FROM THE PRESIDENT

The Reserves are Coming!

Get ready to go to war to
protect the physical assets of
your condominium or town-
home association by building
up your replacement reserves!

This is an increasingly
important issue within our industry that is receiving
heightened attention at the state and national levels.

At the state level, the Minnesota Common Inter-
est Ownership Act (MCIOA) is anticipated to

be amended in 2010. A draft of the legislative
language that is anticipated to be introduced in the
legislature will be published by the end of Novem-
ber. One of the important provisions will amend
the replacement reserve language in the existing
statute. While the exact amendment language has
not been finalized, we do know that key elements
are likely to include the following:

1. Required projection of adequacy of reserves
for replacement of building components that
have a remaining life of less than 30 years and
disclosure of same to homeowners via the
annual report and new owners via disclosure
statement (applicability to existing homeowner
associations is anticipated to be 2012);

2. Updated projection of adequacy every three
years;

3. Narrowing of situations and board authority as
to when a special assessment can be utilized to
fund common expenses rather than relying on
funds from a replacement reserve accrued over
time;

4. Affirmation of the restriction on transferring
money out of replacement reserves to pay for
operating expenses.
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At the same time, the marketplace is being driven
toward greater emphasis on replacement reserves

by the regulatory changes that have been unfold-
ing at Fannie Mae, Freddie Mac, and FHA for
eligibility requirements for loans guaranteed by their
programs.

Fannie Mae and FHA are evaluating adequacy of
replacement reserves based on a minimum threshold
of 10% of an association’s annual budget directed

to replacement reserve contributions. An FHA re-
quirement that an annual replacement reserve study
be completed appears to have been dropped in the
latest version of the draft regulations.

Finally, there is increased focus and awareness
within our industry association on replacement
reserve issues, separate and apart from state and
federal activity, due to the direct experience of hom-
eowner associations. A significant number of older
associations are at the end of the lifecycle for major
building components with inadequate funds to ad-
dress key building infrastructure issues. By contrast,
a significant number of newer associations are find-
ing that the initial replacement reserves established
at the time of sale will not be adequate to meet
long-term capital replacement expense obligations
unless revised upward in the next few years.

So, what does this mean for community associa-
tions?

1. Prepare to understand clearly the components
of the association that are the obligation of the
association to repair and replace.

2. Make sure that your association is contribut-
ing at least 10% of its budget to replacement
reserves in order to qualify for Fannie Mae,
FHA and Freddie Mac guaranteed loans or
be prepared to explain why the annual reserve
contribution is adequate if less than 10%.

3. Evaluate the thoroughness and lifecycle projec-
tions of building components that are the
association’s responsibility to replace, and be
prepared to increase funding for replacement
reserves as may be necessary.

4. Think about different options and strategies
for a replacement reserve plan that will in-
crease the reserve fund balance to meet future
expense obligations.

5. Consider engaging a third-party reserve study
analyst who specializes in analyzing building
components to complete a reserve study for
your association.

Think about a battle plan for these issues now, as re-
serve shortfalls of today only grow larger over time.
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