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ARE COMMINGLED TRUST ACCOUNTS ALLOWED FOR HOMEOWNER ASSOCIATIONS?

By: Michael J. Gartzke, CPA

A commingled trust account is a single bank account in which the funds from more than one owner are kept and accounted for separately by individual owner.  The separation of funds in a commingled trust account is purely an accounting abstraction.  These types of accounts are commonly used in rental real estate by licensed property managers. Property management firms are required by the California Department of Real Estate (DRE) to adhere to specific regulations regarding record keeping and accounting for these trust funds and are subject to surprise audit by DRE staff.

California Civil Code Section 1365.2(d) prohibits the use of commingled trust accounts by association property managers unless all of the following requirements are met:

1) The managing agent commingled the funds of various associations on or before February 26, 1990.

2) The managing agent has obtained a written agreement with the board of directors of each association that he or she has commingled funds showing that the managing agent will maintain a fidelity and surety bond in an amount that provides adequate protection to the association as agreed upon by the managing agent and the board of directors of each association.

3) The managing agent must disclose in the written agreement whether he or she is deriving benefits from the commingled account or the bank, credit union, or savings institution where the monies will be on deposit.

4) The written agreement discloses the name and address of the bonding companies, the amount of the bonds and the expiration dates of the bonds.

5) If there are any changes in the bond coverages or companies providing the coverage, the managing agent discloses that fact to the board of directors of each affected association within 10 days of the change.

6) The bonds assure the protection of the association and provide the association at least 10 days’ notice prior to cancellation.

7) Completed payments on the behalf of the association are deposited within 24 hours or the next business day and do not remain commingled for more than 10 calendar days.

Prior to 1990, property managers were not prohibited from maintaining commingled trust accounts for homeowners associations.  The law was changed in 1990 to require separate bank accounts for each association except for the accounts meeting all of the exceptions noted above.  A property management firm that started after February 1990 is not allowed to use commingled trust accounts.  Some commingled bank accounts are used only to collect assessments.  The collected assessments are then transferred to a dedicated association checking account to pay expenses.  Other accounts may be commingled for expenses, too.  This allows the manager to make one check for multiple associations for a common vendor such as utilities or maintenance.   As noted in item 7 above, funds cannot be commingled for more than 10 days.  Reserve funds must be maintained in separate accounts to maintain the integrity of the reserve account (Civil Code 1365.5(c)(2)), as they can’t be commingled more than 10 days

Most associations have separate bank accounts for operating and reserve funds that are not commingled with funds of other associations or businesses.  Maintaining a commingled trust account is only allowed for a licensed real estate broker subject to DRE oversight in business before March 1990.  Many associations are managed by companies that are not licensed real estate brokers.  The DRE does not regulate association property managers.  All managing agents are required under Civil Code Section 1363.1 to disclose the names of the owner(s) of the management company and whether any of the principals hold licenses such as contracting, accounting and real estate.  If the principals hold any professional certifications such as CCAM from nongovernmental organizations, then these are also disclosed.

Much of the Civil Code presumes that the association has its own bank accounts.  For example, Civil Code 1365.5 requires the association board to review a reconciliation of its operating accounts at least quarterly.  If its funds are commingled with others, the association can’t do that review.  The board is also required to review the latest account statements from its banks at least quarterly.  A commingled trust account has only one statement and reconciliation for all its associations, making required reviews by any of the commingled associations quite difficult.

Commingled trust accounts present a challenge for the CPA.  As part of the year-end review or audit, the CPA will look to obtain evidence to support balances and activity in a trust account.  If the managing agent has had an audit of its trust account done by an outside CPA which documents procedures relating to assessment collection, expense approval and payment and voided check handling, then your CPA can rely on the another CPA’s report to document the trust account controls and balance as part of his accounting engagement.

If the CPA is unable to obtain an independent audit report or examine the trust account transactions, he/she may be precluded from performing a review or issuing an unqualified audit report.  On a technical level, this is referred to as a “scope limitation.”  In an audit, a scope limitation would require the CPA to disclaim an opinion in his/her audit report.  This means that the CPA would not provide an opinion as to whether the financial statements are presented fairly in conformity with generally accepted accounting principles. For reviews, scope limitations are not allowed and the CPA would not be able to comply with Civil Code Section 1365.5(b) for issuing a review report, either.

So whether your association is part of a commingled trust account or has separate bank accounts, be sure to review expense ledgers from your property manager for accuracy; that the expenses incurred were for your association.  Review reserve account statements to determine that funds shown as transferred out of the operating or trust account to reserves have been deposited into the reserve account.  Review Gayle Cagianut’s article above for procedures that you can do as a board to ensure accurate financial reporting and sound financial management. Consider asking your CPA about the advantages and disadvantages of using a commingled trust account and whether it is appropriate for your association.
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