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The Department of Water Resources (DWR) begin a series of public meetings with its State Water Project (SWP) contractors on May 1, 2013 to negotiate new provisions of the SWP water supply contracts (Contracts) for purposes of extending the Contract term and to consider other necessary amendments.  These negotiations, which continued until ________  __, 2013, resulted in a series of agreements in principle that were then used to develop new provisions of the Contracts.    
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In the 1960’s, DWR entered into the Contracts with its SWP contractors; water agencies located in Northern California, Southern California, Central Coast, the Bay Area, and the San Joaquin Valley (Contractors).  The basic purpose of the Contract is to provide water service to the Water Contractors in exchange for payments that will fully recoup all costs associated with providing this service and to allocate a share of the SWP’s total available water supply to each Contractor.  On average, the SWP delivers a total of about 2.2 million acre-feet of water per year to its customers, which constitutes an important part of the state’s total water supply.  

Although the provisions regarding the Contract termination date are complex, an important termination date under the Contract is 2035.  Most of the Contracts include this date, including the Contract of DWR’s largest water supply customer, the Metropolitan Water District of Southern California (MWD). Some Contracts signed later than 1960 have a later Contract termination date. The date 2035 is important because DWR limits the maturity dates of revenue bonds issued to finance SWP projects by this date.
The majority of capital costs to build the SWP have been financed by DWR using $1.75 billion of general obligation bonds approved by the voters in 1960 through the Burns-Porter Act and by revenue bonds backed by SWP water and power revenues.  As of March 2012, DWR has issued approximately $7 billion in revenue bonds, including refunding bonds, of which $2.3 billion are outstanding.  Prior to the negotiations that began in May, 2013, DWR and the Water Contractors held a series of informal discussions to develop a process and objectives for extending the Contracts and any possible amendments needed to maintain the financial integrity of the SWP.  The negotiation in public was required by the Monterey Settlement Agreement, which arose from litigation of the last major amendments to the Contracts, known as the “Monterey” Amendment.  At the conclusion of the negotiations, the agreements in principle were used to develop the proposed project description used to begin the environmental review process required under the California Environmental Quality Act.
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In recent years, DWR has sold revenue bonds with maturity dates that extend to the year 2035, but no later, which is consistent with the year in which the MWD Contract would terminate.  Although the Contracts do not terminate in most cases until 2035, DWR and the Water Contractors needed to determine a date that extends the contracts, and to consider any other needed Contract amendments, to allow DWR to issue revenue bonds with maturity dates beyond 2035.  DWR recognizes that it will need to sell revenue bonds with maturity dates of 30-years or longer, consistent with bond financing practices, to enable the Water Contractors a feasible financial repayment method that will cover the on-going and future costs for repair and construction of SWP facilities. 
DWR is responsible for the planning, construction, maintenance, and operation of the SWP.  The SWP is the largest state-owned and operated water project in the country, providing water to over 25 million Californians throughout the State.  The SWP is a complex system of dams, including Oroville Dam, other water storage facilities, canals and pipelines, pumping stations and electric generation facilities, which have been constructed by DWR for the purposes of developing water supply and conveying water to areas in need within the State and providing flood control, recreation, fish and wildlife enhancement, hydroelectric power, and other benefits.  
Pursuant to the terms of the Contracts, DWR delivers the SWP water to 29 Water Contractors.  As provided by the Contract, the Contracts are substantially uniform.  The Contracts consist of four major subdivisions:  (1) introductory provisions defining all terms used in the Contract; (2) water service provisions establishing annual amounts of water delivery and objectives for water quality; (3) payment provisions, which are divided into four categories: (a) the Delta Water Charge for conservation (storage) facilities like Oroville Dam, (b) the Transportation Charge for delivery facilities like the California Aqueduct, (c) Water System Revenue Bond Financing Charge to pay for the capital costs of all or part of SWP facilities financed by revenue bonds, and (d) Financial Adjustments to the charges to stabilize rates for the water contractors; and (4) general provisions concerning the administration of the Contracts.  DWR uses the payment provisions to pay for all costs associated with the delivery of SWP water supply and for the mitigation of impacts to fish and wildlife resources caused by the SWP.  In summary, the Contracts serve as the fundamental instrument defining the relationship between DWR and its water customers by determining charges for water deliveries, financing new construction and repairing existing facilities, and allocating available water supply.  
DWR sells approximately $200 million of revenue bonds per year to finance the building and repair of SWP water facilities. In addition, if DWR approves the proposed Bay Delta Conservation Plan (BDCP), the amount of DWR financing through selling of revenue bonds will substantially increase. Thus, in the near future, DWR anticipates the need to sell revenue bonds for 30-year periods or longer, consistent with bond financing practices, to enable the Water Contractors to make payments required by their Contracts under feasible financing terms. 
The Contract termination provision, Article 2, is complex.  This provision, while establishing a 75 year term of the Contract, also provides that any bond sold with a maturity date beyond 2035 would extend the Contract to the maturity date of the bond issue used to finance that project facility.  However, for policies related to state financing and contracting practices, DWR limits the maturity dates of the bonds it issues to 2035 to avoid automatically extending a Contract pursuant to Article 2 without addressing other contract provisions needing revisions.  As the 2035 expiration date of the majority of Contracts draws nearer (some Contracts will expire between 2036-2042), the repayment period for revenue bonds sold to finance capital expenditures also shortens because the maximum finance period for these bonds coincides with this termination date.  This steady “compression” of the repayment period for revenue bonds sold to finance capital expenditures causes the annual debt service and corresponding payments by SWP Contractors to increase continually each passing year of new bond sales.  This gradual increase in debt service and increasing charges to contractors at some point will cause financial difficulties for many of the SWP contractors.  Several contractors have already indicated that the compression of the bond financing period is making it difficult for them to pay their SWP bill.  Thus, a time extension is necessary for the Contracts.  
In addition to the issues related to financing and bond compression, DWR has experienced significant difficulties in managing SWP finances as a result of limitations in the Contracts that could be addressed through amending the Contracts.  For instance, the current billing process and level of cash reserves maintained by DWR for day-to-day operations of the SWP occasionally create internal billing complications and cash flow challenges. Also, new law now provides funding for the Davis-Dolwig Act costs that must be funded through state appropriations and DWR may determine that the Contracts should be amended to incorporate any effects of this recent Davis-Dolwig Act funding (see Water Code section 11913.1). Furthermore, certain financial provisions for the Contacts are unnecessarily complex and difficult to administer and specific financial amendments addressing these provisions will help alleviate this problem.
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This proof of concept has been developed to ensure that the proposed methodology and implementation plan agreed upon by DWR and the Contactors to extend the water supply contracts is financial viability between now and the new termination date of the Contracts.
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Table 1 - Summary of Estimated 4th Priority Funds
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