ fee {depending
upen the number of hours spent} and extra costs
for written findings snd conclusions, could run
censiderably higher. This also does not include

The average

attorneys' fees. Interview with Keith Hunter,
District Director of the American Arbitraticn
Associavion in Hawaii, December 21, 198§,

Id.

Id.

Hawsii Rev. Statr. §5144-121(bJ(35).

This scenaric has been observed on a number of
occasions by both Mr. Morris, the CLondominium
Specialist, and Myr. Hunter, see note 35 supra.

See Hunter, note 3% gupra. Mr. Hunter estimated
that while most boards, gssocistions, and



41.

4Z.

44 .

45,

46 .

Ln

managing &gents are represented in arbitration
by &n attorney, only slightly more than 50% of

the owners are vrepresented by an attormey at
arbitration.
See e.g., H.B. No. 1287, Fourteenth Legislature,

1988, State of Hawaii; House Standing Committee
Report 901 on &8.B. No. 250%. 8.D. 2, K.D. 1,
Fourteenth Legisiature, 1988, State of Hawaii.

Fla, Stat. §718.3501.

id.

Florida Annual Report, supra note 26, at 8. The
experiences of the condominiem specialist and

Mr. Hunter appesar to support this finding.
Id. at 5-6.
See note 32 supra snd accompanying text.

The Act «creating the condominium specialist
position made the position effective only until

June 30, 195%0. Furthermore, it did not grant
the condominium specialist jJurisdiction over
condominiums, but only authorized the specialist
"to mssist consumers with information, advice,
and referral’ comcerning condominiums. See note
3 supra.
Chapter 3

It is unclear what 3is meant by the term
“treatment" of association funds; for purposes

of this study the Bureau has interpreted it as
referring te the management of these funds.

For purposes of this repert, the reference to
condominium managers include their employees.
1485 Haw. Sess. Laws, Act 212,

1986 Haw. Sess. Laws, Act 96. The present ver-
sion of section 514A-96 reads as follows:

§5144-96¢  Audits. The association of apart-
ment owners shall require a yearly audit of the

association financial accounts and no less than
one vearly unannounced verification of  the
association’ cash  balance by a public
accountant; provided that the vearly audit and

the yearly unanmounced cash balance verification
may be waived by a majority veie of &ll apart-
ment owners taken at an association meeting. [L
1985, © 21z, 81; am L 1988, ¢ 96, §i]

See House tanding Comuittee Repert No. Z77 on
House Hill No. 1795, Thirteenth Legisiature,
1986, Btate of Hawaii.

Hawaii Real Estate Commission, Department of
Commerce and Consumer Affairs, A Fidelity Bond
Study ©On Condominium Managing Agents And Self-
Managed Condominium Associations, January 1988,

at 31 {hereinafter cited as Fidelity Bond
Studyl. OF 1D mansging agents interviewed, 3
indicated most clients waived the annual sudin,
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10.

1%,

1Z.

13.

-

one indicated half of the company's clients
waived the audit, and & indicated that all or a

majority of their clients wunderge the s&nnual
audit. Id. at 21.

id. at 31. Because of the low response rate by
self-managed condominiums to the Real Estate
Commission's survey, the study's authors ac-
knowledge that the sample response may not be

representative of the population of selif-managed
condominium projects. See id. at 10-13.

For purposes of this report, the tera "auditor”
is used to refer to public sccountants and cer-
tified public accountants performing an audit
under 5144-96.

These figures alsc usually incliude the cost of
preparing the association's annual income tax
returns.

These managers contend thar stiff competition,

especially among smaller mandgement companies,
for association clients is the reagscn why they
say smaller companies without adeguate resources

are stretched too thin and try to cut too many
corners to provide management sServices &t a
cheaper rate, with the end result being a loss

in quality of service. They welcomed more con-
trols on managers, such as certification, as a
means of eliminating those companies that, in
their opinion, provide only margimal service at
best.

gssociations that have annual
undergo  the cashk  balance
confirmed by an suditor, who
sbout 40 condominium
reported that 90 per cent of
and a&an

The tendency of
audits 4&1%0 to
verification was
annualily audits
associations, He
the asspciations undergo both the asudit
annual cash balance verification.

The same board member was unaware that self-
managed projects were required by law to have a

fidelity bond. For a discussion of fidelity
bonds, see notes 65«84, infra, and accompanying
text.

This situation is but ome illustration of the
Real Estate Commission's lack of current in-
formation on  condominiums. Without current
information, and the resources fto obtain and
computerize the information, the Commission can
not be expected to meonitor and enforce com-
pliance with chépter 3144  even if the

Legisldature were to authorize the commission to
do so. For further discussion of this problem,
se¢ note B0 and accompanyving text.

American Institute of Certifed  Pablic
scocuntents, The New Auditor's Keport (New Yerk:
Pamphlet 02Z014} undated [hereinafrer cited as
AICPA Pamphlet}.

1a.

See e.g., Stavements on Auditing Standards (5AS)
No. 58, Eeports on Audited Financial Statements.

"Misstatements are considered marerial if they
are significant enough to make & difference in



18.

19.

6.

21.

2.

23.

24,

25.

26,

27,

28.

decisions of & reasoenable financiel
AICPA Pamphlet, supra note lb.

the
statement user,”

I. Carmichsel, "The Auditor's New Guide To
Errors, Irregularities, and Illegal  Acts,”
Journal of Accountancy 40, 44 [September 1988).

These tests include confirming bank bslances and
::A

accounts receivable, maxing physical
inspections, and tracing transactions to in-
voices and evidence of pavments. Community

Associations Institute, Tips To Help You Protect
Your Community Association s Funds, {(Alexandria:
Pamphlet} 1987 [hereinafter cited as CAI
Pamphlet].

AICPA Pamphlet, suprs note 14,
id.
Carmichael, supre note 18, at 42,

Id.

Task Force on Accounting for Common Interest
Realty Associations, American Institute of
Certifed Public Accountants, Proposed Audit and

Accounting Guide: Common Interest  Realty
Associations. August 31, 1988 [hereinafter
cited as AICPA Exposure Draft].

Id. see Introductory Letter to the Draft.

Comments on the draft were being accepted by the
AICPA Accounring Standards Division wup until
December 31, 1988.

between Karen Silverstien, member
Society of Certified Public
Accountants’  Committee on  Accounting  and
Auditing DStandards, and Charlotte  Carter-
Yamauchi, February 16, 1989,

Conversation
of the Hawaii

AICPA Exposure Draft, supra note 24, at 16, For
some associations, financial statements
presented on 4 cash basis may not differ sub-
stantially from those presented on an accural

basis. If there are no material differences,
the financial statements are in conformity with
generally accepted accounting principles. If
such  statements  differ materially from
statements presented using an dccural basis, the
financial statements are 'not in conformity with
generally accepted accounting prinicpies and are
considered to be prepared on an other comprehen-
sive basis of accounting’. 1d. at 17.

Land Institute and the
Institute, Financisal

See, e.g., The Urban
Community Associations
Manggement of Condominium and Homeowners

Associations, (Washingron: D.C.} 1976 av 27.
There is some difference of opinion over which
gecounting method is best for condominiums. The
cash method ig simple to set up, requires less
complex record keeping, is easier for laypersons
te  understand, and may be more suitable for
smaller associations; it does not, however, re-
flect uncollected income and unpaid bills. Thus
the major drawback to the cash method of ac-
counting is that it may not accurately portray
the financial conditionm of the association and
frequently may be misleading when income is
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25.

30.

31.

32.

33.

34.

35.

42,

43.

2

45,

recorded for services that will be paid for in
the future.

It should be noted that changing an
associgtion’s accounting method from a cash
basis to fund basis, if that is the final recom-
mendation of the AICPA, would likely entail soge
eXira expense to the association. Because there
would be no previcus fimancial statement under
the fund 4&ccounting method for comparison, the
asditor probsbly would have to recall the
preceding financial statement and restate it on
a fund gccounting basis in ordsr to provide a
basis for comparison.

AICA Exposure Draft, supra note 24, at 13-15,
See, I¢. at 13.

Cal. Civil Code §1365(a)(3) and (4} {Deering).

Fias. Stat. 871B.112(2)(£)(2).

Or. Rev. Stat. §29%4.072.

Cal. Civil Code §1365{a)(1) (Deering}.

is somewhat less than an audit. In a
review, &n agccountant examines record keeping
practices and accounting policies and analyzes
the statements as to their reasonableness. The
accountant also prepares disclosures on unusual
items or trends that may require explanation.

A4 review

See CAI Pamphlet, supra note 19.
Cal. Civil Code §1365(b) (Deering).

Ala. Code tit. 35, §8-10{4).

Virginia Code §55-79.74:1.

Alaska Stat. §34.07.280(b).

Fla. Stat. §718.111012)(a){11).

Id, at §718.5031(13(3).

Id. at §718.113(14).

AICPA Pamphlet, supra note l4.

The 1988, fidelity bond study expressed concern

that some managing agents comingle the fuads of
associations that they manage with other client

associations or with their own funds. Fideljcy

LACEILY
Bend Study. supra note 6, at 21. Interviews by
Bureau staff confirmed that at least one large

Property managemenl Gompany usSes a4 TrUST 4caount
in which &ll c¢lient association funds are
deposited sand from which all bills are paid.
One check is written te each vendor <{e.g., @
utility company; for the total amount due frowm
all sasscciations participating in the trust
aceount, with the amount charged to an in-
dividual association shows on the check stub.
The +trust account can be visualized Bs a 'pie
shape” with the accounts of the individual as-
sociations  forming “slices of the pie.”
Separate journals are kept for each association
to actount for all income dnd expenses, and each
association's funds are insured with FDIC up to
the full §I100,000. The advantage of the trust
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49,

account to the client association is that the
management company pays for all charges as-
sociated with the account, including the cost of
the checks. The advantage to the management
company is that it writes only one check to each
vendor monthly instead of over 200 separate
checks. The company alsc receives all interest
from the account.

4 rnumber of person with whom staff and the con-
dominium specialist spoke ({including represen-
tatives of other management companieg} felt the
company was benefiting unfairly by using the
trust account and retaining the interest earned
thereon. It appears, however, that this is a
contractual issue between the company and its
clients; during the management contract
negotiations, the association has the option of
choosing to maintain & separate account. If the
asscciation choses this option, it pays all bank
charges and pays the company 575 more monthly
for the extra administrative costs associated
with separate saccounts, but it earns the in-
terest on the account. However, because all as-
sociation accounts {(trust account and separate
accounts) are swept twice monthly, 8t which time
all funds except those necessary toc  pay
remaining menthly bills are transferred to the
individnal association's reserve aceount, the
balance in an individual account normally earns
less interest than the totsl amount o¢f bank
charges. As a result, few associations realize
& financial advantage in choosing an individsal
account over the trust account. This reportedly
aceounts for why approximately 90% of the
management cowpany's client associations choose
to participate in the trust account.

According to one auditor, the real concern with
the tyust account, in terms of safeguarding as-
sociation funds, is not with who earns the in-
terest but instead is that auditing the trust
account is more difficult than auditing an in-
dividual account because there is no paper trail
to  evidence payments made by an  individual
association. The auditor conceded on the other
hand  that, wunlike wmany property management
companies, this particular company is large
enough to have good dinternal <controls which
makes the audit easier. Still, he recommends
separaste accounts for each association because
they provide more accountability.

See CAl Pamphlet, supra note 19; Letter from
Eugene M., Saulicy, State Farm Insurance Company,

to John M. Merris, November 2%, 1985
[hereinafter cited as Saulcyl.

Colleen €. Sakai, Ownershjp Petterns of Land
Beneath Hawaii's Condominiums  #nd Cooperative
Housing Projects, Legislstive Reference Bureau,
Report No. 6 (Honolulu: 1987) at 13.

See Fidelitv Bond Study, suprs note &, at 31;
Saulcy, supra note &6,

Fidelity Bond Study, suprz note &, at 31.

In determining whether an association has suf-
ficient internsl controls, st le&st one in-
surance company looks at, among other things,
whether: the managing egent maintaing separate

5G.

51.

52.

S54.

35.

56.

57.

58.

58,

&G,

records and bank &ccounts {as opposed to co-
mingling client accounts} for each client as-
scciation to enable each to track and reconcile
its account at any time; the associastion has two
bank accounts: an operating checking account
funded monthly oanly in an amount sufficient to
pay nmnormal, expected monthly expeditures and a
reserve account for &ll excess funds; the board
of directors <control access to the reserve
gccount; countersignatures are required on
checks written on the operating account or on
checks written over & certain amount. Saulcy,
supra note 46,

Generally, an sssocistion will have two separate
bank accounts: a checking account for operating
expenses 4and a reserve account {usuelly for
major building maintenance or capital
improvements). Typically, persons having access
to these scccunts might include the managing
agent, board members {usually an officer of the
board), or possibly association emplovees (such
as a general manager or accountant of a self-
managed &ssocistion or possibly a  resident
manager of an association that also has a
msnaging agent).

Fidelity Bond Study, supra &t 31.

Id. at 21 and 31.

Id. at 31.

Iad.

Since these interviews were limited in number,
the reader is cautioned that the impressions
might not necessarily reflect the actual prac-

tice of the majority of associdtions or

management companies.

There are of course exceptions with respect to a
company's individual client associations.

A representative of one management company
pointed ocut that & few o¢f their c¢lient as-
sociations that retain sole control over their
operating expenses {after having lost money in
the past due to theft on the part of a prior
managing agent) and reguire two board members'
signatures on all checks over §500, do not have
fidelity bonds that cover board members handling
association funds. As & result, their signatory
policy provides little real protection in the
event the two board members who 4re authorized
te  sign  checks  conspire te steal  the
association’'s funds. See discussion &t notes
65~84 infra.

The representative contended that, although a
dual signatory policy would appear to provide a
certain  amount of provection, of & number of
banks, especially smailer omes, would not want
tc be responsible for enforcing dual signature
accounts. [ue to time constraints, no attempt
has been mads to survey banks to determine thelr
pelicy with respect to this.

The company cfficers are a husband and wife.

See note 46 supra and accompanying text.
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62.

63.

64,

€5,

66

67.

68,

69.

70.

75.

76.

~
£33

7.

CAl Pamphlet, supra note 19.

Cal. Civil Code §1365.5(b) (Deering}.

See text following note 4% supra.

See discussion at note 10 supra.

The actual language of beth subseciions (b) and
{c) of section 514A-84 relating to the minimum
and maximum amount of bond contains & patent er=
ror and is as follows: 'the minimum amount of
bond required by this subsection shall not be

less than $20,000 nor grester than $100,000.7

See Hawaii Rev. Stat, §85144-85 and 5144-95.

See Fidelity Bond Study, supra note 6.

Id. at 29.

Generally, &an insurance company will not insure
an owner 8gainst the possible theft by him of
his own funds. The study also found that a
surety bond may be the more appropriate vehicle
to protect associations from dishonest acts of
managing agents, but it concluded such a bond is
impractical  because of its excessive expense
and limited issuance. Id. at 35.

They might be covered if the agent has a special
rider on the agent's policy or if the as-
sociation has its own policy that specifically
covers board members as well as employees.

Fidelity Bond Study, supra note 6, at 20.

See Id. at 6-7 and 10, explanation.

See 1id. at 16 and 20. See notes 48-49 and ac-

companying Lext.

Fidelity Bond Study, supra note 6, at 19.

S8ee notes 65-68 supra and accompanving text.

With respect to self-managed associations, cur-
rently there is no registration reguirement. A&s
a result, the Commissicn has no way of deter-
mining their compliance with  the  bonding
requirement. With respect LG MENAaging agents,
subsequent to their initial registration with
the Commission, there is no systematic collec-
tion of current data identifying the projects
{and thus the naumber of units) thev manage.
Fidelitv Bond Study, supra mnote 6, atv ZE-25.
See also note 81 infra and sccompanying texy.

John  Morris,
Deparrment of
and has been
stylistic

This section was prepavred by
Condeminium Specialist with the
Commerce &nd Consumer Affairs,
edited by Bureau staff primarily for
PLUrposes .

unit and & seven unit
ne bond; a 13

For example, a four
project on Gahu aparently have

unit project on the Big Island has no bond
becauss it aijegedly could not obtain one.
Also, & 90 unit project on the Big Island does

not have & bond becsause the board was unawére

BG.

B1.

82.

83.

84.

that & bond was

projects.

reguired for self-managed

Tne Commission's lack of information concerning
condominiums has been highlighted as a result of
the gdoption of section 514A-82.1, during the
1988 legislative session. 7This section allows
condominium boards of directors te obtain backe
ground informaticon on certain prospective &s-
sociation employees, provided the prospective
employee gives written authorization. Access to
information through the criminal justice data
center has in the past been restricted to
government ggencies and certain other desinated
entities. (See Hawaii Rev. Stat. §8846-9 and
846-10.) Accordingly, the criminal justice data
center has requested the Commission to assist it
in wverifying  that persons reguesting criminal
history information on an individual are
anthorized to represent the assocation. @Given
the Commission's lack of current information on

condominium gssociatijons, however, the
Commission cammot verify  that individuals
seeking information on behalf of an association

are representing the board or manager. In the
absence of sufficient safeguards conceivably,
section 514A-82.1 of the Hawsii Revised Statutes
couid be used for purposes other than intended,
such as to obtain backgound information on
prospective tendnts or nen-association
emplovees.

Fla. Statv. §718.112(2)(3).

11, Rev. 8tat. c¢h. 30, §381(g}.
Cal, Civii (Code §1355 {suggested forms)
(Geering}.

The wusual amount does not exceed $100,000. The

representative also notes that it is necessary
te amend the language of the standard policy
because acts of  Tagents” usuwally are

specifically excluded. Saunlcy, supra note 46.
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REQUESTING A STUDY OF THE PROBLEMS OF CONDOMINIUM GOVERNANCE.

WHEREAS, there are many condominium developments in the
State:; and

WHEREAS, the number of legislative bills in recent years
which relate in some manner to the construction, equipage,
maintenance, financing, disposition, sale, rental, and leasing,
of condominiums number over one hundred; and

WHEREAS, the large number of legislative bills which
continue to be introduced each legislative session indicates
continuing concern with current condominium governance and many
other condominium issues; and

WHEREAS, it would be in the public interest to survey,
collect, and analyze the variety of factors at work in the issues
confronting condominium governance; now, therefore,

BE IT RESOLVED by the Senate of the Fourteenth Legislature
of the State of Hawaii, Regular Session of 1988, the House of
Representatives concurring, that the Legislative Reference Bureau
is requested to conduct an interim study of the various probiems
concerning the governance of condominiums, and to propose
feasible means and methods of dealing with such issues more
effectively than is being done at present, if appropriate; and

BE IT FURTHER RESOLVED that the study shall address various
issues relating to grievance and management of condominium,
including the following:

{1} Are there reasonable controls on the use and freatment
of condominium association funds?

{2) Are current fiscal audits of association funds
adequate?

{3) Do owners receive adegquate informatiocn regarding use c¢f
their maintenance feeg?
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t4) Is the process for selection of association boards of
directors fair and reasonable?

{5y Are there adequate checks and restraints tc prevent the
abuse of power by board members, managing agents, ot
managers?

(6) Are there adeguate avenues of information to boards and
owners concerning condominium laws and regulations?

(7) What is the extent of grievance problems experienced by
condominiums with reference to items one through five
above?; and

BE IT FURTHER RESOLVED that the study shall also address
other comments and concerns that interested parties may provide;
and

BE IT FURTHER RESOLVED that the Real Estate Commission is
requested to fully cooperate with the Legislative Reference
Bureau and to make available to the Bureau any and all records
and other information which the Bureau considers pertinent to
this study; and

RE IT FURTHER RESOLVED that the Condominium Specialist to be
employed pursuant to S.B. No. 2501 shall be a full participant in
the study; and

BE IT FURTHER RESOLVED that the lLegislative Reference Bureau
submit a report of its findings and recommendations to the
Legislature no later than twenty days prior to the convening of
the Regular Session of 1989; and

BE IT FURTHER RESOLVED that certified copies of this
Concurrent Resolution be transmitted to the Director of the
Legislative Reference Bureau, the Director of Commerce and
Consumer Affairs, and the Chairman of the Real Estate Commission.



Appendix B
1988 SESSION LAWS OF HAWAILI

ACT 278 S5.B. NO. 2501

A Bill for an Act Relating to the Real Estate Commission.
Be It Enacted by the Legislature of the Stare of Hawaii:

SECTION 1. The purpose of this Act is to appropriate funds for a temporary
condominium specialist position in the real estate commission to respond to ques-
tions and problems associated with condominiums. The legislature finds that many
of the recent concerns relating to condominiums result from a lack of a clear
understanding of the condominium laws of this State, and that the condominium
specialist position will heip to clarify these laws. Additionaily, this temporary
position is also expected to help satisfy the need for many of the proposed legislative
solutions, including the need for a condominium commission.

SECTION 2. The department of commerce and consumer affairs is author-
ized to establish and fill one temporary condonmunium specialist position exempt
from the provisions of chapters 76 and 77 to assist consumers with informaticn,
advice, and referral on chapter 314A. Hawaii Revised Statutes. and chapter 16-
107, Hawaii administrative rules, relating to horizontal propenty regimes.

The condominium specialist shall have administrative, professional, and
analytical work cxperience which demonstrates an ability to plan and coordinate
activities and deal effectively with others,

To provide sufficient time for the condominium speciaiist to carry out the
duties described in this Act, it is the legislative intent that this temporary position
remain in existence unti June 30, 1990,

Twenty days prior to the convening of the 1991 regular session, the de-
partment of cormmerce and consumer affairs shall submit fo the legislature a report:
evaluating the effectiveness of the position in responding to condominium-related
inquiries; identifying any major problem areas; and, if appropriate, recommending
tegislation to resolve these problems.

SECTION 3. There is appropriated out of the general revenues of the State
of Hawaii the sum of $30,000 or so much thereof as may be necessary for fiscal
year [988-1989, 1o hire a temporary condominium specialist to carry out the pur-
poses of this Act. The sum appropriated shall be expended by the department of
commerce and consumer affairs.

SECTION 4. This Act shall take effect on July 1. 1988.
tApproved June 13, 1988
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Appendix C

TESTIMONY ON S.C.R. NO. 100

PRESENTED TO THE HOUSE COMMITTEES ON
CONSUMER PROTECTION AND COMMERCE, INTERGOVERNMENTAL RELATIONS,

JUDICIARY, AND LEGISLATIVE MANAGEMENT
Fourteenth Legislature
Regular Session of 1988

April 21, 1988
by Samuel B. K. Chang, Director
Office of the Legislative Reference Bureau

Honorable Chairs and Members of the Committees:

My name is Samuel B. K. Chang, Director of the COffice of the
Legislative Reference Bureau. Thank you for the opportunity to
submit for your consideration the views of the Bureau con S.C.R.
No. 100.

This <concurrent resclution reguests the Bureau to study
various problems concerning the governance of condominiums, and
to propose feasible means and methods of dealing with such isszues
more effectively. DMore specifically, the Bureau is asked to
determine whether:

{1} There are reascnable controls on the use and treatment
of condominium association funds;

(2) The current fiscal audits of association funds are
adequate;

(3} Owners receilve adequate information regarding the use
of maintenance fees;

(4} .The processes for selection of association boards of
directors are fair and reasonable; and

{(5) There are adeguate checks and restraints to prevent the
abuse of power by board members, managing agents, or
managers.

The concurrent resclution also reguests that the condominium
specialist, the creation of whose position in the department of
commerce and consumer affairs is proposed in S.B. 2501, be a full
participant in the study.

The Bureau believes that attempting such a study at this
time is premature because there will not be enough time for the
data necessary for this study to develop. Questions such as
those which the concurrent resolution seeks to have answered-~the
adeguacy of controls on funds, fiscal audits, information
avallable on the use of fees, and so ferth, are questions which
are very much in the eyes of the beholder. As a practical
matter, measures are adeguate 1if the apartment owners of a
particular condominium believe that they are. Measures which are
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regarded as adeguate by all of the members of one association may
be regarded as grossly inadeguate--or grossly excessive--by the
members of another.

What would be by far the most practical means of attempting
to come to some conclusions with regard to the problems raised in
the concurrent resolution would be to appreoach the study from the
standpoint of complaints raised by condominium residents--real
problems raised by real people. For this reason, involvement on
the part of the proposed condominium specialist is critical. As
the person fielding guestions and attempting to solve the
problems raised by complainants, the condominium specialist will
be able to see patterns developing in terms of the specific areas
where the greatest number of problems cluster--the specific types
of problems, and the specific types of abuses.

The condominium specialist, the pivotal player in this
study, is not likely to be available immediately after the end of
the legislative session. Assuming the autherizing legislation is
enacted, *the specialist may not be hired until July 1, or even
later. More importantly, given the usual time needed for the
public to become adequately informed of the existence of a new
government program, persons having complaints are not likely to
know about the availability of the condominium specialist until
even later.

As a practical matter, any Bureau researcher working on a
study will normally have to begin the report writing stage by the
early part of October in order for the study to be distributed
before the convening of the legislative session. This would
effectively limit the range of data gathering to the period
between the hiring of the condominium specialist and early
October, a period of 3 months, or even less. There are dangers
inherent in basing conclusions on too narrow a range of data. An
erronecus impression could be given of widespread problems--or
the lack thereof--if the small amount of data received is
unrepresentative.

Apart from the feoregoing observations, the Bureau has
serious misgivings as to whether our researchers, 1if left *to
their own devices without the assistance of the condominium
specialist or someone in the department of commerce and consumer
affairs with overseeing responsibilities over condominiums, will
be given access to information from condominium associations as
to how they use and treat association funds, what their fiscal
audits cover, how maintenance fees are accounted for, and what
the process of selecting boards of directors are.

Bowever, if the Committees believe it imperative that some
type of study be conducted, the Bureau respectfully recommends
that the study be submitted prior to the convening of the Regular
Session of 1980, if not later.

Thank vyou for the opportunity to express the views of the
Bureau on $.C.R. No. 100.
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Do You Know . ..

s Your rights and responsibilities as a co-owner?

¢ The develcper's background and financial
references?

* What's planned for future development in the
project?

e The developer's rental policy?

* When the recreation facilities will be completed?

¢ Who will contral the recreation facilities?

s What's included as standard eguipment in your umt?
o What's under warranty?

* What costs are included in the monthly assessment?

* When the co-owners will be permitied 1o vole for
directors of the condominium’s Association?

» How condominium living ditfers from other types of
residential tiving?

* The difference between a Prefliminary Heservation
Agreement and a Purchase Agreement?

You Should Know The Answers To
These Questions Before Buying A
Condominium

Introduction

The first edition of this bookiet was published by the Corporation
and Securities Bureau, Michigan Department of Commerce in 1975,
Since then, there have bheen changes in both the condominium
industry and the law governng the devetopment of condominiums,
0n March 14, 1978, a new condominium act, designed in part to
provide condominium purchasers more protection than the
previous Horizontal Real Property Act of 1963, was signed into law
and the hangbook was revised to reflect the changes.

On January 17, 1983, an amendment 1o the Condominium Act
{1978, PA 59) became effective. This amendment, P.A. 538 of 1982,
changed the law 5o that condomimnium developers will no longer
fite apptications with the Departmaent of Commierce for approval of
their project betore markeling umits or estaplishing the project by
recording the condominium documents with the county register of
deeds. This latest edition updates the information to inciude
1982 PA 538 and subsequent amendments.

While the condominium concept has expanded in recent years (o
inciude commarcial and industrial projects, the information
presented in this booklet is directed primarily toward the
prospective buyes of a residential condominium. Read this booklet
and all documents relating to the particular project carefully so you
may make an informed decision.

Keep mopund that most developers have well-eamed reputations
for honesty, integnty and competence. H a negative factor s
encountered i a particular project, 1 does not necessarily mean
he project 1s unsound o1 thal e developer 15 unscrupulous. it
may be due to an oversight or lack of understanding which ¢an be
vastly corrected.

ire all cases. we recommend thal you seek professional assistance
from a lawyer or other business advisor before buying a
condomimum
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What Is a Condominium

You've heard about condominiurms, read newspaper ads, or
pernaps have a friend or relative who is Hying in one, Now you are
considering the purchase of a condominium unit for yourself.

What, actuatlly, is & condominium?

The word condominium comes from a Latin word meaning
common ownership or controd. Ordinarily 1t means individual
ownership of aif the space inside the inner walls of an apartment or
house and common ownership of he structures and land, This
division betwesn exclusive and common ownership exists
regardiess of the form or design of the project. The project rmay
take the form of & high-rise, dupiex, lownhouse, or single family
dwelling. In other forms of condominium projects such as mobile
homes, campground, or marina, the exclusive ownership may be
merely a cuba of alrspace within which a mobile nomae. recreational
vehicle, or baal is parked of anchored. The common ownership
would be the land and improvements such as concrete pads and
piars and the ulility systems.,

The inner space, which you own, is yours to decorate, {o
maintain, 1o live in. Usually, everything else in the condominium
development-—the exterior wails, the land, the common hailways,
the recreation facitities—is the common property of everyone who
owns a unil and is termed common elements.

Limited or General Common Eiements

Some of this commonly-owned property, such as your patio of
balcony or carport space, is calied limited common elements and is
restricted to use by your family only. ln the case of stairways or
faundry faciities it may be limited to other families who tive in your
huilding, but i remains the common property of all the co-owners
inn the development. The rest of the common elements—roads,
green areas, recreation facilities—are termed general common
elements and are avaiisbie for use by everyone in the development.
You must read your fegal documents carefully to understand which
parts of your condominium are designated as limited. or general,
common efemaents

The co-owners of a condominium are legatiy organized into an
association, which is responsible for governing and maintaining the
common giements of the condominium. Each co-owner pays a
monthly fee of assessment for these services.

Condo Advantages

Condominiums account for an increasing share of the housing
market. There are several reasons for this:

* Condominiums, ike singie-family homes, offer owners certain
tax deductions, appreciate in equity vaiue and {unlike rentals)
offer assurance of long-term cccupancy.

Condominiums often are more convenient to shopping and
business facilities due to iand use patterns, and demand less
indivigual maintenance than singie-family homes.

» Condominium projects may contain more recreational facilities
{such as swimming nooals and tennis couris) than an individual
nomeowner could reasonably afford.

* Condominiums are an econamical and environmaentally sound
use of land compared to a subdivision containing the same
number of living units.

How They Began

Condominiums are not a new concept in housing. The Romans
used them and they were popular in the walled cities of the Middle
Ages in what is now Western Europe. In the first hall of the 20th
century other Europesan countries enacted statutes permitting
CONJdOMmIniums.

A few condominiums existed in the United States as garly as

1947, but they were not legally established in this country until
1961,
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The concept of condominium housing was first incorporated into
Mictugan law with the passage of the Horizontal Real Property Act
in ¥963. Fifteen years later this law proved inadequale to meet the
needs of the fast.growing condominium industry and in 1978, a
new Michigan condominium law was enacted, PA 59 of 1978 This
law, administered by the Corporation and Securities Bureau af the
Michigan Department of Commerce, is important 1o buyers and
developers of condominiums in Michigan because it provides
safeguards for both parties and outiines the rights and
responsibiities of sach.

For condominium purchasers it esiablishes the iegal basis for
two relationships: (1} betwaeen the buyer and the developer of the
condominium, and  (2) between the owner of a condominium unil
and the association of go-owners.

The Buyer and the
Developer

Section 21 of the Michigan Condominium Act provides in part
that: "'A condominium unit located within this state may not be
offered for its initial sale in this state unless the offering is made
in accordance with this Act or the offering is exempt by ruie of
the administrator.”

PA 538 of 1982, effective January 17, 1883, changed the faw, in
that the developer is no longer required to have a Permit To Take
Reservations or Permit To Sell prior to offering condominium units
to the public. In addition, developers and associations wiit no
longer be required to obtain approval of amendments 1o project
documents, even though the documents may indicale approval is
required.

Under the amended Condominium Act, the developer will be
requited, uniess exempt, to meet a more stringent escrow
requirement. The devetoper 15 required 1o create a serigs of escrow
accounts 1o assure cempletion of the construction of a phase of a
project once saigs have staried. A licensed architect or engineer
would determine if the project was substantially cornplete or would
set the ampunt of escrow necessary 10 ensure the developer's
ability to complete those portions of the project that must be built.

4

Advertising and Sales

There are some prohibilions on the content of the developer's
advertising, including newspaper ads, radio and television
anhouncements, brochures, material in the sales office, sates
presentations, and the housing models themselves.

The developer or salesman cannot advertise or tell you orally

* {hat your unit will aslomatically ingrease in value if
you wish to sell in the future;

¢ that you must act quickly to purchase a unit because
af limited availability or because the price will
increase, uniess this is actually the case;

# that you wit! receive a discount or savings, or that
you witi receive “'free” goods or services for
purchasing a umi, unless this is actually the case.

In a model of the unit, the developer must tell you which items
are not standard squipment, such as special fiooring, carpeting,
cedting beams, moldings, ight fixtures, patios, fences, or other
features.

Persons selling condominiums in Michigan are also subject to
the rules of the Michigan Oepariment of Licensing and fReguliation
and are usually required to hold a real estate broker's or
salesperson's license.

Preliminary Reservation Agreements
and Purchase Agreements

Once you've made up your mind which condominium you want,
you will be asked ta sign one of the following agreements:

Preiiminary Reservation Agreement This agreement will never
become a binding sales document. 1t is not binding on either you
or the deveioper. it simply gives a prospective purchaser the first
opportunity to buy a specific unit once the developer has
established the proiect. Many developers use this method
1o test the market for iheir project. Since the Preliminary
Reservalion Agreement can never become a binding sales

5
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Safeguard—Purchase price savings can be quickly used up
through high assessments. When buying a condeminium in a
structure which has been converted from an existing building, keep
m mind that you wilt not only become the owner of a unit, but aiso
a joint owner of the furnace, roof, pipes, wires and other commeon
elements. Ask tor a copy of an architect or engineer's report on the
condition af all building components and their expected useful life.
Ask 10 see copies of the building maintenance records for
preceding years. Find out what improvements the developer has
made. Do not be misled by a fresh coat of paint and new carpeting.
Find out what, if any, warranties remain.

12

The Buyer
and the Association

When you lake title to your unit, you auidenatically become a
co-owner and a voting member of the co-owners’ association
formed to administer the affairs of the condominium. The
asscciation is usually a non-profit corporation, The value of each
vote is normally determined by the percentiage of vaiue given to
each living unit and is stated in the master deed. Howaver, voling
and the obligation to pay assessments may not necessarily pe
equal, and this fact also must be stated in the masier deed and
condominium bylaws.

Who's in Charge?

The association is governed by a board of directors appointed by
the developer until the first annual meeting. This initial meeting of
the co-owners to elect members to the board of directors may take
piace one year or more afler the master deed is recorded. The
provisions for holding the annual meeting and designating the
voling precedures are included in the condominium bylaws, along
with other infermation about the operation of the assoctation. The
condominium bytaws are attached fo and incorporated by
reference in the master deed you receive when you buy a
congominium. The bylaws should be read carefully as they may
contain complete provisions outlining your rights as an owner as
well as the scope of activities permitted co-owners of the project
during the transition.

Before the first annual meeting of the association, tha deveioper
may have the ability to amend the condominium bylaws so long as
the amendment does not materially atfect the rights of the
co-owners. It unils are still betng sold after the first asscciation
meeling, the developer voles and pays assessments as any other
co-owner.

Associations Have Bylaws, Too!

The asscciation also operates under its own bylaws. in addition
to the condominium bylaws. Association bylaws provide lor the
operation of the association as a nan-profit corporation including
details regarding officers, directors, meetings, order of business,
and so forth.

13
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Responsibilities and Rights

The Association

The asscciation usually is responsible for maintenance of the
oulside of the condominium units, such as hatlways, lobby,
building exierior, lawn care, snow removal, trash pick-up, street
maintenance (H the roads are private), and operation of the
common elements, including the recreation facilities, heating piant,
water of electric systems. These jobs are done through a
managemment flrm or manager hired by the association, by
employees hired directly by the association, or, in some cases, by
co-owners themselves.

The association sets fees for the maintenance of those comman
etements which falt under #s responsibility as stated in the master
deed or other condominium documents and may increase the
charges. Special assessments may be made by the board of
directors to cover capital improvements, but generally any
substantial increase in the monthly assessment must first be
approved by a vote of the co-owners. The condominium bylaws
often sel the dallar limit on what may be approved by the board of
girectors without a vote of the co-owners.

The condominium Dylaws also provide methods for setiling
disputes concerning interpretation or application of the master
deed, bylaws. management agreamant or between co-owners,
between co-owners and the association, or between the association
and the management firm.

The Co-owners

While the association is responsible for maintaining the common
alements of the condeminium, you are Tesponsibie for the
maintenance and upkeep of your unit interior.

There may be restrictions on your use of your unit that can be
enforced by the association. They inciude such things as:
rastrictions on pets; selling of renting your unit to someoneg of your
choice, willing 11 to anothar person. Check for these in the
condominium bylaws.

The association also sets rules for use of the recreational
facitiies and other comman elemants. It may requice approval of
repairs of structural modifications you wish to make in your unit. if

14

you mortgage your unit, you must notify the association of the
name of the lender who is holding the mortgage, and the
association may inform the mortgage holder of unpaid assessments
due from you for your unit. Late charges and other penalties for
non-payment of assessmaents are also commaon provisions found in
the condaminium bylaws.

Ail condominium associations created and operating under the
Condominium Act must make provisions for a reserve fupd to be
used for major repairs and replacement of common elements.
Uitimately, the co-owners must determine whether the amount kept
in the reserve account is adequate for their project.

and More Questions . ..

Some additional questions often asked by prospective buyers
are:

* What doses the monthiy assessment inclute?
¢ it 1 don't use all the facilities, why do | have to pay for them?

* What happens regarding unpaid monthly assessments if a
co-owner defaulis?

The monthly assessment varies fram one development to
another, but generailly includes repairs and maintenance Costs,
insurance, reserve funds, management costs and upkeep for
recreation facilities. You should receive a disclosure statement
itemizing the budget at the time you are given the master deed.

If the project is & conversion—that is, converted from rentat
housing to condominium ownership—ihe developer should report
actual past costs of maintenance and repairs and taxes from
previous years and how they compare-with the proposed budget.
Remember, however, that the project may be assessed diffarently
for tax purposes whan it is canverted, which couyld mean a tax
increase.

The monthly assessment is considered as a lien on the
condominium and you cannot exempt yourself from paying i,
whether you use all the facilities provided or not.

It a co-owner leses a condaeminium unit through foreciosure to a
lender, the lender is not liable for assessments charged to the unit
and still owing. The unpaid assessments wili be allocated among
all of the units, including the foreclosed unit.

16
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What to Do
If You Have a Complaint

A reputable developer is interested in deating with you fairiy if
you have probtems with your condominium. it is in the developer's
tiest interest to creale satisfied owners, and, theretore, the majority
of your guestions and complaints usually can be handled by direct
communication and negotiation between the two of you.

Ask your developer for the name, address and telephone number
ot the person within #s organization to contact when you have a
complaint.

If your project was established after the Condominium Act
amendrmernts took etfect in 1983, your purchase agreement should
contain wording that explains your right to take any claims against
the developer, which involve $2.500.00 or less, betore the American
Arbitration Associmticn.

There are procedures to fottow if you are not satisfied with the
construction of the develogment, or yau think you have been
misinformed by a condominium sajes representative, or you are in
disagreement with the practices of the co-owners' association, or if
some diher problem does arnise.

i your difticulty s with the developer, first contact the deveioper
by fetter. H no response is received within 15 days after the
developer receives a certified, return receipt requested fetter,
contact:

1. For Construction Defects:
A. Your local building inspector
B Michigan Bepariment of Licensing and Regulation,
Bureau of Realty and Environmental Services, Complaint
Anatysis Division, P.O. Box 30018, 808 Southland,

Lansing, Michigan 4890%
Telephone: (517} 374-9625

i6

2. For Sates Misrepresentations:

A. Corparation and Securities Bureau, Michigan Department
of Commerce, P.O. Box 30222, Lansing. Michigan 48909,
Teiephone: (517} 373-8026
oF

B. Michigan Depariment of Licensing and Regulation,
Bureau of Realty and Environmental Services, Complaint
Anatysis Division, P,O. Box 30018, 808 Southland,
Lansing, Ml 48909
Telephone: (517) 374-8625

3. Actions Regarding Purchase Agreement of Master Deed:

Corporation and Securities Bureau,
Michigan Department of Commerce,

P.O. Box 30222, Lansing, Michigan 48309
Telephone: (517) 373-B026

tf you have & complaint with the association at the time it
is controlied by the co-owners or with other co-owners,
check the condominium bylaws 1o find out what recourse
you have. Neither the Corporation and Securities Bureau
nor other state agencies generally have jurisdiction over
complaints between these parties.

FThe Corporation and Securities Bureau raequests that you
submit a written complaint on forms which you may obtain
from the Bureau. You should include copies of any
documenis that support your complaint when you forward it
to the bureau for review.

When the bureau receives your compiaint, it will contact
you to get any other necessary information and then
determine whether the bureau has jurisdiction. If so, contact
is made with the developer to try to work out a solution that
is satistactory 1o everyone involved. If negotiation fails to
settle the dispute, the bureau may consider other
administrative remedies. If it does not have jurisdiction, the
bureau may make a referral to another state agency.
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arises oul of or related to the gommon elements of a
condominivm project, if the amount of the giaim is
$10,000.00 or less.

(4} The pericd of limitations prescribed by law for the bringing
of a civil action shal apply eqgually to the execution of a
conirant 1o settie Dy arbiration under this section.

{5} All costs of arbitration under this section shall be allocated
in the manner provided by the arbitration association.

{8) A comtract (o settle by arbitration under this section shall
specify that the arbitration association shali conduct the
arbitration.

{7}  The method of appointment of the arbitrator or arbitrators
shail be pursuant 1o reasonabile rules of the arbitration
association.

{8)  Arbitration under this act shall proceed accerding to
sections 5001 to 5065 of Act No. 236 of the Pubilic Acts of
1961, being sections 6005001 to 600.5065 of the Michigan
Compiled Laws, which may be supplemented Dy reasonable
rules of the arbitration agsociation.

(9)  An arbitration award shalt be binding on the parties to the
arbifration.”

A purchaser or association of co-owners considering this remedy
should consult with their legal advisor.

- The right to lodge a complaing pursuant 1o Article 5 of the

Occupational Code (Section 501 to 522 of 1980 P.A. 299).

A condominium developer may be required to be a licensed
residential builder under the Qccupational Code. Complaints
concerning construction weould be filed with the Departmen! of
Licensing and Regulation, Complaint Division, P.0. Box 30018,
Lansing, Michigan 48909

. The right {o initiate an investigation or bring an action under the

Michigan Consumer Protection Act, 1976 P A, 331.

24

This is an Ac! to prohibit certain methods, acts, and practices in
trade or commerce; to grescribe certain powers and duties; 1o
provide for certain remedies, damages, and penaities; to provide
for the promulgation of rules; 1o provide for certain
investigations; and to prescribe penakties.

Compiaints may be filed with the Department of Attorney
Generat, Consumer Protection Division, 525 West OHtawa,
Lansing, Michigan 48813, Complaints may also be filed with the
Proseculing Aftorney in the counly in which the condominium
project is jocated.

A purchaser or associalion of co-owners considering this remedy
may wish to consult with their legal advisor.

5. The right to notity the appropriate enforcing agency of an
alieged viglation of the State Construction Code, other
applicable building code, or construction regulations. The term
ventorcing agency” is defined in the State Construction Cods,
1872 P.A. 230, as the local building official.

Section 150 of the Act grants certain discretionary powers to the
Bureau as specitied at Sections 181 to 186 which shall be
exercised only with respect to actions which materially endanger or
have endangered the public interest or the interest of condominium
co-owners, as enumerated at Section 154, Sections 151 to 156 state
the following:

“Bec. 151, The administrator in its discretion may:

{aj Make private investigations within or without this state as it
deems necessary to determine it a person violated or is about to
violate this act or a rule promulgated or order issued under this
acl, and may publish information concerning the violation of this
act or rute or order.

(7) Require a developer to file a written statement in response to
complaints received by the administrator and forwarded to the
developer. The statement shall set tarth the facts and
cifcymstances concaining the matier raised in the complaint.
Failure 1o respond 1o a teiter requiring information within 15
days after its receipt shall be ground for issuance of immediate
order directing a response.

28
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Sec. 152. (1} For the purpose of an investigation or proceeding
under the act, the administrator or its authoerized represertative
upon making application to the circuit court and showing of
cause that a violation may occur or has occurred and obtaining
order of said court, may administer oaths and affirmations,
subpoena wilnesses, compael their attendance, take evidence,
and require the production of beoks, papers, cotrespondence,
memoranda, agreements, or other documents or records which
the administrator deems retevant or material to the inguiry.

{2) The administrator or any of 15 officers or empioyees shall
not disclose ko the public any investigative information which is
tited with, or obtained by, the administrater and which is not
made public under this act. This act shalt not be construed to
authorize the administrator or any of its officers or employees to
disclose investigative information except among themselves or
when necessary of appropriate in a proceeding or investigation
under this act, or to tederal, state, local, or toreign governmentai
agencies for their official use. This act shall not be construed to
creale or derogate a privilege which exists at common faw or
otherwise when documentary or other evidence is sought under
subpoena directed 10 the administrator or any of its officers or
emplayses.

Sec. 153, if the administrator has reason Lo befieve that a
person is in violation of this act, the administrator shali notity
the person and the devetoper of the investigation and the
possibility of administrative or civil action at least 10 days before
commencement and the proceeding. Before commencement of
administrative proceedings the administrator may issue a
nonpublic statement of intent to commence proceedings to
persons who are subjects of an investigation relating to possible
violations of the act. The notice shall provide that the subjects of
the investigation shal have opportunity 16 show why
proceedings should not be commenced against them. if a
response satisfactory to the administrator is received, then
turther proceedings under this act shall not be required.

Sec. 154, The administrator may issue an order to show cause
why an order barting or suspending a person brom condominium
development, sales or management, should not issue if it finds
that the arder is in the public interest and that actions which
materially endanger or have endangered the public interest or

26

the interest of condominium co-owners exist and said actions
are enumerated ang limited to the following:

(a) A disclosure statement, the master deed, or a related
document filed with the administrator in connection with a
condominium project is incomplete in any material respect or
contains a statement which is false or misleading in the light of
the circumstances under which it i$ made.

{b)] This acl, or a rule, grder, or condition lawfully imposed
under this ac¢l, has not been complied with or was viclated, in
connection with the offering by the person filing the document;
the developer; a pariner, officer, director, proprigtor, or manager
of the developer; or a person directly or indirectly controlling, or
directly controlled by, the deveioper.

{¢} The condominium project warked or tended 1o work a fraud,
deception, or imposition, or would so operate, or the
condominium project would create an unreasonable risk to
prospective co-owners, as defined by rules promulgated by the
administrator.

{d} The devetoper, a pariner, officer, ditector, proprietor, or
manager of the developer, or a person directly or indiractly
controliing or directly controlied by the devetoper, or a person
idgentified in a disclosure statement, was convicted of an offense
under this act within the past 10 years, is the subject of an
administrative order under this act, or has had a civit judgment!
entered against him or her as a result of a violation of this act or
a rule or order promulgated pursuant to this act; and said
judgment has not been satisfied and the administrator
determines that the involvement of the person in the sale or
development of the condominium project creates an
unreasonabie risk (o prospective co-owners.

(2} The developer, a partner, officer, director, proprietor, or
manager of the developer, or a person directly or indirectly
controlling or directly controlled by the developear, or a person
identified in a disciosure statement was.:

¢) Convicted of a violation.

{ti} Had a civil judgment entered and has not satisfied said
judgment as a resuit of a violation of a statute regulating

27
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the offering of securities or franchises or licensing or
regutating builders, real estate brokers, or real esiate sales
persons; or as a result of a viclation of Act No. 286 of the
Public Acts of 1972, as amended, being sections 565.801 o
565835 of the Michigan Compiled Laws, or a rute
promulgated or order issued thereunder.

(f} The developer’'s method of business, construction,
development, or sales includes or would include activities which
are iiegat,

{gY The applicant failed to diligently seek or was denied
appropriate zoning, building, pubtic health, or environmentat
permits,

Sec. 155 (1) When the administrator has cause to believe that
a person engaged in an act or practice constituting a violation of
this act or a rule promulgated or order issued under this act, the
administrator may issue a notice to show cause why a cease and
desist order shouid hot be issued.

(2} After 10 days' notice and apportunity for hearing the
administrator may stop construction as to part or all of a
condominium project when the continuous building would cause
irreparable harm to co-owners of the condominium project.

(3} 1f the administrator knows or has cause to believe that funds
of individual ¢o-owners or the association of co-owners wefe
misapplied, converted by the developer, or that the develcper
understated mainienance or other fees for the purpose of
enticing purchasers, or otherwise failed to mest financial
gbligations 10 the project, the administrator may require an
appropriate escrow of funds from sates of condominium units
pending resoiution of the matter provided, however, that the
escrow requirement under this section shall not impair any
contractuat rights of any first martgagee to repayment of its loan
from the proceeds of the sale of condominium units.

Sec. 156, A person may not represent that the fact that an
application under this act is fided or a permit is granied
constitutes a finding by the administrator that a document tiled
under this act is true, compiete, or not misieading. A person may
not represard that the administrator passaed upon the merils or
qualifications of, or recommended of gave approval to, a person,
developer, fransaction, or condominium project.”

28

This handbook is published as a general guide for
peopie who are copsidering buying a condominium. it is
not intended as a substitute for the Michigan
Condominium Act {1978 P.A. 58), or for the rules of the
Corporation and Securities Bureau that pertain to
condominiums, or for the specific condominium
documents of any development.
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Introduction

Condominium living offers many benefits which
appeal to Increasing numbers of individuais and
families. In the 1ast decade, the number of condominium
unitg in Florida increased to over 100,000 units. Demao-
graphic studies indicate that the trend of rapid growth in
condominium living will continue.

Many factors account for this rapid growth. Tenants
avoid ever-increasing rants and gain tax advantages and
investmant benefits through ownership. Homeownaers
find condominium ownership can be an economical
sclution to constantly nsing iand values, building costs,
and maintanance expsnses, Condominiums also pro-
vide an opportunity to enjoy commoniy owned recrea-
tional and other facilities that might otherwise be
unaffordable.

Condominium ownership is very old in concept, yet
relatively new in the United States. Because of its
newness, purchasars and owners are often not familiar
with the complex and difficult-to-understand lega!
requirermnents. This booklet is intended to acquaint unit
owners and prospective buyers with the concept of
condominium ownership. The first part describes con-
dominium ownership and operation and focuses on the
individual's role in the condominium. The second pant
highlights unit owner protections under Florida law,
whilg pan three outlines the functions of the Division of
Florida Land Sales. Condominiums and Mobiie Homes,

Part I: Condominium
Ownership and Operation
The Condominium
Concept

A condominium ig a form of property ownership
in which an individual owns s unit exclusively and owns
common elemaents jointly with all other unit owners in
the condominium. Like people, condominiums come in
many sizes, shapes and forms. Apartments, townhouses
and resort-like motels are oftan converted to condo-
minium ownarship. Other sxamples include maobile
home and trailer lots, campsr sites, docking facilities,
stables, recreation facilities and sven z former lusury
Tiner. Any real property may become a condominium,

Commor slements are those portions of the con-
dominium property which are not included in the units.
Adl unit owners share common sisment ownarship in an

i
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undivided manner. Roofs, sxisricr wails, the condo-
minium grounds and recrestion facilities are exampies of
items which are usuaily common elaments. Common

elements are legaily attached to each unit and are.

transferred with the unit whan it is soid,

The developmaent and creation of a condominium is
a lengthy process. In addition to businese and construc-
tion considerations, a daveloper must siso draft the
condominium documents which include, but 8 not
necessarily limited to, a declaration of condominium,
articies of incorporation of the association, and bylaws
of the association. These documents, which must
comply with the Fiorida Condominium Act, contain re-
strictions on the use of the property as waeil as the
mechanism and procsdures under which unit ownars
will sventually operate the condominium., Thus, the
developer makes many important decisions relating to
the future operation of the condominium before any
units are soid.

An important part of the deveiopment process is
the filing of the condominium documents with the
Division of Florida Land Sales, Condominiums and
Mobile Homes. The activities and functions of this
agency are decribed in Part il

Operating a Condominium

Assogiation

The operation of a condominium is carried out
through its association, usually a not-for-profit corpora-
tion made up of ail persons owning units in the
condominium. The association manages and operates
the condominium community, provides common ser-
vices, and maintains common elements. Each purchaser,
by accepting deed to his or her unit. automatically
becomes an assaciation mamber, bound by its rules and
regulations.

Condominiums are often compatrad to municipali-
ties. The condominium association has powers and
responsibilities which are similar to those of local
governmaents. It must collect assessments to pay for the
expenses of operating the condominium. [t must aisc
snfores the rules and reguiations.

Assaciations, by amending their documents to
include requirements reiating to the use, maintanance
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and apperance of units and the common elements, in
effact, perform legisiative-type functions.

Board of Diractoms

Tha association has a board of directors elected by
the unit ownars 1o repragent them in managing the
condominium. The hoard administers the affairs of the
association, sets policy, assures proper property main-
tenance and appoints committees to mansage various
aftairs of the condominium. Oftenr such committees
include: Rules Committes, Financial Committes, Elac-
tion Committee, and Social Events Committee. Effec-
tive committees are important to well-run cor-
dominium association hecause they heip the board canry
out its powers and duties.

The board of diractors has a fiduciary responsibility
o act with tha highest dagree of good faith and to placs
the interests of the unit owner above the personai
interasts of tha directors.

Although the board of directors is essentially the
decision-making body for the condominium, the assc-
ciation's affactivaness rasts primarily with its member
ship—the unit owners, For an association to be suc-
cessful, unit owners must take an active part by
attanding condominium meaetings, voting, serving on
committees and assisting in other affzirs of the associa-
tion whensver possibie.Thesa things are essentisito an
association’s survival. Apathy on the part of unit owners
can render an association ineffective.

So that each unit owner may be informed and have
& voice in the operation of the condominium, Florida law
provides for annual mestings. mesting notices, open
board maetings, slections, recall of directors, voting, and
parsonal access to condominium books and records.

Management

The day-to-day managament of the condominium
property is the most important association function.
While the documents provide an ocutiine for orderly
operation, reaj-life operation can be a vastly different
axparienca. it is the mambaership’s duty to determine the
association’'s needs, the membership’'s desire for per-
gsonal involvemaent, and the assccistion's financial
capabilities, Thers are many managemeant aptions avail-
able to the association, ranging from owner manags-
ment to professionat management. Only through a
process of evaluation can an association determine the
type of management best suited to its unique needs,
desires,and capabilities.



Restrictions and
Responsibilities of
Unit Owners

Condominium ownarship has been prociaimed as &
way to combine all the advantages of renting and buying
intc ona package labeled “carefree living.” Although
buying a condominiurmn unit does offer many advantages,
there are many restrictions and responsibilities which
accompany ownership.

Restrictions

Restrictions on the use of both the individuai unit
and the common eiemants help to preserve tha best
interests of all unit owners, itis usuai to have limitations
on the use, occupancy, and transfar of the condominium
unit. For example, thers may ba restrictions on types of
window coverings, pets, children, unit rental, and the
number of unit cccupants.

Just as the use of the unit is restricted,so is the use
of the common elements. While ail unit cownaers have the
sight to use the common elements, they must use them
in the mannar provided in the condominium documents
and in the rules and regulations adoptad by the Board of
Directors of the agsociation, Fraquent restrictions on the
use of the common elemants include limitations on
parking and typas of vehicles allowad on the premises,
limitations on modifications to the condominium exter-
ior, and restrictions on the use of racreational and other
common facilities.

Sincs each set of documants is diffarent, the only
way to detarmine specific restrictions pertaining to a
particular condominium is to review the documents of
that condominium. Restrictions are subject to change at
any time the unit ownaers properly amend the documents
to provide for such a change.

In addition t0 the use rastrictions in the condo-
minium documents, thae Condominium Act gives the
Board of Directors the authority to adopt reszonable
rules and reguiations conceming the use of the common
slgments, common areas and the recreationsl facilities.
Since rules adopted by the Board will aiso determine
how the common slements are to be used, a review of
these rastrictions will alsoc be necsssgary.

Financia! Responsibilities of the Unit Owner

Tha cost of operating and maintaining the condo~
miniurn is funded through budgeting end assaessing
procedures carriad out by the association. Unit owners

4
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are assessaed according to the proportions or parcent-
ages as set forth in the declaration of condominium. ina
residential condominium, upit owners’ shares of
common expensas shaifl be in the same proportions as
their ownarship intarest in the common elements, Unit
owners must pay the assessments; they cannot be
avoided simply by not utilizing various common facilities.

Assegsmants to unit ownars vary depending upon
the amenities and level of services baing offered by a
particular condominium, Purchasers who buy from a
daeveioper are entitled to racaive an estimatad oparating
budget showing the axpected costs of opemting the
condominium. The budget is only an estimats and may
not represent actual costs. Purchasers should sxpect an
increase in the budget as inflation and wear and tear of
furnishings and equipment take their toll. Unit owners
may also expect to face special assessmants when there
is either not enough monaey in the budget for the axpen-
diture, or the expenditure was not anticipatad and there-
fors not included in the budget.

Itams typicaify found in condominium budgets
include administrative faes of the association, manage-
ment fees, rant for recreational {acilities, insurance
premiums, raserves for capital expendituras and deferrad
maintenance, garbage collection and utilities for
common areas.

In addition, the unit owner shouid expect to be
individually responsaible for such items as real estate
taxes, cost of private teisphone, personal insurance
premiums covering the contents and interior of the unit.
maintenance of the intarior of the condominium unit,
privately contracted janitorial or maid service and utility
costs billed directly to the unit owner.

Other Responsibiliting

‘The rules, regulations, lavels of services, budget-—
in factall sspects of operating the condominium-—are
detarmined by unit owners through their association.
Once the developar has sold most of the units, it
bacomes the responsibility of ths unit ownars to see that
the affairs of the condominium are efficiently carried out.



Part II: Florida
Condominium Law:
Protections for Unit

In addition to numerous protections granted
buyers, the Condominium Act contains several provisions
protacting the rights of unit owners. Many of thess ars in
kaeping with Florida’s Governmant-in-the-Sunshine
philosophy and insure that unit owners have tha oppor-
tunity to be informed regarding the affairs of their condo-
minium, Others arg intended to prevent prohlems and
provide remedies for existing problems. The foilowing
are some of these:

Condominium Meetings

Unit owners ars entitled to:
-ah annual association mesting.
—spacial unit owner meetings.
—notices of association and boerd of directors meetings.
-—open board of directors meetings.
--a copy of the proposed annual budget and natice of
tha budget maeeting.

Voting and Elections
Unit owners:
-~may vote by proxy.
—may be nominated for the board of directors from the
Hoor.
—may remove directors from office with or without
cause by majority vots.

Assessments

Unit owners’ shares in tha common axpensges ars
pavabie at least quarterly.

Budget increasas raquiring assessments in axcess
of 115% of the prior year may antitie unitowners tocali a
special meeting to consider and enact a budget

Association Books and Records

Unit owners are entitied:
—~t0 review the minutes of all association mestings,
which must be kept for at leagt seven years.
—t0 review all books and records of the association,
which must be kept in the county whete the condo-
minium is focated.
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—tG receive a complate financiai report of the recaipts
and expenditures of the association, on &n annual
basis.

—to obtain copies of the official records at the reason-
able expense, if any, of the unit owner.

Miscailaneous

Newly constructed condominiums carty impiied
warranties of fithess and merchantability.

Unit aowners may void certain contracts made by the
developer in the name of the association.

Unit owners may peacably assembla on the condomin-
ium property.

Part III: Division of

Florida Land Sales,
Condominiums &
Mobile Homes

The Divigion of Florida Land Sales, Condominiums
and Mobile Homes is charged with the rasponsibility of
enforcing the provisions of the Condominium Act,
Chapter 718, Floride Statutes, ralating to the devalop-
ment, construction, sale, lease, ownership, operation
and management of residential condominiums. The
Division, which is one of five divisions in the Department
of Business Reguiation, is invoived in a number of activi-
ties affecting all segments of the condominium
COMmMmunity.

The following sections describe some of these
activities.

Examining Documents

Prior to offering units for sale, condominium devei-
opers must file with the Division one copy of sach docu-
ment required 10 be provided to prospective buyers. The
filed documents include such items as the declaration of
condominium, articleas of incorporation, bylaws, rules
and regulations that a unit ownar must cbey, and 3
budge? astimating the future operating costs of the con-
dominium. Thege itams ars examined to datarmine if
they comply with the provisions of the Condominium
Act. The Division does not, however, judge the merit of
an offering nor does it assura complete compliance by
the devsloper.



Lagisiation

The Divigion provides tachnical input to legisiators
regarding condominium problems in the form of data
coilection and interpretation, proposed legisintion, and
sppearances at isgisiative committee hearings. in addi-
tion, the Division adopts ruies to interpret and imple-
ment the Condominium Act.

Consumer Assistance

inquiries regarding condominium matters are
handled by Division staff, who analyze questions and
respond in a clear and concise manner. Written mater-
ials, such as this brochure, are prepared to answer many
of the questions more frequently asked by unit owners.
Statewide workshops and seminars covering a varisty of
topics are held on a regular basis in order to provide
information to the condominium community as well as
keeping the Division in touch with the needs of unit
owners. if you need information conceming the written
materials or seminars, contact the Tallahassee Office.

investigating Complaints

Anyone who believes that there has been & viola-
tion of the Condominium Act may filé a camplaint with
the Division. Complaint forms with instructions are avaii-
able from any Division office.

‘The Division attempts to informally resclve vicla-
tions of the Condominiun Act without legal action. in
most cases, violators quickly comply with the Act. When
2n amicable settiament is not possible, the Division may
use its enforcement powers to assure compliance,

Resolving Internal Dis-
putes By Arbitration

The Condominiumn Act was amended in 1982,
adding section 718.125E, Florida Statutes, "to provide
voluntary binding arbitration of internal disputes arising
from the operation of the condominium among unit
owhaers, associations, their agents and assigns.”

Arbitration is simply a method of solving disputes
by submitting them to an impartial{ person who has the
power to make a final determination conceming the
issues in controversy. The Condominium Act containg
provisions for arbitration in section 718.112{2){k),
Florida Statutes, when a vote for recall, or an agreement
in writing for ragall, is disputed.

Tha condominiurm arbitration process is particularly
suited to disputaes involving maintenance and repasir of
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the common elements, irraguisrities in meeting and
voting. disputes involving condominium documents,
adoption and enforcemaent of internal rules and reguia-
tions, association access to individua! units and dis-
putes arising out of tha rantal of units, just 10 name a fow
axamples.

Tha arbitration hearings, conducted by Divigion
Staf, are designed to avoid the technicalities of a lagat
court trial while affording the consenting unit owners
and associations an opportunity to present their dispute
to an impartial arbitrator. At the arbitration hearing.
sworn tastimony and evidence may be prasented as in
any administrative-type hearing. The decision of the
arbitrator is binding and enforceable in circuit court In
the event a court suit is later filed {trial de novo is not
precluded by the statute} the arbitration decision is
admisaible,

To use these sarvices, a8 condominium unit owner
or an association representative can, with mutual con-
sant of the parties, request the Division Arbitrator to
intarvane. The Division will then send an attorney to
conduct an impartial hearing in the city whers the
disagreeing parties reside. After considering the facts
and isgues, the arbitrator will, within thirty {30) days.
rendsr g decision that will bind both parties.

This provision has not changed the procedurs for
handling statutory violations under the existing Condo-
minium Act. Statutory violations will continue to be pro-
cessed by filing a condominium complaint directiy with
the Bureau of Condominiums. However, individuals
wishing to use the voluntary binding arbitration servicas
should request an application {petition} and a copy of the
ru{es of arbitration from: Division of Florida Land Sales,
Condorminiums and Mobile Homaes; The Johns Building;
725 South Bronough Streat, Tallahassee, Florida
32301-1927; (904) 487-1137, or call toil free within
Florida 1 (BOO} 342-8081. Ganeral inquires concermning
the arbitration procass may aiso ba directed to the above
addraess, and marked "Anention: Condominium Arbitra-
tion Inguiry”.

A Glossary of Commonly
Used Condominium
Terms

Amendment—A written statement of & change or
revision in & bylaw or other governing document

Annual Financial Reaport-—A written statement on the
financial status of the association for a given year.

9



Articlas of Incorporation—The document creating the
association responsible for operating the condomin-
ium. It describes the purpose of the association as wali
as its powers and duties.

Assessment—A unit owner's share of the amount of
money required to pay the expenses of the associstion
gnd the condominium,

Assessment {Spaciall~An assassment by the aasocis-
tion in addition to the reguiar assessment. It may bs
required in emergencisg or when the amounts budgeted
were not sufficient 10 cover expenses,

Association—The entity rasponsibie for the operation
of a condeminium. In most instances, the association is
a not-for-profit corporation. The individual unit owners
ara members of the association.

Board Mesting—Any gathering of & quorum of the
members of the board of directors or other reprosenta-
tive body responsible for administration of the associa-
tion for the purpose of conducting condominium business.

Board of Dirsctors—individuals responsible for the
administration of the affairs of the association. Direc-
1ors arg usuaily unit owners.

Bylaws— The document which contains provisions for
carrying out the internal affairs of the condominium. it
provides for the administration of the association,
various mastings, quorums, voting and other rules
relating to the associstion,

Common Elements— The portion of the condominium
property which is not included in the unit and which is
owned jointly by all unit owners.

Common Expenses— All axpenses properly incurred by
tha association for the condominium in carrying out its
duties and responsibilities. The documents may name
specific common expenses.

Common Surplus—The axcess of all receipts of the
sssociation collected on behalf of & condominium
{including, but not limited to, assessmaents, rents, profits,
and revenues on account of the common elemants) over
the comumon axpenses.

Condominium—A form of ownership of real property.
The condominium property is made up of units which
are individually owned by one or more persons and
common property which is ownad jointly by all unit
ownars.

Condominium Parcel— The unit together with the undi-
vided shara in the common alemaents,
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Convarsion—A condominium which ig created from
existing improvements.

Declaration of Condominium—The document which
gstablishes the property as a condominium. The condo-
minium g considered to be legally created when its
declaration is recorded in the public records of the
county where the condominium is locatsd. The deciara-
tion contains legal descriptions of the propsrty, includ-
ing the units. it also describes sach unit owner's undi-
vided share in the common alements, membership and
voting rights in the association, and covenants and re-
strictions on the use of the units and common elaments.

Documents—The set of papers creating and describ-
ing the condominium. It includes such itams as the
daclaration of condominium, articles of incorporation,
bylaws, and any existing lsases or contracts of the
association,

Escaiation Clause—A provision in a lease or other
contract which states that the rental payment will in-
crease at the same percentage rate as the Consumer
Price index or other nationally recognized measure of
inflation.

Laasehold—The right to use property in exchange for
rent

Lisn— A claim against proparty which aliows the holder
of a lien to take possession of the proparty to satisfy a
debt. Florida law provides that condominium associas~
tions have liens on condominium units for unpaid
ass0SSMents.

Limited Common Elements— A portion of the common
slemants which is reserved for the use of a particular
condominium unit ar units to the sxclusion of aif other
units. even though they are owned by ail of the unit
owners. For axample, a patio, which is not part of the unit
to which it is attached but can be used only by the
appurtanant unit, would be a limited common element.
The declaration of condominium describes afl limited
common alemants.

Multiple Condominium Community-—A development
which consists of more than one condominium. The
condominiums often share common recreational facili-
tiss and are operated by one association,

Percentage of Ownership—-The percentage of owner
ship is the intarest each unit has in the common alements.
Each unit has an assigned percantags. The total percent-
age of all units must equal 100, in Flarida, a unit owner's
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share in the common axpenses must be in the same pro-
porticns as the individual ownership in the common
alaments.

Phass Condominium— A condominium which is created
in stages. The developer has the option, but is not obli-
gated, to add future land, units and other improvements
to the initial condominium. As phases are added, the
percentage of ownership in the common elements
changes.

Proxy— Written authorization for one person to act or
vote for another at 2 meeting of co-owners or members.

Quorum— The minimum number of rapresentstives who
must be present at the meeting of a deliberative body in
order for business to be legally transacted.

Reserves— Monsy set aside for future repair or
replacemant of the common elements. The accumula-
tion of reserve funds prevents the necessity of future
large spacial assessments.

Special Assessment--An assessment for special
purpose or because of inadequate budgeting of oper-
ating expenses.

Yimeshare Condominium—A condominium in which
one purchases an interast in a unit for a specified time
period sach yesr.

Undivided Interest in Common Elements—The
percentage of common eiements owned by the unit
owner. The unit cannot be sold or bought separateiy
from its undivided ownersfiip interest in the common
aelements,

Unit—The part of the condominium property which is
individually owned.

Cther Informationat Brochures on Condominiums
by
Division of Florida Land Sales, Condominiums and Mobile Homes
Guide to Purchasing a Condominium Unit

insuring the Condominium: An insurance Guide
for the Condominium Unit Owner
Condominiurm and Cooperative Conversions

This public d was ¥ igated st an | cost of
$6,240.02, or $.098 per copy to disribute information to the
public,

The information contained hareint is based on exiating lew wwi is
aubjact to change.

Muy, 1985
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i you have questions or wish 1o obtain brochures
on other condominium topics. visit your [ocal library or
contact the Department of Business Regulation,
Division of Florida Land Sales, Condominiums and
Mobile Homaes at one of the addresses balow.

The Johns Building

725 South Bronough Street
Taliahassee, Florida 32301-1927
{904) 488-Q0725

1{800) 342-8081 (Within Florida}

Suite 903

1313 North Tampa Street
Tampa, Florida 33602
{813) 272-3845

Emerald Hills Plaza it

4881 Sheridan Street, Suite 480
Hollywood, Florida 33021

{3086) 963-1440



Appendix F

UNIT OWNER
RIGHTS AND
RESPONSIBILITIES

State of Florida

Department of Business Regulation
Division of Florida Land Sales, Condominisms
& Mobile Homes
The Johns Building
725 S. Bronough Street
Talahassee, Florida 32301-1927
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Iintroduction

The State of Florida, through its Condominium and
Cooperative Acts, provides for & number of rights for
owners of condominium and cooperative units. These
rights are balanced with several major responsibilities
tied to these forms of real proparty ownership. The
purpose of this brochure is to summarize unit owners
rights and responsibilities under the Condominium Act
{Chapter 718 of the Florida Statutes) and the Coopera-
tive Act{Chapter 719 of the Florida Statutes), The rights
arg listad in the order that they appear in the statutes.
The specific statute reference is listed after each right.
You should refer to that section of the statute for the
exact language of the designated provision. For a copy
of these statutes or for more information pertaining to
these rights and responsibilities, you may contact The
Education Section, Bureau of Condominiums, Johns
Building. Tallahassee, Fiorids 32301-1827, (804} 488-
Q725. Toll free in Florida 1-800-342-8081.

Rights

Unit ownars have the right to ...

1. Exclusive ownership of the condominium unit,
exclusive lease of the gogperative unit Section
718.103(23} and Section 719.103({14)

2. Maembsarship in the association.
718.104{4(i} and Section 718.105(1}

3. Vote as described in the declaration of condo-
minium or c¢ooperative documents., Section
718.104{4){i} and Section 719.105{1}

4. Veto any changes in the share of ownership or
common expenses and material alterations in their
unit unless the declaration as originaily recorded
provides for less than 100% approval for such
changes. Section 718.110{4] and Section
719.108(3}

5. Full voting rights appurtenant to the unit. Section
T1B.106(2){d}, no provision in the Cooperative Act.

6. Use of the common elements and association
proparty without payment of a fee unless such use
is the subject of a lease between the association
and the unit owner. Section 7181114} no
provision in the Cooperative Act

7. inspect the condominium or cooperative records at
reasonable times. Make or obtain copies of the
racords at the reasonabie expense, if any, of the
association member. Section 718.111(12} and
Section 718.104(2) "{Copies not provided for in
Chapter 719},

8. Inspect all association ingsurance policies at any
rgasonable time. Section 718.111{11}{a] snd
Section 718.104(3}

4. Inspact minutes of all meetings of unit owners and
the bosrd at any reasonable time. Section
718.111{12)e} 6. and Section 718.106{1}e)

Section

e
ot

10.

11

12

13.

14,

15,

18.

17.

i8.

19.

20.

21,

22.

23,

Raceive a finencial report of the actual receipts and
expenditures of the association annuaily, Section
718.111{13) and Section 719.104(5)

Vote by proxy. Section 718.112{Z}b}1. and
Saction 718.106{1}{b}

Right to revoke & proxy. Section 718.112 (2}{h)2.
and Section 718.106(1}{b}

Raceive 48-hour notics, posted conspicuousiy on
the condominium or cooperative property, of board
mestings. Section 718.112{2}{c) and Section
719.108{1}){c)

Be parmitted admission to all board mestings at
which & quorum of the board is conducting
condominium or cooperative business. Saction
718.112(2}c), Section713.106{1}{c} and Rule 7D-
23.01{1}, Florida Administrative Code

Be advised, in the posted notice described in item-
13, when the board meeting is mesting for the
purpose of considering assessments and the
nature of any such assessments. Section
718.112{2){c) and Section 719.108(1){c}

Be nominated from the floor to be a candidate for
board membership. Section 718.112 {2}{d)1. and
Section 719.106(1}{d)

Receive at {east 14 days’ written notice of the
annusl meeting. The notice must also be posted in
a8 conspicuous place on condominium property.
Section 718.112(2}dj2. and Seaction 719.108{1)(d)
Receive not fess than 14 days written notice of
budget adoption meetings and a copy of the
proposad budget (Section 718.112(2}e}. condo-
miniums}, Receive not less than 30 days writtan
notice of budget adoption meetings and a copy of
the proposed budget {Saction 719.108{1)if},
Coopuaratives).

Object. slong with & majority of the other unit
ownars, 1o ahy budget over 115% of the previcus
years agsessments. Section 718.112 (2}{e} and
Section 719.108{1}{f). In developer controiied
associations, 8 majority of the unit owners must
approve an assessment for any year greater than
116% of the prior years assessment. Section
718.112{2}{e} snd Section 719.106{1}{N5.

Pay assessments on a guarterly or more frequent
basis. Section 718.112{(2)(g} and Section
719.108{1)ig)

Join with & majority of the other unit owners to
recall any board member. Section 718.112 {2){k}
and Section 719.106(1){k}

Arbitration of dispute involving recall of board
membaers. Only one side neads to submit this type
of dispute and the result will be binding on both
parties. Section 71B.112{2}{k}, no provision in the
Cooperative Act,

Apply ta the circuit court for the appointment of 8
receiver if the associstion fails to fill vacancies on
the bosard sufficiant to constitute 8 quorum. Section
718.1124 and Section 718.1064



24,

25,

286,

27,

28.

28,

30.

31.

32.

33.

Expect maintenance of the common elemants by
the sssocistion. Section 718.113{1) and Section
719.103(2}

Require the associstion to enforce a recorded
claim of lien against their condominium parcels by
filing a notice of contest of lien. Section
718.116(4}){a}, and Section 719.108(4).

Raceive written notice from the association 30
deys before forsciosure action is filed. Section
718.116(5){b}. no provision in the Cooperative Act.
Require the sssociation to provide s certificate
showing the amount of unpsid ssssssments
sgainst them with respect to their parcels. Section
718.118(7) and Section 719.108(8}

Receive notification of any special assessment
which shall state the apecific purposs of the
special assessment. Upon completion of the pro-
ject any excess funds will be considered common
surplug. If the funds sre not used for the purpose
intended, the funds will be returned to the unit
owners. Section 718.116(8), no provision in the
Cooparative Act.

Receive notice from the association of its exposure
to liebility in exceas of insurance coversge pro-
tecting it against legal action within s reasonabie
time so the unit ownars have the opportunity to
intervene end defend on their own behalf. Section
718.118(3), no provision in the Cooperative Act.
Use the common elements, common areas and
recreation fscilities sstving their condomin-
ium/cooperstive according to the sssocistion's
properly adopted rules and regulations. Sections
718,106, 718.123 and Sections 719.105, 718.108,
Obtein sccess to any svailable franchised or
licensed cable television sarvice without charge 1o
raceive such sgervice except those charges
normally paid for like gervices by residents of single
femily homes except for installstion charges
agreed to between the residents and providers of
the service. Section 718,1232, no provision in the
Cooperetive Act.

Arbitration of disputes based on voluntary sub-
mission of both sides to the arbitration pro-
ceedings. Section 718.1255, no provision in the
Cooperative Act.

Hring action for damages or for injunctive relief, or
both, against the sssocistion, another unit owner,
directors designated by the developer or sny
director who wiltfully and knowingly fails to comply
with Chaptars 718, 719, or the associstion and
condominium/cooperative documents. The pre-
vailing party iz entitled to recover reasonabls attor-
rney's fess. Section 718.303(1)} snd Section
718.303(1}

For more information contact The Education Section,
Bureau of Condominiums, Johns Building, Tallahassee,
Forida 32301-1327 (904) 4B8-0725 or toll free in
Florida 1-800-342-8081

Other Informational Brochures
on Condominiums
by
Division of Florida Land Sales,
Condominiums and Mobile Homes

Condominium Living in Florida
Guide to Purchasing a Condominium Unit
insuring the Condominium: An lnsurance Guide
for the Condominium Unit Owners
Condominium and Cooperative Conversions

You may obtain copies of these materials from your local
library or from the Division of Florida Land Sales,
Condominiums and Mobite Homes from the Tatlghassee
office or
Suite 903
1313 North Tampa Street
Tampa, Florida 33602
{813} 272-3845
or
Emerald Hilis Plaza I
4851 Sheridan Street, Suite 480
Holtywood, Florida 33021
(305} 963-1440

This public decument was promulgated at an
annuaicostof $1,701.52, or$.0226 percopy to
distribute information to the pubiic.

The information contained herein is based on
existing faw and is subject to change.

May, 1885
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Introduction

Condominiums have become a very popular form of
housing in Fiorida. Many buyers, however, are not famiiiar
with the condominium concept nor the State of Florida's
statutory protections for buyers. The purpose of this pam-
philet is to increase awareness of the condominium con-
cept as well as to increase the knowiedge of potential
condominium buyers. Florida law appiies oniy to situations
where a unitis being bought directly from adeveioper. The
statutory protections described in this brochure DO NOT
APPLY if you buy your unitfrom another unit owner. How-
ever, this should not preclude you from considering and
asking the same kind of questions & prospective purchaser
wouid ask of a developer.

The first part of the pamphietfocuses on factorsio con-
sider before purchasing a condominium unit. This section
includes a worksheet to assist in estimatling the ongoing
cost of condominium ownership. The second section of
the pamphiet describes some buyer protections under the
Florida Condominium Act.

Part I: Things to Consider
Before Purchasing a Unit

This may be the first guestion a potential purchaser of 4
condominium unitasks “Whatexactiyisacondominium?’
Quite often when the term “congominium’ is used people
immediately picture a tall, high-rise building. This should
not be the case.

The word condominium comes from two Latin words
meaaning common ownership or controi. In a typical form
of home ownership a person owns property as weli as the
housing facitily upon the property. in the condominium
concept you own your unit pius you have an ownership
interestin the common elements of the condominium. This
is the common ownership or common controf referred 1o
previously. Thistype of ownershipcan befound notonlyin
high-rise buildings but also in low-rise developments,
garden type, row structure, semi-detached or detachsd
townhouse structure and even mobile home parks.

The benefits as well as the disadvantages of condomin-
ium fiving should be weighed carefully before a decision to
purchase a condominium unit is made. Some of the bene-
fits may inciude income tax savings. eguily builld up.
investment rewards, minimized upkeep, location and
amenities. The disadvantages may inciude higher popuia-
tion density, restrictions on living, responsibility of co-
ownership, majority rule and redugtion of privacy.

Living in a condominium is like living in a smail demo-
cratic society. As with all democracies, the system works
hest with the active involvement of all members, While you
do not have to get invoived in the organizational structure



of operating & condominium. you would be wise 1o take
part in it After all, you are making an investment in your
unit and the portion of the common eiements you have
bought. The ieast you can do is attend the meetings and
vote on the issues 10 try and control your investment in a
manner you feel is best Bear in mind though, where a
majority rules, there also exists a minority.

in addition to questions normaily asked when purchas-
ing a residence. the following should be asked about con-
dominiums The histis notcomprehensive but Covers areas
often overicoked by people who have never considered a
condominmm,

1. What are your ownership rights in the common ele-
ments, your voting rights in the association, and your
share in the commaon expensaes?

2. How are the unii boundaries defined?

3. What are the restrictions on the use of the common
elements and the unit?

4. Does the board of directors have the authority 1o set

the monthly assessments, ordo the unitownerssetthe
monthly assessments? Are there resirictions on how
much the board of directors may spend without unit
owner approval?

5. Doesthe board of directors ofthe association have the
authorily 10 make special assessments without unit
owner approval?

6. Are there any leases or contracts associated with the
condominium? if so. what are their terms?

7. Aregthereciausesinthe documents that state you ratify
and approve of all actions of the developer? If so, do
you understand all of the provisions of the documents
and accept and ratify whatl the developer has done?

& Exactly what items will the unit owner be personally
responsibie for maintaining?

§. Isthe condominium a phase condominium? Develop-
ars are not required by law o complete ali proposed
phases. If so, how many units wili eventually be added
tothe condominium and whatimpact will they have on
the use of the common facitities? in what phase are the
recreational facilities to be buift? If the recreational
facilities are planned for one of the first phases, what
will be the assessments if tater phases are not added”
ifiherecreationalfaciiftiesare in aiatter phase and the
developer does not compiete the phase development,
how wili you fee!? Whatlis the proposed time schegule
for adding the phases to the condominium?

10, Arethe sxpenses as sel forth in the estimated operat-
ing budget realistic? Are the amountstoo lowand if g0,
would 1 mean increases in gssessments when the
developer turns over conirgl of the condominium
association to the unit owners? You may obtain gui-
dance on these questions by comparing the estimated
operating budgets of the different condominiums you are
considering.

11. lg the condominium being created from previously
occupied property? {g "convergion’) i so. what is the
condition of the property and wilf major reépairs be
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required in the near future? s the deveioper provid:
written warranties? {See Condominium’ Cooperat:
Conversion brochure}

12 What is the guality of the construction?

13. What is the reputation of the deveioper?

4. Isthecondominium oneofanumbercfcondomimums
operated by one association? if so how arethe varicus
condominiums reiated? Will each condominium pe
representad on the board of directors?

15. Has the developer fited the condominium documents
with the Division of Fiorida Land Sales. Condomin:-
ums and Mobie Homes?

The answer 1o these and other questions you may have
can be found in the "condominium documents’ The
deveioper is required 1o file these documents. which corn-
sist of the declaration of condominium. articies of incorps-
ration of the associaticn and bylaws of the association
with the Division of Fiorida Land Sales, Condominiums
and Mobile Homes, Bureau of Condominiums before he
offers the units for sale. The developer is also required to
give each purchaseracopy of each of these condominium:
documents. Inspect these documents thoroughly before
yvou purchase a congominium unit. The restrictions within
these documents witlgovern your fite for the period of time
Yyou Qwn your condominium unit. No matter how formidabie
these documents appear, it is for your own protection anc
to your advaniage to carefully read and understand wha!
the documeniscontain. You may require the servicesofar
attorney 1o help you interpret this paperwork.

There are many other factors which shouid be cons:-
dered. Many of these reiate t¢ the unique needs of each
buyer, who must thoroughly expiore the condominium
order {0 make a decision. The condominium you choose
should reflect the lifestyle you and your family desire. Iis
conveniences, comiorts and space should suit your needs
rastes, and budget

Cost of Condominium
Ownership

The cost of buying and maintaining a condominiurm un:
reguires a major investment and the continuing obligation
to pay commaeon expensesin addition to personal expensas.
such as mortgage payments.

These shouid be carefuily evaluated. While the cogt wil
be a major factor in your decision. due considgration
shiould aiso be given to desired living style jocation, atirac-
tiveness of the residence. and many oiher subjective
factors,

To assist in evatuating the cost of condominium ownér-
shitp. the following worksheet is provided to sdentify and
organize the basic cost information.

Section 1 i#emizes the basic information for your analy-
sis. The purchase price and the number of sguare feg!



provide a basis for comparing the relative cost of one con-
dominium with another. The cost per square foot will vary
considerably depending upon appearance, quaiity of con-
struction, location, and amenities.

The initial cash investment is detailed in Section 2. Pur-
chasing a condominium usually involves significant initial
costs for moving, refurbishing, and decorating. in addition,
there may be other initial costs associated with legal fees,
titte insurance, and special cosis, ofien cailed “points.”
associated with obtaining a mortgage. These ¢closing costs
vary widely and can run as high as three to five percent of
the cost of the condominium unit. In renting, by contrast,
there are no closing costs, but it is common 10 require a
deposit eguivaient to one 1o three months rent.

The monthiy cash requirements are outlined in section 3.
Most mortgages have a constant monthiy payment that
includes both principal and interest. As the mortgage
matures, however, the portion of the payment for interest
gradually declines while the portion paid for reduction of
the principal graduaily increases. Forexample, a mortgage
with a lite of 25 years will have its principal balance reduced
by one (o two percent per yvear in the first 10 years and two
to three percent in the second 10 years.

Real estate taxes, insurance, assessments for mainte-
nance and repair of the common elements, and mainte-
nance of the individual unit are other monthiy expenses for
which condominium unit owners are responsibie. You
should expect these cosis 1o rise during inflationary
periods.

Paymentis for interest and real estate taxes may reduce
your federai income taxes if you itemize your deductions.
This should be considered in determining your effective
montnly cost

You may wish to consult an accountant, banker, or faw-
yer for advice on whether a prospective condominium pur-
chase would fit your particular budget.
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WORKSHEET FOR CALCULATING
CONDOMINIUM OWNERSHIP COSTS

Section One—Cost of Condominium Unit

1. Purchase price S.

2. Square feet

3. Cost per square foot S
{purchase price divided by number
of square feet}
Section Two—Iniial Cash Investment
4 Downpayment $
5. Ciosing costs 8
6. Repairs $
7. Moving expenses g
8. Total initial costs 3.
Section Three—Monthiy Cost
9. Payment on mortgage 3
10, Real estate faxes S
11, insurance premium g
12 Associgtion assessments §
13. Unit maintenance §
14, Utilities &
15 Total monthiy cost L —



Part Two: The Purchase

Reservation Deposits

Otften the first legal document presented to prospective
purchasersis a reservation depasit agreement, which gives
the prospective purchaser an option 1o purchaseaunitata
iater date shouid the condominium be devetoped. tisnota
binding contract. Either you or the developer may back out
of the agreement at any time. It is possible that the pur-
chase price wili be different from the price stated in the
reservation agreement.

Ail money which a developer collects from you under a
reservaiion agresment must be made payable o the
escrow agent. This is to ensure that the funds are deposited
with the agent. You should look for the name and address
of the escrow agent, who must give you a receipt for the
deposit.

You or the developer may, at any time. make a writien
request to the escrow agent for your deposit to be imme-
diately refunded.

Under Fiorida law, the purchaser s entitied to any interest
earned on the deposit uniess the reservation deposit
agreement provides otherwise This should be clarified at
the cutset. The Division reviews the reservation and
escrow agreement forms to determine if they comply with
the law, however, it does notjudge the meritof the program
nor does it monitor escrow accounts.

Sales Deposits

if you are purchasing a condominium unit in which the
construction, furnishing, and landscaping of the condomin-
i property are not substantiaily compiete, your deposit
money is partially protected under Chapter 718, Fiorida
Statutes, the Condominium Act In pre-constructed con-
dominiums. deposits up to ten percent of the sales price
must remain in an escrow account. Deposits in excess of
ten percent may be used by the developer for construction
purposes if so proviged by the purchase contract For
example in the sale of a condommium unit priced at
$50,000. only $5.000 of the deposit must remain in 8sCrow.
Any amount in excess of $5.000 could be used by the
geveloper for consiruciion.

 you are purchasing a unit in a condominium in which
the furpishing. landscaping and construction are substan-
tialiy complete, the Congdominium Act does not require
that the deposifts be escrowed. You should check your
purchase contract 1o determine v your depositis protected

Tocancel the contractand obtain a refund of yourdepos-
i vou must provide wrilten notice (o the geveloperof your
interition to do so. itis suggested (notrequired by law) thal
you send this reguest by certified mai, return receipt
reguested, so that vou have proof the developer did indeed
receive your notice.

Condominium Documents
The deveioper mus! provide you with cne copy of each of
the following tems:

s declaration of condominium

The declaration will contain important information. This
information is concerning: submitting the development 1©
the condominium form of ownership; membershipand vol-
ing rights of unit owners in the condominium association:
now unit owners share in the COMMOEN eXpENses. Common
surplus and ownership of the common eifements: the out-
fine of the phase development plan if applicable: identifics-
tion of units including plot plan and survey of improve-
ments; use resirictions: assessments. taxation, how
physical alterations may occur within the development
insurance; rights of the developer; the operational aspect
of the recreational facilities; procedures for amending the
declaration and may include many other items,

e articles of incorporation

The articles of incorporation of the assogiation may
inctude; the purpese of the articles, the powers granted (o
the association (i.e.. make and collect assessments, con-
trol of expenditure of funds, maintaiming the property.
etc...) rights of members, number and eiection of directors
and officers, and indeminification clause for directors and
officers, a procedure for amending the articies, and other
applicable items.

s hylaws

The bylaws will contain information reiating 1o the opera-
tion of the association. For example, {ypes, frequency and
tocations of meetings, notice requirement of meetings
powers and duties of the association, duties of officers and
direcfors, a procedure for amending the bylaws, various
use restrictions. financial operation reguirements anc
other pertinent information.

s estimated operating budget for the condominium

¢ purchase agreement

* receipt for condominium documents

Remember that your purchase agreement with the devel-
operisvoidable for 15days after the agreement is executed
by the buyer and the buyer's receipt of the condomunium
documents. Be sure you have indeed received all the doc-
uments for which you are signing the receipt.

s plot plan and fioor pian.

inaddition, ifthere are leases, contracts, or covenants anc
restrictions associated with the condominium develop-
ment, they must be provided. In larger developments, you
will be given a prospectus, which summarizes some of the
maor poilnts in the other doguments.

Read the required disciosure documents {0 make sure
that all the obligations and restrictions contamned in the
documents are understood, These iegal documents are
usually complex and often difficult to understand. Many
buvers consult with attorneys for assistance in reviewing
them.

For detailed information on the above items and other
statuiory requirements, you may reguest & copy of the
Congominium Actfrom the Division of Florida Land Saies,
Condominiums and Mobile Homes,



OTHER INFORMATIONAL BROCHURES

Condominium and Cooperative Conversions
Condominium Living in Florida
Insuring the Condominium

Unit Owner Rights and Responsibilities

You may obtain these materials {free of charge) from your
iocal tibrary or the Division of Fiorida Land Saies, Condo-
miniums and Mobile Homes, Bureau of Condominiums,
725 South Bronough Street, Tallahassee, Fiorida 32301-
1927, (904) 488-0725 or toli free in Florida 1-800-342-8081.

Tampa Field Office

1313 North Tampa Street, Suite 903
Tampa. Florida 33602

{B13) 272-3845

Hollywood Field Office
Emerald Hills Plaza §l

4651 Sheridan Street, Suite 480
Hollywood, Florida 33021

(308) 863-1440

The information contained herein is based upon current

faw and is subject to change.

Sept. 1885

This public document was promuigated at an
annual cost of $1,875.80 or .0625 per copy to
infarm citizens about condominium purchases |
and related statuiory protections. |
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CONDOMINIUM

An Insurance Guide for
Florida Condominium
Unit Owners
Prepared by the Florida Association
of Insurance Agents in conjunction
with the
State of Florida
Department of Business Regulation
Division of Florida Land Sales,
Condominiums & Mobile Homes
Bureau of Condominiums
The Johns Building
725 S. Bronough Street
Tallahassee, Florida 32301-1927



Introduction

Along with the many advantages inherent in the
unique characteristics of condominium home owner-
ship, there are unigue insurance hazards and
problems. Fortunately, however, there are also
unique insurance products designed to deal with
these hazards and reduce risks of financial loss.

The condominium declarations and bylaws,
along with certain Florida Statutes, set forth the
responsibilities and risks assumed by the association,
and those assumed by the individual unit owners.
Because there is no standardization of declarations
and bylaws, there is no standard insurance product to
fit all needs. Rather, there are basic products, with
many flexible options, to permit the thoughtful
condominium unit owner, in consultation with his
Independent Insurance Agent, to adequately cover
against risks of loss.

This booklet was perpared to help the Florida
condominium unit owner recognize his hazards,
measure those hazards, and be aware of kinds of
insurance he may wish to consider. Necessarily, the
information herein is a general guide only and specific
questions should be resolved by the terms of the
specific policy contract.

The Florida Condominium
Unit Owner’s Policy

This form of protection is a variation upon the pop-
pular homeowners “package” protection utilized by
most residence owners and renters. It provides pro-
tection against a wide range of hazards for personal
property both at and away from the condominium unit,
for additions and alterations to the unit, and for hability
protection against injuries or damage to others arising
fram the unit itself or personal activities away from the
unit. In addition, there is a wide range of options to
expand the basic coverage.

1. Coverage on Personal Property

The Condominjum Unit Owner's Policy covers
personal property (clothing, furniture, other property
which is not “additions and alterations”) against many
perils, including fire, windstorm, vandalism and theft
anywhere in the world. It is the unit owner's
responsibility to establish the desired amount of
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coverage. This amount may be based upon
replacement value or actual cash value (the latter
being replacement cost less allowance for
depreciation). For this purpose, it is recommended
that a household inventory be prepared. This will not
only establish an appropriate amount of insurance,
but also assist materially in making any claim in the
event of a serious loss.

The most common deductibles applicable to each
property loss are $100 and $250. Usually,
arrangements may be made for other deductibles.

Special limits apply to certain types of property
such as money, securities, jewelry, furs, silverware,
boating equipment and guns. The special amounts
vary in some company policy forms from $100 to
$2,500 or more. Often these limits can be increased,
or the unit owner may desire “all-risk fioater”
coverage on certain types of valuable property such
as jewelry, furs, fine arts, boats, silverware, guns,
musical instruments, photographic equipment,
golfers’ equipment, stamp and coin collections or
other “special” property.

Theft coverage in the basic unit owner’s form is
excluded upon rental of the unit to others. Optionally,
the forms may be amended to provide such coverage.

Another of the more important options {which
may be included in some company forms) is called
Theft Coverage Extension. Basic Coverage applies to
burglary of personal property from automobiles and
boats, while away from the premises, only when
locked and there are visible signs of forcible entry.
This option extends coverage to include theft losses
whether or not entry is forcible.

2. Unit Owner’s Additions and
Alterations

As distinguished from personal property,
“additions and ealterations” are those types of
property which comprise a permanent attachment to
the realty, for example: floor coverings, wall coverings,
built-in cabinets and appliances, tile, light fixtures.
This area of loss exposure demands the close
attention of the condominium unit owner. Two
important questions must be resolved: (1) what
property is the responsibility of the unit owner and (2)
what is a proper valuation of such property?
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Part of the answer to the first question may be
found in Section 718.111(11}b) of the Fiorida Statutes
which became effective October 1, 1979, was modified
July 2, 1980, and was modified again July 1, 1981 and
October 1, 1984,

To provide a bit of historical background, most
condominium policies in Florida were written on the
“bare walls” concept prior to Ocfober 1, 1979. This
meant that the association insurance policy was not
responsible for anything on the interior of the unit,
The association was only required to insure the
common elements; i.e., condominium property which
is not included within the units (easements through
units for conduits, plumbing, wiring and other facilities
for the furnishing of utilities, servicing the units and
the common elements; and the property and
installations required for the furnishing of utilities and
other services to more than one unit or to the
common elements). The unit owners had to insure
their personal property and everything contained
within the unfinished interior surfaces of their units,
within the interior bare walls—cabinets, sinks, tubs,
toilets, chandeliers, partition walls, kitchen
appliances, fixtures, counter tops and coverings on
the floors, walls and ceilings (carpet, wallpaper,
paneling and paint).

Many unit owners did not understand the extent
to which they needed to purchase insurance coverage
to protect the property within their respective units.
As a result, there were many gaps in their insurance.
In one condominium, a fire destroyed a large portion
of the condominium, but many unit owners lacked
sufficient insurance to restore their units.
Consequently, effective October 1, 1979, the Florida
Legislature amended the Condominiun Act to provide
that all hazard policiesissued to protect condominium
buildings were to provide coverage for “fixtures,
installations or additions comprising that part of the
building within the unfinished interior surfaces of the
perimeter walls, floors and ceilings of the individual
units initially installed, or replacements thereof in
accordance with the original plans and
specifications.”

Untit October 1, 1984, the board of directors had
the responsibility for obtaining and maintaining
“adequate” insurance not only to protect the
association and the common elements, but also to
insure all improvements (or replacements thereof of
ke kind or quality) within the interior of the



condorminiurm undts. This meant that the association
policy provided insurance on property of individual
unit owners in which it neither had an ownership
interest nor the responsibility for maintenance or
repair,

Since the association had insurance coverage on
the property within the interior of the units, many unit
owners did not carry their own insurance {or simply
carried minimum coverage). Unit owners were
frequently frustrated in seeking reimbursement for
their casualty losses. For example, often the
association’s deductible was larger than the insured
loss and neither the association policy nor the
homeowner’s policy afforded coverage. Further,
these problems seem to center around damage to the
walls or carpeting, from water intrusion or water
seepage. Other losses on which unit owners
experienced difficulty were from water pipes breaking,
or water leaking from units above.

Section 718.111{11}b}, F.S. (1984} now states, in
part, that insurance on condominum buildings must
include “fixtures, installations or additions comprising
that part of the building within the unfinished interior
surfaces of the perimeter walls, floors and ceilings of
the individual units initially installed, or replacements
thereof of like kind or quality, irt accordance with the
original plans and specifications, or as existed at the
time the unit was initially conveyed i th eoriginal
plans and specifications are not available. However,
the word ‘building’ shall not include floor coverings,
wall coverings or ceiling coverings.” Unit owners are
to be considered additional insureds under the policy.
This means carpeting-and padding on the floor, not
the floor; paint or tile on the wall, not the wall; paint or
popcorn: or textured finish on the ceiling, not the
ceiling, The association policy will continue to insure
the fixtures, installations or additions comprising that
part of the building within the unfinished interior
surfaces of the individual units—such items as kitchen
cabinets, sinks, tubs, chandeiiers, toilets, partition
walls, built-in appliances, fixtures and counter tops.

It is important to note that the policy carried by
the condominium association wiil apply only to those
interior iterns “initially installed, or replacement
thereof of like kind or quality, in accordance with the
original plans and specifications or as existed at the
time the unit was initially conveyed.” Any such interior
items additionally installed by the unit owner after
acquisition of the unit, or any increase in value created
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1.

in upgrading the existing interior items, would have to
be protected by the unit owner unless responsibility is
assumed by the condominium association under its
declarations and/or bylaws, and covered by the
association insurance. To avoid under or over
insurance, the unit owner should clearly identify the
property for which there is personal responsibility. It is
also important to determine whether or not the
condominium association carries a high deductible
which may preclude the payment of relatively minor
damages on interior unit items under the association
policy. If s0, coverage should be provided by the unit
owner. The Florida Association of Insurance Agents
recommends the unit owners should protect their
property by increasing the amount of additions and
alterations insurance in their Homeowners policies.

The Division’s position in reference to the
“coverings” is as follows:

Condominium associations may not insure the
floor, wall and ceiling coverings within an individuai
unit owner’s unit in policies with effective dates on
or after October 1, 1984. However, condominium
documents that, as of October 1, 1984, aliow for
such coverage will, on and after October 1, 1984,
supersede the Condominium Act and the associa-
tion must insure these items.

In order to determine if vour documents
provide for such coverage, the doucments must:

a. Require, obligate or mandate the association
to acquire insurance as opposed to merely au-
thorizing or “giving permission” to the associa-
tion to insure these items.

b. Define what is to be insured. This is sometimes
difficult to determine as most documents donot
specifically mention the “coverings” but some
examples of wording that would include
“coverings” might be:

(1) “..al of the insurable improvements within
the condomiruum...”

(2} “...the building and all other insurable improve-
ments to the property...”

{3) “..all of the insurable improvements of the
entire condominium, including the commeon
elements and the respective units...”

c. Not contain wording which would automaticaliy
incorporate changes in Chapter 718, Florida
Statutes.



It is extremely important, therefore, that a review of
the condominium documents be made. Since the
Division does not have the authority fo interpret
the documents, you may wish to consult indepen-
dent legal counsel.

Condominium documents may not be amended on
or after October 1, 1984, to allow the association to
provide coverage for the “coverings.”

Existing policies with effective dates prior to
October 1, 1984, may be amended by endorsement
to reduce the coverage to that indicated by the
statute. If not so endorsed, they will continue to
provide the prior protection until expiration date.

A new seciion 718. 111{1i}c) also was added
effective October 1, 1984:

“Homeowner's insurance policies issued
to individual unit owners shall provide that
the coverage afforded by such policies is
excess over the amount recoverable
under any other policy covering the same
property without rights of subrogation
against the association.”

This amendment will allow unit owners to make
claims under their own policies for any amounts not
recovered under the association’s policy as a result of
a high association deductible. (Unit owner’s policies
usually are written with a $100 or $250 deductibie.)

The Condominium Act also requires the
Association to notify the unit owners of changes made
to the Association insurance policy. Thisis set forthin
section 718.111(11)(d), F.S. Each association shall
mail a notice to each unit owner not less than 45 days
prior to the effective date of any renewal of, or
amendment to, the association’s insurance coverage
reflecting the changes being made in the association’s
policy. This notice must include the description of the
property previously covered by the association which
will no longer be covered, and the effective date of
such change.

The second question is more difficult to resolve.
The unit owner should know the cost of additions and
alterations made at personal expense. However,
property installed by the builder or a previous owner
may have to be evaluated with the help of the
association, suppliers, contractors and others.
Establishing an amount of insurance deemed
adequate for a serious or total loss to the additions
and alterations is most important.

]
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The basic unit owner's policy automatically
provides $1,000 additional coverage on alterations
and additions and covers for the same perils which
apply to personal property. However, while personal
property may be covered for its actual cash value or
replacement value, additions and alterations are
covered for their replacement wvalue, with no
deduction for depreciation, if actually replaced (subject
to the basic policy deductible). This fact should be
taken into consideration when determining the
valuation of additions and alterations for insurance
purposes.

The $1,000 limit on additions and alterations may
be increased to any desired amount, and the perils
may be broadened to a “all risk” (subject to certain
exclusions). With floor, wall and ceiling coverings no
longer insured under the condominium association
policy, special consideration should be given to these
coverage improvements.

3. Other Property

If the condominium unit owner personally ownsa
separate, detached structure on the association
premises {such as a storage building or cabana}, it may
be covered under a Unit Owner’s policy for the same
perils as apply to additions and alterations {as long as
the structure is not rented to others nor used for
business purposes).

If the condominium unit owner personally owns a
part of the building which is not within the individuai
apartment’s inner walis (an enclosed balcony, for
example) it, too, rmay be covered for the same
additions and alterations perils under a Unit Owner’s
policy.

4. Loss of Use

The Condominium Unit Owner’s Policy covers
the additional {above normal) Bving costs incurred
during a period of time when the unit is unfenantable
because of damage to the unit or to the building froma
peril insured against. The basic limit of coverage
which is automatically included is 40% of the limit
selected to cover personal property. This limit maybe
increased, if desired.

When the unit owner purchases the option to
broaden coverage for rental of the unit to others, as
described under “Coverage on Personal Property,”
that option also provides for application of the
Additional Living Expense coverage to loss of rents
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which would have been realized during the period of
untenantbility.

5. Personal Liability and
Medical Payments

The Condominium Unit Owner’s Policy includes
protection against claims for bodily injuries and
damage to property of others arising from within the
unit, or personal activities away from the unit. In
addition, and without regard to whether or not the
unit owner is legally liable, the policy pays for medical
and related bills incurred by a member of the public
accidentally injured in the unit or arising from
personal activities of the unit owner.

A wide range of limits is available for these
coveraaes. While not available under the
homeowners policy, many persons buy a separate
“Personal Umbrella Policy” to provide protection
against a catastrophic judgment. For example, a limit
or $300,000 per occurrence might be selected for the
Condominum Unit Owner’s Policy, with a Personal
Umbrella Policy increasing the protection to
$1,000,000 or more.

If any business pursiuts are conducted in the unit,
or if the urit is renied 1o others, the agent should be
fully informed to assure proper amendments to the
policy.

One of the more imporiant limitations of the
liability and medical payments coverage relates fo
boats. If the unit owner owns an outboard motor of 25
horsepower gr less, or a sailboat less than 26 feet in
length, liability protection is automatically included.
Some policies provide coverage for inboard or
inboard/outboardboatsof limitedhorsepower. Where
liability and medical payments protection for boats is
not included, coverage may, as an option, be extend-
ed to provide the necessary protection.

Liability for golf carts, while used only for golfing
purposes, is basically covered. Special arrangements
are necessary for golf carts if used for non-golfing
purposes, such as going to or from the golf course or
while on public streets.

The unit owner is advised to be aware of and
satisfied with the lability insurance carried by the
condominium association. He should be sure that
{1) an adequate limit is carried by the association, and
{2) the associafion policy provides that unit owners
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are individually protected in the event of a claim
directly against them,

6. Loss Assessment Coverage

If the condominium association suffers a ioss or
clairmn which is not insured by the association, then, of
course, the unit owners may be assessed for the
necessary funds which must be raised. This again
makes it incumbent on all unit owners to be aware of
and satisfied with the insurance program of the
association,

The unit owner may, however, take steps to
avoid assessment losses by purchasing “Loss
Assessment Coverage” as an option under his own
Condominium Unit Owner's Policy. This coverage,
subject to a $250 deductible, reimburses the unit
owner for assessments arising from (1) property
losses, if covered by a peril insured against under his
own unit owner’s policy; (2} liability losses covered
under his own unit owner’s policy; and (3} Directors
and Officers claims arising from acts of elected
directors, officers or trustees serving without income.

Examples of the need for the coverage would
include (1} a large liability claim exceeding the limit of
the association’s coverage; (2) loss to the
association’s property by a peril not insured against in
the association’s policy but covered by the unit
owner's policy; (3) a property loss wherein the
association’s amount of insurance was inadequate; (4)
a property loss wherein the association’s insurance
did not respond because of a high deductible. In the
case of a Loss Assessment payment as a resuit of the
association’s deductible, no more than $1,000 will be
paid under each unit owner’s policy,

It is emphasized that this option does not cover
assesstnents from every cause. For example, if the
association does not carry flood insurance, any
assesstment for such a loss is not covered by Loss
Assessment Coverage, because the Condominium
Unit Qwner’s Homeowners Policy also does not cover
flood or rising waters.

If this optional coverage is desired, the difficultyin
proper purchasing is the decision on what would be an
appropriate amount of coverage. The decision must
be made by the unit owner, and shoud be based oni his
knowledge of and degree of satisfaction with the in-
surance carried by the association.



7. Rental of Unit to Others

Special policy provisions should be made
whenever your unit is rented to others, whether it be
on a short-term or a longterm basis. A separate
insurance contract may be necessary if the unit has
been purchased for investment purposes and is
rented to others continuously. Please note some of
the rental limitations referred to under: 1. Coverage
on Personal Property, 2. Other Property, 3. Loss of
Use, and 4. Personal Liability and Medical Payuments.

Other Forms of Insurance

The foregoing information briefly describes the
Condominium Unit Owner’s Homeowners' Policy
and principal options, which is the sole purpose of this
booklet. Flood insurance, underwritten by the
Federal Insurance Administration and available
through most home insurers, is an important
consideration for those living in coastal and flood
prone areas. For informatien on Flood Insurance,
Florida’s State Coodinating Agency is: Department of
Community Affairs, 2571 Excutive Center Circle
East, Howard Building, Tallahassee, Florida 32301
{904) 488-4925

Also, renter’s insurance covers the contents of
the condominium against theft and other hazards
while cccupied by a tenant. Other kinds of coverage
which are not unique to comdominium unit owner’s
needs, such as automobile, life and health insurance,
may also be appropriate.

Other Informational Brochures on Condominiums
by
Division of Florida Land Sales, Condominiums
and Mobile Homes
Condominium and Cooperative Conversions
Condominium Living in Florida
Guide to Purchasing a Condominium
Unit Owner Rights and Responsibilities
You may obtain copies of these materials from your
local library or from the Division of Florida Land Sales,
Condominiums and Mobile Homes,

Bureau of Condomimiums

The Johns Building

725 8. Bronough Street
Tallahassee, Florida 32301-1927

10

110

or call (904) 4880725
Toll free within Florida 1-(800) 342-8081

The information contained herein is based on existing
law and subject to change.
May, 1985
Insurance Checklist

PERSONAL PROPERTY COVERAGE
[ Estimated actual cash value: amount to apply
within unit $ OR Estimated
repiacement value: amount to apply within unit

L ST
| Special limits (money, securities, jewelry, furs,
silverware, guns, boats):

[J Floater coverage (ewelry, furs, fine arts,
silverware, cameras, sporiing goods, etc,—
itemnized):

[J Rental Coverage

] Theft Coverage Extension
1 Other:
ADDITIONS AND ALTERATIONS

[J Estimated replacement value: amount of
Coverage $
Broadened perils {(“all-risk” coverage)

ADDITIONAL LIVING EXPENSE

[J Amount of coverage $

OTHER PROPERTY

[T Estimated actual cash value: amount of coverage
S

PERSONAL LIABILITY,

MEDICAL PAYMENTS

L] Personat Liability limit §
Medical Payments hmit $

0] watercraf: Liability

[J Personal Umbrelia Liability fimit
o

LOSS ASSESSMENT COVERAGE

[J Amount of coverage $

This public document was promulgated at an annuaf |
cost of $9,019.00, or $.09 per copy to distribute;
information to the public. ]

i1



Appendix |

CERTIFED PUBLK ACCOUNTANTS —_n
AAESNCAN ST
OF S
HONOLULL HAWAT 9418 AT

TELEPHONE (M0}

AUDITORS' REPORT

Board of Directors
Association of Apartment Owners
of

We have examined the acccmpanying statement of Cash receipts
and disbursements and cash balances of the ASSBOCIATION OF
APARTMEINT OWKERS OP fa Condominium) for
the vyear ended December 31, 19%87. Our examination was made in
accordance with generally accepted auditing standards and, accord-
ingly, included such tests of the accounting records and such
other auditing procedures as wa considered necessary in the
clrcumstances,

A3 described in Note A, the Association's policy is to pre-
pare its financial Bstatement on the basis of cash receipts and
disbursements; conseqguently, 7revenues are recognized when re-
ceived rather than when earned, and expenses are recognized when
paid rather than when the obligations are incurred. Accordingly,
the accompanying financial statement ia not intended to present
financial position and results of operations in conformity with
generally accepted accounting principles.

In our opinion, the financial statement referred to above pre-~
sents Fairly the cash receipts and disbursements and cash
balances of the ASSOCIATION OF APARTMENT OWNERS OF

{a Condominium) for the year ended December 31, 1987,
on the basis of accounting deacribed in Note A, which basis has
been spplied in a conesistent manner with that of the preceding
yeaL.

Honolalu, Hawaii
March 3, 1388

Note: Portions of the Audit Report have been deleted for purposes of
confidentiality.
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ASSOCIATION OF APARTMENT OWNERS OF

{a Condominium)

STATEMENT OF CASH RECEIPTS AND DISBURSEMENTS AND CASH BALANCES

Year ended December 31, 1987

Cash receipts

Maintenance fees (Notes A and C) §1.143,770
Parking feas 51,128
Interest 15,485
Afr conditioning fees (Notea A and C) 20,384
Motorola rental income 16,656
STOTAYS roLl 6,239
Other L

Total cash receipts denb4.302

Cash disbyrsements

Building maintenance
Salaries and wages-maintenance,

security, and cleaning $ 276,941

Kaior projeccs (NMote D) 340,001

Repairs and cleaning supplies 46,911

flevator 48,173

Grounds 32,790

Adr conditioning-penthouse units 18,308

fump and ventilation 17,034

Refuse 21,982

Fool and lighting supplies 8,338
Painting 5,111 816,315

Utilities

giectricity 124,216

wWater 44,862

Sewkge services 37,961
Talaphone snd cosmunications b BOE 221, 445
Insurancefall} 105,561
Management and administrative salaries 91,853
Payroll tazss 32,954
Legal xnd audit Ceeas 24,120
office supplies and outsida services 22,794
Employes allovances 14,064
General exCiae & incoms taxes 8,602
Other e d 8282
Total cash dishursemsents 1.:352:300
Excess of cash disbursemsnts over receipts {87,391
Cash Dalances at beginning of Year 233
Cash balances at end of year {Nots B $..216.580

Ses accompanying notes to financial statement.

ASSOCIATION OF APARTMENT OWNERS OF

{a Condominium)

NOTES TO FINANCIAL STATEMENT

Decemper 3k, 1967

NOTE A - METHOD OF ACCOUNTING

tn accordance with industry practice, the finapncial statement
of the Assogiation of Apartments Owners of

{a Cohdominium) i3 presented on the bagis of cash
receipts and disbursements; consequently, revenuyes are recag-
nized when receilved cather thaa when earned, and expenses are
recoynized when paid rather than when the obligations are
incurred, in addition to its cash bDalances, the Association

had7 the following assete and (liabilities) at December 11,
1987

feceivables, maintenance fees,
air conditioning fees and other

assessmentsa § 5,467
Prepaid insurancs 1,987
income tax refund 1,327
Unpaid operating expense (32,364)
Unpaid inaurance premiums (77,482
Liabilities for major projects 188%,968)
Security key depogita 19,350}
Accrued expense 32N

Maintenance fees, air conditioning
faes and other assessmants
received in advance 123,892)

All unpaid oparating aspenses and acciusd Laxes wers
gubsequently paid during January and February 1988.

NOTE B ~ CASH BALANCES

The cash balances as of December 3}, 1987 were comprised of
the following:

Operating account $ 15,1719
Major proiects tunds 188,013
Regerve for security key deposit 18,726
Air conditioner reserve 4,362
Patty cash P11

$ 249,380

NOTE C - MAINTENANCE AND AIR CONDITIONING PEES

Maintenance fees are paid by each apartment owner in order to
naintain the common aread. Maintenance fees are asseased
paged on each apartment's respective common interest in the
building aa atated in the project's Declaration of Horizontal
Property Regime. During 1987, the monthly aggregate mainten-
ance fess wers $94,883,
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ASSOCIATION OF APARTMENT OWNERS OF

(a Condominium)

NOTES TO PINANCIAL STATEMENT (Continued)
December 31, 1987

NOTE C - MAINTENANCE AND AIR CONDITIONING FEE (Continued)

Air conditioning £fees are paid by each penthouse apartment
owner for the electricity and equipment maintenance of the
peanthouse units® central air conditioning 3system. The

menthly aggregates air conditioning fees charged were $1,713
for 1987,

NOTE D - MAJOR PROJECTS

During 1987, the Association made the following expenditures
on majer projects:

Front entry renovation § 186,324
Hallway ceilings 64,925
Code violations 34,599
Office renovation 17,524
Pool chairs 12,794
Building signs & graphics il.418
Elevator controlse 7773
Tennia court resurfacing 4,363
Aloha room 3,438
Apartmeant 210 rencvation 3,252
Others J.431

§ 340,001

NOTE B - INCOME TAXES

Por 1987, the Association hag not elected tao be treated ag a
tax-exenpt condominium management association under the provi-
sions of the Internal Revenue Services Code Section 528.
Therefore, Gthe Association has filed its Federal and State
income tax returng in the same manner as corporate entities.
There was an income tax lisbility of $3.593 for 1987,

NOTE F ~ LEGAL ACTIONS

1. In June 1980, the Asscoclation filed a Complaint for

Trespass (Encroachment) and for Mandatory Injunction,
against

ASSQCIATION OF APARTMENT OWNERS OF

{a Condominium)

NOTES TO FINANCIAL STATEMENT {(Continued)
December 31, 1987

NOTE P - LEGAL ACTIONS {(Coantinued)

The Supreme Court's decision
was final and disposes of the action. The Association
has no exposure ta Joag on the actioen, other than
attcrneys' feas and costs incurrs in prosecuting the

cags.

in  Juns 1987, & Complaint was filed against

Association for alleged water dJdamage o an apartnent

anit.

In  July 1885, a Complaint was filed against
Association, alleging
and decsptive trade practics.

invasion of privacy, and unfair



Appendix J

ASSOCIATION OF APARTMENT OWNERS OF
{A Condominium)

FINANCIAL STATEMENTS
vears ended December 31, 1987 and 1986

With
Report of Certified Public Accountant

Note: Portions of the Audit Re
port have been deleted f
confidentiality. °r purpeses of
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CERTIFIED PUBLIC ACCOUNTANT

HONCLULY, HAWAN 96813

islepnone (808

Board of Directors
Association of Apartment Owners of

1 have examined the accompanving statements of cash receipts and disbursements
and of changes in cash balances of the Association of Apartment Owners of

for the vears ended December 31, 1987 and 1986. My examina-
tions were made in accordance with generally accepted auditing standards and,
accordingly, included such tests of the accounting records and such other
auditing procedures as I considered necessary in the circumstances.

As described in Note 1, the Association's policy is to prepare its financial
statements on the basis of cash receipts and disbursements; consequently,
certain revenues are recognized when received rather than when earned, and
certain expenses are recognized when paid rather than when the obligation is
incurred. Accordingly, the accompanying financial statements are not intended
to present results of operations in conformity with generaliy accepted accoun-

ting principles.

In my opinion the statements mentioned above present fairly the cash receipts
and disbursements, and the changes in cash balances of the Asscciation of
Apartment Owners of for the years ended December 31, 1987 and
1986 in a manner consistent with that of the preceding year.

Bomolulu, Hawaii
February 2. 1988



STATEMENT OF CASH RECEIPTS AND DISBURSEMENTS

ASSOCIATION OF APARTMENT OWNERS OF

yvears ended December 31,

CASH RECEIPTS:
Maintenance fees
Interest
Legal fee reimbursements
Magnum, P.I.
Late charges

Total cash receipts

CASH DISBURSEMENTS:

Improvements (Note 5)

Utili

ties:

Electricity

Gas

Refuse
Water
total utilities
Maintenance and repair:

Consulting

Cus

todial

Exterminating

Gen
Gro

eral
unds

Lanais and supports
Paving
Payrolil
Pool and recreation
Ropes and posts
Stairs and walkways
Vehicle
total maintenance and repair
Administration:
Insurance ~ casualty

- payroll

Management
gffice and coammunications
Other professional fees
Resident manager - pavroll
Security (including pavroll:

1
Tax

Mis

987-816,543,

es ~ excise
- payroll
- income

cellanecus

1986-814,125})

total adeinistration
Total cash disbursements
RECEIPTS IR EXCESS ({SHORT) OF
DISBURSEMENTS

1987 and 1988

1987 1986
$195,626 $183,664
8,133 7,963
534 1,007
1,000 0
453 670
$205,756 $193,304
$11,046 $13,975
$5,091 $5,597
604 526
13,093 6,421
12,711 11,711
31,499 24,255
50 $2,319
1,763 5
6,507 1,170
5,932 5,866
3,485 2,378
15,369 o
7.807 7.676
29,559 23,325
2,558 2,835
0 5,554
17,460 1,200
3580 480
80,810 52.808
$12,197 10,765
7,771 13,283
16,800 g,600
2,319 2,102
790 5.378
13,052 11,427

0

17,0386 15,600
363 340
6,263 4,248
1,045 1,338
2,807 768
74,443 74,818
207,798 165,856
($2,042) $27,448

BESTEEDSHERNIT MOmMBI T HTW

See also the accompanying Notes to Financial Statements
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STATEMENT OF CHANGES IN CASH BALANCES
ASSOCIATION OF APARTMENT OWNERS OF

vears ended December 31,

1887 and 1986

Operating Reserve
Fund Fund Total
Cash balances s e — e
December 31, 1985 $8,557 $90,773 $989, 330
1986 excess of cash receipts
over disbursements 27,448 27,448
Transfers from operating
to reserve funds {48,8680) 48,680 ¢
Transfers from reserve to
operating funds 18,108 (18,108) 0
Cash balances
December 31, 1988 $5,453 £121,325 $126,778
1987 excess of cash receipts
over disbursements (3,178) 1,136%* (2,042}
Transfers from operating
to reserve funds (45,072 43,072 0
Transfers from reserve to
operating funds 43,907 (43,907) 0
Cash balances
December 31, 1987 $1,110 $123.626 $124,736
* interest. on reserve funds credited directly to reserves

See also the accompanyving Notes to the Financial Statements
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NOTES TO THE FINANCIAL STATEMENTS
ASSOCIATION OF APARTMENT OWNERS OF

vears ended December 31, 1687 and 198§

1. Accounting Policies

is a 90 unit condominium located in Honolulu, Hawaii. The
Association provides services and maintenance of common areas as required
under the Hawail Horizontal Property Regime Act. [ts function is not intended

to produce profits nor incur losses.
In accordance with industry practice, the Financial Statements of the

Association of Apartment Owners of are presented on the basis
of cdsh receipts and disbursements; conseguently, certain revenues are
recognized when received rather than when earned, and certain expenses are
realized when paid rather than when the obligation is incurred. Physical

assets, Iif any, are expensed as they are purchased and so do not appear on
these statements.

Maintenance fees are paid monthly by each unit owner to the Association
to maintain the common elements and pay COmMmMOn expenses. Maintenance fees
increased 8% on January 1, 1988. Cash reserves are maintained to fund planned
improvements, replacements and major repairs. The Association's receipts were
collected and disbursements made by its agent,

2. Cash Balances

The cash of the Association at December 231 was invested as follows:

Yield % 1887 Yield % 1986

Petty cash $100 $100
Cash in checking 3,500 5.05 36,878
Money market certificates:

ist Nationwide S&L 6.11 10,5386 8.24 10,000

1st Nationwide S&L 6.35 20,600

First Hawaiian Credit Corp 5.75 2G,000 5.70 10,000

First Hawaiian Credit Corp 8.00 10,000 5.75 10,000

First Hawaiian Credit Corp 8.55 10,000 6.00 20,000

First Hawaiian Credit Corp 6.35 20,00¢

3 First Hawaiian Credit Corp 6.50 30,0600 6.00 40,000
Total $124,738 $126,778

3. Available Cash

Cash available for operations and reserves at PDecember 31 was as follows:

1887 1986
Cash balance, December 31 $124,736 $126,778
Pilus:
Maintenance fees receivable 817 2,531
{net of doubtful account 1887-%956)
Prepaid insurance 3,779 2,599
Due from Bank of Hawail 368 0
Less: $128,700 $131,908
Maintenance fees prepaid 5.689 3,064
Accounts payable 3,456 4,098
Income taxes pavable 31 40
Avallable cash, December 31 $3120,.524 $124.,708
SR T N G 2T oM m i e SRR e TIUE g U
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NOTES TO THE FINANCIAL STATEMENTS
{Concluded)
ASS0CIATION OF APARTMENT OWNERS OF

vears ended December 31, 1987 and 1986

4. Income Taxes

Under current tax laws, a homeowners' association may file as a corpora-
tion or as a tax exempt organization. The Association chooses whichever elec-
tion results in less tax. The Association has elected to file income tax
returns as a corporation for the vears ended December 31, 1987 and 1986.
Under this election. interest and rents less related expenses were taxed at
15% for federal income taxes. Excess member assessments of $14,144 were not
taxed because they are being applied to reduce next year's assessments that
would otherwise be due.

5. Improvements

These were as follows:

1987 19886

Gas grills 3545
Lighting 11,578
Spa pump $3,333
Cffice furniture 589
Shut off valves 5,089
Resident manager's apartment 1.842
Tool shed 233 1,854

total 311,048 $13,9875
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