VJVALLECITOS
WATER DISTRICT

THE WATER SPECIALISTS

Vallecitos Water District
Annual Financial Report
Fiscal Years Ended June 30, 2006 and 2005






Vallecitos Water District
Annual Financial Report
Fiscal Years Ended June 30, 2006 and 2005

Board of Directors as of June 30, 2006:
Darrell Gentry £ President
Tim Shell + Vice-President
Margaret E. Ferguson + Director
Patricia Hannan + Director
Vacant + Director

William W. Rucker = General Manager

Vallecitos Water District 201 Vallecitos de G8an Marcos, CA 92069vww.vwd.org 760-744-0460



Vallecitos Water District
Annual Financial Report
For the Years Ended June 30, 2006 and 2005

Table of Contents

Financial Section

Independent Auditor's Report
Management's Discussion and Analysis

Basic Financial Statements:
Statements of Net Assets
Statements of Revenues, Expenses and Changes in Net Assets
Statements of Cash Flows
Notes to the Basic Financial Statements

Required Supplementary Information + Schedule of Funding Progress

Supplementary Information:
Combining Schedule of Revenue, Expenses, and Chanlyes Assets
Schedule of Operating Expenses + Water Division
Schedule of Operating Expenses + Wastewater Division

Report on Compliance and Internal Controls

Independent Auditor's Report on Compliance and on InteCoalrol Over
Financial Reporting Based on an Audit of Financialeétents Performed
in Accordance witlGovernment Auditing Standards

Page No.

10
11
12
13

34

35
36
39

41



Financial Section






Charles Z. Fedak & Company s orange Avence

o ; Cypress, California 90630
Certified Public Accountants (714) 527-1818
An Accountancy Corporation (562) 598-6565

FAX (714) 527-9154
EMAIL czfco@czfcpa.com

Charles Z. Fedak, CPA, MBA
Paul J. Kaymark, CPA
Independent Auditor’s Report

Board of Directors
Vallecitos Water District
San Marcos, California

We have audited the accompanying financial statements of the Vallecitos Water District (District) as of
and for the years ended June 30, 2006 and 2005, which collectively comprise the District’s basic financial
statements as listed in the table of contents. These basic financial statements are the responsibility of the
District’s management. Our responsibility is to express an opinion on these basic financial statements
based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,
issued by the Comptroller General of the United States. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the basic financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the basic financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall basic financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the basic financial statements referred to above present fairly, in all material respects, the
respective financial position of the Vallecitos Water District as of June 30, 2006 and 2005, and the
respective changes in net assets and cash flows for the years then ended in conformity with accounting
principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued a report dated September 30,
2006 on our consideration of the District’s internal control over financial reporting and our tests of its
compliance with certain provisions of laws, regulations, contracts, grant agreements and other matters.
The purpose of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on the internal
control over financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards and should be read in conjunction with this report in
considering the results of our audit.

Management’s discussion and analysis and the Schedule of Funding Progress are not required parts of the
basic financial statements but are supplementary information required by the Governmental Accounting
Standards Board. We have applied certain limited procedures, which consisted primarily of inquiries of
management regarding the methods of measurement and presentation of the required supplementary
information. However, we did not audit this information and express no opinion on it.

Our audits were conducted for the purpose of forming an opinion on the financial statements that
collectively comprise the District’s basic financial statements. The supplementary information section is
presented for purposes of additional analysis and is not a required part of the basic financial statements.
The supplementary information has not been subjected to the auditing procedures applied in the audit of
the basic financial statements and, accordingly, we express no opinion on it.

September 30, 2006 %'\\ C/Q C;m A
Cypress, California
1 ’&1 - -§N~ ~ G T"Q"’?‘*\

Member of: American Institute of Certified Public Accountants ® California Society of Certified Public Accountants
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Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005

Our discussion and analysis of the Vallecitos Wdbestrict's financial performance provides an
overview of the District's financial activities fahe fiscal year ended June 30, 2006. Management's
Discussion and Analysis (MD&A) presents financiagilights; an overview of the accompanying
financial statements; an analysis of financial posiand results of operations; a current-to-psiear
analysis; a discussion on restrictions, commitmemd limitations; and a discussion on significant
activity involving capital assets and long-term teb

Financial Highlights

During the fiscal year ended June 30, 2006, ineasgulations and the State's budget crisis caatn
to impact the District's operations and fiscal plang. Although growth in the District's customeade
has slowed, the District continues constructionsgnificant projects that will help meet the ultima
demand within District boundaries. The followinigights for the year impacted, or have the po&tnt
to impact, the finances of the District.

The District added 492 active meters during theafigyear ended June 30, 2006 + a 2.6% percent
increase, compared to 1,117 meters (a six perpergdse) in the prior year. Growth is expected to

continue to slow into next year. The City of Saarkbs issued building permits for 1,709 residential

units in 2003, 2,321 in 2004, 1,344 in 2005, and BBough July of 2006.

During the fiscal year ended June 30, 2006, neveldpment contributed $11,748,807 in capital
assets and cash to be used to fund planned céguithlies, compared to $20,282,965 in the prior
year.

The District's employer contribution rate for the California Pulilimployees' Retirement System
(PERS) increased from 14.26% in 2004/05 to 19.1829%005/06 due to the lack of investment
earnings in PERS funds caused by a decline in maakes of interest from June 30, 2002, to June
30, 2003, the actuarial valuation dates for 200408 2005/06, respectively. Growth in District
employment and the increased PERS rate accountexd$496,264 increase in PERS contributions.
The employer contribution rate for 2006/07 is 18%83

Proposition 1A passed in November of 2004 and teduin a loss of property tax revenue of

$947,173 in the 2004/05 fiscal year, and anothdi78¥3 in the 2005/06 fiscal year. However, the
pass-through of Redevelopment Agency tax increnfremh the City of San Marcos continues to

increase. The District received a tax incremer##£2,899 for the 2004/05 fiscal year, $702,351 for
the 2005/06 fiscal year, and is projected to be2¥BB for the 2006/07 fiscal year.

On June 30, 2005, the District issued $66.7 millloertificates of Participation (COPS) to fune th
construction of a 40 million gallon reservoir, fuedpansion of the Meadowlark Reclamation Facility
(MRF), and to refund existing COPs of $23 milliohhe existing COPs were retired on July 1, 2005.
As of June 30, 2006, the Reservoir is 15% complete, and MRF is 40% complete.

Debt service of $2,011,952 included auction agewt lroker fees and auction rate interest. The
interest rate averaged 2.9% during 2005/06. Thridi made a principal payment of $1,425,000 on
July 1, 2006.

Interest earnings for 2005/06 totaled $3,485,2#Bpared to $1,272,309 in 2004/05 due to increasing
yields and the investment of bond proceeds. Bomatgeds will be spent within two years of
issuance avoiding arbitrage rebate requirements.

In July of 2006 the California Supreme Court dedide Bighorn-Desert View Water verses Verjil
(Kelley) that voters have the right to use the initiatioavpr to reduce a water rate, and agencies must
comply with notice and majority protest provisiasfsProposition 218. The impact of this ruling is
higher administrative costs, longer planning harizofor proposed rate increases, and some
uncertainty of the ability of public agencies t@aeer all costs associated with water delivery and
sewer service through user fees.



Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005

Overview of the Financial Statements

The financial statements present the financialtfwosi results of operations, and changes in cash fl
from the economic resources measurement focus tiegnaccrual basis of accounting, which is sintitar
the accounting basis used by for-profit entiti€ach financial statement is identified and defiirethis
section and analyzed in subsequent sections oMDI&A.

Statements of Net Assets

The Statements of Net Assets present the Distrficizcial position (assets and liabilities) aslohe 30,
2006, and 2005. Assets in excess of liabilitiest(Nssets) were $241,201,935 and $231,263,462 as of
June 30, 2006, and 2005, respectively. In accoelavith generally accepted accounting principles,
capital assets are recorded at historical cost.

Statements of Revenues, Expenses, and Changes irABlgets

The Statements of Revenues, Expenses, and ChamgéstiAssets present the District's results of
operations for the years ended June 30, 2006, @Dl 2Revenues are recognized (recorded) when water
or services are provided, and expenses are re@mymiben incurred. Operating revenues and expenses
are related to the District's core activities (pobmg water and related services, wastewater sesyiand
processing and delivering recycled water). Nonralireg revenues and expenses (e.g. interest income,
interest expenses, etc.) are not directly reladettie core activities of the District. The opengtioss for

the year ended June 30, 2006, of $4,792,479 is io@uilwith net non-operating revenues of $2,982,145
and capital contributions of $11,748,807 to arav¢he change in net assets of $9,938,473. The increase
in net assets is added to beginning net assets281,#63,462 to arrive at ending net assets of
$241,201,935 as of June 30, 2006.

Operating income / (loss) $ (4,792,4Y9)
Nonoperating revenues / (expenses) 2,982|145
Capital contributions 11,748,807
Change in net assets 9,938,473
Beginning net assets 231,263,462
Ending net assets $ 241,201,985

Statements of Cash Flows

The Statements of Cash Flows presents the amolingsh provided or used by the District's opemgtin
financing, and investing activities. Every casbwflhas been categorized into one of the following
activities: operating, non-capital financing, cap#énd related financing, or investing. The taththese
categories for the year ended June 30, 2006, mmseshe decrease in cash and cash equivalents of
$61,580,741, which is combined with beginning cast cash equivalents of $100,396,193, to arrive at
ending cash and cash construction of debt-finamrejects, and converted debt proceeds in money

markets.t'o non-cash-equivalent investments.. B crease in cash & cash equivalents (61,580]741)
$61.6 million decrease in cash and cash equival¢isginning cash & cash equivalents 100,396,193
is made up of the refunding, construction, awg PO —

. ) nding cash & cash equivalents $ 38,815,452
conversion of cash to investments. Investments—+a
the California Local Agency Investment Fund, Saedai County Investment Pool, open-ended money
market mutual funds, and commercial paper and ggebligations with original maturities of 90 days o
less are the only cash equivalents held by theibtigtt June 30, 2006. As of June 30, 2006, thdngn
cash and cash equivalents are represented onatesrents of Net Assets as follows:

Unrestricted cash & cash equivalents $ 15,209,p50
Cash & cash equivalents restricted - current 3,850
Cash & cash equivalents restricted - noncurrent 609189
Total cash & cash equivalents $ 38,815,452




Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005

Analysis of Financial Position and Results of Opet&ons

During the fiscal year ended June 30, 2006, cashirarestments decreased by $41.2 million to refund
existing Certificates of Participation (COPs) ammhd capital projects. The District expended, out o
bond proceeds, $23.0 million to refund existing @@ the first Twin Oaks Reservoir, $9.9 millicor f

the Meadowlark Plant expansion, and $2.6 milliontfe second Twin Oaks Reservoir. The Districhcas
funded $16.4 million for the construction and asgfion of other capital including the Encina
Wastewater Authority (EWA) building program and erpion (EWA is a JPA of which the District is a
member), Rancho Santa Fe Road improvements, th&18eros sewer interceptor, a computerized asset
management system, outfall sewer pipeline replangnamd the conversion from manual to radio-read
meters. These cash funded projects provide fodetweapacity, replacement, and operating efficesnci
that will result in long-term cost savings to thistoct.

The District received capital facility fees of $mdllion during the fiscal year ended June 30, 2006
Operating activities provided $4.4 million. ThesBict received $3.4 million in investment earniragsl
$1.4 million in property taxes and assessmentse dgerating loss of $4,792,479 includes the noh-cas
depreciation expense of $5,248,942. Depreciaidhe systematic allocation of a capital assetd tm
expense over a specified period of time.

On June 30, 2005, the District issued $66.7 milliorCOPs to fund the construction of a 40 million
gallon buried pre-stressed concrete reservoir, xghnsion of the Meadowlark Reclamation Facility,
and refund COPs of $23.0 million issued in 1998ie 1998 COPs funded construction of a 33 million
gallon reservoir and were retired on July 1, 200%e District obtained a AA rating from Fitch Ine,,
AA- from Standard & Poor's Rating Group, and pursd@ insurance to a AAA rating. Rating agencies
cited the following reasons for the favorable rgsinlocal residential and commercial growth, strang
stable financial performance, ample liquidity, higlebt service coverage levels, strong financial
flexibility given above-average income levels aond Irates, and a manageable capital plan. Thegratin
agencies expressed concerns because of the Dsstelthnce on the San Diego County Water Authority
for all water purchased, and moderate relianceapital facility fees to cover debt payments. THaRS

are seven-day auction rate certificates offeretiaity at 2%. The rate varied between 2.2 and 4.1%
(averaging 2.9%) during the 2005/06 fiscal year, while the District's ratewohreh an average invested
balance of $92.2 million averaged 3.8% with a wesdhaverage maturity of 120 days. Debt proceegls ar
expected to be expended by June 2007. Federaftagbirebate rules do not apply because all COP
proceeds will be spent within two years of issuanddanagement monitors the percentage of debt
hedged and other economic indicators and assessemtves to the variable rate financing.

Current-to-Prior Year Analysis
Analysis of Net Assets

As noted in the table on the following page, cast mvestments have decreased by $41.2 million, or
33.6% over the prior fiscal year. This spend-dalong with funds provided by capital facility fees,
operations, and property tax provided for the $30ilion, or 15.1%, increase in capital assets, tel
$19.5 million, or 19.4% reduction in liabilities e discussion above under 2Analysis of Financial
Position and Results of Operations®). Net asseteased by $9.9 million, or 4.3%, from the prieay.



Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005
Current-to-Prior Year Analysis (Continued)

Analysis of Net Assets (continued)

Vallecitos Water District©s Net Assets
Change
2006 2005 Amount %
Cash and investments $ 81,547,188 122,720,954 $ (41,173,770) -33.69
Capital assets 232,425,474 201,886,574 30,538,900 15.1¢
Other assets 8,159,886 7,083,517 1,076,369  15.2%
Total Assets 322,132,544 331,691,045 (9,558,501) -2.9%
Current liabilities 15,929,214 34,093,125 (18,163,911) -53.39%
Noncurrent liabilities 65,001,395 66,334,458 (1,333,063) -2.09%
Total Liabilities 80,930,609 100,427,583 (19,496,974) -19.4%]
Net Assets
Invested in capital assets, net of related debt 96,a118,439 178,790,513 17,227,926 9.69
Restricted 29,527,541 29,133,390 394,151 1.4%
Unrestricted 15,655,955 23,339,559 (7,683,604) -32.9%
Total Net Assets $ 241,201,93% 231,263,462 $ 9,938,473 4.3%
Vallecitos Water District The table at the left illustrates how effectively
Selected Financial Ratios the District can meet its current obligations,
2006 2005 and the margin of safety to creditors. The
_ current ratio (current assets divided by current
Current ratio 3.65 291 jigpilities) indicates that the District can pay
Quick ratio 3.58 2.88  3.65 times its current debt from current assets.
Capital assets-to-Long-term liabilities 3.58/1 3/4 However, some current assets are not easily, or
Debt-to-equity 1/298 1/2.30 will never be, converted to cash (e.g.

inventories and prepaid insurance). The quick

ratio, quick assets (cash, liquid investments, astoreceivable) divided by current liabilities, reeaes how
effectively the District can meet current obligasowith assets that are readily convertible to cabhe District
can pay 3.58 times its current obligations withetsseadily convertible to cash. The District'sremt ratio of
3.65 indicates a high degree of solvency and agtooirrent position. The Capital assets-to-Longitgabilities
ratio has increased from the prior year due toeased funding of capital projects such as the T@aks
Reservoir and Meadowlark Treatment Plan Expanddat-to-equity ratio increased from more expendsuon
projects not financed from debt proceeds.



Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005
Current-to-Prior Year Analysis (Continued)

Analysis of Revenues and Expenses

( Revenues A Expenses )
for Year Ended June 30, 2006 for Year Ended June 30, 2006
Reclaim Encina Meadow-
Property  water Pumping disposal lark plant
taxes 204 charges 8% 4%
0,
Ready-to- 4% 2% d.Tra.\Ss &
serve Invest General & Interest IStgo/u tion
H 0, (1]
charges |income Other a;f;/m 6% Other
17% 11% 1% ° 9%
Wastewtr
service Water Purchased
charges sales water
23% 40% Depreciatio 34%
\ ) 15% )

A comparative analysis of revenues and expensgsesented below. Significant and unanticipated
variances from the prior year are discussed offolfeving page.

Vallecitos Water District©s Revenues and Expenses

For Fiscal Year: Change
2006 2005 Amount %

Water sales $ 12,987,538 11,254,578 $ 1,732,960 15.4%
Wastewater service charges 7,633,921 6,423,244 1,210,677 18.8%
Ready-to-serve charges 5,581,223 4,792,034 789,189  16.5%
Investment income 3,485,275 1,272,309 2,212,966 173.9%
Property taxes 1,416,052 1,078,836 337,216 31.3%
Other revenues 1,579,221 1,521,664 57,557 3.8%
Total Revenues 32,683,230 26,342,665 6,340,565 24.1%
Purchased water 11,650,340 10,358,874 1,291,466 12.5%
Depreciation expense 5,248,942 4,885,666 363,276 7.4%
General and administrative 7,144,693 5,801,955 1,342,738 23.1%
Encina disposal 2,921,237 2,044,835 876,402  42.9%
Interest expense 2,000,800 530,434 1,470,366 277.2%
Meadowlark plant 1,504,519 1,243,025 261,494  21.0%
Transmission and distribution 899,623 676,310 223,313  33.0%
Other expenses 3,123,410 2,287,076 836,334 36.6%
Total Expenses 34,493,564 27,828,175 6,665,389 24.0%
Income / (Loss) before contributions (1,810)334 (1,485,510) (324,824) 21.9%
Capital contributions 11,748,807 20,282,965 (8,534,158) -42.1%
Change in Net Assets 9,938,473 18,797,455 (8,858,982) -47.1%
Beginning Net Assets 231,263,462 212,466,007 18,797,455 8.8%
Ending Net Assets $ 241,201,93% 231,263,462 9,938,473 4.3%




Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005

Current-to-Prior Year Analysis (Continued)
Analysis of Revenues and Expenses (continued)

The composition of revenues and expenses for tl&/@0 fiscal year is graphically illustrated on theceding
page. Water sales, ready-to-serve charges, antbwasr service charges continue to be the maincesuof
revenue funding District operations. Water sales @mmodity charges assessed to cover the vartaists of
purchasing and delivering water to customers. Reéaderve charges are intended to cover fixedscstthe
wholesale water rate, and costs related to beitggtalprovide water to customers.

Increases in water sales, wastewater service chargady-to-serve charges, and purchased water
were anticipated due to increased customers aredimateases (10.9% in ready-to-serve effective

August 1, 2005, eight-cent per-unit wholesale cowitgoincrease passed through January 1, 2006,
and an 8.8% sewer service charge increase effeldiveary 1, 2006).

Investment income increased because of highergjieldreased invested balance, and an increase in
fair market value. The 2005/06 yield averaged 3@&%%an average investment balance of $92.2
million, as opposed to 2.2% in the previous yeaaomverage investment balance of $53.4 million.

Increases in property values and property exchaafyéisuted to the increase in property taxes.

While the percentage change in other revenues mal, 2 $280,379, or 80% decline in annexation
fees was offset by a $200,179, or 66% increasaumping charges (from higher than anticipated
demand within the District's pump zones) and insesain delinquent, lock, unlock, and other charges
anticipated from growth and rate increase. Thdimedén annexation fees was anticipated as there
become fewer parcels contiguous to District bouieddikely to annex.

The increase in general and administrative expeng@s due to an anticipated increase in

administrative salaries and district-wide benedits$1,164,710 due to an increase in the number of
employees, scheduled step and COLA increases,n@ngased benefit costs. The remainder of the
increase from the prior year was due to increageggoty and liability insurance premiums, an

increase in outside services, and other inflatipivareases.

The District is a member of the Encina Wastewatetharity (EWA) and pays operating and
administrative costs for its share of effluent senaind processed by EWA. Encina disposal costs
also include depreciation of to the District's istteent in EWA determined by the change in the
allocated share of net assets after backing outatagntributions ($807,419 in 05/06pperating
costs also include extra time and resources withthe source control program for industries lodate
in the District's boundaries.

The interest expense increase reflects the Jun20®®, issuance of $66.7 million in Certificates of
Participation compared to an outstanding balanc®28{4 million throughout the prior year. The
average rate of interest throughout 05/06 was Z&#tpared to 2.2% in the prior year.

The Meadowlark plant cost increase was mostly gatied in the budget and mainly due to increased
chemical and labor costs

The Transmission and distribution cost increaseamtisipated in the budget and due to nonrecurring
projects scheduled for 2005/06.

The increase in other costs is mainly attributable $546,108 decrease in overhead recorded against
capital projects. Overhead is subtracted from afjpey income and added to the capital costs of
projects. Less labor hours were recorded agamgtgis in the 2005/06 fiscal year.

The 2005/06 decrease in capital contributions {ahfacility fees and developer contributed assets
and deposits) was caused by a slow-down in growtthé San Marcos area as discussed in the
Financial Highlights.



Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005

Restrictions, Commitments, and Limitations
2005 Certificates of Participation

On June 30, 2005, the District issued $66,700,00Certificates of Participation (COPSs) to refinance
1998 COPs, construct an additional 40 million galburied pre-stressed concrete reservoir at the Twi
Oaks site, and expand and improve the MeadowladiaRetion Facility. Any funds held with the fiscal
agent are pledged as security. The only amourts wigh the fiscal agent are the weekly interest
payment (which averaged $40,000 during 2005/06) paimciple payments deposited for disbursement to
bondholders, and any accrued interest. As of 30006, the fiscal agent held $1,477,522 to pay t
July 1, 2006 principle payment of $1,425,000, ty plae weekly interest payment of $52,520, and
accrued interest of $2. The 2005 COPs are auctitsn aertificates with the rate changing and interes
payments due weekly. The District is required tepawy principal amounts before the maturity date of
July 1, 2035. The first principal payment for £5400 was paid July 1, 2006. The next principle
payment of $1,450,000 is due July 1, 2007. Thé&2ZDOPs are payable from the net combined water and
sewer revenues of the District. The net revengeirement is 1.15 times debt service. The Dissrict
2005/06 net revenue was 5.29 times debt service.

Capital Facility Fees

The District collects capital facility fees fromwedevelopment and increased demands from existing
customers, maintains the collected fees in sepéuatks (one for water and one for wastewater), es

the funds exclusively to provide capacity to senev development and fund future construction of
facilities identified in the District's Master Plan As of June 30, 2006, the balances of cash and
investments held in the capacity funds were $16(&88for water and $12,806,464 for wastewater.e(Th

District maintains separate funds for specific msgs. Funds are combined for financial statement
presentation.)

Capital Projects

The following budgeted projects have been contchfiie at least the design phase before the 2006lfis
year end:

Project Description 2006 Budget Spent Remaining
Meadowlark treatment plant expansion $ 25,985,080 11,718,156 $ 14,266,384
Twin Oaks Reservoir #2 21,000,000 2,530,174 18,469,82
San Marcos interceptor sewer line 8,900,000 3,232,001 5,667,99
Encina Wastewater Authority expansion and capitals ,57B800 2,574,750 3,003,05
Rancho Santa Fe Rd relocations & improvements 30880, 1,999,863 1,830,13
Meadowlark Tank #s 3 & 4 3,016,762 196,519 2,820,24
North Twin Oaks Reservoirs 2 and 3 2,300,000 262,206 2,037,79
Automated meter reading conversion 2,178,000 1,198,652 979,34
Wulff Reservoir #2 and 8" pipeline 2,150,000 43,799 2,106,20
Solar car port covers 1,744,200 829,156 915,04
Wulff Pump Station upgrade 1,445,000 775,855 669,14

The budget amounts above indicate the amount patexl for completion of the projects. For some of
these projects the District has only committechsdesign phase through contractual obligatiors tlae
construction has not yet been through the biddiogegss.



Vallecitos Water District
Management's Discussion and Analysis
For the Years Ended June 30, 2006 and 2005

Capital Assets and Long-Term Debt

Accelerated development in the San Elijo Hills atloer areas has resulted in significant contrilmgtito
the District's infrastructure. The following regents the most significant additions to capitaketsss
during the year ended June 30, 2006, which wegehathe result of such development:

Water service lines $ 2,166,140
Sewer laterals 1,999,049
Sewer mains 1,761,978
Water meters 1,525,712
Water transmission and distribution mains 1,212,134
Pump stations 846,200

The $66.7 million in COPs issued to refinance 1€98Ps, construct a 40 million gallon reservoir, and
expand the Meadowlark Reclamation Facility is thiy dong-term debt owed by the District.

Economic Factors and Next Year's Budget and Rates
The District considered the following economic astin establishing 2006/07 budget amounts and:rate

Continued growth - the District anticipates addi8g8 meters and six additional employment
positions in the 2007 fiscal year,

The need for improved and expanded facilities,

Increased costs of employee benefit programs,

Increases to wholesale water rates,

The rising costs of medical insurance, and

Restoration of property tax revenue after lossestduProposition 1A.
As a result of these factors, the 2006/07 budgstidtes:

Increased water sales and water purchases fromtlyrand wholesale rate increases offset by
decreased water demand per customer due to highjected rainfall,

An eight percent increase in salaries expense aaglditional hires, cost of living adjustments, and
step increases,

A ten percent increase in the cost of employeefiisrfeom the increased salary base and increased
costs of insurance and retirement benefits, and

$78.2 million in budgeted capital expenditures|uding $61,358,100 in expansion costs.
Contacting the District's Financial Management

This financial report is designed to give rate payeustomers, investors, and creditors a general
overview of the District's finances and to demoatdrthe District's accountability for the money it
receives and the stewardship of the facilitiesaintains. If you have questions about this reporeed
additional information, contact the Vallecitos Waf®istrict's Finance Department, 201 Vallecitos de
Oro, San Marcos, CA 92069, call (760) 744-04604isit our website at www.vwd.org.
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Vallecitos Water District
Statements of Net Assets
June 30, 2006 and 2005

Assets 2006 2005
Current assets:
Cash and cash equivalents (note 2) $ 15,209,250 $ 17,402,962
Restricted cash and cash equivalents (note 2) 3,746,063 66,382,364
Investments (note 2) 33,362,817 10,177,773
Accounts receivable:
Water and wastewater sales and services, net3hot 3,349,221 2,985,288
Taxes and assessments 831,638 770,686
From other governmental entities 29,801 432,807
Other 452,521 33,652
Accrued interest receivable 440,708 153,672
Current portion of note receivable (note 6) 78,324 74,240
Inventories 507,094 527,158
Prepaid expenses 182,135 146,232
Total current assets 58,189,572 99,086,834
Non-current assets:
Restricted cash and cash equivalents (note 2) 19,860,139 16,610,867
Restricted investments (note 2) 9,368,915 12,146,988
Restricted accrued interest receivable 307,761 183,067
Note receivable from City of San Marcos, net ofenir portion (note 6) 1,205,052 1,283,376
Debt issuance costs, net (note 7) 538,214 493,339
Deferred charges from debt retirement, net (note 8) 237,417 -
Investment in Encina Wastewater Authority capitsiets (note 5) 16,049,383 13,604,729
Capital assets not being depreciated (note 4) 49,020,447 27,807,797
Net capital assets being depreciated (note 4) 167,355,644 160,474,048
Total non-current assets 263,942,972 232,604,211
Total assets 322,132,544 331,691,045
Liabilities
Current liabilities:
Accounts payable 10,317,281 6,250,718
Accounts payable from restricted assets 9,276 7,955
Accrued compensation 1,124,809 901,567
Construction & service deposits 3,000,328 3,487,936
Accrued interest payable from resrticted assets 52,520 44,949
Current portion of long term debt (note 9) 1,425,000 23,400,000
Total current liabilities 15,929,214 34,093,125
Non-current liabilities:
Deposit from San Marcos Unified School District 189,400 189,400
Certificates of participation, net of amortizedodignt & current portion (note 9) 64,811,995 66,145,058
Total non-current liabilities 65,001,395 66,334,458
Total liabilities 80,930,609 100,427,583
Net Assets
Invested in capital assets, net of related delbé (bo) 196,018,439 178,790,513
Restricted for future capital facilities 29,527,539 28,932,967
Restricted for debt service 2 200,423
Unrestrictel 15,655,955 23,339,559
Total net assets $ 241,201,935 $ 231,263,462

See accompanying notes to the financial statements
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Vallecitos Water District
Statements of Revenues, Expenses and Changes in Nesets
For the Years Ended June 30, 2006 and 2005

2006 2005
Operating revenues
Water sales $ 12,987,538 $ 11,254,578
Wastewater service charges 7,633,921 6,423,244
Ready-to-serve charges 5,581,223 4,792,034
Reclaimed water sales 615,158 588,084
Pumping charges 505,073 304,894
Other services and abatements 377,372 277,041
Total operating revenues 27,700,285 23,639,875
Operating expenses:
Purchased water 11,650,340 10,358,874
General and administrative 7,144,693 5,801,955
Encina disposal 2,921,237 2,044,835
Meadowlark wastewater treatment plant 1,504,519 1,243,025
Transmission and distribution 899,623 676,310
Engineering 631,686 560,565
Customer accounts 510,861 474,699
Pumping 460,047 495,853
Collection and conveyance 669,281 492,896
Buildings and grounds 332,546 377,930
Equipment and vehicles 282,503 261,720
Meter reading and repairs 139,806 138,908
Tanks and reservoirs 196,737 152,886
Water quality and treatment 143,327 121,099
Other wastewater operating expenses 192,248 192,727
Other water operating expenses 177,411 133,203
Total operating expenses 27,856,865 23,527,485
Operating income before overhead absorption (15p,580 112,390
Overhead absorption 613,043 1,159,151
Operating income before depreciation and amoizati 456,463 1,271,541
Depreciation and amortizatio (5,248,942) (4,885,666)
Operating loss (4,792,479) (3,614,125)
Non-operating revenues (exepnses):
Property taxes 1,416,052 1,078,836
Investment income 3,485,275 1,272,309
Annexation fees 71,266 351,645
Interest expense (2,000,800) (530,434)
Other, net 10,352 (43,741)
Total non-operating revenues and expenses 2,982,145 2,128,615
Loss before capital contributions (1,810,334) (1,485,510)
Capital contributions 11,748,807 20,282,965
Change in net assets 9,938,473 18,797,455
Net assets, beginning of year 231,263,462 212,466,007
Net assets, end of year $ 241,201,935 % 231,263,462

See accompanying nhotes to the financial statements



Vallecitos Water District
Statements of Cash Flows

For the Years Ended June 30, 2006 and 2005

Cash flows from operating activities:
Receipts from water and wastewater customers
Payments for water
Payments for services and supplies
Payments for employee wages, benefits and relass ¢

Net cash provided by operating activities

Cash flows from non-capital financing activities:
Receipts from taxes and assessments

Net cash provided by non-capital financing actésti

Cash flows from capital and related financing atiés

Receipts from annexation fees

Acquisition and construction of utility plant

Proceeds from certificates of participation

Proceeds from disposal of capital assets

Principal paid on long term debt

Payments for costs of debt issuance

Deferred charges from debt retirement

Interest payments on long-term debt

Investment in Encina Wastewater Authority

Capacity fees received

Net cash provided by capital and related finaneictyvities
Cash flows from investing activities
Purchase of investments
Proceeds from sale, call and maturity of investment
Interest received
Collections on note receivable from City of San bter

Net cash used by investing activities
Net increase in cash and cash equivalents

Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of year

Reconciliation of cash and cash equivalents t@stant of net assets:

Cash and cash equivalents
Restricted cash and cash equivalents - current
Restricted cash and cash equivalents - non-current

Total cash and cash equivalents

Reconciliation of operating loss to net cash preditly operating activities:

Net cash provided by operating activities:
Operating income (loss)

Adjustments to reconcile operating income to nehgarovided by operating activities:

Depreciation expense
Changes in operating assets and liabilities:

Accounts receivable from water and wastewater saldsservices

Accounts receivable from other governmental erstitie
Accounts receivable - other
Inventories
Prepaid expenses
Investment in Encina Wastewater Authority
Accounts payable
Accrued compensation
Construction and service deposits
Net cash provided by operating activities
Noncash investing, capital and financing activities
Contributions of assets by developers
Amortization related to long-term debt
Unrealized appreciation (depreciation) of investtaen

See accompanying notes to the financial statements
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2006 2005
$ 26832881 $ 24,305,799
(11,763,238)  (9,036,620)
(578,113) (2,412,134)
(10,137,117) _ (8,506,590)
4,354,413 4,350,455
1,362,776 921,381
1,362,776 921,381
71,266 351,645
(28,856,369)  (8,478,655)
- 66,225,139
2,346 11,504
(23,400,000) (400,000)
(44,875) (316,630)
(237,417) -
(1,993,229) (505,897)
(2,936,042) (4,245,571)
7,253,851 8,801,002
(50,140,469) 61,442,537
(216,097,113)  (16,336,614)
195,789,593 10,006,110
3,075,819 1,143,786
74,240 70,369
(17,157,461)  (5,116,349)
(61,580,741) 61,598,024
100,396,193 38,798,169
$ 38815452 $ 100,396,193
$ 15209250 $ 17,402,962
3,746,063 66,382,364
19,860,139 16,610,867
$ 38815452 $ 100,396,193
$  (4,792,479)$  (3,614,125)
5,248,942 4,885,666
(363,933) (182,187)
403,006 (233,464)
(418,869) (13,372)
20,064 (83,249)
(35,903) (8,596)
807,419 231,508
3,750,532 2,148,766
223,242 124,561
(487,608) 1,094,947
$ 4354413 $ 4,350,455
$ 4,019,555 $ 11,010,197
$ 9,708 $ 9,877
$ 60,351 $ 33,897




Vallecitos Water District
Notes to the Basic Financial Statements
For the Years Ended June 30, 2006 and 2005

(1) Reporting Entity and Summary of Significant Accountirg Policies
A. Organization and Operations of the Reporting Entty

The Vallecitos Water District was organized in Mamf 1955 under the provisions of the California
Water Code. By Board action in 1989, the Distsigctame changed from the San Marcos County Water
District to the Vallecitos Water District. The [ist was organized to finance, construct, operate]
maintain a water and wastewater system servingopsrof northern San Diego County. Currently, the
District services approximately 29,000 acres amyides water and wastewater service to the Ciyaf
Marcos, portions of the cities of Escondido andl¢bed, and portions of surrounding unincorporated
areas.

The criteria used in determining the scope of tharicial reporting entity is based on the provisiaf
Governmental Accounting Statements No. THe Financial Reporting Entitygnd No. 39Determining
Whether Certain Organizations Are Component U@ts amendment of No. 14). The District is the
primary governmental unit based on the foundatioa separately elected governing board that isgetec
by the citizens in a general popular election. Congmt units are legally separate organizationsvfich
the elected officials of the primary government filancially accountable. The District is finantyal
accountable if it appoints a voting majority of theganization's governing body and: 1) It is abde t
impose its will on that organization, or 2) Thesea potential for the organization to provide sfieci
financial benefits to, or impose specific finandardens on, the primary government.

The Vallecitos Water District Financing Corporati@orporation) was incorporated in March 1998. The
Corporation is a California nonprofit public beneforporation formed to assist the District by ddqg,
constructing, operating and maintaining facilitiequipment, or other property needed by the Disaricl
leasing or selling such property to the Districdaais such has no employees or other operations.
Although the Corporation is legally separate, iniduded as a blended component unit of the Ristas

it is in substance part of the District's operatiohlo separate financial statements are preparethdo
Corporation.

B. Basis of Accounting and Measurement Focus

The District reports its activities as an entemgpiisnd and accounts for operations that are firdacel
operated in a manner similar to a private busieessrprise. The intent of the District is to pravidater,
wastewater and recycled water services to its muest® on a continuing basis and finance or recovstisc

of providing services primarily through user chargeater and wastewater sales and services). Resenu
and expenses are recognized on the full accruds lodisaccounting. Revenues are recognized in the
accounting period in which they are earned andmsgeare recognized in the period incurred, regssdl
of when the related cash flows take place.

Operating revenues, such as water and wastewd#ésr aad services, result from exchange transactions
associated with the principal activity of the Disttr Exchange transactions are those in which gacty
receives and gives up essentially equal values-dyp@nating revenues, such as investment incomelt res
from non-exchange transactions, in which, the Risgives or receives value without directly redeg/

or giving value in exchange.

C. Financial Reporting

The District's basic financial statements are pnése in conformance with the provisions of
Governmental Accounting Standards Board (GASBje&tant No. 342Basic Financial Statements +
and Management's Discussion and Analysis * foreSaaid Local GovernmentdGASB No. 34). This
statement established revised financial reportaggirements for state and local governments throuwigh
the United States for the purpose of enhancingutigerstandability and usefulness of financial repor
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(1) Reporting Entity and Summary of Significant Accountirg Policies, continued
C. Financial Reporting, continued

GASB No. 34 and its related GASB pronouncementsigeofor a revised view of financial information
and restructure the format of financial informatiprovided prior to its adoption. A statement of net
assets replaces the balance sheet and reports, diedalities, and the difference between themmaes
assets, not equity. A statement of revenues, ergesrsd changes in net assets replaces both thmenco
statement and the statement of changes in retaaedngs and contributed capital. GASB No. 34 also
requires that the statement of cash flows be pegpasing the direct method. Under the direct method
cash flows from operating activities are presefgdiajor categories.

Under GASB No. 20, enterprise funds, such as ttstribi, have the option of consistently following o
not following pronouncements issued by the Findns@ounting Standards Board (FASB) subsequent
to November 30, 1989. The District has elected toofollow FASB standards issued after that date,
unless such standards are specifically adoptedAfyB>

D. Implementation of New Governmental Accounting Sindards Board Statements
Governmental Accounting Standards Board Statemert. M6

In December 2004, GASB issued Statement No.N&, Assets Restricted by Enabling Legislation, an
amendment of GASB Statement No.GASB Statement No. 34 requires that limitationglee use of net
assets imposed by enabling legislation be repaseckstricted net assets. In the process of agptiis
provision, some governments have had difficulteipteting the requirement that those restrictioas b
dlegally enforceable.® The confusion over this maahas resulted in a diversity of practice that has
diminished comparability. This statement clarififsat a legally enforceable enabling legislation
restriction is one that a party external to a gowernt + such as citizens, public interest groupsh®
judiciary £ can compel the government to honor.sTéiatement also specifies the accounting and
financial reporting requirements if new enablingi$dation replaces existing enabling legislationifor
legal enforceability is reevaluated. Finally, thtatement requires governments to disclose théopaot

net assets that are restricted by enabling legislathe District has noted no new restrictiongiabling
legislation applicable in fiscal year 2006.

Governmental Accounting Standards Board Statemerat. M7

In June 2005, GASB issued Statement No. A@counting for Termination Benefit¥his statement
establishes accounting standards Votuntary and involuntary termination benefits. There were no
voluntary or involuntary termination benefits acotad for in fiscal year 2006.

E. Assets, Liabilities, and Net Assets
1. Use of Estimates

The preparation of the basic financial statememtsonformity with generally accepted accounting
principles requires management to make estimatgésissumptions that affect the reported amounts
of assets and liabilities and disclosures of caetimtt assets and liabilities at the date of thenfired
statements and the reported changes in net aasatg dhe reporting period. Actual results could
differ from those estimates.
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(1) Reporting Entity and Summary of Significant Accountirg Policies, continued
E. Assets, Liabilities, and Net Assets, continued
2. Cash and Cash Equivalents

Substantially all of the District's cash is invasdta interest bearing accounts. The District coers
all highly liquid investments with an original maturity of three months or less to beqasfalents.

3. Investments and Investment Policy

The District has adopted an investment policy dingcthe Treasurer to deposit funds in financial
institutions.

Changes in fair value that occur during a fiscarere recognized as investment income reported for
that fiscal year. Investment income includes gdeearnings, changes in fair value, and any gains
losses realized upon the liquidation or sale oéstments.

4. Accounts Receivable and Allowance for Uncollectible Accounts

The District extends credit to customers in themmarcourse of operations. When management
deems customer accounts uncollectible, the Disiges the allowance method for the reservation and
write-off of those accounts.

5. Federal and State Capital and Operating Grants

If a grant agreement were approved and eligibleeedjtures were incurred, the amount is recorded

as a capital or operating grant receivable on tla¢emment of net assets and as capital grant

contribution or operating grant revenue, as apfabgron the statement of revenues, expenses and
changes in net assets.

6. Property Taxes and Assessments

Property taxes and assessments are billed by thetof San Diego to property owners. The
District's property tax calendar is as follows:

Lien date January 1
Levy date July 1
Due date
First installment November 1
Second installment February 1
Delinquent date
First installment December 10
Second installment April 10

Taxes and assessments receivable of $831,638 &0d686 have been reduced by an allowance for
estimated uncollectible taxes of $11,329 and $9a884une 30, 2006 and 2005, respectively.

7. Water-In-Storage Inventory

The District owns the water within its transmissiand distribution system. This water has been
recorded on the District's books at the cost atcithe water was purchased using the FIFO method.

8. Materials and Supplies Inventory

Materials and supplies inventory consists primawly water meters, pipe and pipefittings for
construction and repair to the District's watemsmission and distribution system and wastewater
system. Inventory is valued at cost using a weighaverage cost method. Inventory items are
charged to expense or work-in-process at the tivatimdividual items are withdrawn from inventory
or consumed.

15



Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(1) Reporting Entity and Summary of Significant Accountirg Policies, continued
E. Assets, Liabilities, and Net Assets, continued
9. Prepaid Expenses

Certain payments to vendors reflects costs or despagplicable to future accounting periods and are
recorded as prepaid items in the basic financiéstents.

10. Restricted Assets

Certain assets of the District are restricted i lng law or debt covenant and, accordingly are show
as restricted assets on the accompanying stateafenet assets. Certificates of Participation
construction funds set aside from Certificates atiBipation proceeds are restricted for constoucti
projects. The District uses restricted resourqasyr to using unrestricted resources, to pay
expenditures meeting the criteria imposed on tieeofisestricted resources by a third party.

11. Capital Assets

Capital assets acquired and/or constructed ar¢atiapd at historical cost. District policy has #He
capitalization threshold for reporting capital asse $2,500. Donated assets are recorded at éstima
fair market value at the date of donation. Upoirestent or other disposition of capital assets, the
cost and related accumulated depreciation are redhfvem the respective balances and any gains or
losses are recognized. Depreciation is recordeal simight-line basis over the estimated usefelsliv

of the assets as follows:

Transmission and distribution system 10 - 75 years
Wastewater system 5-50 years
Buildings 50 years
Transportation equipment 8 - 15 years
Field and shop equipment 5-20years
Office equipment 5-10 years

12. Encina Wastewater Authority

The District's participation in the Encina WastearatAuthority (EWA) is included in the
accompanying financial statements. The Districtieestment in EWA is capitalized as a percentage
of ownership of current year capital expenditunesuired by EWA. Ownership percentages are
determined by joint agreements at the time thetasse acquired.

13. Deferred Charges

The deferred charges are from bond issuance cdoatswill be amortized using the straight-line
method over the remaining life of the respectivetdervice.

14. Compensated Absences

The District's personnel policies provide for acauation of vacation and sick leave. Liabilities fo
vacation and sick leave are recorded when benafédsearned. Cash payment equal to 100% of
unused vacation and 25% or 50% of sick leave, diipgron length of service, is available upon
retirement or termination.

15. Construction Advances and Deposits

Construction advances represent deposits receivadliof construction, which are refundable if the
applicable construction does not take place. Qocisbn advances are transferred to contributed
capital when the applicable construction projeciosipleted.

(1) Reporting Entity and Summary of Significant Accountirg Policies, continued
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

E. Assets, Liabilities, and Net Assets, continued
16. Net Assets
The financial statements utilize a net assets ptaten. Net assets are categorized as follows:

Net Investment in Capital Assetst This component of net assets consists of cegtsts,
net of accumulated depreciation and reduced bydaby outstanding against the acquisition,
construction or improvement of those assets.

Restricted Net Assetst This component of net assets consists of conttrplaced on net
assets use through external constraints imposedeljtors, grantors, contributors, or laws or
regulations of other governments or constraintsosed by law through constitutional
provisions or enabling legislation.

Unrestricted Net Assetst This component of net assets consists of netsaisa do not
meet the definition ofestrictedor net investment in capital assets

F. Water and Wastewater Sales and Services

Water and wastewater sales and services are biledmonthly cyclical basis. Estimated unbilled evat
revenue through June 30 has been accrued at year-en

G. Capital Contributions

Capital contributions represent cash and capitsétagdditions contributed to the District by prdper
owners, granting agencies or real estate develajesising services that require capital expenditune
capacity commitment.

H. Economic Dependency

The District purchases virtually all of its wateorn the San Diego County Water Authority. A sustdl
interruption of this source could impact the Didtriegatively.

I. Budgetary Policies

The District adopts an annual budget for plannoaptrol, and evaluation purposes. Budgetary control
and evaluation are affected by comparisons of actv@nues and expenses with planned revenues and
expenses for the period. Encumbrance accountingptisused to account for commitments related to
unperformed contracts for construction and services
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005
(2) Cash and Investments

Cash and investments as of June 30, are classifide: accompanying financial statements as follows

2006 2005
Cash and cash equivalents $ 15,209,250 17,402,962
Restricted cash and cash equivalents * currenioport 3,746,063 66,382,364
Investments + current portion 33,362,817 10,177,773
Restricted cash and cash equivalents + noncurgetiop 19,860,139 16,610,867
Restricted investments 9,368,915 12,146,988
Total Cash and Investments $ 81,547,184 122,720,954
Cash and investments as of June 30, consist dbtlosving:
2006 2005
Cash on hand $ 1,700 1,700
Deposits with financial institutions 190,228 205,905
Investments 81,355,256 122,513,349
Total cash and investments $ 81,547,184 122,720,954

Investments Authorized by the California Governme@ode and the District's Investment Policy

The table below identifies the investment types #ina authorized by the District in accordance wlith
District's investment policy, which is more restive than the California Government Code. The table
also identifies certain provisions of the Districthvestment policy that address interest rate degdit
risk, and concentration of credit risk. This tattees not address investments of debt proceedsbleld
bond trustees that are governed by the provisidrdebt agreements of the District, rather than the
general provisions of the District's investmentippl

Maximum
Maximum Investment
Authorized Maximum Percentage in One
Investment Type Maturity Of Portfolio  Issuer/Institution
U.S. Treasury Obligations 5 years 75% None
U.S. Agency Securities 5 years 40% 25%
Commercial Paper 270 days 10% 10%
Negotiable Certificates of Deposit 4 years 5% 5%
Non-negotiable Certificates of Deposit 1 year 20% 20%
Repurchase Agreements 1 year 10% 10%
San Diego County Pooled Investment Funds N/A 20% 20%
Local Agency Investment Fund (LAIF) N/A 65% None
Savings Accounts N/A 10% 10%
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(2) Cash and Investments, continued
Investments Authorized by Debt Agreements

Investment of debt proceeds are governed by pangsof the debt agreements, rather than the general
provisions of the California Government Code or Bistrict's investment policy. Appendix B of the
official statements note the investment types #rat authorized for investments and identifies aerta
provisions of these debt agreements that addrés®at rate risk, credit risk and concentratiorcreidit

risk. The debt agreement for the 1998 Twin Oakdifidates of Participation authorizes the bondtea

to invest in money market funds. The District ntaiims and invests the 2005 Certificates of Padibim

debt proceeds in accordance with debt covenants.

Custodial Credit Risk

Custodial credit risk fodepositsis the risk that, in the event of the failure ofl@pository financial
institution, a government will not be able to reepits deposits or will not be able to recover atgtal
securities that are in the possession of an oupsidg. The custodial credit risk forvestmentss the risk
that, in the event of the failure of the countetpée.g., broker-dealer) to a transaction, a govemt will
not be able to recover the value of its investmamtollateral securities that are in the possession
another party. With respect to investments, cuatodiedit risk generally applies only to direct
investments in marketable securities. Custodialitresk does not apply to a local government'siiedt
investment in securities through the use of muiwradls or government investment pools (such as LAIF)

The District's investment policy considers aversiorcustodial credit risk by requiring all partiaits in

the investment process to invest no more than 2b5%egoortfolio with one financial institution, witthe
exception of LAIF, the U.S. Treasury and funds axbeal or in trustee accounts for project constractio
The California Government Code requires that anfife institution secure deposits made by state or
local governmental units by pledging securitiesaim undivided collateral pool held by a depository
regulated under state law (unless so waived bytwernmental unit). The market value of the pledged
securities in the collateral pool must equal astiedl0% of the total amount deposited by the public
agencies. California law also allows financial itugions to secure District deposits by pledgingtfirust
deed mortgage notes having a value of 150% of ¢ksared public deposits. The District had deposits
with bank balances of $642,188 and $370,551 asimé 30, 2006 and 2005, respectively. Of the bank
balances, up to $100,000 is federally insured &edrémaining balance is collateralized in accordanc
with the Code; however, the collateralized seasifire not held in the District's name.

Investment in State Investment Pool

The District is a voluntary participant in the Lbéaency Investment Fund (LAIF) that is regulated b
the California Government Code under the oversiglihe Treasurer of the State of California. Thie fa
value of the District's investment in this poolnsported in the accompanying financial statements a
amounts based upon the District's pro-rata shathefair value provided by LAIF for the entire LAI
portfolio (in relation to the amortized cost of tip@rtfolio). The balance available for withdraviebased

on the accounting records maintained by LAIF, whaoh recorded on an amortized cost basis.
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(2) Cash and Investments, continued
San Diego County Pooled Investment Fund

The San Diego County Pooled Investment Fund (SDCBI& pooled investment fund program governed
by the County of San Diego Board of Supervisorg administered by the County of San Diego
Treasurer and Tax Collector. Investments in SDGR&highly liquid as deposits and withdrawals can b
made at anytime without penalty. SDCPIF does n@oge a maximum investment limit; however, the
District's investment policy limits investment ilD€PIF to 20% of the District's total portfolio.

The County of San Diego's bank deposits are efeelerally insured or collateralized in accordanigé w
the California Government Code. Pool detail is ueld in the County of San Diego Comprehensive
Annual Financial Report (CAFR). Copies of the CARRY be obtained from the County of San Diego
Auditor-Controller's Office + 1600 Pacific Coastdhiway + San Diego, CA 92101.

Interest Rate Risk

Interest rate risk is the risk that changes in riaikterest rates will adversely affect the faitueaof an
investment. Generally, the longer the maturity miravestment, the greater the sensitivity of iis ¥alue

to changes in market interest rates. The Distrahages interest rate risk by limiting terms of stneent

as noted in the Authorized Investment Type on pb8e The District also manages its exposure to
interest rate risk by purchasing a combinationhairger term and longer term investments and byntgmi
cash flows from maturities so that a portion of gwetfolio matures or comes close to maturity eyenl
over time as necessary to provide requirementscésh flow and liquidity needed for operations.
Information about the sensitivity of the fair vaduef the District's investments to market interese
fluctuations is provided by the following table tishows the distribution of the District's investnte by
maturity date:

Maturities of investments at June 30, 2006, af®limvs:

Remaning Maturity (in Months)

12 Months 13to 24 25-60
Investment Type Total Or Less Months Months
U.S. Treasury bills $ 4,974,834 4,974,834 - -
Federal Home Loan Bank 17,876,015 15,908,515 1,967,500 -
Federal Farm Credit Bank 1,472,345 494,845 977,500 -
Federal Home Loan Mortgage Corporation 3,951,340 3,951,340 - -
Federal National Mortgage Association 7,899,810 6,928,250 - 971,560
Certificates of Deposit 1,095,097 998,051 97,046 -
Commercial paper 7,980,160 7,980,160 - -
Local Agency Investment Fund (LAIF) 33,233,355 33,233,355 - -
San Diego County Investment Pool 1,394,775 1,394,775 - -
Held by bond trustee:
Money market funds 1,477,525 1,477,525 - -
Total $ 81,355,256 77,341,650 3,042,046 971,560
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(2) Cash and Investments, continued
Maturities of investments at June 30, 2005, afelémvs:

Remaning Maturity (in Months)

12 Months 13t0 24 25-60
Investment Type Total Or Less Months Months
U.S. Treasury bills $ 1,988,029 1,988,029 - -
Federal Home Loan Bank 9,925,000 6,955,630 1,979,060 990,310
Federal Farm Credit Bank 3,979,070 2,984,070 - 995,000
Federal Home Loan Mortgage Corporation 986,590 986,590 - -
Federal National Mortgage Association 1,983,440 - 980,940 1,002,500
Certificates of Deposit 497,102 299,012 99,323 98,767
General Electric commercial paper 2,965,530 2,965,530 - -
Money market funds + bond proceeds 42,936,731 42,936,731 - -
Local Agency Investment Fund (LAIF) 25,649,888 25,649,888 - -
San Diego County Investment Pool 8,156,336 8,156,336 - -
Held by bond trustee:
Money market funds 23,445,633 23,445,633 - -
Total $ 122,513,349 116,367,449 3,059,323 3,086,577
Credit Risk

Generally, credit risk is the risk that an issuka investment will not fulfill its obligation tthe holder

of the investment. This is measured by the assighmiea rating by a nationally recognized statatic
rating organization. Presented below is the mininmating required by (where applicable) the Califarn
Government Code, the District's investment polioy,debt agreements, and the actual rating as of yea
end for each investment type.

Credit ratings of investments as of June 30, 2@@8e as follows:

Minimum Exempt Rating as of Year End
Legal From Not
Investment Types Total Rating Disclosure AAA AA+ Rated
U.S. Treasury bills $ 4,974,834 N/A $ 4,974,834 -
Federal Home Loan Bank 17,876,015 AA+ - 17,876,015
Federal Farm Credit Bank 1,472,345 AA+ - 1,472,345
Federal Home Loan Mortgage Corporation 3,951,340 AA+ - 3,951,340
Federal National Mortgage Association 7,899,810 AA+ - 7,899,810
Certificates of Deposit 1,095,097 N/A - 1,095,097 -
Commercial paper 7,980,160 AA+ - - 7,980,160 -
Local Agency Investment Fund (LAIF) 33,233,355 N/A - 33,233,355
San Diego County Investment Pool 1,394,775 N/A - 1,394,775 -
Held by bond trustee:
Money market funds 1,477,525 N/A 1,477,525
Total $ 81,355,256 $ 6,452,359 33,689,382 7,980,160 33,233,355
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(2) Cash and Investments, continued
Credit ratings of investments as of June 30, 2@@5e as follows:

Minimum Exempt Rating as of Year End
Legal From Not
Investment Types Total Rating Disclosure AAA Rated
U.S. Treasury bills $ 1,988,029 N/A $ 1,988,029 -
Federal Home Loan Bank 9,925,000 AA+ - 9,925,000
Federal Farm Credit Bank 3,979,070 AA+ - 3,979,070
Federal Home Loan Mortgage Corporation 986,590 AA+ - 986,590
Federal National Mortgage Association 1,983,440 AA+ - 1,983,440
Certificates of Deposit 497,102 N/A - 497,102
General Electric commercial paper 2,965,530 AA+ - 2,965,530
Money market funds + bond proceeds 42,936,731 N/A 42,936,731 - -
Local Agency Investment Fund (LAIF) 25,649,888 N/A - - 25,649,888
San Diego County Investment Pool 8,156,336 N/A - 8,156,336 -
Held by bond trustee:
Money market funds 23,445,633 N/A 23,445,633

Total $ 122,513,349 $ 68,370,393 28,493,068 25,649,888

Concentration of Credit Risk

The investment policy of the District limits the aumt that can be invested in any one issuer to 86%
the portfolio, other than U.S. Treasury securitiagestments in any one issuer, other than U.SasStney
securities, that represent 5% or more of the District investments are as follows:

2006 2005
Reported Portfolio Reported Portfolio
Issuer Amount Percentage Amount Percentage
Federal Home Loan Bank $ 17,876,015 22% $ 9,925,000 10%

(3) Accounts Receivable = Water and Wastewater Salasd Services, Net

The balance at June 30, consists of the following:

2006 2005
Accounts receivable + water and wastewater salksenvices $ 3,357,926 2,991,019
Allowance for uncollectible accounts (8,705) (5,731)
Accounts receivable + water sales, net $ 3,349,221 2,985,288
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(4) Capital Assets

Vallecitos Water District
Notes to the Basic Financial Statements, continued

Changes in capital assets for the year were amnfsil

Non-depreciable assets:
Land
Construction-in-process

Total non-depreciable assets

Depreciable assets:

Water transmission and distribution system

Wastewater system
Buildings

Transportation equipment
Field and shop equipment
Office equipment

Total depreciable assets

Accumulated depreciation and amortization:
Water transmission and distribution system

Wastewater system
Buildings

Transportation equipment
Field and shop equipment
Office equipment

Total accum depr. and amort.

Total depreciable assets, net

Total capital assets, net

For the Years Ended June 30, 2006 and 2005

Balance Additions/ Deletions/ Balance
2005 Transfers Transfers 2006
$ 4,674,034 - - 4,674,034
23,133,763 37,081,281 (15,868,631) 44,346,413
27,807,797 37,081,281 (15,868,631) 49,020,447
120,985,0 6,310,383 (14,363) 127,281,119
72,228,428 4,435,739 - 76,664,167
13,770,844 61,735 - 13,832,579
2,281,791 274,661 (131,458) 2,424,994
5,840,943 1,032,991 - 6,873,934
1,017,447 48,055 (22,910) 1,042,592
216,124,552 12,163,564 (168,731) 228,119,385
(25,7404 (2,504,700) 12,793 (28,232,378)
(21,494,096) (1,708,710) - (23,202,806)
(2,181,941) (288,989) - (2,470,930)
(1,043,888) (249,474) 102,504 (1,190,858)
(4,509,614) (415,695) - (4,925,309)
(680,494) (81,374) 20,408 (741,460)
(55,650,504) (5,248,942) 135,705 (60,763,741)
160,474,048 6,914,622 (33,026) 167,355,644
$ 188,281,845 43,995,903 (15,901,657) 216,376,091

In 2006, major capital assets additions duringydes include the North Twin Oaks Reservoir #2 dred t
Meadowlark Treatment Plant Expansion along withabéitation of the District's transmission and
distribution systems mains and pipelines. A sigaffit portion of the District's transmission and
distribution systems mains and pipelines rehakibitawere constructed by the District and transf@rr
out of construction-in-process upon competitiothefse various projects.

23



Vallecitos Water District
Notes to the Basic Financial Statements, continued

For the Years Ended June 30, 2006 and 2005

(4) Capital Assets, continued

Changes in capital assets for the year were asnfsil

Non-depreciable assets:
Land
Construction-in-process
District formation costs

Total non-depreciable assets

Depreciable assets:
Water transmission and distribution system
Wastewater system
Buildings
Transportation equipment
Field and shop equipment
Office equipment

Total depreciable assets

Accumulated depreciation and amortization:
Water transmission and distribution system
Wastewater system
Buildings
Transportation equipment
Field and shop equipment
Office equipment

Total accum depr. and amort.
Total depreciable assets, net

Total capital assets, net

Balance Additions/ Deletions/ Balance
2004 Transfers Transfers 2005
4,674,034 - - 4,674,034
12,562,272 19,048,081 (8,476,590) 23,133,763
4,604 - (4,604) -
17,240,910 19,048,081 (8,481,194) 27,807,797
116,6BM,0 4,977,631 (32,592) 120,985,099
69,291,719 2,936,709 - 72,228,428
13,770,844 - - 13,770,844
2,313,190 270,119 (301,518) 2,281,791
5,652,309 201,032 (12,398) 5,840,943
1,003,627 13,820 - 1,017,447
208,071,749 8,399,311 (346,508) 216,124,552
(23,3829 (2,365,904) 8,339 (25,740,471)
(19,832,555)  (1,661,541) - (21,494,096)
(1,897,945) (283,996) - (2,181,941)
(1,110,476) (234,930) 301,518 (1,043,888)
(4,266,174) (255,838) 12,398 (4,509,614)
(597,037) (83,457) - (680,494)
(51,087,093) (4,885,666) 322,255 (55,650,504)
156,984,656 3,513,645 (24,253) 160,474,048
$ 174,225,566 22,561,726 (8,505,447) 188,281,845

In 2005, major capital assets additions include riseabilitation of the District's transmission and

distribution systems mains and pipelines. A sigaifit portion of these additions were constructethby
District and transferred out of construction-in-@ees upon competition.
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(4) Capital Assets, continued

Construction-In-Process

The District has been involved in various constarcprojects throughout the year. The balancehef t
various construction projects that comprise thestrotion-in-process balances at June 30 are lasviol

Project Nane 2004 2005 200
District Financed
SM intercetor - SM Blvd/Discovey $ 1614711 1,869,431 1,013,633
Meadowlark Plant goansion degin 1,323,17 1,765,02 3,270,011
Deer $rings punrp station relacemen 1,064,029 1,474,01 1,569,383
Radio read meters 333 1,317,582 900,66
Land outfall relacement 24" & 54" Laurels to Carillo Ranch 140,043 1,250,083 775,855
South Lake PupStation inprovemenprojed 630,111 900,58 -
Slip lining for outfall under I-5 647,22 849,48 -
Water wastewater reclamation FY 2000-2001 maktenpdaE 623,08 690,89 335,66
Facility/Maintenance data mag@amnent gstem - 303,753 -
Sewer flow monitorig stations 154,14 277,18 1,600,26
Rancho Santa Fe Road Phase - - 254,973
City of San Marcos water/sewaan check - Rancho Santa F& R 252,70 276,56 -
North Twin Oaks PumStation Ubgrack - - 1,112,42
WuIff Punp Station - grace 195,09 261,555 262,978
Sewer main r@acement- Linda Vista/Paffi 175,425 234,7Q 2,520,785
Meadowlark Plant Epansion - - 13,067,765
North Twin Oaks reservoir 2 & 3 San Marcos Mtn / fiden Mtn 73,38 228,36 1,602,69
Meadowlark Tank #3 - - 196,31
Los Posas Road mrovements - - 570,64
Lift Station #3 - - 220,%7
Twin Oaks Reservio - - 868,87
Twin Oaks Reservior2t - - 2,086,&84
Gravity portion of Montiel Lift Statia - 216,77 -
Miscellaneous Road jorovements - - 280,84
Automated Meter ReadirConversion - - 1,168,433
Solar Cgport Covers - - 829,16
Emegeng Replacement 24" RPM - - 295,795
Subtotal - District Financed $ 6,893,336 11,915,957 34,804,550
Develger Financed
Univ. Commons, San i Hills Rd. inprovement water/sewglan check $ 21,922 1,259,51 1,198,823
Euston Homes water/sevgeadirg dan chek 294,131 1,195,082 -
Rancho Coronado Vil B-4 water/seweplan check Twin Oaks ValeRd 5,611 525,62 217,761
TSM 430 water/sewglan chek 13,339 363,80 -
San Marcos track 432 water/seyian check, Mission & 9,28 254,76 -
University Commons, TSM 421 unit 11, Shadetree DR @,18 213,66 -
Las Posas widenin Las Posas draiga Grand to Missio 200,591 213,633 -
University Commons, Unit 3, San i Rd, water/sewgilan chek 2,905 212,451 310,24
Oceanside-Escondido railject-railroad ght of way & CSUSM log 201,2¢ 210,048 1,278,108
University Commons TSM 421, Unit 1 water/sevgiam check 4,388 206,60 304,005
University Commons Unit 5 - - 115,465
KB Home water/sewgplan check Paloma A64) 209,88 - -
Rose Ranch Estates water/seplan check 453,12 - -
Subtotal - Developer Financed $ 1,418,661 4,655,200 3,424,378
Various Other Pjects $ 4,250,275 6,562,606 6,117,485
Total $ 12,562,272 23,133,763 44,346,413
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

Encina Wastewater Authority

(5)

The Revised Basic Agreement is a joint exercisgp@mivers agreement by and among the cities of
Carlsbad, Vista, and Encinitas, the Buena Sanitabdstrict, the Vallecitos Water District, and the
Leucadia Wastewater District for the ownership apdration of a joint sewerage system. The Encina
Wastewater Authority (EWA) board is composed ofrespntatives of these Member Agencies. Each
Member Agency has an investment in EWA's assetsoavits a corresponding proportion of the capacity
of the joint system. As of June 30, 2006, the MemBAgencies have the following approximate
ownership interest:

City of Vista 22%
City of Carlsbad 25%
Buena Sanitation District 8%
Vallecitos Water District 20%
Leucadia Wastewater District 20%
City of Encinitas 5%

The latest available financial statements of EWated June 30, 2005 and 2004, are available directly
from EWA (6200 Avenida Encinas, Carlsbad, Califar2009), and show the following:

2005 2004
Total assets $ 66,487,445 55,482,902
Total liabilites 3,649,739 3,417,513
Total net assets $ 62,837,706 52,065,389
Increase(decrease) innetassets $ 10,772,317 6,294,747

(6) Note Receivable from City of San Marcos

In February 1998, the District sold 23.6 acres>afess land to the City of San Marcos for $1,829,520
The District received $50,000 and an installmerternaf $1,779,520. The note is payable in twenty
annual installments of $148,909 including intex@sb.5%. As of June 30, 2006, the following amaunt

are due to the District:

Fiscal Principal
Year Amount
2007 $ 783,234
2008 82,631
2009 87,176
2010 91,971
2011 97,029
2012-2016 571,311
2017-2018 274,934
Total 1,988,286
Current portion (783,234)
Non-current portion  $ 1,205,052
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(7) Debt Issuance Costs

The debt issuance costs balance relates to thenissucosts of the 2005A Refunding Certificates of
Participation. The balance is being amortized @v#rirty-two year period. The debt issuance costs,
balances are as follows:

The balance at June 30, consists of the following: 2006 2005
Debt issuance costs $ 555,576 493,339
Accumulated amortization (17,362) -

Debt issuance costs, net $ 538,214 493,339

(8) Deferred Charges from Debt Retirement

The deferred charges from debt retirement balaeleges to the defeasance costs of the District3819
Twin Oaks Certificates of Participation. The balaris being amortized over a twenty-six year period.
The deferred charges from debt retirement, nehloakaare as follows:

The balance at June 30, consists of the following: 2006 2005
Deferred charges from debt retirement $ 246,914 -
Accumulated amortization (9,497) -

Deferred charges from debt retirement, net $ 237,417 -
(9) Long-term Debt
Balance Principal Balance
Long-term debt: 2005 Additions Payments 2006
1998 Certificates of Particpation $ 23,400,000 - (23,400,000) -
2005A Certificates of Particpation 66,700,000 - - 66,700,000
Less: Unamortized discounts (554,942) - 91,937 (463,005)
Total long-term debt 89,545,058 - (23,308,063) 66,236,995
Less: Current portion (23,400,000) (1,425,000)
Long-term portion $ 66,145,058 64,811,995

1998 Certificates of Participation

In March 1998, the District issued $24,865,000 898 Twin Oaks Reservoir Certificates of
Participation. The proceeds of the issue were tsédance the acquisition, installation and camsion

of the Twin Oaks Reservoir and related facilitie3he Certificates are payable solely from 2Net
Revenues® of its water system and certain fundsamedunts created under the Trust Agreement dated
March 1, 1998. 2Net Revenues® are defined as bDiseevenues less maintenance and operating amsts f
a given period. Initially, the Certificates hate tenefit of an irrevocable direct pay letter efdit. The
letter of credit expired on June 30, 2005. On July2005, the District used $23,000,000 of the
$66,700,000 in 2005 Refunding Certificates of Rgrtition to refund the Certificates in full.

As of June 30, 2005, the District has recorded bhknce of the 1998 Twin Oaks Certificates of
Participation of $23,400,000 as a current portibioag-term debt payable since the refunding takes
place on July 1, 2005.
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(9) Long-term Debt
2005 Certificates of Participation

On June 30, 2005, the District issued $66,700,00Water and Wastewater Enterprise Certificates of
Participation (Series 2005A COPs). The proceedbi@fissue are being used to prepay the 1998 Twin
Oaks Reservoir Certificates of Participation andccémplete the construction of a second buried pre-
stressed concrete reservoir at the Twin Oaks Resesie, including related grating and earthwakd

the upgrade of the District's Meadowlark Water Rethtion Facility, including the installation of new
primary clarifiers, two new filter beds, the rectiastion of the operations and laboratory builditig
installation of odor control systems throughoutskte, and the addition of a larger emergency gaaer

A total of $23,000,000 from the Series 2005A CORs wsed to pay off the outstanding principal, and
call premium on the 1998 Twin Oaks Reservoir Ciegtbs of Participation. As a result, the 1998 Twin
Oaks Reservoir Certificates of Participation arasidered retired and the liability for those obligas
has been removed from the financial statements.Disteict completed the advance refunding to reduce
the District's total debt service payments overrbat 25 years by $1,506,316 and to obtain an enano
gain of approximately $1,111,076.

The Series 2005A COPs are payable solely from t#terevenues of the District's water and sewer
systems as defined in the 2005 Certificates ofi¢haation. The Certificates bear interest at &dixate
of 3.50% with principal maturities from 2007 to 03

Annual debt service payments are as follows:

Fiscal Year Principal Interest Total
2007 $ 1,425,000 2,310,287 3,735,287
2008 1,450,000 2,259,119 3,709,119
2009 1,500,000 2,206,341 3,706,341
2010 1,550,000 2,151,664 3,701,664
2011 1,625,000 2,134,614 3,759,614

2012-2016 9,025,000 9,567,747 18,592,747

2017-2021 10,850,000 7,747,437 18,597,437

2022-2025 12,950,000 5,639,013 18,589,013

2026-2031 15,550,000 3,069,235 18,619,235

2032-2036 10,775,000 799,206 11,574,206
Total $ 66,700,000 37,884,663 104,584,663

Less: current portion (1,425,000)

Non-current portion  $ 65,275,000
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005
(10) Net Investment in Capital Assets

Net investment in capital assets:

The balance at June 30, consists of the following: 2006 2005
Investment in Encina Wastewater Authority capitdeds $ 16,049,383 13,604,729
Capital assets not being depreciated 49,020,447 27,807,797
Net capital assets being depreciated 167,355,644 160,474,048
Debt issuance costs net of amortization 538,214 493,339
Deferred charges from debt retirement 237,417 -
Certificates of participation £ current portion 425,000) (23,400,000)
Deposit from San Marcos Unified School District (1830) (189,400)
Portion of COPs attributable to spent proceeds 6EHZH6) -

Net investment in capital assets $ 196,018,439 178,790,513

(11) Deferred Compensation Savings Plan

For the benefit of its employees, the District jgipates in two 457 Deferred Compensation Programs
(Programs). The purpose of these Programs is todeaeferred compensation for public employees tha
elect to participate in the Program. Generallygible employees may defer receipt of a portionhefirt
salary until termination, retirement, death or wefmeable emergency. Until the funds are paid or
otherwise made available to the employee, the greplas not obligated to report the deferred sdlary
income tax purposes.

Federal law requires deferred compensation assel® theld in trust for the exclusive benefit of the
participants. Accordingly, the District is in corigsice with this legislation. Therefore, these asseé
not the legal property of the District, and are sobject to claims of the District's general credst
Market value of all plan assets held in trust by Bistrict's two deferred compensation plans ateJ80,
2006 and 2005 amounted to $1,140,062 and $964rd8§aectively.

The District has implemented GASB Statement No.A22ounting and Financial Reporting for Internal
Revenue Code Section 457 Deferred Compensatiors.PEince the District has little administrative
involvement and does not perform the investing fiomcfor this plan, the assets and related liaegitire
not shown on the statement of net assets.

(12) Defined Benefit Pension Plan
Plan Description

The District contributes to the California Publiengloyees Retirement System (CalPERS), an agent
multiple-employer public employee defined beneféngion plan. CalPERS provides retirement and
disability benefits, annual cost-of-living adjustm® and death benefits to plan members and
beneficiaries. CalPERS acts as a common investarahtadministrative agent for participating public
agencies within the State of California. Benefibypsions and all other requirements are establighyed
state statute and the District. Copies of CalPERS&ual financial report may be obtained from their
executive Office: 400 P Street, Sacramento, CA1958

Funding Policy

The contribution rate for participants is 8% ofithannual covered salary. The District makes these
contributions required of District employees onitheehalf and for their account. Also, the Didtis
required to contribute the actuarially determinechaining amounts necessary to fund the benefitgsfor
members. The required employer contribution ratefifical years 2006 and 2005 was 19.182% and
14.260%, respectively. The contribution requireraeot the plan members are established by State
statute, and the employer contribution rate iskdisteed and may be amended by CalPERS.
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Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(12) Defined Benefit Pension Plan, continued
Annual Pension Cost

For fiscal year 2006 and 2005, the District's adnpansion cost was $1,072,497 and $633,679,
respectively, for CalPERS and was equal to theridist required and actual contributions. The rieeg
contribution was determined as part of the Jun€804 and 2003, respectively, actuarial valuatising
the entry age normal actuarial cost method. Théeagsial assumptions included (a) 7.75% investmats r
of return (net of administrative expense), (b) ectgd annual salary increases that vary by duration
service, and (c) 3.25% per year cost of living atifients to 14.45% depending on age. Both (a) land (
included an inflation component of 3.00% and a plygrowth rate of 3.25%. The actuarial value of
CalPERS assets was determined using techniquesrtiwaith the effects of short-term volatility in the
market value of investment over a three-year pgigotbothed market value). Initial unfunded lighik

are amortized over a closed period that dependbdemplan’'s date of entry into CalPERS. Subsequent
plan amendments are amortized as a level perceotamgy over a closed 20-year period.

Gains and losses that occur in the operation opllue are amortized over a rolling period, whickules

in an amortization of 10% of unamortized gains éabes each year. If the plan's accrued liability
exceeds the actuarial value of plan assets, treertiortization payment on the total unfunded ligbil
may not be lower than the payment calculated o\3€F year amortization period.

Trend information gives an indication of the praganade in accumulating sufficient assets to pay
benefits when due. The District presents the mexstnt available three-year Annual Pension Cost JAPC
information for the plan, along with required sugpkentary information as follows:

Three-Year Trend Information for CalPERS

Annual Pension Percentage of Net Pension
Fiscal Year Cost (APC) APC Contributed Obligation
2004 416,013 100% -
2005 633,679 100% -
2006 1,072,497 100% -

(13) Post Employment Benefits

The District provides post-employment health beaséfi accordance with a resolution approved by the
Board of Directors, to all employees who retirenfrthe District under the retirement criteria estiigd

by CalPERS, up to age 65. Currently, there are matired employees who meet these eligibility
requirements and are therefore receiving the bisnefiThe post-retirement health care benefits are
financed on a pay as you go basis.

The total expense incurred for these benefitsdtirad employees for the year ended June 30, 2006 a
2005 was $98,500 and $77,938, respectively.
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(14) Risk Management

The District is exposed to various risks of losktexl to torts, theft of, damage to and destructbn
assets; errors and omissions; injuries to emplgya®s natural disasters. The District is a memib¢he
Association of California Water Agencies/Joint Posvensurance Authority (ACWA/JPIA), an
intergovernmental risk sharing joint powers auttyodreated to provide self-insurance programs for
California water agencie3he purpose of the ACWA/JPIA is to arrange and adster programs of self-
insured losses and to purchase excess insuranegagev At June 30, 2006, the District participated
the liability and property programs of the ACWA/ARids follows:

General and auto liability, public officials and glmyees' errors and omissions: Total risk
financing self-insurance limits of $1,000,000, cameld single limit at $1,000,000 per

occurrence. The District purchased additional exaas/erage layers: $45 million for general,
auto and public officials liability, which increasehe limits on the insurance coverage noted
above.

In addition to the above, the District also hasfall®wing insurance coverage:

Employee dishonesty coverage up to $100,000 per itodudes public employee dishonesty,
forgery or alteration and theft, disappearancedesdruction coverage.

Property loss is paid at the replacement costrigpgrty on file, if replaced within two years after
the loss, otherwise paid on an actual cash valses bt a combined total of $50 million per
occurrence, subject to a $10,000 deductible pasroeace.

Boiler and machinery coverage for the replacemest gp to $50 million per occurrence, subject
to various deductibles depending on the type oipeaent.

Public officials personal liability up to $15 mdi each occurrence, with an annual aggregate of
$45 million per each elected/appointed officialvtbich this coverage applies, subject to the
terms, with a deductible of $1,000 per claim.

Workers' compensation insurance up to Californiatuigory limits for all work related
injuries/ilinesses covered by California law.

Settled claims have not exceeded any of the cogeaagpunts in any of the last three fiscal years and
there were no reductions in the District's insuegoverage during the years ending June 30, 2066 an
2005. Liabilities are recorded when it is probatbiat a loss has been incurred and the amount dbsise
can be reasonably estimated net of the respectsgance coverage. Liabilities include an amount for
claims that have been incurred but not reportetlRB There were no IBNR claims payable as of June
30, 2006 and 2005.
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(15) Segment Information

Condensed Statement of Net Assets

2006 2005
Assets: Water Wastewater Total Total
Current assets 38,576,592 19,612,980 58,189,572 99,086,834
Non-current assets 17,884,235 13,633,263 31,517,498 30,717,637
Capital assets, net 128,158,578 104,266,896 232,425,474 201,886,574
Total assets 184,619,405 137,513,139 322,132,544 331,691,045
Liabilities:
Current liabilities 9,974,297 5,954,917 15,929,214 34,093,125
Non-current liabilities 42,257,421 22,743,974 65,001,395 66,334,458
Total liabilities 52,231,718 28,698,891 80,930,609 100,427,583
Net assets:
Investment in capital assets, net of related debt 3,380,942 92,637,497 196,018,439 178,790,513
Restricted for future capital facilities 16,686,751 12,840,788 29,527,539 28,932,967
Restricted for debt service 1 1 2 200,423
Unrestricted 12,319,993 3,335,962 15,655,955 23,339,559
Total net assets 132,387,687 108,814,248 241,201,935 231,263,462
Total liabilities and net assets $ 184,619,405 137,513,139 322,132,544 331,691,045
Condensed Statement of Revenues, Expenses, and Glesin Net Assets
2006 2005
Water Wastewater Total Total
Revenues:
Operating revenues 19,431,125 8,269,160 27,700,285 23,639,875
Non-operating revenues 2,898,521 2,084,424 4,982,945 2,702,790
Total revenues 22,329,646 10,353,584 32,683,230 26,342,665
Expenses:
Operating expenses 18,404,373 8,839,449 27,243,822 22,368,334
Depreciation and amortization 3,198,479 2,050,463 5,248,942 4,885,666
Non-operating expenses 1,300,520 700,280 2,000,800 574,175
Total expenses 22,903,372 11,590,192 34,493,564 27,828,175
Net income (loss) before capital contributions (573,726) (1,236,608) (1,810,334) (1,485,510)
Capital contributions 6,785,915 4,962,892 11,748,807 20,282,965
Change in net assets 6,212,189 3,726,284 9,938,473 18,797,455
Net assets, beginning of year 124,887,938 106,375,524 231,263,462 212,466,007
Net assets, end of year $ 131,100,127 110,101,808 241,201,935 231,263,462
Condensed Statement of Cash Flows
2006 2005
Water Wastewater Total Total
Net Cash Provided (Used) by:
Operating activities 2,189,459 2,164,954 4,354,413 4,350,455
Noncapital financing activities 748,616 614,160 1,362,776 921,381
Capital and related financing activities (29,250)503 (20,889,966) (50,140,469) 61,442,537
Investing activities (8,230,338) (8,927,123) (17,157,461) (5,116,349)
Net cash provided (used) (34,542,766) (27,037,975) (61,580,741) 61,598,024
Cash and cash equivalents, beginning of year 63,489,090 36,907,103 100,396,193 38,798,169
Cash and cash equivalents, end of year 28,946,324 9,869,128 38,815,452 100,396,193




Vallecitos Water District
Notes to the Basic Financial Statements, continued
For the Years Ended June 30, 2006 and 2005

(16) Governmental Accounting Standards Board Statements Issued, Not Yet Effective

The Governmental Accounting Standards Board (GA&B)issued several pronouncements prior to June
30, 2006, that have effective dates that may imfudiote financial presentations.

Governmental Accounting Standards Board Statemerat. M5

In June 2004, the GASB issued Statement NoA4Bounting and Financial Reporting by Employers for
Postemployment Benefits Other Than Pension3his Statement establishes standards for the
measurement, recognition, and display of OPEB esgfempenditures and related liabilities (assetsk n
disclosures, and, if applicable, required supplaargrinformation (RSI) in the financial reports sthte
and local government employers. This statemembti®ffective until June 30, 2009. The Districs met
determined the effect this statement will havetsiinancial statement presentation.

(17) Commitments and Contingencies
Construction Contracts

The District has a variety of agreements with gevparties relating to the installation, improvermen
modification of water facilities and distributiorysdéems within its service area. The financing oflsu
construction contracts is being provided primafityn the District's replacement reserves and adeanc
for construction. The District has committed to mpgimately $31,238,171in open construction consract
as of June 30, 2006. These include the following:

Total Contract Outstanding
Approved Payments Contract
Project Name Contract[s] To Date Balance

Meadowlark Reclamation Facility Expansion $ 23,280,70 9,083,852 14,200,848
Twin Oaks No. 2 Reservoir 15,618,497 695,313 14,923,184
PV Solarport 2,792,462 1,911,948 880,514
Twin Oaks Reservior Mass Grading 2,197,551 1,866,848 330,703
North Twin Oaks Pump Station 1,118,000 827,078 290,922
Wulff Pump Station 875,671 273,204 602,467
Linda Vista Sewer Replacement Project 619,575 610,042 9,533

$ 46,506,456 15,268,285 31,238,171

Grant Awards

Grant funds received by the District are subjeaudit by the grantor agencies. Such audit ceedd ko
requests for reimbursements to the grantor agefmiespenditures disallowed under terms of thengra
Management of the District believes that such ttisalnces, if any, would not be significant.

Litigation
In the ordinary course of operations, the Distigcsubject to claims and litigation from outsidetjess.

After consultation with legal counsel, the Distriitlieves the ultimate outcome of such matteranif,
will not materially affect its financial condition.
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Vallecitos Water District
Schedule of Funding Progress + CalPERS Pension Plan
For the Years Ended June 30, 2006 and 2005

Required Supplementary Information +Funded Status of the District's CalPERS Pension Rla

Following the creation of risk pools pursuant tactB® 20840 of the Government Code, any existing
contracting agency with a rate plan of less thab 4€tive members on any annual actuarial valuation
date shall be required to participate in a risklpdearticipation shall be effective as of the \aion date

for all members of that rate plan, but no earliemt June 30, 2003. Risk pool valuations will bedut®

set employer contribution rates for future fiscehys.

Rate Plan belonging to the Miscellaneous Employee%6 at 60 Risk Pool Retirement Plan

The Schedule of Funding Progress below shows thentehistory of the CalPERS Miscellaneous
Employee 3.0% at 60 Risk Pool Retirement Plan aietinzalue of assets, actuarial accrued liabilibgir
relationship, and the relationship of the unfundetliarial accrued liability (UAAL) to payroll.

UAAL
Actuarial Entry Age Actuarial Value Unfunded Funded Anhu (Excess Assets)
Valuation Normal Accrued of Assets Liability (Excess tatBs Covered as a % of Payroll
Date Liability [A] [B] Assets) [A-B] [B/A] Payroll [C] [(A-B)/C]
June 30,2003 $ 2,596,966,545 2,372,879,034 224,087,511 91.4% 725,020,458 30.9%
June 30, 2004 426,958,282 334,956,019 92,002,263 78.5% 90,667,029 101.5%
June 30, 2005 499,323,280 405,480,805 93,842,475 81.2% 108,618,321 86.4%
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Operating revenue

Operating expenses:
Water division
Wastewater division
Depreciation

Total operating expenses

Operating loss

Non-operating revenue(expense)

Property taxes

Interest and investment earnings

Annexation fees

Interest expense * long-term debt
Other non-operating revenues/(expenses), net

Total nonoperating revenues and expenses

Net loss before capital contributions

Capital contributions
Change in net assets
Net assets, beginning of year

Net assets, end of yea

Vallecitos Water District
Combining Schedule of Revenue, Expenses, and Chasge Net Assets
For the Year Ended June 30, 2006 with Comparative @tals for the Year Ended June 30, 2005

2006

Water Wastewater Total 2005 Total

$ 19,431,125 8,269,160 27,700,285 23,639,875
18,404,373 - 18,404,373 15,480,861

- 8,839,449 8,839,449 6,887,473

3,198,479 2,050,463 5,248,942 4,885,666
21,602,852 10,889,912 32,492,764 27,254,000
(2,171,727) (2,620,752) (4,792,479) (3,614,125)
766,483 649,569 1,416,052 1,078,836
2,103,042 1,382,233 3,485,275 1,272,309

13,102 58,164 71,266 351,645
(1,300,520)  (700,280) (2,000,800) (530,434)
15,894 (5,542) 10,352 (43,741)

1,598,001 1,384,144 2,982,145 2,128,615
(573,726) (1,236,608) (1,810,334) (1,485,510)
6,785,915 4,962,892 11,748,807 20,282,965
6,212,189 3,726,284 9,938,473 18,797,455
124,887,938 106,375,524 231,263,462 212,466,007

$ 131,100,127 110,101,808 241,201,935 231,263,462
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Vallecitos Water District
Schedule of Operating Expenses + Water Division
For the Years Ended June 30, 2006 and 2005

Purchased water

Transmission and distribution:
Labor
Materials and supplies
Outside repair
Telemetry and power

Total transmission and distribution

Engineering:
Labor
Outside repair
Materials and supplies
Allocated to wastewater division

Total engineering

Customer accounts:
Labor
Materials and supplies
Uncollectible accounts

Total customer accounts

Pumping:
Labor
Materials and supplies
Outside repair
Power

Total pumping
Building and grounds:

Labor

Outside repair

Power

Materials and supplies
Allocated to wastewater division

Total building and grounds

Equipment and vehicles:
Materials and supplies
Labor, fuel and repairs
Allocated to wastewater division

Total equipment and vehicles

Continued on next page

2006 2005
$ 11,650,340 10,358,875
579,623 421,893
158,124 87,366
121,593 116,169
40,283 50,882
899,623 676,310
579,581 427,148
41,388 120,319
10,717 13,098
(243,069) (204,527)
388,617 356,038
313,655 293,354
63,779 59,599
16,980 12,030
394,414 364,983
76,317 71,981
26,051 36,379
7,459 22,413
350,220 365,080
460,047 495,853
120,713 125,277
79,364 131,660
98,947 91,651
33,522 29,342
(129,838) (151,172)
202,708 226,758
160,149 121,311
93,391 110,699
(96,833) (92,722)
156,707 139,288
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Vallecitos Water District
Schedule of Operating Expenses + Water Division, etnued

For the Years Ended June 30, 2006 and 2005

Meter reading and repairs:
Labor
Materials and supplies
Outside repair

Total meter reading and repairs

Tanks and reservoirs:
Labor
Outside repairs
Materials and supplies
Telemetry and power

Total tanks and reservoirs

Water quality and treatment:
Labor
Outside repair
Materials and supplies
Power

Total water quality and treatment

Other water operating expenses:
Labor
Material and supplies
Outside repairs
Allocated to wastewater division

Total other water operating expenses

Continued on next page
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2006 2005
112,167 119,146
23,979 16,448
3,660 3,314
139,806 138,908
135,285 101,704
26,802 22,242
32,396 26,227
2,254 2,713
196,737 152,886
85,807 64,445
34,316 26,399
15,768 16,965
7,436 13,290
143,327 121,099
117,927 109,603
41,580 22,699
39,618 23,962
(21,714) (23,061)
177,411 133,203




Vallecitos Water District
Schedule of Operating Expenses + Water Division, etnued
For the Years Ended June 30, 2006 and 2005

2006 2005
General and administrative:

Salaries $ 2,052,713 1,651,562
Group insurance 1,070,617 979,128
Public employees®© retirement 1,327,389 901,824
Social security 826,777 687,623
Worker©s compensation insurance 138,412 140,273
Legal 123,120 134,130
District insurance 219,085 124,498
Director©s expense 81,523 82,722
Office supplies 106,278 81,443
Outside services 124,455 64,694
Director©s fees 61,650 61,200
Meetings and seminars 53,625 56,791
Dues and subscriptions 63,884 52,288
Other taxes/benefits 32,237 35,542
Telephone 41,396 30,866
Auditing 25,694 22,897
Travel 8,308 19,504
Office equipment repair 11,846 12,738
Computer consulting 4,800 7,053
Postage 10,319 6,299
Public awareness 85,797 75,363
Election and annexations 4,692 3,287
Other 34,643 53,282
Allocated to wastewater division (2,448,386) (2,137,920)
Overhead allocation (466,238) (830,427)
Total general and administrative 3,594,636 2,316,660

Total water division operating expenses $ 18,404,373 15,480,861
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Vallecitos Water District
Schedule of Operating Expenses + Wastewater Divisio
For the Years Ended June 30, 2006 and 2005

2006 2005
Encina disposal $ 2,921,237 2,044,835
Meadowlark wastewater treatment plant:
Materials and supplies 809,790 662,717
Labor 361,659 270,789
Power 230,662 207,149
Outside repair 100,469 100,173
Telephone 1,939 2,087
Telemetry - 110
Total Meadowlark wastewater treatment plant 1,508,51 1,243,025
Engineering:
Allocated from water division 243,069 204,527
Customer accounts:
Labor 79,293 76,318
Materials and supplies 21,689 20,563
Uncollectible accounts 15,465 12,835
Total customer accounts 116,447 109,716
Collection and conveyance:
Labor 373,844 296,788
Outside repair 68,469 43,243
Materials and supplies 225,778 152,290
Power 1,190 575
Total collection and conveyance 669,281 492,896
Buildings and grounds:
Allocated from water division 129,838 151,172
Equipment and vehicles:
Allocated from water division 96,833 92,722
Labor, fuel and repairs 28,963 29,710
Total equipment and vehicles 125,796 122,432
Other wastewater opearting expenses:
Labor 88,463 86,773
Materials and supplies 46,372 35,207
Outside repairs 4,850 7,858
Power 30,359 38,027
Telemetry 490 1,800
Allocated from water division 21,714 23,061
Total other wastewater operating expenses 192,248 192,726

Continued on next page
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Vallecitos Water District
Schedule of Operating Expenses + Wastewater Divisiocontinued
For the Years Ended June 30, 2006 and 2005

2006 2005

General and administrative:
Allocated from water division $ 2,448,386 2,137,920
Salaries 127,353 121,375
Group insurance 138,323 126,946
Public employees®© retirement 178,820 108,130
Social security 128,207 104,760
Worker©s compensation insurance 30,505 29,810
Other 15,804 13,736
Outside services 163 163
Meetings and seminars 10,618 7,336
Dues and subscriptions 2,283 2,312
Other taxes/benefits 2,598 2,127
Travel 759 253
Overhead allocation (146,805) (328,724)
Total general and administrative 2,937,014 2,326,144
Total wastewater division operating expenses $ 8,839,449 6,887,473
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Independent Auditor’s Report on Compliance and on Internal Control
Over Financial Reporting Based on an Audit of Financial Statements
Performed in Accordance with Government Auditing Standards

Board of Directors
Vallecitos Water District
San Marcos, California

We have audited the financial statements of the Vallecitos Water District (District) as of and for the
year ended June 30, 2006, and have issued our report thereon dated September 30, 2006. We
conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,
issued by the Comptroller General of the United States.

Compliance

As part of obtaining reasonable assurance about whether the District’s financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts and grants, noncompliance with which could have a direct and material effect on
the determination of financial statement amounts. However, providing an opinion on compliance with
those provisions was not an objective of our audit and, accordingly, we do not express such an
opinion. The results of our tests disclosed no instances of noncompliance that are required to be
reported under Governiment Auditing Standards.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the District’s internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on
the financial statements and not to provide assurance on the internal control over financial reporting.
Our consideration of the internal control over financial reporting would not necessarily disclose all
matters in the internal control over financial reporting that might be material weaknesses. A material
weakness is a condition in which the design or operation of one or more of the internal control
components does not reduce to a relatively low level the risk that misstatements in amounts that would
be material in relation to the financial statements being audited may occur and not be detected within a
timely period by employees in the normal course of performing their assigned functions. We noted no
matters involving the internal control over financial reporting and its operation that we consider to be
material weaknesses.

This report is intended solely for the information and use of the Board of Directors and management
and is not intended to be and should not be used by anyone other than these specified parties. This
restriction is not intended to limit the distribution of this letter, which is a matter of public record.

September 30, 2006
Cypress, California m '\W (P‘b’
A . Az(cyw‘s‘m V\"""
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