Reserve Fund

Whizdom
BY
Graham Oliver

You can be a “whiz” with reserve fund issues —
whether you’re a Board Member, Property Manager,
Reserve Fund Specialist or Accountant. Read our short
articles, think about what we’re saying, agree with us
and adopt the advice, or debate and argue another
viewpoint. You’re sure to end up better for it.

Today’s Whizdom is all about —

Reserve Funds
The Accuracy Fallacy

“Don’t use a scalpel, when a meat-axe will do”. Kind of a
grisly expression, right? But its message is right on. It
speaks to the quite common confusion between precision
and usefulness. Not to mention that unnecessary precision
can consume a lot more time, effort and money for no
improvement in results.

This article is all about the fairly common belief that exact-
looking numbers are somehow “better” than round numbers.
Or that being “out” a little bit from the exact answer will
somehow lead to all kinds of unwanted consequences.

How tall are you? Let's say you're 5° 11”. Would it make
you feel better to know that you're really 5’ 11.215784"?

How far is your office from your home? 8_ miles? Actually,
it's really 8.375921 miles. Aren’t you glad we corrected that?

Turning to reserve funds, we see a lot of reserve fund plans
on spreadsheets that give the yearly balances as $457,704,
$2,750,312 and $87,432. Ask yourself — would you really
have less confidence in the plan if those figures were
exhibited as $458, $2750, and $87 with a little note saying ...
all figures rounded to the nearest thousand?

We hope your answer is “No”, and if it is, you’d be solidly in
our camp today! Round numbers are an improvement over
“exact” numbers, not the other way around. For one thing,
the plan looks better. Less ink, faster to comprehend, not as
formidable-looking. Book publishers and magazine
publishers know when their material is more attractive it gets
improved readership. It even gets better comprehension.
People grasp the trends and the highs-and-lows better, and
a lot more quickly.

Let’s turn, though, to examples where even the rounded
figure does not tally with someone’s idea of what it should
be. Well, if it were a bank document, or an investment total,
we’d agree that it should be investigated, or fixed. But we're
talking here about a reserve fund plan. Projections of future
events. They're estimates, not historical reality.

Please don’t misinterpret this. We believe 100% in planning,
and we believe a plan should be, in the end, as close to
actual future occurrences as it's possible to make it. But we
also believe that nothing predicted for the future ever turns
out to be exactly as forecast. To think otherwise, is just, well
... delusional.
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Having said that, what lessons can be applied to reserve
fund spreadsheets?

To answer this, let’s take a real example that we’ve run into.
It has to do with the interest the fund earns on its invested
balances. Different Reserve Fund Specialists use different
mathematical models to calculate it. (This is covered in
some detail in our article “Reserve Fund Investment
Interest”. We will not repeat the entire write-up here). Using
these different models will give you interest dollars that are
not the same as one another’s. (And this even assumes that
the interest rates they have chosen are he same for
everyone). So, if Specialist A does your Plan you'll get a
certain set of numbers for interest, and if Specialist B does
your Plan you'll get a different set of numbers. People might
ask — “Who's right? Which set should we accept?”

The answer is — they're both right! For one thing the
interest figures are small compared with the expenditure and
funding figures, so no matter what they are (within limits) it
doesn’t matter. For another thing if you took the total
interest dollars they calculated for any 3- or 4-year span, the
interest dollars would be nearly identical, so in the end
you’re not overstating or understating the interest earnings.

Yet ... (and this is the theme of our article), there would be
people that would say, “These figures can’t be accurate”.
Our answer is, they're not supposed to be “accurate” — the
Plan itself isn’t “accurate”, it's a plan for heaven’s sake, not a
measurement. Plans are supposed to reflect a reasonably
good picture of what the reserve fund interest will add up to
in future years. And the plans would do that, even if the
dollars appear to be “out” here and there.

Remember, we're taking about variations — (due to
rounding or due to using a different interest formula) — that
result in some “inexactness” in the order of 1%, 2% maybe
3%. Far less than the inexactness that’s inherent in the cost
and timing estimates of the repairs and replacements
themselves. And they are the big numbers — the ones that
need to be as right as humanly possible. You hear people
say ... “Don’t sweat the small stuff’, and we agree
wholeheartedly.

To conclude, this whole article was engendered by a
Reserve Fund Specialist telling me that a certain
spreadsheet setup did not conform to “generally accepted
accounting principals” Sort of like saying, “a giraffe doesn’t
conform to the generally accepted appearance of a zebra”.
Don't tell anybody, but hey, it's not supposed to.

Graham Oliver is President of Oliver Interactive, Inc. the
developer and supplier of RFund: The Reserve Fund
Manager. He invites you to read other Whizdom articles on
the RFund website, and he encourages you to let him have
your views on his writings. Visit oliver-goup.com/rfund
anytime.
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