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INDEPENDENT AUDITOR’S REPORT

March 10, 2014

To the Board of Directors of
Upstate Telecommunications Corporation:

Report on the Financial Statements

We have audited the accompanying financial statements of the business-type
activities of Upstate Telecommunications Corporation (UTC) (a discretely
presented component unit of the County of Monroe, New York), as of and for the
year ended December 31, 2013, and the related notes to the financial
statements, which collectively comprise UTC’s basic financial statements as
listed in the table of contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these
financial statements in accordance with accounting principles generally accepted
in the United States of America; this includes the design, implementation, and
maintenance of internal control relevant to the preparation and fair presentation
of financial statements that are free from material misstatement, whether due to
fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based
on our audit. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America and the standards applicable
to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the
amounts and disclosures in the financial statements. The procedures selected
depend on the auditor's judgment, including the assessment of the risks of
material misstatement of the financial statements, whether due to fraud or error.
In making those risk assessments, the auditor considers internal control relevant
to the entity’s preparation and fair presentation of the financial statements in
order to design audit procedures that are appropriate in the circumstances, but
not for the purpose of expressing an opinion on the effectiveness of the entity’s
internal control. Accordingly, we express no such opinion. An audit also
includes evaluating the appropriateness of accounting policies used and the
reasonableness of significant accounting estimates made by management, as
well as evaluating the overall presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.

(Continued)
1
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INDEPENDENT AUDITOR’S REPORT
(Continued)

Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
respective financial position the business-type activities of UTC, as of December 31, 2013, and the
respective changes in financial position, and cash flows thereof for the year then ended in
accordance with accounting principles generally accepted in the United States of America.

Report on Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the
management’s discussion and analysis on pages 3-6 be presented to supplement the basic
financial statements. Such information, although not a part of the basic financial statements, is
required by the Governmental Accounting Standards Board who considers it to be an essential part
of financial reporting for placing the basic financial statements in an appropriate operational,
economic, or historical context. We have applied certain limited procedures to the required
supplementary information in accordance with auditing standards generally accepted in the United
States of America, which consisted of inquiries of management about the methods of preparing the
information and comparing the information for consistency with management’s responses to our
inquiries, the basic financial statements, and other knowledge we obtained during our audit of the
basic financial statements. We do not express an opinion or provide any assurance on the
information because the limited procedures do not provide us with sufficient evidence to express an
opinion or provide any assurance.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have also issued our report dated March
10, 2014 on our consideration of UTC’s internal control over financial reporting and on our tests of
its compliance with certain provisions of laws, regulations, contracts, and grant agreements and
other matters. The purpose of that report is to describe the scope of our testing of internal control
over financial reporting and compliance and the results of that testing, and not to provide an opinion
on internal control over financial reporting or on compliance. That report is an integral part of an
audit performed in accordance with Government Auditing Standards in considering UTC’s internal
control over financial reporting and compliance.
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UPSTATE TELECOMMUNICATIONS CORPORATION
(A Discretely Presented Component Unit of the County of Monroe, New York)

MANAGEMENT’S DISCUSSION AND ANALYSIS (UNAUDITED)
DECEMBER 31, 2013

The following Management’s Discussion and Analysis (MD&A) of Upstate Telecommunications
Corporation’s (UTC) financial position provides an overview of UTC’s financial activities for the
years ended December 31, 2013 and 2012. The MD&A should be read in conjunction with UTC’s
financial statements and related notes, which follow the MD&A.

FINANCIAL HIGHLIGHTS

e The liabilities of UTC exceeded its assets and deferred outflows at December 31, 2013 by $5.88
million.

e UTC's net position decreased by $39 thousand as a result of 2013 operations.

e UTC’s total operating revenues were $7.41 million and $7.34 million in 2013 and 2012,
respectively.

e UTC’s total operating expenses were $7.40 million and $4.14 million in 2013 and 2012,
respectively.

e As a result of Government and Accounting Standards Board Statement No. 65, ltems Previously
Reported as Assets and Liabilities, bond issuance costs are now fully expensed rather than
amortized over the life of the bonds. As a result, the net position at December 31, 2012 has
been restated to reflect this change in accounting principle.

e As a result of Government and Accounting Standards Board Statement No. 53, Accounting and
Financial Reporting for Derivative Instruments, gains and losses of UTC’s interest rate swap are
recognized as deferred inflows or outflows on the statement of net position rather than gains or
losses on the statement of revenues, expenses, and change in net position.

OVERVIEW OF THE FINANCIAL STATEMENTS

The financial statements of UTC are prepared in accordance with accounting principles generally
accepted in the United States of America as promulgated by the Government Accounting Standards
Board (GASB). The financial statements are prepared using the economic resources measurement
focus and the accrual basis of accounting, which requires that transactions be recorded when they
occur, not when its related cash receipt or disbursement occurs.

The Statement of Net Position depicts UTC’s financial position at December 31, the end of UTC’s
fiscal year. The statements present all the financial assets and deferred outflows and liabilities of
UTC with the difference between them reported as net position.

The Statement of Revenues, Expenses and Changes in Net Position reports operating revenues
and expenses, non-operating revenues and expenses, and the changes in net position for the year
ended December 31. The change in net position combined with the previous year’s net position
total, reconciles to the net position total for the reporting period.

The Statement of Cash Flows reports cash activities for the year resulting from operating activities,
investing activities, and capital and related financing activities. The net result of these activities,
added to the beginning of the year cash balance, reconciles to the total cash balance at the end of
the year.

3
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NOTES TO FINANCIAL STATEMENTS

The financial statements also include notes that explain the information in the financial statements.

They are essential to a full understanding of the data provided in the financial statements.

FINANCIAL ANALYSIS

The analysis below summarizes the statements of net position (Table 1) and changes in net position
(Table 2) of UTC as of and for the years ended December 31, 2013 and 2012.

Table 1 - Statements of Net Position

(restated)
2013 2012
Assets:
Current assets $ 2,563,324 $ 2,672,016
Noncurrent assets 12,336,520 13,388,879
Total assets 14,899,844 16,060,895
Deferred outflows:
Deferred outflow on interest rate swap 1,307,387 1,928,145
Total deferred outflows 1,307,387 1,928,145
Liabilities:
Current liabilities 1,509,552 116,223
Long-term liabilities 20,578,665 23,714,730
Total liabilities 22,088,217 23,830,953
Net position:
Net investment in capital assets 421,018 622,290
Restricted for debt service 6,385,544 7,862,190

Unrestricted (12,687,548) (14,326,393)

$ (5,880,986) $ (5.841,913)

UTC'’s total assets declined approximately $1.16 million in 2013. The principal components of this
change include a reduction of approximately $118,000 in cash (reflecting the results of operations),
a reduction of approximately $1.48 million in limited use assets (principally reflecting resources used
to implement scheduled equipment refreshes), and a reduction of approximately $612,000 in
principal owed on the direct financing lease (per the established amortization schedule), partially
offset by an increase of approximately $1.07 million in capital assets (principally reflecting
equipment purchases, net of depreciation).

Total net position

Deferred outflows declined approximately $621,000 in 2013, reflecting the reduction in value of the
interest rate swap.

Total liabilities decreased approximately $1.74 million in 2013. The principal components of this
change include a reduction of approximately $3.1 million in long term liabilities ($2.5 million due to
debt payments plus a $621,000 reduction in the swap liability value) offset by an increase of
approximately $1.4 million in accounts payable (principally reflecting a year-end copier refresh
equipment purchase).
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FINANCIAL ANALYSIS (Continued)
Table 2 shows the changes in net position for the years ended December 31, 2013 and 2012.

Table 2 - Changes in Net Position

(restated)
2013 2012

Revenues:
Maintenance and support services $ 6,291,184 $ 6,186,085
Leasing revenue 927,916 926,760
Interest on investment in direct-financing lease 186,352 209,607
Other 8,409 23,396
Total revenues 7,413,861 7,345,848

Expenses:
Hosting, training, and implementation 4,175,643 1,136,913
Interest, amortization, and fees 961,904 1,076,917
Network management and maintenance 902,900 708,189
Management services 471,486 462,420
Copier maintenance 241,398 265,934
Depreciation 366,951 261,576
Other 153,553 139,375
Professional fees 129,280 90,534
Other administration expenses 1,082 672
Total expenses 7,404,197 4,142,530
Operating income 9,664 3,203,318
Nonoperating expenses (48,737) (4,739)
Change in net position $ (39,073) $ 3,198,579

Total revenues increased approximately $68,000 in 2013. This change is principally driven by an
increase of approximately $106,000 in scheduled lease payments offset by a reduction of
approximately $23,000 in interest on investment in the direct financing lease and a reduction of
approximately $15,000 in other revenues (primarily related to reduced proceeds from asset
recycling).

Total expenses increased approximately $3.3 million in 2013. The majority of this increase,
approximately $3.2 million, was driven by the telephony and network refresh projects. There was
also an increase of approximately $105,000 in scheduled depreciation and an increase of
approximately $40,000 in professional services (principally legal expense), and an offsetting
decrease of approximately $25,000 in copier maintenance charges.
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FUTURE FACTORS

UTC will be completing the Network, Telephony, and Copier refresh projects in 2014, and continue
its ongoing administrative, maintenance and operating activities in support of Monroe County’s
information technology needs. The next refresh activity will be the second Microcomputer refresh,
currently planned to begin in 2015 (subject to customer scheduling direction).

CONTACTING ADMINISTRATION

This financial report is designed to provide citizens, taxpayers, customers, investors and creditors
with a general overview of UTC'’s finances and to show the accountability for the money received. If
you have questions about this report or need additional financial information, contact Upstate
Telecommunications Corporation, at 50 West Main Street, Suite 8100, Rochester, New York,
14614.
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UPSTATE TELECOMMUNICATIONS CORPORATION
(A Discretely Presented Component Unit of the County of Monroe, New York)

STATEMENT OF NET POSITION
DECEMBER 31, 2013

ASSETS
CURRENT ASSETS:
Cash $ 1,759,870
Prepaid expenses and other current assets 162,793
Current portion of investment in direct-financing lease 640,661
Total current assets 2,563,324
NONCURRENT ASSETS:
Capital assets, net 1,687,638
Investment in direct-financing lease, net of current portion 4,263,338
Limited use assets 6,385,544
Total noncurrent assets 12,336,520
Total assets 14,899,844
DEFERRED OUTFLOWS
Deferred outflow on interest rate swap 1,307,387
Total deferred outflows 1,307,387
LIABILITIES
CURRENT LIABILITIES:
Accounts payable and accrued expenses $ 1,509,552
Total current liabilities 1,509,552

LONG-TERM LIABILITIES
Due and payable within one year -

Capital lease obligation 288,192
Bonds payable 2,345,000
Total long-term liabilities due and payable within one year 2,633,192

Due and payable after one year -
Interest rate swap liability 1,307,387
Capital lease obligation 1,033,086
Bonds payable 15,605,000
Total long-term liabilities due and payable after one year 17,945,473
Total long-term liabilities 20,578,665
Total liabilities 22,088,217

NET POSITION

Net investment in capital assets 421,018
Restricted for debt service 6,385,544
Unrestricted (12,687,548)
Total net position $ (5,880,986)

The accompanying notes are an integral part of these statements.
7
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UPSTATE TELECOMMUNICATIONS CORPORATION
(A Discretely Presented Component Unit of the County of Monroe, New York)

STATEMENT OF REVENUES, EXPENSES AND CHANGE IN NET POSITION
FOR THE YEAR ENDED DECEMBER 31, 2013

OPERATING REVENUE:

Maintenance and support services $ 6,291,184
Leasing revenue 927,916
Interest on investment in direct-financing lease 186,352
Other 8,409

Total revenues 7,413,861

OPERATING EXPENSES:
Project costs -

Hosting, training, and implementation 4,175,643
Interest, amortization, and fees 961,904
Network management and maintenance 902,900
Management services 471,486
Depreciation 366,951
Copier maintenance 241,398
Other 153,553
Total project costs 7,273,835
Administration -
Professional fees 129,280
Other 1,082
Total administration 130,362
Total expenses 7,404,197
OPERATING INCOME 9,664
NONOPERATING EXPENSES:
Loss on disposal of capital assets (43,345)
Investment loss, net (5,392)
Total nonoperating expenses (48,737)
CHANGE IN NET POSITION (39,073)
NET POSITION - beginning of year, as previously reported (7,333,559)
CHANGE IN ACCOUNTING PRINCIPLE (Note 3) 1,491,646
NET POSITION - beginning of year, as restated (5,841,913)
NET POSITION - end of year $ (5,880,986)

The accompanying notes are an integral part of these statements.
8
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UPSTATE TELECOMMUNICATIONS CORPORATION
(A Discretely Presented Component Unit of the County of Monroe, New York)

STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 2013

CASH FLOW FROM OPERATING ACTIVITIES:

Cash received from maintenance and support services $ 6,291,184
Cash received from leasing revenue 927,916
Cash received from interest on investment in direct-financing lease 186,352
Cash received from other operating revenues 8,409
Cash payments for interest, amortization, and fees (966,886)
Cash payments for other operating expenses (153,553)
Cash payments to suppliers (5,770,550)

Net cash flow from operating activities 522,872

CASH FLOW FROM CAPITAL AND RELATED FINANCING ACTIVITIES:

Purchases of capital assets (208,624)
Repayment on capital lease obligation (275,307)
Repayment on bonds payable (2,240,000)
Net cash flow from capital and related financing activities (2,723,931)

CASH FLOW FROM INVESTING ACTIVITIES:
Payments under direct-financing lease 611,975
Investment loss, net (5,392)
Purchases of limited use assets (11,741,507)
Proceeds from sale of limited use assets 13,218,153
Net cash flow from investing activities 2,083,229
CHANGE IN CASH (117,830)
CASH - beginning of year 1,877,700
CASH - end of year $ 1,759,870

NON-CASH TRANSACTION:
Copier equipment included in accounts payable at year-end $ 1,266,620

The accompanying notes are an integral part of these statements.
9
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UPSTATE TELECOMMUNICATIONS CORPORATION

(A Discretely Presented Component Unit of the County of Monroe, New York)

STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 2013

RECONCILIATION OF CHANGE IN OPERATING INCOME
TO NET CASH FLOW FROM OPERATING ACTIVITIES:

Operating income

Adjustments to reconcile change in operating income

to net cash flow from operating activities:
Depreciation expense
Changes in:
Prepaid expenses and other current assets
Accounts payable and accrued expenses

Net cash flow from operating activities

The accompanying notes are an integral part of these statements.

UTC Annual Report - 2013

10

$

$

9,664

366,951

19,548

126,709

522,872

34



UPSTATE TELECOMMUNICATIONS CORPORATION
(A Discretely Presented Component Unit of the County of Monroe, New York)

NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2013

THE ORGANIZATION

Upstate Telecommunications Corporation (UTC), is a New York not-for-profit corporation
organized in March 2005 to provide technology and telecommunications services to Monroe
County (the County). UTC was formed as a local development corporation of the County. All
service revenue derived by UTC is currently received solely from the County and as such
UTC’s existence is dependent upon this continuing relationship. UTC is included as a
discretely presented component unit within the County’s basic financial statements due to the
County’s ability to impose will on UTC.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Accounting

UTC’s financial statements are prepared in conformity with accounting principles generally
accepted in the United States as set forth by the Governmental Accounting Standards Board
(GASB) for proprietary funds.

Basis of Presentation
GASB requires the classification of net position into three categories defined as follows:

e Net investment in capital assets - This component of net position consists of capital
assets, net of accumulated depreciation, reduced by the outstanding balances of any
bonds, mortgages, notes, or other borrowings that are attributable to the acquisition,
construction, or improvement of those assets, if applicable. If there are significant unspent
related debt proceeds at year-end, the portion of the debt attributable to the unspent
proceeds is not included in the calculation of net investment in capital assets. Rather, that
portion of the debt is included in the same net position component as the unspent
proceeds.

e Restricted net position - This component of net position consists of amounts which have
external constraints placed on their use imposed by creditors (such as through debt
covenants), grantors, contributors, or laws or regulations of other governments or
constraints imposed by law through constitutional provisions or enabling legislation.

e Unrestricted net position - This component of net position consists of net position that does
not meet the definition of “net investment in capital assets,” or “restricted”.

When both restricted and unrestricted resources are available for use, it is UTC’s policy to use
restricted resources first, and then unrestricted resources as they are needed.

Cash
Cash includes cash on hand, demand deposits and savings accounts.

11
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Capital Assets

Capital assets are recorded at cost, if purchased, or fair value at the date of donation. UTC
capitalizes equipment purchases with a cost greater than $1,000, and which have useful lives
greater than one year. Capital assets consist of photocopying equipment used by its primary
customer. Amortization is provided using the straight-line method over the assets’ estimated
useful lives, or seven (7) years, or the lease term, whichever is shorter.

Investment in Direct-Financing Lease

The cost of telecommunications equipment purchased by UTC and leased to the County is
recorded as a direct-financing lease. Unearned income is calculated using the interest rate in
place on the bonds that were issued to facilitate the purchase of the underlying equipment.
Lease principal payments are recognized concurrent with the repayment schedule on the
outstanding bonds. Investment in direct-financing lease is stated at unpaid principal balances,
less an allowance for losses, if applicable. Management periodically evaluates the lease for
collectability based on inherent collection risks and adverse situations that may affect the
borrower’s ability to repay. If no contractual payments have been received for a period of time
the lease would be considered delinquent. After all collection efforts are exhausted, any
amounts deemed uncollectible based upon an assessment of the debtor’s financial condition
are written off. As of December 31, 2013, management determined that an allowance is not
necessary.

Limited Use Assets

Limited use assets consist of funds required under the bond indenture and are invested by the
trustee in money market funds, commercial paper, mortgage backed securities or U.S.
government obligations and are recorded at fair market value based on quoted market prices.
Interest, dividends, investment management fees, and gains (losses) on limited use assets are
shown as investment income (loss), net in the accompanying financial statements. Limited
use assets are exposed to various risks, such as interest rate, market, and credit risk. Due to
the level of risk associated with certain limited use assets, it is at least reasonably possible
that changes in the values of limited use assets will occur in the near term and that such
change could materially affect the amounts reported in the accompanying financial
statements.

Income Taxes

UTC is exempt from Federal reporting requirements under Internal Revenue Service Revenue
Procedure 95-48, 1992 C.C 418 as a governmental unit or affiliate of a governmental unit as
described in the procedure.

Revenue Recognition
e Interest on investment in direct-financing lease - The interest imputed over the term of the
direct-financing lease is recorded in this financial category.

e Maintenance and Support Services - Under UTC’s agreement with the County, annual
payments received are also intended to cover operating costs incurred in connection with
the agreement such as maintenance of equipment, technology upgrades, license fees,
and technology support. The portion of the County’s annual payment not allocated to
interest or payment of principal is recorded as maintenance and support revenue.

e Leasing Revenue - Leasing revenue is recognized in accordance with the operating lease
agreement with the County (See Note 9). Amounts recorded are intended to cover UTC'’s
costs for maintenance, insurance, management fees, and other costs associated with
servicing the installed equipment.

12
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Estimates

The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the amounts
reported in the financial statements and accompanying notes. Actual results could differ from
those estimates.

Reclassifications

The prior-year financial statements have been reclassified and certain disclosures were
revised in accordance with generally accepted accounting principles promulgated by the
GASB.

3. CHANGE IN ACCOUNTING PRINCIPLE

GASB issued Statements No. 63 “Financial Reporting of Deferred Outflows of Resources,
Deferred Inflows of Resources, and Net Position” and No. 65, “ltems Previously Reported as
Assets and Liabilities.” These statements update and improve existing standards by providing
users with information about how past transactions will continue to impact a government’s
financial statements in the future. In addition, these statements specify that bond issuance
costs should be expensed rather than reported as an asset. In accordance with this standard,
UTC wrote off previously recognized bond issuance costs as of January 1, 2013.

The January 1, 2013 opening net position has been restated to recognize this change in
accounting principle. The effect of this restatement was a decrease of $436,449 to net
position.

GASB issued Statement No. 53, Accounting and Financial Reporting for Derivative
Instruments, which addresses the recognition, measurement, and disclosure of information
regarding derivative instruments. In accordance with this standard, gains and losses of UTC’s
interest rate swap should recognized as deferred inflows or outflows on the statement of net
position rather than gains or losses on the statement of revenues, expenses, and change in
net position.

The January 1, 2013 opening net position has been restated to recognize this change in
accounting principle. The effect of this restatement was an increase of $1,928,145 to net
position.

The effect of the restatements as of and for the year beginning January 1, 2013 is as follows:

As Previously

Reported Restated
Bond issuance costs $ 436,449 $ -
Loss on interest rate swap $ (1,928,145) § -
Change in accounting principle $ - $ 1,491,646
Net position, beginning of year $ (7,333,559) $ (5,841,913)
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4. DEPOSITS WITH FINANCIAL INSTITUTIONS AND INVESTMENTS

Policies

UTC follows an investment and deposit policy, the overall objective of which is to adequately
safeguard the principal amount of funds invested or deposited; investments shall be
sufficiently liquid of invested funds in order to meet obligations as they become due; and funds
shall be invested in such a way as to earn the maximum vyield possible given the first two
objectives.

UTC’s monies shall be deposited in a bank or banks designated by the Board of Directors;
and, to the extent practicable, consistent with the cash requirements of UTC, all such money
shall be deposited in interest bearing accounts.

UTC is incorporated as a not-for-profit and as such is not required to maintain collateral on its
accounts.

Interest Rate Risk

Interest rate risk is the risk that the fair value of investments will be affected by changing
interest rates. UTC has an investment policy that limits its deposits to certain investments as a
means of managing its exposure to fair value losses arising from increasing interest rates.

Credit Risk

UTC'’s policy is to minimize the risk of loss due to failure of an issuer or other counterparty to
an investment to fulfill its obligations. UTC’s investment and deposit policy authorizes the
reporting entity to purchase the following types of investments:

e Direct or indirect obligations of the State or any municipality, instrumentality, or political
subdivision thereof, or the United States of America or any instrumentality thereof;

e Obligations, the full and timely payment of the principal and interest of which are directly
and unconditionally guaranteed by the State or United States of America;

e Bankers’ acceptances of, or certificates of deposits issued by, or time deposits or other
banking arrangements or deposits with a Bank with a rating of investment grade at all
times by a Rating Agency;

e Commercial paper of any Corporation which has been classified for rating purposes by a
Rating Agency as Prime - 1 and by Standard & Poor’s as A-1;

e Money market funds or other mutual funds which have been classified with at least an
AAA rating as determined by Standard & Poor's Rating Group or AAA rating as
determined by Moody’s Investor’s Service, Inc.

Total cash and limited use assets by type as of December 31, 2013 are as follows:

Carrying values  Bank balances

U.S. government money market funds $ 6385544 § 6,385,544
Cash 1,759,870 1,951,237

$ 8145414 § 8.336.781

At December 31, 2013, 100% of UTC’s deposits, excluding those held by Trustee, were
deposited in one financial institution.

14
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5. CAPITAL ASSETS

Capital asset activity for the year ended December 31, 2013 was as follows:

Balance Balance
01/01/13 Additions Deletions 12/31/13
Depreciable capital assets:
Copier equipment $1.831,029  $1.475.244  $(223,852) $3.082,421
Total depreciable capital assets 1,831,029 1,475,244 (223,852) 3,082,421
Less: Accumulated amortization on copier
equipment (1,208,339) (366,951) 180,507 (1,394,783)
Total capital assets, net $ 622,690 $1,108,293 $ (43,345) $1,687,638

6. INVESTMENT IN DIRECT-FINANCING LEASE

UTC has leased its telecommunications equipment to the County under the terms of a direct-
financing lease agreement that states that UTC will be paid average annual payments of
approximately $6,200,000 per year by the County commencing February 7, 2005 and
terminating February 2, 2021. The annual lease payments also cover certain operating costs
such as maintenance, technology upgrades and license fees. The annual continuation of this
agreement is solely dependent upon appropriations granted by the Monroe County Legislature
under the annual budgetary process and therefore is not guaranteed. The portion of the
annual lease payments relating to the operating costs and future equipment upgrades have
not been included in the investment in direct-financing lease on the accompanying balance
sheet. The following table summarizes the components of the direct-financing lease at
December 31, 2013:

Future lease payments - gross $ 5,475,823
Less: Unearned income (3.8% interest) (571,824)
$ 4,903,999

Future scheduled payments under this agreement are as follows for the years ending
December 31:

2014 $ 640,661
2015 670,714
2016 703,498
2017 723,989
2018 729,453
2019 - 2020 1,435,684

$ 4,903,999

Revenue Concentration
In 2013, the County accounted for 98% of total revenue for UTC.
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7. LONG-TERM DEBT

Long-term debt activity for the year ended December 31, 2013 was as follows:

Due in
Balance Balance Due in More Than

Description 01/01/13 Increases Decreases 12/31/13 One Year One Year
Series 2005
Variable Rate
Demand Revenue
Bonds $ 20,190,000 $ - $ (2,240,000) $ 17,950,000 $ 2,345,000 $ 15,605,000
Capital lease $ 1596585 $ - $ (275,307) $ 1,321,278 $ 288,192 $ 1,033,086

Bonds payable

UTC issued Series 2005 Variable Rate Demand Information Technology Revenue Bonds (the
Bonds) in order to fund a telecommunications and technology project. The Bonds were issued
on March 30, 2005 in the amount of $32,465,000 and mature on March 1, 2020. The
bondholders are paid interest monthly on the bonds at a variable rate (0.11% at December 31,
2013) as determined by the bank semi-annually on January 1 and July 1 of each year. The
Bonds are subject to redemption, prior to maturity, at the option of the bank. The Bonds are
collateralized under the terms of the bond agreement. The collateral on the bonds is an
interest in UTC’s management contract with Navitech Services Corporation (see Note 10) and
an interest in UTC’s lease with the County (see Note 6). UTC pays interest to the bank
monthly at a variable rate as determined by the bank. Cash paid for interest was $769,373 in
2013. Interest expense was $764,391 in 2013.

The bond agreement requires a letter of credit to be maintained with the bank in the amount of
$18,195,891, of which $17,950,000 is available to pay the principal on the Bonds and
$245,891 is available to pay interest on the bonds. The letter of credit may be reduced as the
outstanding principal is reduced. The letter of credit expires on March 31, 2017 at which time
the Bonds will be callable unless an extension on the letter of credit is approved. The Bonds
are subject to mandatory sinking fund installments on March 1 of each year which
commenced on March 1, 2007, and are used to repay the outstanding bonds and will continue
annually each year until the outstanding principal amount of the Bonds has been paid.

The schedule of sinking fund repayments is as follows:

Payment Date Installment
2014 $ 2,345,000
2015 2,455,000
2016 2,575,000
2017 2,650,000
2018 2,670,000
2019 - 2020 5,255,000
$ 17,950,000

The Bonds contain a remarketing feature that permits the bonds to be remarketed on a weekly
basis for purposes of resetting interest rates on the outstanding bonds. Failure of the Bonds
to be remarketed would require the use of UTC’s letter of credit to purchase any un-marketed
bonds. In the event a tender advance is made on the letter of credit, UTC would be required
to repay the bank subject to the terms of the agreement on demand.
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7. LONG-TERM DEBT (Continued)

Letter of Credit Covenants

In connection with the letter of credit agreement, UTC is required to meet certain financial and
operational covenants. As of December 31, 2013, UTC was in compliance with these
covenants.

Capital Lease Obligation

UTC has entered into a note payable agreement with a bank requiring quarterly payments of
$86,012, including interest at 4.6%, through January 2018. The related equipment
collateralizes the capital lease obligation. This agreement allows UTC to purchase the leased
equipment at the end of the lease term for $1.

Future scheduled payments under this agreement are as follows for the years ending
December 31:

Principal Interest Total
2014 $ 288,192 $ 55,854 $ 344,046
2015 301,679 42,367 344,046
2016 315,797 28,249 344,046
2017 330,576 13,470 344,046
2018 85,034 978 86,012
Totals $ 1,321,278 $ 140,918 $ 1462196

8. INTEREST RATE SWAP

Objectives

UTC entered into an interest rate swap agreement with M&T Bank in order to mitigate the
volatile risk of the variable rate of the bonds for the period December 1, 2008 through
December 1, 2016. The ultimate objective of the interest rate swap contract is to “fix” much of
UTC'’s interest payment on the variable-rate bonds at 3.80%. This rate is intended to be a
lower interest rate than UTC could have obtained by issuing fixed-rate debt.

Hedge Effectiveness

UTC used the consistent critical terms method to evaluate the hedge effectiveness of the
interest rate swap contract. This method evaluates effectiveness by qualitative consideration
of the critical terms of the hedgeable item (i.e., variable-rate debt) and the hedging derivative
instrument (i.e. interest rate swap). Under the consistent critical terms method, if the critical
terms of the hedgeable item and the hedging derivative instrument are the same, or similar,
the changes in cash flows of the hedging derivative instrument will offset substantially the
changes in cash flows of the hedgeable item. UTC considered the interest rate swap contract
to be effective due to the fact that the changes in cash flow from the interest rate swap
substantially offset the changes in price of the variable-rate debt and there was no cash
transaction at inception of contract.
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8. INTEREST RATE SWAP (Continued)

Terms
The terms of the interest rate swap agreement were as follows:

Counter-
Party
Notional Credit Effective Maturity
Amount Rating * Date Date Terms

Payments to be made the
first of every month
commencing on 1/1/2009
to and including the

$17,950,000 A- 12/1/2008  12/1/2016  termination date subject to
adjustment in accordance
with the following business
day convention at a fixed
rate of 3.80%.

* As noted by Standard and Poor’s
The fair value balances and notional amounts of derivative instruments outstanding at

December 31, 2013 classified by type, and the changes in fair value of such derivative
instruments for the year then ended are as follows:

Changes in Fair Value Fair Value at 12/31/13
Description Classification Amount Classification Amount Notional
Cash flow hedges:
Pay-fixed Deferred Long-term
interest rate outflows $1,307,387 liability $(1,307,387) $17,950,000

swaps

The fair value of the interest rate swap was estimated using a proprietary pricing service,
which considers the assumptions used to estimate fair value to be proprietary information and
declines to make such information available.

Credit Risk

At December 31, 2013, UTC was not exposed to credit risk because the interest rate swap
had a negative fair value. However, should interest rates change such that the fair value of
the swap becomes positive, UTC would be exposed to credit risk in the amount of the swap’s
fair value.

Interest Rate Risk

UTC is exposed to interest rate risk on its interest rate swaps. On its pay-fixed, receive-
variable interest rate swap, as the Securities Industry and Financial Markets Association
(SIFMA) Muni Swap Index decreases; UTC’s net payment increases.

Basis Risk

At December 31, 2013, UTC was not exposed to basis risk because the variable payment
received from the counterparty is determined on the same basis used to calculate the bond
floating rate for the associated bonds.
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8. INTEREST RATE SWAP (Continued)

Termination Risk

Either UTC or its counterparty may terminate the hedging derivative instrument if the other
party fails to perform under the terms of the contract. Termination could result in UTC being
required to make a termination payment.

Rollover Risk

UTC is exposed to rollover risk on the interest rate swap because the interest rate swap
contract terminates prior to the maturity of the hedged debt. If the option to terminate the
hedging derivative instrument is exercised, UTC will be re-exposed to the risks being hedged
by the hedging derivative instrument.

Hedging Derivative Instrument Payments and Hedged Debt

As of December 31, 2013, aggregate debt service requirements of UTC’s variable-rate debt
and net receipts/payments on the associated hedging derivative instrument (interest rate
swap) are noted in the table below. The amounts in the table below assume that the current
interest rates on the variable-rate bonds and the current reference rates of the interest-rate
swap will remain the same for their term. In addition, since the interest rate swap contract
terminates on 12/1/2016, the table shows the payments through that date rather than the
maturity date of the variable-rate bonds, which is 3/1/2020.

At December 31, 2013, aggregate debt service requirements of UTC’s debt and net payments
on the related hedging derivative instrument (interest rate swap) are as follows:

Hedging
Year ending Principal Interest Derivative, net Net Cash Flows
12/31/2014 $ 2,345,000 $ 17,166 $ 575,824 §$ 2,937,990
12/31/2015 2,455,000 14,465 485,235 2,954,700
12/31/2016 2,575,000 11,632 390,218 2,976,850
$ 7.375000 $ 43263 $ 1,451.277 $ 8,869,540

9. OPERATING LEASE AGREEMENT

UTC has leased copier equipment to the County under the terms of an operating lease
agreement commencing December 18, 2007 and terminating December 17, 2019. The
annual lease payment also covers certain operating costs such as maintenance, technology
upgrades, insurance, and management fees. The annual continuation of this agreement is
solely dependent upon appropriations granted by the Monroe County Legislature under the
annual budgeting process and therefore is not guaranteed.

Future payments expected under this agreement are as follows for the years ending
December 31:

2014 $ 924,095
2015 925,297
2016 926,523
2017 927,774
2018 926,067
2019 896,374

$ 5,526,130

19

UTC Annual Report - 2013 43



10.

1.

COMMITMENTS

Information Technology Services Agreement

UTC had a long-term contract with Navitech Services Corporation (Navitech) for management
services related to technology and equipment management. The agreement commenced on
February 7, 2005 and will terminate under mutually agreeable terms. UTC was required to
pay Navitech an annual fee in two installments each year on February 15 and August 15. The
management fee was $404,637 in 2013. The annual management fee increase was based on
the lower of 2% or the Consumer Price Index - U, Northeast Region (CPI). Subsequent to
year-end, UTC elected to terminate the contract with Navitech, effective under mutually
agreeable terms. The County will undertake the services previously provided by Navitech
upon execution of an amendment to the Service Agreement.

Copier Services Agreement

UTC had a long-term contract with Navitech to provide services to coordinate the
management, provision and installation of copier equipment and software. Under the terms of
the agreement, UTC paid Navitech an annual fee in two installments on January 15 and July
15. The agreement terminated on December 18, 2013. The management fee recognized was
$57,783 in 2013. Subsequent to year-end, UTC elected to terminate the contract with
Navitech, effective under mutually agreeable terms. The County will undertake the services
previously provided by Navitech upon execution of an amendment to the Service Agreement.

ACCOUNTING PRONOUNCEMENTS ISSUED NOT YET IMPLEMENTED

In March 2012, the GASB issued Statement No. 66, Technical Corrections-2012-an
amendment of GASB Statements No. 10 and No. 62. This Statement improves accounting
and financial reporting by clarifying guidance regarding risk financing, operating lease
payments, and accounting for loans. UTC is required to adopt the provisions of Statement No.
66 for the year ending December 31, 2014.

In June 2012, the GASB issued Statements No. 67, Financial Reporting for Pension Plans - an
amendment of GASB Statement No. 25, No. 68 Accounting and Financial Reporting for
Pensions - an amendment of GASB Statement No. 27, and No. 71 Pension Transition for
Contributions made subsequent to the measurement date — an amendment to GASB
Statement 68. The objective of Statement No. 67 is to improve financial reporting by state and
local governmental pension plans. Statement No. 67 replaces the requirements of Statements
No. 25 and No. 50 as they relate to pension plans that are administered through trusts or
equivalent arrangements that meet certain criteria. Statement No. 68 establishes accounting
and financial reporting requirements related to pensions for governments whose employees are
provided with pensions through pension plans that are covered by the scope of Statement No.
68, as well as for non-employer governments that have a legal obligation to contribute to those
plans. The objective of Statement No. 71 is to address an issue regarding application of the
transition provisions of Statement No. 68. UTC is required to adopt the provisions of Statement
No. 67 for the year ending December 31, 2014 and Statement No. 68 and No.71 for the year
ending December 31, 2015, with early adoption encouraged.

In January 2013, the GASB issued Statement No. 69, Government Combinations and
Disposals of Government QOperations. This Statement establishes accounting and financial
reporting standards related to government combinations and disposals of government
operations. The term government combinations include a variety of transactions referred to as
mergers, acquisitions, and transfers of operations. UTC is required to adopt the provisions of
this Statement for the year ending December 31, 2014. A prospective basis should be applied
and early adoption is encouraged

20

UTC Annual Report - 2013 44



11. ACCOUNTING PRONOUNCEMENTS ISSUED NOT YET IMPLEMENTED (Continued)

In April 2013 the GASB issued Statement No. 70, Accounting and Financial Reporting for
Non-exchange Financial Guarantees. This Statement improves accounting and financial
reporting by state and local governments that extend and receive non-exchange financial
guarantees. UTC is required to adopt the provisions of Statement No. 70 for the year ending
December 31, 2014.
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INDEPENDENT AUDITOR’S REPORT ON INTERNAL CONTROL OVER
FINANCIAL REPORTING AND ON COMPLIANCE AND OTHER MATTERS
BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED IN
ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

March 10, 2014

To the Board of Directors of
Upstate Telecommunications Corporation:

We have audited, in accordance with the auditing standards generally accepted
in the United States of America and the standards applicable to financial audits
contained in Government Auditing Standards issued by the Comptroller General
of the United States, the financial statements of the business-type activities of
Upstate Telecommunications Local Development Corporation (UTC) as of and
for the year ended December 31, 2013, and the related notes to the financial
statements, which collectively comprise UTC’s basic financial statements, and
have issued our report thereon dated March 10, 2014.

Internal Control Over Financial Reporting

In planning and performing our audit of the financial statements, we considered
UTC’s internal control over financial reporting (internal control) to determine the
audit procedures that are appropriate in the circumstances for the purpose of
expressing our opinion on the financial statements, but not for the purpose of
expressing an opinion on the effectiveness of UTC’s internal control.
Accordingly, we do not express an opinion on the effectiveness of UTC’s internal
control.

A deficiency in internal control exists when the design or operation of a control
does not allow management or employees, in the normal course of performing
their assigned functions, to prevent, or detect and correct, misstatements on a
timely basis. A material weakness is a deficiency, or a combination of
deficiencies, in internal control, such that there is a reasonable possibility that a
material misstatement of the entity’s financial statements will not be prevented,
or detected and corrected on a timely basis. A significant deficiency is a
deficiency, or a combination of deficiencies, in internal control that is less severe
than a material weakness, yet important enough to merit attention by those
charged with governance.

Our consideration of internal control was for the limited purpose described in the
first paragraph of this section and was not designed to identify all deficiencies in

171 Sully’s Trail, Suite 201 internal control that might be material weaknesses or significant deficiencies.
Pittsford, New York 14534 Given these limitations, during our audit we did not identify any deficiencies in
p (585) 381-1000 internal control that we consider to be material weaknesses. However, material

f (585) 381-3131 . ) "
weaknesses may exist that have not been identified.

www.bonadio.com
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INDEPENDENT AUDITOR’S REPORT ON INTERNAL CONTROL OVER FINANCIAL
REPORTING AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF
FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING
STANDARDS

(Continued)

Compliance and Other Matters

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

Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of internal control and
compliance and the results of that testing, and not to provide an opinion on the effectiveness of the
entity’s internal control or on compliance. This report is an integral part of an audit performed in
accordance with Government Auditing Standards in considering the entity’s internal control and
compliance. Accordingly, this communication is not suitable for any other purpose.
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