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INDEPENDENT AUDITORS’ REPORT

To the Commissioners
Sandy Hook Water District
Sandy Hook, Kentucky

We have audited the accompanying financial statements of the business-type activities of
the Sandy Hook Water District, as of and for the year ended December 31, 2011 as listed
in the table of contents. These financial statements are the responsibility of the Sandy
Hook Water District’s management. Our responsibility is to express opinions 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
n 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
L 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 the 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.

We did not observe the taking of the physical inventories at December 31, 2011 (stated at
$0), since this date was prior to the time we were initially engaged as auditors for the

District. We were unable to satisfy ourselves about inventory quantities by means of
other auditing procedures.

In our opinion, except for the effects of such adjustments, if any, as might have been
determined to be necessary had we been able to observe the physical inventories taken as
of December 31, 2011, the financial statements referred to above present fairly, in all
material respects, the financial position of the Sandy Hook Water District, as of
December 31, 2011, and the respective changes in financial position, where applicable,
and cash flows thereof for the year then ended in conformity with accounting principles
generally accepted in the United States of America.




To the Commissioners
Sandy Hook Water District
Sandy Hook, Kentucky

In accordance with Government Auditing Standards, we have also issued our report dated
December 19, 2012, on our consideration of the District’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 and should be
considered in assessing the results of our audit.

The District has omitted the management’s discussion and analysis that Governmental
Accounting Standards Board (GASB) requires to 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. Our opinion on the basic
financial statements is not affected by this missing information.

Respectfully Submitted '
7%«30,/ - rakpl ) A

Morgan-Franklin, LLC

December 19, 2012



SANDY HOOK WATER DISTRICT

BALANCE SHEET
December 31, 2011
ASSETS
CURRENT ASSETS
Cash - Unrestricted $ 251,873
Cash - Restricted 212,120
Accounts Receivable 50,559
Prepaid Expenses 6,011
Total Current Assets 520,563
PROPERTY PLANT AND EQUIPMENT -
NET OF ACCUMULATED DEPRECIATION
Land 142,498
Land Improvements 10,337
Wells and Springs 37,190
Electric Pumping Equipment 15,259
Transmission and Distribution 5,643,470
Treatment Plant 118,639
Structures 784,443
Miscellaneous Equipment 22,356
Furniture and Fixtures 582
Transportation Equipment 12,987
Total Property and Equipment 6,787,761
TOTAL ASSETS $ 7,308,324

The accompanying notes are an integral part of the financial statements.



SANDY HOOK WATER DISTRICT

BALANCE SHEET
December 31, 2011
LIABILITIES AND NET ASSETS
CURRENT LIABILITIES
Accrued Interest : $ 27,097
Accrued Taxes 3,069
Accrued Salaries ‘ 4,132
Accrued Retirement Expense 5,273
Compensated Absences 5,923
Accounts Payable , ) 15,523
Bonds Payable 28,000
Total Current Liabilities 89,017
LONG-TERM BONDS PAYABLE 1,080,200
OTHER LIABILITIES
Customer Deposits 19,165
TOTAL LIABILITIES 1,188,382
NET ASSETS:
Invested in Capital Assets, Net of Related Debt 5,679,561
Restricted for:

Debt Service 106,814
Depreciation Reserve 86,141
Unrestricted 247,426

TOTAL NET ASSETS 6,119,942
TOTAL LIABILITIES AND NET ASSETS $ 7,308,324

The accompanying notes are an integral part of the financial statements.



SANDY HOOK WATER DISTRICT
STATEMENT OF REVENUES, EXPENSES, AND CHANGES IN FUND NET ASSETS
For The Year Ended December 31, 2011

OPERATING REVENUES
Water Sales $ 448272
Service Revenues 30,314
Miscellaneous Revenues 20,840
Net Operating Revenues 499,426
OPERATING EXPENSES
Water Expenses
Advertising - 3,564
Contract Labor 1,704
Depreciation 186,589
Dues and Subscriptions 2,918
Health Insurance 43,596
Legal and Accounting Services 29,594
Miscellaneous 11,629
Office Supplies 12,155
Payroll Taxes 12,118
Postage 5,344
Property Insurance 14,287
Repairs and Maintenance 27,959
Retirement : ’ 32,185
Salaries and Wages 171,219
Supplies and Testing : 31,154
Taxes and Licenses : 1,551
Telephone and Utilities 52,053
Travel and Automobile 14,433
Total Operating Expenses 654,052
NET OPERATING INCOME (154,626)

The accompanying notes are an integral part of the financial statements.



SANDY HOOKWATER DISTRICT
STATEMENT OF REVENUES, EXPENSES, AND CHANGES IN FUND NET ASSETS
For The Year Ended December 31, 2011

NON OPERATING REVENUES (EXPENSES)

Interest Expense (54,282)
Interest Income 737
Total Other Income (Expenses) (53,545)
Income/(L.oss) (208,171
Net Assets - Beginning (Restated) 6,328,113

Total Net Assets - Ending $ 6,119,942

The accompanying notes are an integral part of the financial statements.



SANDY HOOK WATER DISTRICT
STATEMENT OF FIDUCIARY FUND NET ASSETS
SEWER COLLECTION ACCOUNT
DECEMBER 31, 2011

Agency Fund

Assets
Current Assets:
Cash and Cash Equivalents ¥ 8,370
Total Assets _ 8.370
~ Liabilities
Amounts Held In Custody For Others 8,370
Total Liabilities 3 8,370




SANDY HOOK WATER DISTRICT
STATEMENT OF CASH FLOWS
For The Year Ended December 31, 2011

CASH FLOWS FROM OPERATING ACTIVITIES

Payments from Customers $ 509,121
Payments to Vendors ' (205,946)
Payments for Payroll and Related Expenses (261,467)
Net Cash Provided/(Used) by Operating Activities: 41,708

CASH FLOWS FROM CAPITAL AND
RELATED FINANCING ACTIVITIES

Capital Asset Purchases (5,830)
Interest Paid on Capital Debt (27,185)

Net Cash Provided/(Used) by
Capital And Related Financing Activities (33,015)

CASH FLOWS FROM INVESTING ACTIVITIES

Cash Received from Interest 737

Net Cash Provided/(Used) by

Investing Activities ' 737
INCREASE/(DECREASE) IN CASH 9,430
CASH AT BEGINNING OF YEAR | 454,564‘
CASH AT END OF YEAR | $ 463,994




SANDY HOOK WATER DISTRICT
STATEMENT OF CASH FLOWS (Continued)
For The Year Ended December 31, 2011

Reconciliation of Net Operating Income to Net Cash Provided by Operating Activities:

Net Operating Income $ (154,626),
Adjustments to Reconcile Net Operating Income to
Net Cash Provided by Operating Activities:

Depreciation 186,589
Changes in Assets/Liabilities: A
Accounts Receivable A 5,195
Prepaid Expenses 1,040
Accounts Payable 1,359
Accrued Compensated Absences 1,509
Accrued Salaries (448)
Accrued Payroll Taxes (5,555)
Accrued Retirement Expenses 2,145
Customer Deposits v : 4,500
Net Cash Provided/Used by Operating Activities $ 41,708

Supplementary Information

[nterest Paid _ $ 27,185
Interest Accrued 27,097
[nterest Cost Charged to Operations $ 54282



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

'NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

This summary of significant accounting policies of the Sandy Hook Water District (the District)
is presented to assist in understanding the District's financial statements. The financial
statements and notes are representations of the District's management, who are responsible for
their integrity and objectivity. These accounting policies, as applied to the aforementioned

financial statements, conform to generally accepted accounting principles applicable to
governmental units.

Oreanization & Activity

The District was created in accordance with Chapter 74 of the Kentucky Revised Statutes in

1957. The purpose of the District is to provide water services to residents in Sandy Hook,
Kentucky and the surrounding area.

Financial Reporting Entity

The District complies with GASB Statements No. 14, “The Financial Reporting Entity” and No.
39, “Determining Whether Certain Organizations Are Component Units.” These Statements
establish standards for defining and reporting on the financial reporting entity. They define
component units as legally separate organizations for which the officials of the primary
government are financially accountable and other organizations for which the nature and
significance of their relationship with a primary government are such that exclusion would cause
the reporting entity’s financial statements to be misleading or incomplete. The District is not
considered a component unit of any other governmental unit for financial reporting purposes.

The District considered all potential component units in determining what organizations should
be included in its financial statements. Based on an evaluation of the established criteria,

management determined that there were no component units to include in the District’s financial
statements.

Measurement Focus, Basis of Accounting and Financial Statement Presentation

- The basic financial statements provide information about the Distriet’s business-type activities.

The financial statements for the business-type activities are also often referred to as enterprise
fund financial statements.

“Measurement Focus™ is an accounting term used to describe which transaction and types of
balances are recorded within the various financial statements. The expression, “Basis of

10



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011
‘NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Measurement Focus, Basis of Accounting and Financial State_ment Presentation (Continued)

Accounting”, refers to when transactions or events are recorded regardless of measurement focus
~ applied.

Because of the “businesslike” characteristics of the District’s operations, the accompanying
financial statements report uses the economic resources measurement focus and the accrual basis
of accounting. The accounting objective of the “‘economic resources” measurement focus is the
determination ot operating income, changes in net assets (or cost recovery), financial position,
and cash flows. All assets and liabilities (whether current or noncurrent) associated with their
activities are reported. Proprietary fund equity is classified as net assets.

Under full accrual accounting, revenues are recorded when earned and expenses are recorded
when a liability is incurred or economic asset used, regardless of the timing of the related cash

flows. Grants and similar items are recognized as revenue as soon as all eligibility requirements
imposed by the provider have been met.

The District utilizes an enterprise fund to record its financial operating activities. In
governmental accounting, the enterprise fund is used to account for operations that are financed
and operated in a manner similar to private business or where the Board has decided that the

determination of revenues earned, costs mcurred and/or net income is necessary for management
accountability.

As the means for delivering services to its customers, the District utilizes an office building,
infrastructure, office equipment, equipment and vehicles. To provide the resources that are
necessary to pay for water services and the related support functions, the District charges its
customers monthly user fees, which are based on the specific level of services that they are
receiving. Because the operations of the District closely mirror those of a typical, commercial
company, its accounting records reflect a similar approach for measuring its business activity.

Private-sector standards of accounting and financial reporting issued prior to December 1, 1989,
generally are followed in the preparation of the financial statements to the extent that those
standards do not conflict with or contradict guidance of the Governmental Accounting Standards
Board. Governmental entities also have the option of following subsequent -private-sector

guidance in accounting for and reporting on its operations, subject to the same limitation. The
District has elected not to follow subsequent private-sector guidance.

The District’s various bond resolutions or ordinances require the establishment of certain
accounts, which are referred to as “funds”. These required accounts are maintained as part of

1



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011
NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Measurement Focus, Basis of Accounting and Financial Statement Presentation (Continued)

accounting records of the Water Fund. They include the Sinking Fund (Debt Service), Revenue
Fund and Depreciation Reserve Fund (Repairs and Maintenance). These are not “funds” as the
term is used in generally accepted accounting principles, but are separate “accounts” used to
delineate the accounting and reporting for bond related money and repayment security
requirements. The balances and activity that occur in these various accounts represent specific
segments of the Water Utility enterprise fund as reported in the District’s financial statements.

The enterprise fund used by the District distinguishes operating revenues and expenses from
nonoperating items. Operating revenues and expenses generally result from providing services
and delivering goods in connection with the District’s ongoing operations. The principal
operating revenues are charges to customers for sales and services that are provided to them.
The District also recognizes as operating revenue the portion of tap fees intended to recover the
cost of connecting new customers to the water and sewer systems. Operating expenses include
the cost of sales and services, administrative expenses, and depreciation on capital assets. All

revenues and expenses not meeting this definition are reported as nonoperating revenues and
expenses.

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

Fiduciary Fund

Fiduciary funds report only those resources held in a trust or custodial capacity for individuals,
private organizations, or other governments. The District’s agency fund is used to account for
monies held in the Sewer Collection Account for custodial purposes only. The District collects
sewer revenues on behalf of the City of Sandy Hook and remits these collections to the City on a

monthly basis. Unlike other funds, the agency fund reports assets and liabilities only; therefore,
it has no measurement focus.

Budgeting
The District’s policy is to prepare annual operating budgets for the managerial control of
expenditures and for the monitoring of cash flows during the fiscal year. Project-length budgets,

which generally encompass more than one fiscal year, are also prepared for major construction
projects. Both the operating and project-length expenditure plans are prepared on the cash basis

12



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
Budgeting (Continued)

of accounting, which significantly differs from the accrual basis of accounting that the District
uses in the preparation of its financial statements.

These managerial budgets are not adopted by the Board as legally imposed restrictions on
expenditures. Basically, the operating budgets provide management with a tool for estimating

and monitoring cash flows in each fiscal period. Accordingly, budgetary compamons are not
presented in the accompanying financial statements.

Allowance for Doubtful Accounts

No allowance for doubtful accounts hés been established. The District considers all receivables
to be fully collectible based on their strict cut-off policy. If amounts become uncollectible, the

amount due are offset by any customer deposit held and the balance charged to operations when
that determination is made.

Accounts Receivables

Accounts receivables are stated at face amount and include billed and unbilled receivables due as
of 12/31/2011. Unbilled receivables represent income earned during the current year, but not yet
billed to the customer. The billing mailed on December 29, 2011 was for customer usage from
~ approximately November 25 through December 25, 2011. The entire amount is considered
accounts receivable as of December 31, 2011. The billing mailed on January 30, 2012 was for
usage from approximately December 25, 2011 through January 25, 2012. Approximately six
days of this billing is considered unbilled receivables at December 31, 2011.

Deposits and Investments

KRS 66.480 authorizes the District to invest in the following, including but not limited to,
obligations of the United States and of its agencies and instrumentalities, obligations and
contracts for future delivery or purchase of obligations backed by the full faith and credit of the
United States, obligations of any corporation of the United States government, bonds or
certificates of indebtedness of this state, and certificates of deposit issued by or other interest-
bearing accounts of any bank or savings and loan institution which are insured by the Federal

Deposit Insurance Corporation (FDIC) or which are collateralized, to the extent uninsured, by
any obligation permitted by KRS 41.240(4).

13



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Property, Plant and Equipment

Capital assets, which include property, plant, equipment, and infrastructure assets (e.g., water
distribution systems, sewer collection systems and similar items) are reported as a component of

noncurrent assets in the basic financial statement. Capital assets are generally defined by the
District as being those assets with an initial individual cost of more than $5,000 and an estimated

useful life in excess of one year. Such assets are recorded at historical cost or estimated
historical cost it purchased or constructed.

The reported value excludes the costs of normal maintenance and repairs that are essentially

amounts spent in relation to capital assets that do not increase the capacity or efficiency of the
item or extend its useful life beyond the original estimate.

Depreciation is charged as an expense against operations. Capital assets of the authority are
depreciated using the straight-line method over their estimated useful lives in years.

The depreciation expense provided on proprietary fund assets during the period ended December
31,2011 is $186,589.

Capitalized Interest On Indebtedness

Major outlays for capital assets and improvements are capitalized as projects are constructed.
Interest incurred during the construction phase of capital assets is reflected in the capitalized
value of the asset constructed. The total interest expense incurred by the District during the

current fiscal year was $54,282. No capitalizable interest was incurred during the year ended
December 31, 2011.

Cash and Cash Equivalents

For the purpose of these financial statements, cash and cash equivalents consist of unrestricted
and restricted cash on hand, demand and savings deposits and certificates of deposit.

[nventory and Prepaid [tems

The District maintains an inventory of supplies to make minor repairs to the water district
systems. ‘It is the policy of the water district to expense the items as they are purchased.

14



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Inventory and Prepaid ltems (Continued)

Certain payments to vendors reflect costs applicable to future accounting periods and are

recorded as prepaid items. An example of a prepaid item for the District is property and liability
insurance premiums.

Restricted Net Assets

Some of the District’s assets have certain constraints that have been placed on how they can be
used. By definition, restricted assets are cash or other assets, whose use in whole or in part are

restricted for specific purposes bound by virtue of contractual agreements, legal requirements or
enabling legislation.

Certain proceeds of the District’s revenue bonds, as well as certain resources set aside for their
repayment, are classified as restricted assets on the statement of net assets because their use is
limited by applicable bond covenants. The *debt service” accounts are used to segregate
resources accumulated for debt service payments over the next twelve months. The
“depreciation reserve” account is used to report resources set aside to meet unexpected
contingencies or to fund asset renewals, replacements and extensions.

Federal Income Tax

The District is exempt from federal income tax.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates that effect certain reported amounts and
disclosures. Accordingly, actual results could differ from those estimates.

NOTE B - RESTRICTIONS ON CASH

Bond Sinking Fund

Deposits into Bond Sinking Funds are required to be made monthly in order to accumulate funds
for payment of bond principle and interest. At December 31, 2011, $55,185 was required to be

on deposit to meet payments of interest and principal due on bonds at January 1, 2012. The
balance in this account at December 31, 2011 was $106,814.

15



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE B - RESTRICTIONS ON CASH (CONTINUED)

Depreciation Reserve

The Depreciation Reserve Account is being maintained as required in various bond documents.
The District was required to deposit $2,760 per month into the account. At December 31, 2011,
$91,680 was the required balance of the Depreciation Reserve account. The District had $86,141
in this account for the purpose of maintaining the water system.

Restricted Cush Accounts

The District is required to maintain special deposit accounts for customer deposits and long-term
debt obligations. The following is a listing of restricted cash accounts of the District:

Customer Deposits Account $ 19,165
Bond and Interest Sinking Fund 106,814
Depreciation Reserve Fund 86,141
Total Restricted Cash Accounts $ 212,120

NOTE C - CASH AND INVESTMENTS

The primary government maintained deposits of public funds with depository institutions insured
by the Federal Deposit Insurance Corporation (FDIC). According to KRS 66.480(1)(d) and KRS
41.240(4), the depository institution should pledge or provide sufficient collateral which,
together with FDIC insurance, equals or exceeds the amount of public funds 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 or provision of collateral should be evidenced by an agreement
between the county and the depository institution, signed by both parties, that is (a) in writing,
(b) 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 (c) an official record of
the depository institution. As of December 31, 2011, these requirements were met.

Custodial Credit Risk — Deposits

Custodial credit risk is the risk that in the event of a depository institution failure, the District’s
deposits may not be returned to it. As of December 31, 2011, the bank balance was $489,088.

The bank balances were either insured by FDIC or covered by pledged collateral, as of
December 31, 2011. '

16



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE D - PROPERTY, PLANT AND EQUIPMENT

The District’s major classes of utility capital assets and accumulated depreciation are shown
below: '

Balance Balance
12/31/2010 Additions Disposals 12/31/2011

Land (Restated) $ 142498 § $ $ 142,498
Land Improvements (Restated) 10,490 5.830 16,320
_Buildings and Building
Improvements (Restated) 906,007 _ 906,007
Wells and Springs 78,896 78,896
Transmission and
. Distribution (Restated) 7,283,195 . 7,283,195
Treatment Plant (Restated) 420,514 420,514
Electric Pumping
Equipment (Restated) 30.344 30,344
Miscellaneous Equipment - 102,087 102,087
Furniture and Fixtures 5,876 5,876
Transportation Equipment 62,266 62,266
Total $ 9,042,173 § 5830 $ $ 9,048,003
Accumulated Depreciation: : )
Land Improvements 4,895 1,088 5.983
Buildings and Building
Improvements . 103,865 17,699 121,564
Wells and Springs 39,784 1922 41,706
Transmission and ‘
Distribution (Restated) 1,493,958 145,766 . 1,639,724
Treatment Plant (Restated) 290,847 11.028 301,875
Electric Pumping
Equipment (Restated) 13,779 1,306 15,085
Miscellaneous Equipment 77.422 2.309 79,731
Furniture and Fixtures 5.060 232 5,292
Transportation Equipment 44.041 5.238 49,279
Total 2,073,651 186,588 ' 2.260.239
Fixed Assets Net of A/D $ 6968522 % (180,758) § $ 6,787,764

17



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
~ For the Year Ended December 31, 2011

NOTE E - BONDS PAYABLE

1. Waterworks Revenue Series 1988

On May 25, 1988, the District entered into an agreement with Rural Development to issue
$237,000 in Waterworks Revenue Bonds for the purpose of financing the cost of the
construction of extensions, additions, and improvements to the existing waterworks system
of the District. Semiannual interest payments at a rate of 6.25% are required on January 1 and
June 1 with principal amount due each January 1. As of December 31, 2011, the principal

balance outstanding was $178,000. Debt service requirements for year ending December 31,
2011, and thereafter is as follows:

Year Ended Scheduled Scheduled
December 31 Interest Principal

2012 % 10,938 $ 6,000
2013 10,563 6,000
2014 10,188 6,000
2015 9,781 7,000
2016 9,312 8,000
2017-2021 - 38,406 47,000
2022-2026 21,096 65,000
2027-2028 2,093 33,000
‘Totals  § 112,377  $ 178,000

2. Waterworks Revenue Bond Series 1991

On July 24, 1991, the District entered into an agreement with Rural Development to issue
$316,000 in Waterworks Revenue Bonds for the purpose of the construction of extensions,
additions, and improvements to the existing waterworks system of the District. Semiannual
interest payments at a rate of 5% are required on January | and June | with principal amount
due each January 1. As of Decembeér 31, 2011, the principal balance outstanding was

$224,000. Debt service requirements for year ending December 31, 2011, and thereafter is as
follows:

18



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE E - BONDS PAYABLE (CONTINUED)

2. Waterworks Revenue Bond Series 1991 (Continued)

Year Ended Scheduled Scheduled
December 31 Interest Principal
2012 3 11,000 % 8,000
2013 10.600 8.000
2014 10,200 8.000
2015 9,800 8.000
2016 9,375 9,000
2017-2021 39,625 51,000
2022-2026 24,975 67,000
2027-2030 6,675 65,000
Totals 3§ 122,250  § 224,000

3. Waterworks Revenue Bond Series 1992

On May 27, 1992, the District entered into an agreement with Rural Development to issue
$70,000 Waterworks Revenue Bonds for the purpose of the construction of extensions,
additions, and improvements to the existing waterworks system of the District. Semiannual
interest payments at a rate of 5% are required on January 1 and June 1 with principal amount
due each January 1. As of December 31, 2011, the principal balance outstanding was

$53,200. Debt service requirements for year ending December 31, 2011, and thereafter is as
follows:

Year Ended Scheduled Scheduled
December 31 Interest Principal
2012 % 2,623 . % 1,500
2013 2,546 1,600
2014 2,466 1,600
2015 2,383 1,700
2016 2,295 1,800
2017-2021 9,990 10,500
2022-2026 7,010 13,500
2027-2031 3,207 17,100
2032 98 3,900
Totals 32,618 $ 53,200

19



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE E - BONDS PAYABLE (CONTINUED)

4. Waterworks Revenue Bonds Series 1995

On April 27, 1995, the District entered into an agreement with Rural Development to issue
$259,000 in Waterworks Revenue Bonds for the purpose of the construction of extensions,
additions, and improvements to the existing waterworks system of the District. Semiannual
interest payments at a rate of 4.5% are required on January 1 and June 1 with principal
amount due each January 1. As of December 31, 2011, the principal balance outstanding was

$206,000. Debt service requirements for year ending December 31, 2011, and thereafter is as
follows: '

Year Ended : Scheduled Scheduled

December 31 Interest Principal
2012 §$ 0,158 $ 5,000
2013 8,922 5,500
2014 8,674 5,500
2015 8,415 6,000
2016 8,145 6,000

2017-2021 36,158 ' 36,000
2022-2026 27.034 45,500
2027-2031 15,740 55,500
2032-2034 2,835 41,000

Totals & 125.081 $ 206.000

5. Waterworks Revenue Bonds Series 2001

On June 20, 2001, the District entered into an agreement with Rural Development to issue
$495,000 Waterworks Revenue Bonds for the purpose of the construction of extensions,
additions, and improvements to the existing waterworks system of the District. Semiannual
interest payments at a rate of 4.5% are required on January | and June | with principal
amount due each January 1. As of December 31, 2011, the principal balance outstanding was
$447,000. Debt service requirements for year ending December 31, 2011, and thereafter is as
follows:

20



SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE E - BONDS PAYABLE (CONTINUED) |

5. Waterworks Revenue Bonds Series 2001 (Continued)

Year Ended Scheduled Scheduled
December 31 Interest Principal
2012 $ 19,947 $ 7,500
2013 19,609 7,500
2014 19,260 8,000
2015 18,889 8.500
2016 18,507 8,500
2017-2021 86,175 50,000
2022-2026 73,521 62,500
2027-2031 57,859 77,500
2032-2036 38,354 96,500
2037-2041 14,051 120,500
Totals $§ = 366,172 $ 447,000

6. Long Term Debt Maturiiy Schedule in the Aggregate A

Year Ended Scheduled Scheduled
December 31 Interest Principal
2012 $ 53,666 $ 28,000
2013 52,240 28,600
- 2014 50,788 29,100
2015 49,268 31,200
2016 47,634 33,300
2017-2021 210,354 194,500
2022-2026 153,636 253,500
2027-2031 85,574 248,100
2032-2036 41,287 141,400
2037-2041 14,051 l'ZO,S()O

Totals $ 758,498 $ 1,108.200
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SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

7. Changes in Long-term Liabilities

Beginning Ending Due Within
Balance Additions  Reductions Balance One Year
Business-type Activities:
Revenue Bonds $ 1,133,600 § 0 $ 25400 $ 1,108,200 § 28,000
Business-type Activities .
Long-term Liabilities  $ 1,133,600 $ 0 § 25400 § 1,108,200 § 28,000

NOTE F - NET ASSETS

The statement of net assets presents the reporting entity’s non-fiduciary assets and liabilities, the
difference between the two being reported as net assets. Net assets are reported in three
categories: 1) invested in capital assets, net of related debt - consisting of capital assets, net of
accumulated depreciation and reduced by outstanding balances for debt related to the acquisition,
construction, or improvement of those assets; 2) restricted net assets - resulting from constraints

placed on net assets by creditors, grantors, contributors, and other external parties, including
those constraints imposed by law through constitutional provisions or enabling legislation; and

3) unrestricted net assets - those assets that do not meet the definition of restricted net assets or
invested in capital assets.

NOTE G - RETIREMENT

The District has elected to participate in the County Employees Retirement System (CERS),
pursuant to KRS 78.530 administered by the Board of Trustees of the Kentucky Retirement
System. This is a cost-sharing multiple-employer defined benefit pension plan, which covers all
eligible full-time employees and provides for retirement, disability and death benefits to plan
members. Benefit contributions and provisions are established by statute.

Nonhazardous covered employees are required to contribute 5 percent of their salary to the plan.
Nonhazardous covered employees who begin participation on or after September 1, 2008 are
required to contribute 6 percent of their salary to be allocated as follows: 5% will go to the
member’s account and 1% will go to the KRS insurance fund. The District’s contribution rate

for nonhazardous employees was 16.93 percent for the first six months of 2011 and 18.96
percent for the last six months of 2011.

The District’s contribution for calendar year 2011 was $32,185.
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SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE G - RETIREMENT (Continued)

Benefits fully vest on reaching five years of service for nonhazardous employees. Aspects of
benefits for nonhazardous employees include retirement after 27 years of service or age 65.
Nonhazardous employees who begin participation on or after September 1, 2008 must meet the
rule of 87 (members age plus years of service credit must equal 87, and the member must be a

minimum of 57 years of age) or the member is age 65, with a minimum of 60 months service
credit. ‘

CERS also provides post retirement health care coverage as follows:

For member participating prior to July 1, 2003, years of service and respective
percentages of the maximum contribution are as follows:

‘ % Paid by Member through
Years of Service % Paid by Insurance Fund Payroll Deduction
20 or more , 100% 0%
15-19 . 75% 25%
10-14 50% 50%
49 25% 75%
Less than 4 0% 100%

As a result of House Bill 290 (2004 General Assembly), medical insurance benefits are
calculated differently for members who began participation on or after July 1, 2003. Once
members reach a minimum vesting period of ten years, non-hazardous employees whose
participation began on or after July 1, 2003, earn ten dollars per month for insurance benefits at
retirement for every year of earned service without regard to a maximum dollar amount.

Historical trend information showing the CERS’ progress in accumulating sufficient assets to
pay benefits when due is presented in the Kentucky Retirement Systems’ annual financial report.
This report may be obtained by writing the Kentucky Retirement System, 1260 Louisville Road,
Frankfort, KY 40601-6124, or by telephone at (502) 564-4646. '

NOTE H - INSURANCE COVERAGE

The District is exposed to various risks of loss. The District carries commercial insurance for
risks of loss. As of December 31, 2011, there were no known losses for which an accrual was
considered necessary and no estimated claims that have been incurred, but not reported.
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SANDY HOOK WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
For the Year Ended December 31, 2011

NOTE I - SUBSEQUENT EVENTS

Subsequent events have been evaluated through December 19, 2012, which is the date the
financial statements were available to be issued.

NOTE J - COMPENSATED ABSENCES

It is the District’s policy to permit its employees to accumulate earned but unused vacation and
sick pay benefits. There is no liability for unpaid accumulated sick leave because the District
does not have a policy to pay any amounts when employees separate from service with the
District. The unused vacation or annual leave is considered a vested employee benefit.

In recognition of the resulting obligation, the District has accrued a liability for earned but
unused vacation leave, having determined that payment of such compensation is probable and
having developed a reasonable estimate based upon current salary costs and annual leave
balances as of December 31, 2011. The liability for compensated absences at December 31,

2011 was $5,923.

NOTE K. PRIOR PERIOD ADJUSTMENTS

The beginning net asset balance as.of December 31, 2010 has been restated. We have made

adjustments to correct prior year balance sheet amounts. Net Assets were increased by
$125,749. '

‘Property, Plant and Equipment Errors | $ 154,591
Prepaid Asset Errors ' (27,821)
Customer Deposit Liabilities Errors : 8,518
Accounts Receivable Errors (9.539)
125,749
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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

Commissioners
Sandy Hook Water District
Sandy, KY

We audited the financial statements of the business-type activities of Sandy Hook Water District,
as of and for the year ended December 31, 2011, and have issued our report thereon dated
December 19, 2012. The report on the financial statements was qualified because we did not
- ' observe the taking of the physical inventories at December 31, 2011 and were unable to satisfy

ourselves about inventory quantities by means of other auditing procedures. Except as discussed
in the preceding sentence, 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 Control Over Financial Reporting

Management of the Sandy Hook Water District is responsible for establishing and maintaining
effective internal control over financial reporting. In planning and performing our audit, we
considered the District’s internal control over financial reporting as a basis for designing our
] auditing procedures for the purpose of expressing our opinions on the financial statements, but
3 not for the purpose of expressing an opinion on the effectiveness of the District’s internal control
over financial reporting. Accordingly, we do not express an opinion on the effectiveness of the
District’s internal control over financial reporting.

Our consideration of internal control over financial reporting was for the limited purpose
described in the preceding paragraph and was not designed to identify all deficiencies in internal
control over financial reporting that might be significant deficiencies, or material weaknesses
and therefore, there can be no assurance that all deficiencies, significant deficiencies, or material
weaknesses have been identified. However, as described in the accompanying comments and
recommendations, we identified certain deficiencies in internal control over financial reporting

that we consider to be material weaknesses and other deficiencies that we consider to be
significant deficiencies.
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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

(CONTINUED)

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 inaterial 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. We consider the deficiencies described in the

accompanying comments and recommendations as 2011-1 through 2011-9 to be material
weaknesses.

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. We consider the deficiencies described in the accompanying comments and
recommendations listed as items 2011-10 through 2011-14 to be significant deficiencies.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the District’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 instances of

‘noncompliance or other matters that are required to be reported under Government Auditing

Standards and which are described in the accompanying comments and recommendations as
items 2011-15 through 2011-22.

The District’s responses to the findings identified in our audit are described in the accompanying

comments and recommendations. We did not audit the District’s responses and, accordingly, we
express no opinion on them.

This report is intended solely for the information and use of management, Commissioners,
United States Department of Agriculture, Rural Development, and other federal awarding
agencies and is not intended to be and should not be used by anyone other than these specified
parties.

Respectfully Submitted

Moo - Fracde | 21

Morgan-Franklin, LLC
December 19, 2012
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SANDY HOOK WATER DISTRICT
Commerits and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES
2011-1. The District Should Establish A Risk Assessment Process

Condition: During our audit, we noted that the District does not have a risk assessment process

necessary to determine where and how fraud can exmt and ensure that controls are in place to
prevent fraud trom occurTing.

Criteria: The District should have in place a process for detecting the existence of or potential
for fraud or illegal activities.

Effect: Fraud could exist and not be detected by the commissioners or management.

Cause: Lack of understanding of the risk assessment process and a District’s responsibility for
developing controls to prevent fraud.

Recommendation: The commissioners and management should have open discussions to
determine where and how fraud could exist and what procedures they currently have in place that
could allow misappropriation of funds. Once they have determined where and how fraud could

exist they should implement compensating controls to help alleviate the possibility of material
fraud occurring.

District’s Response: We are currently preparing a Risk Assessment Process to be presented to
the board for their approval. This was discussed at the commissioners meeting on 1-10-13 and
we will be writing a policy with what was discussed.

2011-2. The District Should Have Adequate Internal Controls Over Adjustments

Condition: The District does not have a written policy for applying and calculating adjustments.
Board approval is not required to make an adjustment to a customer’s account. During our audit,
we tested five adjustments for misreads and one leak adjustment and noted the following:

e While testing one of the adjustments for misreads we recalculated a $5,040 adjustment.

We noted another adjustment on the same account in the amount of $390 that we could

not recalculate or obtain backup documentation for.
While testing another adjustment for misreads, we recalculated the adjustment to be
$4,468, while the actual adjustment was for $4,449. A difference of $18 was noted.

While testing the leak adjustment, we recalculated the adjustment to be $60 while the
actual adjustment was $70.

Criteria: The District should establish a written policy for applying and calculating adjustments.
It is a good internal control policy to present proposed adjustments to the board and receive
approval before adjusting customer accounts. District personnel should also ensure all
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-2. The District Should Have Adequate Internal Controls Over Adjustments
(Continued)

Criteria (Continued): adjustments are accurate. Adequate documentation, such as work orders,
to support adjustments should be maintained in the customer’s file.

Effect: Inaccurate or inappropriate adjustments to accounts could occur and not be detected in a
timely manner. '

Cause: The District’s lack of internal controls over adjustments.

Recommendation: We recommend that the District establish a written policy for applying and
calculating adjustments. We also recommend that adjustments be presented to the board for
approval before adjustments are made to customer accounts. This should be documented in the
official minutes. Furthermore, we recommend that someone check the mathematical accuracy of
the adjustment prior to the adjustment being posted to the customer’s account.

District’s Response: A written policy is in our tariff for adjustments, we will be presenting all
adjustments before the board on a monthly basis. We discussed this with the board and we are
updating our current adj policy to be passed at next board meeting. '

2011-3. The Commissioners Should Approve The Opening And Closing Of All Bank
Accounts

Condition: We noted that the District opened a sewer account during February of 2011. No
approval was noted in the minutes.

Criteria: It is a good internal control policy for the commissioners to approve the opening and

closing of all bank accounts. Commissioners should be knowledgeable of all bank accounts held
at financial institutions.

Effect: Misappropriation of assets could occur and not be detected in a timely manner.
Accounts were opened and closed without approval.

Cause: Lack of policies and procedures for the opening and closing of bank accounts.

Recommendation: We recommend that the commissioners approve the opening and closing of
all bank accounts and this approval be documented in the official minutes.
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

7011-3. The Commissioners Should Approve The Opening And Closing Of Al Bank
Accounts (Continued)

District’s Response: The commissioners do approve the closing and opening of checking accts.
however, one account was opened before being approved.

2011-4. The District Should Have Adequate Internal Controls Over Disbursements

Condition: During our audit, we tested twenty-five disbursements and noted the following:

Purchase orders were not utilized.
One instance in which an invoice was not paid within thirty working days.

~ Approval of disbursements was not properly documented.

Three instances in which invoices were not properly coded.
The District utilized a debit card.

One instance in which a disbursement for contract labor was not approved in the minutes.

While performing other procedures we noted one instance in which the District paid sales tax on
an invoice.

Criteria: The following are examples of good internal controls:

Purchase orders are a good way to track purchases and that the amounts invoiced are the
amounts originally approved. ,

Per KRS 65.140, unless the purchaser and vendor otherwise contract, all bills for goods
or services shall be paid within thirty working days of receipt of a vendor’s invoice
except when payment is delayed because the purchaser had made a written disapproval of
improper performances or improper invoicing by the vendor or by the vendor’s
subcontractor. An interest penalty of one percent (1%) of any amount approved and
unpaid shall be added to the amount approved for each month or fraction thereof after the
thirty days which followed receipt of vendor’s invoice by the purchaser.

The Board should approve all expenditures. Management should present a listing of
individual checks for approval. The Board should include this as part of their official
minutes and/or sign off on the bills list.

Invoices should be properly coded.

The Department for Local Government Budget Manual strongly discourages the use of
debit cards because they allow for weak control.over disbursements.
The District should not pay sales tax.
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~ SANDY HOOK WATER DISTRICT

Comments and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-4. The District Should Have Adequate Internal Controls Over Disbursements
(Continued)

Effect:

¢ Purchases may be made without proper approval.

e Expenditure categories are under or overstated.

o Penalties and interest could be incurred.

e Without documentation to determine the actual bills approved, bills could be paid without
the Commissioners’ knowledge.

e Weak controls over disbursements.

e The District paid taxes on purchases.

e Related party transactions could occur without board knowledge.

Cause: Lack of adequate internal controls over disbursements.

Recommendation: We recommend the District reevaluate their controls over disbursements to
determine the controls that would best address the findings listed under the condition section
above. The District may determine the controls listed above under the criteria section are

adequate or may decide to implement other controls to eliminate such internal control
weaknesses in the future.

District’s Response:

o Purchase orders are now being used. They must be issued by assistant manager and then
manager signs off on it to give permission to order etc. Each PO is uttached to copy of
check and invoice. :

o All contract labor will be approved before hiring, unless we uare in an emergency
situation and have to hire someone to work. Such us this situation, we had a major line
break and this person was brought in my superintent to help repuir lines and get water
back on.

o There have been times that an invoice will not be sent to us, until 30 past due, this has
happened, we do try to pay all invoices within 30 days of receipt of invoice. Some bill -
quarterly such as MSU lub.

e Bourd members are signing that they have accepted the payment of unpaid bills. This is
now kept on file with the unpaid bills.

o Every effort will be taken to make sure all invoices are coded to the right account. We are
using A new program and making sure all codes are correct before using.
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
. For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-4. The District Should Have Adequate Internal Controls Over Disbursements
(Continued)

District’s Response (Continued):

o The debit card is used for mailing of bills, ordering parts by phone, and for travel. All
receipts for the debit card are itemized on the bank statement. In the future if and when
the debit card is used all receipts will be presented marked “Debit” on the prepaid and
the Commissioners will sign the list. This was discussed at board meeting 1-10-13 and

Commissioners said to mark payment as “Debit” all receipts will be available at meeting
for them to look over.

2011-5. Adequate Financial Information Is Not Being Presented To And Approved By The
Board Members And The District Shall Not Budget For A Deficit

~Condition: During our audit, we noted that the board members are not presented balance sheets,
income statements or budget to actual comparisons. It appears the 2011 budget was not

completed and filed with the County until July 19, 2012, and the budget had expenditures
exceeding revenues. ,

Criteria: The board members should be given financial information in order to accurately
monitor the financial position of the District and make informed financial decisions. The board
members are the governing body responsible for monitoring all financial activity. Per KRS
65.065 the governing body of each district shall annually prepare a budget and, as appropriate,
shall classify budget units in the same fashion as county budgets are classified in accordance
with KRS 68.240(2) to (5). No monies shall be expended from any funds or any sources, except
in accordance with .the budget which has been filed with the fiscal court to be available for public
inspection. No budget of a district shall become effective until filed with the fiscal court of the
county in which the district is located for submission to the Department for Local Government.
If the budget is not filed with the fiscal court at least thirty (30) days prior to the start of the
district fiscal year, the fiscal court shall immediately notify the county attorney. The county
attorney shall then notify the governing board of the special district of the noncompliance and
then proceed with any steps necessary to prevent the expenditure of funds by the special district
until the district is in compliance. The District should not budget for a deficit.

Effect: Without adequate financial information, the commissioners cannot effectively monitor
financial activities or make informed financial decisions.
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-5. Adequate Financial Information Is Not Being Presented To And Approved By The
Board Members And The District Shall Not Budget For A Deficit (Continued)

Cause: Failure to provide adequate information to the board members, obtain approval of annual
budgets and submit annual budgets to the fiscal court at least thirty (30) days prior to the start of
the District’s fiscal year. The District budgeted for a deficit.

Recommendation: We recommend the commissioners be provided with a balance sheet, income
statement and a budget to actual comparison schedule at monthly meetings. We also recommend

Recommendation (Continued): that the District prepare and submit budgets timely and ensure
budgeted expenditures do not exceed budgeted revenues.

District's Response: Since Nov 2010 when [ first starting working here, there were no files, we
had no records to use; we have been working on the books since I began. 2010 had to be
reconstructed in order to have balances to start 2011 with. That in turn had to have the same
thing done in order to prepare 2011. This is the reason; no monthly reports had been done. I did
not submit them to the board because the balances were not correct. At this time, we should be

on the track to being able to present financial paperwork to the Commissioners on a monthly
basis. The budget was leed on time for 2013 with the county.

2011-6. The District Lacks Adequate Internal Controls Over Payroll
Condition: While performing payroll testing we noted the following:

a) There was no salary schedule for the 2011 calendar year.

b) Bonuses appear to have been paid to employees.

¢) Employee withholdings for health insurance were not calculated correctly.

d) Sick and vacation time is not being accrued properly.

e) Sick or vacation time taken was not indicated on timesheets.

f) Personnel files were not being maintained in accordance with the District’s policy. ‘

g) State unemployment, Kentucky Withholding, Federal Withholding/Social Security and
Medicare and Retirement reports were not accurate.
submitted timely resulting in penalties of $1,000.

Retirement reports were not
h) W2’s were not accurate for the 2011 calendar year.
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-6. The District Lacks Adequate Internal Controls Over Payroll (Continued)

Criteria: It is a good internal control policy for the District to:

a)

b)

c)

d)

e)

Maintain a salary schedule for all employees. This listing should include the employees
name, current pay rates, increase in pay, and pay rate after increase. The salary schedule
should be an official part of the board minutes or management could have board members
to sign off on the salary schedule to show approval and list in the minutes that the salary
schedule was approved. The board should approve all pay increases.
According to the Department for Local Government's budget manual under section
labeled "Handling Public Funds, Minimum Requirements Pursuant To KRS 68.210, for
all Local Government Officials (And Employees)”, bonuses, prepayment for goods or
services, or any other contributions-are NOT an appropriate expense of the government
unless the official has implemented an incentive program under the guidelines of the
administrative code.
According to the District’s agreement with the Department for Employee Insurance of the
Kentucky Personnel Cabinet (DEI) dated February 3, 2008, the District agrees that it will
contribute an amount at least equal to the Commonwealth’s contribution. The District
should annually determine the Commonwealth’s contribution and amend their policies to
reflect new rates. Rates should be properly calculated and withheld from employee
checks. ‘
Properly calculate accrued sick and vacation leave. It appears employees are accruing
eight sick and eight vacation hours per month, while written policies state that employees
are to accrue two sick and two vacation hours per pay period. (Employees are paid every
week)
Ensure employees distinguish whether time off was taken for sick leave or vacation leave
on timesheets. Per the District’s policies and procedures the reason for any absence for a
full or partial day, such as a holiday, sick day, vacation day, military leave, volunteer fire
department.leave, or jury leave should be included on time slips.
Ensure personnel files are maintained in accordance with the Districts policies and
procedures. Per the Districts policies and procedures personnel files should contain the
following: ,

o Copy of employment application (if applicable);

o Employees name, permanent address, and telephone number where employee can

be reached;

Position title;
Date of employment;
Salary;
Fair Labor Standards Act and state labor law requirements;
Commendation/reprimands;

0 O O 0 O
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-6. The District Lacks Adequate Internal Controls Over Payroll (Continued)

Criteria (Continued):

134
o

h)

Effect:

e)

o

h)

Cause:

Drug free statement;

[-9 Employment Eligibility Verification form;

Certificated of receipt of personnel policies and procedures; and
Such additional information as may be required.

Ensure state unemployment, Kentucky withholding and Retirement reports are.
accurate.

Payroll reports should be accurate and remitted timely.
The amount of retirement withheld should be included on the W2 in box 13.

O 0 0 00

Employees may be receiving salaries that were not approved by the board.

Employees received unallowable payments.

Employee withholdings for health insurance were not accurate. The District could be
over/under paying their portion of health insurance premiums.

It appears the District is under accruing compensated absences. Per viewing the check
stubs it appears employees are accruing eight hours of sick leave and eight hours of
vacation leave every month. The accumulation of sick and vacation leave for a calendar
year is eight hours less than the written policy states should be accrued. (12 months x 8
hours = 96 hours, 52 weeks per year x 2 hours per week = 104 hours, 104-96=8)

Sick or vacation leave balance could be inaccurate.

Inadequate documentation maintained in personnel files.

The District could incur fines and penalties for the inaccurate filling of reports.

It appears management is utilizing the adjusted gross wages from the payroll reports
instead of gross wages for calculating retirement. Therefore, gross wages per the online
retirement report is understated causing the total remitted for retirement to be less than
the required amount. Fines of $1,000 were noted for the late filing of retirement reports
and a $236 penalty was noted for the late filing of Federal Form 941.

The District lacks adequate internal controls over payroll.

Recommendation: We recommend the District reevaluate their controls over payroll to determine
the controls that would best address the findings listed under the condition section above. The
District may determine the controls listed above under the criteria section are adequate or may -
decide to implement other controls to eliminate such internal control weaknesses in the future.
We also recommend the District follow their established procedures.
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SANDY HOOK WATER DISTRICT
- Comments and Recommendations™ -
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-6. The District Lacks Adequate Internal Controls Over Payroll (Continued)

District’s Response:

Salary Schedule has now been presented und passed by Commissioners.

Employee insurance has been corrected and is being held out per the contract between
SHWD and the state of Kentucky.

Sick und vacation time is now being accrued per the personnel policy.

Sick or vacation time is now being shown on timesheets. We also use leave slips that are
turned in with the timesheets showing the reason for taking off and if using vacation or
sick. We also have leave slips that are signed and says if they are taking vacation or sick
leave. It is now being marked On timesheets also.

All personnel files have now been updated with all information/forms.

Withholdings have been amended to make reports correct.

Payroll is reported in a timely manner.

Retirement System had the wrong address so that it couldn't be filed on lme
Commissioners do approve salaries.

Commissioners discussed Board Chairman to sign all time sheets, a monthly pay roll
report is being given to Board each month showing all hours worked by all employees.

2011-7. The District Should Implement Adequate Controls And Policies Over Property,
Plant And Equipment And Should Implement A Capitalization Policy

Condition: During our audit, we noted the following:

Various items on the depreciation schedule were being depreciated in accordance with
tax laws rather than Public Service Commission recommendations.

All assets with a useful life greater than one year were added to the depreciation schedule
for the calendar year ended December 31, 2011 with no dollar value taken into

consideration.

No capitalization policy has been established.

No written policy existed for the disposal of fixed assets.

Constructed assets” were capitalized based on the construction contractor’s draws only
rather than the total cost required for the asset to be made ready for its intended use.

Criteria: A capitalization policy should be established in order for the District’s personnel to
determine what expenditures will be recorded as assets and depreciated. The policy should
include estimated useful lives of assets and a threshold at which an asset will be capitalized and
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-7. The District Should Implement Adequate Controls And Policies Over Property,
Plant And Equipment And Should Implement A Capitalization Policy (Continued)

Criteria (Continued): depreciated. Good internal controls dictate that the District should
implement a policy for the sale and disposal of assets.

Effect: Material misstatement of property, plant and equipment, depreciation expense and
accumulated depreciation could occur and not be detected in a timely manner. Without a

capitalization policy, it would be necessary to capitalize items that exceed the useful life of an
asset even if such items cost as little as $1.

Cause: Lack of controls over the recording of fixed asset purchases and disposals.

Recommendation: We recommend the District implement controls over the recording of fixed
asset purchases in order to ensure proper amounts are included in the financial statements and

implement a policy for the sale and disposal of assets. We also recommend that the District
establish a capitalization policy. '

District's Response: A Capitalization Policy is being approved by the Commissioners.
2011-8. The District Lacks Adequate Internal Controls Over Inventory
Condition: The District maintains inventory of items needed to make minor repairs to the water

distribution system. The District does not track inventory that is utilized by maintenance .
employees for such repairs.

Criteria: The District should track all transactions involving inventory. Whenever maintenance
employees use inventory they should document the part number, the dollar value of the part, the

date, and their initials at a minimum. This information should be used to update the inventory
balances.

Effect: Misappropriations of inventory could occur and not be detected in a timely manner.
Cause: Lack of adequate internal controls over inventory.

Recommendation: We recommend the District establish adequate internal controls over
inventory.

District's Response: Inventory is now being tracked with an excel spread sheet and will be
updated monthly.
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SANDY HOOK WATER DISTRICT

Comments and Recommendations

For the Year Ended December 31, 2011

MATERIAL WEAKNESSES (CONTINUED):

2011-9. The District Should Properly Calculate Customer Deposit Refunds

Condition:  While performing our audit, we tested five customer refunds and could not
recalculate one refund.

Criteria: The District should properly calculate customer refunds and maintain adequate
substantiation for all refunds in the customers’ files.

Effect: Misappropriation of refunds could occur.
Cause: Failure to develop consistent policies for refunding customer deposits.

Recommendation: We will recommend the District develop customer deposit policies and
maintain adequate substantiation for all refunds in the customers’ files.

District's Response: Customer deposits are being properly calculated und have been corrected.

SIGNIFICANT DEFICIENCIES
2011-10. The District Should Maintain Complete Customer Files

Condition: - During the course of the audit, it was discovered that several of the District’s
customer files did not include customer deposit contracts.

Criteria: All contracts or agreements entered into with customers should be maintained in each
customer's file.

Effect: Without a contract the District may not be legally permitted to apply deposits to past due
accounts. :

Cause: Failure to maintain customer deposit contracts in each customer’s file.
Recommendation: We recommend that the customer files be reviewed to ensure that all

information is accurate and complete. Any missing information should be gathered and added to
the file. We recommend a checklist of needed information be created to establish baseline
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“SANDY HOOK WATER DISTRICT

Comments and Recommendations
For the Year Ended December 31, 2011

SIGNIFICANT DEFICIENCIES (CONTINUED):
2011-10. The District Should Maintain Complete Customer Files (Continued)

Recommendation (Continued): requirements for a complete file. As current files are updated, a

completed checklist could be maintained in each file. The checklist would be useful in creating
accurate new customer files. : ‘

District’s Response: Since [ began working here, all new customers have a contract on file. For
the older accounts we Are sending out contracts for them sign and return to us. We are updating

all files for contracts. We are sending out letters and making calls and asking each customer that
doesn’'t have a contract When paying bill to sign one.

- 2011-11. The District Should Develop A Collection Policy For Past Due Accounts

Condition: While performing our audit, it was noted that the District does not have a written
policy for collections on past due accounts.

Criteria: Good internal controls dictate the district should establish a written collection policy
for past due accounts. :

Effect: Revenues due the District that are potentially collectible remain unpaid.
Cause: The District’s failure to establish a collection policy for past due accounts.

Recommendation: We recommend that the District establish a written policy for the collection
of past due accounts.

District's Response: A collection policy is being written per our tariff for collection, and be
presented to the board for their approval. ' '

2011-12. The District Should Review The Deposit Account Monthly To Determine Whether
Money Should Be Transferred To The Revenue Account

Condition: During our audit, we noted that funds due from the Deposit account to the Revenue
account were not being transferred.

Criteria: Customer deposits that have been applied to a customer’s account should be transferred
to the revenue account as earned or at least monthly.

Effect: Revenues earned and applied to a customer’s account remain in the customer deposit
bank account.
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

SIGNIFICANT DEFICIENCIES (CONTINUED):

2011-12. The District Should Review The Deposit Account Monthly To Determine Whether
Money Should Be Transferred To The Revenue Account (Continued)

Cause: When customer deposits are applied to the customer’s bill, the District is failing to
transfer this money to the revenue account.

Recommendation: We recommend that a review of the Deposit account be performed on a

monthly basis to determine the amount of funds to be transferred to the revenue account and a
check be written accordingly.

District’s Response: Deposits are now being reviewed on a monthly basis and all monies are
being transferred to the correct ac count.

2011-13. The District Should Establish A Policy Regérding Related Party Transactions

Condition: During our audit, we noted the District does not have a policy for related party
transactions.

Criteria: The policy should include requiring yearly financial disclosures of related party
transactions by board members and employees. The policy could also require disclosure of

related party transactions as board members and employees become aware such a transaction has
occurred.

Effect: The District may not be aware of all related party transactions.
Cause: The District has not implemented a related party transaction policy.

Recommendation: We recommend the District establish a policy regarding related party
transactions.

District’s Response: A policy is being drafted to be presented to bourd for Related party
Transactions.

2011-14. The District’s Tariff Should Be Updated

Condition: While performing our audit, we noted the procedures in the tariff relating to
customer deposits were not the actual procedures the District utilizes. The District charges $50
for customer deposits and deposits are not refunded until the customer terminates service with
the District. Per the tariff the customer’s deposit should be based upon actual usage of the
customer at the same or similar premises for the most recent 12-month period, if such
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

SIGNIFICANT DEFICIENCIES (CONTINUED):
2011-14. The District’s Tariff Should Be Updated (Continued):

Condition (Continued): information is available. If usage information is not available, the
deposit will be based on the average bills of similar customers and premises in the system. The
tariff also states that deposits will be waived upon a customer’s showing of satisfactory credit or

payment history, and required deposits will be returned after one year if the customer has
established a satisfactory payment record for that period.

Criteria: The tariff should reflect actual and accurate procedures of the District.

Effect: The actual customer deposit procedures utilized do not agree with the procedures
prescribed by the District’s tariff.

Cause: Failure of the Board to review the tariff on a regular basis to ensure procedures
implemented are in agreement with the District’s tariff.

Recommendation: We recommend the District update the tariff to reflect actual procedures of
the District or comply with the procedures prescribed by the tariff.

District’s Response: we are currently updating all tariff’s.

NONCOMPLIANCES

2011-15. The District Should Ensure Commissioners Receive Training As Required By
KRS 74.020 (8)

Condition: ~ During our audit, we noted that the commissioners did not receive training as
required by KRS 74.020 (8) within one year of their initial appointment. Also, we were unable to
obtain approval in the fiscal court minutes of the appointment dates for two commissioners.

Criteria: Per KRS 74.020 (8) (a) At least once annually, the Public Service Commission shall
provide or cause to be conducted a program of instruction, consisting of at least twelve (12)
hours of instruction, that is intended to train newly appointed commissioners in the laws
governing the management and operation of water districts and other subjects that the Public
Service Commission deems appropriate. The commission may charge a reasonable registration
fee to recover the cost of the programs and may accredit programs of instruction that are
conducted by the persons or entities and that the commission deems equivalent to its program of
instruction. (b) Within twelve (12) months of his or her initial appointment, each commissioner
shall complete the program of instruction described in paragraph (a) of this subsection. Any
commissioner who fails to complete the program within twelve (12) months of his or her initial
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Comments and Recommendations
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NONCOMPLIANCES (CONTINUED):

2011-15. The District Should Ensure Commissioners Receive Training As Required By
KRS 74.020 (8) (Continued)

Criteria (Continued): appointment shall forfeit his or her office and all right to act in discharge of
the duties of the office. A commissioner required to attend a program under this subsection shall
be reimbursed for the cost of instruction by his or her water district.

KRS 74.020 (1) (a) states “Members of the board...shall be appointed by the county
judge/executive with the approval of the fiscal court.”

Effect: Commissioners should have forfeited his or her office and all right to act in discharge of
the duties of the office.

Cause: Commissioners did not receive training as required by KRS 74.020 (8) within twelve
months of their initial appointment. Date of appointment to the commission is necessary to
ascertain compliance with requirements.

Recommendation: We recommend that all commissioners receive training as required by KRS
74.020 (8).

District’s Response: Training became mandatory in June 2010. The board was new and so was
1. when I found out about the training some our board members were past the year mark, we
scheduled them for the next class and they attended. One commissioner could not attend because

of health reasons and that matter is before the PSC at this time. She attended in Oct. As of today,
we are in full compliance with the training.

2011-16. The District Should Adequately Fund The Reserve Account As Required By Bond
Covenants '

Condition: During our audit, we noted the District does not have sufficient funds in the reserve
bank account. The balance in the reserve bank account was $86.141 and the required reserve
balance as of December 31, 2011 was $91,680, leaving it under funded by $5,539.

Criteria: According to bond covenants the District’s required reserve balance as of December
31, 2011 was $91,680. ‘

Effect: Under funding of the reserve bank account in the amount of $5,539.

Cause: Lack of adequate controls over compliance with bond covenants.
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Comments and Recommendations
For the Year Ended December 31, 2011

NONCOMPLIANCES (CONTINUED):

2011-16. The District Should Adequately Fund The Reserve Account As Required By Bond
Covenants (Continued)

Recommendation: We recommend the District adequately fund their reserve bank account as
required by bond covenants.

District's Response: The Reserve account is fully funded per the USDA letter.

Auditor's Response: There are differences between United States Department of Agriculture
Rural Development's calculations and the bond covenants. For instance, some monthly
requirements state that the deposit is to be made monthly for the life of the loan; however, United
States Department of Agriculture Rural Development calculates the monthly deposit for only ten
years. The life of the loan is typically forty years. Over time this could create a large discrepancy

between what the bond documents require and what United States Department of Agriculture
Rural Development calculates.

2011-17. The District Should Submit Documentation To The Fiscal Court And County
Clerk As Required By KRS 65.070

Condition: During our audit, we noted the District failed to file the documentation required by
KRS 65.070.

Criteria: KRS 65. 070 states:

(1) Within sixty (60) days following the close of the fiscal year, the district shall:

(a) File with the county clerk of each county with territory in the district a
certification showing any of the following information that has changed since the last
filing by the district:

1. The name of the district;
2. A map or general description of its service area;
3. The statutory authority under which it was created; and
4. The names, addresses, and the date of expiration of the terms of office of
the members of its governing body and chief executive officer;
~ (b) Submit for review a copy of the summary financial statement with the fiscal
court of each county with territory in the district; and

(c) Publish, in lieu of the provisions of KRS 424220, but in compliance with other
applicable provisions of KRS Chapter 424, the names and addresses of the members of
its governing body and chief executive officer, and either a summary financial statement,
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

NONCOMPLIANCES (CONTINUED):

2011-17. The District Should Submit Documentation To The Fiscal Court And County
Clerk As Required By KRS 65.070 (Continued)

Criteria (Continue):

which includes the location of supporting documents, or the location of district financial
records which may be examined by the public.

(2) The district shall submit for review a copy of the audit with the fiscal court of each
county with territory in the district. The submission shall be made within thirty (30) days.

Effect: Adequate information was not provided to the fiscal court or county clerk.
Cause: The District’s failure to file required documentation as prescribed by KRS 65.070.

Recommendation: We recommend the District comply with KRS 65.070 and file required
information with the clerk and fiscal court.

District’s Response: Documentation was presented to the Fiscal Court this year on time. We just
recently got the correct figures to complete documentation so that it was presented on time.

2011-18. An Annual Statement Of Receipts And Disbursements Should Be Prepared And
Made Available To Customers

Condition: While performing our audit, we noted the district did not prepare and make available
to customers an annual statement of receipts and disbursements.

Criteria: KRS 74.240(2) states the commission shall be required to prepare and make available,
to the consumers of the water supplied by any water district, an annual statement of receipts and

disbursements; and any floating or bonded indebtedness. This report shall show the cost of

water, material, labor, other salaries and any other expenses incidental to the operation and
maintenance.

Effect: The financial position of the District was not made known to consumers.

Cause: The District’s failure to provide such information as required by KRS 74.240(2) to
consumers. '

Recommendation: ‘We recommend the District prepare an annual statement of receipts and
disbursements and make it available to customers as required by KRS 74.240(2).

District's Response: [ was not aware that we had to do this. [ will ensure it is done in future.
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NONCOMPLIANCES (CONTINUED):

2011-19. The District Should Have An Audit Performed No Later Than Sixty Days After
The Close Of Each Fiscal Year (Continued)

Criteria (Continued): than sixty days after the close of each fiscal year, copies of such audit

reports certified by such certified public accountant shall be promptly mailed to the FMHA
without request.

Effect: Audits are not being performed timely.

Cause: The District’s failure to enter into an agreement with a certified public accountant to

conduct their annual audit and have it completed within sixty days after the close of the fiscal
year.

Recommendation: We recommend the District have an audit performed no later than sixty days
after the close of each fiscal year or request an extension.

District's Response: We have currently signed a contract with Morgan/Franklin to do 2012 audit
so it will be done in the correct time limit.

2011-20. The District Should Transfer Each Month From The Revenue Account An

Amount Sufficient To Meet Current Expenses Of The District To The Operating And
Maintenance Account

Condition: While performing our audit, we noted that the District did not transfer adequate

monies from the revenue account to the operation and maintenance account to meet current

expenses of the district. We noted overdraft fees in December 2011 in the amount of $193.
These fees were subsequently reimbursed.

Criteria: Per the bond covenants there shall be transferred each month from the water revenue
account, an amount sufficient to meet the current expenses of operating and maintaining the
system. The balance maintained in said operation and maintenance fund shall not be in excess of

the amount required to cover anticipated expenditures for a two month period pursuant to the
District’s annual budget.

Effect: Overdraft fees in the operation and maintenance account.

Cause: Lack of adequate monies being transferred from the revenue account to the operation and
maintenance account.
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SANDY HOOK WATER DISTRICT
Comments and Recommendations
For the Year Ended December 31, 2011

NONCOMPLIANCES (CONTINUED):

2011-20. The District Should Transfer Each Month From The Revenue Account An

Amount Sufficient To Meet Current Expenses Of The District To The Operating And
Maintenance Account (Continued)

Recommendation: We recommend that revenues be transferred to the operating account in an
amount sufficient to cover current expenses of the District.

District's Response: Transfer of monthly rev from deposit fee account is corrected and being
done. Board has voted to increase monthly transfer from 30000 to 40000 per month.

2011-21. The District Should Escrow Customer Deposits That Cannot Be Returned

Condition: While performing our audit, we noted the District had some customer deposits on
hand that were due back to customers that were undeliverable.

Criteria: The District should deposit any unrefundable payments and unexplained receipts in an
interest-bearing account. According to KRS 393.110, the District should properly report -
annually to the Treasury Department any unclaimed moneys. After three years, if the funds have
not been claimed, the funds should be submitted to the Kentucky State Treasurer.

Effect: Customers entitled to a refund are not being refunded their deposits.
Cause: Failure to escrow any undeliverable customer deposits in accordance with KRS 393.110.

Recommendation: We will recommend the District deposit any undeliverable refunds into an

interest-bearing account and properly report to the Treasury Department as required by KRS
393.110. ‘

District's Response: Escrow account for deposits being returned will be opened. Board gave
approval at meeting.

2011-22. Interest Should Be Applied To Customers’ Deposits As Earned In Accordance
With KRS 278.460 '

Condition: While performing our audit, we noted the District's computer software is not
calculating interest on customer deposits as it is earned.

Criteria: Per KRS 278.460, at minimum, the District shall pay the interest that is earned on the

deposits to the patrons when returning the deposit or applying the deposit to offset the patrons’
accounts.
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NONCOMPLIANCES (CONTINUED):

Effect: Customers are not being refunded amounts as required by KRS 278.460.

Cause: Failure to monitor customer balances and implement procedures for calculating interest
earned or deposits.

Recommendation: We recommend that the District determine if the software has the capability to
apply interest earned on the customer deposit bank account to each customer’s balance on a
monthly basis. If the system does not have this capability, we recommend that the District
implement other procedures to ensure compliance with KRS 278.460.

District's Response: Interest has been applied for 2012.
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