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SUPPLEMENTAL TESTIMONY
OF
KIMBERLY H. DISMUKES

On Behalf of the
Florida Office of the Public Counsel

Before the
FLORIDA PUBLIC SERVICE COMMISSION

Docket No. 950495-WS

What is your name and address?

Kimberly H. Dismukes, 5688 Forsythia Avenue, Baton Rouge, Louisiana 70808.
Are you the same Kimberly H. Dismukes that prefiled direct testimony in this
proceeding?

Yes.

Do you have an exhibit in support of your testimony?

Yes. Exhibit (KHD-2) contains 1 Schedule that supports my testimony.

What is the purpose of your supplemental testimony?

The purpose of my supplemental is to address the Lehigh Corporation Escrow Letter
between Mr. Ronald Sorenson and Ms. Laura A. Holquist, dated December 14, 1993
and produced by Southern States on February 23, 1995, pursuant to the pre-hearing
officer's Order "Escrow Letter". I have included as Schedule 1 to my exhibit a copy

of this letter.
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Would you please describe the background of the escrow agreements and the Escrow
Letter?

Certainly. Lehigh Corporation had approximately $5.2 million held in an escrow
account under the terms of Escrow and Trust Agreements with Barnett Bank. The
escrow accounts were established pursuant to the direction of the States of New
York and Michigan to ensure the availability of funds for utility connections at the
time the lot owner builds on the property. These funds were never recorded on the
books of Lehigh Corporation, the developer of land owned in Lehigh Acres.
According to the letter from Ms. Holquist, these funds were previously believed to
belong to the lot purchasers and that Lehigh Corporation had no ownership interest
in the funds. Legal research apparently concluded that the funds actually belonged to
Lehigh Corporation and not the lot purchaser. Furthermore, this research concluded
that the funds represented no liability to Lehigh Utilities, Inc. {(a/k/a SSU) because the
Commission ruled in March 1993 that the funds did not represent any liability or
impute CIAC. Because of these conclusions, Lehigh Corporation reconsidered the

accounting treatment of these funds.

The letter from Ms. Holquist describes the various rationales for assuming that Lehigh
Corporation has littie or no obligation to future customers as they connect to the
system. It was concluded that:

...we have determined that any significant water and

sewer reimbursement obligation that might exist from

2
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sales representation would be binding only
onto the original lot purchasers. We have
further determined that the average age of
these lot purchasers when the reimbursement
obligation could potentially be incurred would
be greater than 86 years. Thus it appears that
due to natural life-span constraints, minimal
reimbursement, if any would actually be paid
under our assumption that an obligation exists.
We have conciuded that no hability should be
recorded for this potential exposure. [Escrow

Letter.]

Lehigh Corporation stopped short of recording no hability for the escrowed funds
because of its intent to negotiate access to these funds, which it successfully did.
Lehigh Corporation also negotiated a supplement to the developers agreement
between itself and SSU. This supplemental developers agreement provides that, with
the release of the escrow funds, Lehigh Corporation would install utility facilities,
including transmission and distribution lines, collection lines, water and wastewater
treatments plants, and other major utility assets, and sell these facilities to SSU. If the
facilities are not used and useful within 10 years, the plant will be contributed to SSU.

According to Ms. Holquist, installation of water and sewer lines toward New York



10

11

12

13

14

15

16

17

13

19

20

21

22

and Michigan purchasers' lots would spur development and increase the value of the
lots, presumably those still to be sold by Lehigh Corporation. In related
correspondence Bill Livingston, of Lehigh Corporation wrote:

A conceptual plan for providing water and sewer

service will then be prepared for each service area.

Each plan will provide for spending all available

escrow funds, as well as projected future receipts, in

a manner that will extend water and sewer lines as

close as possible to the contributing lots and also

provide sufficient plant capacity to serve those lots.

Careful consideration will also be given to benefiting

ILehigh Corporation owned property as much as

reasonably possible. (Emphasis Added.)

In her letter, Ms. Holquist noted that because Lehigh Corporation's management
intends to offer a credit associated with the escrowed money, an obligation may be
created in the near future. Accordingly, Lehigh Corporation estimated this obligation
so that it could be recorded on its books. Using present value analysis and projections
of when New York and Michigan lots would be expected to connect to the central
utility services, it was determined that the present obligation is approximately
$662,000. The remainder, or approximately $4.5 million was recorded as income.

Because of the purchase agreement between Lehigh Acquisition Corporation and the

4
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Resolution Trust Corporation, the income tax liability associated with the income, or
escrow funds recorded prior to 1991, was to be included on the tax returns of
Resolution Trust Corporation, not Lehigh Corporation. Income taxes on escrow
money and interest earned after the acquisition are to be recorded on the books of
Lehigh Corporation.

Did Lehigh eventually record the funds on its books?

Yes. According to the Company's response to the Citizens' mterrogatory 241, in 1994
Lehigh Corporation recorded approximately $5.2 million of escrowed funds held
under offering statements approved by the States of New York and Michigan as a
post-acquisition adjustment. The cash is apparently restricted to Lehigh Corporation
and can only be drawn to construct major utility facilities. Under the provisions of
various agreements between SSU and Lehigh Corporation, Lehigh Corporation is to
develop water and wastewater utility facilities using these escrowed monies and sell
them to SSU under a refundable advance. Lehigh Corporation 1s to be paid for these

assets based upon future connections.

As part of the agreement with the states of New York and Michigan, Lehigh
Corporation agreed to grant a credit to lot owners for future connection fees in the
amount of escrowed funds attributable to their specific lot as of March 31, 1994.
Consequently, these customers will no longer receive the benefit of interest being
earned on money they gave to the developer to construct utility assets. Based upon

projected future connection dates, a deferred liability equal to the present value of this
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projected liability was recorded by Lehigh Corporation, totaling $700,000. In order
to access the cash for construction, SSU agreed to guarantee the future credits to
customers through a reduction of the approved CIAC tariff at the time the customers
connect to the Lehigh plant. These credits, plus an administration fee, are to be billed

to Lehigh and paid to SSU at that time.

Because of these various agreements and negotiations, Lehigh Corporation recorded
income totaling $4.5 million anc 2 deferred payable to SSU of 3.7 million--this latter
item is the present value of the estimated liability for refunds of deposits made by
Michigan and New York lot purchasers.
Is Lehigh Corporation an affiliate of SSU?
Yes. Lehigh Acquisition Corporation is the sole stockholder of Lehigh Corporation,
Topeka Group, Inc. (TGI) owns 100% of the stock of SSU and approximately 80%
of the stock of Lehigh Acquisition Corporation. Minnesota Power owns 100% of the
stock of TGI. In essence, Minnesota Power controls the operations of the regulated
SSU and the nonreguiated Lehigh Corporation. This control was made especially
evident in some correspondence related to this issue. In a memorandum from Mr.
Scott Vierima of SSU to Mr. Bert Phillips, then president of SSU, and to other
officers of SSU, Mr. Vierima expressed the desire of Minnesota Power with respect
to these funds:

LAC [Lehigh Acquisition Corporation] is finalizing

modifications proposed by State authorities in NY and

6
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MI, and has asked SSU to be prepared to

execute the supplements within the next two

weeks in order to ensure the ability to book

related earning in MP's first quarter.
In reviewing various memorandum and correspondence concerning these escrowed
funds it is apparent that the final treatment of these funds was structured such that
they would have no positive affect on the customers of SSU and that all of the
positive benefits, i.e., income, would inure to Minnesota Power's unregulated
operations.
What significance does this have to the Commission?
The Commission should consider whether the utility customers of SSU have been
treated fairly with respect to these funds and their treatment on the books of SSU and
Lehigh Corporation. Because of the manner in which the various agreements have
been structured, fhere is no benefit to customers associated with these escrowed
funds. Yet there is a significant benefit to Minnesota Power's unregulated operations.
Minnesota Power was able to recognize a windfall profit of $4.5 million in 1994
because of money contributed by future customers of SSU. In addition, Lehigh
Corporation will construct, and has constructed, water and wastewater assets in the
Lehigh Acres development that will increase the value of the developer's lots. The
developer will be reimbursed by SSU for water and wastewater facilities, through
CIAC collected from near term customers, for which it has contributed nothing to

increase the value of its lot inventory. This will in turn accrue to the benefit of



10

11

12

13

14

15

16

17

18

19

20

21

22

Minnesota Power in the form of higher profits for land sold by Lehigh Corporation
much of which was brought about by the use of money collected from future
customers and assets paid for by near term customers, Normally, the construction of
utility lines by developers are contributed to the utility. However, in the instant case,
no such contribution is being made. Instead, the money is being advanced by future
customers and then the assets are being paid for by near term customers n the form
of CIAC.

What do you recommend?

In my opinion, the Commission should impute CIAC associated with all facilities
constructed by Lehigh Corporation as future customers connect to the system.
According to the Company's response to the Citizens Interrogatory 241, for the
projected test year ending 1996, SSU will have repaid Lehigh Corporation for
$769,000 for assets that Lehigh Corporation constructed. These used and useful

assets are included in SSU's rate base. By imputing CIAC on these assets and future
assets constructed by Lehigh Corporation the Commission can ensure that customers
are not harmed by the various agreements and negotiations entered into by SSU and
Lehigh Corporation that do nothing but enrich Minnesota Power, because of the
contribution made by customers.

Are there any other factors the Commission should consider when addressing this
1ssue?

Yes. The Commission should realize that much of the plant and facilities that are

being constructed by Lehigh Corporation are non-used and useful. I addressed this in
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my direct testimony and I proposed an adjustment to Lehigh's transmission,
distribution, and collection facilities to ensure that current customers do not bear the
cost of these non-used and useful assets. But the Commission also needs to be aware
of the future problems that may arise because of Lehigh Corporation's construction

activities.

Certain scenarios could develop that would further enrich Minnesota Power at the
expense of customers. For example, assume that after enough customers connect to
these new hines, SSU determines that it must construct additional water and
wastewater treatment facilities to serve these additional customers. SSU may
construct such facilities larger than necessary arguing that its less expenstve to build
a larger plant now, than several smaller plants over time. Under this scenario, SSU
will likely argue that because of the prudence of the economies of scales associated
with building a larger plant now, the entire plant should be considered 100% used and
useful. This is an argument routinely made by SSU and often adopted by this
Commission. If such a scenario evolves, and the Commission does not recognize the
plant as non-used and useful, customers will pay for non-used and useful plant with
the beneficiaries being SSU and Lehligh Corporation. Because of the negative
potential impact on customers, the Commission should warn the Company today that
current customers will not be saddled with the cost of non-used and useful assets
resulting from the construction activities of Lehigh Corporation.

Should the Commission evaluate this issue in conjunction with any other issues in this
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proceeding?

Yes. The Citizens' witnesses Larkin and DeRonne are recommending that the
Commission recognize a negative acquisition adjustment with respect to the Lehigh
system, as well as others. As I noted in my direct testimony, the Citizens were not
successful at persuading the Commission in the last rate case involving Lehigh
Utilities, Inc. which is now SSU, that a negative acquisition adjustment should be
made. I believe the Commission should carefully reconsider its decision concerning

the negative acquisition adjustment for Lehigh.

In the last Lehigh rate case SSU argued that the entire discount from book value
associated with the acquisition of a consortium of Lehigh companies should be
entirely attributed to the nonregulated operations of the purchased assets. Part of this
argument was based upon the declining value of land in the area. Despite this
assertion, Minnesota Power has recognized significant income associated with the sale
of land by Lehigh Corporation--in fact, it reported a return on its equity investment
in Lehigh Acquisition of 56% in 1994. In addition, due to the contributions of SSU's
customers, Minnesota Power stands to enhance its profits in the future from land
sales. The Commission should seriously question SSU's assertion that the discount
from book value, associated with the purchase of the Lehigh consortium of
companies, should be related solely to the nonutility assets purchased by TGI. In my
opinion, the Commission should recognize the unusual relationship between SSU,

Lehigh Corporation, TGI, and Minnesota Power and give the customers of Lehigh a

10



portion of the benefit associated with this acquisition by recognizing the negative
acquisition adjustment recommended by Mr. Larkin and Ms. DeRonne.
Does this complete your supplemental testimony prefiled on March 4, 19967

Yes, it does.

11
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PROFESSIONAL ASSOCIATION
ATTORNEYS AND COUNSELORS AT LAW

STEPHEN & ECENIA POST OFFICE BOX 551, 32302-0551 GOVERNMENTAL CONSULTANTS

KENNE Th & HOFFMAN 215 SOUTH MONROE STREET. SUITE 420 PATRICK A MALOY
TALLAHASSEE, FLORIDA 32301-1841 AMY J YOUNG

THOMAS W. KONRAD

R. DAVID PRESCCTT

HARQLD F. X PURNEL. TELEPHONE (904) 681-6788 —~ = o

GARY R RUTLEDGE TELECOPIER (904) 6B1-6515

2 MICHAEL UNDERWODD

WILLIAM B WILLINGHAM February 23, 1996

NOTICE: CONFIDENTIAL DOCUMENTS ATTACHED

RECEIVED

HAND DELIVERY

Charles J. Beck, Esg. FEB 2 3 1995
Cffice of Public Counsel 7 .
111 West Madison Street Oﬁmeo
Room 812 Puklic Counse!

Tallahassee, FL 32399-1400
Re: Docket No. 9504985-wWs
Dear Charlie:

As indicated in Southern States Utilities, Inc.'s ("SSU")
Eleventh Motion for Temporary Protective Order filed and served in
the above-styled docket on this date, I am providing tc you the
following document which SSU believes to have a colorable claim of
confidentiality:

(1) Letter dated December 14, 1993 from Laura A. Holgquist to
Ronald Screnscon.

SSU requests that the Office of Public Counsel keep these
materials confidential and exempt from disclosure under Florida's
Public Records Act, pending a decision on the Company's Eleventh
Motion for Temporary Protective Order and thereafter once a
Temporary Protective Order has been issued.

Sincerely,

.

Kenneth A. Hoffman

KaH/rl
Enclosures
cc: Parties of Record (without enclosures)
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December 14, 1993

CORPORATIODNK

Mr. Ronald Screnson

Briggs and Morgan

2200 First National Bank Building
St. Paul, MN 55101

Re:  Accounting for the New York and Michigan Escrowed Cash Accounts

Dyear Ron:

We have completed our analysis of the Lehigh Corporabon accounting treatment for the New York
and Michigan escrowed cash accounts. Details on the analysis and our conclusion are provided

below.

Backeround

Lehigh Carporation currently has $5.2 million held in escrow under the terms of Escrow and Trust
Agresments with Barnett Bank. The escrow accounts are required by the states of New York and
Michigan in order for Lehigh to sell lots in those states. The purpose of the escrow acoounts was
to protect stale residents in the event the developer (Lehigh) cannot fund water and scwer line
installations when required under its Density Agreement with the Florida Department of Hezlth and
Rehabilitative Services (Density Agresment).

To provide monies for the escrow accounts, the states: required Lehigh to charge New York and
Michigan lot purchasers an zdditional amount, rangingifrom $1,070 to $1,470, as part of thear lot-
purchase contracts. Lehigh then agreed, in the Escrowand Trust Agreements, 1o remit the momes
collecied to an escrow agent, currently Bamnert Bank, Under the terms of the Escrow and Trust
Agresments, monies remitted are relezsed to Lehigh if the lot purchaser cancels the purchase -
contract or when water and sawer lines are installed,

The escrow accounts were established in 1973, and montes currently on deposit, including interest:
eamed to date, Iotal $4.6 million for New York and $.6 million for Michigan.
The Problem

The additional amounts-charged and collected from the New York and Michigan customers and the
cash held in escrow have never been reporied in Lehigh's financial statements. Previously it was

st

201 E. Joe! Bivd. = Lehigh, Florids 33936 » (B13) 36B-31417 » Fax (813) 365-2141
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New York and Michigan Escrowed Monies
Accounting Treatment Analysis
Pagz 2

believed that the monies belonged to the lot purchasers from whom the monies had been collected
and that Lehigh had no ownership interest in the funds. In addition, Lehigh had never included the

funds in taxable income.

Last Spring, legal research performed by Briggs 2nd Morgan (see letier at Exhibit 1) concluded that
the escrowed monies acrually belonged to Lehigh, not.the Jot purchascr. In addition, the Flonda
Public Service Commission (FPSC) ruled in their March 1993 Lehigh Utiliies, Inc., (LUTD) rate
order that no liability or imputed CIAC was applicable for the escrowed funds since LUT had no
aceess to the funds and was not a party 1o the escrtow agreements. A copy of the related pages in
the rate order are included at Exhibit 2.

Based on these events, it is prudent to reconsider the current accounting treztment for the monies.

Anazalysis

In July 1991, when Lehigh Acquisiion Corporation iacquired Lehigh, it was believed that the
escrowed monies belonged to the lot purchasers. Based on review of FASB § "Contingencies,” the
monies would have besn technically classified at acquisiion as contingently impaired assers. The
contingency would have been a form of customer deposit liability. As stated above, recently 1t has
been determined that the escrowed monies actuzlly belong to Lehigh and there is no imputed CIAC
applicable to the monies. Therefore, there-is no “customner deposit® Hability, the asset is no longer
contingently impaired, and the escrowed monies need to be reporied on Lehigh’s financial
stalements.

FASB 38 "Accounting for Preacguisinon Contingencies of Purchased Enterprises™ provides the
promulgated accounting treatment for acquisidon contngencies. According to FASB 38, TAfier
the end of the allocation period, an adjustment thal resslts from a preacquisition contingency other
- than 2 Joss carryforward shall be included in the determination of net income in the periad in which
the adjustment is determined™ (FASB 38 pars. 6). For the Lehigh scquisition, the allocation period
ended on June 30, 1992, one year after the purchese.

Having defined the accounting treatment for the escrowed monies, the next siep is w0 delermine
whether an adjustment has resulted from the preacquisition contingency. As the monies are in the
form of cash on deposit with a bank, a recordable assct exists in the amount of $5.2 million. Is
there a recordsble lability? It is Lehigh management's opinion that no recordable future
obligations or exposures exist regarding the escrowed monics. Management has developed this
opinion based on the following:

-



New York and Michigan Escrowed Monies
Accounting Treain.ent Analysis

Page 3

(a)

(&)

Lehigh has no furure obligarions or exposures under the Escrow and Trust Agreements
beyond the Density Agreemery requirements.

The Escrow and Trust Agreements control the use of the escrowed funds. Under the
agreements, the only developer (Lehigh) obligation to the lol purchaser is to fund the
extension of uvtliies I accordance with the Density Agreement No credits or
reimbursements of funds to Jot purchasers are required in the agreements. If a lot purchase
agreement is canceled or a purchaser trades a lot, the related escrowed monies, including
interest earned, are retumed to Lehigh. See a.copy of the March 26, 1990, Escrow and

Trust Agresme~t at Exhibit 3.

Lehigh has no future obligaiions or exposures related to the escrowed monies under the New
York and Michigan agreemerds for deed and the incorporated offering staiements excepr as
relates to Clause C, and this exposure is minimal.

Agreements for deed and the incorporated offering statements were used 2s the contracts in '
the sale of lots 1o New York and Michigan residents.. Copies of the most recently used
agreement for deed form and offering statement are included at Exhibit 4 for New York and

Exhibit § for Michigan.

We have reviewed the forms of agreements for deed and offering statements used by
Lehigh. Although the agreements and offering statemnents varied throughout the years, we
found no obligations or exposures related to therescrowed funds, except under Clause C of

the agresments for deed.
Clause C

If a 1ot pinchaser should cancel an agreement for deed, Clause C of the agreement requires
Lehigh w mfund “the amount, if any, paid in by the buyer (exclusive of interest) that
exceeds 15 percent of the purchase price (exclusive of interest) or the actual damages
incurred by the Seller, whichever is greater.™ This wording is unclear as o whether escrow
payments are to be incloded in the refund calculation. However, certain offering statements
used over the years for New York residents specified that escrowed monies paid were 1o be
included in the determination of the "amount, ifiany, paid by the buyer.” Other New York
offering statements and the Michigan statements did not include this wording.

Assuming that all active agreements for deed required escrow payments to be included in
the Clause C refund calculation and that all the agreements canceled, $483,734 of the $5.2
million in escrow monies would be subject to refund. Based on cancellation history,
however, we kmow that the probable future refund obligation is substantially Jess. As you
know, we already have a $2.5 million Clause Cirefund Liability established on the financial

statements. The $32.5 million is reserved against $32 million in principal payments that

-
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New York and Michigan Escrowed Monics
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could be subject to refund, i.c., we are approximately 7.8 percent reserved, Experience has
shown that the reserve remains more than adequate, as actusl contract delinquencies have
been significantly less than we projected in the reserve calculation last December.,

We have concluded then that, although there .is some exposure to 2 Clause C refund
obligation related to the escrowed monies, the exposure can be guantified at less than
$40,000 (7.8 percent of $483,734). Due to this minor amount and the fact that the
obligation best belongs as part of the existing Clause C refund Lability, we have determined
that a separate refund liability for the escrowed: monies is unnecessary.

Should ine escrowed monies be construed as a form of prepaid fee, the porential Lehigh
obligarion to reimburse funds is minirmal.

The Water Supply and Sewer Disposal sections of the various New York and Michigan
offering staternents used since 1973 conveyed three basic idezs: 1) that central water and
sewer services would be exiended to purchased lots as specific deasities were reached, 1)
that the escrowed monies would be used to defrzy the cost of installing the central services,
and iii) that sepuc systems and wells would be permitted untl central services were
installed. Other than these basic jdeas, the offering stalement representatoqs varned widely,
particularly in their disclosure of the purchaser's further obligations to pay for central
faciliies, line extensions, and bookup/tap fees. In addition, the representafions were
generally inconsistent with cunent udlity regulation and ratemaking. Copies of Water
Supply and Sewer Disposal sections of sciect offering statements are provided at Exhibit 6.

Lehigh management believes that, beyood the Density Agresment requirements, no
obligation to the Iot purchasers exists as 2 result of the water and sewer representations
made in the offering statements. However, using today’s utlity ratemaking philosophies
and untility accounting treatments, the escyowed monies could be construed as a form of
prepaid fee and the fees may be reimbursable tollot purchasers after they connect to central
facilities and pay a connection charge. We analyzed any expasure that could result from
this possible scenario as follows:

Potential Obligation Does Not Transfer in Sale of Properry

First we determined that the deeds issued in transferring Iots to New York and Michigan
purchasers did not include mention of the water and sewer related escrowed monies nor did
they provide for any obligations regarding the monies. Therefore, we know that any
passible reimbursement obligation is not attached 10 the propcxty and could only be
construed from interpretztion of the sales documents. Poluotedd, o

We then reviewed the language used in the agrecments for deed and the water and sewer
offering stalement representztions, and we found that the agreements and associated
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obligations survived the deeding of the property. However, according to Clause M, the
agreements could not be assigned without Lehigh's written consent. While purchasers were
still paying on their accounts, Iehiph provided this conseat, although it was rarely
requested.  Afier Jots were deeded, the copsent 1o assign was not given. Thus we concluded
that any obligaions under the sales documents would terminate when the associated lot
mansfeed owners. Note that of the 3,291 sgrecments under which current escrowed
monies have been collected, deeds have been issued for 2,634, more than 80 percent.

Few New York and Michigan Purchasers Will Ever Connect ro Cenrral Senvices

Lehigh sales statistics show that over th: last 20 years the average lot purchaser has been
about 55 years old. We did an age analysis of the agreements for deed related to the
escrowed monies and found thar the agreements were entered into an average of 13 years
2zo. As a result, the average New York and Machigan purchaser is 68 years old today.

QOur next step was 1o obtzin 2 lst of escrowed monies summarized by the land sectons in
which the associated purchased jots are located . The Hst is inciuded as Attachment 1. We
then compared the land sections on the list with 1) a listing of current section densities
prepared by Southern States Utilities (SSU) in June (sec Attachment 2) and i) an absorption
table included in the Lehigh Acres Wastewater Master Plan showing expected bunldouts
through 2011 (see Anachment 3). The master plan was completed in July 1993 by Holes,
Monates & Associztes, Inc., for SSU. Based on these comparisans (see results at Attachment
4), we desermined that the lots associated with the escrowed funds are located in sparsely
populated land sections that are not expected to reach densifies that would require water and
sewer line extensions until after 2011. In other words, extensions would not be required
within the next 18 years. Since the averape New York and Michigan lot purchasers are 638
years old today, they would be, on average, 861years old in 2011.

No Liabiliry

In conclusion, we have determined that any significant water and sewer reimbursement
obligation that might exist from sales represcntations would be binding only onio the
-priginal lot purchasers. We have further determined that the average age of these Jot
purchasers when the reimbursement obligation could potcntially be incurred would be
greater than 86 years. Thus it appears that due to natural life-span constraints, minimal
reimbursements, if any, would actually be paid under our assumption that an obligation
exists. We have concluded then that po lizbility should be recorded for this potential

EXpOSUre.

The analysis at (8) through (c) above determined that Lehigh bas no recordable Hability associated
with the escrowed fupds. With this conclusion, 1t appears that 2 $5.2 million income adjustment
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has resulted from the preacquisition contingency. According to FASB 38, this amount should be
included in 1993 nct income. However, another facior must be considersd:

Managemen's Inrert Regarding the Escrowed Monies

Prior to the Lehigh acquisibion, the due diligence team had identified the cscxowed monies. RBill
Livingston, & member of the team and the current president of Lehigh Corporation, had had prior
experience dealing with soch funds with Deltona Corporaton. RBill had suecessfully amended
Deliona's escrow agreements through discussions with the states of New York and Michigan and
had obrained release of Deltona’s funds from escrow, As part of the amended agreements, Deltona
was allowed free use of the funds, that 15, they wersinot required to use the escrowed funds for
ptlity installation. However, Deltona did agres 1o provide those lot purchasers who had balances
remaining on thedr ot purchase contracts credits against their final bills for their portion of the
escrow accoont balance. At that tine, many of the purchase contracts were paid in full, in which
case no credit or refund was required.

Based on his expedence, then, Bill knew that from the standpoint of both the customer and Lehigh
it was prudent 1o negotiate access o Lehigh's funds. iInstaliation of water and sewer lines toward
New York and Michigan purchasery’ fots would spur development and incezse the value of the
lots. On deposit, the funds were benefitting only theibank. As a result, Bill put together a plan
to present to New York and Michigan regarding Lehigh’s monies. Bill descyibed his plan in an
October 27, 1992 memo (Sec Atachment 5).

Generzlly, the memo provides that Lehigh plans to use the escrowed monies to install water and
sewer infrastructure near sections of land where New York and Michigan purchased lots are
located. It also states that Lehigh would assign a credit, based on momes in escrow today, to each
New York and Michigan purchased lot. The credit would be recorded as pant of the deeded land
and would be given when the lot is connecied to water and sewer service.

A subsequent change to the plan presented in the memo is that Lehigh currently intends 10 transfer
completed water and sewer facilities 1o Lehigh Utiliies (now SSU) under the existing developer’s
agreement, whereby SSU would reimburse ILehigh the cost of the facilities as customers connected.
Lehigh would essentially "sell* the faciliies to SSU. The developer’s agreement allows
improvements o become “contributed plant” to SSU:f not “used and useful” within five years.
Due 1o the long-term nature of the improvements. intended with the escrowed monies, the
developer's agreement will be modified to extend the "used and useful® peniod to ten years.

Based on Lehigh management’s intent to offer 2 credit associated with the escrowed monies, it
appears that, although no current obligation exists regarding the monies, an obligation may be
created in the pear future. This factor should be considersd in recording the preacquisition
contingency and needs to be quantified.
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To quantify the future obligation, an analysis was performed 1o determine when New York and
Michigan lots would be expected 10 connect to central utility services. This was done by obtaining
the Wastewater Master Plan graphic depicting where transmission mains arc planned to be instalied
through 2011. On the graphic, the land secbons where New York and Michigan lots are jocated
were identified (sez Attachment 6, shaded areas). Using population date included in the master
plan and the densities projected through 2011 (sec| Attachment 4), the average years uatil
appropriate densiies wouid be reached to inswmll water and sewer services for New York and
Michigan Jand sections were estimated. The densities are 25 percent for water and 50 percent for
sewer, The estimate by land section of average years to connect is provided at Attachment 7.

Finally, the futurc oblipaton was clculated by discounting *“¢ escrowed monies by land s~ction
over the estimated average years 1o connect, using an &ipercent discounting factor. The resuit was
an obligation of $662,000. The 8 percent factor is appropriate considering the fluctuations in the
cost of money over Hime. The obligation would be reassessed annually and adjusted accordingly.

Income Taxes

The legal rescarch performed by Briggs and Morgan; that concluded that the escrowed monics
belong to Lehigh also concluded that the momniss should bave been included in the determination
of income taxes zt the time the monies were collecied. ! The conclusion was based on the fact that
Lehigh "owned® the funds at the point of collection and the funds were not 2 form of refundable

advance.

The 1991 purchase agreement between Lehigh Acquisidon Corporztion and the Resolution Trust
Corporation for the pumhax: of Lehigh included an mdcnuury clause indemnifying LAC against
preacquisition errors in reporting income taxes. Undcr this indemniry clause, LAC claimed that
Lehigh had mappropnatcly reparted preacguisition tzxzble income related to the New York and
Michigan escrowed monies. ‘The issue was resolved jas part of the December 1592 Settdement
Agreement with the RTC, whereby the RTC agreed 1o include the escrowed monies and related
inerest earned in taxable income for their 1991 short|period tax return that was yet to be filed.
We were informed by Arthur Andersen - Denver that they were warking on the RTC's 1991 short
period return and the retumn was to be filed by October 15.

Escrowed moaies collected and interest earned on the accounts since the acquisition have been
included in LAC’s 1991 and 1992 income tax calculafions.
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Coonclusion

Our reszarch has determined that the New York and Michigan escrowed monies were preacquisition
contingently impaired asscts and the contingency no longer exists. As a result, the monies nesd
to be reenrded on Lehigh's financial statemnents.

In analyzing how to record the monies, it was determined that $5.2 million in restricted cash should
be recorded, offset by 2 $.7 million contingent future obligation and a $4.5 million adjustment 10
net income. The future oblipation couid result from Lehigh management's plan to access the
escrowed monies and would be reassessed annually. '

We discussed the accounting treatment of the escrowed monies with our independent accountants
(Price Waterhousz), and they agree with our conclusions except as relates wo the “event” thal
relieved the contingent impairment of the asset. They believe that the reactons from the states of
New York and Michigan to our plan to access the monies are significant events, and, to be
conservaive, Lehigh should defer recording the income adjustment until the states’ eacn'ons are
known. As we intended to move forward immediately in approaching New York and Michigan
regarding the funds, we decided to defer recording the adjustment until the reactions received.

In latr November and early December letters were sent 10 New York and Michig requesting
modifications to the Escrow and Trust Agreements that would allow access 10 the escrawed monies.

Copics of the lefters are included a1 Attachments 7 and 3. No reactions have been received as of
the date of this letter.

Smcc:rtly

e %@L +
Laurz A. Holqmst
En;lasun:s
cc: Mark A Schober

William L. Livingston
W. Don Whye




