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Introduction
The Glen of Pacific Grove Homeowners Association
Reserve Study Annual Update Prepared July 12, 1996

This property is a planned unit development as
defined in California Civil Code 1351(c)(3). The
improvements are owned by the Association. The
Board of Directors is accountable to the
membership for the management and operation of
the Association. One of the primary duties of the
Board is to see that a Budget is prepared annually.
This budget requires that there be reserve study.
California Civil Code 1365 provides the guidelines
for homeowners associations. = Among the
requirements is that at least every three (3) years a
study be prepared and at least annually the Board
review the existing budget study and make the
necessary adjustments for the upcoming
fiscal/budget year.

The State law requires that the budget (including the
reserve study) contain the following:

= Identification of the "Major Components"
for which the Association is obligated to
repair, replace, restore or maintain; as of
the date of the study have a life of thirty
(30) years of less.

= The estimated replacement cost, estimated
remaining life or useful life of each
component.

= As of the end of the fiscal year during
which the study is prepared: (a) The
current estimate of the amount of cash
reserves necessary to repair, replace,
restore or maintain the major components.
(b) The current amount of accumulated
cash reserves necessary to repair, replace,
restore, or maintain major components.

= A statement giving the percentage of
reserve funding.

= Does the Board of Directors expect that
there be any special assessments.

In addition, this report will provide the
Association with at least the following
information:

1. Provide an economic model to
assist the Board and its Management to

plan, revise and operate the Association's
long term fiscal issues.

2. It also provides an orderly means
of recording the assumptions used in
preparing this economic model. Like other
economic models it should be constantly
revised and updated. This report is a tool
or instrument to be used on an ongoing
basis. The less you use its potentials the

less likely the model will provide accurate
guidance.

About the Report

Reading the report is intended to be straight forward
and lead the reader to several answers. How much
1s recommended to be placed into the reserves this
year. This information can be read from the table
titled "30 Year Cash Flow Projection" on Table-2.
In the first column is the year; 1995, 1996 etc. In
the last column the reserve assessment amount per
member per month that is recommended by this
report to maintain a positive cash fund balance over
the next thirty (30) years.

The next to last column provides the reader the
amount recommended to be contributed over a
twelve (12) month period. This amount is the
amount collected from the members in the
Association budget year. The Association's budget



year does not necessarily have to be a calendar year.

Methodology

The method employed in this report is generally
referred to as the pooling or fund approach. State
law does not require the segregating of reserve funds
by component. Rather, it is understood that this is
an economic model that is dependent on many
variables. It is impractical in the beginning to
estimate with absolute precision the cost at the time
the event or expenditure occurs for each item.

For example; while professionals will agree that a
particular type of roofing system will last 20 years,
this is just an average. This estimate considers a
variety of issues. The roof may or may not last
exactly 20 year. Major components do not become
worn out without advance signals. A roof does not
fail all at once, it shows signs of deterioration before
the first leak. Leaks are not always a sign of a
roofing system failure but they might be early
warnings. Other components have their own
signaling system. Facilities managers are aware of
these signals.

Facilities managers agree that the best spent money
is the money spent for "preventive maintenance."
An association that diligently inspects and
repairs/maintains the properties will spend far less
than an association that does not. Generally, this
reserve reporting process will provide some
measures to support a "preventive maintenance”
program. This study does not recommend that
funds put into the reserves be used to be the funding
source of the preventive maintenance program. This
report can not replace an active maintenance
management program.

A word of warning, many associations have waited
for the catastrophe to worry about the issues. The
"general standard of care” that fiduciaries can be
held to is the "ordinarily prudent person rule." If
other associations have a "preventive maintenance
program"” and your association does not, a member
may accuse you and management for failure in your
fiduciary duties.

What is a "Major Component?"

We are glad you asked. The reason that we're glad
you asked is that it needs to be discussed but we
can't give you a simple answer. There are no
independent authorities we can sight to give a
simple answer to "what is a major component."
Those of us who have been preparing reserve
budgets have come to a conclusion that a "major
component” is something that we define in the
report. Thus a "major component” is something we
say is a "major component." We do have some
Generally Agreed Practices (GAP) or guidelines.
None are rules or laws but they are intended assist
us in identifying the scope of the study.

But let us digress for a moment. If the item is not in
the current list of "major components" it does not
invalidate the reserve study. Their are criteria for
adding items to the reserve study. To illustrate, an
item that might be added over time is concrete
walkways. Usually this component (the walkway) is
not in the first reserve study. The reasons are at
least three fold. (1) It is extremely difficult in a
new property to determine when the event will
occur; (2) How much will occur at any one time is
usually conjecture; (3) The nature of the event is
that it requires that the Association do something
almost immediately upon discovery. Each event is
usually less than a $100 - $200 item. The cost of
taking money/appropriating reserve funds will
exceed the cost of the event. Thus, it is
economically unsound to try to fund minor
expenditures from the reserves.

State law requires at a minimum that at least one
director and one officer of the Association approve
the expenditure of any reserve funds. We strongly
suggest that reserve funds should not be used to
fund reactive events. Rather, the Reserve
Fund/Study is a funding device for those items
which can be planned for.

The integrity and soundness of the reserve fund may
be jeopardized if it becomes confused with the day-
to-day operational events. This discussion does not
intended to instruct but to provide information so
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that the policy body/the Board can consider a variety
of options. The Board is entitled to rely upon
information from sources who by their education
and experience are expert in their area. Information
coming from sources who have no prior experience
with the issues at hand should not be given the same
consideration as those who have the education and
experience.

Usually a good measure of a reservable item is an
expenditure event which by its nature is not annual
but will be done by large contracts. A contract must
have specific beginnings, endings, scope and
specifications. :

Painting in some communities is handled as a
reserve component because of the way they have
structured financial funding and operations
programs. In other associations it has not been an
item of the reserve fund because it is part of an
annual operating budget.  There are some
proponents that say that if you put funds into the
reserves for painting you will cause the association's
tax position to be negatively effected.

The IRS has ruled that Associations seeking the
benefits of the regular corporation tax filing, can not
make contributions of money to the Association's
reserve fund for maintenance. Painting is defined as
a maintenance expense. If the funds were for the
acquisition of a new clubhouse, or replacing the
roof, the expenditure is an addition to the capital
value. This is a permissible usage of capital
contributions.  Capital contributions by stock
holders in a corporation is exempt from of income
taxes.

Other authorities, such as the State of California
Department of Real Estate in the "Qperating Cost
Manual" has steadfastly disregarded the
consequences of the taxes on an association whose
funds its painting from the reserve fund. The State
does not make the rules for the IRS, you should also
know that this is an item which is best discussed
with your Association's CPA.

_ It is recommended that the Board of Directors make
an informed business decision. If the Board wishes

to view this study as a integral component of the
"Reserve Fund" and you wish to place money in this
fund which is defined by the IRS as maintenance
funds; then you should be prepared to pay the Tax
rate provided under IRS 528. Generally, this rate
will be 26% (subject to revisions of the tax rates
under the new Federal Budget/Tax Plan just
approved) versus 16% on the "Non-Exempt
Function Income." Generally, "Non-Exempt
Function Income" is income other than members
assessments. Interest income earned on the
associations funds is not exempt from taxation.

Some Boards of Directors look at this study as a
planning device that takes into account a variety of
items; neither capital in nature or maintenance in
nature but rather as economic model to meet long
term funding requirements. The specific objective
of the economic plan is to recognize long term
expenses and provide a plan for meeting those
needs. An additional objective is to do this with as
little impact on the membership as possible. It is
not considered appropriate as fiduciaries to collect
funds in excess of the Associations needs
(California Civil Code 1366.1). Nor is it
appropriate to fund the operations through "Special
Assessments." Unforeseen expenses should be
managed to the minimum. = At least one
measurement of management is the ability to
anticipate events and to plan for meeting them.

State law allows the Board of Directors to barrow
funds from the "Capital Reserve Fund" for a variety
of purposes; so long as the Board has a reasonable
plan for paying it back. This "Cash Flow Plan" and
this "Reserve Study" can be viewed as instruments
to meet the funding challenges of the Association.
Simply, we are making capital contributions. The
only monies which are ever "expended" from the
Capital Reserve Fund are Capital Expenditures
which meet the test of the IRS. This would allow
the association to barrow money from the reserve
fund for operating fund expenditures for painting
and the like and to repay it out of the "cash flow."

Another factor worth noting is the percent funded
report. The (Calif. Civil Code 1365) requires that

~ we report the percent funded as of the moment of
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the report is prepared. The method used to report
the "percent funded" is a calculation for purposes of
conveying information to the membership on the
health of the association. The means used to
calculate this are in substantial dispute among the
authorities. At the time of this publication, at least
three independent trade organizations (CAI, CACM
and ECHO) have registered concern about the
methodology of reporting this factor.

Regardless, the law requires we make a report. The
common method of calculating is based upon a
method which is not altogether consistent with other
provisions of the Statutes. Generally the method
requires that we divide each components "current
replacement cost" by the estimated life of that
component. Then to multiply the result of the
previous calculation times the number of years since
the component was replaced, repaired etc. Finally,
adding up the results of all of these calculations
gives the amount of "accrued liabilities - on a
straight line method." The amount of "cash" which
has been accounted for by the Association that has
been set aside for the reserves is divided by the
accrued liability of all of the items. The result of
this division is the percent funded. Again there are
inconsistencies in the law because it requires that
these calculations be based upon actual amounts for
a time in the future, which of course is not actual
until the time has occurred. Regardless, we will
provide the basis of calculations.

This study was limited to a non visual inspection
and since no destructive testing was undertaken, this
study does not purport to address any latent and/or
patent defects, nor does it address any life
expectancies which are abnormally short due to
either improper design or installation, or to
subsequent improper maintenance. It is assumed
that components are to be reasonably maintained for
the remainder of their life expectancy.
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Recommendation
For
The Glen of Pacific Grove Homeowners Associations

Revenue: The Glen of Pacific Grove Homeowners Association's Reserve Fund requires an annual
provision of $44,179 ($61.36 per unit per month) for 1996/97. This was determined by doing a
Replacement Cost and Component Life Analysis (Table 1) and then using a Cash flow projection to
determine the minimum annual provision necessary to ensure that funds will be available when needed
(Table 2).

This study indicate that it will be necessary to increase the annual reserve contribution by 3.00% in fiscal
years 1997 through 2026. Subsequent increases may not be necessary to keep pace with inflation.

Percentage Funded: California Civil Code 1365(a)(2)(c) requires that the Association Disclose to
the membership “Percentage Funded”.

The Association's estimated Reserve Fund Balance at the end of this fiscal year August 31, 1996 (Table
2)is $136,500.00. This starting balance, along with funding plan provided in the thirty (30) year cash
flow we will be 100% fully funded based upon these contributions.

Painting - Exterior Wood siding: There is estimated to be 99,280 sq.ft. The siding will require
painting on a six (6) year cycle and it is scheduled to be painted during 1996/97 fiscal year. which .

Painting - Wrought Iron Fencing: There is approximately 1,964 sq.ft. This fence was painted
in 1994. the normal painting cycle should be every two (2) years and need to be painted as soon as
possible.

Entry Gate - Mechanical/ Intercom System: The life expectancy of these components is at
least 10 years with good preventive of maintenance. the total area is estimated at 65,440 sq.ft. for
purposes of calculating the current replacement cost.

Roofing - Composition Shingle & Gutters Replacement: There is approximately 89,535 sq.ft
roof area. It has alife of approximately twenty four (24) years. Current condition appears good.

Street Light Fixtures: There are present 16 street lights. With care and replacement of burned out
globes , these lights should last their projected lifespans of thirty(30)years.

Exterior Light Fixtures: There are 99 light fixtures on the buildings throughout the project.
With care and replacement of burned out lights, these fixtures should last Twenty (20) years.
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Lake Dredging: The lake should be dredged at least every seven (7) years. 1988 is last time that
lake was cleaned and it is schedule for 1996/97 to be dredged.

Lake Pump & Motors: The pumps and motors all appear to be in good operating condition and
with routine maintenance should last their expected lifespans. :

Fencing - Repairs & Replacement: Surrounding the property area there is chain Link and
Wrought Iron fencing there is Chain Link fencing around tennis court area. The life of the fence is
estimated to be thirty (30)years.

Asphalt Sealing: The general condition of the roadways are standard for the age. There is
approximately of 28,500 sq.ft. It is recommended to be resealed in 1996/97.

Generally, this will be done three times then an Asphalt Overlay will be performed.

Normal life expectancy is five (5) years.

Asphalt Overlay: Provision is made to provide a scoring of the surface and the laying of a two (2)
inch lift of asphalt. The normal cycle is twenty (20) years.

Tennis Court: The tennis court is require resealed at least every seven (7) years cycle. The present
condition of court is good ant it should last its expected lifespan.

Irrigation System: The irrigation system is controlled by timers and served by valves that have a
projected lifesapn of ten (10) years. With routine care and maintenance, these components should last
their expected lifespan.
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