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State Water Project Contract Extension Tentative Agreement in Principle

Executive Summary

Representatives of the California Department of Water Resources (DWR) and the State Water Contractors
(Contractors) have reached a draft tentative agreement on a package of amendments to the financial provisions of
the State Water Project Contract (Contract). Public negotiations commenced May 1, 2013, and extended over ten
months. This letter provides an overview of the tentative agreement in principle.

Description

The financial terms within the Contract define DWR’s tools for financing and managing State Water Project
(SWP) costs, methods of billing contractors for these costs, and obligations of the Contractors to repay these
costs. Entering these negotiations, the Contractors and DWR recognized a need to improve the financing options
for SWP capital improvements, improve aspects of SWP financial management, and to strengthen reserves.

DWR is not issuing debt beyond the current contract expiration date in 2035. Each passing year shortens the
repayment period for new or refurbished facilities. The continuous reduction in the period to pay for major
capital improvements and resulting increase in capital charges is a condition known as financing compression.
To address financing compression and other financial management issues, the following key points of agreement
were reached:

e 50-year extension

0 The Contract would be extended through 2085. This ensures DWR can recover the cost of debt
service payments beyond 2035, thus allowing for the use of conventional debt financing over
30 or more years to finance capital expenditures. The extension provides for continued funding
of SWP activities and allows contractors to continue to receive benefits from the SWP, with no
changes to the water supply provisions of the contract.

o DWR to transition to a simpler method of billing

o DWR’s current billing methods are contractually defined in a way that causes cash-flow deficits
in some periods with cash-flow surpluses in other periods. These issues stem from contract
language that requires DWR to recover costs of facilities over a period of time that does not
match with the repayment of debt for those facilities.

0 Under the new Contract provisions, DWR will implement a simpler billing approach for SWP
costs. All SWP costs incurred as of the implementation date will be recovered under the previous
contract terms through 2035. Costs incurred after the implementation date will be paid through a
typical revenue requirement approach. This approach will match a contractor’s bills with the
projected debt service and O&M costs for a given calendar year. Over time, this billing approach
will greatly simplify the Statement of Charges as compared to the current billing method.
Contractors will be able to more clearly see the factors that are impacting their annual charges.
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Increase in General Operating Reserves to $150 million
0 As DWR moves to the billing approach described above, they will need improved reserve levels

to help manage through potential variances between actual and projected costs. A reserve of
$150 million is equivalent to approximately 90 days of SWP operating expenditures.

Funding of the reserves will not be immediate; rather it will occur over time utilizing DWR’s
cash flow that occurs under the current contract terms. There will not be an increase in
Metropolitan’s Statement of Charges to fund the reserves.

Creation of account to capture the repayment of State Loans and Grants by the contractors
0 The contractors are gradually repaying to DWR the cost, with interest, of State loans and grants

that were previously provided to help fund the SWP facilities.

Current contract terms allow DWR to use these funds for any purpose within the State Water
Resource Development System (SWRDS), including recreation, flood control, water supply, or
fish and wildlife enhancement.

A formal account will be created to capture and track these revenues. DWR will be required to
report how these revenues are used and whether they are reinvested in the SWP or spent for other
uses. This provision also eliminates a term that would have allowed the contractors access to
additional rate management credits under conditions in which DWR could not identify any use
for the revenues (an event that has never occurred in the history of the contract).

Contract language that prohibits DWR from including recreation and fish and wildlife enhancement costs
in the Contractor’s Statement of Charges.

Creation of the SWRDS Finance Committee (Committee).
0 The Committee will be an on-going venue for the Contractors to weigh in on financial policy

matters related to the SWP. The charter for the committee will be formalized in a separate
agreement and establish a requirement for reporting recommendations on financial policy matters
between DWR and the Contractors.

Metropolitan has a permanent seat on the Committee, which will consist of five DWR
representatives and five Contractor representatives.

The Committee does not represent a new form of governance for DWR; rather it acts as a forum
for the Contractors to provide input on DWR financial policies and ensures that DWR reports on
financial activities to the Contractors.

DWR will establish a new SWRDS Chief Financial Manager position, which will be the single point of
authority over all SWRDS financial matters.

DWR will be required to provide advanced written notice regarding any billing procedure that would not
seek reimbursement from a Contractor or set of Contractors resulting in an equity shift among
Contractors.

New financial reporting principles to be used by DWR during the term of the Contract.
Limitations on DWR’s ability to issue supplemental bills. Post-2035, supplemental billing is eliminated.

Through 2035, Contractors will receive a $7.5 million increase in potential annual Rate Reduction Credits
to a maximum of $48 million (currently $40.5 million).

In summary, DWR gained flexibility through an increase in their general operating reserve, a formal account to
capture the repayment of State loans and grants, and a contract extension that allows them to use conventional
bond financing again. The Contractors will benefit from the use of more conventional bond financing terms,
which alleviates the impact of financing compression described earlier in this letter. New provisions also
establish improved reporting requirements and a formal Committee structure through which Contractors have
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direct input on DWR financial policies. Contractors will also receive higher rate reduction credits through 2035
and benefit from improved contractual prohibitions on DWR’s ability to charge for recreation or fish and wildlife
enhancement costs.

While there is general agreement on the key elements listed above, there is still a significant process ahead to
implement these changes. DWR and the Contractors are preparing the Agreement in Principle document, which
will then be circulated among the negotiators for review and approval. DWR is working to get this stage of the
process complete in order to begin the California Environmental Quality Act (CEQA) process in July. Through
the CEQA process, DWR is likely to receive feedback that will need to be incorporated in the actual contract
amendment. The contract amendment will also be reviewed by the Legislature. Once the contract amendment is
finalized, staff will bring it to the Board for approval.

It should also be noted that two Contractors, Butte and Plumas Counties, raised their own objective in these
negotiations to opt out of the costs associated with the conveyance facility proposed as part of the Bay Delta
Conservation Plan (BDCP). Their objective was based, in large part, on the fact that they are geographically
located north of the Delta. Based on this, Butte and Plumas believe the BDCP conveyance facility will not
provide additional benefits to their service area. This objective was not addressed as part of this agreement in
principle. Instead, this objective will be negotiated as part of a separate BDCP cost allocation process.

Policy

By Minute item 20984, dated November 1, 1960, the Board adopted Resolution 5838 and approved execution of
the State Water Project Contract with the Department of Water Resources.

Fiscal Impact

None
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