











Designated Betterment Fund
The purpose of this fund is to supplement the
Restricted Betterment Fund for sewer, water, or
recycled. The District maintains three separate
designated betterment funds, one for each
business segment. In the event a Restricted
Betterment Fund is not sufficient to fund
betterment projects this fund will be used. This
fund must be evaluated in conjunction with the
Restricted Betterment Fund as they work in
concert. When considering the funding levels f
or betterment funds there are multiple sub-funds
within betterment that must be individually
considered (see 2.1 f.). This is a general use
fund and at the direction of the Board may be
used for any District purpose.

Replacement Fund
The purpose of this fund is to pay for the
replacement of capital infrastructure and capital
purchases. This is a Designated Fund and was
created to meet a portion of the District’s
replacement needs. This fund is not to be used
for the replacement of non-capital items. Debt
financing of replacement will be the primary
source of funds for replacement however; this
reserve is established to fund a portion of
replacement and ensure that necessary
replacements will occur regardless of the
immediate availability of the debt markets.
With the District’s development of its financial
systems and the greater need and ability to
separate funds, the Replacement Fund has been
separated into three funds: water, recycled, and
sewer.

Projects undertaken solely for the purpose of
replacing major capital equipment or facilities,

i.e., where the cost exceeds $10,000 for capital
purchases or $20,000 for infrastructure items,
generally are not considered normal maintenance.
Where the cost is below $10,000 the costs are
financed annually as operational maintenance.

As charges are incurred on a replacement project
the funds are deducted from the Replacement Fund
on a monthly basis.

This is a Designated Fund and may be redirected for any purpose at Board direction.



b. Sources

The sources of funding for designated funds are limited to interfund transfers from available
unrestricted funds (see 3.0 b.) and interest earnings on fund balances within designated funds.
Unrestricted funds may come from other designated funds or from the General Fund. The
operating budget is another source of designated general revenues. As a part of the normal
budget process the general revenues are sufficient to fund a significant portion of the ongoing
needs of the designated funds.

C. Levels Other Post Employment Benefits Fund
A. Minimum Level — Fully funded as identified
under the actuarial study of the District’s OPEB
liability.

B. Maximum Level — Fully funded as identified
by an actuarial study. In the event that the fund is
over funded, the District will target for the full
funding within five (5) years reducing the annual
funding levels.

C. Target Level — Fully funded to meet the actuarially defined valuation. In the event that
the fund is not fully funded, the District will target for full funding within five (5) years by
increasing funding levels. This increased funding would be in the form of either annual
budget funding or fund transfers.

i Designated Expansion Fund
A. Minimum Level — As the District matures the CIP will move to purely replacement
projects. As the District moves through its lifecycle the need for expansion funds will
decrease and eventually be reduced to zero. When considering the funding of expansion
the Restricted Expansion Fund and the Designated Expansion Fund work in concert and
must be considered jointly.

B. Maximum Level — The maximum level of this fund is limited to five years of unfunded
expansion needs as described in the District’s CIP Budget. To determine the unfunded
amount the total expansion costs must be reduced by the projected restricted expansion
revenues. Bond financing is expected to fund a large portion of expansion.

C. Target Level — In order to facilitate debt financing of expansion, it is important that the
expansion funds retain a reserve of six months prior to any attempt to obtain bond
financing. This reserve allows the District the time necessary to issue additional debt
without running out of expansion funds. If the combined expansion funds drop below six
months of expenditures this would trigger either a transfer of general use funds or a
borrowing of funds with a bond sale. Bond funds would be placed in the Restricted
Expansion Fund while transfers would be placed in the Designated Expansion Fund. If
the combined expansion funds exceeded target the District should considered the need to
reduce capacity fees or transferring designated funds to meet another purpose.
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Designated Betterment Fund

. Minimum Level — As the District matures the CIP will move to purely replacement

projects. As the District moves through its lifecycle the need for betterment funds will
decrease and eventually be reduced to zero. When considering the funding of expansion
the Restricted Betterment Fund and the Designated Betterment fund work in concert and
must be considered jointly.

. Maximum Level — The maximum level of this fund is limited to five years of unfunded

betterment needs as described in the District’s CIP Budget. To determine the unfunded
amount the total betterment costs must be reduced by the projected restricted betterment
revenues. Bond financing is expected to fund a large portion of betterment.

. Target Level — In order to facilitate debt financing of betterment, it is important that the

betterment funds retain a reserve of six months prior to any attempt to obtain bond
financing. This reserve allows the District the time necessary to issue additional debt
without running out of betterment funds. When considering the funding levels for
betterment funds there are multiple sub-funds within betterment that must be individually
considered (see 2.1 f.). If the combined betterment funds drop below six months of
expenditures this would trigger either a transfer of general use funds or a borrowing of
funds with a bond sale. Bond funds would be placed in the Restricted Betterment Fund
while transfers would be placed in the Designated Betterment Fund. If this target is
exceeded, then the District should evaluate reductions in the special water rates and
availability fees and also consider transfers to other funds.

Replacement Fund

. Minimum Level — The minimum level of funding is 3% of the historical value of

existing assets as identified in the District’s current financial statement.

. Maximum Level — The maximum level of funding is 6% of existing assets. In the event

the maximum level is exceeded in any year, then the excess will be transferred as per the
general transfer guidelines found in Section IV.

. Target Level — The target level of funding is 4% of existing assets. In the event that the

fund falls below the recommended target level, transfers or operating revenues would be
shifted to support the Replacement Funds. The District will act based on the annual five
(5) year rate study to insure that at the end of that planning horizon the fund exceeds the
minimum level and is approaching the target level.

3.2 Restricted Funds

a

Purpose

Restricted cash funds are those that are legally set aside for a particular purpose and cannot be
used for any other purpose. The District maintains three Restricted Funds:

Restricted Expansion Fund
Restricted Betterment Fund
Debt Reserve Fund
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The definition and purpose of each of these funds is described below:

Restricted Expansion Fund

The Restricted Expansion Fund works hand-in-hand with the Designated Expansion
Fund. When evaluating the need for additional funding, both the restricted and
designated funds must be considered as one fund. The sole purpose of this fund is to
construct potable, recycled, and sewer facilities to the extent they serve the expansion
needs of the District. Recycled and potable are jointly accounted for as these water
systems work in concert. The sewer expansion is accounted for separately but is
currently inactive as there is no sewer expansion.

This fund is restricted by law and therefore is a Restricted Fund that can be used for no
other purpose. Government Code section 66001 requires that these funds be accounted
for separately and upon request that an accounting be provided. In addition, five years
after the first deposit into the account or fund, the Code requires the District make
specific findings regarding any unexpended funds, whether those funds are committed to
expenditure or not (Government Code

section 66001). The same findings
must continue to be made once every
five years thereafter. If the findings are
not made, the statute requires the
District refund the fees to the current
owner of the affected property. The
manner of the refund is at the District’s
discretion.

As charges are incurred on a project,
and the project has been identified as
an expansion project, the costs are deducted from the Expansion Fund. This allocation of
funds is done on a monthly basis. In the event that funds are not used for the expansion
of District facilities the funds must be returned to the developers who paid them. In the
case where a policy change requires a betterment project that would have been an
expansion project at the time the capacity fee was collected, reserves may be used for that
betterment project. The expansion reserves may also be used for bond repayment, to the
extent the debt was incurred to fund expansion.

Restricted Betterment Fund

The Betterment Reserve covers the cost to construct, install, and in some cases to
maintain the potable, recycled, and sewer systems. The District maintains three separate
designated betterment funds, one for each business segment. These funds are restricted
by law for use within the area in which the fees are collected (Water Code 71631.6).
However, the legal restriction of this fund depends upon the particular revenue source.
(see Section 2.1 f. for a review of the special rates and availability fees).

Debt Reserve Fund

The purpose of the Debt Reserve Fund is to pay periodic principal and interest debt
payments on the outstanding debt. As these payments are made the funds are reduced.
As additional debt is incurred, new property tax assessments may be authorized funded




from assessments on the Property Tax Roll. Annually, the District sets the tax rate at a
level necessary to fund that year’s debt payments. These rates are applied to the assessed
valuation of the property. Changes in property values in assessment areas result in inverse
fluctuations in the tax rate necessary to generate the required debt payments.

In other cases, such as assessment districts, the debt service is funded through an
assessment being levied on each parcel within the district. In assessment districts, the
amount of the levy will vary by parcel and is based on the amount of benefit that parcel
received from the improvement.

In addition, debt service may be funded through water rates. In the case of funding from
water rates, there would not be a restriction on those debt reserve funds. They may
remain in the General Fund or be placed in a Designated Fund if the Board were to take
specific action to designate rate funds for the purpose of debt payments.

These funds are legally restricted for the specific debt issuance for which they are
collected. These funds are not available for any other purpose and may not be designated
for any other purpose. If these funds are not used for the payment of the specific debt for
which they are collected they must be returned to the customers who made the tax roll
payments. The District must evaluate the exact need of funds to avoid the costly
reimbursement process.

Sources

Temporary meter fees and capacity fees fund expansion while special rates and charges
and availability charges fund the betterment fund. The debt reserves are funded by the
State Loan Assessment, and GO bond assessments. Each debt fund can also be funded
with the proceeds of the debt. Lastly, each fund is allotted its share of the interest income
or expense.

Levels

Restricted Expansion Fund

. Minimum Level ~While there is no minimum balance, an action is required when the
balance of the combined Restricted Expansion Fund and the Designated Expansion Fund
drops below six months of expenditures. This would trigger either a transfer of funds
from a non-Restricted Fund or a borrowing of funds with a bond sale. Bond funds would
be placed in the Restricted Expansion Fund while transfers would be placed in the
Designated Expansion Fund.

. Maximum Level — The maximum of this fund is limited not by a particular dollar
amount but by the limited ability to collect funds for this purpose. This limitation is
mandated by Government Code section 66001. Under the Code, the District must identify
the purpose of the fee and the use to which it will be put, effectively establishing a nexus
between the development project or class of project and the improvement being financed.
The District must further establish that the amount of the funds being collected will not
exceed that needed to pay for the improvement (Government Code section 66005). Under
this mandate, also referred to as AB 1600, the Mitigation Fee Act and Government Code
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sections 66000 et seq., the District can only collect capacity fees for expansion projects.
To insure compliance with this, the District performs periodic rate studies, a part of
which is the calculation of the legally defensible capacity fee. Therefore, the District is
limited in this fund by the nexus between the need for expansion expenditures and the fee
that is approved for its collection.

With the lack of a dollar limitation for the maximum, it is incumbent on the District to
maintain the planned construction of capital infrastructure. While building ahead of the
need makes it unlikely that the capacity fees will accumulate to any great degree,
significant delays in construction may result in high levels of the Restricted Expansion
Fund. This is one reason why the District reports to the Board on a periodic basis the
progress of the CIP spending. Further, the annual update of the rate model brings the
Restricted and Designated Expansion Fund balances to the Board’s attention. Also, the
District provides annual Developer meetings where the existing and projected reserve
levels are reviewed.

C. Target Level — In order to facilitate debt financing of
expansion, it is important that the expansion funds
retain a reserve of six months prior to any attempt to
obtain bond financing. This reserve allows the
District the time necessary to issue additional debt
without running out of expansion funds.

ii. Restricted Betterment Fund
A. Minimum Level — While there is no minimum, less
than six months of available funds in the combined
Restricted Betterment and Designated Betterment
Funds would trigger either a transfer of funds from a non-Restricted Fund or a borrowing
of funds with a bond sale. Bond funds would be placed in the Restricted Betterment
Fund while transfers would be placed in the Designated Betterment Fund.

B. Maximum Level — The maximum to be retained in this fund is five years of unfunded
CIP betterment expenditures as defined in the CIP budget forecast. To determine the
unfunded amount the total betterment costs must be reduced by the projected restricted
betterment revenues. If this maximum is exceeded, then the District should evaluate
reductions in the special water rates and availability fees and also consider transfers to
other funds.

C. Target Level — In order to facilitate debt financing of betterment, it is important that the
betterment funds retain a reserve of six months prior to any attempt to obtain bond
financing. This reserve allows the District the time necessary to issue additional debt
without running out of betterment funds. When considering the funding levels for
betterment funds there are multiple sub-funds within betterment that must be individually
considered (see 2.1 1.).

iii. Debt Reserve Fund
A. Minimum Level — As debt service payments are made the funds may be completely
depleted if no other payments are required.
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B. Maximum Level — Sufficient to pay the periodic annual debt service payments. As
levels approach this maximum, the District must evaluate the rate at which funds are
being collected so as to not over collect. Reductions in the tax rates have been common
as property values have risen. Even if the maximum is exceeded, no refunds would occur
if future debt payments are necessary. The action required if funds exceed the maximum
is a reduction of the rate of collection which will bring the balance down over time.

C. Target Level — The target level of funds for the various debt issuances is six months of
debt service. This target level will be reduced as the term of the debt comes to a close.

CTIONS TO
CONSIDER IF TARGET MAXIMUM
BELOW TARGET

. . Six months of
Capacity fee increase capital Nexus of cost to

Bond financing expenditures fee
Rate increase Six months of |5 yr unfunded
Bond financing capital needs

expenditures

One semi-annual |Two semi-annual

Increase tax collection
payment payments

. . Six months of
Designated Expansion Fund transfers capital o yr unfunded
S expenditures needs
. Six months of
Designated {Fund transfers capital b yr unfunded
Betterment Fund ** expenditures needs
OPEB Fund {Fund transfers Full funding Full funding
Replacement Fund  |Fund transfers 4% of 6% of
finfrastructure linfrastructure
. Three months of
Rate increase . .
General Fund Fund transfers operating budget [Nine months
expenses

DIAGRAM 3.0: Fund Targets

* Expansion needs must consider the Restricted and Designated Expansion Funds as well as any available bond financing.
** Betterment needs must consider the Restricted and Designated Betterment Funds as well as any available bond financing
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Fund Transfers

4.0 Funding Levels

As described in the preceding sections, the District maintains funds for its operating and capital
activities. These funds fall into three accounting categories; 1) unrestricted and undesignated, or
general use funds, 2) designated, and 3) restricted. The source of the money for each fund was
discussed along with the purpose, source of funds, and levels. Key determinants of these funds
are the target levels, minimums, and maximums. The funding levels must be viewed in the
context of the economic environment, political environment, and must always be viewed in light
of a District’s rate model. The District’s six-year rate model not only shows the current balance
but also shows the trend of the fund balances. Often the trend of the fund is a greater indicator of
financial stability than is the current balance.

The rate model is updated each year with the budget process and evaluates each fund over the
next six years. The rate model will take into account the general economic environment, looking
at the development rate, supply rate increases, the possibility of raising rates, capital
infrastructure spending, and strategic plan initiatives. The fund balances may at times be over
the target amount or under the target amount. This is not only acceptable but expected. The rate
model provides an empirical estimate of the conformance between the District’s financial
activities and the guidelines of this policy.

4.1 Fund Transfers

A significant portion of the funding for the District’s designated funds comes from interfund
transfers from the Unrestricted or General Funds. It is important to note that the District has the
ability to use General Funds for any business purpose. General Funds may be transferred to any
other unrestricted fund for any business need. Designated funds are General Funds which have
been set aside for a specific purpose by Board action. These funds can only be used for the
purpose they were designated, or with Board action, they may be used for any business purpose.
General Funds may also be used for any restricted purpose but are not transferred to Restricted
Funds due to the sensitivity of the tracking of Restricted Funds. If funds are needed for a
restricted purpose they are transferred to a Designated Fund identified with the restricted
purpose. Restricted Funds may only be used for the purpose that they were collected therefore
no transfers are made to or from these funds.

In many situations, fund transfers are expected as some funds will exceed their maximum or drop
below their minimums. Only funds that are below the stated target are eligible to receive
transferred funds. Funds that exceed their maximums are first to be considered for transfers out
followed by funds that exceed their targets. Funds that exceed their minimums are also available
for fund transfer out but only when other options are not available.

The rationale for prioritizing fund transfers is based on the immediacy of the need and the
availability of funds from other funding sources. For example, the General Fund is first to
receive funds when it drops below its target or minimum levels. This is because of the
immediate and ongoing nature of the expenditures that are served by this fund. The operation of
the District is first and foremost of the objectives of the District. On the other end of the
spectrum, the Replacement Fund has a long-term perspective and will be used to partially fund
replacement assets for many years to come. Debt financing is available to respond to this long



term, foreseeable, and planned cash flow. This fund is less likely to have immediate needs and
has other funding options.

When making the determination of when transfers are necessary, all funds work as independent
funds. The exceptions to this rule are the two expansion funds (one restricted and one
designated) and the two betterment funds (one restricted and one designated). Each of these two
sets of funds work as one but are kept separate due to the significant difference in the fund types,
one being restricted and one originating from General Funds. It is unlikely to have high
immediacy of need in these funds as they, like the Replacement Fund, are long term in nature
and have debt financing as an alternative funding source.

As an example, if during the rate model update process it was determined that the expansion
funds (designated and restricted) would drop and stay below the minimum during the planning
horizon, this would trigger a bond sale or a transfer of unrestricted funds. If in the cash planning
process, it was anticipated that the General Fund would remain above target during the planning
horizon of six (6) years and that the trend did not present a problematic underfunded status, then
those funds would be considered available for transfer prior to making funds available from the
sale of bonds. Also, if during this period another Designated Fund was anticipated to exceed its
maximum then the excess would be transferred to the Designated Expansion Fund prior to any
other transfers. Funds are evaluated to determine which has the greatest need or availability of
funds before any fund transfer recommendation is presented to the Board.
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Reserve Policy Glossary

The Reserve Policy contains terminology that is unique to public finance and budgeting. The
following glossary provides assistance in understanding these terms.

Annexation Fees: Whenever utility service is requested for land outside the boundaries of an
improvement district, the land to be serviced must first be annexed. The annexation fee for water
was set on March 3, 1997 at $1,000 per EDU. The fee for sewer annexation was set at $3,819 on
December 16, 1998. These base rates are adjusted quarterly according to a cost of living index.

Assets: Resources owned or held by Otay Water District that have monetary value.

Availability Fees: The District levies charges each year in developed areas to be used for
upgrades, betterment, or replacement and in undeveloped areas to provide a source of funding for
planning, mapping, and preliminary design of facilities to meet future development. Current
legislation provides that any availability charge in excess of $10.00 per acre shall be used only
for the purpose of the improvement district for which it was assessed.

Betterment Fees: In addition to other applicable water rates and charges, water customers pay a
fee based on water service zone or Improvement District. These fees are restricted for use in the
area where they are collected and may be used for the construction and maintenance of facilities.

Bond: A written promise to pay a sum of money on a specific date at a specified interest rate.
The interest payments and the repayment of the principal are authorized in a District bond
resolution. The most common types of bonds are General Obligation (GO) bonds and
Certificates of Participation (COPs). These are frequently used for construction of large capital
projects such as buildings, reservoirs, pipelines and pump stations.

Capital Equipment: Fixed assets such as vehicles, marine equipment, computers, furniture,
technical instruments, etc. which have a life expectancy of more than two years and a value over
$10,000.

Capital Improvement Program: A long-range plan of the District for the construction,
rehabilitation and modernization of the District-owned and operated infrastructure.

CWA: The County Water Authority was organized in 1944 under the State County Water
Authority Act for the primary purpose of importing Colorado River water to augment the local
water supplies of the Authority's member agencies. The Authority purchases water from the
Metropolitan Water District of Southern California (MWD) which imports water from the
Colorado River and the State Water Project.

Debt Service: The District's obligation to pay the principal and interest of bonds and other debt
instruments according to a predetermined payment schedule.



Expenditures/Expenses: These terms refer to the outflow of funds paid or to be paid for an asset,
goods, or services obtained regardless of when actually paid for. (Note: An encumbrance is not
an expenditure). An encumbrance reserves funds to be expended in a future period.

Fund: An account used to track the collection and use of monies for a specifically defined
purpose.

Fund Balance: The current funds on hand resulting from the historical collection and use of
monies. The difference between assets and liabilities reported in the District’s Operating Fund
plus residual equities or balances and changes therein, from the results of operations.

Interest Income: Earnings from the investment portfolio. Per District Policy Number 25, interest
income will be allocated to the various funds each month based upon each fund’s prior month-
ending balance.

Late Charges/Penalties: Charges and penalties are imposed on customer accounts for late
payments, returned checks, and related telephone contacts.

Operating Budget: The portion of the budget that pertains to daily operations that provide basic
governmental services. The operating budget contains appropriations for such expenditures as
personnel, supplies, utilities, materials, travel and fuel, and does not include purchases of major
capital plant or equipment which is budgeted for separately in the Capital Budget. The
Operating Budget also identifies planned non-operating revenues and expenses.

Revenue: Monies that the District receives as income. It includes such items as water sales and
sewer fees. Estimated revenues are those expected to be collected during the fiscal year.

System Fees: Each water service customer pays a monthly system charge for water system
replacement, maintenance, and operation expenses. The charge is based on the size of the meter
and class of service.

Taxes: California Water Code Section 72091 authorizes the District, as a municipal water
district, to levy ad valorem property taxes which are equal to the amount required to make annual
payments for principal and interest on General Obligation bonds approved by the voters prior to
July 1, 1978.

Water Rates: Rates vary among classes of service and are measured in units. The water rates for
residential customers are based on an accelerated block structure. As more units are consumed, a
higher unit rate is charged. All non-residential customers are charged a flat rate per unit. A unit
of water is 100 cubic feet or 748 gallons of water.
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