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RENTAL APARTMENT BUILDING 

 

USING THE REPLACEMENT RESERVE FOLDER. Canadian Example 

 
INTRODUCTION 

 

Mortgage insurance agencies, conventional lenders and lenders following HUD guidelines often require that 
Replacement Reserves be established and maintained in an interest-bearing account to aid in funding 
extraordinary maintenance and repair and replacement of capital items such as the roof. 
 
The contract will restrict how the money in the account will be used and will limit the use to major repairs and 
replacements and restrict the owner from withdrawing funds from the account for personal use. 
 
Prudent investors may also maintain their own Replacement Reserve Accounts to ensure that they have funds 
available for major repairs and replacements. 
 
This means that a buyer of an income property where the lender or insurer requires funded Replacement Reserves 
must make sure that the acquisition costs will include the allocated amount in the Replacement Reserve account.  
For example, if there is to be $430,000 in the Replacement Reserve Account the acquisition costs will be increased 
by $430,000 to fund the Replacement Reserve Account. 
 

This Investit example illustrates the use of the Replacement Reserve folder using the Investit Example “Rental 
Apartment Building Yearly” and assumes you are familiar with Investit Pro, how to use the Projection Wizard etc., 
and focuses on using the “Replacement Reserve Folder” 
 
This practice example consists of three sections; 
 

1. The input information for the project related to the Replacement Reserves 
2. Instructions for entering the data 
3. Sample reports and discussion 

 
PROJECT INFO. Folder 

 

Same as the Investit Example “Rental Apartment Building Yearly” except: 
 
Change the Description from 
 

“Investment Analysis Rental Units Example” to;  
 

     “Example with Replacement Reserves” 
 
INVESTOR Folder 

No change. Same as the Investit Example “Rental Apartment Building Yearly” 
 
INVESTMENT Folder 
Same as the Investit Example “Rental Apartment Building Yearly” with the following addition; 
 
Roof Replacement Year 3: $250,000 
CCA Claim Setting: Building 
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REPLACEMENT RESERVES Folder 

Opening Balance:  $300,000.  
 (This is the amount in the Replacement Reserve Account on the Analysis Start Date) 

 
Interest Rate:  1.50% 
 
Amounts added to the Replacement Reserve Account 

 
 Annual Contributions: Year 1 $24,000 increasing at 3.00% compounding per year 

 

Amounts withdrawn from the Replacement Reserve Acco unt 
 

Roof Replacement: Year 3 Jan: <$250,000> 
Replace Appliances. 10 sets at <$1,500> per set for a total of<$15,000> 

 
Note:    Additions  to the Replacement Reserve Account are entered as a positive value  
  Withdrawals  from the Replacement reserve Account are entered as a negative value  
 

EXPENSES Folder 

Add the following: 
 
Replace Appliances Year 4 --  $15,000 
 
The following Folders are the same as the Investit Example “Rental Apartment Building Yearly” 
 

REVENUE Folder 

VACANCY Folder 

FINANCING Folder 

SALE Folder 

 



Investit Software Inc. www.investitsoftware.com 
 

 3 

INSTRUCTIONS FOR ENTERING THE REPLACEMENT RESERVE INFORMATION 
 
Selecting the Investit Example 

The first step is to open Investor Pro and open the Investit Example “Rental Apartment Building. Using 
Replacement Reserves” 
 

 
 
PROJECT INFO Folder 
Change the Description to “Example with Replacement Reserves” 
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INVESTOR Folder 

No changes 
 
INVESTMENT Folder 

1. Add a row 
2. Enter the Description “Roof Replacement” 
3. Enter Amount “$250,000” 
4. Select Year 3 
5. Select CCA Class “Building”  

 
 

 
 
 
 



Investit Software Inc. www.investitsoftware.com 
 

 5 

REPLACEMENT RESERVE Folder 

 

Interest Rate: 1.50% 
 
Existing Replacement Reserve: $300,000. (The balance in the account on the Analysis Start Date) 
 
Amounts added to the Replacement Reserve Account 

Annual Contribution: Year 1 $24,000 increasing at 3.00% per year compounding  
 

Amount withdrawn from the Replacement Reserve Accou nt.  Enter as negative value 
Roof Replacement: Year 3 Jan: <$250,000>  

 Enter as a negative number because $250,000 is being withdrawn from the Replacement Reserve account 
 
Replace Appliances 10 Sets at <$1,500> per set 
 
Entries 

 
1. Enter the Interest Rate: 1.50% 
2. Enter the Existing Replacement Reserve on Analysis Start Date: $300,000 
3. Add two more rows and enter the Descriptions 
4. For the “Replace Appliances” row select the Entry Choice “Price per Unit and Quantity” 
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5. Select Row “Annual Contributions”, click on the Projection Wizard button and complete the Projection 

Wizard as shown below; 
 

 
 

6. Select the second row “Roof Replacement” and enter -$250,000 in Year 3 
7. Select the third row “Replace Appliances” and enter 
                               -$1,500 in Year 4 
                                 Quantity row: 10 
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EXPENSES Folder 

Add a row and; 
 

1. Enter the Description “ Replace Appliances” 
2. Selected the Entry Choice ‘Amount” 
3. Uncheck the “NOI” box  
4. Enter $15,000 in Year 4 

 
Important Note: 
Because the replacement of the appliances for $15,000 is a non recurring expense the “NOI” column is unchecked 
which means that the $15,000 won’t be included in the Net Operating Income but will be included in calculating the 
Net Income. 
 
Each year the sale price is calculated using the Net Operating Income for the year and a Cap Rate of 7.00%. If the 
replacement of the appliances for $15,000 is included in the Net Operating Income in year 4 the sale value in year 
4 will drop in value by $15,000/7.00% which is $214,286. 
 
Non recurring expenses should not be included in the Net Operating Income when using Cap Rates to determine 
the value of the property. Below is the completed Expenses folder. 
 

 
  
Replacing the appliances for $15,000 is excluded from the Net Operating Income calculation. 
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REVENUE Folder 

No changes 
 

VACANCY Folder 
No vacancies to be entered 
 
FINANCING Folder 

No changes 
 
SALE Folder 

No changes 
 

Save the completed project 
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REPLACEMENT RESERVE REPORT. 

 

The Replacement Reserve Report shows the; 
 

• Opening Balance in the Replacement Reserve Account 
• Interest Rate 
• Inflows or amounts deposited into the Replacement Reserve Account 
• Outflows or amounts withdrawn from the Replacement Reserve Account 
• Interest earned 
• The amount recovered when the property is sold at the end of the analysis period. Called the 

“Recovery” 
 
Replacement Reserve “Recovery” 
At the end of the Analysis Period the balance in the Replacement Reserve Account is recovered and the account 
reduced to zero. This provides a positive cash flow to the investor. In this case the “Recovery” is $347,693 
 

Important Notes: 
 

1. Deposits into the account on the report are shown as a negative value 
2. Amounts withdrawn are shown as a positive value 
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Using the Replacement Reserve Account. Important Comments 

 

The Replacement Reserve Account is similar to a bank account and care has to be taken that the entries and 
resulting cash flows are correct. This is best illustrated using the example. 
 

Care has to be taken in using Replacement Reserve Folder to ensure that the cash flows are correct which requires 
offsetting entries for capital expenditures or major repairs. This is best illustrated using the example. 
 
Annual Contribution 
The annual amount contributed to the reserve account is $24,000 increasing at 3.00% compounding. This entry is 
straight forward. 
 
Replacement of the Roof for $250,000 in year 3. 
Two offsetting entries are required when entering the roof replacement for $250,000 in year 3; 
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Question.  
Why is it necessary to set up the replacement of th e roof for $250,000 in both the Replacement Reserve  
Folder and the Investment folder? 
 
The objective of the Replacement Reserve Account is to build up funds to pay for future replacement of capital 
items and major repairs. In this example there is an opening balance of $300,000 in the Replacement Reserve 
Account with funds are being added to the account every year. Funds added to the account have the effect of 
reducing the Internal Rate of Return (IRR) to the investor. 
 
The roof replacement in Year 3 for $250,000 is paid from the Replacement Reserve Account and requires no 
additional input of cash from the Investor and does not effect the before tax cash flow in year 3 as long as there is 
an offsetting entry for $250,000 the Investment folder. 
 
The $250,000 from the Replacement Reserve Account is used to pay for the roof replacement and is entered in the 
Investment Folder.  
 
From an investment perspective there are no funds required from the Investor to pay for the roof repair. It is simply 
an internal transfer of funds from the Replacement Reserve Account to the Investment folder. This can be seen in 
the Net Cash Flow report where the <$250,000> Year 3 in the Investment column is offset by the $250,000 
reduction in the Replacement Reserve Account. 
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Replacement of the Appliances. 10 sets at <$1,500> per set for a total of <$15,000> 
Two offsetting entries are required when entering the replacement of the appliances for $15,000 in year 4: 
 

 
 
Question.  
 
Why is it necessary to set up the replacement of th e appliances for $15,000 in both the Replacement 
Reserve Folder and the Expenses folder? 
 
The replacement of the appliances in Year 4 for $15,000 is paid from the Replacement Reserve Account and 
requires no additional input of cash from the Investor. 
 
The $15,000 is used to pay for the replacement of the appliance and is entered as an expense in the Expenses 
folder. The partial replacement of the appliance would likely be expensed for tax purposes rather than capitalized 
and claimed though depreciation. 
 
From an investment perspective there are no funds required from the investor to pay for the replacement of the 
appliances. It is simple an internal transfer of funds from the Replacement Reserve Account to the Expenses folder.  
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Replacement Reserve Folder. General Rules 

 

Care has to be taken when using the Replacement Reserve Folder to ensure that the cash flows and the 
calculation of the Internal Rate of Return (IRR) and Net Present Value are correct. 
 

1. Contributions or additions to the Replacement Reserve Account are entered as a positive value 
 
2. Withdrawals from the Replacement Reserve Account are entered as a negative value 

 
3. Capitalized investments such as replacing a roof, which are funded from the Replacement Reserve 

account, require offsetting entries and is entered in both the 
 

• Replacement Reserve folder AND  
 
• The Investment folder with the appropriate depreciation method selected 

 
4. Major repairs or replacements that can be expensed for tax purposes are entered in both the 
 

• Replacement Reserve folder AND 
 
• The Expenses folder. The “NOI” box unchecked so that the major repair, which is a non- recurring 

expenses, is not included in the Net Operating Income. 
 

5. Withdrawals or payments to the Investor from the Replacement Reserve account can be made directly in 
the Replacement Reserve folder and don’t involve offsetting entries. 
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6. Replacement Reserve. Interest calculations 
 

The funds in the replacement Reserve account earn interest based on the interest rate entered in the Replacement 
Reserve Account. The interest calculations are shown in the Replacement Reserve Report. 
 

 
 

The interest accumulates in the Replacement Reserve Account and is not reflected in the cash flows until the 
property is sold.  The balance in the replacement reserve account when the property is sold includes the 
accumulated interest. At this time the balance in the replacement reserved account which includes accumulated 
interest is returned to the investor. In the example the “Recovery” at the end of the analysis period is $347,693 
 
For after tax analysis income tax is paid on the interest earned on the funds in the Replacement Reserve account 
which is shown on the Operating Cash Report on the next page. 
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Operating Cash Flow Report 
 
Shows the interest being included in the income tax calculations. 
 

 
 

 


