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The Board’s Dilemma
How does the board of directors of
a community association protect the interests
of the owners? Is its primary duty to each
owner or to the association as a whole? That
dilemma has become increasingly difficult to
resolve as the cost of properly maintaining
and repairing aging homeowner association
projects increases and the funds available to
carry out these tasks decreases. What steps
can a board take to adequately provide for
the future while protecting the owners from
overwhelming assessment increases? Is that
even possible?
These and other questions have
been raised by managers and boards of directors who are trying to carry out their duties in
the face of diminishing resources. This collection of articles is a sequel to our previous
essay: The Uncertain Future of Community
Associations.1 That discussion forecast an
unhappy end to those community associations that did not adequately budget for
future maintenance and repairs. But it had a

more troubling theme—that the very structure of a community association, relying as it
does on voluntary funding of reserves, is
inherently flawed and probably could not be
fixed under the present statutory scheme, certainly not in California, and probably not in
other states as well.
We discuss the genesis of the
reserve funding crisis, its consequences, and
offer suggestions on how to prepare a budget
that properly anticipates the future, along
with other ideas for avoiding a shortfall in
reserves—deferred assessments and community maintenance trusts, as examples—
unusual solutions but worthy of
consideration.
In doing this we explore the dilemma facing every board—to raise assessments
and adequately fund for the future, or
acknowledge and acquiesce in the members’
reluctance to pay higher assessments. To start
this discussion, let’s look at one example.
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1 Berding, Tyler P. The
Uncertain Future of Community
Associations —Thoughts on
Financial Reform, 2005.

2

I had a call the other day from a
woman (let’s call her Mrs. X) who was very
troubled over recent increases in her homeowners’ association assessment. “I probably
can’t live here much longer if this keeps up!”
she said. Turns out the board of directors had
raised the assessments by 20% on top of similar increases a year ago. They also levied a
special assessment to fix some unexpected
problems with the buildings. “Do you know
what they did when I complained?” She said,
“They handed me your book and said to read
it!” She was referring to The Uncertain Future
of Community Associations, a discussion of
the perils of under-funding association
reserves. According to my caller, the board
was using the book as at least part of the justification for assessment increases.
Mrs. X was concerned because the
assessments for her association were higher
than “comparable” associations in her neighborhood. We talked for a long time about this
issue. Her worry about rapidly increasing
assessments pricing her out of her home was
not misplaced. This particular assessment
had now reached close to $500 a month, not
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an insignificant sum, especially when added
to the occasional special assessment. For a
young buyer, or a person living on a fixed
income, rapidly increasing assessments can
be frightening, especially in a down economy
when wages may not keep up with inflation.
What was happening here?
According to Mrs. X, her association was well
maintained and, at least from her perspective, didn’t seem to need much in the way of
repairs. So why the sudden need to increase
owner contributions? The board’s reference
to “The Uncertain Future” would indicate
that they were worried about under-funding.
A casual glance around a well-maintained
association may not reveal the source of such
concern. Perhaps they had been forced to
play “catch-up” from years past when a
series of boards had taken the easy way out
and failed to gradually increase the reserve
contributions. Or, possibly, a newly discovered issue with some building component
had caused them to ratchet the assessments
up rapidly to deal with the new problem.
We don’t know what the reason
was, and, unfortunately, neither did Mrs. X,

but those reasons, and numerous others, can
easily create a budget shortfall. And that’s
the dilemma that many associations face—do
we do what we should and increase our
funding to keep up with inflation, or to take
care of a newly discovered repair problem of
some sort, or to make up for years of funding
neglect—or do we take the politically expedient course and ignore the problem? Whatever
the reason, if assessments are raised quickly
the owners are not going to like it and the
board will undoubtedly take flak because of
it. Board members know that some owners
will have difficulty finding the extra funds
regardless of how worthy the cause, and
some may eventually be priced out of their
homes as a consequence.

is the realization, pure and simple, that the
true cost of ownership has been understated
for a long time.
What we fear is that examples like
this one are just the tip of the iceberg and
that there will be many owners priced out of
their homes over the next decade or so as
more boards face the real cost of maintaining
the association’s property. Ignoring that for
too long is probably what got them to this
point and the fix is going to hurt. It’s a real
dilemma, to be sure.

However, if the increased assessment represents the true cost of operating
and maintaining the property, how can the
board do otherwise? Mrs. X was right—the
cost of living in some associations is rising
rapidly, but the board is also right in doing
what it’s doing, if the estimates upon which
the increases are based are correct. If so,
what these rapid increases actually represent
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The Failure of Voluntary Reserve Funding
For almost ten years, we have been
Revisiting “The Hard
Facts: Associations writing that common interest developments
are infected with a fundamental flaw—the
Need Cash!”
inability to raise adequate capital.2 We posited that this flaw is structural in nature, in
that it arises from the basic political and economic nature of community associations,
coupled with the legal environment in which
they exist in California. These conditions
include the statutory limits on assessments,
the diverse self-interests of individual owners, and the real cost of long-term maintenance and repair. We have suggested that
these elements are responsible for a serious
lack of cash reserves. It is now apparent, following two surveys done three years apart,
that California’s system of voluntary reserve
funding has failed.

2 Berding, Tyler P. “The
Uncertain Future of
Community Associations,”
ECHO Journal, May 1999.
Berding, “Back to the
Uncertain Future,” ECHO
Journal, August 2002. Berding,
“The Uncertain Future of
Community Associations,
Thoughts on Financial
Reform,” Ibid.
3 California Civil Code Section
1366(b).
4 “The Uncertain Future,” Ibid,
page 25.

The statutes that regulate community associations rely not on strong legislative
dictates, but rather on the good will of developers and the good sense of boards of directors to accomplish necessary reserve funding.
California law requires only disclosure of
financial condition, not mandatory funding of
reserves. Not only that, once an association
begins to accumulate a reserve funding
deficit we encounter the rule that “the board
of directors may not impose a regular assessment that is more than 20% greater than the
regular assessment for the association’s preceding fiscal year or impose special assessments, which in the aggregate exceed 5% of
the budgeted gross expenses of the association for that fiscal year without… the
approval of a majority of the owners.”3

5 This observation was also
corroborated in a discussion
with one Southern California
reserve study company that
observed, based on more than
7,000 reserve studies prepared
by that firm over 20 years, that
the average percent funded has
remained in the mid-fifty percent range over time.

And there you have it—California
has a system of voluntary funding of
reserves. What follows will show that this
system has failed to keep pace with need.
Our opinion is based on evidence obtained in
the course of our practice over many years,
on conversations with numerous industry
professionals, and two surveys.
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Notwithstanding the fact that there has been
almost unanimous agreement that this phenomenon as we have described it is real,
until recently there was little empirical evidence supporting that conclusion. That “data
gap,” if you will, was called into question by
Senator Tom Torlakson in his comments on
the study of Common Interest Developments
performed in 2003 by the California Research
Bureau, wherein he noted a lack of “objective
evidence” on the financial condition of CIDs.
While few doubt that the problem
is as we describe it, until recently it had not
been statistically verified. To remedy that,
Berding & Weil and Levy, Erlanger & Co.
CPAs, in conjunction with ECHO, embarked
on a survey in 2003 of 687 community associations to collect statistical evidence of the
state of association reserve funding.4 What
we found then was not pretty. Overall, for the
687 associations surveyed the average percent funded was only 54%. This means that
these associations had approximately half of
the cash in the bank that they should have
had at that time to adequately fund their
reserves!5 In 2006, the size of the survey was
increased to 1,254, primarily Northern
California community associations, using
data prepared by independent reserve study
companies.6 The 2006 survey produced a
similar funding percentage—53%; but when
the survey results are broken down, it was
clear the problem is getting much worse.
The average size of this reserve
“gap” was approximately $1,400 per unit in
2003. In 2006, that figure ballooned to
$5,600, or four times the shortfall of just
three years before. If these results are accurate for all California community associations, computed at an average of 104 units
per association, this represented a combined
deficit of approximately $5.1 billion in 2003.
However, in 2006 that combined deficit
would have grown to $25 billion! This is no

No. of
Associations

Avg. Percent
Funded

Development Type

Year

Condominium Conversions

2006

71

2003

–

2006

Condominiums

Planned Unit Development

Avg. Unfunded

44%

$ 7,700

579

46%

$ 6,300

2003

400

52%

-

2006

530

63%

$ 3,600

2003

248

59%

-

Table 1 Percent Funded by Type of Development

Figure 1 Percent Funded by Type of Development

longer a theoretical problem. These surveys
were conducted with data available to the
authors of the study. It may or may not be
statistically representative of all of the associations in California, but coupled with other
observations and evidence, many community
associations in this state would appear to
have been in serious financial trouble in 2003
and in a worse financial condition in 2006.
The following sections compute percent
funded by association type, age, size and by
reserve study company.
In both surveys, results were summarized on the basis of: type of development
(condo [includes condo conversion], planned
development); age of development (1–5 years
old, 6–10 years old, 11–15 years old, 16–20
years old, 21+ years old); size of development (2–25 units, 26–50 units, 51–100 units,

6 A simple example will illustrate the methodology used by the
majority of reserve study practitioners in California:
Component
Roof
Paint Paving
Total
Useful life
18 years
7 years 6 years
Remaining life
5 years
3 years 2 years
Current replacement cost $180,000 $140,000 $60,000
$10,000 $ 20,000 $10,000 $40,000
Estimated annual wear
Estimated Obligation (EO) $130,000 $80,000 $40,000 $250,000
Estimated Cash Reserves (ECR)
$150,000
Percent funded (ECR/EO)
60%
All representations of percent funded included in this survey have
been computed using the “straight-line” computation of percent
funded. Effective July 1, 2005, the method of computing percent
funded had to be disclosed in the annual pro forma operating
budget. For the few reserve study companies included in this survey which did not compute percent funded on the “straight line”
basis, such computations were performed based on the replacement cost data (estimated current replacement cost, estimated total
useful life and estimated remaining life) developed by those reserve
study companies.
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No. of
Associations

Avg. Percent
Funded

Avg. Unfunded
Per Unit

Age

Year

1–5 years

2006

119

75%

$ 3,200

2003

19

80%

-

2006

138

70%

$ 2,800

2003

87

81%

-

2006

136

60%

$ 4,200

2003

90

77%

-

2006

197

53%

$ 9,200

2003

154

63%

-

2006

658

45%

$ 6,500

2003

330

43%

-

6–10 years

11–15 years

16–20 years

21+ years

Table 2 Percent Funded by Age of Development

Figure 2 Percent Funded by Age of Development

101–150 units, 151–325 units, 326–500 units,
501+ units); and reserve study company (12
companies in 2006 and 13 in 2003, board/
management and other). For the 2006 survey,
condominium conversions were broken out
as a separate type of development.

Type of Development
Percent funded was computed for
three types of developments: condominiums,
condominium conversions, and planned unit
developments. The results by development
type are shown in Table 1 and Figure 1.
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The percent funding for condominiums (not conversions) was much worse
in 2006 than three years before—dropping
from 52% in 2003 to 46% in 2006. In the
2006 survey, condominium conversions have
the lowest percentage of all—44% funded on
average. Again, that means that such projects
have only 44% of the funding required by
their reserve study actually on hand. This is
especially worrisome since many of those
projects have been converted recently and
funding requirements are based only on the
DRE approved component list which is

Size

Year

2–25 units

2006

26–50 units
51–100 units
101–150 units
151–325 units
326–500 units
501+ units

No. of
Associations

Avg. Percent
Funded

Avg. Unfunded
Per Unit
$ 10,300

195

47%

2003

87

43%

-

2006

283

47%

$ 6,300

2003

131

51%

-

2006

326

55%

$ 4,400

2003

186

55%

-

2006

183

57%

$ 4,600

2003

108

59%

-

2006

201

59%

$ 4,000

2003

119

51%

-

2006

29

54%

$ 3,500

2003

26

42%

-

2006

35

65%

$ 800

30

64%

-

2003
Table 3 Percent Funded by Size of Development

Figure 3 Percent Funded by Size of Development

almost always inadequate to assess the needs
of these older apartment buildings now converted to condominiums.7
Planned developments, including
townhouses, duplexes, and other attached
housing that are not condominiums, have
actually improved their funding percentage in
the past three years from 59% in 2003 to
63% in 2006. This may be because in such
developments the community association is

responsible only for the exterior “skin” of the
building—paint and the roofs—as well as the
common area streets and landscaping. They
are not responsible for many of the very
expensive replacement items in many condominium projects: siding replacement; wood
balcony rot; wood entry structure replacement; and termite and mold damage. These
items rarely appear in a reserve budget until
they are identified for repair; hence, an

7 The California Department of
Real Estate basically treats conversions like new construction
and consequently, the components for which they require
reserves are the same ones
found in new construction.
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immediate shortfall results because there are
no funds earmarked for this purpose.
This situation is exacerbated in
condominium conversions because many of
those components require replacement, not
in 15 to 20 years after the project is first sold
as with new construction, but in many cases
almost immediately since the buildings are
often 20–25 years old with a decade or more
of deferred maintenance when they are converted and first sold as condominiums.

8 It may be that larger associations enjoy greater cash flow,
which allows them to make
more use of professional consultants and managers, and in
some cases, in-house repair
teams. Also, the very largest
associations are often planned
developments where the association’s maintenance responsibilities to the buildings are
minimal.
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Age of Development
Percent funded was computed for
five age groupings: 1–5 years, 6–10 years,
11–15 years, 16–20 years and 21+ years. The
results by age grouping are shown in Table 2
and Figure 2. The 2003 data indicated—to no
surprise—that the older an association is the
greater the under-funding of reserves is likely
to be. Hence, it was projected that the underfunding of reserves was likely to continue
and/or worsen, and the 2006 information
showed that this problem had indeed gotten
worse. In 2003, the newest associations,
those 1–10 years old, hovered around 80% of
their required funding. The 2006 survey
showed a marked decrease, with the newest
associations then showing only about
70–75% of necessary cash on hand.
At the other end of the range—
those associations over 21 years of age—the
picture was much the same as in 2003. The
oldest associations had about 45% of the
cash on hand that their reserve programs
required. The funding situation for those in
between, from 10 to 20 years old, had
decreased, from 63 to 80% in 2003, to 53 to
70% in 2006.
Size of Development
The data based on size of the
development seems counter-intuitive. Larger
associations are better funded than smaller
ones as Figure 3 shows, although none of
them have anywhere near the required
amounts of cash in the bank.8 Larger associations, those with more than 100 units,

The Failure of Voluntary Reserve Funding

showed funding figures for 2003 that are very
similar to the figures for 2006—59% to 64%,
compared with 57% to 65%. Smaller associations, those under 100 units, were between
43% and 55% funded in 2003 and between
47% and 55% in 2006. Based on development size, the funding percentages were
nearly the same in 2006 as they were in 2003.
Percent funded was computed for
7 groupings of development size: 2–25 units,
26–50 units, 51–100 units, 101–150 units,
151–325 units, 326–500 units, 501+ units.
The number of units is based upon the builtout number of units for the project.
Accordingly, especially for the larger projects,
the unfunded dollars per unit may be understated if the project is phased and not yet
fully built out. The results by size are given
in Table 3 and Figures 3 and 4.
The most startling fact is the
amount all developments are under-funded
on a per-unit basis. Larger associations are
under-funded in the range of $3500 to $4600
per unit, although the very largest show only
an $800 per unit shortfall. The very smallest
developments, however, those with 2–25
units, show under-funding equal to $10,300
per unit. This contrasts remarkably with the
graph in Figure 4 from the 2003 survey,
which shows a range of per unit under-funding from about $500 in the largest developments, to just under $6,000 in the smallest.

Comparison of Funding by
Reserve Study Company
The percent funded by reserve
study company is summarized in Table 4.
Percent funded results were computed for 12
reserve study companies studies based on 18
or more reserve studies per reserve study
company. This information does not necessarily indicate that under-funding is the result
of the reserve study itself. Reserve studies
calculate the amount of cash that a particular
association should have in the bank. There is
no requirement in California law that the
association actually put that money aside.
Boards of directors have to make that deci-

Company

No. of
Associations

Avg. Percent
Funded

R1

183

67%

BOARD

37

56%

R3

158

56%

R4

36

52%

R5

18

51%

R6

126

62%

R7

69

50%

R8

61

50%

R9

28

51%

R10

220

50%

R11

194

42%

R12

33

46%

R13

29

28%

Table 4 Percent Funded by Reserve Company

Figure 4 Unfunded Dollars Per Unit by Size of Development

sion, and very few choose to fully fund their
reserves.
The foregoing results appear to
indicate that boards or their managers are
less conservative than most outside reserve
study firms. This tentative conclusion, however, is based on only 37 associations, which
prepared their own reserve study or approximately 3% of the population surveyed. It is
also true that these results do not take into
account the actual recommendations of the
reserve study company, which may have
been more or less conservative than what
was later adopted by the board of directors. It
also relies on the actual cash in the bank, and
not the actual recommendations of the companies themselves.

when you convert a 25-year-old apartment
building with lots of deferred maintenance to
a condominium, the owners will most likely
not be able to afford necessary maintenance
and repairs and an immediate financial crisis
is likely. What the survey also indicates is
that the trend is the same for all types of
community associations. It also suggests that
in most cases, the funding crisis is just a matter of time.
What to do? As we have stated
before, each director of a common interest
development must insist on a realistic
appraisal of the condition of the project and
the cost of future maintenance. Any temptation to underplay these elements to keep
assessments low must be resisted if the association is to have any chance at financial stability. The long-term financial security that
would result from an aggressive increase in
funding will be worth whatever adverse
short-term political consequences might
ensue. Those boards of directors that have
the courage to put such a program in place
will strike a blow for sound fiscal management. For those who do not, the financial
consequences seem increasingly ominous.

Conclusions
In most respects, this survey
speaks for itself. Smaller, older condominium
associations tend to be worse off than larger,
newer planned developments. That does not
mean, however, that the newer, larger associations do not face capitalization problems. It
simply means that their obligations probably
have not matured to the point where the
funding shortfall is critical. The 2006 survey
clearly shows what common sense tells us—
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When Market Value Slips Out the Back Door
We have already talked a lot about
Should Owners Take
the state of reserve under-funding and what
Equity That They
it can do to a community association. For
Didn’t Pay For?
many years, we have tried to focus attention
on the long-term effects of failing to save adequately for the inevitable reconstruction or
replacement of major building components.
Nevertheless, we still see every day examples
of what happens when a board fails to budget to meet these needs. As noted above, associations with less than half of the funds needed for a major reconstruction project are
common. Associations with no funds at all
are less common, but becoming more so all
the time.
With the evidence of under-funding so widespread, what we have not been
able to understand fully is why more owners
have not raised this issue with their boards.
Why hasn’t the subject of failing to fund
proper maintenance and repair been raised at
election time as a reason for turning out the
board? After all, a properly funded budget
and a well-maintained project add real value
to all of the units in the project.
The answer is simple. No one likes
to spend money, no one likes higher monthly
assessments, and the condition of the reserve
fund is often too esoteric to be understood
fully by either boards or owners. Also, the
pressure to keep assessments low easily outweighs any concern that might exist over the
condition of the building until it gets so bad
that no one can hope to sell their unit at anything close to market value. We recently ran
across the following quote in a memo from
the Department of Real Estate:
“All condominium associations
face the problem of high and ever increasing
costs to maintain a condominium project,
including reserves. To compound the problem, a number of condominium boards cannot, or will not, make ‘hard and unpopular’
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decisions of raising maintenance fees to meet
this problem and facing any criticism.
“The law requires condominium
association boards to study the project’s particular maintenance and replacement needs
of the common elements and to collect and
establish reserves so that funds will be on
hand when repairs and replacements are
needed as well as emergencies. The law was
enacted to provide relief for the vast majority
of condominium associations, although a
good number of well-managed condominium
associations were already providing for
reserves. If the reserves are properly calculated, each owner’s share should only be what
the owner ought to be putting aside each
month for the true cost for repairs and
replacements. The law tries to prevent owners
from taking value out of a condominium
property by under-funding reserves, selling
out, and leaving subsequent purchasers to pay
for the under-funding…
“Any delay in confronting and controlling reserve situations will not change the
condominium association’s need for repair or
replacement or the common elements nor the
need for funds. The Commission’s research
reflects that those condominium associations
deciding on 50% funding of reserves and/or
are substantially under-funded, especially if
they face major common area repairs and
replacements in the near future, will have to
dramatically increase maintenance fees,
make special assessments and/or take out a
loan.” (Emphasis added) Pretty timely stuff—
right?
No. The Hawaii Real Estate
Commission wrote that memo in 1995. The
problem has obviously been around for a
long time, and not just in California. Two
statements from that memo stand out. Those
associations that have decided to only fund
their reserves at 50% or less had better start
looking for alternate funding. It cannot be

put off forever, and under-funding cannot
usually be made up by merely increasing
monthly assessments alone. It’s too late for
that ten years down the road. Special assessments coupled with bank loans (which also
require monthly payments) are usually necessary, making the financial hit on the then
owners that much greater and make units
harder to sell.
But the statement that really had
an impact on me was this one: “The law tries
to prevent owners from taking value out of a
condominium property by under-funding
reserves, selling out, and leaving subsequent
purchasers to pay for the under-funding…”
That’s exactly what happens when an association bends to political pressure and tolerates
an assessment level that is less than what is
necessary for predictable maintenance and
repair. The board allows current owners to
take value out the back door by passing on
the liability to future owners. The seller has
taken value by failing to pay his share of the
maintenance and repair costs.

ed in the sales price. Perhaps it will be, if the
seller’s disclosures are adequate and/or the
buyer is sophisticated enough to ask the right
questions or employ the right professionals to
inspect the buildings. However more often
than not, none of this is apparent to the average owner who simply assumes everything is
as it should be, and no discount on the asking price is demanded. Under funding
should, however, be quite obvious to board
members and managers who have a better
working knowledge of the true financial
health of the association. Their duty is to
present and future owners when determining
the proper level to set reserves.
So how do boards discharge this
duty? By not permitting owners to walk away
with value they didn’t pay for. The way to do
that is always the same: raise monthly assessments enough to reflect the true cost of ownership regardless of political pressure.
Anything less is the easy way out.

You could argue that the condition
of the building and the budget will be reflect-
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Is Your Reserve Budget Just an Illusion?
Adequate Reserve
Funding Requires
Diligence, Not
Magic!

Law firms have seen an increase in
claims for defective budgets in recent years.
These claims arise when associations find out
that what they thought was a solid budget
turns out to be an illusion. The financial protection they expected has vanished upon
closer inspection. Budget claims to developers most often arise in conjunction with condominium conversions, but we have also
seen them associated with newly built projects. Because the damage that a community
association can sustain from a budget that
has not been adequately prepared can be significant, we have delved into the budget
process to give our readers a look at the procedures and issues that accompany reserve
budget preparation.
How many of you can say that
your community association’s reserve budget
is adequate? Think about that for a moment.
Ok, a show of hands. Now, everyone who
raised his or her hand, tell me this: how do
you know? Have you reviewed those
accounts yourself? Could you prepare one if
you wanted to? What criteria would you use?
Where would you get the numbers? Do you
know if the figures used in that budget are
based on solid facts, or did someone just
wave a magic wand over them and hope for
the best? We’ve written a lot on these pages
about how many reserve budgets lack necessary funding to meet their stated goals, but
here’s a new one: what if your budget is fully
funded but the goals have been underestimated?
To know the answers to those
questions, and unless you are a CPA or a
reserve study professional, you probably
need to know a lot more about what goes
into the preparation of an association reserve
budget than you do now. For starters, you
should know what the State of California
requires. You should also know how a professional goes about creating a budget—what is
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typically done, and what is not done. Finally,
you should consider how often the budget
should be revised.
But first, why would a manager,
board member, or member of the association
need to know this stuff? Isn’t that what we
hire other professionals for? Yes, but budget
preparation requires a broad array of skills
and experience—accounting, construction,
cost estimating, property management, and
maybe even a little law thrown in—and few
individual professionals possess every one of
those skills. Someone has to be sure that all
the bases are covered, and that responsibility
often falls to managers or board members. If
you are among that group, then having a
basic understanding of reserve budget preparation, and the pitfalls associated with it, is a
good idea. A little time spent now in gaining
an understanding of the critical issues in
reserve budget preparation might make a big
difference a few years down the road.
To gather material for this chapter,
we discussed reserve issues with John D.
Beatty, owner of John D. Beatty & Company,
professional reserve analysts and construction managers. I also spoke with Tim Nerby,
who for 17 years was an Appraiser with the
California Department of Real Estate in the
Subdivision Department. Among other
things, Mr. Nerby’s job at the Department of
Real Estate was to review the submittals by
developers to determine whether they met
the DRE standards. He now works with John
Beatty doing budget analysis and budget
preparation for community associations.

Department of Real Estate Budget
Guidelines—Solid Standards
or Magic Wand?
Most association reserve budgets
start life with the California Department of
Real Estate. Developers of new construction
and condominium converters cannot sell
their properties to the public without

approval
from the
DRE. To get
that approval,
the developer
has to submit an
annual budget for the
future association that
meets the standards of the
Department; and that includes
the reserve budget. The DRE guidelines for reserve budget preparation are
found in the Operating Cost Manual and
Reserves Worksheet published by the
Department. That document provides the criteria by which the department will evaluate
the developer’s proposed budget. If the submitted budget meets the criteria, the budget
will be approved and eventually a Final
Public Report will be issued, allowing the
developer to market the property. This first
budget is then provided by the developer to
the new association.9
Missing Components. This would
all be fine if the DRE criteria were adequate
in the first place. For various reasons they

may
not be. The
first problem is the failure to include some
components with an obvious service life. The
Operating Cost Manual for Homeowner
Associations lists those components that it
recommends for inclusion in a reserve budget. One of the most problematic building
components in any condominium or planned
development project is exterior wood. This
can be found in siding, balconies, entry structures, and trim. On some common interest
developments, the entire exterior is wood.

9 Our thanks to John D. Beatty
and Tim Nerby for the generous contribution of their time
in assisting this writer to
understand some of the
nuances and pitfalls to be
encountered in reserve budget
preparation and the policies of
the California Department of
Real Estate.
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11 California Department of
Real Estate, Operating Cost
Manual for Homeowner’s
Associations, Revised April,
2007.

We all know that wood deteriorates quicker
than say, stucco; so, it is very important that
the association maintain all of that wood
properly. Proper maintenance includes periodic painting, but also repair and, eventual
replacement. But that takes money, and the
funds for caring for all of that wood should
be found in the reserve budget. So let’s look
at how the California Department of Real
Estate prepares an association for wood
maintenance and replacement.
Look at any aging association with
exterior wood and it will be clear that wood
products decay and will eventually need to
be replaced. We have never talked to a single
architect or contractor who believes that
wood siding or balcony rails or staircases will
last forever, even with periodic painting. And,
if you look at the typical apartment building
conversion that is already 20–30 years old
when it’s converted to condominiums, the
wood on the building will definitely show its
age and it is obvious that most, if not all of
the exterior wood is in sight of the end of its
service life.
Knowing this, you would expect
that the Department of Real Estate would
include the replacement of exterior wood
components within the scope of its Operating
Cost Manual and the Reserves Worksheet.
Right?
Wrong. The only reference to exterior wood is in Section 301—“Painting.” The
cost for exterior painting is shown as $1.12
per square foot and if what is being painted
is wood (whether siding, balconies, stairways, etc) you are to add an additional $0.20
per square foot. That’s it. There is no suggested reserve for repair or replacement. In
other words, the California Department of
Real Estate believes that exterior wood will
never have to be replaced if it’s painted at
certain intervals. There is nothing in the
DRE’s guidelines for the eventual replacement of any exterior wood component. Now,
wood fences are given a 10-year useful life
and a reserve for eventual replacement. But
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10 Mr. Nerby offers the following information applicable to
conversions: “It should be
pointed out that the reserve
factors in both of these operating cost manuals ‘are based
upon new building components and equipment.’ Both
manuals go on to say:
‘Therefore, these reserve factors need to be adjusted if they
are to be used for an existing
development or for the conversion of an existing structure.
For existing structures you
would normally divide the cost
of replacing the component by
its remaining useful life.’”

not wood siding or any other exterior wood
component on the building.
Cost Estimates. The budget may
properly include a component, but strictly
following DRE guidelines may lead to underfunding in other ways. The estimated replacement costs, for example. The Operating Cost
Manual identifies the cost to replace a composition shingle roof at $2.60 per square foot
in 2007. Prior to that, the number was $1.80
per square foot. Mr. Nerby advises that the
actual cost of removing and replacing a composition shingle roof is closer to $4.38 per
square foot, which does not include any periodic repair or maintenance costs if required
by the age or condition of the roof.10 If so, an
association that strictly followed the DRE
guidelines would start life with a roof reserve
that, unless modified, would never accumulate enough to replace the roof.
And up until now, we were just
discussing the roof covering and associated
sheet metal pieces. Roof replacement on
older buildings can also require replacement
of some of the structural components of the
roof as well—principally roof sheathing, the
plywood deck that underlies the roof membrane. The cost to replace portions of that, or
worse, to add such design elements as adequate slope on flat roofs, will raise replacement costs appreciably which we have never
seen included in a DRE-approved budget.
The Department does include
some cautionary notes in the manual, for
example: “The reserve section of this manual
only includes components or costs for items
most frequently found in common-interest
subdivisions. Reserve items for your budget
may not be limited to those found in this
manual. Your budget should be tailored to fit
your project and include necessary reserves
for all appropriate items.”11 There is apparently no enforcement or oversight of these
concerns by the Department, and if the developer chooses to stay within the Department’s
minimum standards, its budget will be
approved.

The Department also states: “It is
recommended that associations consider verification and, if necessary, correction of their
major component inventory after project
start-up.”12 Even more interesting, another
Department of Real Estate publication states:
“Many an association has found that, despite
its existence, an item such as a sidewalk or
set of balconies has not been mentioned in
either the CC&Rs or the developer budget. A
site analysis by knowledgeable persons
should result in a comprehensive list of
reserve items for which the association is, or
might be, responsible.”13 That publication
also devotes a great deal of space to other
cautionary tales such as why an association
should consult with multiple cost manuals or
other contractors to be sure that such things
as cost estimates and quantities are accurate.
The publication, Reserve Study Guidelines for
Homeowner Association Budgets, is available
at: www.dre.cahwnet.gov/pdf_docs/re25.pdf.
This is all well and good, but by
the time a new board member has a chance
to read any of these publications or cautionary notes, the budget has long been in concrete, the homes are sold, and the homeowners have purchased on the strength of the
assessments included in the original budget
and represented to them at the time of sale. If
you read the Reserve Study Guidelines, you
will see page after page of recommendations
that go far beyond the minimal requirements
employed in the project approval process. It
is truly amazing that the DRE can devote an
entire publication to what an association
should do to avoid reserve budget pitfalls,
while its own budget review process ignores
most of those recommendations and leaves
major budget decisions up to the developer
promoting the project! There’s something
very wrong with that picture, or maybe the
California Department of Real Estate is not
clear on its mission.
There is little reason for a prospective homebuyer to challenge a financial plan
that appears to be blessed by the State of

California. This renders moot any cautionary
notes issued by the DRE and leaves any
under-funding to be dealt with by the association board. In other words, by the time owners read the provisions of the Operating Cost
Manual or Reserve Study Guidelines, the
developer is usually long gone, and it is too
late to correct its initial mistakes or intentional under-funding. What these various publications do tell us, however, is that the
Department of Real Estate is well aware of
many of the concerns that we have long been
discussing. Perhaps one day it will implement enforcement.

Which Wizard Prepared Your Budget?
The accuracy of your budget will
often depend upon who prepared it. A developer or converter does not want high monthly assessments compared to comparable
properties in the neighborhood. Higher
assessments may make its product less marketable and fewer buyers will qualify to buy
those homes. So a developer will likely push
back on initial reserve calculations if they
result in an assessment that is too high for
the market. There are numerous ways to
influence this as we have seen. Leave out
components, lower unit costs, lean toward
repair rather than replace, and lengthen useful lives. Unfortunately, it is the future buyer,
and not the developer, who will have to deal
with any under-funding that results from
these maneuvers.
The association board members,
while always under pressure from owners to
keep assessments from rising too fast, nevertheless are also owners of the property and
will eventually want to sell their interests.
Buyers are becoming increasingly more
sophisticated in the financial and physical
health of condominium and planned development projects and will want to know not only
the condition of the buildings but that of the
budget as well. So, a gamble on reserve funding may not be the smart move in the end
and boards of directors, working with their
budget professionals, have the best opportu-
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12 Ibid.
13 California Department of
Real Estate, Reserve Study
Guidelines for Homeowner
Association Budgets, April
2004.
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nity to correct the developer’s mistakes. This
is especially true early in a project’s life and
the reserve study done after the developer’s
departure is a good place to start.
In the end, there are many things
an association can do to offset the problems
presented by an original budget that fails to
adequately prepare the association to maintain and repair its common area. The lack of
oversight by the DRE or the mistakes of a
developer, intentional or otherwise, can be
overcome with diligence and attention to
guidelines and statutes. All associations, old
and young, can get the budget back on track
if they obtain realistic estimates and are
ready to tackle the difficult political issues
that come with raising assessments.

14 Mr. Nerby states that during
his tenure with the DRE, the
department considered all
budget numbers in the
Operating Manual to be the
minimum required and looked
to developers and their budget
preparers for any modifications
that might be necessary.

Looking Beyond the Crystal Ball—
The Anatomy of a Reserve Study
As you can see, an association that
continued to follow the DRE guidelines
would most likely never accumulate sufficient reserves. That’s not surprising since the
DRE admits that its guidelines are minimal.14
Unfortunately, as we have said, many developers have been all too happy to adopt this
minimalist approach. The Legislature, however, has seen to it that if the original budget is
deficient, there are ways to correct it.
California Civil Code Section 1365 requires
that a board state its budget annually, including any deficiencies in the reserve funding,
and distribute copies to the members.
But more important, California
Civil Code Section 1365.5 requires: “At least
once every three years, the board of directors
shall cause to be conducted a reasonably
competent and diligent visual inspection of
the accessible areas of the major components
that the association is obligated to repair,
replace, restore, or maintain as part of a
study of the reserve account requirements of
the common interest development… The
study required by this subdivision shall at a
minimum include… identification of major
components that, as of the date of the study,
have a useful life of less than 30 years.” This
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is what is commonly known as a “reserve
study,” which is a legal requirement for all
associations. The reserve study also includes
an estimate of the cost of repair and the
amount necessary to be contributed annually
to insure adequate funding.

What’s Included in the Budget?
Good budget professionals will
modify or augment the initial DRE budget in
several ways. First, they will likely add more
components to those in the original budget.
Second, they use cost estimates that reflect
true market prices. Professional reserve analyst John Beatty says that new associations
should seriously consider having an initial
reserve study done, not at the three-year
point, but rather in the first year after the
developer turns over the project to the
association.
What else will the expert budget
wizard do to assist your association in conducting a reserve study and preparing the
budget? It won’t be done with smoke and
mirrors. Good professionals will insure that
the physical inspection of the project is adequate to confirm or reject the assumptions
passed on to the association by the developer.
They will use that information to add to the
list all building components that have an
identified service life of less than 30 years.
What’s Not?
Inspections performed as part of a
reserve study will typically not include inaccessible portions of a building such as wall
cavities, attic spaces, and enclosed foundation areas, especially where portions of the
building may have to be removed for access.
The statute doesn’t require it, and the typical
reserve study follows the statute. But where a
surface inspection indicates that there may
have been leaks through exterior walls, the
roof, or moisture accumulation under buildings, a more intrusive inspection may be necessary to determine if any of this moisture
has led to rot or other deterioration in these
inaccessible areas. This is especially true for

older buildings. Also, reserve inspections
may not include plumbing lines that could
require replacement during the life of the
building.15 If your association is more than,
say, 25 years old or if there has been evidence of leaks, ask your reserve study professional if a more intrusive inspection into certain areas is recommended.
The Calculations. After inspection, the reserve professional will calculate a
funding plan that sets appropriate and realistic goals based on true market costs. And
unlike the developer, who tries to make the
budget fit a pre-conceived assessment in
order to qualify buyers and sell units, the
good budget professional will make the funding plan fit the association’s real repair and
replacement needs to give the board an accurate picture of its funding requirements. The
board can then decide whether to raise
assessments or not. But only with an accurate picture of its financial needs can a board
of directors make informed fund-raising
decisions.

Making Your Own Magic
You can improve your association’s chances of surviving a reserve-funding
crisis by checking the following factors:
1. Double Check the List of
Components. The Department of Real Estate
Reserve Checklist includes 30 major components that it suggests should be included in a
reserve budget. Beatty’s list contains 81 components, indicating that the more modern
view is to be over-inclusive to avoid surprises
later on.
2. Confirm Unit Costs. Roofing is
measured in square feet, or sometimes
“squares” (100 square feet) and a cost to
repair assigned to that unit of measurement.
As we stated above, the Department of Real
Estate cost manual appears to offer unit costs
that in some instances are substantially
below market. It is important that the cost
that is applied to each unit of measurement is
an accurate reflection of the true cost of

repair and is periodically updated to reflect
inflation.
3. Question Estimated Useful
Lives. Another factor that can throw off a
reserve budget is an over-estimate (or underestimate) of the useful life of a building component. If the life of a roof is estimated at 25
years but it only lasts 15, the association will
be faced with a big roofing replacement cost
long before it has saved enough cash to do
the work. This is not as much of a problem
for new projects as it is for conversions. With
new construction not only does the association have many years to correct any estimate
deficiencies, but the expected life of a new
roof, or new paint, or new asphalt is reasonably predictable based on industry standards
and averages. Furthermore, the Department
of Real Estate lists suggested useful lives for
many major building components (not wood
siding, however, as mentioned above). But
the remaining useful life of a 15- or 20-yearold roof, for example, on a 35- or 40-year-old
converted apartment house may be difficult
to estimate accurately. This is one reason
why a reserve study at developer turnover
and every three years after that is so important. If nothing else, it serves as a log of the
condition of the building so that previous
assumptions can be evaluated and corrected
if later history proves them wrong.
4. Check Quantities. How do you
know that the number of square feet of roofing shown in your reserve budget is an accurate calculation? Architects or engineers can
calculate such things using the drawings for
the project, assuming the drawings are an
“as-built” set. Be sure that someone has spotchecked the quantities shown in the initial
budget to be sure they are right. If the roofing
or siding quantity shown in the budget is less
than actually exists on the project, your funding plan will not work.
5. Repair vs. Replace. Even when
a component is included in a reserve budget,
different budget preparers have different
views on what to do with that component.
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15 It should be noted that the
Department of Real Estate
believes that plumbing will
never need a reserve.
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Virtually all reserve budget professionals and
most contractors agree that at the end of a
roof’s useful life it should be completely
replaced. Now, there may be instances where
a partial replacement is adequate, but that’s
rare. However, some experts might disagree
about whether you should tear off the old
roof first, but most budgets you will find will
call for complete replacement of a roof at the
end of its useful life. Not so with other components. Take exterior wood, for example.
Some experts will call for complete replacement of wood siding at the end of its estimated useful life, while others will provide only
for periodic repair of a small percentage of
the wood—say 5% to 25% over a 10- to 20year period. The “repair” approach assumes
that a substantial portion of the siding will
never need replacement since if you repair
only 5% every 10 years you are never going
to get to all of it.
With components like wood siding
or other exterior wood, a decision to simply
repair a small percentage every ten years,
rather than to provide for complete replacement, say, 30 years into the future, will result
in the association suffering a major shortfall
should replacement become necessary. On
the other hand, augmenting a paint budget
with additional funds for “miscellaneous carpentry” every five years will allow an association to do periodic repairs in conjunction

20

Is Your Reserve Budget Just an Illusion?

with repainting, and on some projects that
might be good enough, and clearly better
than what is suggested by the DRE.
Budgeting for full replacement is conservative—but costs more. Providing for repair
only is a gamble but can result in lower
assessments. Our opinion is to take the conservative route. In the unlikely event that you
find you have too much money in reserves
you can always give some back!
6. Straight Line vs. Cash Flow.
This refers to two different accounting methods used to prepare a funding plan for a
reserve budget. I will not pretend to understand the nuances of these two systems, but
suffice to say that the advocates of each are
not hesitant to defend them. The differences
between them and their respective philosophy would offer enough material for an article on this issue alone. But let me try to
explain why each might be important to an
association. The “straight line” method
assigns a funding goal to each component in
the reserve budget separately without regard
to the accumulation of funds for other components. It’s like having an individual reserve
“account” for each component—roofs, paint,
asphalt, etc. The balance in one component
“account” is not considered available to satisfy the funding requirements of another component. The cash in each of these separate
“accounts” is compared to the funding

requirements of each when determining the
adequacy of the association’s funding,
according to David Levy, CPA.
The “cash flow” method focuses
instead on the total cash available to address
all pending repair issues at any one moment
in time. Nerby states, “…part of creating an
acceptable cash flow method is to anticipate
the expected expenses for many years to
come (usually at least 30 years) and to annually fund enough money in reserves to cover
all the annual expenses no matter in what
year they occur. In addition to the reserve
funds needed each year to cover expenditures, there should also be a “cushion” established that will define the lower limit (of the
reserve account).” In other words, if there is
sufficient cash on hand to deal with whatever
obligations are maturing in the present fiscal
year along with the expense projections and
necessary cushion for future years, the
amount in the reserve account is considered
adequate.
Advocates of the straight-line
method say that projecting future cash
requirements for each component separately
results in a more accurate funding plan when
the budget is viewed as a whole—a more
conservative approach that carries less risk of
future under-funding for the association.
Advocates of the cash flow method claim that
straight line fails to project accurately the

timing of the cash requirements of an association, resulting in cash accumulations that
might not be used, which in turn would
result in greater expense to the members of
the association.16
As we have said many times, our
own view is that associations should adopt
whichever method is less likely to result in a
funding crisis down the road. That usually
means saving more money, not less; so
whichever method results in more total cash
being accumulated over time would be the
one we would choose.

Final Comments
One obvious conclusion is that an
association should not rely on most developer-prepared budgets. The developer’s shortterm need to sell units does not necessarily
square with an association’s long-term budget goals. A second is that a reserve study,
conducted in the first full year of an association’s operation, will help to adjust deficiencies early and allow the board the maximum
amount of time to add any necessary funding. A third is to hire good professionals and
make sure they rely on independently derived
data in calculating your reserve requirements.
Finally, you can never have too much money
in reserves. Following these guidelines with
diligence will insure that you don’t have to
rely on magic when its time to replace a
major component.

16 Our thanks to David Levy of
Levy, Erlanger & Co, CPAs, for
his valuable time and assistance in helping us understand
straight-line accounting.
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Will New Lender Rules Make Condominiums
Harder to Sell?
Let’s consider the question: “Will
Paying the Price for
the
sub-prime
crisis impact community assoUnder-funded
ciations?” It’s pretty clear that mounting foreReserves
closures of condominiums and town homes
will greatly impact community association
budgets as owners abandon properties leaving unpaid assessments. Lenders holding first
mortgages on these properties would have no
obligation to homeowners associations to
cover these deficiencies, leaving large gaps in
association funding when the units were sold
by the banks.

mortgage insurers are being re-written to
toughen lending standards for condominiums. A recent article in the Wall Street
Journal describes steps being taken by Fannie
Mae and Freddie Mac; as well as mortgage
insurer AIG United Guaranty.17 These new
standards will clearly make it more difficult
for condominium owners to sell their units
and for prospective buyers to close purchases—and they could have some other consequences as well.
The new rules promulgated by AIG
include a form of “redlining” or rejection of
loan applications for properties in certain zip
codes that have been designated as having
declining market
conditions;
higher down
payments;
and a
ban
on

17 Harney, Kenny “Condo
loans just got harder,” Wall
Street Journal, April 20, 2008.

Now, a new issue is looming,
again involving lenders. Rules for government-backed mortgages and some private
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projects where more than 30% of the units
are investor-owned. These rules alone could
have a major impact on the sale of condominiums, which are typically bought by low
to mid-income buyers who already find it difficult to qualify for a loan. The redline provisions will make it impossible to obtain a loan
on properties within those particular zip
codes. As Harney states: “The ban is irrespective of applicants’ credit scores, assets or
equity stakes.” If the property is located within those zip codes or if non-owner occupants
exceed 30%—there will be no loan—period.
These rules took effect on May 1,
2008. Normally buyers with 20% or more to
put down will not be affected by new private
mortgage insurer rules, however.
Government insurers Fannie Mae
and Freddie Mac have also issued changes in
their procedures that could have a dramatic
effect on condominium loans. Under recently
published guidelines, lenders requesting government loan guarantees will be asked to
take responsibility for investigating the fiscal
health of homeowners associations.
According to Harney: “Under Fannie Mae’s
changes, most of the due-diligence research
on condominium projects’ key characteristics—their legal documentation, the adequacy of condo association operating budgets,
percentage of unit owners who are late on
association-fee payments, percentage of
space allocated to commercial use, and percentage of units owned by investors—must
now be performed upfront by loan officers.”
He continues: “Not only is this
time-consuming and costly, but under the
new procedures, Fannie Mae expects the
lender to warrant the accuracy of its research.
Some condo project legal documents run into
the hundreds of pages of text, yet lenders are
supposed to take legal and financial responsibility for their accuracy.” This responsibility
would also include making certain “that at
least 10% of a condominium project’s current
operating budget is reserved for “capital
expenditures and deferred maintenance.”

Now those rules will keep many
lenders awake at night! First of all, holding to
a fixed percentage means that there is no
room for interpretation. Harney quotes a
reserve budget expert who states that this
standard means that non-physical items, such
as insurance, in a reserve budget will not
count toward the 10%. “Some loan officers
will simply look at the ‘reserves’ item and, if
its below the 10% mark, might reject the
whole building and refuse to take loan applications on individual condo units.”
If the rule only requires calculating
a ratio between reserves and the operating
portion of the budget, it will result in largely
meaningless information. But if a real determination of adequacy is required that’s something else again. And if so, it’s going to be
difficult to meet these standards with newlydeveloped projects, much less with older
associations for all of the reasons that we
have been writing about for years.18
But more to the point, if lenders
are going to have to warrant the adequacy of
a reserve program, you can expect a big
increase in lender scrutiny and questions
about budget disclosures.
The California Civil Code mandates that a reserve fund be provided for any
component that has a projected service life of
less than 30 years.19 With new construction,
the number of components falling into that
category is relatively small—roofing, painting, asphalt, etc. It’s not until a property
begins to age that other major components
begin to fall within that 30-year window. But
when they do, they can be a costly addition.
As stated above, a building component like
wood siding, for example, often has a 40-50
year service life when new, and doesn’t usually fall into the 30-year window then. But
after 10 or 15 years, that component would
belong in the reserve study. Given that a
huge number of condominium projects are
now in excess of twenty years old, many
exterior wood components, and such things
as plumbing or electrical components that
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18 Tyler P. Berding, The
Uncertain Future of Community
Associations, January, 2005.
19 “At least once every three
years the board of directors
shall cause to be conducted a
reasonably competent and diligent visual inspection of the
accessible areas of the major
components which the association is obligated to repair,
replace, restore, or maintain as
part of a study of the reserve
account requirements of the
common interest development
if the current replacement
value of the major components
is equal to or greater than onehalf of the gross budget of the
association which excludes the
association’s reserve account
for that period.
The board shall review this
study annually and shall consider and implement necessary
adjustments to the board’s
analysis of the reserve account
requirements as a result of that
review.
The study required by this subdivision shall at a minimum
include:
(1) Identification of the major
components which the association is obligated to repair,
replace, restore, or maintain
which, as of the date of the
study, have a remaining useful
life of less than 30 years.
(2) Identification of the probable remaining useful life of the
components identified in paragraph (1) as of the date of the
study.
(3) An estimate of the cost of
repair, replacement, restoration, or maintenance of the
components identified in paragraph (1) during and at the
end of their useful life.”
California Civil Code Section
1365.5(e)(1)
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deterioration in an aging building and has
not expanded the scope of its investigations
to look at components which are not just
“visible and accessible,” lenders may start
doing it for them and the results may force
some difficult decisions—do we raise assessments sufficiently to accommodate components which were either not in the original
budget or which have proven more costly to
maintain than originally projected; or, do we
not do that and take the risk that our project
will be rejected for mortgage insurance?
There’s that dilemma again.
This dilemma is not new.21 Boards
have been wrestling with it for years, but several things have happened to force the problem to critical mass: (1) An aging condo
stock has begun to reveal components with a
limited service life that were not previously
detected;22 (2) We have just gone through a
new phase of condominium conversions
which, unlike previous phases, involve older
buildings in greater need of repair which has,
in turn, focused more attention on potential
budget under funding;23 and (3) New lending
rules will now force much closer scrutiny of
the financial and physical condition of community associations that boards of directors
can no longer ignore if they want to preserve
any semblance of market value for the units
in their project.
These new rules are a direct consequence of the sub-prime mortgage crisis and
could have a very real impact on community
associations. They will undoubtedly put pressure on boards of directors to re-evaluate
their reserve budgets; to re-visit the issue of
CCR restrictions on non-owner occupancy;
and to take more aggressive steps to collect
delinquent assessments in order to keep their
projects marketable.

23 “Condominium
Conversions—Owner Equity at
Risk?” www.condoissues.com,
December 27, 2007.

previously were not in the reserve budget,
now should be. But evaluations like that are
difficult to make, even for trained community
association professionals, so how are lenders
going to undertake them if that’s required?
First, they will have to understand
that components listed on the original developer reserve budget won’t necessarily be the
only components that should be there in an
older project. After that, they have to develop
the means of evaluating them. They also
have to understand that just addressing visible components may not be enough in an
older building. What about damage to the
interior framing in areas that are not accessible, or corrosion in plumbing lines, or electrical service that cannot keep up with new
loads that have been put on it. These are
problems that are beginning to appear in the
many conversions that have been sold in the
past few years—components that are not
always “visible and accessible” are beginning
to show damage requiring repair or replacement, skewing the original budget and
increasing assessments. And just as conversions often involve older apartment buildings, so too does the reserve analysis of older
condominiums.
That lenders will willingly take on
such responsibility is not likely. “It’s ridiculous,’ said Phil Sutcliffe, principal of Project
Support Services of Lansdale, Pa, who helps
put together condominium project financings
for developers. Not only does this shift huge
paperwork and time burdens on lenders and
brokers—who may not have the staff
resources to handle the extra work—but also
forces them to make ‘absolute judgments on
things that are not absolute.”20
In the end, if lenders are going to
be held responsible for the adequacy of an
association’s reserves, either they are going
to quit lending on condominiums, or they
will begin to ask some very tough questions
of management and the board of directors.
And some of those questions may have merit.
If a board has ignored the warning signs of
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20 Harney, Supra.
21 Berding, “The Board’s
Dilemma,”
www.condoissues.com, April
12, 2008.
22 Low-rise, wood frame, condominium projects were constructed in quantity in the
United States starting around
40 years ago. That means that
many buildings are beginning
to show their advanced age
through rot, corrosion, and
obsolescence, issues which
were not apparent when the
projects were newer.

Is Mandatory Reserve Funding the Answer?
The prediction that we made in
1999,24 that association reserve accounts
would fail to keep pace with growing costs of
repair, was accurate. It is no longer fairly
debatable that the unfunded repair liabilities
in many community associations now exceed
even the most optimistic balance in the
reserve accounts. The experience of the past
two decades has given us numerous examples of associations’ inability to raise the necessary funds to properly maintain and repair
the buildings.
Associations have found it increasingly necessary to rely on bank loans and
extraordinary special assessments to fund
major rebuilding projects. Many have been
unable to overcome these deficits at all with
either borrowed or owner-contributed capital
and continue to defer necessary reconstruction projects.
The long-term effect of this phenomenon can now be viewed in the present.
Failed or failing community associations that
are flirting with markedly reduced living conditions and maybe even eventual condemnation are here now. Anyone who works regularly in the community association industry
knows that and has seen at least one. So, if
we are faced with the prospect of associations that are financially paralyzed, what do
we do about it? The easy answer is:
• Do reserve studies religiously;
• Push the inspection of components beyond
just the reserve line items; and
• Fund early and often.
The problem is that by the time
many of the really expensive repairs are
uncovered, it is late in an association’s life
and too late to fund them in small increments. Nevertheless, when even the known
and expected repairs are under-funded, it
doesn’t take much to push the association
over the financial edge.

There are guidelines for reserve
Hawaii tried it, Sort
funding. There are also statutory disclosure of. Is it California’s
requirements. However, California law only Turn?
relates to an association’s obligation to disclose its funding practices; it does not require
funding at any level. Hawaii, however, does
have a mandatory funding statute. The
Hawaii statute requires immediate funding of
reserve shortfalls to at least the 50% level by
assessment if the association uses a “straightline” reserve projection or 100% if it follows
the cash flow (“just in time”) method. In
addition, the association must collect, each
month, all reserve assessments required by
the funding plan. Any owner can enforce
these provisions.
It has been suggested that similar
legislation in California is necessary to
impose discipline on reserve funding to protect owners’ equity and the very large inventory of affordable housing. But what would
be the consequences of such legislation?
Would it provide the funding that the present
voluntary system has failed to achieve?

Definitions
First, let’s define our terms. By
“voluntary” we do not mean that the owners
get to decide whether to pay or not. What we
mean is that the board of directors decides
whether to fully fund the reserve program, or
not, and the owners get to decide whether to
approve “extraordinary” assessments, or not.
A “mandatory” reserve statute is one that
requires funding at some prescribed level. In
California, the only reserve program that is
mandated by the state is the one blessed by
the California Department of Real Estate at
the inception of the project. After the project
leaves the hands of the developer, the DavisStirling Act takes over. As stated, that statute
does not require funding at any level.
Under California law, the board of
directors decides whether or not to follow the
funding recommendations of the reserve

24 Berding, Tyler P., The
Uncertain Future of Community
Associations, Ibid.
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study and the owners get to decide whether
or not to approve regular assessments that
exceed the prior year by more than 20%.
They also get to approve special assessments
that exceed a certain percentage of the budget. If boards of directors have funded “early
and often” as discussed above, these statutory caps should not impede a board’s efforts
to maintain a “fully-funded” reserve program, since extraordinary increases in regular
assessments or large special assessments will
not be necessary. It is pretty clear that the
20% discretionary increase would be quite
adequate if the boards would use it.
It is only where, as is increasingly
the case, the board has failed to stay even
with the funding plan, or where unexpected
damage to a major component is discovered
late in the project’s life, that special assessments requiring owner approval will be needed. It is at that point that the true “voluntary”
nature of the California assessment scheme is
understood. If the owners approve the special
assessment, fine. But very often owners vote
“no” on large special assessments, as it is
their privilege to do under California law. It
then becomes apparent that although
approved assessments are mandatory,
approval is optional. Hence, under this definition, California has a voluntary assessment
scheme.

Hawaii’s Statute
Hawaii’s regulation does not give
owners or the board of directors the discretion to fund the reserves or not. It does, however, allow an association to choose which
accounting method it wishes to follow. If it
chooses the “straight-line” method, (where
all useful lives of major components are
divided, separately, into the cost of repair and
after interest on deposits is factored in, you
arrive at an annual funding plan for each
component) the statute allows the association
to fund at only 50% of the plan. On the other
hand, if it chooses the “cash flow” method
(or the “just in time” method) wherein the
funding plan looks at the amounts needed for
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repairs in each ensuing year, then the statute
requires the board to fund that method at
100%. Since the 2006 survey found that the
average California association is about 50%
funded, a statute like Hawaii’s would force
many associations to increase their assessments, especially if they use the “just in
time” accounting method.
Collection of assessments is, however, not an option. The Hawaii statute simply says: “For each fiscal year, the association
shall collect the amount assessed to fund the
estimated replacement for that fiscal year
reserves, as determined by the association’s
plan…” Notice the operative phrase is: “shall
collect” as in: “no discretion.”
It also says: “(d) No association or
apartment owner, director, officer, managing
agent, or employee of an association who
makes a good faith effort to calculate the estimated replacement reserves for an association shall be liable if the estimate subsequently proves incorrect.” This is fine as far
as it goes, but this can also be viewed in several ways. First, it implies that if you don’t
have a good excuse for why your reserve plan
is wholly inadequate, look out. Second,
please note that it doesn’t say that “good
faith” will protect you if you fail to collect the
reserve assessments. Only an honest, albeit
faulty, estimate of need confers immunity
from liability under this statute.
According to our sources in
Hawaii, implementation of this statute was
pretty chaotic in the beginning but settled in
later on. Associations that know and understand the law appear to be complying with it.
Hawaii’s mandatory reserve program has not
caused mass default by condominium owners. This statute came into effect in 1993; so
there was considerable time for associations
to bring their reserve program into compliance with state law. The statute’s 7-year compliance window was instrumental in avoiding
mass default or non-compliance.
Would mandatory full funding
work in California? That depends on at least

two important factors: The patience of the
legislature with the pace of compliance and
the basis for the reserve investigation. A
short-term 100% compliance law would surely cause chaos in an industry that is only
about 50% funded right now. If it adopted a
7-year phase-in like Hawaii’s, then California
community associations could gradually
comply. But don’t forget, the 50% shortfall
(the flip side of being only 50% funded!) that
our survey discovered is as of today. During
the 7-year period, not only would the existing
shortfall have to be made up, but also future
funding would have to be 100% of the
reserve plan. Hawaii’s requirement for 50%
funding of reserves computed by the straightline method appears inadequate to us. As
stated, the average association in California
already meets that goal if it uses straight line.
A better standard would be something closer
to 100% for all accounting methods, perhaps
with a longer phase-in—say 10 years. After
all, the goal is to educate boards of directors
on the necessity of sound financial planning,
not to introduce chaos.
The other factor is the nature of
the reserve study investigation that would be
required. A comprehensive investigation
undertaken as the basis for reserve funding is
critical. The present California statute only
requires that there be a “…visual inspection
of accessible areas… which the association is
obligated to maintain and repair.”25 A great
many very expensive problems are not visible
until they have caused major damage. They
occur in areas that require the removal of siding, or stucco, or trim boards or sheetrock, to
see. Water intrusion may not be seen until it
has caused significant damage to interior wall
cavities.
Plumbing corrosion on the interior
of pipes will not be discovered until numerous leaks begin to occur. Dry rot in the subareas beneath the floor will be unknown for
years. Each of these problems requires occasional intrusive investigations to uncover. A
reserve study that includes this intrusive test-

ing will be able to predict costs associated
with such hidden problems in time for the
association to fund it. Wouldn’t such a comprehensive reserve investigation just increase
the amount of the assessments for reserves
making it harder to comply with full funding?
Yes, but the choices are find it and fund it
early or find it late and not be able to fund it
at all. Full funding of a repair projection that
misses the most expensive repairs is not “full
funding.”

Conclusion
It costs a lot to maintain property
in first-class condition. But that level of maintenance is necessary if community associations are not to be just temporary housing.
Full funding of reserves at levels that allow
for proper maintenance and repair will test
the resolve of owners and managers alike to
confront the inevitable issues that such legislation would promote. If nothing else, however, mandatory, full-funding legislation, and
the debate leading up to it, would educate us
as to the true costs of home ownership.
Ignorance of these expenses will only perpetuate an illusion of ownership as the everincreasing reserve shortfall erodes owners’
perceived equity. The inflation of the value of
most community association properties will
not likely keep pace with the inflation of the
cost of repairs and the growing gap in reserve
funding. Full funding would both protect the
long-term interests of the owners of these
investments as well as insure that our inventory of low to moderate-income housing will
not be depleted. It deserves consideration in
California and any other state with similar
issues.

25 California Civil Code
Section 1365.5(e)
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Stealth Reserves
Tapping Unused
Assessment
Authority

In this book we detail the consequences of under-funding the long-term
maintenance and repair accounts of common
interest developments. As shown, the latest
survey confirms that reserves required for
long-term repair obligations are shrinking
industry-wide, and that the average community association reserves are only 53% funded. The result of this is that vital repairs—
roof replacement, painting, repair of siding
and trim, and similar work—may be either
deferred or done in a substandard manner, all
because of lack of necessary funding.

The Genesis of a Financial Crisis
Community associations in this situation may not realize that they have a problem. The average person can look at a roof all
day and not see anything wrong with it; so a
plan to re-roof by a particular deadline may
not seem critical—until the roof starts to
leak. And if some knowledgeable expert is
not available to explain the situation or to
encourage necessary repairs, it is easy for the
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board to ignore the problem as long as there
are no owner complaints. Delaying necessary
repairs means that the cost to do them will be
higher when they are done, deepening the
funding quagmire. Once a problem has a
repair price tag that exceeds the available
cash in reserves, the board may not be able
to solve the problem easily.
Borrowing to do necessary work is
prevalent in the association industry and can
be an excellent solution as part of a wellthought out funding plan as long as repayment of the borrowed funds is part of the
plan and does not deprive the association of
contributions it must make for future reserve
expenses. If the plan is that the loan for a
new roof is to be repaid using contributions
to the future re-roofing reserve, for example,
your association is probably already, or soon
will be, in financial trouble.

Owner Resistance and Home Equity
All of this usually stems from failing to reserve sufficient cash on a regular

basis to pay for future repair projects. And
the reason most associations fail to do this is
that raising the amount of the owner’s
monthly assessments is guaranteed to draw
criticism from members who often do not
understand the economics of the situation.
What they see is their monthly statement,
and the check they write for perhaps three or
four hundred dollars every month, which will
now go up. While they are generally aware
that a portion of those assessments are
intended for long-term projects, they are not
as well informed as the board on these matters and someone will surely object if the
board raises assessments appreciably. Hence,
boards are often deterred from doing this and
assessments stay the same.
Sometimes, the plan is that if
major repairs should be needed, the board
will propose a special assessment. But unless
that special assessment is small (generally no
more than 5% of the prior years budgeted
gross expenses), a majority of the owners
will have to vote to approve it. And if that
means the owners must approve special
assessments that are more than nominal, say

several thousand dollars each, obtaining
approval is uncertain. Projecting member
approval of a special assessment as the primary method of funding a critical repair project is a risky business plan.
So given this double whammy—
owner resistance to increasing monthly
assessments and similar, if not greater, resistance to approving a substantial special
assessment—many boards take an easier way
out and borrow the money. But, as stated
above, it is ill advised to repay the loan using
cash that would otherwise be used for future
reserve contributions. Also, a bank loan may
require that the members approve a special
assessment to secure the loan, which might
still be difficult to achieve even though the
payments are spread out over time.
But an association may have more
cash resources than it realizes. Consider the
following alternative.

Monthly Payments vs. Deferral
California real estate increases in
value over time. Regardless of the cycles that
influence the immediate prices of some
homes in some areas, over time that fact
has been reaffirmed year after year. If
you can bridge short-term down
cycles by holding the property for
several years, there is almost no
gamble on the outcome—your
equity will increase. And often
it increases in part because it
is located in a well-maintained community. Most
owners realize this and
believe that regular
investment in keeping
the property in good
condition will yield
dividends at sale time.
They just don’t want
to have to increase
their monthly payments to do it.
Many
board members
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believe that if they assess an owner’s separate interest the assessment must be collected
in the short term. There is nothing in the law
that requires that—but it is a popular belief.
Associations also do not want to jeopardize
their income stream with lax enforcement of
their assessment rights. In addition, the
board must insure cash flow to pay for regular operating expenses—water, garbage, landscape maintenance, management, just to
name a few. But reserves are a different
story—reserves are used for projects that are
often planned years in advance. And, except
for emergencies, they can be funded on
longer cycles, much longer than the monthly
cycles used for operating expenses. The cash
flow accounting method basically recognizes
this and allocates the cash contributed by
owners to coincide with the timing of various
projects. But even this method does not deal
with the question of when payments must be
made by individual owners and assumes that
they will be made monthly like all regular
assessments.
Because reserve contributions are
tied to the operating budget, and because
operating expenses usually must take priority
when funds are limited, natural owner resistance to increasing the amount of monthly
assessments drastically limits the board’s
ability to fund reserves adequately. However,
if collection of the reserve contribution were
handled separately and owners were provided an alternate, less painful means of funding
reserves, it could prove to be a boon to community associations. As we said, owners usually recognize the connection between a wellfunded reserve account and property values;
they just don’t like, and many cannot afford,
to make higher monthly payments.

Tapping Unused Assessment Authority
One answer might be for an association to defer collection of part of that portion of the annual assessment that represents
the reserve contribution, to a later date—
specifically to the date of sale of the unit, and
collect it from escrow when owners have
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more cash available to them. Most owners
would be less inclined to resist higher reserve
contributions if they could pay it out of equity instead of from monthly cash flow. For one
thing, equity is, in a sense, “found” money
that accumulates due to the gradual rise in
property values and the reduction in mortgage balances. It is not specifically earmarked
or needed for anything other than perhaps
the down payment on another home or emergency expenses. Also, even with many years
of deferral, the accumulated total of assessments owed would not represent a very high
percentage of the owner’s total equity, so the
payment “pain” would be minimal.
This source of funding could reasonably be labeled “unused assessment
authority” since common interest developments in California have the statutory right to
increase monthly assessments up to 20%
over the prior year’s assessment but, for the
reasons stated above, rarely do it. If an association had an annual assessment of, say,
$4800 per unit, the board could, without a
vote of the members, increase that assessment to $5760 the following year—an
increase of $960 per unit. Now a board would
not likely impose assessment increases of
that magnitude on a regular basis, but it illustrates the point—that boards of directors of
community associations have sufficient statutory authority, right now, to make meaningful
contributions to reserves if they chose to
exercise it. And there is nothing that requires
that increase to be spread across the entire
budget pro rata; it could all go to reserves, so
long as provisions were made for operational
emergencies. If the present reserve contribution were, say 20% of the total annual assessment, a 20% increase in assessments would
double the annual contributions to reserves!
It wouldn’t take too many increases in
reserve funding like that to make up most
routine shortfalls.
But assessing and collecting are
clearly two different things, and that’s why a
policy that permitted an owner to defer pay-

ment of some or all of the reserve portion of
their annual assessment until they sold the
unit might be a powerful incentive to boards
to increase the amount of those contributions
and for owners to be right with it, thereby
avoiding a potentially disastrous deferral of
needed repairs. Various studies have placed
average turnover of homes in California at
right around seven years. With condominiums, that time is likely much shorter. But
even a 7-year cycle of turnover could provide
a reserve cash flow sufficient to fund longterm repair and maintenance, if the projects
were well planned and the amount of deferral
permitted was synchronized with the plan
and the expected turnover rate for that
association.
Of course, the CC&Rs would have
to be reviewed for any constraining language
and amended if necessary, and steps would
have to be taken to obtain adequate security
for the deferred amounts in the form of an
assessment lien that stays current with the
amounts owed. The board would also have to
reserve the option of ending the deferral if
emergencies arose or if a unit remained
unsold for too long, and that option would
have to be carefully explained to the
members.
The association’s accountant must
review any plan to defer collection of assessments to be sure that planned deferrals do
not interfere with the board’s ability to conduct the business of the association properly.
Also, legal counsel should be called upon to
fashion an agreement or amendment to the
governing documents that specifies the conditions and obligations attached to any deferment and prepare a deferral agreement,
which each owner would acknowledge.
Deferred obligations would have to remain
secured by appropriate liens on the owner’s
interest, and associations would have to be
diligent about putting payment demands into
escrow; but those procedures do not represent anything very different from what is
now done in collecting regular assessments,

and all of this could be accomplished most
probably without any change in existing law.

Deferral Mandates Increases
in Assessments
We are not suggesting deferring
collection of a portion of the monthly assessment if it is presently at a level that already
does not adequately cover the reserve contribution. Only if the board were willing to use
its untapped assessment authority to increase
the association’s contribution to reserves
does deferring collection make any sense.
Using deferral when collections are already
inadequate would just make matters worse. A
decision to defer must be accompanied by a
well-researched plan that takes into account
the association’s true future reserve needs,
along with the political will to raise monthly
assessments sufficiently to meet those needs.
Deferral is just a collection tool that could
assist boards in collecting more funds than
monthly collection presently allows, since
collection would coincide with a greater
income stream. Deferral as outlined here is in
essence a loan by the board to an owner,
secured by that owner’s equity. Like any loan
the deferred amount should bear interest to
at least keep up with inflation. The consideration for the board’s willingness to defer,
however, has to be a greater contribution to
the reserve account to justify extending this
option to owners.
The shortfall in reserve funding is
increasing annually and it has made itself
known already in many associations that
cannot afford to make essential repairs.
Cutting the owners some slack through payment deferral could help a board realize the
benefits of its substantial unused assessment
authority and encourage it to fund the association’s reserves adequately.26

26 This idea is not without
controversy. See Chapter Eight,
“The Reserve Crisis—Readers
Respond.”
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Community Maintenance Trusts
It isn’t often that a complex problem can be solved with a relatively simple
solution, and the criticism of skeptics is
excused until the problem is truly solved-but
a simple solution that could save some community associations may be at hand.
The cost of maintenance and the
inability to raise necessary funds to meet
these costs is leading to gradual obsolescence, as discussed in prior chapters. Many
of these issues have been documented on
these pages over the last five years. Briefly,
the lack of funds stems from boards of directors who sometimes do not understand the
nuances of the extensive repair and maintenance work that is required, coupled with the
resistance of owners to regular contributions
of the additional capital necessary to fund
these projects. Further, the projects are small
in the scheme of things, and lack substantial
negotiating strength or knowledge of new
and better methods and materials.
These circumstances could be
greatly improved if we were able to combine
many of these community association projects into a single, well-funded, professionally
operated, community or services district to
which the responsibility for maintenance and
repair, including warranty repairs, could be
delegated. This type of organization is not
without precedent. On the government side,
we provide for special districts to administer
and maintain all kinds of real estate.
Landscape and lighting districts; reclamation
districts; water districts; and redevelopment
districts are examples of single-purpose government entities formed to maintain or service privately owned property. These districts
are governed by directors elected by the owners of the various properties within the district. A further advantage to a Special District
is its ability to raise funds through the sale of
public bonds.
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In the private sector we have
mutual insurance companies that are basically a community of property owners who have
joined together to provide financial assurance
against certain identified catastrophes. Large
community associations, which may include
a dozen or more “neighborhoods”, are probably some of the best known examples of
combining several smaller projects under the
umbrella of a “community” in order to provide more efficient and. comprehensive
maintenance. Such well-known California
communities as Rossmor in Walnut Creek,
Sun-City in Roseville, The Villages in San
Jose, and Leisure World in Laguna Hills are
examples of a group of smaller individual
projects which share the benefits inherent in
a large mutually owned entity. Of course,
large community or property owner associations are usually formed from contiguous
parcels, but there is no legal reason why noncontiguous properties could not be aggregated for certain specific purposes without interfering with basic ownership interests.
If the combination of, say, 20 or 30
non-contiguous community associations into
a mutually owned and operated “maintenance community” could be achieved, it
could bring substantial benefits to each of the
member projects. Not only would negotiating
power be greatly enhanced when contracting
for services, there could be pooling of funds
to provide greater liquidity, and form, essentially, a maintenance “insurance” pool to deal
with the ongoing repair needs of the member
communities. A large group of associations
could afford more sophisticated engineering
and architectural expertise to insure that
maintenance and repair projects were
designed and executed properly.
There are several types of organizations that would suit this purpose. In the
public sector, the obvious choice would be a
“special district.” In the private sector, trusts

or non-profit corporations could be used.
Whatever it’s legal nature; its purpose would
be the same-to provide an organization that
would accept the delegation of maintenance
and repair obligations for a community of
non-contiguous common interest developments. We’ve coined the term “Community
Maintenance Trust (CMT)” as one example of
such an entity.
Builders and owners alike could
derive substantial benefits from this arrangement. New construction would have to be
inspected by the Trust before the project
would be accepted for membership. The
reserve requirements for future maintenance
would be determined, and the builder would
be required to deposit several year’s of
reserve contributions. Existing projects would

have to be appraised and their future maintenance and repair needs estimated, before
they would be allowed to join the community. They would then have to “buy in” with a
sum of money determined by the maintenance and repair appraisal but once in, future
maintenance and repair expenses would be
born by the Trust which in turn, would be
funded by owner assessments.
There are many, many issues that
would have to be worked out before actual
implementation, but a CMT would endow
many associations with a level of professionalism and experience that is presently lacking
in a single association.
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The Reserve Crisis—Readers Respond
The author received
the following two
letters about the
material in the foregoing chapters. The
first, from Mr. Hohs,
is on the general
premise of this book,
i.e. that associations
generally fail to adequately fund future
repair obligations.
The second, from
CPA Gayle L.
Cagianut, takes issue
with our “deferred
assessments” idea in
Chapter Six. We
respond below.

34

Dear Mr. Berding,
We have corresponded in the past.
I agree with your article assessment… that:
1. ALL (or if not the VAST MAJORITY) of condominium associations in the 20
to 30 year age range are unprepared for the
rough times ahead.
2. ECHO’s basic thesis “Get an
expert,” while nice in theory, does not work
well in fact. Having been the victim of watching numerous projects throughout my
Association with so-called “experts,” I (along
with other board members) have learned the
hard way that the board needs to almost
become an on-site supervisor of the project.
And, it is a prerequisite that some board
members use some “common sense” to the
extent of almost becoming an “expert” in
construction management. Even with a construction manager “supervising” the job, surprisingly often the Association is paying for
nonexistent supervision. The end result is
that the Association quite likely is paying for
unsupervised work at a contract that alleges
supervision.
3. There are NOT enough
Association members that are willing to be
competent board members. It probably takes
at least two, probably three years; before one
can competently say that “he knows what he
is doing.” “Knowing what you are doing”
consists of more than showing up to a board
meeting.
4. Most board members are unwilling to give out bad news. The few board
members that I trust are the ones that are
willing to take an unpopular stand; i.e., raise
HOA dues. While my dues of $260 per month
fund the reserves, I would feel more comfortable with higher dues. It gets increasingly difficult (particularly now new owners probably
having negative equity willing to abandon
the property) to find the financial resources
to do repair work.
5. The vast majority of the
deferred maintenance is avoidable. The best
long-range solution is to start managing the
condominium HOA like a commercial property. Have a handyman go building by building
taking care of little stuff before they become
big problems.
The Reserve Crisis—Readers Respond

6. Owners worry too much about
minor issues; i.e., parking instead of major
issues; i.e., dry rot repair. I had one annual
meeting with owners complaining about nonexistent parking issues, leading to my
response of “If we DO NOT take care of the
dry rot in the next couple of years then we
could be looking at MAJOR BILLS.”
No easy solution exists. It would
be nice if one could mandate mandatory
funding for adequate reserves. The obvious
problem is one could get into a long winded
issue of what constitutes “adequate
reserves.” Unfortunately, the vast majority of
associations appear to take the attitude “Not
my problem about issues five year hence.”
Mine is one of the few and it is often to get
the consensus of “It is the Association
responsibility to leave for the next purchaser
an Association adequately maintained without needing special assessments.”
Stephen M. Hohs
Mr. Stephen Hohs is a resident of a condominium association in Napa. He has been
involved with activities in that association for
the past 30 years, including 10 years as a
board member and three as board president.
Dear Mr. Berding:
With all due respect to your industry knowledge and the creativity that you
called upon to come up with the idea in your
article of assessing homeowners for additional reserve funding monies to be paid at the
time of escrow closing (when a home sells), I
see nothing but disaster for such a plan. Here
are a few of my concerns:
1. What about the numerous
homes that have no equity and are just barely
hanging on without going into foreclosure? I
would think that this would be another great
reason to walk away from the home. I realize
that if the special assessment were levied all
at once, the same thing could occur; however, if the board works out a reasonable payment plan, they might get payments as long
as the homeowners choose to stay in the
home.
2. Would a lien be filed immediately on the home to ensure that the assessment

is advance of any additional mortgages that
might come along? Would the assessment
need to be repaid if the owner refinanced?
3. How would a reserve preparer
even begin to do its cash flow planning? How
would they be able to ascertain when the
funds would be available to the association?
At a minimum, there would need to be a sunset date when the monies would be due and
payable.
4. As Robert Nordlund states,
reserve studies are an “art and a science.” So,
what if the projections are wrong and the
monies are needed sooner rather than later?
Do you special assess again, give credit to
those people that have already paid, and
assess just the ones who have not paid?
5. You mention that interest should
be charged on this “loan.” Do you realize
that management company accounting
departments are already dealing with assessments, late charges, other fees, special
assessments (for everything from specific
items to bank loans) and now they will have
to compute interest on a receivable that is not
collectible for years to come?

6. For collection purposes, the
computerized accounting system would have
to be sophisticated enough not to apply payments to this “assessment” and not to send
foreclosure notices on this past due amount.
Or, are you suggesting that this be kept “off
the books”? If so, what is the chance that the
management company will remember to collect the money in escrow if it is not part of
the A/R balance at the end of the year?
7. When associations change management companies, we find difficulties in
transferring the knowledge of what is due
and payable on special assessments that
secure bank loans. The transition is rarely
smooth and we find unit owner payoff balances incorrectly carried over from one management company to another. I can imagine
that this scenario would result in the same
type of issues.
Anyway, these are a few of my
very quick thoughts. I hope that you come
out in the next Journal and say, “just kidding!” I do not think that this is a good business decision nor do I think that the current
industry is ready for the accounting night-
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mare that this could cause. However, I think
the homeowners would vote for this and not
consider the ramifications of their decision.
Gayle L. Cagianut, CPA
Ms. Gayle Cagianut is a well-known CPA
with an extensive accounting practice for
homeowner associations. Her firm has offices
in Ventura and the Seattle and Spokane
regions of Washington State.

The Author Replies
Hello, Gayle,
No, I actually wasn’t kidding.
First and foremost, please understand that I do know and appreciate the vulnerabilities of most community associations
that you describe and the danger that anything that gives someone an excuse to forestall the inevitable might be abused. On the
other hand, after 34 years of watching associations march deeper into the quagmire of
deferred maintenance, mostly by default, I’m
pretty well convinced that without some radical new ideas a lot of housing is destined to
deteriorate to the point of zero value. There
are several reasons for this.
The present system of assessing
for future repairs is almost entirely subjective
and voluntary. Boards are only required to
include components that have a demonstrated useful life of less than 30 years. The decision to include a component in reserves in
the first place (less than 30-year life,) and
then accurately assess both its projected life
and the eventual cost of repair is, and here I
would paraphrase Robert Nordland, “art and
not even close to science.” I have seen plenty
of examples of reserve budgets so far off the
mark as to be mostly irrelevant. So right off
the bat we are deep into speculation as to
how much an association should be putting
into the bank. Therefore, even the funding
that a board does choose to adopt may be
inadequate.
Second, and more important, even
if a board does obtain accurate predictions of
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necessary funding, it is rare that they will
summon up the resolve to meet those obligations by imposing periodic increases in regular assessments or by imposing allowable
special assessments even to just keep pace
with inflation. Our statistics show that average funding is roughly half of the required
amount, which means that there will be
nowhere near enough money to do major
repairs at the appropriate time. That results
from a combination of inflationary increases
in the repair costs coupled with growing
shortfalls in prior funding goals.
Boards are reluctant to approach
the members for significant contributions
until the need is of crisis proportions and
then it is usually too late and too much.
Members, on the other hand, even when a
board has campaigned aggressively to raise
the necessary funding, will more often than
not refuse to accept the board’s or management’s recommendation if it means paying a
substantial additional assessment. The consequences of these demonstrations of human
nature are gradually diminishing reserves,
leading many projects to the point of failure.
So against this background we
search for other ways to accomplish what’s
needed—funding sufficient to maintain a
community association for the rest of its perpetual life. I say ”perpetual” because the
code only discusses individual building components that have less than 30 years to live.
There is no “service life” assigned to an
entire project, hence no legislative consideration whatsoever that a community association might become obsolete. As a result,
there is absolutely no practical exit strategy
under California law. This will eventually
leave some owners with no options.
Yes, it would be great if the owners
could be convinced to approve a monthly
assessment that would get the job done, but
we are wasting our breath if we think that is
going to happen other than sporadically. We
can ignore the inevitable, wait for the legislature, or look for options. As you know, I

choose the latter course because the
Legislature cannot be relied upon to tighten
funding requirements at all, and frankly, the
deferral option is not as offbeat as it may
seem. We have entire communities for which
that is a major source of funding. Retirement
communities, where a fixed income is the
norm, realized a long time ago that raising
significant funds through monthly assessments wasn’t going to cut it and have
allowed the owners to “endow” the association with funds payable when the unit is
sold. Yes, the demographics of that particular
group make funding a little more predictable,
but it does serve to provide cash flow at a
rate that over the years has fairly well
addressed the needs of the association.
No, I haven’t even begun to work
out the details, and perhaps I am remiss for
putting the cart before the horse; but I see my
role as one of stimulating thought and raising
awareness, and clearly, we have done that.
But let me address, as best I can, the concerns stated in your letter.
No Equity. The option of deferring
all or part of a special assessment to some
later date would not be without regard to the
owner’s ability to secure that obligation with
home equity, any more than a lending institution would lend without security. But as you
point out, special assessments are levied all
the time without regard to security; so if we
actually got some security in return for a
deferral for a defined period of time, why
aren’t we better off? Especially if it can be
made to fit our cash flow requirements and is
the difference between passing the special
assessment or not passing it?
Liens. There would be no deferral
unless the owner agreed to give the association the necessary security in the form of a
lien on the property, the same as any lender
would require. Yes, a refinance or a sale
would trigger payment.
Cash Flow Predictions. Yes, there
would have to be some outside payoff date if
the home did not sell first—just like any loan.

Cash Flow “Surprises.” Unknown
how we would deal with this and there isn’t
a lot of experience with it since it doesn’t
happen very often that a special assessment
is approved and then another is needed soon
after. I suspect, however, that there would
have to be, going in, some discussion with
the members about the number of “deferrals”
that could be accommodated; and that if too
many owners indicated that they would
approve, but elect to defer, it may be that the
assessment could not be approved unless
more agreed to pay currently.
Interest. I’m not as concerned as
you are about this and have used outside
companies to service loans; and if management or the association’s accountant could
not do it, a servicing company could be used.
Collections. Again, a mechanical
detail that would have to be worked out, but
not a deal killer.
Management Changes. Perhaps
the answer to your concerns in paragraphs 5,
6 and 7 is simply to assign servicing of deferrals to an outside agent equipped to service
loans which would transcend any management changes, or, as another option, sell the
group of deferred assessments to a lender for
cash and let them deal with collection,
accounting, etc.
Nevertheless, I don’t mean to minimize the concerns of an accountant for
accounting problems when that is not what I
do. But right now, I’m focused on the concept and not the mechanics as you can see;
and so far I haven’t heard any arguments
compelling enough to snuff out further exploration of the idea. Thanks for the stimulating
reply and the opportunity to flesh out this
proposal. Let’s keep in touch.
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Conclusion
It should be apparent that the
problems of reserve under-funding are real
and that there are some solutions which
associations can use to avoid a financial crisis. What it takes, however, is for the association’s board of directors to resolve the
“dilemma” and that, frankly, takes guts.
There are few directors who wish to incur the
ire of their neighbors over raising assessments sufficiently to begin to eliminate any
reserve shortfall, however it won’t be long
before the failure to do that will translate into
obvious lost equity. When this was written
the housing market was in freefall, largely
due to what has been dubbed the “sub-prime
mortgage crisis.” Just think of a crisis of similar magnitude occurring with community
associations when they can no longer maintain basic habitability, where leaks, rot, failed
plumbing, and eyesore conditions dominate
the project. Everyone will then wish that the
problem had been addressed sooner.
Consider this a wake up call and take advantage of the time that is still available to correct reserve shortfalls. Hire good professionals to advise you and do whatever you can to
convince your neighbors that the sacrifice is
worth making.
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