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Miss the webinar? Watch it here.

What do we need to know to start... especially here in 2020?

E COVID-19 Effects

» Cash Flow is a matter of survival (not profit)

» Expenses will be higher (cleaning,
open/closing, protective gear...)

» Everyone is inconvenienced (bumpy ride)

» Know your #s (and $s), and Communicate

www._reservestudy.com

What are the Hallmarks of a Successful Budget?

1) The association has the cash it needs to function. That’s your
goal. A board member’s primary responsibility is to preserve,
protect, maintain, and enhance the assets of the association (not
maintain status quo, minimize assessments, or “keep things
affordable”)!

2) Owners are paying the true cost of running the association. No
fictional budgets (ignoring actual expenses and trends), no
expenses (Operating and Reserves!) being “kicked down the road”
onto the shoulders of owners in future years.

3) Management, Board, and Owners expect annual adjustments. Train owners to
expect annual changes (increases), if only to keep up with inflation. Maintaining
the same assessment structure for multiple years is a sign of failure, not success!

4) Owners are aware of the issues at the association, and where their money is
being spent. Be transparent and communicate. It’s their money, they should know
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what the Board is doing to minimize expenses and what tradeoffs have been
considered.

Bottom line: budgeting is more than the task of adjusting numbers (to
make income equal expenses). Make sure you have aimed at the target of
meeting the needs of the property. Expect to employ your
communication and salesmanship skills in addition to numerical skills!

What are the Hallmarks of a Successful Budget Process?

1) Start early - six months in advance of the Fiscal Year End. It takes time. A lot of it.
Starting early gives you options that you don’t have when you're out of time.

2) Do your homework and research -Look at year-to-date and prior year budget
figures. See the future by learning from past trends.

3) Prepare a draft budget - so board, management, and perhaps owners can begin
to ponder and deal with priorities and adjustments.

4) Follow up, follow up, follow up - The budget is a living document and a guide, so
it will never be “perfect”. So publish it on time, and get it in place!

What are the big Mistakes to avoid?

1) Aiming towards the wrong goal of keeping assessments -
artificially low, limiting assessment changes, hitting an & —
arbitrary “target” number, or avoiding a necessary special  J# DA\NG/ER
assessment. -

2) Forgetfulness. Learn from prior years - typical
delinquencies, which expense line items typically went
over-budget, etc!

3) Lack of foresight. The association was there before you became an owner, it will
be there afterwards. See yourself as a “link in the chain” with a multi-yr
perspective. Carry the association towards the future, and hand it off successfully
and in good financial shape to the next board.

4) Unsuccessful delegation. Volunteer help is great and assists in owner buy-in (and
training new board members), but make sure those who are helping have the
right skill set and are responsible.

5) Lack of information. Estimates are fine when information is absent, but expect to
base most of your decisions on year-to-date expenses, prior year budgets, or a
current Reserve Study. Otherwise, youre dooming yourself to more mistakes.

AL ”, = =
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What Helpful Hints pave the way to a Successful Budget?

1) Focus on the goal (of providing the association with the cash
it needs). That is your job as a board member... to preserve,
protect, maintain, and enhance the (physical and financial)
assets of the association.

2) Communicate to the owners, early and often. Communication
builds owner confidence and buy-in to the process.

3) Start early. Everything takes time, and there are always
delays. Budgets typically have distribution deadlines, so make
sure and schedule the “back-time” for delays, such as someone being out of town,
a particularly slow budget committee, etc.

4) Have a multi-yr plan. Be aware of the past. If the necessary changes are large,
embark on a 3-yr or 5-yr plan to get assessments or Reserve contribution at the
right level (see the “S10 solution”).

5) Deal with the truth. Someone needs to be the “grown up” or “designated driver”
for the association, seeing its financial needs and speaking the truth. Have the
courage to create a budget that gives the association the cash it needs. Some
people may be “priced out” of the community over time, but how they spend
their money is their decision and responsibility, not yours.

6) Budget for the majority. Your job as a board member is to act in the best interests
of the association, not cater to the whims (or perceived needs) of the minority.

Board members - you are a corporate officer and fiduciary. You have a duty to run
the association towards a successful future.

Managers - it is your professional duty to provide wise counsel to your association
clients. Know what you are trying to accomplish (keep your eye on the goal), have a
good process, avoid common mistakes, and take advantage of hints from those who
have done it successfully many, many times before! Coach and guide them towards
success!

For additional Resources see:

www.ReserveStudy.com

www.Adamen-Inc.com

Looking for a MS-Excel budget template? Get it here compliments of Association

Bridge, LLC.
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AUDIENCE QUESTIONS

Tell me again the main goal of the budgeting process?

Provide sufficient funds to meet association expenses - in other words to
“protect, maintain, & enhance association assets”.

Do you believe there is a philosophical approach for “annual” expenses?
For example our association funds an annual reserve project for plant
replacements. Is this the right way to do this, or could /should it be done
from Operating?

Whether such a project is handled through Operating or Reserves is a
“comfort” issue, not “right vs wrong”. The cost to owners is the same either
way. We find some clients find an annual expense fits more comfortably into
their (annual) Reserve budget, rather than budgeting for that annual expense
in the Operating Budget and then being bothered that the line item is either
under-budget or over-budget 11 out of 12 months of the year.

We are starting our budget planning which goes into effect Dec 1. Our
treasurer is brand new. Is there a step by step procedure that she should
follow? (Management has not helped us in the past. We do not have a
reserve study. It is all guessing.)

Start now. Gather accurate year-to-date information and information from
prior year budgets (if possible, to see trends). Get a Reserve Study (launch a
proposal request here). Seek counsel from the individuals who prepared last
year’s budget. Give the treasurer your support, give them the link to the
webinar recording, and instruct them to find what the assessments need to
be to offset expenses. Consider asking your management company to help.

How is the maintenance/replacement of an underground drainage system
estimated in the reserve study?

Presuming it is a common area maintenance responsibility, a typical way to
get started with life and cost estimates is to seek counsel from the plumber
serving the association (or neighboring associations).
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Q Is there a rule of thumb regarding what percentage of the HOA dues
should be allocated to reserve funding?

A: See here. Most associations require 15-40% of their total budget going
towards Reserves, with 25% being a very common amount.

Q Is that 25% for reserves based on the operating budget or total budget?

25% of total budget. If your total homeowner assessments are

$10,000 /month, then a good start would be that your Reserve contributions
need to be 25% of that, or $2500 /mo. So $2500/mo Reserve contributions,
S7500 /mo Operating budget contributions, for a total $10,000 /mo budget.

Q How often do you need the reserve study done?

A: Because the physical assets of the association are always in a state of change,
because the Reserve Balance is always changing, and because our economic
situation is always changing, we recommend that a budget line item as large
as Reserve contributions (typically 15-40% of total budget) be reviewed
annually. Associations that update their Reserve Study annually enjoy about
30% fewer special assessments than associations that update their Reserve
Study only every 3rd or 5th year.

Q For the last 3 years, my association has gotten behind on projects (we've
had problems getting timely proposals, hiring contractors, and
communicating with our manager). Shouldn't the maintenance that was
missed be added to this year or the coming year (increasing the operating
expenses)?

A: Missed maintenance should get done as soon as possible. The objective of an
association is not to save cash or build-up its cash balance. Buildings don’t
self-heal, so timely maintenance needs to be accomplished! Hopefully the
unspent funds from the prior year(s) remain there to be spent. If not,
assessments need to be raised to accomplish all those catch-up projects.
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Q Our Reserve Study process is always scheduled for October which doesn't
let us address the new one in our budget. And I am unclear why the newest
reserve study is relevant to the budget.

A: Change your annual schedule to launch your Reserve Study in June or July.
That way the results will be available when you are working on your budget
in October. It's important to have updated Reserve Study information in
order to responsibly establish your budget for the coming year and report to
the association members that there is a plan to care for their common areas.

Q Do you recommend a recent reserve study prior to budgeting? And how is
COVID-19 impacting reserve studies overall?

A: Yes! Get a Reserve Study prior to the budget process, so its results can be
incorporated into budget development. With respect to COVID-19 impact,
board members still are reaching out to responsibly find out “What do I do
now?”, as they have for all the 33 years we've been in business. So we remain
busy helping them budget responsibly and make accurate disclosures to their
homeowners.

Q Can we add elements to our reserve study which were not initially in
there? For instance, underground plumbing or drainage issues?

A: Absolutely. Every year, your Reserve Study should be updated and refined to
be more accurate. Most associations keep a file of expenses actually
incurred, and a “wish list” of potential expenses to include in the next
Reserve Study update.

Q Can you add to your reserve in mid-year?

A: Generally Reserve budgets are set on an annual basis. Notes should be taken
in advance of the annual update as ideas for additional Reserve components
arise. Only in rare cases are Reserve contributions changed mid-year.
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What does the Onsite Manager and/or Treasurer prepare and distribute to
owners?

Depends on your location, the annual budget and the annual audit/review. In
some locations there are many other documents to be distributed to the
owners. Check your state statutes and governing documents.

What is your opinion about increasing the monthly assessments according
to the Cost of Living every year ... even if there is extra in the operating
budget? Is this a good way to be able to add to the Reserves?

Overall, that’s a pretty good strategy to get everyone used to increases.
Everything goes up, including HOA dues.

How do you get homeowners involved in the budget process? Currently
almost all run away as fast as they can when you mention financial issues,
but those owners are the first to complain about bills, vendors and
projects.

Suggest there will be an increase in assessments, and solicit help to set
assessments appropriately so that their assessments are spent wisely and the
association’s expenses are met.

What, if any, changes to reserve studies does the new FASB ASC 606
accounting guidance cause?

The Financial Accounting Standards Board (FASB) establishes the standards
by which accountants report on their clients. Reserve Study preparation is
guided by National Reserve Study Standards (not FASB), explained here. So
please check with your accountant with respect to any FASB reporting
issues.

Should the budget include a project schedule with amounts properly
budgeted? Is it ever ok to spend out of reserves as necessary and not
disclose to the community?

Both the Operating Budget and Reserve budget should have descriptive line
items, to guide the board in its budgeting and spending decisions. It is the
board’s job to handle the affairs of the association. It is my (Robert) opinion
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that the board should report notable ongoing activities to assure the owners
their hard-earned funds are being well spent, building confidence among the
owners that their property is being well cared-for. It is generally in the
board’s best interests to be very candid about how funds are spent.

Can tree removals be considered a reserve expense? Can/Should Boards
consider adding tree removals or replacements as a component in the
reserve?

Yes! Quite often major landscape projects meet the National Reserve Study
Standard four-part test for Reserve funding. Boards and their Reserve Study
provider should seriously consider tree care or removal as a Reserve project.

Should a pandemic line item be added to 2021 budget or reserves? If so,
how to estimate amount?

We're not sure a “pandemic” line item should be added, but certainly you
should consider expanding your budget margin on both ends... expecting
that delinquencies may still be higher than normal in 2021, and expecting
that your Operating budget “miscellaneous” expenses may be larger than
normal.

Am I right that a Reserve Fund above 80%+ funded is considered "safe"?
What happens when we reach 80% funded... do contributions decrease?

The threshold for Reserve Fund “strength” is typically defined at 70% (above
that level special assessments and deferred maintenance are rare). Once an
association has achieved 70% funded or above, they are often able to reduce
their Reserve contributions, just like you can stop pushing so hard on your
car’s accelerator pedal once you've achieved freeway speed.

Can you please repeat the name of the software you are using for
reserves/cash flow? Also, what is the cost?

We (Association Reserves) call it uPlanit. See more about it here. It’s really a
remarkable tool, allowing boards the ability to work with their Reserve Study
numbers and test all their “what-if” ideas. uPlanlt access comes free with
every Association Reserves Full, With-Site-Visit, and No-Site-Visit Reserve
Study engagement, and is $149 /yr for all other associations.
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Q I really like the uPlanIt reserve tool. Do you have other tools to create the
regular budgets?

A: See a MS-Excel Operating Budget template here, from
AssociationBridge.com (a community association consulting company).

Q: Do you have HOA business plan templates?

I (Julie) do. Please reach out to me directly at julie@adamen-inc.com.

Q: Is it legal to take Reserve Funds for Op expenses?

A: That’s a good question for your attorney. In many states, and with most
Governing Documents, it is possible. See more about doing this in our 2020
“Reserves to the Rescue?” webinar, addressing the topic of using Reserves to
help during a short-term (COVID-19) cash flow crisis. In most cases, it
requires eventually restoring the borrowed funds.

Q With reserves, how far out should expenses be forecast?

A: National Reserve Study Standards require a minimum of 20 years of income
and expense projections. Some states (CA is a common example) require 30
years of projections.

Q We believe we are in sound financial shape with a $650K budget, with
reserves funded properly. Our Reserve Fund has stayed above $250k for
many years. Our older /conservative community likes having this
"cushion”. Do you think we can scale back that cushion?

A: An association measures its Reserve Fund size based on Percent Funded, not
a comparison of Reserve Fund to budget. It may be inaccurate to think that
your Reserves are funded “properly”, or that $250k is a comfortable
“cushion”. Update your Reserve Study and find out. If your members are
“older /conservative”, those are exactly the people who would want to avoid
being surprised that someone did not plan appropriately for predicable
Reserve expenses.
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Q Do you have any company recommendations for a cost analysis study? For
example, we want to figure out if we are capturing the true cost of
providing services to select functions.

A: Depending on the nature of this RFP, there are consultants who can do this
work (including myself) - Julie.

Q Can we include a "contingency” category in our budgets?

A: Certainly.

Q Is there a percentage reference for costs from 5 years ago? Ex: if painting
our trim 5 years ago cost $15,000, what would you expect for 2021? We are
in CA if that makes any difference.

A: Presuming an average of 3% inflation, 5 years of inflation would create a 15%
increase. But many projects, especially those with a high labor component
like painting, rise at a rate higher than inflation. Minimum wage increases in
your area will also affect project costs. An experienced Reserve professional
will have updated costs at their fingertips. If you're updating your Reserve
Study yourself, start making your phone calls to get proposals.
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AUDIENCE QUESTIONS FROM PRIOR YEARS

Q: Can you talk a little bit about what the best process is for budgeting and planning
to expend reserve funds ... we approve the budget for operating expenses and how
much to put into reserves each year but we don't do a good job of discussing and
approving what reserve expenses we will incur in a given year.

Robert: Best practice is to use the Reserve Study as a guide. But just because a
project is listed as scheduled to be replaced doesn’t mean the board is obligated to
that project. Consider the different ways a project “fails” as noted in this article, and
decide wisely if an expenditure is appropriate at this time.

Q: What is your opinion on moving monies within a budget from one line item to
another during that budget year? Moving the budgeted money from one line item to
another would not result in any change to the bottom line of the total budget. And if
this is acceptable, does it not affect any variance analyses that would take place?

Julie: I think it is fine as long as your documents and state law allow it. Re: variance
analysis, why, yes, it would be affected but I would assume you would take that into
account.

Q: I am a board member in an Association which is financially healthy (significant
cash on hand and healthy reserves). The Board seems to have a difficult time 1)
considering increasing assessments and 2) making the decision to actually spend
the Owner's money to enhance and preserve the value of the Association. The
Board seems more concerned with sticking exactly to the budgeted line items in
Operating and wants to only do reserve projects in the year the Reserve Study "says"
the component must be replaced. The board does not understand the concept that
the Budget is an estimate /guide. Do you have any advice on moving the board in a
forward-thinking direction?

Julie: Without specifics, it's hard for me to comment; however, if the association has
a healthy balance sheet /reserve account maybe they don’t need to raise
assessments at this time? And, do the reserve items actually need replacing per the
schedule? If the answer to that is yes, then discussing the matter with your reserve
professional may be in order. They may recommend earlier replacement of the
item(s). Or, engage an expert to examine the issue and get their determination.
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Q: What is recommended as the threshold for a reserve item?

Robert: Often a good threshold is that when an expense exceeds .5% - 1% of the
association’s annual budget, it gets into “Reserve expense” range. Consider that this
doesn’t always work for very small or very large associations. Consider also the
board’s signature authority (leave them free to spend association money as needed)
or management signature authority (leave them free to do their job).

Q: How do you figure out the CPI?

Julie /Robert: The government’s published Consumer Price Index is a good start.
See it here. Note that it is broken down to regions of the country. For Reserve
Study purposes, it is wise to consider a stabilized multi-yr average, so the 20 or 30-
yr Reserve plan is not too sensitive to short term CPI values.

Q: If a board obtains a reserve study in a calendar year, are they obligated to adopt
and use for the reserves?

Julie /Robert: Obtaining a Reserve Study is part of a board’s “duty of inquiry”
(seeking wise counsel where the board’s knowledge is lacking). Such professional
counsel does not create an obligation, because the board still has decision-
authority. But in case their decision is challenged, they should have written findings
saying why they chose to ignore or not fully implement the recommendations
(delinquencies high so we are waiting for those to clear and will make mid-yr
changes, we are making half the recommended increase and will increase the other
half next year, we are having the roof repaired which will delay roof replacement five
years and are awaiting the revised Reserve Study, etc.).

Q: If you were to write up some key metrics to show your homeowners, what stats
do you think are most impactful (without shooting yourself in the foot)? Budget vs.
actual, or year over year, savings or some other comparisons?

Julie: 1) Budget v. Actual 2) if you want to give folks a reality check, figure out how
much they would be paying for their amenities (and utilizes, insurance, etc.) in a
home the same size outside of the HOA. It's usually quite eye-opening how cost-
effective life is in a community association.
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Q: Doesn't the Modified Cash (aka Modified Accrual) tend to overstate cash on hand,
compared to true Accrual?

Julie: With income booked on an accrual basis and expenses booked as they are
paid, that may be the case. But it is a popular and effective way for an association to
operate.

Q: How do you budget for unknowns, i.e. insurance that can peak after unexpected
losses?

Julie: A “Contingency” budget line item is highly recommended. The unexpected will
occur (by definition!) often where you least expect it.

Q: Which line item should be the one that is adjusted to "balance' the budget? 1.E>
have a zero bottom line.

Julie: The budget is the budget. X income should = X expenses. How it ends up at
the end of the FY will never be the same. But in the budget process, start with the
expenses. Adjust the Income (not an expenditure line item) to suit.

Q: What is the normal range as a percentage of Income for the reserve?

Robert: It is common that adequate Reserve contributions range from 15-40% of an
association’s total budget, as shown here. The actual figure for your association will
vary from year to year, but it is usually reasonably stable based on the amenities of
the association.

Q: Is there a template or budget format example that I can work from?

Julie: If you're starting from scratch, click here for a link to a helpful MS-Excel
budget template, provided by industry expert Tom Willis of Association Bridge (see
first paragraph of his article), a fellow advocate of responsible budgeting.

Every year, review your expenses by going through the standard checklist (or your
checkbook from last year): utilities, insurance, maintenance, office supplies, Reserve
contributions, management, etc. Create additional categories appropriate for your
association, as necessary. Review what was spent for those categories in the last
year, and compare to what was spent towards those categories over the last 3-5 yrs.
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Then consider changes (more janitorial or guard service, less frequent pool service,
changes from a change to your insurance deductible). Then review, and adjust as
necessary, making sure it is sustainably moving your association forward towards
the future.

Q: We have a significant forest which is an asset but requires very significant dollars
to maintain. Should the cost be attributed to operating or reserves?

Julie /Robert: Without seeing the actuals, it's hard to ascertain. Could be either or
both. If trees (or other landscape items) meet the National Reserve Study Standards
four-part test, they can be Reserve projects. See more here.

Q: In the course of the year, what is more important: compare Actual Expenses vs.
Budget, or Actual Expenses vs. Actual Income?

Julie: This is all one ball of wax. You want income and expenses to be relatively close
at year end, because as we said in the webinar “cash is king”. If one category
exceeds its budgeted income for the year, and others fall short, you can then (as
appropriate) use that information to make adjustments to the following year’s
budget.

Q: Can we add a line item to the reserves if it was never budgeted before? For
example, we know that mailboxes useful life is about 20 years, knowing this can we
start this reserve item?

Robert: Yes. The authority for determining if a project is appropriate for Reserve
Funding is the National Reserve Study Standards four-part test. Hopefully
everything that passed that four-part test appears in your Reserve Study, but that is
not always the case. It is common that Reserve Study projections can be refined
from year to year. So when you find an appropriate project that doesn’t appear in
your Reserve Study, add it!

Q: Do property owners need to approve the budget?

Julie: I advise looking up state law, consulting with a local attorney, and reviewing
your documents as requirements vary from state to state and association to
association.
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Q: What if the majority of your community thinks as well as believes that our dues
are already too high?

Julie: Welcome to HOA world! Most owners think their dues are too high. It
shouldn’t matter to the Board, who has the responsibility to preserve, protect,
maintain and enhance their community. Owners are free to complain, but the board
has a responsibility to set the budget so that the bills of the association get paid (to
preserve, protect, maintain, and enhance the assets of the association).

Q: Can tree replacement, xeriscape, and other greenscape or landscape projects
be funded through Reserves?

Yes. Projects passing the National Reserve Study Standards four-part test (Common
Area maintenance responsibility, with a limited Useful Life, a predictable Remaining
Useful Life, and above a minimum threshold cost of significance) should be funded
through Reserves. Landscape-related projects often pass this four-part test.

Q: My association’s annual budget is around $45K. We keep about $20K balance to
ensure that we have adequate funds to cover unexpected expenses and larger
annual expenses. Is this too much, too little or about right? Is there a “typical”
operating fund balance an association should have as a cushion for unexpected
costs?

Best practice for balance in your checking (Operating) bank account is commonly
recommended to be about two or three months of income. With a $45k budget
(3750 /mo), that means $7500 - S$11,250. So S20k is above typical best practice.

Q: If an item is budgeted, is it recommended to spend it just because it is
budgeted, even if it not needed for that year?

No. Association funds are precious. Don'’t spend them needlessly. Coming in under-
budget on one line item offsets a budget line item that went over budget, and allows
you to truthfully see at the end of the year how much money was needed by the

association (allowing you to adjust your budget expectations for the following year).
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Q: What is the ideal percentage of Reserve Fund?

Ideal is the 100% level, where the Reserve Fund is equal to the value of Reserve
component deterioration at the association. In general, associations above 70%
Funded enjoy the benefits of a strong Reserve Fund (absence of special assessments
and deferred maintenance), while special assessments and deferred maintenance
are common among associations under 30% Funded.

Q: You state that most communities are underfunded. Is it possible that the
standard of 70-130% funded is too high, and not realistic?

No. The data clearly shows that special assessments are rare among associations
above 70% Funded because they have the funds needed to perform projects in a
timely manner. Special assessments are frequent among associations under 30%
Funded, because those associations fundamentally don't have the money they need
to perform necessary projects. Special assessments are an obvious “great equalizer”,
catching associations trying to underfund their Reserves. Attempting to underfund
Reserves is always counterproductive, resulting in special assessments, expensive
deferred maintenance, and an adverse effect on home values.

Q: What is your opinion on moving monies within a budget from one line item to
another during that budget year? Moving the budgeted money from one line item
to another would not result in any change to the bottom line of the total budget.
And if this is acceptable, does it not affect any variance analyses that would take
place?

Better to leave it as-is, so at the end of the year you can clearly see which line items
were over budget and which ones were under-budget, and adjust the budget
accordingly next year. This is not a game to “get each line item right”. The objective
is to provide for the needs of the association. Leaving the numbers “as-is” helps see
that bigger picture.

Q: Should a Statement of Appropriated Retained Earnings be used to secure
funding for Reserve components?

Not necessary. It is much simpler than that. Regular Reserve contributions are
expected in community associations to prepare the association for large, irregular
Reserve expenses by offsetting the daily /weekly /monthly predictable cost of
deterioration.
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Q: I'm the brand new treasurer of our community. We're planning to repave our
roads this fiscal year. Was it OK that we didn't add anything to reserves last year
knowing this expense was coming?

Best practice, as it is fairest and results in the lowest cost to the homeowners, is to
make appropriately sized contributions on an ongoing basis that offset the ongoing
cost of deterioration. Make regular contributions to Reserves, so when you
encounter an expense, the association will have the funds.

Q: Accrual v. Cash basis thoughts given the volunteer board members?

Typically in the HOA business we see a modified accrual system of accounting:
Accrual Income, Cash Expenses. This seems to be a workable way that most people
can understand. If not, Cash based is the simplest to understand for Boards having a
tough time.

Q: How often should you do an YTD budget, if you are already doing a monthly
budget?

It's an ongoing process. YTD figures should be available monthly (or quarterly,
depending on how often financial statements are produced) for the board to review.

Q: How often should you update your reserve study?

While state laws may have lower standards (update your Reserve Study every 3™ or
5% year, or update it with a site inspection every x years), best practice is to update
your Reserve Study annually. Reserve contributions are typically 15-40% of an
association’s total budget, worthy of annual review. In addition, statistics show that
associations performing (inexpensive) annual Reserve Study updates have a 35%
lower rate of special assessments than associations neglecting to update their
Reserve Study information for three or five years at a time. Reserve contributions
get out of balance surprisingly easy and quickly!

Q: Typically what is the cost for an updated study? Isn’t it too expensive to do
annually?

A “Full” Reserve Study (which typically only needs to be done once) prepared by a
credentialed, independent professional regularly costs in the range of 1% or less of
an association’s total annual budget. Update Reserve Studies (Update With-Site-
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Visit and Update No-Site-Visit), the kind you'll be doing annually on an ongoing
basis, are significantly less expensive than a “Full” Reserve Study.

Q: My association recently had a reserve study conducted. They had two
alternative funding options. One was $60 more than our current monthly
transfer; the other was $400 less. Both increase 3% a year. Comments?

You haven't provided enough information for me to evaluate one recommendation
over the other. Every owner should pay their fair share over time through budgeted
Reserve contributions that offset deterioration. Because inflation is real, you should
expect your Reserve contributions to increase into the future, offsetting inflationary
trends.

Q: Are Directors obligated to follow a reserve study?

No, but there is some liability exposure if a Reserve Study prepared by an
independent and credentialed Reserve Study professional was ignored without a
valid reason.

Q: If the board doesn’t follow "professional advice" in the reserve study, will D&O
insurance protect the board?

D&O insurance is for accidental events, not intentional underfunding of Reserves.
Expect D&O insurance will not cover the board’s defense if their reason for not
following the reserve study was a conscious (short-sighted and selfish) decision to
keep assessments low and push reserve funding into the future. Remember it is the
board’s job to provide for the needs of the association. See more on the D&O subject
here, and read more about Reserve Studies and the Business Judgment Rule (against
which the decisions of Board members will be judged) here.

Q: What's a good come back for board members that want to minimize
maintenance payments on the grounds that the poorer owners won't be able to
afford more and if we increase maintenance it will simply throw those folks into
delinquency and we'll be in worse shape.

Express compassion for their situation as their friend and neighbor, but remind
them that your job as a board member is to run the affairs of the association, and an
increase is necessary. Your legal responsibility as a board member is to the
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association: to preserve, protect, maintain, and enhance its assets. If some people
are giving you pressure expressing their personal financial concerns, it is their
responsibility to either adjust their spending habits so they can afford to live in the
association, or sell and move to a more affordable home (selling to someone who
can afford the true cost of living in your association).

Q: I understand that keeping assessments artificially low is not desirable.
However, many households in our over-55 community operate on fixed household
budgets. Even small increases in the assessment could be a hardship for some
residents. I feel that it is also important to keep assessments from getting out of
control. If there is not some attempt to manage the increase in assessments, they
could quickly get high enough to drive some people out of our community.

See above. I applaud your compassion. But board members need to control their
feelings and act in light of their responsibilities. Board members are like the
“designated drivers” for the association, making sober decisions to bring the
association safely to the future. You have no responsibility to keep current residents
in your association or to pursue “affordability”. There will always be less expensive
places people can live than your association. People can choose to move to less
expensive housing as they see fit.

Q: What do you do if your community is over funded?

Our recommendation is to continue to make Reserve contributions, but at a rate
slightly below what is needed by the association. In this way owners remain in the
habit of making contributions, and that rate can be increased slightly without much
disruption to the budget after a few years when the association’s Reserve Fund has
dropped down near the 100% level.

Q: Our HOA will be coming into a large capital infusion from the sale of a
communal asset. There will be great pressure to apply these funds to a large
infrastructure project for which we already have a loan. Can you suggest a
percentage split between reserves and this large project?

Loans are expensive. Pay it off as soon as possible.
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Q: We are seeing issues in a Developer Turnover budget year, when build-out was
stalled for several years as has happened in many communities. Now with more
homeowners the community needs are increasing, this should be the time when
reserves should grow too.

Correct. Adequate Reserves need to be collected, no matter who is in control (the
Developer or homeowner board members). In newer associations, the Reserve Fund
typically grows rapidly due to few expenses in the early years.

Q: Can you talk a little bit about what the best process is for budgeting and
planning to expend reserve funds ... we approve the budget for operating
expenses and how much to put into reserves each year but we don't do a good job
of discussing and approving what reserve expenses we will incur in a given year.

At the beginning of each year, look to see which Reserve projects are scheduled to
occur (hopefully you have a current-year Reserve Study for this purpose!). There are
different failure or “end of life” modes. See an article on “do on schedule” or “wait”
by clicking here. If the Board is uncomfortable with evaluating the projects
scheduled to occur, or making these types of (BIG) decisions, you can appoint a
committee of owners, preferably those with some construction, financial, or general
business backgrounds, to review the issues and make a recommendation. This
committee could be allowed to talk with the reserve preparer and other experts
(and pay them - the experts, I mean) as needed to give real time input and
recommend a plan for actual work to commence. I like this approach because it
brings more stakeholders (owners) in to the process and allows them to take
ownership, along with the Board, in the eventual outcome. However, Board, make
sure you give the committee specific goals, deadlines and parameters, and ensure
they report to the Board periodically while in process. The end result is still your
responsibility!

Q: What are key questions to ask a Reserve Study company when asking for bids?

As with any potential business partner for the association, check their references
and experience, view a sample product (make sure you find it clear and informative)
and look for professional credentials: either the “RS” (Reserve Specialist) or “PRA”
(Professional Reserve Analyst).
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Q: What is the best method to put together a budget?

Take real income and expenses, and add an inflation factor to accommodate real
cost increases. The key word here is: REAL

Q: What is the most efficient way to budget for multiple maintenance projects?
Our condo association provides exterior maintenance on all of our units.

See above: it's the same

Q: What's the best way to project or anticipate increases necessary due to

inflation when preparing the annual budget?

Check (Google) the Consumer Price Index (CPI) for your region.

Q: Where can I go to learn more about Reserve Studies (online training)?

We have a deep resource of materials in our online Library or in our list of recorded
webinars and webinar outlines.

Q: How do I go about getting a Reserve Study proposal?

Easy! Click here and enter some brief information about your association and where
you'd like us to send /email the proposal.

Q: Did you say $10/mo/owner should be a good Reserve Funding plan?

No. For many underfunded associations we've proposed what we call the “S$10
solution”. It likely took many years for your association to develop the habit of
Reserve underfunding. So if you can't take a larger step, build the size of your
Reserve contributions $10 /mo/owner each year for the next 3-5 years. Read more
here.
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Q: If we have an existing (for a prior year) Reserve Study, do we need to start over
with a new one, or can we update it?

If the prior Reserve Study was prepared by a credentialed Reserve Study
professional according to National Reserve Study Standards, the same or a different
Reserve Study professional can update it either with or without a site inspection
(depending on your needs and time that has lapsed since the last Reserve Study). If
you don'’t have such a reliably prepared Reserve Study, you'll need to start over with
a “Full” Reserve Study responsibly prepared according to National Reserve Study
Standards.

Q: I want to budget for capital expenses such as additions to buildings. Is this a
reasonable expense for the budget?

The board’s responsibility is to protect, maintain, and enhance the assets of the
association. If that means adding an asset to the association (something appropriate
to maintain or enhance property values), by all means yes. Just don’t pay for “new”
additions to the association from Reserves. Reserve funds have been set aside for
repairing or replacing existing assets.

Q: What is the right way to budget for totally new capital improvements?

The most common way is to pass a special assessment (or temporary assessment
increase) to collect funds for that project.

Q: Once you complete a capital improvement project, can this be included in the
reserve?

Yes. Once a capital improvement is installed, it can and should be added to the
Reserve Component List.

Q: What are some tips for proposing an increase to reserve contributions?

First: Never refer to Reserve contributions as “for the future”. Characterize Reserve
contributions as offsetting ongoing deterioration, which makes them sound more

like any other bill the association is obligated to pay. Second: Reserve expenses are
inevitable and unavoidable, so if you underfund Reserves you'll just pay the same
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money (or more!) later by way of special assessments or declining home values.
Third: it's the board’s responsibility to protect, maintain, and enhance the assets of
the association, and providing funds to offset deterioration is the board’s job.

Q: If you have an HOA that you took over that has deferred maintenance, already
high monthly dues and can't pass a special assessment to save the complex... How
do you sell it to the membership that dues increase or special assessment are at
times, required necessities?

Communicate, communicate, communicate — Early, often, and continuously. News
and info every month about the issues the community faces. Be creative with this
process - don’t send the same information out every time in the same way. Once a
month, something should come from the Board that touches the residents directly.
For example, let’s say the pool plaster is failing and should have been replaced 5
years ago. Take pictures of the pool and its flaking and cracking plaster. Add
information about what it costs to restore it, and also add a picture of what it would
look like repaired. Put in the dollar amount, and bring it home: “Repairing our pool
and making it a joy to use again will be a total burden of $4.50 per month per unit
for one year.” Reality of the problem, reality of the cost, reality of the current and
future look of the pool. And be very aware of the tone of your communications:
Factual, informational, and positive.

Q: Please discuss whether it is appropriate for a budget to include estimated late
fees, interest /finance charges and fine income. The prior Manager said it should
not be included.

It's not something I typically recommend, as that income is almost always just a
“guesstimate” and typically used as a crutch so the Board can keep assessments
lower. Budgeting for “blue sky” may work this time - or may not. Is that the charge
of a trustee, to count on income on behalf of the community that might not be
there? If you end up with a few thousand more in income, there is always
somewhere that money needs to go, either to operating, or reserves. Very few
communities have too much income.
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Q: Are there any inexpensive digital tools to help in the budget process?

A spreadsheet should do the job: income at the top, followed by a list of anticipated
expenses, then a Reserve transfer at the bottom. In addition, most commercial
association software packages have budget modules.

Q: Should the manager or treasurer prepare the draft budget?

Depends on the community, the wishes of the Board, and the skill-set of the
treasurer.

Q: Our HOA sets aside $ for reserves. The accountant keeps the $ in the
operations account and then at the end of the fiscal year puts that money and any
other excess revenue into the reserve account. Should the accountant be putting
the $ each month into the reserve account?

Best practice is to have two separate funds, Operating and Reserves, and to make
Reserve transfers at each billing cycle (to make sure it gets done, and to make sure
it doesn'’t get accidentally spent!).

Q: re: transparency/communicating - how is this best performed when you have
30 to 40% renters?

Communicate to renters in addition to owners. Renters can be long-term residents
of the association and have their own interest in it being a nice place to live. They
can also be an important conduit to owners, giving them vital feedback on the
condition of the community, such as “I used to like living here but janitorial has been
cut back and now the laundry rooms are always dirty, so I'm planning to move out.”

Q: I am a professional association manager. A common question I get from board
members is what percentage of reserves is good to have set aside? We do reserve
studies; however, the board still asks if there is a generic dollar
amount/percentage to have for reserves. Is there such a thing?

No. Because each association has different common area amenities, and is different
in size and age and amount of deterioration, Reserve fund size is measured in terms
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of Percent Funded (S in Reserves compared to S of deterioration), not “cash in
Reserves”. A Reserve Fund in the 70-130% range is regularly a range where special
assessments are rare (a sign of budget success) and property values are maximized.
Read more here.

Q: Should the reserve study be used to establish reserve contributions?

Absolutely. A Reserve Study shows the components (projects) the Reserve funds will
be used for, it reveals the size /strength of the Reserve Fund (typically reported in
terms of Percent Funded), and recommended contributions to offset deterioration
and provide for the needs of the association. Without it, you are relegated to
guessing, never a strong board position! Read more here.

Q: Should a budget include a projection for delinquency (bad debt)?

YES. Unlike budgeting for projected additional-yet-unknown income (like late fees,
etc.) budgeting for projected “losses” is the right, safe and conservative thing to do:
You are protecting the community from income loss by budgeting for that reality.
See what delinquencies were last year, evaluate general economic trends, and
project some delinquencies in the coming year.

Q: Last year we had an undedicated expense account that board members didn't
like, and we called it a slush fund. Now we don't have that account and are
showing a few accounts over budget. Which is best?

As a political matter, this would depend on the community - the “slush fund”
category is something that some Boards can live with, others not. For practical
reasons, most associations have a line item for “miscellaneous” to catch minor,
unanticipated expenses. If it goes beyond minor (this would depend on the size and
complexity of the budget), then obviously when the next years’ budget is prepared
take into consideration whether or not a new line item should be added to keep the
“slush fund” minimal.
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Q: Where can we get examples of an association budget format that will be easy
for board to understand?

If you have a management company, ask them for an example budget, or, consider
asking a neighboring association for a copy of their budget. Published resources are
available from the Community Associations Institute, both in their “Best Practices”
category and “Guide for Association Practitioners”. See their entire library of
publications here. Most associations have very simple budgets, so don't go crazy
with worry, especially if your income is under $300,000.

Q: Are there any GAP rules published for HOAs?

Yes! There are a number of “Guide for Association Practitioners” booklets published
and sold by the Community Associations Institute at very reasonable prices. Please
see their library of published resources here.

Q: Where can I find examples of format for a reserve budget?

Please see a sample Reserve Study here. Please see a short primer on Reserve Study
basics here.

Q: Should an annual audit be available to all homeowners?

Being a big believer in communication and transparency, I say yes, even though the
law or your documents may not require it. If you don’t want to print it and mail it
(most people won't look at it, anyway), just ensure the owners know it is available if
they so desire it via email, or, put it up on your website (if it has an owner login). For
those few souls around who don'’t have internet access and want a hard copy, it
would seem to me that mailing a hard copy is a small price to pay in the name of
transparency. There is nothing to hide, so why not?
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Q: Our state statute says: "... A special assessment in an amount greater than
fifteen (15%) percent of the then current annual operating budget, submit ...to the
Unit Owners for ratification ..." Is the "budget” the expenses?

Generally “total budget” is made up of income and expenses, which in a non-profit
should be very close to the same number. So it could be either.

Q: Does the Board need to get this approval BEFORE they spend a significant
amount of money?

Generally, no. An association is a republic, not a democracy, and the Board typically
enjoys great latitude in budgeting and spending the funds; however, some
associations may have restrictions on how much a Board can spend on an
unbudgeted item, and there are often restrictions on capital improvements. Of
course, it is always a good idea to always inform the owners of any significant
financial activity.

Q: What responsibilities does the Board have to follow the published budget?

A budget is a financial guideline; not set in stone, and actual income and
expenditures will never be exactly as budgeted. The budgeted income provides the
annual financial resources within which the board manages the expenses of the
association (see the answer provided above). If the board overspends in one area,
without raiding Reserves or its cash margin, they will have to trim other expenses or
ask the owners to approve additional funding (usually, political dynamite and a
pretty good incentive to not overspend!).

Q: What are the "rules” for budgeting depreciation expense?

Depreciation is typically an accounting exercise done for tax reasons, not a

budgetary issue. This question is best handled by your association CPA.

Q: Are there any published audit guidelines?

CAI has quite a bit of information on this topic. CAI members can log in to
www.caionline.org to find information on this topic in their online Research Library.
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Q: When should an association consider revising the budget? Mid-Year?

Generally the budget stands for the entire year. Only in rare circumstances do
changes need to be made mid-year (as when there is an extraordinary expense
which requires an assessment increase or an unanticipated special assessment).

Q: How do you handle a situation like ours, where each of our buildings is
responsible for its own building maintenance fund?

If Reserves for each building is collected all together into the association’s Reserve
fund, itemize each building separately with its specific needs and project timing in
the Reserve Study. If each building has its own fund and own income stream
(assessments different from other buildings), each building needs its own mini-
Reserve Study.

Q: What are the top reasons to have a Reserve Fund?

Taken almost straight from the Funding Principles in National Reserve Study
Standards, the Reserve Fund allows the funds to be ready to be spent when needed
(without waiting for a special assessment for the funds to be collected), it provides
for budget stability so owners aren’t exposed to irregular special assessments,
regular contributions into the fund mean every owner pays their fair share in
proportion to the time they own a home in the association, and it is fiscally
responsible (the board’s job is to provide for the needs of the association, and
ongoing deterioration is a real expense that should be offset with regular
contributions to the Reserve fund). Remember that Board members are fiduciaries,
or trustees, and being so means you must be responsible in managing the assets of
the community, which is probably the number one reason to have a Reserve fund.

Q: If we have a surplus this year and want to “roll that over” to next year, how do
we show that in the budget?

A prior year surplus doesn't appear in the budget. If the funds remain in the
Operating Fund, it means that the Operating account will be larger next year and be
more capable of handling a time period when expenses exceed income. If the desire
is to roll the funds into Reserves, that may require a specific resolution (see your
accountant and tax preparer for details).
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Q: Can you address the IRS’ 70-604 resolution for “rolling over” excess funds to
the next year?

We'll leave a better explanation of its application to your accountant and tax
preparer, but we have brief article on the issue here. By the way - it is difficult to
argue that rolling over some Operating budget funds from one year to the next into
your underfunded Reserve fund is an “Excess Income” situation.

Q: Should expenses which normally occur in a specific set of months - like
additional pool chemicals during the summer - be spread out over the full 12-
months in the budget?

Many expenses are irregular throughout the year... water bill (due to summer
watering), insurance premiums, etc. Some budget formats allow you to place
expenses in specific months, and that is great. But if all you have is an average
monthly amount, understand that the year-end total will be the key number. In this
situation, throughout the year, there may be a few months where you are year-to-
date over budget, or a few months where you are year-to-date under budget. That’s
why you need good notes so you can be patient until the 12" month!

Q: How would you budget for an association that has been hit with several Code
Violations that they are required to resolve?

If these are emergency expenses, spend the money. Perhaps transfer (borrow) some
from Reserves, and execute the project. Then special assess, raise assessments, or
retain a loan to restore the borrowed funds to Reserves.

Q: What about code or law changes that will take place in a few years?

If you have a few years to comply, include that project into your Reserve Study

update, so you can start collecting funds and planning for that upcoming project
(and future recurrences of that project!).
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Q: How does a reserve study update treat a component with a Useful Life that has
expired but is still in such good shape that it doesn't need repair or replacement
for several more years?

If it is still serving well, either delay the project another year, or adjust the Useful
Life and Remaining Useful Life in your Reserve Study update to more accurately
model the current situation. Please realize that different components fail differently.
Some projects you may actually wish to tackle before they “fail”! Read more here and
here.

Q: Do you recommend adding a reserve item to cover any expenses from storms
that insurance doesn't cover (like a large deductible) to eliminate possible special
assessments?

No. Per National Reserve Study Standards, Reserves are to be used for projects that
meet the four part test of being a common area maintenance responsibility, having a
life limit, having a predictable life limit, and being a large enough expense to be
“significant” to the association. Unpredictable storm events generally fail test #3, so
they are indeed “surprises” and inappropriate for the Reserve budget. While it
sounds like a good thing to do, Reserves pay the cost of deterioration, not guesses
about things that might happen. Special assessments are for surprises.

Q: Is there a worthwhile benefit for an association with mid-year Fiscal Year End
to transition to a 12 /31 FYE?

Some associations serve as second homes, and enjoy seasonal occupancy. Their
fiscal years may be adjusted so that the majority of owners are on-site when annual
meetings(s) are scheduled to occur. Those non-12 /31 associations can also enjoy
lower prices and from their accountant and Reserve Study provider due to not
always working with them during their “busy season”. That said, if your Board or
community wants to change their FYE for ease of understanding the budget and its
implementation, you can do so.
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Q: I put our reserves in a 5 year CD, a smaller amount into a 2 yr CD, and some in
a “general savings” account. Is that a good strategy?

Yes. Maximize your interest returns on Reserve funds not expected to be used for a
while, yet maintain some Reserves “liquid” or available in the short term for
anticipated upcoming Reserve projects and the normal “surprises” that occur.

Q: Our 16-unit assoc. has many owners who want to special assess for reserve
projects as they arise rather than saving regularly. How can the board convince
them that is not responsible and more costly?

It is very rare for it to be appropriate for an association to handle its Reserve
expenses via special assessments. Every association needs the cash to execute
Reserve projects in a timely manner, and special assessments take time. In addition,
not all special assessments pass, leaving boards without the funds they need to meet
their responsibility to care for the association. Finally, there is the issue of fairness.
Some owners may vote to not pass the special assessment because they will soon
sell, forcing the replacement costs of assets they enjoyed onto future owners. While
it is not a large factor, the interest earned from Reserve funds “on deposit” actually
lowers the homeowner’s cost of executing that project, as shown here.

Q: Are Reserve Funds mandatory in Arizona or can you simply have a dedicated
Savings Account?

Having a Reserve Fund, fueled by ongoing contributions (paying the “deterioration
bill”) is always fiscally responsible. A dedicated Savings account sounds like a
Reserve fund! Check with a local attorney to ensure you are compliant with state
regulations with respect to disclosures, funds, and frequency of Reserve Study
updates.

Q: Do you have a reference to the claim that Reserve contributions are 15-40% (or
more) of total budget?

Yes. See this article.
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Q: What is the best way to approach a revision in the replacement cost of asset
within an association?

As if you anticipated a $100,000 roof replacement that is now going to end up
costing $125,000 (or only $75,000)? Pay for the project from Reserves, and make
sure you include that different estimate in your next Reserve Study update so you'll
be better prepared for the next instance of that expense. The Reserve funds will all
be re-allocated in the next Reserve Study update, so don’t worry about a surplus or
deficit in any particular “category”.

Q: Do you feel that financial reports must be GAP compliant?

No. GAP is always recommended, and that recommendation is stronger for year-
end reports and for larger associations with larger budgets. Financial reports should
be clear and reliable (so boards can communicate clearly and openly with the
membership), but some consideration should be made for “effective” financial
reporting by smaller associations in mid-year financial statements.
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