
STRATEGIES FOR FUNDING RESERVES

BY PAUL HUIJING, P.E.

I
n prior articles, we reviewed the rationale for conducting a reserve study and how to read 

the study to gain an understanding of association reserve responsibilities and fi nances. 

Now we will put the study into action. Starting with association goals, this article describes 

the process of calculating the unit owner contributions required to meet the reserve fund 

obligations for capital repairs and replacement. During the association annual budget process, 

reserve contributions are fi nalized based on the reserve study.

Reserve Study
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Your reserve professional will create 
the common component inventory 
and set expected remaining life for 
each component. The reserve study 
should include an annual listing of 
expected expenditures in the coming 
years. While actual experience may 
deviate from this listing, it will serve 
as a fi nancial roadmap/timeline for 
the association reserve spending over 
the long term. An example of annual 
expenditure detail is shown in Figure 
1. Using this detailed plan, the as-
sociation can plan spending over the 
near and long term to maintain the 
community. The reserve study should 
be updated periodically to account 
for component replacements, review 
fi nancial assumptions, and evaluate 
components as they age.
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The reserve professional will likely 
propose a plan to fund the reserve 
replacement schedule created. The 
initial funding plan typically begins 
the discussion with the association. 
Answering “what if” funding questions 
will allow the association to choose a 
suitable option to achieve its funding 
goals. The fi nal funding plan creates a 
schedule of reserve contributions to 
achieve the goals of the association and 
provide the capital needed to perform 
the needed replacements.

FUNDING GOALS
The basic goals of a reserve funding 
plan are stability and sustainability. 
Association fees should be predict-
able so owners and boards can plan 
effectively. 

There are four basic funding goals/
objectives, described below, which 
may be used to develop a reserve 
funding plan. The goals balance the 
risk tolerance of the association, 
fiduciary responsibility, and legal 
requirements.

1 Full Funding
 ■  Goal to have reserves on hand 

equivalent to the value of the 
deterioration of each reserve 
component to date

■  Long-term objective to 
achieve and/or maintain 
100 percent funded reserves

■  Most conservative 
funding goal

Implementing the Reserve Study

FIGURE 1:
Example of 

Annual 
Expenditure 

Detail
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Did you know  that our crews come 
to your property FULLY EQUIPPED with a 
complete set of tools, supplies, 
equipment – everything that they’ll 
need for the work at your property 
(not just a rag and a vacuum)? 

We take pride in our work. See better 
results. Call us today!

Fully Equipped

✔ Common Area Maintenance
✔ Unit Turnovers
✔ Truck Mount Carpet Cleaning
✔ Garage Sweeping
✔ Window Cleaning
✔ Tile & Grout Cleaning
✔ On-site / Porter Service
✔ VTC Floor Care
✔ Pressure Washing
✔ Construction Clean-ups
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Component Calculation Method
The component calculation method, 
often called the straight line method, 
develops a funding plan for each 
individual reserve component based 
on its cost, useful life, and remaining 
life. Total funding is the sum of fund-
ing for each component. In simpler 
terms, each component is assigned a 
“savings account” and the amount of 
depreciation of each component per 
year is deposited in that account. The 
amount of the depreciation deposits is 
determined by the reserve study based 
on current cost and useful life. 

At any point of time, the fully 
funded balance of a component is:

Once a component is replaced by the 
association, the saving process starts 
again to fund the next replacement.

The component method is widely 
believed to be the most conservative 
reserve funding method. This method 
structures a funding plan that enables 
the association to pay all reserve 
expenditures as they come due and 
enables the association to achieve the 
ideal level of reserves over time. Con-
tributions to the reserve fund vary an-
nually based on annual depreciation 
and requirements for achieving 100 
percent funding as a goal. The annual 
variability of contributions can be a 
disadvantage. Figure 2 shows an ex-

2 Baseline Funding
 ■  Goal to have sufficient re-

serves on hand to never com-
pletely run out of money

 ■  Pay reserve expenses without 
regard to the association’s 
percent funded

 ■  Least conservative method

 ■  Not a common goal, but may 
be used as a starting point

3 Threshold Funding
■  Funding goal between 100 

percent full funding and cash-
positive baseline funding

 ■  Specific percent funded target 
or a minimum cash balance 
target between full funding 
and baseline funding

4 Statutory Funding
■  Goal to follow requirements 

of laws or codes

 ■   No states in New England 
have specific funding 
requirements
•  Massachusetts and 

Connecticut require 
“adequate” reserves

FUNDING CALCULATION METHODS
There are two calculation methods 
typically used to develop funding plans - 
component calculation method and cash 
fl ow calculation method. Both methods 
incorporate variables for infl ation and 
interest on investments. Both pay for the 
same repairs and replacements listed in 
the annual expenditure table. Typically, 
the reserve analyst will seek to set the 
funding contribution at a starting value 
and increase annually at the rate of infl a-
tion. Increasing contributions at the rate of 
infl ation will be most equitable over time 
for current and future owners. The chal-
lenge reserve analysts face is that many 
associations are underfunded and may 
need higher rates of contribution growth, 
special assessments, or loans to catch up. 

FULLY 
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precisely determine the reserve funding 
percentage for any single component. 
However, the percent funded for all 
components can be determined. The 
cash fl ow calculation method is typically 
used for under-funded associations with 
a goal/objective of full funding, threshold 
funding, baseline funding, or statutory 
funding. However, the cash fl ow method 
is less conservative. Reserve contribu-
tions typically will be smaller than under 
the component calculation method. 

under-funded association, the minimum 
cash fl ow with a 3 percent annual in-
crease is used from 2019 through 2036. 
Su�  cient funding is accumulated for 
2029 and 2032 large expenditure years. 
After 2036 the association is on a path to 
full funding and the contributions can be 
reduced. The hybrid cash fl ow method 
can incorporate achieving full, threshold, 
or statutory funding goals.

Unlike the component calculation 
method, the cash fl ow method cannot 

ample of a component method funding 
plan with variable contributions. 

Cash Flow Calculation Method
The cash fl ow calculation method de-
velops a bare minimum funding plan 
based on current reserve funds and 
projected expenditures for all com-
ponents during a specifi c timeframe 
(typically 30 years). It is not tied to the 
useful life of an individual component. 
This funding method structures a 
funding plan to enable the association 
to pay for all reserve expenditures as 
they come due, but is not necessarily 
concerned with the ideal level of re-
serves through time. In this scenario, 
there are no specifi c accounts for each 
component that are funded each year. 
The funds for all components needed 
each year are totaled and the contribu-
tions adjusted to meet the current year 
expenses. The cash fl ow method is 
sometimes referred to as the “pooled” 
method because funds are not dedi-
cated to a particular component. 

For example, if the roof is the only 
component to be replaced this year at 
a cost of $100,000, then the minimum 
balance in the reserve account at the 
start of the year will be $100,000 to 
maintain a positive balance. The cash 
flow method tests reserve contribu-
tions against reserve expenditures 
through time to determine the 
minimum contribution necessary 
for a positive balance. The minimum 
starting contribution, with the input 
annual increase rate, is set to meet the 
minimum balance in all future years. 
This method can overshoot target 
funding after a large expenditure 
hump has passed if the increase in 
annual contributions is held steady. 
In these cases, funding adjustments 
must be made. 

Often, a hybrid cash fl ow approach can 
accomplish these adjustments. The hy-
brid approach may start with minimum 
cash fl ow to get over a spending hump 
and then adjust contribution increases as 
needed to avoid under- or over-funding. 
An association seeking full funding in 
30 years is shown in Figure 3. For this 

FIGURE 2:
Example of a 

Component Method 
Funding Plan 
With Variable 
Contributions.
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With equivalent goals, the contribution 
di� erence will not likely be dramatic 
because the same annual list of expen-
ditures is being funded. 

IMPLEMENTING 
THE RESERVE STUDY
To e� ectively use the reserve study 
prepared for an association, several re-
quirements must be met. The format 
of the report must be understandable 
and well organized. Funding goals 
should be established and calcula-
tions to meet those goals performed. 
Working with the reserve professional, 
association boards should carefully 
weigh the sustainability of the funding 
plan chosen. 

■ PAUL HUIJING, P.E. IS WITH 

ADVANCED RESERVE SOLUTIONS IN 

WILBRAHAM, MASS.

FIGURE 3:
Example of 

Directed Cash 
Flow Calculation 

Method

How will you fund your
next association project?

Get custom financing that’s perfect for your
budget and your association. No deposit
relationship required.
Let us find the financing that’s right for you.
Call me today!
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VP, New England
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