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INDEPENDENT AUDITORS’ REPORT

To the Commissioners
Muhlenberg County Water District Number 3
Bremen, Kentucky

We have audited the accompanying financial statements of Muhlenberg County Water District Number 3 as of
and for the years ended December 31, 2011 and 2010, as listed in the table of contents. These financial
statements are the responsibility of Muhlenberg County Water District Number 3's management. 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 of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Muhlenberg County Water District Number 3, as of December 31, 2011 and 2010, and the changes
in financial position and cash flows for the years then ended in conformity with accounting principles
generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated February 9, 2012, on
our consideration of Muhlenberg County Water District Number 3'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 the internal
control over financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards and should be considered in assessing the results of our
audit.



Accounting principles generally accepted in the United States of America require that the management’s
discussion and analysis on pages 3 through 7 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.

o, Ty i P

Madisonville, Kentucky
February 9, 2012



MUHLENBERG COUNTY WATER DISTRICT NUMBER 3
Management’s Discussion and Analysis
December 31, 2011 and 2010

The discussion and analysis of the Muhlenberg County Water District Number 3°s financial performance
provides an overview and analysis of the District’s financial activities for the years ended December 31, 2011
and 2010. It should be read in conjunction with the accompanying basic financial statements.

Financial Highlights for the Year 2011

The District’s net assets increased $115.2 thousand or 4.4% from $2.623 million to $2.739 million.
*  Income before capital contributions was $10.4 thousand for the year ended December 31, 2011.

Overview Of The Financial Statements

This report consists of this management’s discussion and analysis, basic financial statements, and notes to the
financial statements. The basic financial statements are reported using the full accrual basis of accounting.

Basic financial statements:

The Statements of Net Assets include information on the District’s assets and liabilities and provide information
about the nature and amounts of investments in resources (assets) and the obligations to District creditors
(liabilities). In simple terms, this statement presents a snap-shot view of the assets the District owns, the
liabilities it owes and the net difference. The net difference is further separated into amounts restricted for
specific purposes and unrestricted amounts.

The Statements of Revenues, Expenses, and Changes in Fund Net Assets include the District’s revenues and
expenses for the years ended December 31, 2011 and 2010. This statement provides information on the
District’s operations and can be used to determine whether the District has recovered all of its actual and
projected costs through user fees and other charges.

The Statements of Cash Flows include information on the District’s cash receipts and payments and the changes
in cash balances resulting from operating activities, investing activities, and financing activities.

The notes to the financial statements provide additional disclosures required by governmental accounting
standards and provide information to assist the reader in understanding the District’s financial condition.



District Financial Analysis

A summary of the District’s Statements of Net Assets is presented below.

Table 1
Condensed Statements of Net Assets
(in thousands)

dollar percent dollar percent

2011 2010 change  _change 2009 change _change
Current assets $ 5253 § 5165 $§ 8.8 1.7% $ 654.7 ($1382) ( 21.1%)
Capital assets 1,891.1  1,947.0 ( 559) ( 2.9%) 1,682.0 265.0 15.8%
Other noncurrent assets ___382.6 375.0 7.6 20% __3755 (  05) ( 0.1%)
Total assets 2.799.0 _2.838.5 ( 39.5) ( 14%) _2.712.2 126.3 4.7%
Current liabilities 49.0 181.7 ( 132.7) ( 73.0%) 45.6 136.1  298.5%
Long-term liabilities 11.4 334 ( 22.0) ( 65.9%) 28.3 5.1 18.0%
Total liabilities 60.4 215.1 ( 1547) (71.9%) ___ 739 1412 191.1%

Net assets invested in

capital assets, net of
related debt 1,891.1  1,947.0 ( 559 ( 29%) 1,682.0 265.0 15.8%

Unrestricted net assets 847.5 676.4 171.1 25.3% 956.3 ( 279.9) ( 29.3%)
Total net assets $2,738.6 $2,623.4 §$§ 1152 4.4% $2,6383 (5 14.9) ( 0.6%)

Net assets may serve over time as a useful indicator of a government’s financial position. In the case of the
District, assets exceeded liabilities by $2.739 million at the close of the current year.

2010 to 2011

As shown in table 1, the District’s total assets decreased by $39,500 from $2,838,500 to $2,799,000. Current
assets increased $8,800 primarily due to increases in accounts receivable which increased $8,200. Accounts
receivable balance is higher as the District had a rate increase during the year. Capital assets decreased $55,900
primarily due to depreciation expense outpacing capital asset acquisitions.

The District’s current liabilities decreased $132,700 due primarily to a decrease of $132,000 in construction
projects payable. The District eliminated the payable partly upon receiving $100,000 in grant monies from
McLean County. Noncurrent liabilities decreased $22,000 as accumulated compensated absences decreased
$21,900. The District changed it's policy regarding accumulation of earned but unused vacation days.
Accumulation is now limited to the annual anniversary date of each employee.

The District’s total net assets increased $115,200 due to the net effect of the decreases in total assets and total
liabilities referred to above. Net assets invested in capital assets net of related debt, a component of total net
assets, decreased $55,900 reflecting the same decrease in capital assets.



2009 to 2010

As shown in table 1, the District's total assets increased by $126,300 from $2,712,200 to $2,838,500. Current
assets decreased $138,200 primarily due to decreases in O & M cash balances which decreased $141,000. The
decrease in O & M cash balances is due to the use of cash reserves on major capital projects. The District began
conversion to radio-read meters during the current year. Capital assets increased $265,000 primarily due to
additions to capital assets, which included the above project and the purchase and installation of generators
outpacing depreciation expense.

The District's current liabilities increased $136,100 due primarily to an increase of $132,000 in construction
projects payable. Included in the liability are payables of $95,000 for five generators purchased and $37,000 for
meters purchased in December 2010. Noncurrent liabilities increased $5,100 as accumulated compensated
absences increased $5,200.

The District's total net assets decreased $14,900 due to the net effect of the increases in total assets and total
liabilities referred to above. Net assets invested in capital assets net of related debt, a component of total net
assets, increased $265,000 reflecting the same increase in capital assets. Unrestricted net assets decreased by
similar amounts as total net assets remained similar to the prior year.

A summary of the District’s Statements of Revenues, Expenses and Changes in Fund Net Assets is presented
below.

Table 2
Condensed Statements of Revenues, Expenses and Changes in Fund Net Assets
(in thousands)

dollar percent dollar percent
2011 2010 change _change 2009 change  _change
Operating revenues $ 9386 § 8898 $§ 488 55% $ 866.8 § 23.0 2.7%

Nonoperating revenues 10.8 136 ( 2.8) (20.6%) __ 263 ( 12.7) ( 48.3%)
Total revenues 949.4 903.4 46.0 5.1% 893.1 10.3 1.2%

Operating expenses 939.0 929.3 9.7 1.0% 900.1 29.2 3.2%

Nonoperating expenses 0.0 0.0 ¢ 00 0.0% 82 ( 82) 100.0%
Total expenses 939.0 929.3 9.7 1.0% __908.3 21.0 2.3%

Income (loss) before

capital contributions 104 ( 25.9) 363 1402% ( 15.2) ( 10.7) ( 70.4%)

Capital contributions 104.8 11.0 938 852.7% 53 57  107.5%

Changes in net assets 1152 ( 14.9) 130.1  8732% ( 99 ( 5.0) ( 50.5%)
Beginning net assets _2,623.4 _2.6383 ( 149) ( 0.6%) _2.6482 ( 99 ( 0.4%)
Ending net assets ~ $2,738.6 $2,623.4 § 1152 44% $2,6383 ($ 14.9) ( 0.6%)




2010 to 2011

As shown in table 2, the District’s total revenues increased $46,000. Water sales increased $45,500 as the
District had a 5.05% water rate increase during the year. Nonoperating revenues decreased $2,800. Interest
income decreased $5,500 as interest rates dropped in 2011. Also fully depreciated meters were scrapped for
$2,648.

The District’s total expenses increased $9,700 from the prior year. Purchased water decreased $16,000 as the
District is taking a more aggressive approach toward water loss management. Salaries and wages increased
$19,700 due to employees being required to cash out accumulated compensated absences. Materials and
supplies decreased $14,500 as the District enforced a more strict budget to reduce expenses. Depreciation
expense increased $7,200 as a full year of depreciation was incurred on new capital assets installed in prior
years.

Capital contributions increased $93,800 due to a $100,000 grant from Muhlenberg County Fiscal Court.
Changes in net assets increased $115,200 due to the net effect of the above changes.

2009 to 2010

As shown in table 2, the District’s total revenues increased $10,300. Water sales increased $24,000 as the
District experienced higher sales from commercial customers. Nonoperating revenues decreased $12,700.
Interest income decreased $6,700 as cash balances and interest rates dropped in 2010. Also, non-capital grants
of $6,000 received in the prior year were not received in the current year.

The District’s total expenses increased $21,000 from the prior year. Employee benefits increased $8,000 due to
rising health insurance costs and higher contribution rates of the employee pension plan. Depreciation expense
increased $11,000 as a full year of depreciation was experienced on major capital projects put into service in
2009. Materials and supplies increased $9,000 as higher supply costs were experienced.

Capital contributions increased $5,700 due to increase in tap fees and increase in customer contributions.

Changes in net assets decreased $14,900 due to the net effect of the above changes.

Capital Assets and Debt Administration

Capital Assets

At December 31, 2011 the District had $1,891,066 invested in capital assets, net of accumulated depreciation,
including land, structures, improvements and water system, and office furniture and equipment. This amount
represents a net decrease (additions, retirements, depreciation) of $55,957 from the prior year. The decrease is
primarily due to $88,293 depreciation expense in 2011 and capital asset additions during the year totaling
$32,336.

Significant additional expenditures during the year included normal additional expenditures on meters which
totaled approximately $19,900.



At December 31, 2010 the District had $1,947,023 invested in capital assets, net of accumulated depreciation,
including land, structures, improvements and water system, and office furniture and equipment. This amount
represents a net increase (additions, retirements, depreciation) of $265,072 from the prior year. The increase is
primarily due to $81,074 depreciation expense in 2010 and significant additions during the year.

Significant additions during the year included the placing in service of two major capital projects. The
capitalized cost of five generators placed into service was $95,176. The capitalized cost of the radio-read meter

system place into service was $200,944. Other significant additions included normal additional expenditures on
meters which totaled approximately $23,993 and pumping equipment additions which totaled $12,495.

A comparison of the District’s capital assets over the past three years is presented in Note E of the financial
statements.
Long-Term Debt

At December 31, 2011, the District had $25,375, net reductions of $21,222, in long-term liabilities which
included customer deposits and accumulated compensated absences. There were no new borrowings.

At December 31, 2010, the District had $46,597, net additions of $4,902, in long-term liabilities which included
customer deposits and accumulated compensated absences. There were no new borrowings.

Additional information on the District’s long-term debt can be found in Note F of the financial statements.

Currently Known Facts, Decisions, or Conditions

There are no currently known facts, decisions, or conditions that District management expects to have a
significant effect on financial position or results of operations.

Regquests For Information

This financial report is designed to provide a general overview of the District’s finances for all those with an
interest in the government’s finances. Questions concerning any of the information provided in this report or
requests for additional information should be addressed to the Muhlenberg County Water District Number 3,
4789 Main Street, Bremen, Kentucky 42325.



Muhlenberg County Water District Number 3
Statement of Net Assets
December 31, 2011 and 2010

Assets
Current assets
Cash and cash equivalents
Accounts receivable
Other receivables
Material and parts inventory
Prepaid expenses
Total current assets

Noncurrent assets
Restricted cash and cash equivalents
Capital assets:
Nondepreciable
Depreciable, net of accumulated depreciation
Total noncurrent assets
Total assets

Liabilities

Current liabilities payable from current assets
Accounts payable
Construction project payable
Accrued taxes and other payables
Accumulated compensated absences

Current liabilities payable from restricted assets
Customer deposits
Accrued interest-customer deposits

Total current liabilities

Long-term liabilities
Accumulated compensated absences
Customer deposits
Total noncurrent liabilities
Total liabilities

Net Assets
Invested in capital assets, net of related debt
Unrestricted
Total net assets

2011 2010
$ 375,196 $ 379,336
111,216 102,978
0 1,786
31,207 24,842
7,697 7,512
525.316 516.454
382,639 375,030
22,281 53,805
1,868,785 1,893.218
2.273.705 2,322,053
2,799,021 2.838.507
33,674 33,405
0 132,472
1,324 2,607
8.015 7,141
43,013 175.625
5,991 6,050
9 10
6,000 6.060
49,013 181,685
0 22,867
11.369 10.540
11,369 33.407
60,382 215,092
1,891,066 1,947,023
847.573 676,392
$2,738,639 $2,623,415

The accompanying notes are an integral part of these statements.



Muhlenberg County Water District Number 3
Statement of Revenues, Expenses and Changes in Fund Net Assets

Years Ended December 31, 2011 and 2010

Operating revenues
Water sales
Other operating revenues
Total operating revenues

Operating expenses
Purchased water
Salaries and wages
Depreciation
Employee benefits
Transportation
Contract services
Taxes
Purchased power
Materials and supplies
Insurance
Miscellaneous
Regulatory commission expense
Uncollectible accounts

Total operating expenses

Operating income (loss)

Nonoperating revenues (€xpenses)
Interest income
Interest expense
Gains (losses) on sale of capital assets
Total nonoperating revenues (expenses)

Income (loss) before contributions

Capital contributions-county
Capital contributions-tap fees
Capital contributions-customers

Change in net assets
Net assets at beginning of year
Net assets at end of year

2011 2010
$ 910,618 § 865,141
28.022 24.696
938,640 889.837
404,768 420,965
234,526 214,825
88,293 81,074
81,917 78,252
14,081 11,037
21,155 19,360
19,455 16,282
21,256 20,797
19,225 33,729
14,685 14,706
16,060 14,486
1,360 1,373
2,049 2.392
938.830 929.278
( 190)  ( 39,441)
8,132 13,604
( 182) ¢ 77)
2648 . 0
10.598 13.527
10,408  (  25914)
100,000 0
1,950 6,100
2.866 4,912
115,224 ( 14,902)
' 2.623.415 2.638.317
$2,738,639  $2,623,415

The accompanying notes are an integral part of these statements.



Muhlenberg County Water District Number 3
Statement of Cash Flows
Years Ended December 31, 2011 and 2010

Cash flows from operating activities
Cash received from customers
Cash payments to suppliers for goods and services
Cash payments to employees for services
Other operating revenues
Net cash provided (used) by operating activities

Cash flows from capital and related financing activities
Acquisition and construction of capital assets
Interest paid on customer deposits
Customer deposits collected
Customer deposits refunded
Capital contributions received from customers
Proceeds from grant
Gain on disposition of capital assets
Capital contributions refunded to customers
Net cash provided (used) for capital and related financing activities

Cash flows from investing activities
Interest earned on bank deposits
Net cash provided (used) for investing activities

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

Reconciliation of operating income to net cash provided (used) by operating activities

Operating income (loss)
Adjustments to reconcile operating income to
net cash provided by operating activities:

Depreciation
Change in assets and liabilities:
(Increase) decrease in accounts receivable
(Increase) decrease in other receivables
(Increase) decrease in inventory
(Increase) decrease in prepaid expenses
Increase (decrease) in accounts payable
Increase (decrease) in accrued expenses
Increase (decrease) in compensated absences

Total adjustments

Net cash provided by operating activities

2011 2010
$ 900331 § 860,029
( 640412)  ( 624,258)
( 234,526)  ( 214,825)

28.022 24.696

53,415 45,642
( 164,627)  ( 213,574)
( 183) ¢ 78)

6,126 5,881
(5356 ( 5951)
4,816 12,864
100,000 0
2,648 0
(_1502) ¢ 350)
( 58,078)  ( 201,208)
8.132 13.604
8,132 13,604
3,469  ( 141,962)

754,366 896.328
$ 757,835 $ 754,366
¢  190)  ($ 39,441)

88,293 81,074
( 8238) (  2720)

1,78  ( 1,786)

( 6,365) 1,185
( 185) 130
88 1,966

219 261
(__21.993) 4,973
53.605 85.083

$ 53415 § 45,642

The accompanying notes are an integral part of these statements.
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Muhlenberg County Water District Number 3
Notes to Financial Statements
December 31. 2011 and 2010

NOTE A - SUMMARY OF ACCOUNTING POLICIES

The accounting policies of the Muhlenberg County Water District Number 3 conform to Generally Accepted
Accounting Principles (GAAP) as applicable to governments. The District applies Financial Accounting
Standards Board (FASB) pronouncements and Accounting Principles Board (APB) opinions issued on or before
November 30, 1989 unless those pronouncements conflict with or contradict Governmental Accounting
Standards Board (GASB) pronouncements, in which case, GASB prevails. The following is a summary of the
more significant policies:

1. The Financial Reporting Entity

Muhlenberg County Water District Number 3 (the "District") was created on April 24, 1967, under the
provisions of Chapter 74 of the Kentucky Revised Statutes of the Commonwealth of Kentucky. The principal
office of the District is located at Bremen, Kentucky. The District is composed of three commissioners who are
appointed by the Muhlenberg County Judge Executive and provides water to its members in and around
Muhlenberg County, Kentucky.

In evaluating how to define the government, for financial reporting purposes, management has considered all
potential component units. The decision to include a potential component unit in the reporting entity was made
by applying the criteria set forth in GASB Statement No. 14 - The Financial Reporting Entity.

2. Basis of Presentation, Measurement Focus, and Basis of Accounting

The accounts of the District are organized in accordance with the uniform system of accounts adopted by the
Public Service Commission of Kentucky. Those accounts are organized on the basis of a proprietary fund type,
specifically an enterprise fund. The activities of this fund are accounted for with a separate set of self-balancing
accounts that comprise the District’s assets, liabilities, net assets, revenues, and expenses. Enterprise Funds
account for activities 1) that are financed with debt that is secured solely by a pledge of the net revenues from
fees and charges of the activity; or 2) that are required by laws or regulations that the activities costs of
providing services, including capital costs (such as depreciation or debt service), be recovered with fees and
charges, rather than with taxes or similar revenues; or 3) that the pricing policies of the activity establish fees
and charges designed to recover its costs, including capital costs (such as depreciation or debt service).

The transactions of the District are accounted for on a flow of economic resources measurement focus. With
this measurement focus, all assets and all liabilities are included on the statements of net assets. Net assets are
required to be displayed in three components: 1) invested in capital assets, net of related debt, 2) restricted, and
3) unrestricted. Invested in capital assets, net of related debt is capital assets net of accumulated depreciation
and reduced by outstanding balances of any bonds, mortgages, notes or other borrowings that are attributable to
the acquisition, construction, or improvement of those assets. Restricted net assets are those with constraints
placed on their use by either: 1) externally imposed by creditors (such as through debt covenants), grantors,
contributors, or laws or regulations of other governments, or 2) imposed by law through constitutional
provisions or enabling legislation. All net assets not otherwise classified as restricted, are shown as unrestricted.
The statements of revenue, expenses, and changes in fund net assets present increases (revenues) and decreases
(expenses) in net assets.
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Mubhlenberg County Water District Number 3

Notes to Financial Statements
December 31, 2011 and 2010

NOTE A - SUMMARY OF ACCOUNTING POLICIES continued

Basis of accounting refers to when revenues and expenses are recognized in the accounts and reported in the
financial statements. The accounts of the District are maintained on the accrual basis of accounting. Its revenues
are recognized when they are earned, and its expenses are recognized when they are incurred.

Proprietary funds distinguish operating revenues and expenses from non-operating items. Operating revenues
and expenses generally result from providing services and producing and delivering goods in connection

with a proprietary fund’s principal ongoing operations. The principal operating revenues and expenses of the
District’s enterprise fund are charges to customers for sales and services, administrative expenses, and
depreciation on capital assets. All revenues and expenses not meeting this definition are reported as
non-operating revenues and expenses.

Unbilled water receivables for utility services provided through December 31 are included in the financial
statements.

When both restricted and unrestricted resources are available for use, the District generally first uses restricted
resources, then unrestricted resources as they are needed.

3. Cash and Cash Equivalents

All cash except for a small amount kept "on hand" is deposited in financial institutions. Deposits are interest
bearing checking accounts and certificates of deposit. Unrestricted cash is available to be expended for normal
operating expenses. Restricted cash is limited to payments of bond principal and interest, emergency capital
improvements, and other designated purposes. Cash and cash equivalents are defined as being all monies on
deposit in banks and investments with a maturity of 90 days or less.

4. Inventory
Inventory consists primarily of replacement parts and supplies. Inventory is stated at the lower of cost or

market. Cost is determined primarily by the first-in, first-out method.

5. Capital Assets
Capital assets, which include property, plant, and equipment, are recorded at historical cost or estimated

historical cost if actual historical cost is not available. Donated capital assets are recorded at estimated fair
market value at the date of donation. The cost of normal maintenance and repairs that do not add to the value of
the asset or materially extend asset lives are not capitalized.

Major outlays for capital assets and improvements are capitalized as projects are constructed. Interest incurred
during the construction phase of capital assets is included as part of the capitalized value of the assets
constructed. No interest was capitalized during the years ended December 31, 2011 and 2010.



13
Mubhlenberg County Water District Number 3

Notes to Financial Statements
December 31,2011 and 2010

NOTE A - SUMMARY OF ACCOUNTING POLICIES continued

Capital assets of the District are depreciated using a straight-line method over the following estimated useful
lives:

Structures, improvements and water system 10 to 65 years
Furniture, machinery and equipment 2 to 10 years
Vehicles 5 years

6. Restricted Net Assets

Restricted net assets are cash set aside for the repayment of debt in compliance with bond covenants and cash
restricted for future operations in compliance with escrow reserve agreements. The District currently doesn’t
have any restricted net assets.

7. Long-Term Liabilities
Long-term debt is reported as liabilities in the statement of net assets. Long-term debt is reported at face value.

8. Uncollectible Accounts
All accounts receivable are considered by management to be collectible, therefore no provision for uncollectible
accounts has been established. Uncollectible accounts are expensed using the direct write-off method.

9. Use of Estimates

The preparation of financial statements in accordance with accounting principals generally accepted in the
United States requires management to make estimates that affect amounts reported in the financial statements
during the reporting period. Actual results could differ from those estimates.

NOTE B - DEPOSITS

The District maintains deposits with depository institutions insured by the Federal Deposit Insurance
Corporation (FDIC). According to law, the depository institution should pledge sufficient securities as
collateral which, together with FDIC insurance, equals or exceeds the amount on deposit at all times. In order to
be valid against the FDIC in the event of failure or insolvency of the depository institution, this pledge of
securities should be evidenced by an agreement that is (1) in writing, (2) approved by the board of directors of
the depository institution or its loan committee, which approval must be reflected in the minutes of the board or
committee, and (3) an official record of the depository institution. This agreement, signed by both parties, must
be sufficient to create an enforceable and perfected security interest in the collateral under Kentucky law.

Deposits are categorized to give an indication of risk assumed by the District at the end of the year. Category 1
includes deposits that are insured, Category 2 includes collateralized deposits held by the pledging institution’s
trust department or agent in the District’s name, and Category 3 includes uncollateralized and uninsured
deposits.
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Mubhlenberg County Water District Number 3

Notes to Financial Statements
December 31,2011 and 2010

NOTE B - DEPOSITS continued

On December 31, 2011, the reconciled balance of the District’s deposits totaled $757,835 and the bank balances
were $767,468. Of the bank balances $517,936 was covered by federal depository insurance (category 1). Also
of the bank balances, $249,532 was collateralized by additional securities held by the pledging depository
institution’s trust department or agent in the District’s name (category 2).

On December 31, 2010, the reconciled balance of the District’s deposits totaled $754,366 and the bank balances
were $756,588. Of the bank balances $698,419 was covered by federal depository insurance (category 1). Also
of the bank balances, $58,169 was collateralized by additional securities held by the pledging depository
institution’s trust department or agent in the District’s name (category 2).

NOTE C - PREPAID EXPENSES

Prepaid expenses include prepaid insurance, which represents the amount of unexpired insurance, which the
District had previously paid for at the balance sheet date.

At December 31, 2011, the District’s prepaid expenses consisted of $7,697 of insurance. At December 31, 2010,
the District’s prepaid expenses consisted of $7,512 of insurance.
NOTE D - RESTRICTED CASH AND CASH EQUIVALENTS

The District has cash set aside for the repayment of debt (which has been fully paid), cash restricted for future
operations, cash set aside for future capital assets, and cash set aside for repayment of customer deposits.

Restricted balances as of December 31 are as follows:

2011 2010
Bond and interest redemption fund $ 71,875 $ 70,822
Bond depreciation fund 285,631 282,050
Customer meter deposit fund 21,558 20,907
Construction fund 3.575 1,251

Totals $ 382,639 § 375,030




Muhlenberg County Water District Number 3

Notes to Financial Statements
December 31. 2011 and 2010

NOTEE - CAPITAL ASSETS

Capital asset activities for the years ended December 31, 2011 and 2010, were as follows:

Balances  Transfers/ Transfers/ Balances Transfers/  Transfers/ Balances
12/31/09 Additions Retirements _12/31/10  _Additions Retirements _12/31/11
Business-type activities:
Capital assets not being depreciated
Land & land rights $ 22,281 § 03 0 % 22281 % 0% 0 § 227281
Construction in progress 0 300,680 269,156 31,524 0 31.524 0
Total 22,281 300,680 269,156 53.805 0 31.524 22,281
Capital assets being depreciated
Structures, improvements,
& water system 2,862,224 216,756 21,856 3,057,124 57,850 9,112 3,105,862
Office furniture & equipment 43,587 1,345 2,015 42,917 3,167 0 46,084
Vehicles & equipment 79,548 0 0 79,548 0 0 79,548
Machinery & equipment 298.759 96,521 73 395,207 2.843 0 398.050
Total 3.284.118 314,622 23.944 _3.574.796 63.860 9.112 _3.629.544
Total capital assets 3.306.399 615,302 293,100 _3.628.601 63.860 40,636 _3.651.825
Less accumulated depreciation for:
Structures, improvements,
& water system 1,447,037 51,601 21,856 1,476,782 57,468 9,112 1,525,138
Office furniture & equipment 33,080 2,327 2,015 33,392 2,789 0 36,181
Vehicles & equipment 57,507 7,421 0 64,928 7,421 0 72,349
Machinery & equipment 86.824 19,725 73 106.476 20.615 0 127.091
Total accumulated
depreciation 1.624.448 81,074 23,944 _1.681.578 88,293 9.112 _1,760.759
Total business-type activities
capital assets, net $1,681,951 $ 534,228 § 269,156 $1,947,023 ($ 24,433) $ 31,524 $1,891,066
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NOTE F - LONG-TERM LIABILITIES

Long-term liability activity

Long-term liability activity for the years ended December 31, 2011 and 2010, were as follows:

Amounts
Balances Balances Balances Due Within
12/31/09  Additions Reductions _12/31/10 _Additions Reductions _12/31/11 One Year
Customer Deposits 16,660 5,881 5,951 16,590 6,126 5,356 17,360 5,991
Accumulated
Compensated
Absences 25,033 11,925 6.953 30,007 11.874 33.866 8.015 8.015

Business-type
Activities Long-
Term Liabilities $ 41,695 $§ 17,806 § 12,904 § 46,597 § 18,000 § 39222 § 25375 $§ 14,006

NOTE G - ACCUMULATED COMPENSATED ABSENCES

2011

Effective March 2011 employees are no longer permitted to accumulate earned but unused vacation days beyond
one year. The employees must use or cash out their yearly allotment of vacation time earned by the annual
anniversary date of their employment.

2010
It is the District’s policy to permit employees to accurnulate a limited amount of earned but unused vacation
days, which will be paid to employees upon separation from the District’s service.

NOTE H - EMPLOYEES' PENSION PLAN

Plan description

The District and covered employees contribute to the County Employers Retirement System (CERS), a cost-
sharing, multiple-employer defined benefit plan administered by the Board of Trustees of the Kentucky
Retirement Systems.

The plan provides for retirement, disability, and death benefits to plan members. Retirement benefits may be
extended to beneficiaries of plan members under circumstances. Cost-of-living adjustments are provided at the
discretion of the State legislature. Kentucky Revised Statute Section 61.645 assigns the authority to establish
and amend benefit provisions to the Board of Trustees of the Kentucky Retirement Systems.

The CERS financial statements and other supplementary information are contained in the publicly available
annual financial report of the Kentucky Retirement Systems. Copies of the report are sent to each participating
employer as well as distributed to legislative personnel, state libraries and other interested parties. Copies may
be obtained by writing to Kentucky Retirement Systems, Perimeter Park West 1260 Louisville Road, Frankfort,
Kentucky 40601 or by calling 1-502-928-4646 or on the internet at www.kyret.com.
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NOTE H - EMPLOYEES' PENSION PLAN continued

Funding policy

Per Kentucky Revised Statute 61.565, normal contribution and past service contribution rates shall be
determined by the Board of Trustees of the Kentucky Retirement Systems on the basis of an annual valuation
last preceding the July 1 of a new biennium. The Board may amend contribution rates as of the first day of July
of the second year of a biennium, if it is determined on the basis of a subsequent actuarial valuation that
amended contribution rates are necessary to satisfy requirements determined in accordance with actuarial bases
adopted by the Board.

For the year ended December 31, 2011, plan members were required to contribute 5% of their annual creditable
compensation.

The District is required to contribute at an actuarially determined rate. The District was required to contribute
18.96% of each employee’s creditable compensation for the final six months of the year ended December 31,
2011. The District was required to contribute 16.93% of each employee’s creditable compensation for the first
six months of the year ended December 31, 2011 and for the final six months of the year ended December 31,
2010. The District was required to contribute 16.16% of each employee’s creditable compensation for the first
six months of the year ended December 31, 2010 and for the final six months of the year ended December 31,
2009. The District was required to contribute 13.50% of each employee’s creditable compensation for the first
six months of the year ended December 31, 2009. The District’s contributions to CERS for the years ended
December 31, 2011, 2010, and 2009 were $36,920, $31,556, and $29,828, respectively.

NOTE I - RISK MANAGEMENT

The District is exposed to various risks of losses related to torts; theft of, damage to, and destruction of assets;
errors and omissions; and injuries to employees. The District purchases commercial insurance for all risks of

losses. Settlements resulting from these risks have not exceeded commercial insurance coverage in any of the
past three fiscal years.

NOTE J - MAJOR SUPPLIER

The District purchases 100% of water resold from Central City, Kentucky.

NOTE K - GAINS (LOSSES) ON DISPOSITIONS OF ASSETS

During 2011, the District scrapped 268 fully depreciated meters for $2,648.
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NOTE L - CONSTRUCTION IN PROGRESS AND CONSTRUCTION PROJECTS PAYABLE

2010

The District incurred $95,176 of cost related to the purchase and installation of five generators. The generators
have been placed in service and the related costs are payable at December 31, 2010. The District has also begun
a project to purchase and install radio-read meters and to convert some existing meters to radio-read meters. At
year-end, radio read meters with a cost of $31,524 have not yet been placed into service. $37,296 of cost
incurred with the purchase of radio read meters is still payable at year-end.

NOTE M — CAPITAL CONTRIBUTIONS-COUNTY

The District received grant monies from Muhlenberg County Fiscal Court in the amount of $100,000. This
amount was designated for the purchase and installation of five generators that were received by the District
during 2010.

NOTE N - OTHER RECEIVABLES

2010

Other receivables in the amount of $1,786 are due to overpayment of the District's payroll taxes in December
2010 and overpayment of payroll taxes due to the HIRE Act. Corrected payroll tax forms were filed for refunds
in the same amount.
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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

To The Commissioners
Muhlenberg County Water District Number 3
Bremen, Kentucky

We have audited the financial statements of Muhlenberg County Water District Number 3, as of and for the years
ended December 31, 2011 and 2010, and have issued our report thereon dated February 9, 2012. 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.

Internal Contro] Over Financial Reporting

In planning and performing our audit, we considered Muhlenberg County Water District Number 3’s internal
control over financial reporting as a basis for designing our auditing procedures for the purpose of expressing our
opinion on the financial statements, but not for the purpose of expressing an opinion on the effectiveness of
Muhlenberg County Water District Number 3's internal control over financial reporting. Accordingly, we do not
express an opinion on the effectiveness of Muhlenberg County Water District Number 3's internal control over
financial reporting.

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.

Our consideration of internal control over financial reporting was for the limited purpose described in the first
paragraph of this section and was not designed to identify all deficiencies in internal control over financial
reporting that might be deficiencies, significant deficiencies, or material weaknesses. We did not identify any
deficiencies in internal control over financial reporting that we consider to be material weaknesses, as defined
above. However, we identified certain deficiencies in internal control over financial reporting, as discussed
below, that we consider to be significant deficiencies in internal control over financial reporting. 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.



2011-1 Segregation of Duties

Condition: The internal control relating to receipts and disbursements is inadequate due to a lack of segregation
of duties.

Criteria: Adequate segregation of duties is essential to an adequate internal control over financial reporting by
allocating various duties among employees.

Effect: The lack of proper segregation of duties may permit errors or irregularities to go undetected.

Cause: There is a small number of accounting personnel. The cost versus benefit relationship prevents the
District from hiring enough accounting personnel to properly segregate key accounting functions.
Recommendation: While the small number of employees that exist will never provide proper segregation of
duties, the District should continually review job responsibilities for better accounting controls.

Response: The District concurs with the recommendation and will continually review job responsibilities to
improve accounting controls when possible.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether Muhlenberg County Water District Number 3’s
financial statements are free of 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.

Muhlenberg County Water District 3's response to the findings identified in our audit is described above. We did
not audit Muhlenberg County Water District 3's response and, accordingly, we express no opinion on it.

This report is intended solely for the information and use of the District's management and is not intended to be
and should not be used by anyone other than these specified parties.

Plopandn Ty it P

Madisonville, Kentucky
February 9, 2012



