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Purpose of the Policy

The Agency will maintain reserve funds as required by law, ordinance or bond
covenant, and to provide the necessary cash flow for normal operations while
also providing the ability to address economic downturns and limited system
emergencies.

A properly designed Board adopted reserve policy sends a positive signal to
the community of ratepayers, bondholders, rating agencies, and regulatory
agencies that the Board is committed to the Agency’s long-term financial
health and viability.

Prudent financial management and best practices dictate that the Agency
maintain appropriate reserves for operating expenses, emergency use, rate
stabilization, and capital projects, in addition to debt service obligations. This
policy addresses the first four, which are fully within the Board’s discretion.

The challenge for a governmental agency is to set reserve levels that are
sufficient to meet the needs of the agency now and in the future, while
following the concept of inter-generational equity, which means that
ratepayers pay for the services provided and used by them in the current and
future periods.

Objectives of the Policy:

e Establish sound formal fiscal reserve policies to ensure strong fiscal
management and guidance for future Agency decisions.

e Achieve and maintain adequate reserves over time in order to provide the
Agency with resources to help stabilize its cash flow to absorb economic
downturns or operational emergencies.

e The funding and subsequent use of reserves helps smooth rates from
year to year and promotes equity over the years to ratepayers.

e Help the Agency to meet its short-term and long-term obligations and
ensure that the Agency maintains the highest possible credit rating.

The main areas of risk useful for determining appropriate Reserve levels are:

1. Revenue Source Instability:
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The Agency derives a significant part of its revenue from its usage rate, which
puts it at a high level of risk to revenue instability in times of adversity. The
Agency is subject to the risk of drought, changing fees from the State,
changing regulations on water treatment, all which can cause lower revenues
to the Agency. In a scenario where Agency operational and capital expenses
exceed the revenues, the Agency’s reserves could be used to balance the
budget.

2. Aging Infrastructure:

Aging infrastructure presents a higher risk that a failure will require the use of
reserves for repair or replacement. Water Districts are infrastructure intensive
and are subject to the risk of sudden failure and related costs in many parts of
the distribution system.

3. Vulnerability to Extreme Event and Public Safety Concern:

The Agency is also subject to the risk that an extreme event such as an
earthquake or fire could seriously damage infrastructure that will need to be
repaired or replaced immediately to protect public health and safety. Even
though such expenses might be subject to reimbursement from the Federal
Emergency Management Agency (FEMA), the Agency still needs to have
sufficient cash on hand for needed repairs.

Reserve Fund

The Agency will maintain four reserves for water and four for wastewater that
collectively constitute the Agency’s reserve fund balance for each enterprise.
The reserves will be classified as Operating Reserve, Capital Replacement
Reserve, Rate Stabilization Reserve, and Emergency Reserve. Reserves will
be composed primarily of unrestricted cash or cash-equivalents. Draws from
reserves require inclusion in the adopted budget or specific Board approval
except as provided in emergencies in BOD 008 and FIN 005. Except for
restricted funds that may be included in a reserve fund, the Board retains full
discretion to draw funds from any of the reserves for purposes of Agency
operations.

Operating Reserve

The Operating Reserve is maintained to address cash flow impacts of
unanticipated non-recurring operating expenses or extraordinary revenue loss
to ensure the Agency can continue to operate and meet debt service
obligations. The Agency shall target to maintain reserves in a range between
90 days (25%) and 180 days (50%) of the current fiscal year's budgeted
operating expenses for the water and wastewater enterprises.
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Capital Reserve

The Capital Reserve is maintained to fund new capital assets or the
replacement of capital assets when they reach the end of their useful lives.
Through the annual budget process, staff shall recommend capital
replacement projects and any necessary draws from this fund. The Agency
will target to maintain a Capital Reserve of 1% of asset value (net of
depreciation) for capital assets for which debt service is not currently being
paid.

Rate Stabilization Reserve

The Agency intends to plan financially for regular replacement of
infrastructure at the end of its useful life predominantly with pay-go cash. It
must be recognized, however, that the current condition, age, and inadequacy
of the Agency’s infrastructure, and the likelihood of exigencies of weather and
infrastructure failure, will require some years before realizing the Agency’s
vision. Therefore, the Agency will create and maintain a Rate Stabilization
Reserve of $1 million for Water and $100,000 for Wastewater to address
urgent capital needs while minimizing sudden impacts to rates.

Emergency Reserve

The Emergency Reserve Fund is for urgent needs created by unforeseen
impacts of natural disasters, major accidents, public health risks, or other
unforeseen catastrophic events, whether requiring operating or capital
expenditures. While use of this fund requires Board approval, it does not
require a formal emergency or disaster declaration. In emergency conditions,
the General Manager, or designee, with the concurrence of the Board
President, may use of up to $100,000 from the Water Emergency Reserve or
from the Wastewater Emergency Reserve to address the problem without
specific Board approval, and will report it at the next Board meeting. The
Agency will target to maintain an Emergency Reserve Fund of $500,000 each
for the water and wastewater enterprises. The Board may decide not to
maintain the fund at the target level if adequate funds are available from other
sources, such as an existing line of credit.

Authority
The General Manager is responsible for the appropriate accounting and

regular reporting of the Agency’s reserve fund balance. Board oversight will
be accomplished through regular reporting and review of this Policy.
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Procedure

Agency staff will report reserve fund balances to the Board of Directors on a
quarterly basis.

In any event where a reserve is drawn below the target minimum, a report
shall be prepared containing the reasons for withdrawals and any impact to
programs or rates due to such withdrawals. The reserves shall be replenished
over a maximum three-year period to the established or re-established target
as directed by the Board except for the Operating Reserve, which shall be
replenished within two years.

Reserves falling below target minimums may also result in Board action to
increase rates within that enterprise. If so, the rate increase will be developed
with a target of restoring reserves to target minimums within two years.

Policy Review

This Policy will be reviewed every year during the budget process.
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