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Professional  Community  Association Management 

Creating a Super Budget

by

 Ralph A. Troiano, C.I.A. Services, Inc.

I’ve seen it all.  A budget scratched out on a napkin and then approved.  A budget composed of one number – the assessment – because we don’t need to overplan.  A directive to break ground on a community center next year with no building funds set aside.  An elegant, detailed operating budget with one little problem – the formulas didn’t add up and the real bottom line changed from a balanced budget to a $42,000 loss that the Association didn’t have.  Board members who want to reduce the assessment because there is too much money in the bank. Board members who insist on raising the assessment to the max each year to make sure we have enough money if we need it.  Surely, real businesses don’t run this way.

WHY A SUPER BUDGET

Creating a budget for routine operations is pretty simple and most of us can do that in our sleep.  But if you really want to do something special that will provide direction and guidance for the community, you need to do a “Super Budget”.  A Super Budget incorporates a business plan for the community with a complete financial analysis.  When finished, you will have:

· Set next year’s assessment and projected the long-term trend in assessments

· Estimated next year’s revenues and operating expenses and projected the long-term trends in each

· Estimated the near and long-term, major asset maintenance and replacement needs

· Set the major asset maintenance or replacement projects for the next year

· Reviewed the financial progress towards any future capital projects

· Documented your business plan for residents and future Board members

The Super Budget defines where you want to go as an Association and tells you what it will take to financially get there.

SUPER BUDGET FUNDS

For anyone who isn’t entirely comfortable dealing with the relationship between operating, replacement and capital budgets, the diagram below illustrates the flow of dollars in an Association.  There is only one significant source of funds for most Associations – member assessments.  Dollars leave the Association in many ways over short and long periods of time.
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Money “sitting in the bank” is accounted for in funds.  An Operating Fund is used to pay operating expenses.  A Replacements Fund is used to pay for replacing or maintaining major physical assets (e.g. new roof on clubhouse or swimming pool resurfacing).  Some communities may also have a Capital Fund for new assets that do not exist now (e.g. a future playground or a future entry monument).  Other special purpose funds may also be set up in a community.  The amount of money in each of these funds changes constantly as revenues are received and allocated and expenses are paid.

These funds are not necessarily segregated into different bank accounts.  They may be intermixed into several accounts and investments but they must be segregated on the Association’s Balance Sheet to keep track of their balances.

WHAT SHOULD WE HAVE IN RESERVES

While we are discussing funds, one word that is often misused and confused is “reserves”.  I prefer not to use the word because everyone has a different definition in their heads.  Some use it generically to refer to whatever is in the bank.  Others limit it to funds set aside for major asset repairs.  When asked “How much should we have in reserves?” (an extremely important question that every manager and Board member should be able to answer in specific terms), most people stumble through something about rainy days.

Reserves are simply funds set aside, or reserved, for a specific future purpose.  The ideal amount that should be in a particular reserve fund can be calculated.  

The Operating (Reserve) Fund is there to protect against unplanned fluctuations in revenues or operating expenses.  In the 1980’s we had major reductions in our revenues streams as the economy cratered and many residents were not able to make their assessment payments and many lost their homes.  Just this year we experienced a significant increase in energy costs beyond anything we had budgeted.  Because of its purpose, to protect against short term revenue and expense fluctuations, it is appropriate to set the ideal level as a percentage of the annual operating expenses.  I recommend numbers from 25 to 75% based on the community.  A small community with no common areas would be at the high end.  A condominium with large replacement reserves and monthly assessments would be at the low end.  Typical medium sized single family associations are in the 30 to 40% range.

The Replacements (Reserve) Fund is there  to pay for the predictable costs for maintaining and replacing existing major assets of the community such as roofing, swimming pools, tennis courts and common area fences.  If, for example, we expect to repaint our common area fences at a cost of $20,000 every five years, we need to set aside $4,000 each year to make sure we have the funds available when we need them.  You typically would not set aside reserve funds for small items with unpredictable lives such as pool pumps – they would be handled as a maintenance line item of the operating budget.  The ideal level is calculated in a reserve (another use of that word) study.

The Capital (Reserve) Fund is there for installing new major assets for the community.  A community only needs a capital fund if they have a specific capital project plan.  For example, if a community would like to build a new $40,000 playground on an empty greenbelt in 4 years, they will need to put aside $10,000 per year to fund this capital project.  The ideal level is simple math – how many years do we have to accumulate how many dollars.

So how much do we need in reserves?  We add up the ideal levels described above and we have the answer.  Now isn’t a reasoned answer about the purpose of the reserve funds and the calculated ideal levels much more fulfilling than the rainy day answer?

PREPARING THE SUPER BUDGET

A Super Budget will have several interrelated tables as described below.  Each of the tables should contain historical data for perspective (at least two prior years), current data (outlook for the current year and proposed budget for next year) and projections (at least five years into the future using reasonable assumptions).

Exhibit A – Operating Budget

This is all we typically see when someone refers to a budget.  One key difference is the allocations of a portion of the incoming revenues to the Replacement and Capital Funds.

+ Revenues (itemize)

– Operating expenses (itemize)

– Allocation to replacements fund

– Allocation to capital fund

= Net change to operating fund

Exhibit B – Replacements Budget

This table shows all of our major assets and the expenditures on them in the past and projected into the future.  It is a great visual tool to show major project work of the Association.

+ Allocation from current year assessments

– Current year replacements projects (itemize)

= Net change to replacements fund

Exhibit C - Capital Budget

If you have plans to build something new and will need to accumulate the funds over several years, this is the table for you.  If you just have one big capital project on the books, you’ll see several years of money coming in and then it will all get spent in the construction year.  After that, no more money will be allocated to this fund for this project (since it is complete) but you might move it over to the Replacements Budget to start accumulating funds for its maintenance and replacement.

+ Allocation from current year assessments

– Current year capital projects (itemize)

= Net change to capital fund

Exhibit D – Reserve Analysis

This table lists all of the major assets of the community along with their installation date, expected life and estimated replacement value.  The table shows the next replacement year and the amount that should already be set aside to pay for that future replacement.  The total amount that should already be put aside for all major assets gives you the ideal replacement fund balance today for use in Exhibit G.

Exhibit E – Capital Project Plan

The capital project plan is a table that simply lists all of the capital projects, or phases of projects, along with the year the project will be done and the expected project cost.  The ideal balance in Exhibit G is the total that should have been accumulated for each project since the project was added to the plan.

Exhibit F – Fund Balances

This exhibit grabs the bottom lines from the first three exhibits and shows how the funds will increase and decrease over time.

     Operating Fund

+ Starting fund balance

+ Net change to operating fund from Exhibit A

= Ending fund balance

     Replacements Fund

+ Starting fund balance

+ Net change to operating fund from Exhibit B

= Ending fund balance

     Capital Fund

+ Starting fund balance

+ Net change to operating fund from Exhibit C

= Ending fund balance

Exhibit G – Fund Position Summary

This is one of the most important exhibits because it summarizes all of the short and long term financial obligations of the Association in one place.  It compares the projected fund balances to their ideal levels.  It is used to predict what future assessments will be needed to keep the fund balances close to their ideal levels.

     Operating Fund

Ending fund balance

Ideal fund level (a percent of Exhibit A total operating expenses)

Percent of ideal (aim for 100%)

     Replacements Fund

Ending fund balance

Ideal fund level (from reserve analysis in Exhibit D)

Percent of ideal (aim for 100%)

     Capital Fund

Ending fund balance

Ideal fund level (from capital project plan in Exhibit E)

Percent of ideal (aim for 100%)

Exhibit H – Super Budget Notes

This is the most important part of the Super Budget because it adds important documentation for all the numbers provided in the other exhibits.  For people who don’t like numbers, this may be the only part they review.  There should be a note for each line item in Exhibits A through E.

The first line on the operating budget might state “(1) The 2002 budget is based on a $440.00 annual assessment (the same as 2001) and a 99% collection rate (the same as expected for 2001) on the 1330 lots in the community.”  A note for electricity expense would include the assumed impact of deregulation.  Notes on Exhibit D would describe the asset and provide information for future estimations and planning (e.g. “The roof was last replaced in 1996 using Elk Prestique 30 year shingles in Barkwood color.  The roof takes 33 squares.”).

Cover Memo

The last thing to prepare is a brief (1 page) cover memo to put on top of all the exhibits.  The memo should give the “big picture” – what is the assessment, what projects are coming up next year, how are we doing on our funds levels, critical assumptions that could have a significant positive or negative impact if wrong, etc.

If you prepare a Super Budget with all of the information shown above, you will be far ahead of the vast majority of community associations.  And after you put the effort into your first Super Budget, it will be much easier to do next year’s annual update.

COMMUNICATING TO THE MEMBERS

An important final step in the Super Budget process is communicating the results to the members.  Since your full budget package will be too voluminous and detailed for most homeowners, you’ll want to provide a summarized version that covers the important highlights.  We prefer to present information in several ways to speak to different audiences – some people prefer numbers while others absorb words or graphics better; some people like detail while others just want the bottom line.

The budget should be mailed to the members with a good cover letter.  The cover letter should summarize the important points and giving perspective.  For example, “The 2002 assessment has been set at $300 per year which is a 3 percent increase over last year.” “This year we have completed the following projects … and next year we will be doing the following …”

Tables or graphs can nicely summarize budget components or important trends as shown below.

	2002 Assessment Breakdown

	Constable patrols
	$93.15

	Grounds maintenance
	73.52

	Facility operations
	67.79

	Management services
	42.18

	Insurance
	18.92

	All committee expenses 
	16.43

	Administration expenses
	9.17

	All other expenses
	5.22

	Offsetting revenues
	(26.38)

	2002 assessment
	$300.00
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For those who want detail, a spreadsheet showing the operating budget should be included.  To make sure it fits on one page but still covers the appropriate level of detail, you might want to consolidate some of the smaller budget line items.  Show a few years of historical data for comparison along with the approved budget.  Don’t show future year projections.  Projections are unapproved forecasts subject to updating and approval by future Boards – you know at least one resident will bring that projection up a few years from now when working on future budgets. 

SUMMARY

The budgeting process can be a great time to prepare a business plan for the next year and reaffirm your long-term goals and commitments.  It may take a little extra work to develop but it will eliminate future financial surprises and create a major work plan for the next year.  With this level of planning, you will really be running your community like the real business that it is.

____________________________________

About the Author

Ralph Troiano is President of C.I.A. Services, a full-service, management company celebrating its 18th year serving community associations in the greater Houston area.
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