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Use Audit to Test Association’s 
Financial Health
Association living requires a collaborative effort to ensure safety, uniform 
aesthetics, shared common amenities and activities, and maintenance that make 
the community a desirable place to call home. The day-to-day focus of homeowners, 
the community association manager, and the board might center on their roles in 
keeping the community running smoothly—abiding by the governing documents, 
quickly dealing with problems that pop up, and making decisions that affect the 
community, respectively.

Finances, however, are what really enable the community to run in the first place. 
That’s sometimes forgotten when associations are in the thick of daily operations. 
But it’s important for associations to treat themselves as businesses. And that 
means carving out some of their budget to pay for an audit or other audit alternative 
to confirm that their finances are on track. Using an independent, third-party to 
assess the health of the association can ensure that it continues to run smoothly—
or get it back on track if it’s in trouble.

Reasons to Take Stock of Finances
Boards have felt more pressure than ever from members who are pushing for audits 
as they read an increasing number of headlines about fraud or embezzlement by 
directors or managers. The surge in audit requests could be attributed to reports 
of fraud or mismanagement of association funds, but audits have always been a 
part of good business management, notes certified public accountant Neal Bach, 
whose accounting firm regularly performs homeowners association audits and 
audit alternatives. Bach says the difference is that, now, homeowners have begun 
to push for audits as they read these headlines, and boards and property manage-
ment companies have become more cautious.

Audits are also useful for several situations that have nothing to do with suspected 
misdoings in an association. An improved economy has sparked new construction, 
resulting in developer turnovers; an audit can uncover underfunded reserves. 
Some covenants specify that an audit must be performed. An influx of cash from 
improved assessment collections means that there is more money for associations 
to spend—and be accounted for at year’s end. And an increase in debit card usage 
to pay for association costs is a big concern for Bach. It’s hard to track whether 
resources paid for by a debit card are actually for personal use by a manager 
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or board member. An audit or audit alternative like an agreed-upon procedures 
engagement can assess that type of situation.

Determine Need for Specific Type of Review
A full audit is sometimes not necessary for an association, which can opt to use 
an audit alternative, like an agreed-upon procedures engagement. To determine 
which type of accounting is best for the association you manage, familiarize your-
self with the details and objectives of each method:

Audit. A financial audit is an independent, objective evaluation of an association’s 
financial reports and financial reporting processes. Audit requirements are set 
by the American Institute of Certified Public Accountants (AICPA) and follow 
Generally Accepted Accounting Procedures (GAAP) and Generally Accepted 
Auditing Standards (GAAS). “That’s the technical way of saying that the certified 
public accountant tests financial procedures of the association to verify that the 
association’s financial statements are accurate and complete,” Bach explains.

Bach notes that an association would specifically want an audit in certain situa-
tions. “We are called when there’s a major change to association management, like 
a developer, board, or property manager turnover,” he says. In that scenario, an 
audit helps the board and community to confirm the financial health so they can 
start fresh, he adds. Bach also notes that annual audits are typically required when 
associations have bank loans.

“Not all boards can have a CPA as their treasurer, so an audit can also help make 
up for a board’s lack of financial experience,” Bach says.

Agreed-upon procedures engagement. This is a targeted examination, since it 
is a very detailed look at specific financial areas more prone to errors or issues, 
Bach explains.

“Many people use the term ‘audit’ but they don’t necessarily mean a formal finan-
cial audit. Many associations really don’t want—or, need—that type of engage-
ment. Audits can be expensive, and may be overkill when you can focus just on a 
few areas,” Bach says.

Sometimes, a traditional audit is specifically mentioned in the covenants. But if 
it’s not, Bach recommends considering an agreed-upon procedures engagement. 
That way, the CPA can focus efforts on specific areas where there is the greatest 
chance of an issue or error. “Why spend extra money on a traditional audit if you 
don’t need to?” Bach says. A better approach would be to schedule an agreed-upon 
procedures engagement with greater frequency, he advises.

Every association has unique aspects to it; your association’s accounting firm can 
help tailor an audit or audit alternative to fit its needs. If your association doesn’t 
have an accounting firm, call experienced CPAs in the area to get opinions. The 
main factor to take into account when choosing an accounting firm to perform an 
audit is experience—specifically working with community associations. “These 
are much different than traditional businesses,” Bach warns.

Use Audit
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Beware of asking a board member with financial experience to conduct the audit, 
which requires a licensed, neutral CPA. Even if the board member is a CPA, he or 
she is not independent and, therefore, probably doesn’t meet AICPA ethical stan-
dards, says Bach. He also reminds managers that many people won’t take the audit 
results seriously unless they are presented by a neutral third party.

PRACTICAL POINTER: There are two other types of audit alternatives, but in most  
circumstances, there’s limited value in a “compilation,” which is basically a restatement 
of the association’s financial statements on an accounting firm’s letterhead. A “review” 
is more of a cursory look at financial statements to ensure they conform with standard 
accounting procedures. But there aren’t many tests in a review. An audit or agreed-upon 
procedures engagement provides much more insight than a compilation or review, but 
you still should ask your CPA about the best options for your particular association.

Help CPA Focus on Crucial Areas
Audits and agreed-upon engagement letters focus on specific areas that are more 
likely to uncover issues and errors. Be prepared for your CPA to do the following:

■ Confirm that incoming funds like member assessments are accounted for, 
and outgoing funds (like bills and petty cash) have appropriate backup.

■ Review actual revenue and expenses against the association’s budget to 
ensure that all variances can be explained.

■ Make sure that the checkbook and other bank account balances match 
the amounts on the financial reports.

■ Make sure that the reserve account is adequately funded based on the 
reserve study. This is very important to check during developer turnover.

■ Verify that contracts, especially larger and long-term contracts, match 
payments.

■ Confirm that the association has adequate insurance coverage. That 
includes several policies, like property & casualty, general liability, 
directors & officers (D&O), and fidelity bond coverage.

Once your association decides that an audit or engagement is necessary, association 
managers and management companies typically are asked to help prepare for 
it. Bach’s firm has a questionnaire that it uses to help associations prepare and 
gather the right information ahead of time, but managers, and especially those 
who haven’t been part of an audit before, might be unsure about their overall 
role in the process. Bach explains that, although an accounting firm is hired by 
the board, the property manager and property management company, if there 
is one, are usually providing all of the information the firm needs for the audit 
or other engagement. So be prepared to answer questions as the CPA conducts 
the audit, and provide follow-up documentation. Keep in mind that, with board 
approval, you could have a role later in correcting any issues or implementing any 
procedural enhancements that are recommended.

Use Audit
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You can help make the process more efficient by doing the following:

■ Organize financial records, including financial and bank statements, and 
possibly other documentation for an agreed-upon procedures engage-
ment, as soon as you know an audit or engagement has been scheduled;

■ Give developers, the property management company, and other stake-
holders plenty of advanced notice;

■ Provide the information the CPA requests on a timely basis, and let the 
CPA know if specific documentation is not available;

■ Let the CPA have “read-only” access from the records, so he can get  
necessary information; and

■ Be reasonably available for follow-up questions.

An audit or other engagement can be nerve-wracking for managers who haven’t 
gone through one before. Bach assures managers whose association has planned 
an audit that they can relax. “This is a great way to prove that you and your man-
agement company have sound financial management practices,” Bach says. “If we 
do find anything that requires attention, we’re just helping to make your reporting 
more accurate in the future.” ♦
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➤ Take Next Steps to Plug Loopholes
Sometimes audits reveal that costly mistakes or fraud could have been discovered through 
simple oversight like reviewing bank statements. Other times, it’s more difficult to ascer-
tain why things don’t add up. Regardless of how and why they’ve happened, you can 
expose errors or crimes by performing an audit or other engagement every couple of years, 
says Bach.

If the audit or other engagement uncovers irregularities, you’ll want to respond to the situ-
ation. A certified public accountant’s report should point out specific errors and issues that 
need to be corrected. You or your management company and the association should then 
go down the list and decide whether and how to address each item. Bach recommends 
also documenting the reason that any item is not addressed.

Managers don’t have to handle the fallout from an audit alone, though. Some accounting 
firms that perform audits can also help associations to get back on track if irregularities are 
uncovered. When Bach’s firm gives a report to the association, it recommends financial 
process enhancements, which the firm can help implement, if needed. “If we perform a 
follow-up audit, we can make sure that the association has complied with our recommen-
dations,” notes Bach.

Finally, don’t be afraid to ask the CPA if she can recommend vendors for larger maintenance 
contracts, insurance, reserve studies, and other initiatives, if you feel you need guidance.


