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The Income Tax Implications of
Insurance Settlement Proceeds to

Condominium Associations and Unit Owners

By Kevin Miller, Esq. and Marc J. Soss, Esq. The Condominium Act and the
Corporations Not-for-Profit Act permit a
condominium board of directors to act
in the event of an emergency without
having to follow the usual procedural
and notice requirements in the law.

Many Floridians are still recovering today from the damage and
destruction caused this past year during our historic hurricane season. As
repairs to homes and communities continue, so does the work with insurers
and the association members who deal with the losses and repairs. It is
anticipated that the financial impact from our four not-so-friendly visitors:
Charley, Frances Jeanne and Ivan will be felt for years to come. In order to
offset the devastating financial impact, the Internal Revenue Service (IRS) has

issued a recent private letter ruling (that is
specifically limited to the
particular case facts and

o An emergency exists in those
instances where an unanticipated
set of circumstances, which, if not
acted upon immediately, is likely to

circumstances) that could be cause imminent and significant
beneficial guidance for financial harm to the Association,
Florida’'s condominium the Unit Owners, the Condominium
associations and unit Property, or Association Property.
owners.
o In the event of an emergency, the
In the case on which the Board may hold meetings without
private letter ruling was having to post the required 48 hours
obtained, the management notice.

and operation of the
condominium associations

Emergency special assessments can

were similar to those be adopted by the Board without the
organized and operating required 14 days notice by mail to

pursuant to Florida’s the owners.

Condominium Act. The

associations were oIf an emergency exists, an
empowered to make Association is not required to obtain
general and special competitive bids for contracts for
assessments against materials, equipment or services.
the owners for the maintenance of the For example, if in the aftermath of a
property, to pay taxes, to obtain insurance, and make capital cont. on page 2

improvements. Assessments collected by the associations
from unit owners were deposited into
either an operating account or reserve account.
Pursuant to the association governing documents,
the associations were required to maintain liability
and hazard insurance. Any insurance proceeds

cont. on page 2
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TAX IMPLICATIONS cont.

received by any of the associations
were required to be held by them as
trustee for the benefit of the unit
owners, and could only be used to
repair the property, if the destruction
was partial in nature, and the proceeds
were sufficient to pay the costs of
repair.

Pursuant to the condominium
documents, the Association acquired a
master insurance policy that included
earthquake coverage. Subsequently, an
earthquake occurred and caused severe
damage to the associations’ property.
The associations were then forced to
commence a lawsuit against their
insurer when it tendered substantially
less than what was required under the
policy. Thereafter, the associations and

the insurer settled the lawsuit with the

proceeds received by the
associations on behalf of =&
the unit owners. It is "
important to
note that each
unit owner did not
recover any settlement
proceeds in excess of their
tax basis in their unit.

The IRS Private Letter Ruling
was then obtained to determine
whether the settlement proceeds
constituted taxable income to each unit
owner. In the ruling, the IRS cited to
Section 61 of the Internal Revenue
Code (Code) which provides that gross
income is defined as income from
whatever source derived, and Section
1016(a) (1) which provides that proper
adjustments shall be made to the basis
of property for expenditures, receipts,
losses, or other items properly
chargeable to capital account. As a
result, since the associations were
membership organizations that were
operated primarily to furnish goods or
services to their members, they were
not exempt from taxation.

In reaching its conclusion, the IRS
held that a condominium association’s
receipt of settlement litigation
proceeds from an insurance company,
resulting from claims arising as a result
of earthquake damage, did not

constitute taxable income to either the
condominium association or the unit
owners. This conclusion was predicated
upon the following finding: (1) the
settlement proceeds would not be
included in the associations’ gross
income; (2) the settlement proceeds
represented amounts necessary to
repair or restore the property; (3) the
associations received no benefit in their
own right; and (4) the associations had
a duty to act as the agents for the unit
owners. The ruling further provided
that the settlement funds did not
constitute income to the unit owners,
but rather represented a return of
e Capital to them to

¢ the extent their
W portion of the
g recovery did not
<" exceed their basis in
o the property. “Each unit
4 owner was advised in the
" Ruling that their capital
(28 Dasis in their unit would be
¢ adjusted as follows:

(1) If the association released any

* excess settlement funds, their
basis would be reduced by their

proportionate share of the recovery
attributable to the common area and
their unit; and

(2) If the association held any excess
settlerment funds in reserve, their basis
would be increased by their
proportionate share of the amount
retained.”

In addition, the ruling held that any
excess settlement funds retained in
reserves by the associations, for future
capital improvements, was not taxable
income to the associations but rather a
capital assessment of each unit owner.

Although this ruling is not
specifically binding on hurricane related
claims it is useful when considering the
tax treatment one can expect from the
IRS in similar type matters. It is
important to note that an IRS Private
Letter Ruling is case specific and does
not constitute precedent on any
particular tax issue.
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hurricane, it is necessary for an
Association to make emergency
repairs in order to mitigate further
damage and to protect the residents,
the Association will be exempted
from compliance with the statutory
bidding requirements.

Unless the articles of incorporation
provide otherwise, the board of
directors of a corporation may adopt
emergency bylaws to be effective
only if a quorum of the directors
cannot be readily assembled
because of some catastrophic event.
The emergency bylaws may make all
provisions necessary for managing
the corporation during an
emergency, including procedures for
calling a meeting of the board of
directors; quorum requirements for
the meeting; and designation of
additional or substitute directors.

If a quorum of the corporation’s
directors cannot readily be
assembled because of some
catastrophic event, the board of
directors may modify lines of
succession to accommodate the
incapacity of any director, officer,
employee, or agent and relocate the
principal office or designate
alternative principal offices or
regional offices or authorize the
officers to do so. In addition, notice
of a meeting of the board of
directors need be given only to those
directors to whom it is practical to
reach and may be given in any
practical manner, including by
publication and radio. Likewise, one
or more officers of the corporation
present at a meeting of the board of
directors may be deemed to be
directors for the meeting, as
necessary, to achieve a quorum. The
director or directors in attendance at
a meeting, or any greater number
affixed by the emergency bylaws,
constitute a quorum.
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IS IT REALLY POSSIBLE TO KEEP A SECRET
IN ACONDOMINIUM?

By Robert Rubinstein, Esq.

In a recent landmark decision, the
Department of Business and
Professional Regulation exercised
sound logic and rendered a
Declaratory Statement worthy of being
cited. IN RE PETITION FOR
DECLARATORY STATEMENT, JACK
MENDELSON, DS 2004-010 (Docket
No. 2004011033, 8/10/04) involved a
unit owner who did not like the
outcome of a Board of Directors vote
electing officers. The Wynmoor
Community Council in this case is like
a master association and each sub-
association elects its representative to
the Board. Each director on the
Board has as many votes as the
number of units governed by the
sub-association from which the
director was elected. The number
of units, and hence the number
of votes for each director, varies
and many are unique, so that it
can be very easy to identify how £
a particular director voted
simply by viewing the tally
sheet. When the Board met to elect
its officers, three of the positions were
contested. One of the candidates
requested an inspection of the ballots
and tally sheets so he could verify the
count, but the Board refused the
request on the basis that voting for
officers was secret. In this case, the

Bylaws required secret ballots for the

election of officers. The unit owner
asserted that the right to challenge
the count is superior to the right of
secrecy.

As a general rule, Florida Statutes,
Section 718.111(12), requires virtually
any document relating to the
operation of the association
to be an official
record

open
inspection and copying by
unit owners. Under this general rule,
the ballots and tally sheets used by
the Board to elect its officers would
normally be an official record open to
inspection and copying. This statute

only recognizes three exceptions to
the inspection and copying
requirements: attorney-client
privileged communications, unit
transfer information and unit owner
medical records, so the ballots and
tally sheets used by the Board to elect
its officers did not fall into any of
these categories. Overriding a prior
declaratory statement, the
Department recognized the conflict
between Florida Statutes, Sections
718.111(12) (which opens all
official records to inspection
by unit owner if not within the
¥ three listed exceptions) and
§ 718.111(1) (b) (which permits the
use of secret ballots for the
election of officers). It settled this
¥ conflict by holding that Florida
Statutes, Section 718.111(1) (b),
which authorizes secret ballots to
elect officers, is a specific statute
speaking directly to this issue and
controls over Florida Statutes, Section
718.111(12), which is a general statute
describing inspection rights. In other
words, the secret ballot statute was
found to be another exception to the
record inspection statute. Based on
this holding, the Department stated
that the ballots and tally sheets used
by the Board to elect its officers were
not open to inspection.






