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Operating funds vs. Reserve funds

 Operating funds are funds used for day-to-day
expenses such as vendor fees, utilities,
management fees, insurance, etc.

e Reserve funds are funds that homeowners’
associations set aside (from monthly dues) for
future expenditures which are significant, but
infrequent, making them impractical to be
included in an operating budget

 Reserve funds are used to replace physical assets
that deteriorate or wear out over time



Reserve study

 Areserve study is a planning document and
budgeting model for association expenses

e The purpose of reserve study is to prepare the
association for significant expenses it will incur
over time, while minimizing or eliminating
surprises and special assessments

* |nputs into a reserves study
— List of components
— Cost to replace each component
— Useful life of each component
— Inflation



Example listing of components



Reserve fund strength

e Reserve funding strength or reserve fund percentage is
a measure of an association’s ability to meet expected

future expenditures

e Example — pool heater with an expected useful life of 5
years and $10,000 replacement cost

— At the end of year 5, we will need to have $10,000 in our
reserve fund to replace this asset

— At the end of year 1, if we have $2,000 in reserves, we are
100% funded

— At the end of year 2, if we have $4,000 in reserves, we are
100% funded

— At the end of year 2, if we only have $3,000 in reserves, we
are 75% funded



Inflation impact

* An item costing $10,000 in 2019 costs
approximately $10,772 today

* An item costing $10,000 today assuming
2.45% inflation over the next five years will
cost approximately $11,287 in 2027

* An item costing $10,000 today assuming 6%
inflation over the next five years will cost
approximately $13,382 in 2027



Annual contribution increase
parameter

e Rate used to calculate annual funding on a
compounding basis

e Rate assumes the association will increase
funding every year

 Funding comes from dues increases or
decrease in operating spending



Contribution parameter example



What is a good reserve fund strength?

* Does the reserve study include all
components?

e Do all components have a replacement
cost estimate?

e Are the useful life estimates reasonable?

e When a component is replaced, will it be
replaced with a like component or
upgraded component?

* Does the reserves study include current
inflation?



