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Honorable Mayor and Members of the City Council:

This report presents the results of an audit of United Water Services Unlimited Atlanta, LLC’s (“United
Water-Atlanta™) compliance with requirements concerning the company’s financial reporting and
financial condition, set forth in the company’s 20-vear agreement with the City of Atlanta for operation
and maintenance of the City’s water system. The City of Atlanta Audit Committee has reviewed the
report and now releases it to the Mayor, City Council, and the public in accordance with Article 2,
Chapter 6 of the City Charter.

Audit work on the United Water-Atlanta agreement is part of our 2002 audit plan. The purpose of this
audit was to determine whether United Water-Atlanta is meeting various financial requirements of its
agreement with the City. These include making certain financial reports to the City, maintaining a certain
level of financial condition, and maintaining required insurance coverage and a letter of credit. It was
requested by members of the Mayor’s outside review committee and is referred to in the July 29, 2002
“Preliminary Agreement Correction Period Report Concemning Agreement between United Water and the
City.” The audit scope is limited to the specific provisions of the agreement listed above, and has no
bearing on other conditions of default and noncompliance described in the City’s prior default notice
letters to United Water-Atlanta,

We conclude that United Water-Atlanta has partially complied with the agreement requirements we
examined but has not been in complete compliance throughous the agreement period to date. A major
concern is the lack of an annnal audit of United Water-Attanta’s financial statements, separate from the
statements of United Water Services, LLC’s combined U.S. operations. Currently United Water-Atlanta
i audited in relation to United Water Services LLC, which requires a less extensive examination. The
company made a significant change in estimates of its expenses and eamings on the agreement at the end
of2001. Thus change had a negative impact on the United Water-Atlanta financial statements, which
~were already showing a deteriorating financial condition. A thorough financial audit and examination of
the basis for this change could play important roles in deliberations on the future of the agreement.




United Water-Atlanta does not meet the required benchmarks for any of the three financial ratos
specified in the agreement — the current ratio, the debt-to-equity ratio, and the ratio of equity to the
manthly service fee paid by the City. The company’s increasing debt is largely heid by affiliated
compasties. While we make no recommendations about the financial ratios, they indicate United Water-
Atlanta’s continuing reliance on its affiliates and guarantors to maintain financial viability.

Our recommendations call for United Water-Atlanta to fully comply with the financial requirements
mandated by its agreement with the City. These include maintaining a letter of credit from a U.S.-gwned
bank with an Atfanta location and refunding to the City $2.1 million for insurance premiums, The City
has already notified United Water-Atlanta of the need to correct these conditions, United Water-Atlanta
presented the City with a letter of credit from a domestic bank with Atlanta offices on November 12,
2002. These and other findings and recommendations are summarized on pages 5 and 6 of the report and
deseribed in more detail on pages 6 through 19, Responses to the recommendations from the
Commissioner of Watershed Management and United Water-Atlanta management are attached at the end
of the report.

We appreciate the courtesy and cooperation of the C ity Departments of Watershed Management
{tormerly the Department of Water), Law, and staff ot United Water-Atlanta during the audit. The
principal auditor on the project was Phillip R. Shaw, CPA.
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Audit Objectives

The purpose of this audit was to determine whether United Water
Services Unlimited Atlanta, LLC (United Water-Atlanta) complied with
the financtal reporting and financial condition requirements included in
its agreement with the City. The audit s the first of three planned audits
concerning the City’s.agreement with United Water-Atlanta. Future. .
audits will examine the cost savings resulting from the agreement and the
company’s collection efforts.

‘The audit was designed to answer the following questions:

 Has United Water-Atlanta provided the City with the financial
statements required by the agreement?

‘o Have United Water-Atlanta and its guarantors maintained the -

financial condition required by the agreement?

o Has United Water-Atlanta complied with requirements of the
agreement regarding its letter of credit?

e Has United Water-Atlanta maintained the insurance coverage
required by the agreement?

[—

Scope and Methodology

The audit was conducted in accordance with generally accepted
government auditing standards. The scope was limited to determining
whether United Water-Atlanta complied with the financial reporting and
financial condition requirements of the agreement. The audit does not
provide a legal determination on United Water-Attanta’s compliance

‘with these requirements. The audit covered the period from January

1999'to’ August 2002, Audit work was conducted from June to
Septemnber 2002. Audit methods included:

e Reviewing the agreement to identify financial reporting, financial
condition, and insurance requirements.

¢ Compiling and reviewing United Water-Atlanta’s submitted
financial statements and other documents to assess compliance.

e Calculating financial ratios and comparing them to agreement
requirements.




Unired Water-Atlana Financial Requirements

° Analyzing United Water-Atlanta's financial statements to identify
patterns and changes in financizl condition.

® Interviewing City staff, United Water-Atlanta staff, financial
regulators, and accounting experts about agreement requirements on
tinancial reporting and financial condition.

No information was omitted from the report because it was deemed
priviteged or confidential.

Background

(L]

The City of Atlanta water system supplies over 100 million gailons of
water daily to retail, residential, commercial and industrial customers
within the City of Atlanta and portions of Fulton County south of the
Chattahoochee River. The City of Atlanta also provides water on a
wholesale basis to other municipalities that include Clayton and Fayette
Counties and the Cites of Fairburn, Union City and Hapeville. Raw
water is taken from the Chattahoochee River, treated at the
Chattahoochee and Hemphill Water Treatment Plants, and is delivered to
its customers through approximately 2,400 miles of pipeline (or water
mains). The service area is about 650 square miles with approximately
149,000 meters, including about 134,000 residential meters and 15,000
commercial, industrial, and other institutional meters.

City Agreement with United Water-Atlanta

The City and United Water-Atlanta entered into a 20-year agreement
commencing on January 1, 1999. United Water-Atlanta is responstble
for providing uninterrupted operation and maintenance of the water
System in a cost-effective, safe and business-like marner in accordance
with all applicable laws and the terms and conditions of the Agreement.
United Water-Atlanta agreed to provide all qualified supervisory and
other personnel needed to treat and supply water up to the design
capabilities of the treatment plants, in compliance with all applicable
federal, state and local laws standards, procedures and requirements
periaining to drinking water set forth in the Agreement. These include,
among others, the Federal Safe Drinking Water Act and the Georgia Safe
Drinking Water Act, and related rules and regulations. The agreement
includes many specific performance standards for maintenance and
repairs, customer service, and collections.

The City of Atlanta agreed to pay United Water-Atlanta an annual
operation and maintenance fee of §21.4 miilion, with provisions allowing
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for annual and certain other adjustments. The fee is paid in monthiy
installments. The agreement also provides for the City to reimburse
United Water-Atlanta for certain pass-through costs, such as glectricity
and other utilities. It further allows the City to pay United Water-Atianta
for providing other services through additional service authorizations and
material capital repair and replacement projects. Services provided
under these provisions have included such things as fire hydrant repair
and meter installation. The City retains responsibility for certain capital
improvement projects and may award capital projects to United Water-
Allanta or other contractors.

United Water-Atlanta’s Corporate Structure

United Water-Atlanta was formed as a joint venture between New
Jersey-based United Water Services, LLC and Atlanta-based Williams-
Russell & Johnson, Inc. (WRJ). United Water Services is the majority
owner, while WRJ owns 33 percent.

The agreement identifies Lyonnaise American Holding, Inc. (LAH) and
United Water Resources (UWR) as United Water-Atlanta’s guarantors.
When the agreement was executed, both entities had a relationship to
Paris-based Suez Lyonnaise Des Eaux (Suez). LAH was a Suez
subsidiary, and Suez was a principal shareholder in UWR.,

UWR was a public company until July 2000, when LAH acquired all
remaining shares. LAH is now known as Ondeo North America
{Ondeo). Both Ondeo and UWR are now subsidiaries of Suez and are
private companies, although Suez is public and traded on the New York
Stock Exchange.

United Water Services, LLC, United Water-Atlanta’s majority owner, is
a subsidiary of Ondeo that includes several contract water and
wastewater operations in the U.S. As a limited liability corporation
(LLC), however, United Water-Atlanta is a separate entity.

Financial Reporting and Financial Condition Requirements

The agreement between the City and United Water-Atlanta requires that
the company provide various reports and documents that present
information relating to its financial health and that of its guaraators.
Under the terms of the agreement, United Water-Atlanza is required to:

Lt




United Water-Atlanta Financial Requirements
q

Provide the City with quarterly unaudited financial statements
for its own operation and for its guarantors.

Provide the City with annual audited financial statements for i
own operation and for its guarantors.

Maintain specific financial positions and ratios.

Maintain several types of insurance coverage at specified levels.
Maintain a letter of credit of a specified amount froma U .S,
bank with an Atlanta location.




Findings and Recommendations

Summary

Has United Water-Atlanta provided the City with the financial
statements required by the agreement? Partially. United Water-
Atlanta has submitted annuai audited financial statements that cover all
United Water Services, LLC operations ir the U.S. and do not include a
separate auditor’s opinion on the Untted Water-Atlanta tinancial )
statements ajone. United Water-Atlanta has provided quarterly financial
statements within the required time frame. The statements did not,
however, include all related information required by the agreement.

United Water-Atlanta did not provide any 1999 financial statements for
its guarantors when required, but subsequently has submitied these
documents. The company submitted its guarantors’ quarterty and audited
annual financial statements for 2000, 2001 and the first two quarters of
2002 in accordance with the agreement.

Audited financial statements provide the City with more assurance that
the information presented can be relied upon as a fair statement ot United
Water-Atlanta’s financial condition. We recommend that United Water-
Atlanta submit 2ll financial information required by its agreement with
the City, including audited annual financial statements specifically for
the Atlanta operation.

Have United Water-Atlanta and its guarantors maintained the
financial condition required by the agreement? Partially. United
Water-Atlanta did not meet any of the three required financial
benchmarks in its most recently reported quarter. While the firm has met
each of the three benchmarks at various times during the agreement,
recent trends for all three measures are worsening — the current ratio,
debt-to-equity ratio, and ratio of equity to monthly service fee paid by
the City. The guarantors, however, have consistently met the net worth
requirement included in the agreement.

United Water-Atlanta’s declining performance on the financial
benchmarks is a result of increasing expenses and debt, while income
and earnings have not kept pace. In 2001, the firm made a significant
change in its estimate of costs and earnings on its agreement with the
City. This revision translated into higher losses for 2001 and the two
quarters reported for 2002, The need for a thorough review of the basis

3




Lhited Warer-Atlanta Financial Reguirements

for this change makes a separate tinancial audit of United Water-Atlanm
2n especially important requirement at this time. The cormpany's debt is
largety held by affiliated compantes, suggesting its continuing need tor
support from its affiliates and guarantors to maintain financial viability.

Has United Water-Atlanta complied with requirements of the
agreement regarding a Letter of Credit? Partially., The agreement
requires the company to obtain a letter of credit from a US bank in an
amount at least equal to the operation and maintenance fee for thar year.
The amotnts of the 2000 arid 2001 letters of credit were $2 million to $3
million short of this requirement. Although the amount of the 2002 letter
of eredit is sufficient. this and all previous letters of credit were issued by
2 foreign-owned bank doing business in New York City. Mayor Shirlev
Franklin notified United Water-Atlanta of this default in her letter of
June 10, 2002. On November 12, 2002, the company presented the City
with a new letter of credit from a US bank with Atlanta locations. To
comply with the agreement and to protect the City from excessive risk.
the company must continue to obtain its annual letter of credit from a
bank that meets these requirements.

Has United Water-Atlanta maintained the insurance coverage
required by the agreement? Partiallv. Certificates of insurance on
file with the City indicate that United Water-Atlanta has maintained the
amounts and types of insurance coverage specified in the agreement,
except for insufficient seneral and umbrella liability coverage in 1999,
However, the City has reimbursed the company 52.1 million for
msurance premiums that United Water-Atlanta shouid have bome as its
own expense. The City notified United Water-Atlanta of the necessity
for this refund on May 16, 2002, but the company has not remedied the
sitiation. We recommend that the City take the necessary steps to
recoup the 32.1 million from United Water-Atlanta.

United Water=Atlanta Has Provided Most of the Required Financial
Statements

United Water-Atlanta has met many of the financial reporting
requirements inciuded in its agreement with the City. The company has
provided the City with quarterly financial statements, but it submited
only one annual financial statement in the required time frame. (Others
were provided later at our request.) The audited annual statements do
not tully satisfy the agreement requirement because they include all US
operations of United Water Services, LLC, and the auditor’s opinion is
on these combined statements. not on the separate United Water-Atlanta




Findings and Recommendations

statements. United Water-Atlanta has submitted required quarterly and
annual financial statements for its guarantors since 2000, alter providing
no statements in 1999 within the required time frame.

City Receives Financial Statements. but Needs Audit Opinion on
Upited Water-Atlanta

United Water-Atlanta has provided the City with {inancial statements for
all but one calendar quarters since 1999. The statements, however, did
not include all the related documents required by the agreement. In
addition, the company has not provided the City with annual audited
financial statements specific to its Atlanta operations. Without an audit
opinion at this level, the City does not have the assurance required by the
agreement that it can rely on the information it receives about United
Water-Atlanta’s financial condition.

Agreement requires quarterly and audited annual statements.
Section 3.08 of the City’s agreement with United Water-Atianta and its
guarantors requires both entities to submit quarterty and audited annual
financial statements to the City. The quarterly financial statements
should be submitted 30 days after the end of the quarter and include an
income statement, balance sheet. statement of cash flow, data for the
corresponding quarter of the preceding vear, and a statement of
certification by company management. The annual financial statements
should be provided 90 days after the year’s end and include an income
statement, balance sheet, statement of cash tlow, and the opinion of a
major independent public accounting firm.

The submission of quarterly financial data strengthens the City’s abilicy
to monitor the agreement by providing information on the finances of its
system operator. In addition, audited annual statements provide the City
with the assurance that the information presented can be relied upon as a
fair staternent of United Water-Atlanta’s financial condition.

United Water-Atlanta has submitted quarterly financial statements.
Between 1999 and 2002, United Water-Atlanta submitted its quarterly
financial statements within the required 30 days (one was incomplete,
with no income statement), but only one audited annual financial
statement within the required 90 days. (See Table [}




Cnited Water-Atana Financiel Requirements

Table 1. United Water-Atlanta Financiaf Statements Provided to the Cfty

Reporting T 1" Quarter | 2 Quarter | 3° Quarter Audited

Period Annual
1989 Yes Yes Yes No
2000 Partial Yas Yes Yes
2001 Yes ¢ Yes Yes No
2002 Yes Yes NIA N/A

Source: United Water-Atlanta and City Department of Water.

Some required information was not included. The United Water-
Atlanta financial statements submitted for the first and second quarters of
1999 and the third quarter of 2000 did not include a statement of
certification as required by the agreement. None of the submitted
quarterly financial statements included comparable data for the preceding
corresponding calendar quarter as required. The company should ensure
that all required information is included in its submission of quarterly
financial statements.

Auditor’s opinion is not specific to United Water-Atlanta’s financia]
statements. The agreement requires annua) financial statements for
United Water-Atlanta and an independent auditor's opinion on those
statements. The company, however, has been submitting audited annual
statements for United Water Services, LLC, which consolidates United
Water-Atlanta’s financial information with that of other Unired Water
Services, LLC contract operations in the U,S. The auditor’s opinion is
for the consolidated statements. Specific financial statements for the
United Water-Atlanta operation are only a supplement to the audited
statements, and are not the subject of a separate auditor’s opinion. This
method of financial reporting on a subsidiary’s operation does not
provide the level of assurance required in the agreement.

Separate financial audits of United Water-Atlanta would provide the
required assurance. A financial audit of an entity that combines severa]
subsidiaries does not require as much scrutiny of any one subsidiary as
an audit of that subsidiary alone. According to generally accepted
auditing standards promulgated by the American Instifute of Cenified
Public Accountants {AICPA):

When reporting in this manner [on information presented outside the
basic financial statements], the measurement of materiality is the same as
that used in forming an opinion on the basic financial statements taken as
a whole. Accordingly, the auditor need not apply procedures as
extensive as would be necessary (o express an opinion on the information
taken by iself. (AU Section 53 L, paragraph .08, emphasis added)
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This means that the auditor is required to examine items and note
problems large enough to be significant to the finances of United Water
Services, LLC as a whole. A separate audit opinion on United Water-
Atlanta would require the auditor to examine more items sigmificant to
the Atlanta operation’s finances alone. In addition, the notes and
disclosures that must accompany audited financial statements are not pars
of the United Water-Atlanta statements. The notes and disclosures that
accompany the United Water Services, LLC consolidated statements do
tnclude some information about the Atlanta agreement, along with the
company’s other agreement operations. However, these disclosures
could be more extensive in a separate audit of United Water-Atlanta.

United Water-Atianta should obtain an annual financial audit by an
independent accounting firm, beginning with 2002, and should provide
the City with audited financial statements specific to the Atlanm
operation, as required by the agreement.

What Do Financial Statements Tell Us?

Balance Sheet

The balance sheet describes the company's financial condition.
Information shown on the balance shest includes the company's assets,
liabilities, and the amount of sharsholders’ equity.

Income Statement

The income statement uses accounting data, primarily revenue and
expenses, to show the company’s profit or ioss for the period.

Statement of Cash Flow

The statement of cash flow, together with related notes and
supplementary information, provides information about cash coming in
and going out during the period in order to help with assessing the
amount, timing, and uncertainty of future cash flow. Cash flow
statemnents distinguish between different sources and uses of cash, such
as cash generated and used in operations, cash obtained by barrowing
and used to repay borrowing, and cash contributed or distributed to
QWNETS.

Source: Barron's Business Guides, Dictionary of Accounting Terms
R8/01 '




United Waser-Atlanta Financial Requirements

.

City Has Received Reports on Guarantors’ Finances Since 2000

The agresment requires United Water-Atlanta to submit it guarantors’
financial statements to the Culy as well as its own. The requirements are
the same: quarterly financial statements for the first three quarters of
cach year and an annual audited financial statement. United Warer-
Atlanta submitted no tinancial statements for its guarattors for the st
year of the agreement (1999). Since that time, the company has
submitted the required statements. United Water-Atlanta should provide

- -timely financial statements for its guarantors as required by its agreement

with the City, including the audited annual financial statement,

Table 2. Guarantors® Financial Statements Provided to the City

Reparting 1% Quarter | 2™ Quarter | 3° Quarter Audited

Period : Annual
1899 No No No No
2000 . Yes Yes Yes Yes
2001 Yes Yes Yes Yes
2002 Yes Yes N/A NIA

Source: Ondeo North America and City of Atlanta Department of Water.

United Water-Atlanta Currently Meets None of Three Required Financial

Benchmarks

United Water-Atlanta did not meet any of the three required financial
benchmarks in its most recently reported quarter. The benchmarks
required by the agreement are interided to assess whether the company
has enough cash and other assets to pay its current bills, whether it has

_the capacity to service its debt, and whether it has enough equity to

provide financial stability. While the firm has met each of the three
benchmarks at various times during the agreement, recent trends for all
three measures are downward. United Water-Atlanta’s guaraniors,
however, have consistently met the net worth requirement included in the
agreemennt. '

United Water-Atlanta’s declining performance on the financial
benchmarks appears to be a result of increasing expenses and debt, while
reported income and eamings have not kept pace. In 2001, the firm
made a significant change in its estimates of expenses and earmings on its
agreement with the City. This revision translated into a net loss for 2001
and the two quarters reported for 2002. The need for a thorough review
of the basis for this change makes a separate financial audit of United
Water-Atlanta an especially important requirement at this time.
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Beachmarks Measure Financial Viability of United Water-Atlanta

The agreement between the City and United Water-Atlanta describes
three financial benchmarks that the company is required to maintain. The
requirements, found in Section 11.01(j), 11.01(m) and Schedule 29 of the
agreement, include:

o  Current ratio greater than or equal to .73
o Debt-to-equity ratio less than or equal to 3
°  Equity at least two times the current monthly service fee

These ratios, defined below, are typical indicators used to assess the. .
financial condition of a business.

What do Financial Ratios Tell Us?

Current Ratio

The current ratio measures a business’s liquidity. It is calculated by
dividing current assets by current liabilities. The higher the current
ratio, the better the chances that current liabilities can be paid.

Debt-to-Equity Ratio

The debt-to-equity ratio shows the amount of protection available to
creditors. It is calculated by dividing total liabilities by total
stockholders' equity. A high ratio usually indicates that the business
has a lot of risk because it must meet principal and interest on its
obligations.

Source: Barron's Business Guides, Dictionary of Accounting Terms
R8/01 ‘

Current ratio: liabilities kave grown more quickly than assets.
United Water-Atlanta’s current ration has met or exceeded the agreement
threshoid of .75 for most of the agreement period, but has decreased
steadily. At the end of 2001, the company’s ratio of current assets
(primarily cash and accounts receivable) to current liabilities {primarily
accounts payable) fell below the required level and has remained below
or barely above .75 since then.

11
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Since the fourth quarter of 1999, the current ratio has decreased from
277 10 .66 in the most recently reported quarter. (See Chart ) The
company’s increasing liabilities and declining assets have caused this
downward trend. Current liabilities have increased from $2.8 million in
the second quarter of 1999 to $20.4 million in the second quarter of
2000, while current assets have averaged $10.1 million. with a high of
$20.1 million and a low of $4.9 million.

Chart 1. United Water-Atlanta Quarterly Current Ratio!
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Table 3. United Water-Atlanta Annual Current Ratio

1999 2000 2001
Assets $11,840,449 513,625,362 5 9,331,036
Liabilities b 6,074,459 510,984,061 517,684,572
Ratio 1.95 1.24 .53
Agreement
Reguirement >=75 >=75 >=75

Source: United Water-Atlanta Financial Statements.

Debt-to-equity ratio: debt has increased while equity has fallen
sharply. United Water-Atlanta’s debt-to-equity ratio has not met the
required threshold of 3 or lower since the second quarter of 1999, (See
Chart 2) Total debt increased from the first quarter of 1999 through the
third quarter of 2000, and has been fairly level from the fourth quarter of
2000 through the second quarter of 2002. The company carried an anaual
average of $36.3 million in debt during the period. most of which is held
by affiliated companies, indicating the Atlanta operation is reliant on
support from affiliates to.operate. With only third-party debt, the ratio
would have been in compliance during more of the contract period.

Chart 2. United Water-Atlanta Quarterly Debt-to-Equity Ratio

UMSA Debt to Ecity Ratio 19989 - 2002 (2nd Qtr)
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Table 4. United Water-Atlanta Annual Debt-to-Equity Ratio

1999 2000 2001
Total Dabt $23,133,360 | $38,462,979 | 547,229,125
Total Equity $ 5,036,583 | 5 3,337,450 (10,485,823)
Current O/E Ratio 4.59 11.52 N/A
Agreement
Requirement £3.0 £3.0 <3.0

Source: United Water-Atlanta Financial Statements.

United Water-Atlanta equity does not meet agreement threshold.
The City's agreement with United Water-Atlanta requires the company
to sustain a level of equity that is at least two times the current monthly
service fee, Since the third quarter of 2000, the company has met this
requirement in only two quarters. (See Chart 3) The company’s equity
rose to about 36 million in 2000 but has since fallen, while the average
monthly service fee has remained at about $2 million. Since the end of
2001, the company has posted losses that eliminated all remaining
equity. '

Chart 3. United Water-Atlanta Quarterly Equity and Average Monthly

F
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avarage monthly fag far that quartar.
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Table 5. United Water-Atlanta Annual Equity and Average Monthly Fee

1999 2000 2001

Average
Monthly Fee | 52,246,183 52,210,149 $1,865,879
Total Equity 55,036,583 $3,337,450 (10,495,823)
Equity
Requirernent | = 34,492,366 | =%4,420,298 | = $3,731,758
Source: United Water-Allanta Financial Statements.

United Water-Atlanta Projects Higher Expenses Throughout the .
Agreement

United Water-Atlanta’s declining performance or the financial
benchmarks appears to be a result of increasing expenses and debt, while

reported income and earnings have not kept pace. In 2001, the firm
made 2 significant change in its estimate of expenses and earnings on irs
agreement with the City. ‘This revision transiated into a much larger net
loss for 2001 than in 2000, and negative equity of $10.5 million. The
company has adjusted its long-term projections for the City agreement.
showing that it expects the losses to continue.

United Water-Atlanta uses a percentage-of-compietion model to estimate
its revenues and expenses over the life of the agreement. This is a
typical method of accounting for long-term agreements, in which
expenses are often higher in the early vears and profitability increases in
the later years. According to company management, the changes in the
rodel were made to reflect their belief that their current expenses are not
temporary, and will be higher throughout the agreement period than they
initially believed. This may indicate the continuing need for support from
affiliated companies.

The company’s change in its percentage-of-completion estimates is noted
in the auditor’s notes on United Water Services’ 2001 consolidated
financial statements. The decision to change the model, however, is a
management decision, The need for a thorough review of the basis for
this change makes a separate financial audit of United Water-Atlanta an
especially important requirement at this time.

Guarantors’ Net Worth Far Exceeds Agreement Minimum
t-1

United Water-Atlanta’s agreement with the City requires its guarantors
to maintain a net worth of at least $334 million. Since the start of the




United Water-Atlanta Financial Requirements

agresment, the guaraators’ net worth has exceeded the minimum. For
the second quarter of 2002, Ondeo's net worth was over $2.8 billion.

Net Worth

A company's net worth represents the stockholders’ equity in the
company. Itis calculated by subtracting the company's tatal liabilities
from its total assets. -

Source: Barron's Business Guides, Dictionary of Accounting Terms
R8/01

United Water-Atlanta’s Letter of Credit Has Not Been from US-Owned Bank

The City’s agreement with United Water-Atlanta includes requirermnents
that the company must meet in order to ensure that the City’s financial
interest is protected. The company must obtain a letter of credit from a
US bank that is at least equal to the company’s operating and
management fee for the year. The amount shown on United Water-
Atlanta’s current letter of credit exceeds the minimum required, The
stated amounts on the letters of credit provided by United Water-Aslanta
for 2000 and 2001, however, were below the required minimum,
Further, although the stated amount of the current year’s letter of credit is
sufficient, until November 12,2002 alil letters of credit have been issuad
by a foreign bank in violation of the agresment,

Letter of Credit

An engagement by a bank or other person made at the request of a
customer that the issuer will honor drafts or other demands for

payment upon compliance with the conditions specified in the letter of
credit.

Source: Black's Law Dictionary, 1979

Letter of Credit Is a Safety Net for the City

The letter of credit requirement in the City’s agreement with United
Water-Atlanta is designed to protect the City’s financial interest in the
agreement. Section 10.03 of the agreement requires United Water-
Atlania to annually obtain an irrevocable letter of credit that is at least
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equal to the amount of the company’s operating and maintenance fee for
the billing year for which the letter of credit is provided. The letter of
credit must be issued by and presentable at a United States banking
institutien, with a banking office located in Atlanta, Georgia. Thess
requirements are essential for the protection and convenience of the City.

Letter of Credit Currently Is Sufficient in Amount

The dollar amounts stated on United Water-Atlanta's letters of credit for
2000 and 2001 did not meet the minimum requirement of the agreement.
Although the amount of the 2002 letter of credit meets the requirement,
until very recently all letters of credit have been issued by a foreign bank
that does not have a location in Atlanta.

Amount of credit was lower than required for two years. The
agreement requires amount of the letter of credit to at least equal the
company’s budgeted operation and maintenance fee for the year, In
2000, the letter of credit was about $2 million less than this, §21.4
million compared to the budgeted operation and maintenance fee of
523.4 million. In 2001, the letter of credit was nearly 33 million too low,
again $21.4 million while the budgeted operation and maintenance fee
was 524.2 million. In 2002, the amount shown on the letter of credit is
sufficient, $25.7 million compared to the budgeted operation and
maintenance fee of $23.3 million.

Letters of credit have been from a foreign-owned bank with no
Atlanta location. Until November 2002, United Water-Atlanta's letters
of credit all have been issued by Societe Generale, which is a foreign-
owned bank. Although the bank is located and operated out of New
York City, it does not have a banking location in Atlanta, Georgia, as
required by the agreement with the City. On November 12, the company
presented the City with a new letter of credit from a domestic bank with
Atlanta locations. Fulfillment of these requirements is essential to the
protection and convenience of the City. United Water-Atlanta must
adhere to the provisions of the agreement and continue o obtain its letter
of credit from a US-owned bank that does business in Atlanta.

Company Carries Enough Insurance, Owes Premium Payments to the City

The agreement requires under Article 10 Section 10.01(2) that United
Water-Atlanta on its own behalf secure insurance coverage for the period
ol the agreement. United Water-Atlanta has maintained the required

17
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types and amounts of insurance coverage required since at least January
2000. The City, however, treated insurance as a pass-through cost until
the end of 2001 and reimbursed United Water-Atlanta $2.{ million for
insurance premiums. Although the City notified United Water-Atlanta in
May 16, 2002 of the need to refund this amount, the cornpany has not
done so. The City should determine and take the necessary steps to
recoup these funds.

Agreement Requires Several Types of Insurance

The agreement requires under Article 10 Section 10.01(a) that United
Water-Atlanta secure throughout the term of the agreement, at its own
cost and expense, including premium payments, certain insurance
coverage and policies. The insurance coverage and policies are to meet
minimum general requirements, including policy limits, specified in
Schedule 7 of the agreement.

In addition to the letier of credit, the following coverage is required:

*  Workers' Compensation

* Employer's Liability

° General Liabiliry

°  Automobile Liability Insurance

e Fidelity Bond

@ Excess or Umbrella Liability Insurance

Certificates of Insurance Indicate Low Coverage in 1999

United Water-Atlanta has maintained the required types and amounts of
Insurance coverage since January 2000. We reviewed the certificates of
insurance on file with the City and determined that they meet the
conditions of the agreement, with two exceptions.

First, Certificates of Insurance on file with the City indicate msufficient
coverage for 1999. The certificates show coverage in half the required
amount for excess (umbrella) liability coverage lower than required
coverage for some parts of general liability as well. The 2000 and
subsequent certificates have indicated adequate coverage.

Second, the agents signing the Certificate of Insurance {(excluding the
Fidelity Bond) were not licensed in the State of Georgiz, which Schedule
7, Section A(7) of the agreement requires. The company should have
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future Certificate of Insurance forms signed by agents licensed by the
State of Georgia.

City Should Not Have Reimbursed United Water-Atlanta for
Insurance Premiums

From 1999 through 2001, the City reimbursed United Water-Atlanta for
insurance premtiums as a pass-through cost. At the request of the
Department of Water, the Department of Law reviewed the terms of the
agreement concerming responsibility for insurance payments early in
2002. As a resuit, the former Commissioner of Water notified United
Water-Atlanta on May 16, 2002 of their responsibility for the premiums

.and directed the company to refund $2.1 million to the City, Because

United Water-Atlanta has not complied, we recommend that the City
make additional efforts to recover these funds.

Recommendations

L. United Water-Atlanta should provide the City with ali financial
statemnents and related information required in the agreement,
including quarterly financial statements and accompanying
information, and audited annual financial statements, for United
Water-Atlanta itself and for its guarantors.

United Water-Atlanta should obtain an annual audit of its financial

staternents by an independent accounting firm, beginning in 2002.

The scope of work shouid be sufficient to issue an opinion on the

Atlanta financial statements separate from those of United Water

Services, LLC as a whole.

3. United Water-Atlanta should continue to maintain a letter of credis,
in the amount required by the agreement, from a U.S.-owned bank
with an Atlanta banking location.

4. United Water-Atlanta should have all future Certificates of Insurance
forms signed by an agent who is licensed by the State of Georgia.

5. The City should determine and take the necessary steps to recoup the
$2.1 million the City reimbursed United Water-Atlanta for insurance
premiums.

A




United Warer-Atlanta Financial Requirements




Responses







SHRLEY FRANKUN CITYOFATLANTA  vacrrs st

JACK E. RAVAN
55 TRINITY AVENUE SW, SUITE 5400. SOUTH BLDG. Commissioner
ATLANTA, GEORGIA 303350310
OFFICE 404-330-6081
FAX 404-658-7194

November 3, 2002

MEMORANDUM

TO: Leslie Ward

City Internal Auditor
S R
FROM: acKk E. Ravan, Commissioner

Department of Watershed Management

RE: DEPARTMENT OF WATERSHED MANAGEMENT
RESPONSE TO OCTOBER 28™ MEMORANDUM
UNITED WATER FINANCIAL REQUIREMENTS AUDIT

Thank you for sharing your Draft Audit Report regarding United Water
Compliance with Financial Requirements with my staff and me.

You recommended on page 19, item #5;

“The City should determine and take the necessary steps to

recoup the $2.1 million the City reimbursed United Water-
Atlanta for insurance premiums.”

The Department concurs and to date the following action has been taken.
On May 16, 2002, then Commissioner of the Department of Water
Remedios K. del Rosario sent a letter to Vice President and General
Manager of United Water Services Atlanta Dave Montgomery. This letter
stated the City’s position that insurance premiums were ineligible as
pass-through costs, and sought reimbursement from United Water in the

amount of $2,140,399.16. This letter, along with supporting
documentation, is attached.

The United Water payment has not been forthcoming and the

Department is currently seeking legal counsel with regard to the next
step.




Page two
L. Ward
11/5/02

Please feel free to contact me if you should have additional questions on
this matter.

C: Chris New
Robert Caput
Melinda Langston




CITY OF ATLANTA

SHIRLEY FRANKLIN 53 TRINITY AVENUE SW, SUITE 5400, SOUTH BLOG. DEPARTMENT OF WATER
MAYOR ATLANTA, GEQRGIA 30335-0310 _ REMEDIOS K pet. ROSARIO
OFFICE « 404-330-5081 Commissioner

FAX » 404-658.7194

May 16, 2002

Dave Montgomery, Vice President and General Manager
United Water Services Atlanta

651 14™ Street, NW

Atlanta, GA 30313

RE: .Insurance Premium Reimbursement

Dear Mr. Montgomery:

This decision is consistent with the Agreement between United Water Services Atlanta (UWSA)
and the City Sections 1.01, 10.01 (a), and Schedule 11.5. Specifically, Section 10.01 (2) clearly
states that insurance premium payments shall be at UWSA’s cost and expense. However,
Schedule 11 5indicates that insurance premiums for the insurance coverage set forth in Schedule
7 of the agreement will be passed through to the City.

The conflict between Section 10.01 and Schedule 11.5 is resolved by Section 1.01 of the
Agreement. It states that should there be a conflict among Schedules and Sections, the sections




Dave Montgomery
Page 2.

If you have any questions, please contact Benjamin Kuku at (404) 330-6085.

Sincerely,

ﬂMK&R@

Remedios K. del Rosario, Commissioner
Department of Water

Attachments

Cc:  Chris New Charles Curry
Melinda Langston Linnie Adams-White
Benjamin Kuku
Reggie Grant
Robert Caput
Felicia Strong-Whitaker




CITY OF ATLANTA. -

DEPARTMENT OF WATER
Phone: 404-330-6085  INVOICE NUMBER: 48-2002
L For City Use Only . DATE: 5/16/02
2J01 445222 B00001 PREPARED BY: B. Kuku
Addressee:
UNITED WATER SERVICES ATLANTA e
651 14th STRET, NW
ATLANTA , GA 30318 AMOUNT DUE: 2,140,399.16
DUE UPON RECEIPT
OF INVOIGE
RETURN THIS INVOICE WHEN PAYING BY MAIL
DESCRIPTION 43-2002

Reimbursement For Pass-Through Insurance Premium Paid
To United Water From Jan. 1, 1999 to Dec. 31, 2001 $2,140,389.16

REVISED

AMOUNT DUE:

$2,140,399.1

Make all checks payable to CITY OF ATLANTA and return payment and invoice to:

CITY OF ATLANTA
DEPARTMENT OF WATER
55 TRINITY AVENUE, S.W.
- SUITE 5400
ATLANTA, GEORGIA 30335-0317
404 330-6085




CITY OF ATLANTA

DEPARTMENT OF WATER
Phone: 404-330-68085 INVOICE NUMBER: A49-2002

{ -ForCity Use Only” - DATE: 3/26/02
2301 445222 Bo0001 FREPARED _BY: B. Kuku
Addressee: 4
UNITED WATER SERVICES ATLANTA T
651 14th STRET, NW _
ATLANTA , GA 30318 AMOUNT DUE: $ 1,674,352.15 .

DUE UPON RECEIPT

QF INVOICE

RETURN THIS INVOICE WHEN PAYING BY MAIL

DESCRIPTION 492002

Reimbursement For Pass-Through Insurance Premium Paid
To United Water From Jan. 1, 1999 to Dec. 31, 2001 $1,674,352.16

|
AMOUNT DUE: $1,674,352.1°

Make all checks payable to CITY OF ATLANTA and return payment and invoice to:

CITY OF ATLANTA
DEPARTMENT OF WATER
55 TRINITY AVENUE, S.W.
SUITE 5400
ATLANTA, GEORGIA 30335-0317
' 404 330-5085
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651 14" Street
Atlanta, GA 30348
Telephone: 4042352034
Facsimile: 404.685.9327

. | ‘ — . United Water Servics:s Atlanta
United Water \F;%;\}

-
May 7, 2002 L “{:i
[ I
Remedios Del Rosario, Commissioner =) R
City of Atlanta- Department of Water o o EnNI
. . [} '_'__-'_-‘__n e
SS_TnmtyAve A R
Suite 5700 = == ey
. [T N i _‘( v !
Atlanta, Georgia 30335 & T e
R

m

=

SUBJECT: May 2002 Invoice - Operations & Maintenance Agreement for Water

System (Pass-Through Insurance Premiums)

Dear Commissioner Del Rosario:

We are transmitting herewith one copy of Invoice No. 85B for the above project. The
amount now due is $77,915.00. This invoice represents costs related only to the *Pass-

Through Costs” part of the contract.
Please remit payment to: United Water Services Atlanta

Attn: Finance Department
651 14th Street NW
Atlanta, GA 30318

If you have any questions, please call me.

Very truly yours,

Vice President and General Manager

Cc: Linnie A. White
Centrzl File
File

- _,.‘f. -
UnitedWater 755’ e X willlams-russell and johnson



1. Operations & Malntenance Fee

OPERATIONS AND MAINTENANCE AGREEMENT FOR WATER SYSTEM
BETWEEN
CITY OF ATLANTA AND UNITED WATER SERVICES UNLIMITED ATLANTALLC

MONTHLY INVCICE

Date: May 7, 2002
Involce Na: 858 « Pass<Through Casts {Schedula 11) -

Perlod Covered: May 2002

CURRENT CUMULATIVE REFERENCE
ITEMS AMOUNT 7" 777" "T T YEARTODATE ----- -MONTH -~ - .

2. Pass-Through Costs (Schadule 11)

a.) Electricity

b.) Hemphill Pump Staticn -
Natural Gas

¢.) Hemphill Pump Stafion - Diesel

d.) Sewer Service

.} Additianal Solid & Disposal Casts

£} Insurance Premiums $77.815.00 $389,583.00 May-02

9.) Sales Tax

Sub-Total; Pass Through-Costs

Gen. Admin, Cost {15%)

Totak: Pass-Through Cests $77,915.00 $388,583.00 lay-532

. Fee Adjustments -Insert 41

a.) Potable Water Production (5.036)

b.) New Capital Projects and
Uncontraliable Cirgumstances Impacts

¢.) Schedule 2 Performance Standards

d.} City Paid Leave

. Additianal Service Authorizations

" Tatal Fee Due _ . $77.915.00 $389,583.00

A ccording to the best of my knowledge and belief, I certify that all itemns and amounts shown on

the face of this invoice are correct; that all work has been performed and/or material supplied in
full zccordance with the requirement of the Operations and Maintenance Agreement of Water ~
System between United Water Services Unlimited Atlanta 1.L.C and the City of Atlanta; that the
foregoing is a true and correct statement of the contract armount up to and including the last day
of the period covered by the invoice; and that no part of the total Service Fee represented by this
invoice has been received prior to the date of this certification.

E H
/ /(//./jvﬂczc?/ ifNMw}i% Qﬁ 2002

D4ve L. Mont
V:::Pres:::n? and Géneral Manager /@%” ﬁﬁ% e 'f’D U

Sk

PeeBozn. K D20 o

- lo-02_~




TO:

REM

1718 Peachtree §i., WE., Suits 176

Atlanta, GA 30309

(404) ¥73-1561 FAX (404) 873-1574

NYOICE HO.:

United Water Services Atlanta (FC)

651 14th Smaat, NW
- Alant, GA 30518

VAT AGEMENT m@?@@

Tat-&

BVOICE DATE: 05/03/82

Trvoice | Tifectve | Tromsachion | Dlescripiion | Amount
721-A | U5/01/0Z fostaltment | Policy FTC2I-GLSA-752GZ $3,226,00
‘ General Lisbility
1
?
Total
I 8332688 |

" Mizke all checks payable fo: RESURGENS RISK MANAGEMENI.
¥ you have any questions concerming this invoice, cali: (404) 873-1561

THANE ¥YOU ¥FOR YOUR BUSINESS!




R oo TINWONCE

1718 Peachtrea St., N.E., Suite 176
Aflsnta, GA& 30309 .

* Wizke all checks payable fo: RESURGENS RISK MANAGEMENT,
K you have any questons concemmg tids irmvoice, call; {204) 873-1561

THANK YOU FOR YOUR BUSINESS!

N 275-13 5 (402 B73-1574 HVOICE RO 723-4
(404) B73-1361 FAX (403) 873-1 B eE hate: .
FG:
“Uniied Water Services Atlenta (BCQ)
£51 34¢h Sireet, NW
 Atlants, GA 20318
Jovoice | Efective | Tramsachon | Deschiption Amomat
TA%-A 05/01/02 Instaibment Policy FIFCAP-T16D6531 834 020,00
' Business Ao
- Total
534 £20.860




United Water Services Atlanta {PC)
651 14th St, NW
Atiantz, GA 30313

Client: United Water Services Atlanta {PC)

144

03/28/2002

Resurgens Risk Manag

]

- [Eaymentto
v | TIUB-75262953

tfor———-- Involce 5728 —— |

B e T e . Y

Thank you

e e A -, ———n.

S a  rhn

e e Araamaac

722 | 05/01/2002 | Policy change

Sty

e
ri;‘ﬂ)!.\n‘:ﬂ-;_ i 3,

R

BT R ey
ui’:?%}'i:}f? & b

Policy #TJ-UB-752G2953 .
01/01/2002-01/01/2003

Travelers Property Casualty

Workers Compensation---TJ-UB-752G2953

1

UWSAIACCOUNTS PAYABLE

Invoice # Math Check

Invoice Date . /Xo. #

4
{Invoice Amount /1./

Rbceived bya—? b ///* , | Date ’E‘%

[

-t

Piyment Ap :W/h/f &bDate . f DA
ERPENSECODE| | /0B # AMOUNT
LO/0! A0 BP0,88F. O¢

40,063.00

BATCH No.

B T T e L i e o2
e

Thank you

Resurgens Risk Management
{404)873-1561

IR

03/28/2002

e



United Water Services Atlanta

Q@ < 651 14" Streat
ted § ﬁ ZaEeI f.' QQ Atlanta, GA 30318
L Telephone: 404.235,2031

O e Facsimile: 404.685.9327

May 7, 2002

Remedios Del Rosario, Commissioner
City of Atlanta- Department of Water
- 55 Trinity Ave - - - ’
Suite 5700
Atlanta, Georgia 30335

SUBJECT:  Jume 2002 Invoice - Oﬁerations & Maintenance Agreement for Water
System (Pass-Through Insurance Premiums)

Dear Commissioner Del Rosario:

We are transmitting herewith one copy of Invoice No. 86B for the above project. The
amount now due is $77,915.00. This invoice represents costs related only to the “Pass-
Through Costs” part of the contract.

Please remit payment to: United Water Services Atlanta
Attn: Finance Depariment
651 14th Street NW
Atlanta, GA 30318

If you have any questions, please call me.

Very truly yours,

ot

Vice President and General Manager
Ce: Linnie A, White

Ceniral File
File

United Water ‘",j‘:" )

™ williams-russel! and johnson




OPERATIONS AND MAINTENANCE AGREEMENT FOR WATER SYSTEM
BETWEEN
CITY OF ATLANTA AMD UMITED WATER SERVICES UNUIMITED ATLANTALLC

MONTHLY INVOICE
Data: May 7, 2002
Invoica No: 868 - Pass-Through Costs (Schedule 11)
Pearlod Cavered: June 2002
CURRENT CUMULATIVE REFERENCE
ITEMS ANMOUNT YEAR TO DATE MONTH
1. Operations & Maintenance Fee
2. Pass-Through Costs (Schedule 11)
a.) Electicity
b.) Hemphill Pump Statien -
Natural Gas
¢.} Hemphill Pump Station - Diesel
d.) Sewer Service |
e.) Additionat Safid & Disposal Costs
{) Insurance Premiums $77.915.00 $467,498.00 Jun02
“q.) Sales Tax
Sub-Total: Pass Through-Costs
Gen, Admin. Cost (5%}
Total: Pass-Thraugh Costs §77,915.00 . $467,498.00 Jun-02
3. Fee Adjustments - Insert 41
a.} Patable Water Production (5.03b)
b.} New Capital Projects and
Unconltrollable Circumstances lmpacts
¢.) Schedule 2 Performance Standards
d.) City Paid Leave
4, Additional Service Authorizations
Total Fee Due $77,915.00 5467,488.0¢

iAccording to the best of my knowledge and belief, I certify that all itemns and amounts shown on
the face of this invoice are correct; that all work has been performed and/or material supplied in

- ISystem between United Water Services Unlimited Atlanta LLC and the City of Atlanta; that the
foregoing Is a true and correct statement of the contract amount up to and including the last day
of the period covered by the invoice; and that no part of the total Service Fee represented by this
invoice has been received prior to the date of this certification.

Vice President an eneral Manager

=

full accordance’vwith the requirement of the Operations and Maintenance Agreement of Water =




Sorund

United Water Services Atlamia (PC)

e dctve i

Invoice

}i| United Water Senvices Atlanta (po

& 04/252002

— 144

Resurgens Risk Manag
4 Sandie Moara

§1of1

651 14th 8¢, Nw
Atlanta, GA 30318
- “Paymentfor . e ETE ———
TC2J-GLEBA-TE2G2041
Thank you
Qo moo...... Pleassdetachandretumwithpayment |

05/01/2002

916

Policy change

B T :;’3”‘#

01/01/2002 01/01/2003
Travelers Property Casualty
Policy fee

UWSA ACCOUNTS PAVARLE

- Math Chkck

EXPENSECODE

Invoice #
Invoice Date PO.#
Inveice Amojnt
. Received by: Datd
: Payment Approvall D:wl
JOB # ' .u\IOU‘ T

3,226.00

3,226.00

Thank you

Resurgens Risk Management
{404)873-1561

04/25/2002
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- United Water Services Attanta (PC)
651 14th St, NW
Atlanta, GA 30318

Client United Water Services Atlanta (PC)
B S

e R e e e B S e B ek A 4R BN R A T W AR WL R T A R M AR W T AR R A A B e A e s o me

voice =

|| United Water Services Aflanta (pg)

; 14«
| 0472512002 ' T
il Resurgens Risk Manag T
Sandie Moore
1of 1 o
—

 pivaiesSuminasal 40,069.0(
| Paymentfor: = Inwice #8917 )

TUB-752E2853 T T
Thank you

917 | 06/01/2002 | Policy change Policy fee

UWISA ACCOUNTS PAYABLE
Invoice # Math Check
Invoice Date R.Q. #
Invoice Amoun
; Recseived by} Date
5' Payment Approval: Date
L+ | |EXPENSE CODE JOB # AMOUNT
.. '
I
f

Policy #TI-UB-75262053(terkers Compensaha |
01/01/2002-01/01/2003 ' l
Travelers Property Casualty

48,069.00

Thank you

Resurgens Risk Management
(404)873-1561

R DaEE
04/25/2002




United Water Services Atlanta
651 14" Streat, NW.

Allanta, GA, 30318

telephone 404-585-8598
facsimile 404-685.9327

November 18, 2002

Via Hand Delivery

Ms. Leslie Ward~ T o
City Internal Auditor

Office of Internal Auditor

68 Mitchell Street, S.W.

Suite 12100

Atlanta, Georgia 30303-0312

Re:  Response to Compliance Audit Report

Dear Ms. Ward:

We appreciate the opportunity that you previously provided us to respond to your
draft Compliance Audit, and we are pleased to see, in reading your revised Compliance
Audit, that you have included many of our suggested changes in the text of your final
Compliance Audit. We are enclosing with this letter our revised final Response to your

Compliance Audit, which you stated in your prior correspondence would be attached to
your final Compliance Audit as an Appendix.

You will note that we have taken out Part 1il of our Response, because you included
many of our suggestions in your revised Compliance Audit and cover letter. We also made
some revisions to Part | of our Response, to reflect changes that you made in your Report.

As you might imagine, however, we were disappointed that no change has been
made in your Recommendation # 5, concerning Insurance Premiums. Therefore, we have
included as Part Il of our final Response our full position statement in regard to that issue.
We also request that you include this cover letter as part of our Response.

We continue to vigorously disagree with the position previously taken by

Commissioner del Rosario and the Law Depariment in regard to the ineligibility of
Insurance Premiums as Pass Through Costs. Therefore, we appreciate the opportunity you

1505040v|



have given to us to have our full position on this issue included in our R
attached as an Appendix to your Compliance Audit,

cc:

15037d45vi

Ms. Leslie Ward
November 18, 2002

Page 2
esponse and

Sincerely yours,

oY)

Charles Curry

Business Manager
Mr. Troy Henry

Robert A. Gerber, Esq.
Carla E. Hjelm, Esq.

Mava Jones Brooks, Esq.
Charles T. Huddleston, Esdq.




RESPONSE OF

UNITED WATER SERVICES UNLIMITED ATLANTA, LLC

TO

COMPLIANCE AUDIT:
UNITED WATER SERVICES UNLIMITED ATLANTA, LLC
FINANCIAL REPORTING AND FINANCIAL CONDITION REQUIREMENTS

(Issued by the Office of City Internal Auditor on November 18, 2002)

November 18, 2002
Atlanta, Georgia

1361583v|




RESPONSE OF UWSA TO COMPLIANCE AUDIT REPORT

DATED NOVEMBER 18, 2002
CONTENTS

L. RESPONSE TO THE FOUR RECOMMENDATIONS MADE TO UWSA

---------

--------

I. RESPONSE TO THE ONE RECOMMENDATION MADE TO THE CITY..
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I. . RESPONSE TO RECOMMENDATIONS MADE TO UWSA

Recommendation #]

United Water-Atlania should provide the City with all Jinancial statements and reluted
information required in the agreement, including quarterly financial statements with
accompanying information, and annual audited financial statements, Jor United Water-Atlanta
itself and for its guarantor.

UWSA’s Response

UWSA agrees with this Recommendation, but also notes that it has been in substantial
compliance for all prior years of the Contract (1999-2001). UWSA has been submitting the --
quarterly and annual financial statements in compliance with the contractual requirements as
stated in Section 3.08 (b) of the O & M Agreement. In addition, in the past, the City had agreed
that the format of the audited financial statements submitted by UWSA were sufficient to meet
the requirements of the Agreement. Now that the City has determined that the format of these
prior submissions is no longer satisfactory, however, UWSA will comply with the City’s new
direction, and will provide annually, beginning with 2002, a separate audited financial statement
for United Water-Atlanta. o

UWSA has complied with the requirement related to quarterly financial statements. The
Guarantors of the Agreement, however, are not able to provide quarterly financial statements to
the City of Atlanta within the thirty (30) day timeframe. This is due to the complexity of the
entities and the consolidation process, as well as certain restrictions applicable to the release of
information to the public, due to the fact that our ultimate parent company is publicly traded.
The Guarantors' quarterly financial statements will continue to be submitted within forty five
(45) days after quarter end. A protocol for submitting these documents was developed and
followed by the Parties from 1999 through 2001. We look forward to discussing this protocol
with the appropriate City officials and modifying that protocol if required.

Recommendation #2

United Water-Atlanta should obtain an annual audit of its financial statements by an
independent accounting firm, beginning in 2002. The scope of the work should be sufficient to
. issue an opinion on the Atlanta financial statements separate Sfrom those of United Water
Services, Inc. as a whole.

UWSA’s Response

UWSA agrees with this Recommendation, but notes that it has been in compliance in
past years. For the prior years of the Contract (1999-2001), United Water-Atlanta and the City
had agreed that the annual audited financial statements submitted by United Water-Atlanta were
sufficient to meet the requirements of the Agreement. Because the C ity now prefers that United
Water-Atlanta submit an annual audit of its financial statements separate from the audited

t 503545yl 1




financial statements of United Water Services, LLC, United Water-Atlanta will follow this new
direction, beginning with 2002 and going forward.
[n prior years, United Water obtained an audit opinion for United Water Services LLC
and UWSA, which was presented in a single audit report with supplemental schedules to include
UWSA financial statements separately. Any significant issues related to UWSA, as a material
entity of United Water Services LLC, were disclosed in the footnotes to the financial statements
of United Water Services LLC. As such, the independent auditors’ opinion stating, "[i]n our
opinion, based on our audit and the reportt of other auditors, the financial statements referred to
above present fairly, in all material respects, the financial position of the Company as of L
December 31, 2001, and the results of their operations and their cash flows for the year then’
ended, in conformity with accounting principles generally accepted in the United States,” was in
fact an opinion statement on UWSA. F urthermore, in the same report, the independent auditors
opined that “the supplemental balance sheet and the related statements of operations and cash
flows of United Water Services Atlanta LLC as of and for the year ended December 31, 2001 are
presented for purposes of additional analysis and are not a required part of basic financials, This
information has been subjected to the auditing procedures applied in our audit of the basic
financial statements and, in our opinion, is fairly stated in all material respecis in relation to the
basic financial statements taken as a whole.” '

During 1999, the first year of the Agreement, discussions were held and a consensus was
reached with the City that the scope of the prior audit report met the requirements of the
Agreement, and this form of audit report was accepted by the City as sufficient during the first
three years of the Agreement.

Recommendation #3

United Water-Atlanta should immediately obrain a letter of credit, in the amount required
by the agreement, from a U.S.-owned bank with an dtlanta banking location.

UWSA’s Response

UWSA agrees with this Recommendation, and notes that it is currently in full
compliance and will remain so. United Water-Atlanta will continue to maimntain a Letter of
Credit in the correct amount, from a U.S.-owned bank with an Atlanta banking office. Mayor
Franklin advised UWSA, in her letter of June 10, 2002, that she did not consider the Letter of
Credit previously provided to meet the requirements of the Contract. UWSA has since converted
the required Letter of Credit from Societe Generale, a foreign-owned bark, to one drawn on Sun
Trust Bank, a U.S.-owned bank with multipie banking offices located in the City of Atlanta. The
new Letter of Credit has been formally delivered to the City.

{50158 5vE
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Recommendation #4

United Water-Atlanta should have all Juture Certificates of Insurance Jorms signed by an
agent who is licensed by the State of Georgia,

UWSA’s Response

UWSA disagrees, in part, and agrees, in part, with this Recommendation. First,
UWSA points out that it has been in substantial compliance with this requirement throughout
the life of the Contract. UWSA secured the proper types and limits of insurance coverage
through brokers who were; in fact, licensed in the State of Georgia. This Insurance was and is
valid and binding coverage, and there was never any risk to the City that the Insurance was not
available to the fullest extent of the coverage, type and limits as required under the Agreement.
UWSA is currently in the process of reissuing its Certificates of Insurance with o licensed
Georgia agent.

United Water-Atlanta disagrees with the statement that the umbrella liability coverage in
1999 was too low. The original Certificate of Insurance issued in 1999 mistakenly showed only
$5 million of umbrella liability coverage, when in fact, more than $10 million coverage (the
minimum amount required under the Agreement) was in effect in 1999, A corrected Certificate
was issued, and a copy of that corrected Certificate wiil be delivered to the City immediately.

Likewise, United Water-Atlanta disagrees with the statement that some parts of its
General Liability coverage in 1999 was below the required minimum. In fact, UWSA met or
exceeded the contractual requirement for General Liability coverage ($2 million) and
Automobile Liability coverage (51 million) for 1999, and copies of those Certificates will be
delivered to the City forthwith.

(56158571 3




[1. RESPONSE TO THE RECOMMENDATION MADE TO THE CITY '

Recommendation #5

The City should determine and take the necessary steps to recoup the $2.1 million the
City reimbursed United Water-Atlanta for insurance premiums.

UWSA’s Response

United Water-Atlanta vigorously disagrees with Recommendation #5, and submits its

pdsxﬁon statement demonstrating why this Recommiendation should be eliminated frofn the”
Compliance Audit:

The Agreement between the City and United Water-Atlanta is what is known in the
industry as an “operations and maintenarce” or an “O&M’” Agreement, whereby an outside
contractor is paid to operate the City’s Water System and to perform routine maintenance, but
the City remains the owner of the System and is responsible for an owner’s typical costs,
including capital investments in the System. Under the O&M Agreement, the City pays a
monthly “Service Fee” to United Water-Atlanta for serving as the coniract operator. Under
Section 5.02 of the Agreement, this Service Fee has two separate and distinct components:

(2) . the “Operation and Maintenance Fee,” and
(b) the “Pass Through Costs.”

“Pass Through Costs™ are defined in Section 5.05 of the Agreement as the sum of “all actual and
direct expenses paid by the Company to unrelated parties during such Billing Month, to the
extent of Cost Substantiation, and exclusive of profits, for the categories of expenses identified in
Schedule 11.” (Emphasis added.)

Schedule 11 (Pass Through Costs) identifies those costs which, although paid for initially
by United Water-Atlanta, are to be reimbursed by the City, and are thus to be “passed through”
to the City, within certain specific guidelines. Among the costs identified as Pass Through Costs
on Schedule 11 are sales taxes, electricity, solids transportation costs, and the “insurance
premiums for the coverages set forth on Schedule 7.” (Emphasis added.)

For the first three Billing Years of the Agreement, 1999-2001, the insurance premiums
for the coverages required under Schedule 7 were initially paid for by United Water, and then

invoiced to the City under Schedule 11 as Pass Through Costs, and, consequently, reimbursed to
United Water-Atlanta by the City.

Pursuant to a 1998 Resolution of the Atlanta City Council, (Resolution 98-R-0182,
Section 2(a)) the City was required to enter into a Contract with a “technical specialist” firm “to
monitor and/or audit” United Water-Atlanta’s performance under the Agreement to “ensure that
all costs, fees and charges are warranted.” The City contracted with the professional firm of
Brown and Caldwell (“B&C") to perform this City Council-mandated monitoring and auditing of
all “costs, fees and charges” billed by United Water-Atlanta to the City under the Agreement.
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B&C had previously served as the City’s technical advisors and consultants in drafting the
original Request for Proposals for the Q&M Agreement, and in connection with technical issues

that arose during the City’s drafiing and negotiating of the O&M Agreement entered into with
United Water-Atlanta,

In December of 2001, B&C filed its second Report on the Contract as the City’s
contracted technical specialist, coveting the period of J anuary 1,2000 through May 31, 2001,
entitled “City of Atlanta Water Contract Review, December 2001” (the “B&C Report”). In the
course of conducting its review of United Water-Atlanta’s performance for this Report, B&C

“identified and reviewed the requirements of the Contract, and all relevant UWSA deliverables”
In its Report, B&C specifically reviewed all Pass Through Costs, including insurance premiums,

paid by United Water-Atlanta and reimbursed by the City, and opined, “We reviewed the pass-
through costs for the pricing of the commodities and the insurance coverages, and have found
that they are consistent with prices generally available in the market place.” (See Section 3 of
the B&C Report Letter.) Thus, for the first three Billing Years of the Agreement, insurance
premiums have been paid by United Water-Atlanta initially, and then reimbursed by the City as,
legitimate Pass Through Costs, and the Parties’ treatment of insurance premiums as Pass
Through Costs has been reviewed and approved by the City’s consultant, Brown and Caldwel] as
complying with the requirements of the Agreement.

In 2002, former Water Department Commissioner Remedios del Rosario, however,
questioned for the first time whether the City, United Water-Atlanta, and Brown and Caldwell
had been misinterpreting the Agreement for three years. She sought an opinion on this matter
from the City Law Department, which concluded that insurance Premiums were not a proper
Pass Through Cost. The Law Department opined that there was a conflict between language
contained in Section 10.10(a) of the Agreement and language contained in Schedule 1] of the
Agreement, which lists “Insurance Premiums” as a specific category of Pass Through Costs.

Accordingly, on May 16, 2002, Commissioner de! Rosario demanded arefund of the
insurance premiums that the City had reimbursed to United Water-Atlanta for the period of
1999-2001, in the amount of $2,140,399.16. She also ruled that Invoices from United Water-
Atlanta, seeking reimbursement of the cost of insurance premiurmns paid during 2002, were not
eligible for treatment as Pass Through Costs, and she refused to pay those Invoices.
(Commissioner del Rosario’s letter of May 16, 2002, is attached as Exhibit “Al)

The City’s lawyer maintained that the language in Section 10.10(a), which requires
United Water-Atlanta “to secure and maintain the insurance coverages and policy limits”
delineated in Schedule 7, “at jts cost and expense, including premium payments...,” conflicted
with language in Schedule 11 (Pass Through Costs), which expressly states that “insurance
premiums for the insurance coverages set forth on Schedule 7 hereof will be passed through o
the City.” (Section 11.5 of Schedule 11.) (Emphasis added.) The Law Department opinion is
based on a provision in the Agreement that states when there is a “conflict or inconsistency”
between the Schedules and Sections of this Agreement, “the Sections shall control aver the
Schedules.” (See Section 1.02.)
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Thus, former Commissioner del Rosario was advised that the Section 10.10(a) 1 anguage
of the Agreement, describing insurasnce premiums as a cost to be borne by United Water-Atlanta,
was in conflict with the language in Schedule 11, which listed “Insurance Premiums” as a Pass
Through Cost, and a Section had to control over a Schedule in the event of such a conflict. In
addition to contradicting three years of history between the Parties and the review and approval
of that practice by the City’s professional consulting firm hired to monitor and audit the
Agreement, the advice to Commissioner del Rosario, and the resultant position of the City, fly in
the face of the Parties’ careful designation of specific language in the Agreement that is to be
used to identify clearly when costs incurred by United Water-Atlanta are to be treated as Pags
Through Costs, and when those costs are to be absorbed by United Water-Atlanta.

The opinion of the Law Department is erroneous because it was based entirely on Section
1.01 of the Agréement, and totally ignored the next provision of the Agreement, Section .02
(Definitions), which forces a completely different conclusion. In negotiating and drafting the
terms and provisions of the O&M Agreement, the Parties and their counsel took care to
specifically identify those costs which were not to be treated as Pass Through Costs. In analyzing
this issue, Section 1.02 of the Agreement compels one to refer to the Definitions portion of the
Agreement, where the Parties stated that “the phrase ‘sole cost and expense’ when used with
respect to a cost or expense to be paid by the Company, means that no portion of said amount
payable or paid shall constitute a Pass Thxough Cost.” (Emphasis added.) (See Scheduie 1-
Definitions; Terms Generally.)

This careful choice of language was then carried forward into the specific language
crafted and used by the Parties in each Section of the Agreement dealing with costs that were to
be incurred by the Company. For example, in Section 3.07 (Computerized Billing and
Collection System), the Company is required to “meet with the City to discuss, evaluate and
approve the scope and implementation of a state-of-the-art and fully functional computerized
billing and collection system for the System, all at the Companv’s sole gxpense.” (Emphasis
added.) In addition, the Company was also required to “provide (at the Companv’s sole expense
through purchase, lease or otherwise), program, and install the approved computerized billing
and collection program and system for the System. (Emphasis added.)

This careful-distinction was used by the Parties throughout the O&M Agreement. In
Section 4,02 (Capital Repairs and Replacements) the Parties stated that the Company “shall
Replacement that isnota Matenal Cap1ta1 Repair or Replacement (Emphasis added.)
Similarly, in Section 4.03 (Repair of Damage Due to Company Fault) the Parties again chose to
use specific language to identify a cost of the Company which would not be passed through to
the City: “the Comparty shall procure, provide and implement, at its sole cost and expense, any
Capital Repair or Replacement that is required as a result of the fault of the Company or that
results from any event or circumstance the occurrence of which gives rise to a successful claim
by the City for indemnification from the Company pursuant to this Agreement.” (Emphasis
added.) (See also, Section 4.04 (Computerized Maintenance Management Program and System;
Section 5.10(c) and (d) (Information, Data and Reports); and Section 6.02 (Compensation for
New Capital Project Savings).) These Sections and numerous other provisions in the Agreement
clearly indicate that when the Parties and their counsel intended an expense of United Water-
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Atlanta not to be treated as a Pass Through Cost, the phrase “at the Company’s sole cost and
expense” was used, because it was well-understood by the Parties and their counsel that merely
using the phrase “at the Company’s cost and expense” had the exact opposite meaning,
Therefore, having carefully chosen and repeatedly used specific language (ie., “at the
Company’s sole cost and expense”) to designate those contract expenses which United Water-
Atlanta could not treat as Pass Through Costs, the absence of such specific limiting language in
Section 10.01(a) of the Agreement, which states that the Company must secure and maintain “at
its own cost and expense” specified insurance coverages, has the exact opposite meaning from
that contended by the City Law Department and former Commissioner del Rosario. The absence
of the specific language “at its sole expense” means that the cost of insurance premiums, to be
borne originally by United Water, as all Pass Throuch Costs are by definition, was intended by
the Parties to be treated as a legitimate Pags Through Cost. Thus, the inclusion of “Insurance
Premiums” as one of the specifically-identified Pass Through Costs listed on Schedule 11 does
not conflict with the language contained in Section 10.01(a) of the Agreement, and the Law
Department’s opinion and the current position of the City based upon that opinion are incorrect.

Therefore, United Water-Atlanta strongly disagrees with Recommendation #5 » and must
insist that it be removed from the Compliance Audit because it is wholly inconsistent with the
carefully-crafted language of the Agreement, the Brown and Caldwel] Report, three years of
dealings between the Parties, and the original intent of the Parties during the procurement
process and the drafting and negotiation of the Agreement. All of that history is based upon one
fundamental premise: that even though there is an Q&M Agreement, the City is the owner of the
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