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Background 
 
 In recent years, boards had almost unfettered discretion in using reserve funds; the monies 
could be transferred with neither disclosure or explanation of the transfer.  The funds could be 
borrowed for up to three years and, if it chose, a board could impose a special assessment to 
replenish the funds without membership approval.  Recent statutory amendments effective 1995 
preserve some of this authority but also reflect a legislative desire to inject greater accountability into 
the use and expenditure of reserve funds. 
 
Using (Not Borrowing) Reserve Funds 
 
 Rules regarding use of reserve funds are contained in Civil Code section 1365.5.  Subsection 
(c)(1) states the general rule that a board of directors may only use reserve funds to (1) repair or 
replace project components the association maintains; or (2) pay for litigation involving those 
components.  Using reserve funds for these purposes is normal and expected. 
 
Borrowing Reserve Funds 
 
 Reserve funds may also be used to meet an association's short term cash flow needs or other 
expenses reasonably related to operation of a development; these are exceptional uses of reserve 
funds which, under section 1365.5 require justification. 
 
 When the board "temporarily transfers" (i.e., "borrows") reserve funds, it must make a 
written finding in the minutes of a board meeting explaining why the transfer was necessary, and 
when and how the funds will be repaid.  
 
Repaying Borrowed Reserve Funds 
 
 The borrowed funds must be repaid within one year.  This period, however, may be extended 
for documented, prudent reasons. 
 
 If the funds are to be repaid by the imposition of a special assessment, that assessment must 
be approved by a majority of a quorum of members; the board may, in its discretion and for prudent 
reasons, extend the period in which the payment is due, i.e., beyond the one year term specified in 
the statute.  If, on the other hand, replenishment of the reserve account is to be made from reduced 
operational costs or budget surpluses, a membership vote is not required. 



 
Disclosure Rules 
 
 The board must notify the membership "when the decision is made to use reserve funds or to 
temporarily transfer money from the reserve fund to pay for litigation".  It appears the statute thus 
requires notification whenever reserve funds are used, regardless of whether they fund component 
replacement, litigation or are borrowed.  
 
 The board must advise the membership of the decision to use the reserve funds "in the next 
available mailing" pursuant to Corporations Code section 5016 which discusses the regular 
distribution of newsletters.  Presumably, if an association does not regularly distribute a newsletter, 
the members must be notified in conjunction with the review of the financial statement or the notice 
of annual report within 120 days after the close of the fiscal year.  
The notice must also indicate that association members are entitled to an accounting of the use of the 
reserve funds. 
 
Two Special Rules When Reserve Funds Are Used For Litigation 
 
 Reserve funds used for litigation must be accounted for at least on a quarterly basis and, as 
with any use of funds, this accounting must be available for review by association members at the 
association's "office", which can be the manager's office.  As a practical matter, the duty to account 
is not substantially different than the board's existing duty to reconcile, on a quarterly basis, its 
operating and reserve accounts, as required by Civil Code Section 1365(a).  
 
 Finally, if the board intends to "repay" funds used for litigation by special assessment, it 
must submit the repayment to the membership for vote.  As a practical matter, in most cases there 
will be no need to do this as at least some portion of the litigation proceeds will be used to "repay" 
the reserve account or to repair or replace common area components thereby reducing or eliminating 
the need for reserve repayment or special assessment. 
 
One More Disclosure 
 
 The law is intended to compel boards to be vigilant in the use of reserve funds, and it 
requires a layer of disclosure.  We believe the specific language of the law requires the distribution 
of a notice to the members whenever reserve funds are used, although it is not clear this is actually 
what the legislature intended.  The failure to comply with this law will subject boards and 
management to claims of mismanagement and operating in "secret".  Thus, compliance with the law 
will improve communications and provide assurance to the membership that reserves are being used 
and accounted for properly. 
 
 


