
 
Funding Reserves and What Happens When You Don't! 

 

When it comes to associations, reserve funding 
is undoubtedly one of the most popular topics of 
discussion. While tenured board members likely 
have some knowledge of reserves, newer board 
members often find themselves asking 
questions, eager to learn the who, what, when, 
and why of reserve funding. Regardless of 
experience, many boards struggle with the 
specific reserve needs of their community and 
how to gain the buy-in of the members amid 
increasing dues and assessments.  
 

Recently, Sentry Management hosted a webinar 
presentation titled “Funding Reserves…and 
What Happens When You Don’t!” The presentation provided a foundational approach to 
understanding why funding reserves are so important, how board members are responsible 
for planning for the future, and comparing other funding methods and the various impacts of 
each option. If you would like to watch the presentation, please click here.  
 

Board member responsibility  
Questions around whether reserve funding is required or necessary, who decides the 
component and amount of funding, and why funding reserves is often considered a matter of 
fiduciary responsibility are common. Ultimately, the responsibility and specifics are outlined in 
the association governing documents and, in some cases, State Laws.  
 

The job of the board is to protect, preserve, and enhance the community. We encourage 
boards to achieve this by following the Business Judgement Rule in everything they do. This 
rule protects the actions/decisions of the board, establishes a process to follow for decision 
making, and is characterized by three essential elements: The Board must always act in good 
faith, they must operate in the best interest of the associations (i.e., setting aside personal 
agendas and sometimes making unpopular decisions), and acting with due diligence. Effective 
due diligence includes asking questions, doing research, and seeking the counsel of trusted 
advisors like the attorney, community manager, and reserve professionals. 
  
See the mountains, fly the plane! 
The webinar included an easy-to-understand analogy about board member responsibility and 
the path taken with reserves. The comparison began by asking attendees to imagine a plane 
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flight from California to New York. The example shows that the plane must make it over an 
extensive mountain range and depend on air traffic control to navigate the best approach. 
With assistance, the pilot – while not knowing the exact altitude of the mountains - will safely 
and successfully pass them, nonetheless.  
 

In this example, the pilot is the board of directors, air traffic control is the trusted advisor, and 
the mountains are the large capital improvements that need to be surmounted. While the pilot 
may not clearly and easily see or understand the mountains at the beginning of the flight, they 
know they exist and will approach at an unnerving pace. So, the pilot consults with air traffic 
control for guidance to ensure safe passage and a successful landing. 
 

The point of the analogy is that capital improvements are a fact of life for associations. The 
need to repair and replace minor and major components is very real in both the near and 
distant future. While some components are quickly identified, there are much larger and more 
comprehensive items on the horizon. Without proper planning and guidance from 
professionals, the path will be tumultuous and even disastrous.  
 

Lack of preparation (the D’s) 
The failure of associations to adequately fund reserves has many downfalls; some are more 
serious than others. We believe these can be summarized as follows: 
 

1. Deferred Maintenance leads to higher costs – delaying repair or replacement 
components to build more funds results in higher costs overall.  

2. Disruption of finances (special assessments) – the need to use other funding 
methods like special assessments or loans can drastically alter the financial 
standing of the association and the individual owners.  

3. Declining property values – perhaps the most detrimental of all is the propensity 
for declining property values when the community is not maintained, and 
components become dilapidated.  

4. Distrust of the Board and Manager – owners question the board's work in 
properly managing their funds.  

5. Discouragement & Disappointment – owners become discouraged with the 
state of their association and are disappointed in the operation of their 
association.  

6. The Danger of Litigation – a minor possibility, but present, nonetheless. The 
threat of legal action by disgruntled owners is more common than most realize.  

 

Other funding options 

The two most common funding options for funding capital improvement replacements are 
special assessments and bank loans. Each option has merit and a vital role to play in the 
operation of associations. While the point of this article and the webinar is to encourage 
properly funding reserves, we never want to discount that there is a time and place for the 
other options. This is especially true when it comes to unexpected or emergency expenses 
that are impossible to plan. It is crucial to understand the downfalls of using special 
assessments and bank loans instead of incremental funding of reserves. 
 

Special assessments 

The spoken words often send shivers down the spines of board members and homeowners 
alike. Their design is to supplement the income of the association in the funding of unforeseen 
and emergency circumstances. Unfortunately, many associations have chosen to use special 
assessments as a primary means of funding capital improvements. This happens because of 
the mentality of ‘we don’t want to pay for something we won’t be around to use.' On the 



contrary, individuals with this mentality often do not realize that those who came before them 
funded the very components they reap the benefit of today.  
 

Special assessments, as opposed to incremental reserve funding, are:  
 

1. Disruptive – even the slightest mention of a special assessment can illicit 
negative feelings from owners and set off the community grapevine. 
Homeowners may choose to attend board meetings in order to understand or 
challenge the board’s decisions. 

2. Inherently unfair – when used in place of incremental reserve funding, special 
assessments may cause undue stress financially. The thought that those who 
came before the current homeowners could have and should have funded 
reserves, but chose not to, makes it even harder to accept the position they’ve 
been forced into. 

3. Avoidable – with proper planning and guidance from trusted advisors, special 
assessments for the purpose of funding capital improvements can generally be 
completely avoided. 

4. Difficult to pass (varies) – it is common for Governing Documents to include a 
requirement for homeowners to approve any proposed special assessment. 
This requires a members’ meeting, a quorum, and usually a majority affirmative 
vote of those present to pass the assessment. If approval is not granted, the 
Board is back to the drawing board and the process can take months. 

5. Causes distrust of the Board/Leadership – homeowners may feel betrayed by 
the board, who have been trusted to protect the community and operate in a 
financially responsible way.  

6. Lowers property values (ask any real estate agent) – real estate agents know 
which communities are notorious for regular and frequent special assessments. 
This can lead to lower demand for the neighborhood which in turn leads to 
lower values. 

 

Bank loans 

Another option sometimes explored by associations is bank loans. Depending on economic 
conditions, these loans offer a term of 3-10 years with a typical interest rate of 5%. This option 
is the most expensive, costing homeowners thousands more than incremental reserves and 
special assessments. But, again, these loans have a time and place in the operation of 
associations – especially when it comes to unforeseen or emergency circumstances. 
 

Bank loans, as opposed to incremental reserve funding, are: 
 

1. Expensive 
2. Difficult to qualify for (varies)  
3. Logistically time-consuming (can take 3-9 months) 
4. Intrusive, as they require bank oversight of the budget (to ensure positive cash 

flow) 
5. Prone to complicating sales transactions/closings 

 
 

How to help homeowners understand why incremental funding (and higher dues) is the 
best option 

First and foremost, boards must understand that communication and transparency are key to 
gaining homeowner buy-in on the concept of incremental reserve funding. Homeowners may 
not fully understand the concepts, but they'll feel more at ease with a board that endeavors to 



provide explanations and welcomes questions about the process. The following are the most 
common ways to help homeowners understand reserve funding: 
 

1. Reserve funding is similar to usage fees. In this way, the funds paid into the 
reserve are essentially a fee paid for receiving the benefit of the component 
while the resident lives in the community. (In the webinar, we used the 
comparison of the YMCA membership to help with understanding.) 

2. The association is a business, and the various components are equivalent to 
depreciable assets. Therefore, reserve transfers are the business' way of 
accounting for depreciation. 

3. Research shows that associations that fund at least 70% of recommended 
funding requirements report property values of about 12.5% higher than those 
that do not. Coincidentally, this means that reserves pay for themselves (and 
then some!) 

4. The earlier the funding of a component begins, the lower and more stable the 
assessments will be. 

5. Useful life is not a guarantee. Roofs are a great example. Advertised life is 20-
25 years, but sometimes actual life ends up closer to 12-15 years (depending 
on conditions), and replacement is needed much sooner. If no reserve has been 
set aside, a special assessment would be necessary (this is a good one for the 
‘I won’t be here to use it’ mentality). 

 

Reserve funding can be a complicated and sometimes a confusing element of the operation of 
associations. But it doesn't have to be. With the assistance of trusted advisors – like the 
community manager, legal counsel, CPAs, and reserve professionals – Boards can set a plan 
in place and enjoy the benefits of proper planning.  
 
 

The information contained in this article is provided for informational purposes only and should 
not be construed as legal advice. No recipient of this content should act or refrain from acting 
without seeking the appropriate legal or other professional advice. 
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