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Western Hills Water District
MANAGEMENT’S DISCUSSION AND ANALYSIS
For Year Ending June 30, 2005

This section of the District’s annual financial report presents our analysis of the District’s financial
performance during the Fiscal Year that ended on June 30, 2005. Please read it in conjunction with the
Basic Financial Statements, which follow this section.

FINANCIAL HIGHLIGHTS
e The District’s total assets increased by $9.4 million, or 18%, to $62.0 million.

¢ During the year the District’s revenues increased by 83% to $172 thousand, while expenses
increased by 50% to $2.5 million.

e C(Capital contributions to the District were reduced by $605 thousand.

OVERVIEW OF THE FINANCIAL STATEMENTS

The discussion and analysis are intended to serve as an introduction to Western Hills Water District’s
basic financial statements. The District’s MD&A is comprised of five components: Net Assets,
Financial Statements, Capital Assets, Debt Service and Subsequent Event- Bankruptcy of Developer.
This report also contains other supplementary information based on these statements.

BASIC FINANCIAL STATEMENTS

The Statement of Net Assets includes all of the District’s assets and liabilities and provides information
about the nature and amounts of investments in resources (assets) and the obligations to District
creditors (liabilities). It also provides the basis for computing rate of return, evaluating the capital
structure of the District and assessing the liquidity and financial flexibility of the District.

The Financial Statements of the District report information about the District using accounting methods
similar to those used by private section companies. These statements offer short and long-term financial
information about its activities.

Capital assets, shown in Table 3, inform our bondholders that Western Hills Water District is spending
their bond money in a manner that is consistent with increasing the assets that will ensure the company’s
overall future health.

Long-term debt has been secured by the special assessment on all property owned in this phase. These
assessments will be charged through the year 2031. Even though the bonds are not the obligation of
Western Hills Water District, the District has agreed to assume the accounting responsibility for these
bonds.



FINANCIAL ANALYSIS OF THE DISTRICT

One of the most important questions asked about the District’s finances is, “Is the District, as a whole,
better off or worse off as a result of the year’s activities?” You can think of the District’s net assets (the
difference between assets and liabilities) as one way to measure financial health or financial position.
Over time, increases or decreases in the District’s net assets are one indicator of whether its financial
health is improving or deteriorating. However, until a startup company has stabilized, there may be
mitigating factors on why net assets tend to fluctuate up and down as shown in Table 1 below.

NET ASSETS

To begin our analysis, a summary of the District’s Statement of Net Assets is presented in Table 1. As
can be seen from the table below, net assets decreased by $4.270 million to $(.518) million in fiscal year
2005. This is down from $3.752 million in fiscal year 2004. This decrease is a result of the following:

1. Long term debt increased by $8.56 million primarily due to the bond issue in June 2005.
2. Current Liabilities increased by $5.09 million due to the sewer project.

TABLE 1
Condensed Statements of Net Assets
(000)
2005 2004
Current and Other Assets § 2,226 $ 845
Restricted Assets 7,105 5,640
Fixed Assets 36,540 28,435
Other Assets 16,154 17,724
Total Assets 62,025 52,644
Current Liabilities 6,778 1,687
Long-Term Debt 55,765 47,205
Total Liabilities 62,543 48,892
Net Assets $ (518) $ 3,752

FINANCIAL STATEMENTS

Western Hill’s financial statements are extremely lopsided on the expense side. This is due to the fact
that Western Hills is a very new district and has very few customers. This will be the norm until
residential and commercial projects are started and completed for this district. Please see 2006’s
challenges at the end of this report.
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TABLE 2
Statement of Revenues & Expenses
For the Years ended June 30, 2005 and 2004

(000)
Total
Percent
2005 2004 Change
Total Revenues from Operations $172 $94 83.0%
Total Operating Expenses (less depreciation) 1,656 1,080 -53.3%
Net Operating Loss Before Depreciation $ (1,484) $ (986) -50.5%

CAPITAL ASSETS AND DEBT ADMINISTRATION

During 2005, the District invested $12.5 million in a broad range of infrastructure including water
treatment facilities, sewer line, vehicles and equipment.

TABLE 3
Capital Assets
(000)

Total
Dollar Percent
2005 2004 Change Change

Water Treatment Facilities $10, 180 $10,044 § 136 1.3%
Pump Station & Well 3,057 3,057 0 0.0%
Aqueduct Turnout 746 746 0 0.0%
Wastewater Treatment Facility 25,050 16,193 8,857 54.7%
Other 27 25 2 8.0%
Subtotal 39,060 30,065 8,995 29.9%
Less Accumulated Depreciation 2,520 1,630 890 54.6%
Net Book Value $ 36,540 $ 28,435 $ 8,105 18.0%
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LONG TERM DEBT

At year-end, the District had $56.6 million in long-term debt, including the current portion. This is a net
increase of $8.9 million from 2004. This increase is from a third bond issued in June 2005.

The District has outstanding general obligation debt stemming from Mello-Roos bonds issued in August
2001, December 2002, May 2004 and June 2005. The District’s current average cost of capital 1s 6.0%
in outstanding debt, as shown on Table 4. Amortized discount and deferred loss on refunding are not
included in the outstanding bond balance shown on Table 4 below.

TABLE 4
Outstanding Debt
(000)
Average
Debt Balance Coupon Rate
General Obligation Bonds $ 56,555 6.0%

SUBSEQUENT EVENT- BANKRUPTCY OF DEVELOPER

Over the years the District has struggled to provide funding for its operating expenses and construction
requirements. In the early years, the developer, Diablo Grande LP covered these shortfalls by providing
cash injections and paying the District’s invoices for total contributions in aid of construction of $8.206
million. In addition, in 2002, the District was required to post a bond in the amount of $605 thousand
with the Army Corps of Engineers to comply with regulations and cover any costs due to leaking or
spillage. The District did not have the money to purchase the bond so Diablo Grande LP funded the
bond, which was also treated as a contribution in aid of construction.

Due to rising construction costs and litigation, both the District and Diablo Grande LP faced cash flow
challenges. From 2001 to 2008 the District would borrow money from Diablo Grande LP to pay for
construction costs and then pay these costs back when the money was available, and Diablo Grande LP
would also borrow money from the District. In March of 2008, Diablo Grande LP filed for bankruptcy
under Chapter 11. When this event happened Diablo Grande LP owed the District $1.7 million. Due to
the real estate market at the time of the bankruptcy, the District will not be able to recover this money,
and has written off the full amount of the outstanding receivable as a bad debt expense in 2005.

During the bankruptcy proceedings for Diablo Grande LP, the bond with the Army Corps of Engineers
was drawn into the proceedings. Since the bond was in the name of Diablo Grande LP the District had
no say in the matter and was forced to write the bond off the books in 2005, with an offsetting reduction
in contribution in aid of construction for Diablo Grande LP’s original investment of $605 thousand.

The District has performed a review and determined that with the write-off of the money owed by

Diablo Grande LP and the forfeiture of the bond, there are no remaining ties with the now defunct
company Diablo Grande LP.
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2006 CHALLENGES AND A LOOK AT THE FUTURE:

Western Hills Water District’s assets are notably in place as of June 30, 2005. The only notable change
in assets is the nine mile sewer line project to the neighboring town of Patterson.

Financial operations are limited due to a small customer base. At this time, the water company receives
its income from two golf courses, sixty acres of vineyards and residential housing.

Western Hill’s future projects include the sewer line completion, pump station upgrades, and water
treatment facilities upgrade.

All in all it will take more than 10 years for Western Hills to be even close to breaking even. Due to the
Bankruptcy of the developer, it had been a concern of Western Hills that it could not pay its operating
expenses since the developer had been paying the shortfall. In light of the development being sold
Western Hills will continue to keep paying its bills through the assumed obligation of the new owners.

CONTACTING THE DISTRICT’S FINANCIAL MANAGER

This financial report is designed to provide our customers, investors, and creditors with a general
overview of the District’s finances and to demonstrate the District’s accountability for the money it
receives.

If you have questions about this report or need additional financial information please contact Western
Hills Water District.

Western Hills Water District
c/o Charles Smith, Financial Manager
9521 Morton Davis Drive
Diablo Grande, CA 95363
Phone: (209) 892-0800 Fax: (209) 892-0858



Cropper Accountancy Corporation
Certified Public Accountants

2977 Ygnacio Valley Road, #460
Walnut Creek. California 94598
Tel: (925)932-3860

Fax: (925)932-3862

INDEPENDENT AUDITORS’ REPORT

Board of Directors
Western Hills Water District
Patterson, California

We have audited the accompanying balance sheets of the Western Hills Water District (the “District”) as
of June 30, 2005 and 2004 and the related statements of revenues and expenses, changes in net assets,
and cash flows for the years then ended. These financial statements are the responsibility of the
District’s management. Qur responsibility is to express an opinion on these 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 State Controller’s Audit Requirements for California Special Districts. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the District as of June 30, 2005 and 2004, and the results of its operations and its
cash flows for the years then ended in conformity with accounting principles generally accepted in the
United States of America, as well as accounting systems prescribed by the State Controller’s office for
special districts.

The accompanying financial statements have been prepared assuming the District will continue as a
going concern. The District continues to experience significant losses. The operating results coupled
with the bankruptcy of the project’s developer (see note 7) raise substantial doubt about the District’s
ability to continue as a going concern. As discussed in note 8, the financial statements do not include
adjustments that might result from the outcome of this uncertainty.
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CROPPER ACCOUNTANCY CORPORATION

April 27,2010



WESTERN HILLS WATER DISTRICT
Balance Sheets
June 30, 2005 and 2004

ASSETS
2005 2004
Current Assets
Cash b 18,934 b 5,046
Deposits through related party, interest approximates 4% - 654,540
Hamilton State Bank - money market account 2,029,783 -
Federal Home Loan Bank Note excess of market value over par - 6,431
Accounts receivable 128,506 108,153
Accrued interest receivable - 1,452
Prepaid water charges 35,309 49,301
Meter inventory 13,500 20,144
Total current assets 2,226,032 845,067
Assets restricted for debt service, at current values
Federated money market trust- U.S. Treasury Obligations 2,430,439 2,309,276
U.S Treasury Notes, 3.5% due 12/15/09, par $4,415,000 4,378,259 -
Federal Home Loan Bank Note, Par $1,715,000, 4.625%
due August 13, 2004 - maturity value - 1,715,000
Money Market Fund (C.A.M.P.) 295,373 1,586,184
Accrued interest receivable 757 29,745
Total restricted assets 7,104,828 5,640,205
Deferred bond costs, net of accummulated amortization
of $166,464 and $95,492 for 2005 and 2004, respectively 1,979,012 1,722,350
Fixed Assets, net of accumulated depreciation of $2,520,071
and $1,629,903 for 2005 and 2004, respectively 27,683,614 " 28,435,143
Construction in progress 8,856,460 -
Deferred reimbursable bond costs 58,769 -
Due from developer - Diablo Grande, LP 14,116,734 15,501,756
Due from affiliate - Fountainhead - 500,000
Total assets $ 62,025,449 $ 52,644,530
LIABILITIES AND NET ASSETS
Current Liabilities
Accounts payable $ 4,823,342 $ 491,474
Accrued interest payable 1,164,932 751,114
Current portion of bonds payable 790,000 445,000
Total current liabilities 6,778,274 1,687,588
Bonds payable, net of current portion 55,765,000 47,205,000
Total liabilities 62,543,274 48,892,588
Net Assets
Contributed capital 8,206,193 8,811,193
Retained deficit (8,724,018) (5,059,251)
Total net assets (517,825) 3,751,942
Total liabilities and net assets $ 62,025,449 $ 52,644,530

The accompanying notes are an integral part of these financial statements.
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WESTERN HILLS WATER DISTRICT
Statements of Revenues and Expenses
For the Years Ended June 30, 2005 and 2004

2005 2004
Operating Revenue
Water revenue
Residential hS 169,875 3 25,989
Business 2,960 -
Golf course 5,954 42.489
Clubhouse - 373
Winery 112 543
Other 201 -
Net water meter income (expense) (6,843) 24,872
Total operating revenues 172259 94,266
Operating Expenses
Labor and related expenses 96,473 100,408
Purchased water 389,069 431,570
Waste water hauling and disposal 310,229 8,100
Water management 355,014 73,102
Fuel/power for pump 224,176 276,470
Maintenance 112,356 91,064
Contractural services 35,455 46,737
Licences and fees 27,516 8,214
Office expense 93,877 20,698
Depreciation 890,168 621,150
Other 12,286 23,454
Total operating expenses 2,546,019 1,700,967
Operating loss (2,374,360) (1,6006,701)
Non-Operating Revenue (expenses)
Property taxes 3,511,999 2,293,134
Investment income 83,513 54,235
Bad debt expense- developer bankruptcy (1,700,153) -
Interest on bonded indebtedness (3,114,884) (1,950,852)
Amortization of bond expense (70,882) (39,495)
(1,290,407) 357,022
Net loss $ (3,064,767) $ (1,249,679)

The accompanying notes are an integral part of these financial statements.
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WESTERN HILLS WATER DISTRICT
Statements of Changes in Net Assets
For the Years Ended June 30, 2005 and 2004

Contibuted Retained
Capital Deficit Totals
Balance at June 30, 2003 $ 8,811,193 $ (3,809,572) § 35,001,621
Net loss for year ended June 30, 2004 - (1,249,679) (1,249,679)
Balance at June 30, 2004 $ 8,811,193 $ (5,059,251) § 3,751,942
Net loss for year ended June 30, 2005 - (3,664,767) (3,664,767)
Write-off of special deposit funded
by capital contribution (605,000) - (605,000)
Balance at June 30, 2005 $ 8,206,193 $ (8,724018) §  (517,825)

The accompanying notes are an integral part of these financial statements,
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WESTERN HILLS WATER DISTRICT
Statements of Cash Flows
For the Years Ended June 30, 2005 and 2004

2005 2004
Cash flows from operating activities
Receipts from customers and users 5 178,690 3 65,760
Payments to suppliers of goods and services (1,715,460) (1,881,865)
Payments to employees and related benefits (96,473) (100,408)
Net cash used in operating activities (1,633,243) {1,916,507)
Cash flows from capital and related financing activities
Bond indebtedness retired (445,000) -
Bonded indebtedness issue 9,350,000 20,000,000
Bond issuance costs (327,535) (762,617)
Increase in advances to developer (315,131) (3,049,125)
Fixed asset additions, including construction in progress (4,579,310) (12,482,518)
Interest paid on bonded indebtedness (2,701,0066) (1,799,606)
Property taxes collected for debt 3,511,999 2,293,134
Net cash provided by capital and financing activities 4,493,957 4,199,268
Cash flows from investing activities
Decrease in due from Fountainhead 500,000 -
Increase in investments (3,544,475) (2,317,123)
Investment income received 191,005 54,366
Increase (decrease) in meter inventory 6,644 (20,144)
Net cash used in investing activities (2,846,826) (2,282,901)
Net increase (decrease) in cash 13,888 (140)
Cash at beginning of year 5,046 5,186
Cash at end of year $ 18,934 $ 5,046

Reconciliation of Operating Loss to Net Cash Used in Operating Activities
Net operating loss 3 (2,374,360)
Adjustments to cash used in operating activities:

$ (1,606,701)

Depreciation expense 890,168 621,150
(Increase) decrease in assets
Accounts receivable (20,353) (28,500)
Prepaid water charges 13,992 (3,707)
Deferred recoverable bond costs (58,769) -
Increase (decrease) in accounts payable - operating (83,921) (898,749)

Net cash used in operating activities $ (1,633,243)

S (1,916,507)

The accompanying noles are an integral part of these financial statements.

.
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WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

Summary of Significant Accounting Policies

The accounting policies of the Western Hills Water District (the “District”) conform to accounting
principles as applicable to governmental entities, which are classified as proprietary funds — business
type, in the United States of America. The following is a summary of the more significant policies:

Reporting entity

For financial reporting purposes, in conformity with the Governmental Accounting Standards Board
(“GASB”) Codification Section 2100, defining the governmental reporting entity, the District
includes all funds that are controlled by or dependent on the Board of Directors of the District.
Since no other entities are controlled by or rely upon the District, the reporting entity consists solely
of the District.

Diablo Grande Community Facilities District No.1 — Bond Issues (see note 4)

Western Hills Water District - Diablo Grande Community Facilities District No. 1 has issued bonds
pursuant to the Mello-Roos Community Facilities Act of 1982, as amended, as follows: $21,000,000
in August 2001, $6,650,000 in December 2002, $20,000,000 in May 2004, and $9,350,000 in
January 2005; for a total of $57,000,000 as of June 30, 2005. The bonds are secured by and payable
from a pledge of special taxes to be levied on approximately 5,070 acres of real property within the
boundaries of the District. The Bond provisions indicate that:

“Neither the faith and credit nor the taxing power of the water district, the County
of Stanislaus, the State of California or any political subdivision thereof is pledged
fo the payment of the bonds. The bonds do not constitute a debt of the water
district within the meaning of any statutory or constitutional debt limitation.”

Although the provisions indicate the bonds are not an obligation of the Western Hills Water District,
the District has assumed the responsibility of accounting for the proceeds and the future debt service.
The bond proceeds funded the acquisition by the District of water and wastewater facilities. The
costs of water facilities incurred in prior years were contributed to the District by Diablo Grande LP
(Diablo Grande), the developer of the Diablo Grande project. The bond proceeds, net of certain
costs of issuance and debt reserve requirements, have been used or set aside for current and future
facility improvements.

Fund accounting classification

The financial statements of the District are presented as those of an enterprise fund under the broad
category of funds called proprietary funds which also includes internal service funds. Enterprise
funds account for operations that are financed and operated in a manner similar to private business
enterprises — where the intent is that the costs (expenses, including depreciation) of providing goods
or services to the general public on a continuing basis be financed or recovered substantially through
user charges. The acquisition of the physical plant facilities required to provide these goods and
services, as indicated above, were initially financed by the developer, for the District, in anticipation
of proceeds from the bond issue, which will further fund the additions to plant and equipment.
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WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

Summary of Significant Accounting Policies (continued)

Basis of accounting

Enterprise funds are accounted for on the flow of economic measurement focus using the accrual
basis of accounting. Revenues are recognized when they are earned, and expenses are recognized
when they are incurred.

The GASB is the designated standard-setting body establishing governmental accounting and
financial reporting principles.

The District follows alternative 1 of GASB 20 regarding the use of the pronouncements of the
GASB and Financial Accounting Standards Board (“FASB”) in its accounting. That is, the District
follows (1) all GASB pronouncements and (2) FASB pronouncements, Accounting Principles Board
(“APB”) Opinions, and Accounting Research Bulletins (“ARB”) issued on or before November 30,
1989, except those that conflict with GASB pronouncements.

Cash and cash equivalents

For the purpose of the statement of cash flows, the District considers all highly liquid investments
with a maturity of three months or less when purchased to be cash equivalents, including short-term
certificates of deposit. To date, only cash in bank is applicable.

Investments

State statutes authorize the District to invest in obligations of the U.S. Treasury, the Local Agency
Investment Fund of the State of California (LAIF), commercial paper, corporate bonds and
repurchase agreements.

Fixed assets

Fixed assets are carried at historical cost or estimated historical cost if actual cost is not available.
Contributed assets will be recorded at cost or estimated fair value on the date contributed. The costs
of normal maintenance and repairs that do not add to the value of the asset or materially extend asset
lives are not capitalized. Depreciation expense is provided on a straight-line basis over 30 to 40
years depending on the category.

Estimates in accounting

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities, and consequently, the reported amounts of revenues
and expenses in the financial statements. The District’s estimates relate primarily to useful lives of
its fixed assets and the determination of an allowance for uncollectible receivable balances (for
which there are none for June 30, 2005 or 2004). Actual results could differ from these estimates.
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WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

Revenues related to providing water supply to customers and users are classified as operating
revenue in the Statement of Revenues and Expenses and Changes in Retained Deficit. All other
revenues, including property taxes, are classified as non-operating revenue.

1. Summary of Significant Accounting Policies (continued)
Operating vs. non-operating revenues
2. Cash and Investments

The California Government Code requires California banks and savings and loan associations to
secure a Public Agency’s deposits by pledging government securities as collateral. The market
value of pledged securities must equal at least 110% of deposits. California law also allows
financial institutions to secure Public Agency deposits by pledging first trust deed mortgage notes
having a value of 150% of the Public Agency’s total deposits.

The entire cash balance is in one institution in the amount of $18,934 at June 30, 2005 and $5,046 at
June 30, 2004 and 1s entirely insured under FDIC. The June 30, 2005 investments are categorized as
follows:

Hamilton State Bank, Money Market Account $ 2,029,783
US Treasury Money Market Trust 2,430,439
US Treasury Notes, par $4,415,000, 3.50%, due 12/15/09 4,378,259
Money Market Fund — (C.A.M.P.) 295,373
$ 9,133,854

Reflected in balance sheet as:
Current assets $ 2,029,783
Assets restricted for debt services 7,104,071

$ 9,133,854

Credit Risk

Credit risk is the risk that an issue of an investment will not fulfill its obligation to the holder of the
investment. This is measured by the assignment of a rating by a nationally recognized statistical
rating organization. Presented below is the minimum rating by the California Government Code and
the actual rating as of the year-end for each investment type.

Minimum Not Required

Fair Legal To Be Rating as of Year End
Investment Tvpe _ Value Rating Rated AAA A Unrated
HSB Money Market Fund $ 2,029,783 A by - $2,029,783 $ - § -
US Treasury Money Market 2,430,439 N/A 2,430,439 - - -
US Treasury Notes 4,378,259  N/A 4,378,259 - - -
CAMP Money Market Fund 295,373 A - 295,373 - -
Total $9,133,854 36,808,698 § 2,325,156 § - § -




WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

3. Fixed Assets

All purchased assets are valued at cost. In accordance with generally accepted accounting principles
for proprietary entities, depreciation has been provided on the straight-line method over estimated
useful lives of thirty to forty years.

The following reflects the changes in fixed assets for the year ended June 30, 2005:

Balance Reclassifications Retired Balance Depreciable
June 30, 2004 And Additions Assets June 30, 2005 Life in Years
Water Treatment Facilities $ 10,044,622 $ 135,175 $ - $ 10,179,797 40
Pump station & well 3,057,844 - - 3,057,844 30
Aqueduct turnout 745,802 - - 745,802 40
Wastewater treatment facility 16,193,110 - - 16,193,110 40
Storm drain outfall line 2,446 - - 2,446 40
Frog pond 10,803 - - 10,803 30
Other 10,419 3,463 - 13,882 3to30
30,065,046 138,638 - 30,203,684
Accumulated depreciation 1,629,903 890,167 - 2,520,070
Net book value $ 28,435,143 3 (751,529) 5 - § 27,683,614
Construction in progress —
sewer S - $ 8,856,460 S - $ 8,856,460 n/a

4. “Mello-Roos” Assessment District — Western Hills Water District - Diablo Grande Community
Facilities District No. 1

Western Hills Water District - Diablo Grande Community Facilities District issued bonds totaling
$21,000,000 i August, 2001, followed by $6,650,000 in December, 2002, $20,000,000 in May 2004
and $9,350,000 in January 2005. The total debt issued was $57,000,000. The proceeds are to fund
facility assets. Interest rates on these bonds ranged from 2.25% to 5.7%.

The changes in the District’s long-term obligations were as follows:

Year Ended Year Ended

June 30, 2004 June 30, 2005
Balance at beginning of year $ 27,650,000 $ 47,650,000
Bonds 1ssued 20,000,000 9,350,000
Principal payments - (445.000)
Balance at end of year $ 47.650,000 $ 56,555,000
Due in one year $ 445,000 $ 790,000



WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

4. “Mello-Roos” Assessment District - Western Hills Water District - Diablo Grande Community
Facilities District No. 1 (continued)

The following is a debt service schedule to maturity:

2001 Bond
Fiscal Year
Ending June 30, Interest Principal Total
2006 $ 1,386,782 $ 320,000 $ 1,706,782
2007 1,370,408 335,000 1,705,408
2008 1,352,802 355,000 1,707,802
2009 1,333,628 370,000 1,703,628
2010 1,312,960 390,000 1,702,960
Thereafter 17,837,536 19,230,000 37,067,536
$ 24,594,116 $ 21,000,000 $ 45,594,116
2002 Bond
Fiscal Year
Ending June 30, Interest Principal Total
2006 § 388,467 § 140,000 § 528,467
2007 383,118 145,000 528,118
2008 377,030 150,000 527,030
2009 370,385 155,000 525,355
2010 362,949 165,000 527,949
Thereafter 3,919,649 5,450,000 9,369,649
5 5,801,568 § 6,205,000 $ 12,006,568
2004 Bond
Fiscal Year
Ending June 30, Interest Principal Total
2006 $ 1,127,875 $ 330,000 $ 1,457,875
2007 1,119,063 340,000 1,459,063
2008 1,108,275 350,000 1,458,275
2009 1,095,744 365,000 1,460,744
2010 1,081,400 375,000 1,456,400
Thereafter 15,554,243 18,240,000 33,794,243
$ 21,086,600 $ 20,000,000 $ 41,086,600
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WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

“Mello-Roos” Assessment District - Western Hills Water District - Diablo Grande Community

Facilities District No. 1 (continued)

2005 Bond
Fiscal Year
Ending June 30, Interest Principal Total
2006 $§ 531,635 $ - $ 531,635
2007 483,008 200,000 683,008
2008 477,383 200,000 677,383
2009 471,226 210,000 681,226
2010 464,236 215,000 679,236
Thereafter 6,284,227 8,525,000 14,809,227
$ 8,711,715 $9,350,000 $ 18,061,715
All Bonds
Fiscal Year
Ending June 30, Interest Principal Total
2006 $ 3,434,759 $ 790,000 $ 4,224,759
2007 3,355,596 1,020,000 4,375,596
2008 3,315,490 1,055,000 4,370,490
2009 3,270,953 1,100,000 4,370,953
2010 3,221,545 1,145,000 4,366,545
Thereafter 43,595,656 51,445,000 95,040,656
$ 60,193,999 $ 56,555,000 $ 116,748,999

Reserve requirement restrictions

The provisions of the “official statements” of the bond issues require the following restrictions:

Reserve fund

The District is required to maintain an amount equal to the lesser of the following thresholds as of
June 30, 2005:

(a) 10% of the original principal: $5,700,000

(b) 100% of the maximum annual debt service on the bonds based on years ended September 1:
$4,375,596

(c) 125% of the average annual debt service: $5,405,043

The purpose of this $4,375,596 reserve is to be used for debt service, if needed. Amounts in excess
of the requirement, due to interest thereon, can be transferred to the Bond Fund to be used for current
debt service. When the Reserve Fund exceeds the requirement to redeem the remaining outstanding
bonds such excess shall be transferred to the District to be used for any lawful purpose.
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4.

WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

“Mello-Roos” Assessment District - Western Hills Water District - Diablo Grande Community

Facilities District No. 1 (continued)

Reserve requirement restrictions (continued)

Bond fund

The Bond Fund consists of amounts held in trust by the Fiscal Agent for payments to bond holders
(debt service). Annual special taxes assessed and collected shall be set aside for the debt service.
During the fiscal years through June 30, 2005 property taxes were received on assessed property
totaling §7,243,629 from inception. Debt service payments totaled $7,200,050 in interest and
principal. $2,013,637 has been applied out of special tax fund proceeds set aside for early short-term
interest payments, leaving $5,186,413 to be paid out of the “Bond Fund”. Thus, $2,057,216 of the
taxes assessed remains in the Bond Fund set aside.

Special Tax Fund

An amount was provided out of the bond proceeds sufficient, when combined with interest earnings
thereon and on amounts in the “Reserve Fund”, to provide for interest due in the short term through
September 2, 2005, shortly after the bond issue.

At June 30, 2005, $288,756 had been set aside for the September 2005 interest.

Improvement Fund

The remaining proceeds of the bond issue after allowing for costs of issuance were set aside to
reimburse improvement costs of $17,106,638 (2001 issue) and $5,493,887 (2002 issue), $17,483,719
(2004 issue) and $8,026,517 (2005 issue).

At June 30, 2005, the reserve requirements were as follows:

Reserve Fund $ 4,375,596
September 2, 2005 interest provided (special tax fund) 288,756
Bond Fund 2,057,216
Total reserve requirement $ 6,721,568
Funds set aside for debt service at June 30, 2005 $ 7,104,071

An MAI appraisal, dated April 22, 2001, of the value of the property securing the debt “as is” was
$50,787,000. The value after the completion of site improvements was valued at $77,527,000 (or a
present value of $63,307,000). The indebtedness will be retired over a thirty year period from
assessed parcel taxes on the properties being developed, through the District.
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WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

5. Retained Deficit and Capital

The District’s assets are substantially in place as of June 30, 2005. However, the operations
including water revenue will not be fully realized until the development is completed. At June 30,
2005, the primary customers were the 2 golf courses, clubhouse/restaurant and vineyard and the
beginning of homeowners. The development plan includes a hotel, single family homes, condos and
public facilities. Until they come to fruition, the water revenue will not cover expenses. It is
anticipated, but not guaranteed, that the deficit will be funded by the developer.

6. Related Parties

Diablo Grande LP — All of the property in the District was originally owned by the Developer. When
the Developer filed for bankruptcy in 2008 (see note 7), the remaining assets were acquired by the
new owner. The Developer contributed $8,206,193 to the District to acquire property and fund the
deficit operation to date.

Funds have been advanced between the District and the Developer to cover construction costs since
2001. As of June 30, 2005 and 2004, the balance due from the Developer was $14,116,734 and
$15,501,756, respectively. The June 30, 2005 balance due from the Developer is net of $1,700,153
that was deemed uncollectible upon the subsequent filing for Chapter 11 reorganization bankruptcy
by the Developer (see note 7).

Qak Flat Golf Company, LLC — The Oak Flat Golf Company, LLC (“OFGC”) is managed by one of
the corporations which is a partner in the Developer (Diablo Grande, Inc.). It is owned by four
individuals and a Corporation. OFGC currently operates two golf courses,

GBC Corporation — The GBC Corporation operates the clubhouse and restaurant adjacent to the two
golf courses. It is owned by an individual who is also the President of Western Hills Water District,

7. Subsequent Event

On March 10, 2008 Diablo Grande, LP filed for Chapter 11 reorganization bankruptcy, and the
assets of the company were eventually sold to World International LLC for $21,025,000 on October
7, 2008. As a result of this bankruptcy filing of the Developer, the District has determined that
$1,700,153 of the outstanding receivable from Diablo Grande, LP is uncollectible, and has
recognized this expense in the Statement of Revenues and Expenses for the year ended June 30,
2005. In addition, $682,052 in special deposits that were held through Diablo Grande has been
forfeited through bankruptcy proceedings. The write-off of these special deposits has been
recognized as a $605,000 reduction in contributed capital on the Statement of Changes in Net Assets
and a $77,052 decrease in investment income on the Statement of Revenues and Expenses for the
year ended June 30, 2005. Subsequent events have been evaluated through April 27, 2010, which is
the date the financial statements were available to be issued.
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8.

WESTERN HILLS WATER DISTRICT
Notes to Financial Statements
June 30, 2005 and 2004

Going Concern

Continued operating losses coupled with the bankruptcy of the Developer raise doubts about the
District’s ability to continue as a going concern. The District’s management is working with the new
owner of the development to promote the completion of the development resulting in sales of homes
which will provide property tax revenues necessary to repay the outstanding bonds and cover
operating costs of the District.
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