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CASE: Mountain Water District
CASE NO: 2014-00342
RE: Atty General Second Data Request

Q73. Please see the Company’s application, Exhibit B-2, p. 1, and explain how the $350,460
figure for Contract Services (Assumes Expenses by UMG) was calculated for the value
given in the historic test year for July 1, 2013-June 30, 2014.

WITNESS: Howard

RESPONSE:

The $350,460 figure for Contract Services (Assumed Expenses by UMG) comes from the MWD Income
Statement for July 1, 2013 - June 30, 2014. This can be found in Appendix F of Exhibit B in the rate filing
submittal.



Q 74.

CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Please see the Company's responses to PSC 1-4, found in the

electronic record at p. 255 of 502 in Volume 2 of 7, specifically counsel Daniel
Stratton's letter to Bob Meyer dated December 23, 2010.

WITNESS

RESPONSE :

a.

Did the Water Commissioners request an additional 30 days
from the date of receipt of the confidential State Audit Report
on December 23, 2014(sic), to review the audit thoroughly
so as not to commit a breach of their fiduciary duty?

Did contract negotiations with UMG on a new contract
extension continue with Stratton's office, separate from the
Water Commissioners' review of the Audit Report?

Despite the request for an additional 30 days on December
23, 2010, was a correspondence sent by Honorable Daniel
Stratton on January 6, 2011 confirming the revised
contract? If so, please explain what sort of review of the State
Auditor's Examination of Mountain Water District was
undertaken by the Commissioners in those fourteen (14)
days to meet their fiduciary obligation to the customers of
the Water District.

Please describe, by identifying the paragraph number or
section number, any changes that were made to the contract
draft that can be attributed to a recommendation made
within the State Auditor's Examination Report? If none,
please state why.

Sawyers. Information provided by local counsel.

74(a)

The Board has a fiduciary duty to act in a prudent business manner. Asking for
time to review the State Audit to insure that there was no findings that should
be considered in the new contract was the prudent thing to do.



RESPONSE : 74(b)

We are not sure what you are asking. The records reflect the “final draft” of the
contract was done when the “draft” audit was received. After the Board reviewed
the audit, the UMG contract was completed and approved by the Board.

RESPONSE : 74(c)

This question presumes the Board had already approved the draft discussed in
the letter. Minutes of the December 29, 2010 meeting show the Board approved
the contract extension to January 31, 2011. Minutes of the January 20, 2011,
Special Meeting detail the discussions by the Board of the UMG contract renewal.
The minutes reflect that most of the issues raised in the Audit had already been
addressed by the contract negotiations, but a few additional issues were added
to the contract.

RESPONSE : 74(d)

As referenced above, most of substantial changes were made to the contract prior
to the Audit. Some additional changes were made after the Audit, but the records
do not reflect specifically what they were.



CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 75. Please reference the State Audit Examination Report dated
January 27, 2011 and see generally the Findings and Recommendations listed
within the Executive Summary, as AG 1-63, 1-64, 1-65, and 1-68, are non-

responsive. For each and every Finding and Recommendation that follows, please

state in narrative form, what action was taken in response to the specific

recommendations given, who took the action, what date the changes were

implemented, and were these changes reflected in any contract amendments or

additions with UMG. If no action was taken, please explain why.

a. As to Finding #1, page iii: "The MWD Board entered into a
privatization contract with insufficient planning to
determine the benefits to or financial impact on MWD."

i.

ii.

iii.

iv.

The Board should ensure that any significant
contracts are properly evaluated for benefits they will
provide to the district and its customers.

Discussions of these contracts should be conducted in an open
and public process.

A complete analysis of the financial benefit to MWD
be performed prior to the finalization of the
management contract.

Board should have sufficient information to properly
plan all aspects of the decision to privatize service,
and ensure that the contract requires detailed
financial and other information to appropriately
oversee the management of the district.

MWD should follow best practices required in statute
for privatizing public service.



N
=

e’

Finding # 2 "The Cost to Operate MWD Services are
Unknown due to lack of Financial Information provided by
the Vendor."

i.

il.

iii.

MWD Board should ensure that any privatization
contract for management and operations services
contains a provision that will allow for access to cost
information about the operations of MWD.

MWD should require the vendor to report to MWD
operational costs on a monthly and annual basis.

Board should consider a management fee structure to
operate and maintain MWD and provide an agreed upon
margin of profit.

Finding #3, "The initial contract for management services
had a detrimental impact on MWD, and the Board failed to
act in a timely manner to address the issues.”

jid.

iv.

Board should ensure any future contracts for
operations, management and maintenance are closely
examined before entering into an agreement with a
contractor to perform those services.

The Board should ensure in the final contract for
services, that any suggested revisions and agreed upon
additions to a contract are actually included in the final
contract.

Board should avoid provisions increasing fees
automatically to the district.

If the cost of service increases, due to an increase in the
customer base or an increase in the cost of materials
and supplies to provide the service, the increased cost
should be justified, reviewed by Board or independent
representative, and approval shall be documented.

Board should ensure all contract terms are clear,
concise and well defined, including the role of the
contractor and the district.
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Finding #4, "Irregularities were identified in the initial MWD
contract for operations, management, and maintenance and
the established contract bid process was not followed."

ii.

iii.

iv.

Board should review and ensure understanding of its
RFQ/P before voting to approve advertisement of such.

Board should be actively involved in determining the
content of the document directing its process.

Board should require conflict of interest statements and
disclosure statements for management employees
reporting directly to the Board to ensure full disclosure
of any interests by its management.

Should fully grade, consistent with criteria stated in
RFQ/P.

Should be graded only after all information is
submitted, as long as it is within the deadlines.

Should use calculations in bid proposal analysis that
are adequately supported, and that supporting
documentation should be maintained to eliminate any
disputes that arise as a result of those calculations.

Finding #5 "UMG received payments for services not
specified in the contract with MWD without approval by the
MWD Board.”

ii.

Board should carefully examine bills before approving
payment.

Board should ensure payments made in compliance
with the contract.

Any additional payments made to contractors should
be for agreed upon services, approved in writing by the
Board.



iv.

vii.

viii.

Board should approve those payments, in open
meetings.

Board should hire an individual that reports to them,
that will provide more direct oversight into the
district's day to day operations.

This individual should be able to track and ensure
appropriate payments are made to the appropriate
entities under the contracts maintained by the
district.

The Board should specifically discuss its payments to
its contractor providing water to Elkhorn City.

If the Board agrees to continue these payments to the
contractor for this service, the Board should formalize
this agreement in writing.

Finding #6 "Procurement requirements appear to have been
circumvented, resulting in over $171,000 for services
provided with no contract.”

ii.

iii.

iv.

The Board should ensure that the procurement
process is fully documented in a policy and
procedures manual.

All parties, Board, staff and vendors should receive a
copy of this manual for their review, and receiving
training upon it.

Board should establish a process to ensure
compliance with procedures outlined in the manual.

Board should ensure competitive bidding is used
when aggregate amount to vendor for project exceeds
$20,000.



Board should ensure written contracts for vendors are
established detailing the services to be performed, the
payment details, and other details necessary to
protect the interests of MWD.

Board should ensure that agreements with vendors to
provide services are based on objective criteria such
as price and qualifications of the vendor.

Finding #7 "MWD had not adopted a method to adequately
track construction project payments."”

i

ii.

Board should formally adopt a format for tracking
construction project payment and funding
information consistent with those used by the
engineers, that includes the funding source, the date
of the payment, the check number, the vendor name,
the amount, and reference to the associated contract.

These documents should be presented at each board
meeting monthly.

Finding #8 "MWD did not comply with Kentucky's Open
Meetings Law when discussing the decision to contract
out the operations of a public entity or the renegotiations
of that contract."

ii.

iii.

Each time a meeting is moved to executive session, the
specific exception to open meetings should be
documented.

Specific and complete notification in the open session
of all topics to be addressed in closed session, and the
specific statutory exemption allowing the reason why
closed session is needed.

That specific topic listed should be the only topic
discussed in closed session.



public distrust and to ensure decisions are
supported and well documented.

WITNESS : Sawyers. Information provided by local counsel.

RESPONSE: 75

With all due respect, MWD believes that its initial responses to AG’s First
Request No. 1-63, 1-64, 1-65 and 1-68 are responsive. For the AG’s office’s
convenience, the answers previously submitted in response to the PSC’s Initial
Request for Information, Questions 32(a-b), have been attached hereto. The
following responses will supplement our prior response. In addition, I have
found a letter to the Board that explains our attorney’s communication to the
Board at that time.

RESPONSE: 75 a (i-v)

All contracts after the date of the report have been properly evaluated as to the
benefits they will providle MWD and its customers. Amendments for fixed
pricing is the best example. All contracts have been considered at open
meetings. The financial impact MWD has been considered and the Board has
had sufficient information to decide. We would note we are unable to get an
audited financial statement from UMG. As a whole, we believe we have
followed best practices.

RESPONSE: 75 b (i-iii)

All such contracts after the date of the audit allow us to see UMG’s cost, and
their costs are reported to MWD. The Board considered a structure for an
agreed upon profit margin, but declined the same as it would remove UMG’s
incentive to manage costs.

RESPONSE: 75 c (i-v)

All such contracts after the date of the audit have tried to address the
recommendations in Finding No: 3.



&

RESPONSE: 75 d (i-v)

All such contracts after the date of the audit have tried to address the
recommendations presented. MWD Board members and management
employees complete conflict of interest statements.

RESPONSE: 75 e (i-viii)

The hiring of a District Administrator and Financial Administrator, and the work
they are doing, address these recommendations.

RESPONSE: 75 f (i-vi)

MWD Board has sought to comply with these recommendations and believes it
has essentially complied with them.

RESPONSE: 75 g (i-ii)

Construction project payments are approved by the Board each month as
applicable. Payments are tracked by the Financial Administrator.

RESPONSE: 75 h (i-iv)
MWD has fully complied with “Open Meeting” laws since the audit.
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LAW OFFICES OF

STRATTON, HOGG & MADDOX, P.S.C.
P.O. BOX 1530
PIKEVILLE, KY 41502
PHONE: (606) 437-7800
FAX: (606) 437-7569
www.shmlaw.com

DAVID C. STRATTON HENRY D. STRATTON (1925-1989)
STEPHEN L. HOGG F. BYRD HOGG (1922-1999)
DANIEL P. STRATTON H. EDWARD MADDOX(1946-2003}

January 13, 2011

Rhonda James, Chairperson Kelsey Friend IlI, Treasurer
Mountain Water District Mountain Water District

146 Main Street 1381 Lizzie Fork Road

Pikeville, Kentucky 41501 Pikeville, Kentucky 41501

emnail: rbjames6@msn.com email: kfrien00@hotmail.com
Lester “*John” Collins Prentis Adkins, Commissioner
Vice Chairperson and Secretary Mountain Water District
Mountain Water District 375 Schoolhouse Road

3979 Raccoon Creek Road Shelbiana, Kentucky 41562
Raccoon, Kentucky 41557 email: tricounty41501@vahoo.com

email: johnbrendacollin@bellsouth.net

Ancie Casey, Commissioner
Mountain Water District
43860 State Highway 194 East
Phelps, Kentucky 41553

email: ancie.casey@pike.kyschools.us

Re: Mountain Water District
State Audit Examination

Dear Board Members:

Please be advised that this morning I reviewed, with Brian Lykins of the State
Auditor’s Office, their response to our letter of January 10, 2011, outlining the
changes we requested in the Audit. They adopted a few of our changes and they
rephrased some statements we requested, but most of the items were not
changed.

Please find enclosed a draft of our formal response to the Audit, which is due
tomorrow at 4:30 p.m. Iwas under the mistaken belief that the Audit would be
published and we would then have a chance to respond. According to Brian,
when he talked about our response due on the 14®, it was our final response and



STRATTON, HOGG & MADDOX, P.S.C.

January 13, 2011
Page 2

not the one we sent on the 10", In that they publish our reply with the Audit, we
have to have this in by the 14,

I have addressed all of the major issues that were reviewed with you when we
discussed the Audit. Some smaller issues were not addressed to shorten our
response.

Please review this letter for content and tone to see if there are any changes that
you would like to make. I will compile your responses and meet with Rhonda
prior to final publication. I will need to hear from you no later than 1:00 p.m.
tomorrow. Again, I apologize for the short notice. They are looking at publication
of the report sometime next week.

If you have any questions, please advise.

Sincerely,
Stratton, Hogg & Maddox, PSC
A g

Daniel P. Stratton
Via email: dpstratton@setel.com
DPS/dsm
Enclosure
cc:  Mike Spears



LAW OFFICES OF

STRATTON, HOGG & MADDOX, P.S.C.
P.0. BOX 1530
PIKEVILLE, KY 41502
PHONE: (606) 437-7800
FAX: (606) 437-7569
www.shmlaw.com

DAVID C. STRATTON HENRY D. STRATTON (1925-1989)
STEPHEN L. HOGG F. BYRD HOGG (1922-1959)
DANIEL P. STRATTON H. EDWARD MADDOX{1946-2003)

January 13, 2011

Mr. Brian Lykins, CISA, CSE
State Auditor’s Office

209 St. Claire Street
Frankfort, Kentucky 40601

Re: Mountain Water District Audit

Dear Brian:

On behalf of the Mountain Water District Board (*“Board”), please be advised this
letter is our formal response to the findings and recommendations contained in
your Audit of Mountain Water District (“District”).

The goal of this response is to address the findings and recommendations
presented, and in doing do it is not our intent to either defend or criticize any
actions by the prior Board, other than to say that we believe they were dedicated
Commissioners who acted in what they believed was the best interest of District
at the time when they made the decisions they did.

Further, the Board takes no position on any actions that were taken or not taken
by Utility Management Group (*UMG") as we believe it is more appropriate for
them to address any issues raised in the audit concerning their actions.

Chapter I
Introduction and Background

The facts set forth in Chapter 1 accurately reflect the chronology of events leading
up to the contract with UMG and subsequent amendments thereto. We are not
in position to comment one way or the other as to whether or not the auditor had
authority to access UMG's records.
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January 13, 2011
Page 2

Chapter II
Findings and Recommendations

Finding 1:

“MWD Board entered into a privatization contract with insufficient
planning to determine the benefits to or the financial impact on
MWD.”

The Board relied on the recommendation of its superintendent to contract out
operations. The Board requested a RFQ/P, as was appropriate. The Board
appointed a committee to review the responses to the RFQ/P and they made a
recommendation to the Board, which was accepted. A Board can reasonably rely
on the recommendations of its management and committees in making a
business decision.

The Board does take strong exception to the implications raised that it is bound
by KRS 45A.551, being the statute for state agencies to follow in the event of
privatization. The contract with UMG is not a privatization of the District, but a
management contract. Therefore, KRS 45A.551 is not applicable. While the
analysis required under that statute may or may not have been beneficial to MWD,
because it is not an applicable statute, there was no basis for considering it.

Recommendation 1:

We agree that any significant contracts should be properly evaluated for the
benefits that they will provide to MWD and its customers.

Recommendation 2:

We agree that there should be a complete and thorough analysis of the financial
benefit to the District prior to the finalization of a management contract.

Recommendation 3:
We do not concur with the recommendation that MWD follow the “best

practices”required in the statute for privatization of public services for the reasons
set forth above.
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STRATTON, HOGG & MADDOX, P.S.C.

January 13, 2011
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Finding 2:

“The costs to operate MWD services are unknown due to the lack of
financial information provided by the vendor.”

While the detail costs to operate the District are not known by the Board, the
Board, based on its prior experience and financial records, had a reasonable
understanding of what the basic costs were to operate the District. The Board
acknowledges that this information would be less reliable over time. Accordingly,
prior to the Audit, the Board has provided in its new contract with UMG that the
District would be provided monthly and year to date analysis of the costs UMG
incurs to operate the district.

The District further provided in its new contract with UMG that prior to any
application for a rate increase to the Public Service Commission that UMG would
provide all necessary information for such application. The contract also provides
that the District would have the opportunity to verify the same during the course
of a rate study or an application to the PSC for a rate increase. The District
recognizes, and UMG has acknowledged, that prior to any rate increase that the
cost information required by the PSC would have to be complied and verified in
order to have a successful application.

Recommendation 1:

We agree that the Board should have access to its costs information and that has
been provided for in the new contract.

Recommendation 2:

We respectfully disagree with the recommendation that the Board consider a
management fee structure, which provides for an agreed profit margin. While it
is a valid option to consider, it doesn't provide the contractor an incentive to
control costs, as it turns into a costs plus contract.

In the alternative, the Board has selected a structure that guarantees the District
sufficient margin to meet its obligations, and then pays a fixed fee to UMG. Any
increase (or decrease) in UMG’s fee will be based on future District revenue.
Future revenue will be shared on a percentage split (70/30 UMG/MWD). This
protects the District from any fee increase in excess of our revenue. There are
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January 13, 2011
Page 4

some exceptions to this payment structure such as, a change in scope for the
contract and natural disaster. This plan insures the District a margin upon
which it needs to operate and provides an incentive to UMG to grow revenues and
increase efficiencies.

Finding 3:

“Initial contract for management services had a detrimental immpact
on MWD and the Board failed to act in a timely manner to address
the issue.”

The original contract provided that UMG’s fees would be increased based on an
increase in the customer base. The rationale being that additional customers
would increase their costs of operations and that they should reasonably be
compensated for that growth in the customer base. As has been explained from
the beginning, between July 2005 and April 2009 the District added 3,376 new
customers, of which 2,376 were “LMI” customers (lower in moderate income.) The
new customer fee paid UMG for each account was $23.50, base average cost of
an account. The District’s expenses grew substantially faster than its revenue,
because the average “LMI” revenue was only $18.06, being the minimum fee. This
led to the financial issues experienced by the District. It was not reasonable to
foresee that we would have this amount of growth in LMI customers and that most
of them would be paying the minimum fee which would not cover the cost of
servicing the account.

The Board’s first meaningful opportunity to act on this issue was three (3) years
into the contract when it had the option of cancellation. Until that option became
a reality, the ability to effectively negotiate any changes in the contract were
deminimus. After the Board did its review of the contract at the end of the three
year period, it did elect to renegotiate the contract and upon failing to successfully
do so, it terminated the contract. Subsequently UMG came back to the table with
a counter-proposal that both sides could accept, so the contract was amended.

The audit correctly finds that the District did not require UMG to provide an
audited financial statement to verify its financial stability. While this would be
nice to have, UMG, as a private company, has elected not to have an independent
audit. An audit in and of itself offers no security to the District. The true
protection for the District is provided in UMG’s surety bond which is paid to the
District if UMG fails to perform under the contract.
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The finding that the management contract lacked clear requirements for many
administrative duties resulting in potential conflicts between the interest of MWD
and UMG, it is not totally correct. The contract provides that UMG was to operate
the District as it had been operated before, assuming all duties of prior
management. It is impossible to list everything, as it is easy to leave out
important matters. By having a general all inclusive provision then everything is
covered. During the term of the first contract, issues arose concerning potential
conflicts between the District and UMG. These have been sorted out over time
and resolved amicably. It would have been impossible to have anticipated all of
such events and these are things that have to be simply worked out over the
course of time as they arise. Prior to receipt of this report, the Board had agreed
that it was in the best interest of the District to hire an administrator and the
Board is developing a job description to that end. Further, we have amended the
contract to require UMG’s employees to follow all internal controls and policies
established by the District and to certify their compliance with the same to the
Board at each monthly meeting.

Recommendation 1:

We agree to closely examine all future contracts for compliance with the District’s
needs.

Recommendation 2:

We respectfully disagree to the recommendation of avoiding automatic fee
increases to the extent that it is intended to limit what the District has proposed
in its new contract. If we had to renegotiate the fee each year then we are in effect
living in a year by year contract. We believe the new structure of shared revenue
over a base line protects the best interest of the District.

Recommendation 3:

We agree that the contract terms should be clear, concise and well defined and
have tried to do that in the new agreement.
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Recommendation 4:

We agree with the recommendation that the Board should take a more proactive
approach to overseeing the operations and management of the District and that
the Board should have an administrator working at the direction of the Board and
have taken steps in that direction.

Recommendation S:

We agree with the recommendation to create a finance committee, which is being
developed. In addition, the Board is considering the development of an operations
committee to oversee operations and new construction.

Recommendation 6:

We agree with the recommendation that we require annual financial audit of UMG,
but they have declined to do the same. However, we have provided that the costs
be provided to us and that those costs could be verified if there is need to apply
to the PSC for a rate increase. UMG has posted a surety bond of One Million
Dollars in the new contract, which we believe provides more protection than the
audit in and of itself.

Recommendation 7:

We agree that the contractor should follow all internal control policies established
by the District. This has not been an issue, but a provision on this issue has been

placed in the new contract.
Finding 4:

“Irregularities were identified in the initial MWD contract for
operations, management and maintenance and the establishment of
the contract bid process was not followed.”

The Board is not in position to agree or disagree with the findings set forth in this
section, other than to state that they believe the then Board acted in what the
believed was the best interest of the District.
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Recommendation 1:

We agree to review and ensure its understanding of any future RFQ/P before
voting to approve advertisement of such.

Recommendation 2:

We agree there should be a conflict of interest policy requiring statements from
Board Members and contractors. This policy was developed over a year ago.

Recommendation 3 and 4:

We agree to grade future RFQ/P, consistent with the criteria stated therein. We
agree that any analysis of bid proposals should be adequately supported by proper
documentation.

Finding 5:

“UMG received payments for services not specified in the contract
with MWD without approval by the MWD Board.”

The issues raised concerning payments to District’s CPA and UMG were not
known to the Board at that time and it was impossible for the Board to know that
there was an issue concerning these invoices. Itis clear, however, that there was
no dispute as to the total amount due and that the Board paid the obligation due
and did not pay any more than it should have done under the arrangement.

As to the Elkhorn City Wholesale Contract, while the records do not reflect that
compensation for the same was approved, it's the understanding of the Board that
there would be additional compensation paid to UMG.

Recommendation 1:
We agree the Board, should carefully examine bills before approving them.

Creation of a finance committee to review bills in detail prior to the meeting will
assist in that process.
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Recommendation 2:

We agree MWD should have an administrator. The Board is currently developing
a job description.

Recommendation 3:

We agree the Elkhorn City water issue should be addressed, and under the new
contract, UMG will be paid one base fee which will include services to Elkhorn

City.
Finding 6:

“Procurement requirements appear to have been circumvented
resulting in $171,000 for services provided with no contract.”

While the Board does not dispute the findings made herein, it notes that there is
no finding that any Board Member knew of or condoned the actions by the then
superintendent concerning these events. The Board agrees such actions are
improper.

Recommendation 1:

We agree the procurement process should be fully documented. Prior to the
Audit, the procurement policy was fully documented and set out in our procedures
manual. The Board is also setting up a committee to oversee operations and
construction projects which will provide additional oversight to this process, along
with the addition of an administrator to help oversee issues such as this.

Recommendation 2 & 3:

We agree that all contract over $20,000 should be competitively bid, and such
agreements based on objective criteria, such as price and qualifications.

Finding 7:

“MWD had not adopted a method to adequately track construction
project payments.”
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The Board believes it can rely on the representations and reports of its engineers.
While the Board did not review engineering reports and spread sheets on every
project, it did receive verbal reports at the Board meeting from the engineers on
all projects.

Recommendation 1:

We agree the tracking of construction projects can be improved. To do so, the
Board is creating an operations construction committee that will provide a better
tracking method of projects.

Finding 8:

*MWD did not comply with Kentucky Open Meetings Law when
discussing the decision to contract out the operations of a public
entity or renegotiations of the contract.”

The minutes of the meetings speak for themselves as to what occurred at that
time. Over a year ago, the Board held a work session at which the Board was
provided educational materials concerning the Open Meetings Laws and Open
Records Laws. Since that time, there has been no issue or dispute as to the
appropriateness of any executive sessions.

Recommendation 1:

We agree that the specific exceptions contained in the Open Meeting Laws should
be stated prior to going into executive session.

Chapter III
Conclusion

In closing, on behalf of the Board, while we were disappointed in how long it took
to complete this audit, we are glad it’s finished and the District can move forward
with its business. The findings did not show any improper activity on behalf of
the Board, with the exception of the Open Meetings procedures. Reasonable
minds can differ as to whether the Board made the right decision on all the
findings presented, but that can be said about any entity, especially in hind sight.
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The Board has already, or is in the process of, adapting all but three of your
recommendations, with the exceptions being: 1) application of KRS 45A.551; 2)
the structure of the UMG contract; and 3) requiring UMG to do an Audit. The
concerns raised by these recommendations have otherwise been addressed.

Sincerely,
Stratton, Hogg & Maddox, PSC

Daniel P. Stratton

email: dpstratton@setel.com
DPS/dsm

cc: Rhonda James
John Collins
Kelsey Friend, I
Ancie Casey
Prentis Adkins
Mike Spears
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January 14, 2011

Mr. Brian Lykins, CISA, CSE
State Auditor’s Office

209 St. Claire Street
Franldort, Kentucky 40601

Re: Mountain Water District Audit
Dear Brian:

On behalf of the Mountain Water District Board (“Board”), please be advised this
letter is our formal response to the findings and recommendations contained in
your Audit of Mountain Water District {(*District”).

The goal of this response i3 to address the findings and recommendations
presented, and in doing so it is not our intent to either defend or criticize any
actions by the prior Board, other than to say that we believe they were dedicated
Commissioners who acted in what they believed was the best interest of District
at the time when they made the decisions they did.

Further, the Board takes no position on any actions that were taken or not taken
by Utlity Management Group (“UMG") as we believe it is more appropriate for
them to address any issues raised in the audit concerning their actions.

All references in this letter to the new UMG contract refers to a proposed
agreement that has been negotiated by the District representatives, but as of this
dale, has not yet been approved by the Board.

Chapter I
Introduction and Background

The facts set forth in Chapter 1 accurately reflect the chronoclogy of events leading
up to the contract with UMG and subsequent amendments thereto. We are not
in position to comment one way or the other as to whether or not the auditor had
authority to access UMG's records.
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Chapter I1
Findings and Recommendations

Finding 1:

*MWD Board entered into a privatization contract with insufficient
planning to determine the benefits to or the financial impact on
MWD.”

The Board relied on the recommendation of its superintendent to contract out
operations. The Board requested a RFQ/P, as was appropriate. The Board
appointed a committee to review the responses to the RFQ/P and they made a
recommendation to the Board, which was accepted. A Board can reasonably rely
on the recommendations of its management and committees in making a
business decision.

The Board does take strong exception to the implications raised that it is bound
by KRS 45A.551, being the statute for state agencies to follow in the event of
privatization. The contract with UMG is not a privatization of the District, but a
management contract. Therefore, KRS 45A.551 is not applicable. While the
analysis required under that statute may or may not have been beneficial to MWD,
because it is not an applicable statute, there was no basis for considering it.

Recommendation 1:

We agree that any significant contracts should be properly evaluated for the
benefits that they will provide to MWD and its customers.

Recommendation 2:

We agree that there should be a complete and thorough analysis of the financial
benefit to the District prior to the finalization of a management contract.

Recommendation 3:
We do not concur with the recommendation that MWD follow the “best

practices’required in the statute for privatization of public services for the reasons
set forth abave.
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Finding 2:

“The costs to operate MWD services are unknown due to the lack of
financial information provided by the vendor.”

While the detail costs to operate the District are not known by the Board, the
Board, based on its prior experience and financial records, had a reasonable
understanding of what the basic costs were to operate the District. The Board
acknowledges that this information would be less reliable over time. Accordingly,
prior to the Audit, the Board has provided in its new contract with UMG that the
District would be provided monthly and year to date analysis of the costs UMG
incurs to operate the district.

The District further provided in its new contract with UMG that prior to any
application for a rate increase to the Public Service Commission that UMG would
provide all necessary information for such application. The contractalso provides
that the District would have the opportunity to verify the same during the course
of a rate study or an application to the PSC for a rate increase. The District
recognizes, and UMG has acknowledged, that prior to any rate increase that the
cost information required by the PSC would have to be compiled and verified in
order to have a successful application.

Recommendation 1:

We agree that the Board should have access to its costs information and that has
been provided for in the new contract.

Recommendation 2:

We respectfully disagree with the recommendation that the Board consider a
management {ee structure, which provides for an agreed profit margin. While it
is a valid option to consider, it doesn’t provide the contractor an incentive to
control costs, as it turns into a costs plus contract.

[n the alternative, the Board has selected a structure that guarantees the District
sufficient margin to meet its obligations, and then pays a fixed fee to UMG. Any
increase (or decrease) in UMG’s fee will be based on future District revenue.
Future revenue will be shared on a percentage split (70/30 UMG/MWD). This
protects the District from any fee increase in excess of our revenue. There are
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some exceptions to this payment structure such as, a change in scope for the
contract and natural disaster. This plan insures the District a margin upon
which it needs to operate and provides an incentive to UMG to grow revenues and
increase efficiencies.

Finding 3:

“Initial contract for management services had a detrimental impact
on MWD and the Board failed to act in a timely manner to address
the issue.”

The original contract provided that UMG’s fees would be increased based on an
increase in the customer base. The rationale being that additional customers
would increase their costs of operations and that they should reasonably be
compensated for that growth in the customer base. As has been explained from
the beginning, between July 2005 and April 2009 the District added 3,376 new
customers, of which 2,376 were “LMI” customers (lower in moderate income.) The
new customer fee paid UMG for cach account was $23.50, base average cost of
an account. The District’s expenses grew substantially faster than its revenue,
because the average monthly “LMI” revenue was only $18.06, being the minimum
fee, verses an average payment of $28.00 by other customers. This led to the
financial issues experienced by the District. It was notreasonable to foresee that
we would have this amount of growth in LMI customers and that-most of them
would be paying the minimum fee which would not cover the cost of servicing the
account.

The Board'’s first meaningful opportunity to act on this issue was three (3) years
into the contract when it had the option of cancellation. Until that option became
a reality, the ability to effectively negotiate any changes in the contract were
deminimus. After the Board did its review of the contract at the end of the three
year period, it did elect to renegotiate the contract and upon failing to successfully
do so, it terminated the contract. Subsequently UMG came back to the table with
a counter-proposal that both sides could accept, so the contract was amended.

The audit correctly finds that the District did not require UMG to provide an
audited financial statement to verify its financial stability. While this would be
nice to have, UMG, as a private company, has elected not to have an independent
audit. An audit in and of itself offers no security to the District. The true
protection for the District is provided in UMG’s surety bond which is paid to the
District if UMG fails to perform under the contract.
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The finding that the management contract lacked clear requirements for many
administrative duties resulting in potential conflicts between the interest of MWD
and UMG, itis not totally correct. The contract provides that UMG was to operate
the District as it had been opcrated before, assuming all duties of prior
management. It is impossible to list everything, as it is easy to leave out
important matters. By having a general all inclusive provision then everything is
covered. During the term of the first contract, issues arose concerning potential
conllicts between the District and UMG. These have been sorted out over time
and resolved amicably. It would have been impossible to have anticipated all of
such events and thesc are things that have to be simply worked out over the
course of time as they arise. Prior to receipt of this report, the Board had agreed
that it was in the best interest of the District to hire an administrator and the
Board is developing a job deseription to that end. Further, we have amended the
contract to require UMG’s employees to follow all internal controls and policies
established by the District and to certify their compliance with the same to the
Board at each monthly meeting.

Recommendation 1:

We agree to closely examine all future contracts for compliance with the District’s
needs.

Recommendation 2:

We respectiully disagree to the recommendation of avoiding automatic fee
increases to the extent that it is intended to limit what the District has proposed
in its new contract. If we had to renegotiate the fee each year then we are in effect
living in a year by year contract. We believe the new structure of shared revenue
over a base line protects the best interest of the District.

Recommendation 3:

We agree that the contract terms should be clear, concise and well defined and
have tried to do that in the new agreement.
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Recommendation 4:

We agree with the recommendation that the Board should take a more proactive
approach to overseeing the operations and management of the District and that
the Board should have an administrator working at the direction of the Board and
have taken steps in that direction.

Recommendation §:

We agree with the recommendation to create a finance committee, which is being
developed. In addition, the Board is considering the development of an operations
committee to oversee operations and new construction.

Recommendation 6:

We understand the recommendation to require an audit of UMG, but we believe
the surety bond in the new contract provides actual financial protection to the
District, while the audit does not.

Recommendation 7;

We agree that the contractor should follow all internal control policies established
by the District. This has not been an issue, but a provision on this issue has been
placed in the new contract.

Finding 4:
“Irregularities were identified in the initial MWD contract for
operations, management and maintenance and the establishment of
the contract bid process was not followed.”

The Board is not in position to agree or disagree with the findings set forth in this

section, other than to state that they believe the then Board acted in what the
believed was the best interest of the District.

Page 47



O

STRATTON, HOGG & MADDOX, P.S.C.

January 14, 2011
Page 7

Recommendation 1:

We agree to review and ensure its understanding of any future RFQ/P before
voting to approve advertisement of such.

Recommendation 2:

We agree there should be a conflict of interest policy requiring statements from
Board Members and contractors. This policy was developed over a year ago.

Recommendation 3 and 4

We agree to grade future RFQ/P, consistent with the criteria stated therein. We
agree that any analysis of bid proposals should be adequately supported by proper
documentation.

Finding 5:

*UMG received payments for services not specified in the contract
with MWD without approval by the MWD Board.”

The issues raised concerning payments to District’s CPA and UMG were not
known to the Board at that time and it was impossible for the Board to know that
there was an issue concerning these invoices. Itis clear, however, that there was
no dispute as to the total amount due and that the Board paid the obligation due
and did not pay any more than it should have done under the arrangement.

As to the Elkhorn City Wholesale Contract, while the records do not reflect that
compensation for the same was approved, it’s the understanding of the Board that
there would be additional compensation paid to UMG.

Recommendation 1:
We agree the Board should carefully examine bills before approving them.
Creation of a finance committee to review bills in detail prior to the meeting will

assist in that process. Starting about a year ago, all bills were attached to checks
to be signed.
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Recommendation 2:

We agree MWD should have an administrator. The Board is currently developing
2 job description, and we now have funding for the position.

Recommendation 3:

We agree the Elkhorn City water issue should be addressed, and under the new
contract, UMG will be paid one base fee which will include services to Elkhorn

City.
Finding 6:

“Procurement requirements appear to have been circumvented
resulting in $171,000 for services provided with no contract.”

While the Board does not dispute the findings made herein, it notes that there is
no finding that any Board Member knew of or condoned the actions by the then
superintendent concerning these events. The Board agrees such actions are
improper.

Recommendation 1:

We agree the procurement process should be fully documented. Prior to the
Audit, the procurement policy was fully documented and set out in our procedures
manual. The Board is also setting up a committee to oversee operations and
construction projects which will provide additional oversight to this process, along
with the addition of an administrator to help oversee issues such as this.
Recommendation 2 & 3:

We agree that all contract over $20,000 should be competitively bid, and such
agreements based on objective criteria, such as price and qualifications.

Finding 7:

‘MWD had not adopted a method to adequately track construction
project payments.”
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The Board believes it can rely on the representations and reports of its engineers.
While the Board did not review engineering reports and spread sheets on every
project, it did receive verbal reports at the Board meeting from the engineers on
all projects.

Recommendation 1:

We agree the tracking of construction projects can be improved. To do so, the
Board is creating an operations and construction committee that will provide a
better tracking method of projects.

Finding 8:

"MWD did not comply with Kentucky Open Meetings Law when
discussing the decision to contract out the operations of a public
entity or renegotiations of the contract.”

The minutes of the mestings speak for themselves as to what occurred at that
time. Over a year ago, the Board held a work session at which the Board was
provided educational materials concerning the Open Meetings Laws and Open
Records Laws. Since that time, there has been no issue or dispute as to the
appropriateness of any executive sessions.

Recommendation 1:

We agree that the specific exceptions contained in the Open Meeting Laws should
be stated prior to going into executive session.

Chapter III
Conclusion

In closing, on behalf of the Board, while we were disappointed in how long it took
to complete this audit, we are glad it’s finished and the District can move forward
with its business. The findings did not show any improper activity on behalf of
the Board, with the exception of the Open Meetings procedures. Reasonable
minds can differ as to whether the Board made the right decision on all the
findings presented, but that can be said about any entity, especially in hind sight.

Page 50



STRATTON, HOGG & MADDOX, P.S.C,

January 14, 2011
Page 10

The Board has already, or is in the process of, adapting all but three of your
recommendatons, with the exceptions being: 1) applicaucn of KRS 43A.551; 2)
the structure of the UMG contract; and 3} requiring UMG to do an Audit. The
concerns raised by these recommendations have otherwise been addressed.

O Sincerely,
Stratton, Hogg & Maddox, PSC
( ] Id
Ly Opuck / /Zf A By~

Daniel P. Straiton
email; dosirattony setel.com

DPS/dsm

cc:  Rhonda James
John Collins
Kelsey Friend, Il
Ancie Casey
Prentis Adkins
Mike Spears
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Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

Q76 Please reference the Company’s response to PSC 1-4, Exhibit 1, the attachment to the
December 23, 2010 letter of Hon. Daniel Stratton to Bob Myers of UMG found in the electronic record
page 256, Volume 2 of 7. Explain why UMG is submitting, as an independent contractor, items for its
break room and computer servers.

WITNESS: Meyer

RESPONSE: It is not clear to UMG which items are being referred to in this question. However, any
expense items reported by UMG in this process are considered by UMG to be reasonable and
appropriate costs associated with the continuing operation of Utility Management Group, LLC. It is not
clear to UMG which break room items are being addressed. As with virtually any other business, UMG's
computer systems are a critical part of its business operations and costs associated with them are
necessary and routine.

Q 76(a) Are other clients of UMG, other than MWD, billed for portions of the inventory at UMG
that you are aware of? If yes, provide documentation. If no, explain in full detail.

WITNESS: Mevyer

RESPONSE: If the inventory being referenced here is parts and materials associated with operation
of the system, those inventory items are kept separately at each project site and are utilized only for
that specific project.

Q 76(b) Do you know what percentage use of these items are allocated to MWD work, and
explain how this is tracked. If not tracked, please explain why not.

WITNESS: Meyer

RESPONSE: As indicated above, all parts and material inventory is stored on each project’s site and
is only used for that project.

Q 76(c) Do the employees at UMG use the capital assets purchased by Mountain Water on
other projects. If no, how is this verified? If yes, please describe how those shared costs are allocated
among the various clients of UMG.

WITNESS: Meyer

RESPONSE: No
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CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 77.  Please reference the Company's application generally. Does MWD
have the ability to remove purchases from UMG's billing invoices monthly, if
those purchases are less than $250.007 If yes, please describe the process for
questioning an expense and/or removal of inappropriately assigned capital
expenditures or purchases.

a. Has MWD ever refused to pay any portion of a UMG billing
invoice? Please explain the answer in full detail.

WITNESS : Sawyers.

RESPONSE : 77

Pursuant to Section 2.25 of the contract dated March 27, 2014, MWD does have
the ability to remove purchases for tools less than $250 from UMG's billing
invoices. The purpose of this provision is to give UMG an incentive to employees
to be responsible for tools and other items in which they are entrusted. UMG
must also replace capital assets less than $1,500. The Finance Administrator
reviews all expenses, and if an inappropriate one appears, she, or the District
Administrator, reviews it with UMG.

RESPONSE: 77(a)

Some prior bills have been disputed, which lead to the contract amendment
referenced above. Time did not permit us to identify examples.
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CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q@ 78.  Please reference the Company's application generally. Does MWD
have the ability to remove purchases from UMG's billing invoices monthly, if
those purchases are more than $250.00? If yes, please describe the process for
questioning an expense and/or removal of inappropriately assigned capital
expenditures or purchases.

a. Has MWD ever refused to pay any portion of a UMG billing
invoice? Please explain the answer in full detail.

WITNESS : Sawyers.

RESPONSE: 78

See Response No. 77.

RESPONSE : 78(a)

See Response No. 77(a).
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CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 79. Please reference the Company's application generally. Explain
MWD's position on whether or not purchases made on MWD's behalf by UMG
are exempt from sales tax, and the source of reliance on your interpretation of
the Tax Code.

a. Has MWD ever had to pay sales tax on purchases made by
UMG that would have been exempt from sales tax if
purchased directly by MWD? If yes please describe the
nature of the purchase, and the amount of sales tax paid.

i. If yes, would this not be a direct increase of expenses
that ratepayers must pay?

b. Provide in full detail the nature of the sales tax exemption
for MWD.

WITNESS : Sawyers.

RESPONSE: 79(a)

No.

RESPONSE : 79(a)(i)

Not applicable.

RESPONSE : 79(b)

As a governmental agency, we are exempt from sales tax.
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Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

Q80 Please provide a copy of the 2007 Audit completed by Griffith Delany Hilman and
Company that was distributed at the September 24, 2008 Board Meeting of MWD.

WITNESS: Sawyers

RESPONSE: Please see Exhibit 80
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INDEPENDENT AUDITORS' REPORT

July 22, 2008

The Board of Commissioners
Mountain Water District
Pikeville, Kentucky

We have audited the accompanying financial statements of the
business-type activities of Mountain Water District, as of and for the years
ended December 31, 2007 and December 31, 2006, which collectively comprise the
Mountain Water District's basic financial statements as listed in the table of
contents. These financial statements are the responsibility of Mountain Water
District's management. Our responsibility is to express opinions on these
financial statements based on our audit.

C::> We conducted our audit in accordance with auditing standards
generally accepted in the United States of BAmerica 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 opinions.

In our opinion, the financial statements referred to above present
fairly, in all material respects, the respective financial position of the
business-type activities of Mountain Water District, as of December 31, 2007
and December 31, 2006, and the respective changes in financial position and
cash flows where applicable, thereof for the years ended in conformity with
accounting principles generally accepted in the United States of America.



The Board of Commissioners
Mountain Water District
July 22, 2008

Page 2

Ci) In accordance with Government Auditing Standards, we have also
“issued our report dated July 22, 2008 on our consideration of Mountain Water
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
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 important for assessing the results of our audit.

The management's discussion and analysis on pages 3-5 1s not a
required part of the basic financial statements but 1is supplementary
information required by accounting principles generally accepted in the United
States of America. We have applied certain limited procedures, which consisted
principally of inquiries of management regarding the methods of measurement
and presentation of the required supplementary information. However, we did
not audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the
financial statements that collectively comprise the Mountain Water District's
basic financial statements. The accompanying schedule of expenditures of
federal awards is presented for purposes of additional analysis as required by
U.S. Office of Management and Budget Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations, and is also not a required part of

( Fe basic financial statements of Mountain Water District. The schedule of
xpenditures of federal awards has been subjected to the auditing procedures
applied in the audit of the basic financial statements and, in our opinion, is
fairly stated, in all material respects, in relation to the basic financial
statements and, in our opinion, are fairly stated in all material respects in
relation to the basic financial statements taken as a whole.

ek By fohe v s~

GRIFFITH, DELANEY, HILLMAN & COMPANY




MOUNTATN WATER DISTRICT
MANAGEMENT’S DISCUSSION AND ANALYSIS
ANNUATL, FINANCTAT, STATEMENTS
FOR_THE FISCAL YEAR ENDED DECEMBER 31, 2007

Our discussion and analysis of the Mountain Water District’s financial
performance provides an overview of the District’s financial activities for
the fiscal year ended December 31, 2007. Please read it in conjunction with
the accompanying basic financial statements. It is our intent that this
discussion provide all parties interested in the District’s financial
condition, especially the users of the facilities, a better understanding of
the District’s operations and financial status.

The District reports its financial statements in a required model format
issued by the Governmental Accounting Standards Board.

<:i}g§ncial Highlights

L Net assets decreased this year by $1,636, 662 from operating activities
and before capital contributions.

° The District’s total long-term debt decreased by $1,467,241 with
additional loan proceeds of $570,222 and payment on the outstanding
principal of $749,477, and assumption of debt of $1,287,986 by City
of Pikeville as part of an agreement to transfer waste water assets.

L The District was able to make the following purchases:
1. Significant water and sewer line extensions to the outlaying areas
of Pike County.
2. Assorted new equipment for treatment plant and distribution system
to facilitate daily operations.

Overview of the Financial Statements

The District’s basic financial statements include: (1) fund financial
statements, and (2) notes to the financial statements. These financial
statements present information about business-type activities, which consists
principally of the fees the District charges its users to cover all or most of
the cost of the services it provides.

)



MOUNTAIN WATER DISTRICT
MANAGEMENT’S DISCUSSION AND ANALYSIS
ANNUAY, FINANCIAL STATEMENTS
FOR THE FISCAL YEAR ENDED DECEMBER 31, 2007
CONTINUED

C:znd Financial Statements

The fund financial statements provide detailed information about the
proprietary fund. When the District charges customers for services it
provides, these services are generally reported 1in proprietary funds.
Proprietary funds are reported in the same way that all activities are reported
in the Statement of Net Assets and the Statement of Activities. In fact, the
District’s enterprise funds (a component of proprietary funds) are the same as
the business-type activities we report in the government-wide statements but
provide more detail and additional information, such as cash flows for
proprietary funds.

Notes to the financial statements

The accompanying notes to the financial statements provide information
essential to a full understanding of the fund financial statements. The notes
to the financial statements begin immediately following the basic financial
statements.

Reporting on the District _as a Whole

One of the most important questions asked about the District’s finances is, “Is
the District as a whole better off or worse off as a result of this year’s
activities?” The Statement of Fund Net Assets and the Statement of Revenues,
penses and Changes in Fund Net Assets report information about the District

¢ a whole and about its activities in a way that helps answer this question.

Our discussion begins with an analysis of overall revenues and expenses and
their treatment. An overwhelming majority of the District’s revenue is
received from charges for services.

The District’s total revenues increased from a year ago by $520,038 (5.3%)
while total cost of all programs and services (including depreciation)
increased by $361,258 (3.8%). A decrease 1in interest earnings can be
attributed to decreasing interest rates from January 1, 2007 to December 31,
2007. This trend is expected to remain approximately the same through the next
fiscal year end.

Financial Analysis of the District’s Proprietary Fund

At year-end, the District’s proprietary fund reported total net assets of
$50, 950,924, which is a increase of $1,743,856 or 3.5% from last year.

Capital Assets

As noted above, the District was able to make several capital asset purchases
through additional debt.

_As noted above, the book value of these assets transferred to City of Pikeville
s $2,608,050 and the related debt was $1,287,986 and the reduction in equity
- the form of contributions in aid was $1,452,895.



MOUNTAIN WATER DISTRICT
MANAGEMENT’S DISCUSSION AND ANALYSIS
ANNUAL FINANCIAYT, STATEMENTS
FOR THE FISCAI. YEAR ENDED DECEMBER 31, 2007
CONTINUED

(i;zbt/Advances in Comnstruction

At year-end, the District had various bond/notes payables to various lenders
with a combined remaining balance of $16,723,684 to be paid from utility
revenues.

As of December 31, 2007, the District had received advances for construction
towards projects not completed in the amount of $23,384,055. During 2007,
various construction projects were completed allowing the advances for
construction from the prior year in the amount of $6,410,558 to be transferred
to capital contributions from government grants.

Contacting the District’s Financial Management

This financial report is designed to provide our customers, creditors, and
other users with a general overview of the District's finances and to show the
District's accountability for the money it receives. If you have questions
about this report or need additional financial information, contact the
District's Treasurer, at the Mountain Water District, P. 0. Box 3157,
Pikeville, KY 41502, telephone number (606) 631-9162,.

O



MOUNTAIN WATER DISTRICT
STATEMENTS OF FUND NET ASSETS
DECEMBER 31, 2007 AND 2006

Cﬁ) ASSETS

2007 2006
CURRENT ASSETS
Petty Cash $ 320 $ 320
Cash In Bank 94,745 10,642
Customer Accounts Receivable Less
Allowance For Uncollectible
Accounts of $52,000 and
540,000, respectively 771,906 797,000
Accounts Receivable Construction
In Progress 199,866 -0-
Prepaid Expenses 304,722 284,500
TOTAL CURRENT ASSETS 1,371,559 1,092,462
RESTRICTED ASSETS
Cash-Depreciation Reserve 7,964 445,970
Cash-Construction 672,893 580,178
Cash-Customer Deposits 371,558 380,531
Cash-Operation and Maintenance
Reserve 204 102,427
Cash-Wastewater Operation and
Maintenance Reserve 17 13,859
Cash-Sinking Fund 796 4,457
Q:) TOTAL RESTRICTED CASH 1,053,432 1,527,422
Capital Assets (Net) 65,023,854 63,222,285
Construction in Progress 24,412,446 21,000,478
OTHER ASSETS
Deposits on Leased Vehicles 625 625
TOTAIL ASSETS $ 91,861,916 S 86,843,272

S

The accompanying notes are an integral part of the financial statements. 6



MOUNTAIN WATER DISTRICT

STATEMENTS OF FUND NET ASSETS

DECEMBER 31, 2007 AND 2006

"CONTINUED"
Cﬁ) LIABILITIES AND NET ASSETS
2007 2006
CURRENT LIABILITIES
Bank Overdraft S -0- $ 23,465
Accounts Payable 131,197 22,149
Accounts Payable,
Construction in Progress 17,650 92,771
Accounts Payable

Mall Charge Collection 43,832 36,907
Other Accrued Liabilities 16,764 17,114
Accrued Interest 282,956 230,821
Customer Deposits 310,854 329,831
Bonds Payable, Current 258,000 232,500

Notes Payable and Capital
Leases, Current 956,263 2,333,005
TOTAL CURRENT LIABILITIES 2,017,516 3,318,563

OTHER LIABILITIES

Bonds Payable, Long-Term 10,802,500 9,569,300

Notes Payable and Capital
Leases, Long-Term 4,706,921 6,056,119
~ Advances For Construction 23,384,055 18,692,212

- TOTAL OTHER LIABILITIES

TOTAT, LIABILITIES

NET ASSETS
Invested in Capital Assets,
Net of Related Debt
Restricted for:
Construction
Depreciation, Maintenance,
and Replacement
Customer Deposits
Unrestricted

TOTAL NET ASSETS

O

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

38,893,476

34,317,631

40,910,992

49,328,561
655,243
81,593

60,704
824,823

37,636,194

47,339,627
487,407
566,713

50,700
762,631

$ 50,950,924

$ 49,207,078

9
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MOUNTAIN WATER DISTRICT
STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN FUND ASSETS

FOR THE YEARS ENDED DECEMBER 31, 2007 AND 2006

'OPERATING REVENUE

Metered Sales-Residential
Metered Sales-Commercial
Metered Sales-Industrial

Metered Sales—Public Authorities

Metered Sales-Multi-Family
Fire Protection Revenue
Customer Late Payment Charges
Other Water Service Revenue
Service Connection Fees
Sewage Revenue

TOTAL OPERATING REVENUE

OPERATING EXPENSES

ey

Contract Service-Management
Depreciation

Bad Debt

Contract Service-Accounting
Compensation-Commissioners
Contract Service-Legal
Service Fees

Auto and Transportation
Education, Dues and Meetings
Settlement Fees

Advertising

Payroll Taxes

Building Rental

Insurance

Contract Service-Engineering
Materials And Supplies
Contract Service-General
Regulatory

TOTAL OPERATING EXPENSES

OPERATING LOSS

NON-OPERATING REVENUE (EXPENSES)

LOSS BEFORE CAPITAL CONTRIBUTIONS AND
OTHER CHANGES IN NET ASSETS

O

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

Gain On Sale Of Assets
Interest Income
Interest Expense

TOTAL NON-OPERATING
REVENUE (EXPENSES)

2007

$ 5,767,199

607,573
48,293
275,488
197,756
1,150
200,649
110,650
71,474
839,581

8,119,813

6,718,222
2,465,454

75,066
53,312
30,000
18,723
4,988
3,287
2,579
2,503
1,808
570

25

9,376,537

(1,256,724)

163,902
42,170

(586,010)

(379,938)

(1,636,662)

2006

$ 5,221,060

615,563
43,405
318,044
201,976
1,200
158,013
307,302
84,617
855,994

7,807,174

6,332,862
2,342,537

64,802
54,765
29,000
22,801
271
349
17,097
1,044
2,874
25
19,259
1,523
1,212
44,706
13,076

8,948,203

(1,141,029)

49,949
46,975

(653,086)

(556,162)

(1,697,191)

8



MOUNTAIN WATER DISTRICT
STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN FUND ASSETS
FOR THE YEARS ENDED DECEMBER 31, 2007 AND 2006
"CONTINUED"

CAPITAL CONTRIBUTIONS AND OTHER CHANGES
IN NET ASSETS
Capital Contributions from:

Government Grants 4,650,558 2,323,658
Other Sources 2,600 58,200
Customers through Tap-on Fees 180,245 104, 628
Transfer of Equity in Capital

Assets (see note 14) (1,452,895) -

TOTAL CAPITAL CONTRIBUTIONS AND
OTHER CHANGES IN NET ASSETS 3,380,508 2,486,486
CHANGE IN NET ASSETS 1,743,846 789,295
NET ASSETS, BEGINNING OF YEAR 49,207,078 48,417,783
NET ASSETS, END OF YEAR $50,950,924 $49,207,078

O

The accompanying notes are an integral part of the financial statements. 9



MOUNTAIN WATER DISTRICT

STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED DECEMBER 31, 2007 AND 2006

(fflSH FLOWS FROM OPERATING ACTIVITIES
Receipts from Customers
Payments to Suppliers
Payments to Employees

NET CASH PROVIDED BY OPERATING ACTIVITIES

CASH FLOWS FROM NON-CAPITAL FINANCING
ACTIVITIES

(Decrease) Increase In Customer Deposits

CASH FLOWS FROM CAPITAL AND RELATED
FINANCING ACTIVITIES
Proceeds From Tap-On Fees

Contributions in Aid of Construction

Increase in Advances for Construction
Purchases of Utility Plant in Service
(Decrease) in Construction in Progress

Principal Payments

Interest Payments

Proceeds of Bank Loan

Proceeds from sale of vehicles

Gain from Sale of Utility Plant Assets

(C "iT_CASH USED BY CAPITAL AND RELATED
" FINANCING ACTIVITIES

CASH FLOWS FROM INVESTING ACTIVITIES
Interest Income

NET DECREASE IN CASH

CASH, BEGINNING OF YEAR

CASH, END OF YEAR

W,

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

2007 2006

$ 8,094,719 $ 7,689,884
(7,033,943) (6,414,580)
(30,000) (29,000)
1,030,776 1,246,304
(18,977) 32,692
180,245 104, 628
4,653,158 2,381,858
4,691,843 5,265,862
(231,215) (132,173)
(9,915,926) (7,492,693)
(749,477) (2,039,372)
(533,875) (657,169)
430,312 1,024,912
31,079 -0-
-0- 49,949
(1,443,856) (1,494,198)
42,170 46,975
(389,887) (168,227)
1,538,384 1,706,611
S 1,148,497 $ 1,538,384

10



MOUNTAIN WATER DISTRICT

STATEMENT OF CASH FLOWS
PROPRIETARY FUND

FOR THE YEARS ENDED DECEMBER 31,

2007 AND 2006

(ﬁ) (CONTINUED)
2007 2006
RECONCILIATION OF OPERATING LOSS
TO NET CASH PROVIDED BY
OPERATING ACTIVITIES
Operating Loss $(1,256,724) $(1,141,029)
Adjustments to Reconcile Operating
Loss to Net Cash Provided by Operating
Activities
Depreciation 2,465,454 2,342,537
Decrease In Provision For
Uncollectible Accounts 12,000 (1,000)
Decrease (Increase) In:
Customer Accounts Receivable 13,094 118,290
Accounts Receivable Construction
In Progress (199,8606) -0-
Inventory -0- 131,190
Prepaid Expenses (20,222) (265,201)
Increase (Decrease) In:
Bank Overdraft (23,465) 23,465
Accounts Payable:
Trade 109,048 (10,669)
Construction in Progress (75,121) 18,205
Mall Charge Collection 6,925 21,529
- Other Accrued Liabilities (347) 8,987
C;%T CASH PROVIDED BY OPERATING ACTIVITIES $ 1,030,776 $ 1,246,304
NON-CASH CAPITAL AND RELATED FINANCING
ACTIVITIES
Net Book value of assets transferred to
City of Pikeville. $ 2,608,052 S -0-
Debt assumed by City of Pikeville that
relates to assets transferred. $ 1,287,986 $ -0-
Equity in form of contributions in aid
of construction that relates to assets
Transferred to City of Pikeville. S 1,452,895 S -0-
During the period the Company purchased
vehicles in exchange for long-term debt. S 139,910 $ 214,550
During the period the Company completed
certain construction projects that were
transferred to capital assets. $ 6,503,957 S 4,462,521

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

11



MOUNTAIN WATER DISTRICT
NOTES TO THE FINANCIAIL STATEMENTS
FOR THE YEARS ENDED DECEMBER 31, 2007 AND 2006

(-) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

O

The accounting policies of Mountain Water District ("the District") conform
to generally accepted accounting principles as applicable to government
units. The Governmental Accounting Standards Board (GASB) is the accepted
standard-setting body for establishing governmental accounting and
financial reporting principles.

The following is a summary of the more significant policies:

A. Organization
Mountain Water District is a political subdivision of the Pike County

Fiscal Court, organized under Chapter 74 of the Kentucky Revised
Statues. It was formed from a merger of four existing water
districts-Marrowbone Water District, Shelby Valley Water District,
Pond Creek Water District, and John’s Creek Water District - on June
30, 1986, and at that time assumed all assets and liabilities of the
existing water districts.

The territorial limits of Mountain Water District, set by the Pike
County Judge/Executive on January 20, 1987, are all of Pike County
except: (1) the territory of that portion of the Sandy Valley Water
District located in Pike County, (2) the water service area of the
City of Pikeville, and (3) special financing relationships.

B. Reporting Entity
The District is the basic level of government which has financial

accountability and control over all activities related to the
District. The District is not included in any other governmental
"reporting entity" as defined by the GASB pronouncement. The Board of
Commissioners have decision making authority, the power to designate
management, the ability to influence operations, and the primary
accountability for fiscal matters. There are no component units as
defined in GASB Statement 14 which are included in the District's
reporting entity.

C. Basis of Presentation - Fund Accounting
The accounts of the District are organized on the basis of funds each

of which is considered a separate accounting entity. The operations
of each fund are accounted for with a separate set of self-balancing
accounts that comprise its assets, liabilities, fund equity, revenues,
and expenditures, or expenses, as appropriate.

Proprietary Funds/Enterprise Funds

Enterprise funds are used to account for operations (a) that are
financed and operated in a manner similar to private business
enterprises - where the intent of the governing body is that the costs
(expenses, including depreciation) of providing goods or services to
the general public on a continuing basis be financed or recovered
primarily through user charges; or (b) where the governing body has
decided that periodic determination of revenues earned, expenses
incurred, and/or net income is appropriate for accountability, capital
maintenance, public policy, management control, or other purposes.

12



MOUNTAIN WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006
“CONTINUED"”

(F\ SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

D. Basis of Accounting
All proprietary funds are accounted for using the accrual basis of
accounting. Revenues are recognized when earned, and expenses are
recognized when obligations are incurred.

E. Encumbrance Accounting
The District does not use encumbrance accounting. Since effective

budgetary control and accountability and cash planning and control can
be facilitated without encumbrance accounting, this is not considered
a significant departure from generally accepted accounting principles.
There were no unperformed contracts in process at year end which
otherwise might have resulted in the need to encumber estimated
expenditures.

F. Customer Accounts Receivable
Customer accounts receivable are stated at face value, less allowance
for uncollectible accounts. Changes in the allowance are charged to
operating expense.

G. Capital Assets
Capital assets, which included property, plant and equipment, are
reported in the fund financial statements at historical cost.

. Depreciation is recorded as an allocated expense in the Statement of
{i> Revenues, Expenses and Changes in Fund Net Assets with accumulated
depreciation reflected in the Statement of Fund Net Assets.
Depreciation is computed using the straight-line method over the
estimated useful lives of the related assets. Estimated useful lives
range from 3 to 40 years.

Capital additions, improvements and major renewals are capitalized,
whereas maintenance, repairs and minor renewals are charged to
expenses when they are incurred. In the case of disposals, the assets
and related reserves are removed from the accounts and the net amount
less any proceeds from disposals, is charged or credited to revenues.

H. Cash and Cash Equivalents
For purposes of the statement of cash flows, the District considers
all highly liquid investments (including restricted assets) with a
maturity of three months or 1less when purchased to be cash
equivalents.

I. Bad Debts
Bad debts are recognized using the reserve method of accounting for
uncollectible accounts.

J. Inventory
Inventory is valued at lower of cost or market on a First-In, First-
Out basis.

13



MOUNTAIN WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006
"CONTINUED"

(’*F SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

K. Use Of Estimates

The preparation of financial statements in conformity with accounting
principles generally accepted in the U.S. requires management to make
estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at
the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results
could differ from those estimates.

L. Investment Policy
The District's policy is to invest available funds in the following:

1.

2.

> W

10.

Obligations of the U.S. and of its agencies and
instrumentalities.
Obligations and contract for future delivery or purchases of
obligations backed by the full faith and credit of the U.S. or
a U.S. Government agency, including but not limited to:

a) United States Treasury

b) Export-Import Bank of the United States

c) USDA-Rural Development

d) Government National Mortgage Corporation, and

e) Merchant Marine bonds
Obligations of any corporation of the U.S. Government
Certificate of deposit issued by or other interest bearing
accounts of any bank or savings and loan institution which
are issued by the Federal Deposit Insurance Corporation or
similar entity of which are <collateralized, to the extent
uninsured, by any obligation permitted by section 41.240(4)
of the Kentucky revised statutes.
Uncollateralized certificates of deposit issued by any bank or
savings and loan institution rated in one of the three highest
categories by a nationally recognized rating agency.
Bankers’ Acceptances for banks rated in one of three highest
categories by a nationally recognized rating agency.
Commercial paper rated in the highest categories by a
nationally recognized rating agency.
Bonds or certified of indebtedness of the Commonwealth of
Kentucky and of its agencies or instrumentalities.
Securities issued by a state or local Government, or any
instrumentality or agency thereof, in the U.S., and rated in
one of the three highest categories by a nationally recognized
rating agency.
Shares of mutual funds, which contain certain characteristics.

Limitations on investments transactions are limited in amount in one
category to 20% of the total funds invested and no investment shall be
purchased on a margin basis.

The District is currently invested only in interest bearing accounts
of local federally insured financial institutions, including interest
bearing checking accounts and certificates.

14



MOUNTAIN WATER DISTRICT
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006
"CONTINUED"

(ﬁlL SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

O

M, Leave Policy-Vacation
Prior to July 3, 2005, the District allowed full-time employees to

accrue vacation leave as follows: (a) five (5) days during the first
year of employment; (b) ten (10) days per year during the next four
years of employment; (c) fifteen (15) days per year after five (5)
years of employment; and, upon termination, the employee was paid for
accrued vacation leave up to the employee's earned vacation leave for
a two-year period.

On July 3, 2005, the District entered into a management service
agreement with a company to manage all daily operations for the
District. Under this agreement, all employees are employed by the
management service company.

N, Leave Policy-Sick Leave
Prior to July 3, 2005, the District's policy permitted hourly

employees to accumulate one (1) sick day per month. Employees were
paid one half of unused sick days upon termination of employment.

On July 3, 2005, the District entered into a management service
agreement with a company to manage all daily operations for the
District. Under this agreement, all employees are employed by the
management service company.

O. Advertising Costs

The Company expenses advertising costs as incurred. Total advertising
costs charged to expense for the years ended December 31, 2007 and
2006 are $1,808 and $1,044 respectively.

P. Equity Classifications

In the fund financial statements, equity is classified as net assets
and displayed in three components:

Invested in capital assets, net of related debt - Consists of
capital assets including restricted capital assets, net of
accumulated depreciation and reduced by the outstanding balance
of any bonds, mortgages, notes, or other borrowings that are
attributable to the acquisition, construction, or improvement of
those assets.

Restricted net assets - Consists of net assets with constraints
place on the use either by (1) external groups such as creditors,
grantors, contributors, or laws or regulations of other
governments; or (2) law through constitutional provisions or
enabling legislation.

Unrestricted net assets - All other net assets that do not meet
the definition of “restricted” or “invested in capital assets, net
of related debt”.

15



DIVUNTALN WALKK DISTRLOL
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006

"CONTINUED"
2. EMPLOYEE RETIREMENT SYSTEM
(ﬁw On July 3, 2005, the District entered into a management service
) agreement with a company to manage all daily operations for the
District. Under this agreement, all employees are employed by the

management service company.

3. FIXED ASSETS

The following is a summary of changes in fixed assets:

Balance Balance

January 1 December 31
Description 2007 Additions Dispositions 2007
Supply & Pumping $ 3,206,373 § - 3 - $ 3,206,373
Water Treatment Equipment 5,606,923 - - 5,606,923
Transmission & Distribution 64,450,113 6,724,411 - 71,174,524
General Plant 4,329,138 139,910 216,318 4,252,730
Land and Land Rights 516,208 - - 516,208
Sewer Utility Plant 8,391,003 - 3,174,936 5,216,067
Sewer General Plant 127,784 10,761 — 138,545
Totals 86,627,542 $6,875,082 $ 3,391,254 90,111,370
Accumulated Depreciation (23,405,257) (25,087,516)
Net Utility Plant 563,222,285 $65,023,854

<:> Depreciation expense was $2,465,454 and $2,342,537 for the years ended
December 31, 2007 and 2006, respectively.

4. CONSTRUCTION IN PROGRESS

Mountain Water District has overseen several construction projects. As of
December 31, 2007, the following projects were in progress:

Water Projects

Ferrell Creek $ 1,225,972
Groundwater Studies 34,000
Various In-House Projects 3,875,455
Sewer Proijects
Phelps/Buskirk 8,762,892
Shelby Valley 7,094,916
Henry Clay 7,599
Calloway Sewer 652,785
Cowpen Sewer 1,959,679
Various In-House Projects 799,148
Total Construction in Proqgress $24,412,446
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NOTES TO FINANCIAT, STATEMENTS
DECEMBER 31, 2007 AND 2006
"CONTINUED"

(‘3 RESTRICTED ASSETS AND RESERVED NET ASSETS (CONTINUED)

8.

The District is required by debt covenants to pay into and maintain a
Depreciation Reserve Fund, a Repair and Maintenance Fund and Operation and
Maintenance Fund. These amounts may be used for extraordinary maintenance
expenses related to the project or for costs of replacing worn of obsolete
portions or the project. If amounts are withdrawn from said funds, the
District must make required periodic deposits until the required balance is
reinstated.

Maximum Required Actual
Required Balance at Balance at

Balance 12/31/07 12/31/07
Depreciation Reserve S 735,000 S 478,500 3 7,964
Repairs and Maintenance Fund 847,418 504,654 17
Total $ 1,131,174 S 8,185

The Repair and Maintenance Fund required by Kentucky Infrastructure
Authority (KIA) loan agreements is underfunded by $504,637. This deficiency
resulted from not making scheduled deposits to the reserve and from
transfers to the operating account to make loan payments on several debt
obligations. Such disbursements do not meet the criteria for appropriate
withdrawals indicated by the KIA loan agreements.

The Depreciation Reserve Fund required by USDA - Rural Development (RD) loan
agreements is underfunded by $470,536. This deficiency resulted from not
making scheduled deposits to the reserve and from transfers to the operating
account to make loan payments on several debt obligations. Such
disbursements do not meet the criteria for appropriate withdrawals indicated
by the RD loan agreements.

BONDS PAYABLE

Shelby Waste Water Project Bond

The 4.125% sewer system revenue bonds issued July
22, 2005 in the original amount of $740,000 are
payable to USDA-Rural Development to the vyear
2045. The bonds are secured by a statutory
mortgage lien on the utility plant in service and
a pledge of all water revenues from the system

$ 732,500 $ 740,000

Consolidation Bond

The 4.5% revenue bonds issued January 12, 1999 in

the original amount of $2,540,000 are payable to

USDA-Rural Development to the year 2039. The

bonds are secured by a statutory mortgage lien on

the utility plant in service and a pledge of all

water revenues from the system.

2,317,000 2,349,500
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DECEMBER 31, 2007 AND 2006
"CONTINUED"

CTD_BONDS PAYABLE (CONTINUED)

O

4

Mossy Bottom Project

The 4.5% revenue bonds issued 1998 in the original
amount of $176,000 are payable to USDA-Rural
Development to the year 2035. The bonds are
secured by a statutory mortgage 1lien on the
utility plant in service and a pledge of all water
revenues from the system.

Elkhorn Creek Water Project
The 4.5% revenue bonds issued August 1995 in the

original amount of $1,344,000 are payable to USDA-
Rural Development to the year 2035. The bonds are
secured by a statutory mortgage 1lien on the
utility plant in service and a pledge of all water
revenues from the system.

Indian Creek Project
The 4.5% revenue bonds issued June 1994 in the

original amount of $662,000 are payable to USDA-
Rural Development to the year 2032. The bonds are
secured by a secondary statutory mortgage lien on
the utility plant service and a pledge of all
water revenues from the system.

Series B-Shelby Valley
The 5% revenue bonds issued June 20, 1990 in the

original amount of $500,000 are payable to the
USDA-Rural Development in semi-annual installments
to the year 2021. The bonds are secured by a
statutory mortgage lien on the Shelby Valley
utility plant in service and a pledge of all water
revenued from Shelby Valley customers. These
bonds were issued to refund the Shelby Valley
Water District Bonds.

Phelps Waste Water Project Bond

The 4.5% sewer system revenue bonds issued October
23, 2003 in the original amount of $426,000 are
payable to USDA-Rural Development to the vyear
2043. The bonds are secured by a statutory
mortgage lien on the utility plant in service and
a pledge of all water revenues from the system.

1,164,000

551,000

315,000

417,000

161,300

1,184,000

562,000

331,000

421,500
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MOUNTAIN WATER DISTRICT
NOTES TO FINANCIAIL, STATEMENTS
DECEMBER 31, 2007 AND 2006
"CONTINUED"

(T“}_BONDS PAYABLE (CONTINUED)

Grapevine Water Project
The 5% revenue bonds issued March 18, 1988 in the
original amount of $500,000 for the Grapevine
Water Project are payable to USDA-Rural
Development in semi-annual installments to the
year 2027. The bonds are secured by a secondary
statutory mortgage lien on the utility plant in
service and a secondary pledge of all water
revenues from the system.

368,000 379,000
Waterworks Revenue Bonds
The 4.5% sewer system revenue bonds issued March
19, 2004 in the original amount of $1,760,000 are
payable to USDA-Rural Development to the year
2020. The bonds are secured by a statutory
mortgage lien on the utility plant in service and
a pledge of all water revenues from the system.

1,587,000 1,675,500
Dorton Water Project
The 5% revenue bonds issued February 1992, in the
original amount of $1,488,000 are payable to USDA-
Rural Development to the year 2030. The bonds are
secured by a secondary statutory mortgage lien on
the utility plant in service and a pledge of all
(:) water revenues from the system.
1,193,000 1,220,000
Fedscreek Project
The 3.5% revenue bonds issued July 2002 in the
original amount of $800,000 are payable to USDA-
Rural Development to the year 2035. The bonds are
secured by a secondary statutory mortgage lien on
the utility plant in service and a pledge of all
water revenues from the system.

766,000 778,000
Johns Creek
The 4.125% revenue bonds issued November 2005 in
the original amount of $1,650,000 are payable to
USDA-~-Rural Development to the year 2027. The
bonds are secured by a secondary statutory
mortgage lien on the utility plant in service and
a pledge of all water revenues from the system.
1,650,000 -0-
Total bonds 11,060,500 9,801,800
Less current portion 258,000 232,500
Long term bonds payable $10,802,500 $ 9,569,300
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NOTES TO FINANCIAT, STATEMENTS

DECEMBER 31, 2007 AND 2006
"CONTINUED"

C“\_BONDS PAYABLE (CONTINUED)

9.

Maturities of these long-term bonds are as follows:

O

Principal Interest
2009 $ 268,500 $ 471, 315
2010 283,500 459,117
2011 293,500 446,290
2012 310,500 432,949
2013-2017 1,767,500 1,941,198
2018-2022 1,838,000 1,516,148
2023-2027 1,598,500 1,154,521
2028-2032 1,653,500 776,220
2033-2037 1,398,000 435,418
2038-2042 1,041,000 165,015
2043-2045 350,000 19,573
$10,802,500 S 7,817,764

NOTES PAYABLE AND CAPITAL LEASES
2007

Kentucky Infrastructure Authority-Mountaintop Bakery

The 3.3% note issued February 1992 in the original
amount of $186,711], payable in semi-annual
installments of $6,413, with payments through the
year 2023, secured by water revenues from the
system.

$

Kentucky Infrastructure Authority-Multi-Area

The 2.9% note issued June 1994 in the original
amount of $5,165,093, payable in semi-annual
installments of $129,479, with payments through
the year 2023, secured by water revenues from the
system.

Kentucky Infrastructure Authority-Indian Creek
The 3.0% note issued June 1994 in the original
amount of $337,760, payable in semi-annual
installments of $8,577, with payments through the
year 2023, secured by water revenues from the
system.

Kentucky Infrastructure Authority-Mossy Bottom

The 1.3% note issued June 1994 in the original
amount of $444,167, payable 1in semi-annual
installments of $12,646, with payments through the
year 2018, secured by water revenues from the
system.

Kentucky Infrastructure Authority-F01-07

The 1.8% note issued January 2002 in the original
amount of $1,197,072, payable in semi-annual of
$35,769, with payments through the year 2024,
secured by water revenues from the system.

53,233

3,376,775

221,961

1,043,684

$ 58,679

3,456,141

227,131

292,054

1,069,824
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NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007 AND 2006
"CONTINUED"

Q(HSNOTES PAYABLE AND CAPITAL LEASES (CONTINUED)

S

Kentucky Infrastructure Authority-A00-003

The 1.8% note issued June 2002 in the original
amount of $1,116,574, payable in semi-annual
installments of $33,370, with payments through the
year 2022, secured by water revenues from the
system.

Kentucky Infrastructure Authority-A03-06

The 1.0% note issued June 2004 in the original
amount of $226,776, payable 1in semi-annual
installments of $6,846, with payments through the
year 2023, secured by water revenues from the
system.

Community Trust Bank
A purchase agreement, original balance $19,779 at

5.69% interest; secured by a vehicle; payments are
$380 for 60 months, maturing December 2009.

Community Trust Bank
A purchase agreement, original balance $19,327 at

5.76% interest; secured by a vehicle; payments are
$370 for 60 months, maturing December 2009.

Community Trust Bank
A line of credit in the amount of $900,000; at

7.5% interest, secured by an assignment of Coal
Severance Tax Allocation.

Community Trust Bank
A lease-purchase agreement, original balance

$12,640 at 7.33% interest, secured by vehicle;
payments are $479 for 36 months, maturing July
2010.

Kentucky Rural Water Finance Corporation -
Interim Financing
This note represents the authorized aggregate

principal amount of $1,650,000 for the purpose of
obtaining funds to finance on a interim basis the
cost of construction of extensions, additions and
improvements to the existing water system. The
United States of BAmerica, acting through Rural
Development has agreed to purchase the Bonds.

Community Trust Bank
A lease-purchase agreement, original balance

$17,841 at 5.250% interest; secured by vehicle;
payments are $414 for 48 months, maturing August
20009.

= 873,921
163,572 167,839
8,933 12,856
8,715 12,550
299, 462 468,718
11,028 -0-
=0= 1,219,688
8,274 12,310
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DECEMBER 31, 2007 AND 2006
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OTES PAYABLE AND CAPITAL LEASES (CONTINUED)

O

@

Community Trust Bank

A lease-purchase agreement, original balance
$32,930 at 8.09% interest; secured by vehicle;
payments are $685 for 60 months maturing March
2011.

Community Trust Bank
A lease-purchase agreement, original balance

$18,446 at 9.41% interest; secured by vehicle;
payments are $590 for 36 months maturing August
2009.

Community Trust Bank
A lease-purchase agreement, original balance

$14,179 at 9.57% interest; secured by vehicle;
payments are $455 for 36 months, maturing
September 2009.

Community Trust Bank

A lease-purchase agreement, original balance
$20,603 at 9.36% interest; secured by vehicle;
payments are $659 for 36 months, maturing
September 2009.

Community Trust Bank

A lease-purchase agreement, original balance
$31,400 at 7.17% interest; secured by vehicle;
payments are $626 for 60 months maturing November
2012.

Community Trust Bank
A lease-purchase agreement, original balance

$31,400 at 7.17% interest; secured by vehicle;
payments are $626 for 60 months maturing November
2012.

Community Trust Bank
A lease purchase agreement, original balance

$36,089 at 7.14% interest, secured by vehicle;
payments are $719 for 60 months, maturing November
2012.

Community Trust Bank
A lease purchase agreement, original balance

$12,640 at 7.33% interest, secured by a vehicle;
payments are $479 for 36 months, maturing July
2010.

Chrysler Financial
A lease-purchase agreement, original balance

$18,500 at 5.92% interest; secured by a vehicle;
payments are $357 for 60 months, maturing June
2007.

22,565

10,370

7,985

11,568

24,638

24,638

28,302

11,028

28,554

16,255

12,519

18,137

30,230

30,230

34,198

2,105
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OTES PAYABLE AND CAPITAL LEASES (CONTINUED)

O

Chrysler Financial

A lease purchase agreement, original balance
$18,500 at 5.92% interest; secured by a vehicle;
payments are $357 for 60 months, maturing May
2007.

General Motors Acceptance Corp.
A lease purchase agreement, original balance

$28,300 at 5.41% interest; secured by a vehicle;
payments are $539 for 60 months, maturing July
2007.

Chrysler Financial

A lease purchase agreement, original balance
$23,600 at 5.77% interest; secured by a vehicle;
payments are $454 for 60 months, maturing July
2007.

Chrysler Financial

A lease purchase agreement, original balance
$23,600 at 5.77% interest; secured by a vehicle;
payments are $454 for 60 months, maturing July
2007.

Community Trust Bank

A note in the amount of $330,020; at 4.33%
interest, secured by accounts receivable; payments
are $6,126 for 60 months, maturing September 2009.

Community Trust Bank

A lease-purchase agreement, original balance
$24,614 at 6.42% interest; secured by a vehicle;
payments are $368 for 60 months, maturing December
2012.

Community Trust Bank
A lease-purchase agreement, original balance

$19,090 at 6.42% interest; secured by one vehicle;
payments are $368 for 60 months, maturing December
2012,

General Motors Acceptance Corp.

A lease-purchase agreement, original balance of
$22,300 at -0-% interest; secured by vehicle;
payments are $372 for 60 months, maturing June
2008.

22,540

23,698

19,090

2,602

2,105

4,229

3,553

3,553

91,141

71,062
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9. NOTES PAYABLE AND CAPITAL LEASES (CONTINUED)

O

Community Trust Bank

A lease-purchase agreement, original balance
$70,772 at 6.990% interest; secured by a vehicle;
payments are $1,405 for 60 months, maturing May
2012.

Community Trust Bank - Line of Credit

A line of commitment in the amount of $210,000; at
5.25% interest; secured by an assignment of
accounts receivable from Federal Emergency
Management Agency (FEMA).

Chrysler Financial
A lease purchase agreement, original balance

$16,172 at 5.57% interest; secured by a vehicle;
payments are $310 for 60 months, maturing February
20009.

Chrysler Financial

A lease purchase agreement, original balance
$19,474 at 5.76% interest; secured by a vehicle;
payments are $375 for 60 months, maturing June
2009.

Community Trust Bank

A lease purchase agreement, original balance
$24,777 at 5.59% interest; secured by a vehicle;
payments are $474 for 60 months, maturing Augqust
20009.

Brandeis Machinery and Supply Company
A lease purchase agreement, original balance

$29,503 at 4.50% interest; secured by equipment;
payments are $1,070 for 24 months, maturing
February 2008.

Case Credit

A lease purchase agreement, original balance
$44,843 at 5.50% interest; secured by equipment;
payments are $853 for 60 months, maturing August
20009.

Community Trust Bank - Line of Credit
A line of commitment in the amount of $175,000; at

5.250% interest; secured by an assignment of
accounts receivable due and payable from Federal
Emergency Management Agency (FEMA).

62,718

39,502

4,476

6,759

9,412

2,127

17,279

107,375

39,502

7,838

10,742

14,435

14,560

26,289

107,375
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9 NOTES PAYABLE AND CAPITAL LEASES (CONTINUED)
Tfﬁ3 Community Trust Bank
A lease-purchase agreement, original balance
$19,779 at 5.25% interest; secured by vehicle;
payments are $376 for 60 months, maturing December

2009.
8,875 12,801
Total notes payable 5,663,184 8,389,124
Less current portion {956,263) (2,333,005)
Total long term debt $4,706,921 $6,056,119

Maturities of the long-term debt and capital leases are as follows:

Principal Interest

2009 $ 357,527 S 125,462
2010 320,179 113,483
2011 312,936 102,805
2012 277,220 93,825
2013-2017 1,422,948 361,636
2018-2022 1,620,324 166,634
2023-2024 395,787 7,807

S 4,706,921 S 971,652

10. ADVANCES FOR CONSTRUCTION
(; The amount in this account represents advances for construction projects
in progress as of December 31, 2007:

Water Projects
Ferrell’s Creek

Abandoned Mine Land
AMI, Groundwater Studies:

Abandoned Mine Lands Grant
Federal Emergency Management Agency

In House Projects 3,

Sewer Projects
Phelps/Buskirk Sewer Project:

EPA Grant 3,
Community Development Block Grant 1,

Rural Development Grant
Appalachian Regional Commission
Pride Grant
U.S. Army Corps of Engineers
Local Monies
COE Section 531
Governor’s Office for Local Development
Pride Grant
Coal Severance

Shelby Valley Sewer Project:
Local Monies
Coal Development Funds

$ 1,

225,972

34,000
140,254
565,836

000,001
000,000
600,000
300,000
884,000
390,065
137,300
622,098
159,375
294,000
987,000

400,000
800,000
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L{’\EADVANCES FOR CONSTRUCTION (CONTINUED)

Pride Grant 500,000

EPA Grant 2,200,000

Coal Severance Funds Phase II 1,505,006

Appalachian Regional Commission 480,000

Pride Grant 125,000

Rural Development Grant 370,000
Cowpen Sewer Project

Rural Development Loan 900,000

EPA Grant 916,159

City of Pikeville 143,120
Calloway Sewer Project

Kentucky Infrastructure Authority 648,122
Henry Clay Sewer Project

COE Section 531 7,599
Private Funding 1,049,148
Total Advances for Construction $23,384,055

11. DEPOSITS WITH FINANCIAL INSTITUTIONS

O

_—

12.

At December 31, 2007, the carrying amount of the District's deposits with
financial institutions was $1,494,068 and the bank balance, per statements
was $1,809,436. The bank balance is categorized as follows:

Amount insured by the FDIC $ 500,000
Dmount collateralized by securities
held by the third party trust

company in the District's name 1,309,436
Uncollateralized 0
Total Bank Balance S 1,809,436

Pledged collateral was obtained for amounts up to $2,044,743 for money on
deposit at Community Trust Bank in the name of Mountain Water District.

Pledged collateral was obtained for amounts up to $250,000 for money on
deposit at BB & T Bank in the name of Mountain Water District.

COMMITMENTS AND CONTINGENCIES

13.

The District has been committed to several construction projects that have
not been either started or completed as of the date of this report.

MANAGEMENT SERVICE AGREEMENT

On July 3, 2005, the District entered into a 5 year agreement with a
management service company to manage the daily operations, water facilities
and waste water facilities for the District. Total management fees paid for
this service for the year ended December 31, 2007 were $7,292,682 less
certain expenses assumed by the management service company totaling
$574,460, resulting in net payments of $6,718,222.
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L3 MANAGEMENT SERVICE AGREEMENT (CONTINUED)

The following is a schedule of future minimum payments due under the service
agreement:

Year Ending December 31:

2008 $ 6,819,000
2009 6,819,000
2010 3,409,500
Total Minimum Payments $17,047,500
14. TRANSFER OF ASSETS, RELATED DEBT, AND EQUITY

On June 30, 2007, Mountain Water District transferred a portion of its sewer
collection system to the City of Pikeville. Pikeville assumed ownership of
the transferred facilities totaling $1,287,986, as well as, the current
customers, which number approximately 370. The transfer of these assets
will allow Pikeville to expand its wastewater services to areas outside its
current service area and take advantage of the available capacity in its
existing wastewater treatment facilities and benefit from the economies of
scale associated with the consolidated service and increased customer base.
In addition, the transfer of these assets and debt will allow Mountain Water
to relocate its existing Mossy Bottom Treatment Plant to another community
in its service area which does not have access to sewer facilities.
Mountain Water will avoid the cost of a new treatment plant and will be
relieved of the existing debt on the Mossy Bottom Sewer Collection System
and related facilities.

o
A 4

The net book value of the assets transferred was $2,608,050 and the related
debts were $ 1,287,986. The transfer resulted in a gain of $132,831 and a
reduction in equity in the form of contributions in aid of construction of
$1,452,895.

15. RECLASSTIFICATIONS
Certain amounts in prior year financial statements have been reclassified

for comparative purposes to conform with presentation in the current year
financial statements.
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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

July 22, 2008

Board of Commissioners
Mountain Water District
Pikeville, KY

We have audited the financial statements of the business-type
activities of Mountain Water District as of and for the year ended December 31,
2007, which collectively comprise Mountain Water District's basic financial
statements and have issued our report thereon dated July 22, 2008. 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

vernment Auditing Standards, issued by the Comptroller General of the United
i Ees.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Mountain Water
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 not for the purpose of expressing an opinion on the effectiveness
of the Mountain Water District’s internal control over financial reporting.
Accordingly, we do not express an opinion on the effectiveness of the Mountain
Water District’s internal control over financing reporting.

Qur consideration of internal control over financing reporting was for
the limited purpose described in the preceding paragraph and would not
necessarily identify all deficiencies in internal control over financial
reporting that might be significant deficiencies or material weaknesses. However,
as discussed below, we identified certain deficiencies in internal control over
financial reporting that we consider to be significant deficiencies.

A control deficiency 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 misstatements on a timely basis. A
significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects Mountain Water District’s ability to
initiate, authorize, record, process, or report financial data reliably in

ordance with generally accepted accounting principles such that there is more

n remote likelihood that a misstatement of Mountain Water District’s financial
statements that is more than inconsequential will not ne prevented or detected
by Mountain Water District’s internal control. We consider the deficiencies
described below to be significant deficiencies in internal control over financing
reporting. 29



Board of Commissioners
July 22, 2008
Page 2

(“) 2007-1:

The Repair and Maintenance Fund required by Kentucky Infrastructure
Authority (KIA) loan agreements 1is underfunded by $504,637. This
deficiency is the results from not making scheduled deposits to the
reserve and transfers to the operating account to make loan payments
on several debt obligations. Such disbursements do not meet the
criteria for appropriate withdrawals indicated by the KIA loan
agreements.

2007-2:

The Depreciation Reserve required by Rural Development of the
Department of Agriculture of the United States (RD) loan agreements
is underfunded by $470,536. This deficiency is the results from not
making scheduled deposits to the reserve and transfers to the
operating account to make loan payments on several debt obligations.
Such disbursements do not meet the «criteria for appropriate
withdrawals indicated by the RD loan agreements.

A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood that a
material misstatement of the financial statements will not be prevented or
detected by Mountain Water District’s internal control.

Our consideration of the internal control over financial reporting was
<:D the limited purpose described in the first paragraph of the section and would
I necessarily identify all deficiencies in internal control that might be
significant deficiencies or material weaknesses. However, of the significant
deficiencies described above, we consider item 2007-1 and 2007-2 to be material
weakness.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether Mountain Water
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 item
2007-1 and 2007-2.

This report is intended solely for the information of the board of
directors, management and others within the organization and federal awarding
agencies and pass—-through entities and is not intended to be and should not be
used by anyone other than these specified parties.

L u%?%éf{df/QZZ%;;’/éé:zéz“4f<:;ia;z///
GRI TH, DELANEY, HILLMAN & COMPA
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i DAVID GRIFFITH. CERTIFIED PUBLIC ACCOUNTANTS 429 - 13th Street, P.O. Box 1360
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REPORT ON COMPLIANCE WITH REQUIREMENTS
APPLICABLE TO EACH MAJOR PROGRAM AND ON INTERNAL CONTROL
OVER COMPLIANCE IN ACCORDANCE WITH OMB CIRCULAR A-133

July 22, 2008

Board of Commissioners
Mountain Water District
Pikeville, Kentucky

COMPLIANCE

We have audited the compliance of Mountain Water District with the
tuypes of compliance requirements described in the U.S. Office of Management and
(izpet (OMB) Circular A-133 Compliance Supplement that are applicable to each of
1 major federal programs for the year ended December 31, 2007. Mountain Water
District's major federal programs are identified in the summary of auditor's
results section of the accompanying schedule of findings and questioned costs.
Compliance with the requirements of laws, regulations, contracts and grants
applicable to each of its major federal programs is the responsibility of
Mountain Water District's management. Our responsibility is to express an
opinion on Mountain Water District's compliance based on our audit.

We conducted our audit of compliance in accordance with auditing
standards generally accepted in the United States of America; the standards
applicable to financial audits contained in Government Auditing Standards, issued
by the Comptroller General of the United States; and OMB Circular A-133, Audits
of States, Local Governments, and Non-Profit Organizations. Those standards and
OMB Circular BA-133 require that we plan and perform the audit to obtain
reasonable assurance about whether noncompliance with the types of compliance
requirements referred to above could have a direct and material effect on a major
federal program occurred. An audit includes examining, on a test basis, evidence
about Mountain Water District's compliance with those requirements and performing
such other procedures as we considered necessary in the circumstances. We
believe that our audit provides a reasonable basis for our opinion. Our audit
does not provide a legal determination on Mountain Water District's compliance
with those requirements.

In our opinion, Mountain Water District complied, in all material
, ects, with the requirements referred to above that are applicable to each of
b major federal programs for the year ended December 31, 2007.
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Board of Commissioner
July 22, 2008
Page 2

(ﬁDERNAL CONTROL OVER COMPLIANCE

The management of Mountain Water District is responsible for
establishing and maintaining effective internal control over compliance with
requirements of laws, regulations, contracts and grants applicable to federal
programs. In planning and performing our audit, we considered Mountain Water
District's internal control over compliance with requirements that could have a
direct and material effect on a major federal program in order to determine our
auditing procedures for the purpose of expressing our opinion on compliance, we
do not express an opinion on the effectiveness of Mountain Water District’s
internal control over compliance.

A control deficiency in an entity’s internal control over compliance
exists when the design or operation of a control does not allow management or
employees, 1in the normal course of performing their assigned functions, to
prevent or detect noncompliance with a type of compliance requirement of a
federal program on a timely basis. A significant deficiency is a control
deficiency, or combination of control deficiencies, that adversely affects the
entity’s ability to administer a federal program such that there is more than a
remote likelihood that noncompliance with a type of compliance requirement of a
federal program that is more than inconsequential will not be prevented or
detected by the entity’s internal control.

A material weakness is a significant deficiency, or combination of

significant deficiencies, that results in more than a remote likelihood that

erial noncompliance with a type of compliance requirements of a federal
(:>gram will not be prevented or detected by the entity’s internal control.

Our consideration of the internal control over compliance was for the
limited purpose described in the first paragraph of the section and would not
necessarily identify all deficiencies in internal control that might be
significant deficiencies or material weaknesses. We did not identify any
deficiencies in internal control over compliance that we consider to be material
weaknesses, as defined above.

Mountain Water District’s response to the findings identified in our
audit are described in the accompanying schedule of findings and questioned
costs. We did not audit Mountain Water District’s response and , accordingly, we
express no opinion on it.

This report is intended solely for the information and use of the
audit committee, management, and others within the entity, federal awarding
agencies and pass-through entities, and is not intended to be and should not be
used by anyone other than these specified parties.

Sl by fiwLier

TH, DELANEY, HILLMAN & COMPANY
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MOUNTAIN WATER DISTRICT
SCHEDULE OF FINDINGS AND QUESTIONED COSTS
FOR THE YEAR ENDED DECEMBER 31, 2007

(ﬁw SUMMARY OF AUDIT RESULTS
Financial Statements
Type of auditor’s report issued: Unqualified
Internal control over financial reporting:
Material weakness(es) identified? No
Significant deficiencies identified that are not considered to be

material weakness(es)? None Reported

Noncompliance material to financial statements noted? No

Federal Awards

Internal control over major programs:
Material weakness(es) identified? No
Significant deficiencies identified that are not considered to be
material weakness(es)? None Reported

Type of auditor’s report issued on compliance for major programs:
Unqualified

Any audit findings disclosed that are required to be reported in
<i> accordance with section 510(a) of Circular A-133? No

MAJOR PROGRAMS: CFDA NUMBER

U.S. Department of Treasury

- Rural Utilities Service Loan and Grants 10.760
Rural Development Grant 23.002
.S. Department of Interior
Abandoned Mine Land Reclamation 15.252

.S. Environmental Protection Agency

Capitalization Grant for State Revolving Funds 66.606
.S. Department of Defense

Grants for Public Works and Economic Development 12.104
Federal Emergency Management Agency 97.036
.S. department of Housing and Urban Development 14.228

rclrcr al

c

Dollar threshold used to distinguish between type A and type B
programs: $300,000
Auditee qualified as low-risk auditee? Yes

C



Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

Q381 How many households are currently on the wait list for installation and service by MWD
for both water and sewer?

WITNESS: Sawyers

RESPONSE: The actual number of households would be difficult to give until funding is available to
determine the size of any project. Once funding is available then the District can determine if the project
could be complete in its entirety or be constructed in phases. Please refer to Q 50 for Magisterial District
locations lacking water service. Please refer to Q 48 for request of sewer service locations.



Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

Q82 Please describe, or provide a map of the boundary lines for water and sewer provision
that exist between the City of Pikeville and Mountain Water District.

WITNESS: Sawyers
RESPONSE: Please see attached map noted as Exhibit 82.

Q 82(a) Please describe the areas of expansion of Mountain Water District in new sewer service
that are adjacent to the City of Pikeville’s Sewer Lines.

WITNESS: Sawyers
RESPONSE: The District currently has no proposed projects at this time.

Q 82(b) Please explain the additional capacity for sewer expansion under the current structure
maintained by UMG or MWD, and if additional customers are able to be served under the current
structure without capital improvements to the existing plants.

WITNESS: Sawyers

RESPONSE: The District cannot provide service to any sewer expansion without capital
improvements or replacement of its existing plants.

Q 82(c) Please describe any new sewer expansion that is not adjacent to the City of Pikeville,
and describe its location.

WITNESS: Sawyers
RESPONSE: Douglas Wastewater Treatment Plant — Shelby Valley — Proposed replacement of the

existing wastewater treatment plant; Belfry / Pond Sewer Project — Belfry ~ Proposed construction of a
wastewater treatment plant and collection system.



i
e
g

NOISIA3Y 40 NOILJI¥OS30

paly | Buiuuplg saniond

o Aofas




—_—

TON_193r08d
| :03NO3HD]

ARG IIeM
Am 3DIARS

~| ppunog o.S< mo_tmw[ 1 ot
o Aofet NEIE
— Y b 2 y
o .,a«uw {

m
:




O

CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 83.  Would UMG be eligible for rural low interest grants or rural water
service loans if the applications were made in the name of the company rather
than MWD's name?

WITNESS : Sawyers.

RESPONSE :

UMG would not be eligible for rural low interest grants, or water service lines, if
the applications were made in the name of the company, rather than in MWD's
name.



m CASE : Mountain Water District
CASE NO : 2014-00342
RE . Atty General Second Data Request

Q 84. Who first offered the $500,000 payment as a condition of the
2008-2009 initial contract extension, and did the contract term get introduced

by MWD or by UMG?
a. In what context was this offer made, as a loan or advance?
b. Was this money used to pay off the loan to Community
Trust?
c. What was the interest rate of the loan with Community

Trust that was paid off?

d. If those funds were used for other items, please describe
where they were applied.

WITNESS : Sawyers. Information provided by local counsel.

RESPONSE: 84

As a part of the 2008 negotiations, to entice the Board to not cancel the contract,
UMG offered the $500,000 loan, amortized over five (5) years, with a five percent
(5%) interest rate.

RESPONSE : 84(a)

The context of the offer was a forgivable loan amortized over a five (5) year period.
If the contract were terminated within that period, the amortized balance at the
time of termination would be due in full to UMG.



m RESPONSE : 84(b)

RESPONSE: 84(c)

RESPONSE: 84(d)
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CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 85. Please reference the Company's application generally. The
contract with UMG was extended, and as relayed in the Board meeting
minutes, the decision to extend was based in part by additional funds that
might become available through contacts UMG had discussed, in the amount
of a $1,000,000.00 grant and $750,000 award. After the contract was
executed, did those monies and grants ever materialize?

a. Please itemize from what source those monies were
originated from.

b. Please describe which entity was requesting the funds,
UMG or MWD, or if it was a joint request.

C. Whether those applications or requests for funds had
been in process at the time of the 2008-2009 contract
negotiation or were obtained thereafter.

d. Describe what projects were funded with those monies,
and what contractor performed the work under those
projects.

WITNESS : Sawyers. Information provided by local counsel.

RESPONSE: 85

At the time of the negotiations, Greg May, a principle of UMG, represented to
MWD’s Board that UMG was in position to help petition on behalf of the
District, various grants and coal severance funds that may be available to the
District. It is not possible to determine what influence, if any, Mr. May had on
MWD receiving any funds.

RESPONSE : 85(a)

See Response No: 85.



RESPONSE: 85(b)

See Response No: 85.

RESPONSE : 85(c)

See Response No: 85.

RESPONSE: 85(d)

See Response No: 85.
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CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 86. Please see generally, responses to PSC 1-3, found in the
electronic record at page 246 of Volume 1 of 7, and review Pike County
Magistrate Chris Harris's statements at the April 3, 2009 Board Meeting, under
Agenda Item II:

a. Describe what steps if any were taken by MWD to ensure
that none of the District's funds were involved in the
alleged mismanagement of funds by UMG that resulted in
a Federal Criminal Indictment referenced in Clay Mason's
affidavit.

b. Provide a copy of Clay Mason's affidavit that was handed
out at the April 13, 2009 Board meeting.

WITNESS : Sawyers. Information provided by local counsel.

RESPONSE : 86(a)

MWD has no way of knowing whether or not funds that it paid to UMG
pursuant to its contract, were used in any improper way. Once funds are paid
to UMG, they become the property of UMG, and are out of MWD’s control.
MWD’s audit of its books have not shown any inappropriate use of MWD’s
funds by UMG or anyone else.

RESPONSE: 86(b)

We do not have a copy and the minutes do not reflect that a copy of the
affidavit was handed out.



CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 87. If no steps were taken to ensure that MWD's funds weren't
involved in the alleged mismanagement of funds by UMG, please explain why
the Board has not conducted such a review.

WITNESS : Sawyers. Information provided by local counsel.
RESPONSE: 87

See Response No: 86(a).



CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 88.  Prior to entry into the original contract with UMG, the District
had over $900,000 in reserve for emergencies. Please describe what limitations
were put upon the reserve funds, and how they were drawn down under UMG's
management.

WITNESS : Sawyers. Information provided by local counsel.
RESPONSE: 88

The $900,000 in reserves was not for emergencies per say, but were funding
requirements of the various bonding agencies in which MWD had loans or
other agreements. The funds could be drawn down if needed for payments if
cash flow was short. No funds were drawn down under UMG’s management
direction. However, when MWD was short money to pay UMG and other
vendors during the initial three (3) year period of the contract (2005-2008),
MWD’s Board authorized drawdowns of those funds to meet its obligations.
Since 2008, those funds have been restored, and the current balance in reserve
is $1.4 million.
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CASE : Mountain Water District
CASE NO : 2014-00342
RE . Atty General Second Data Request

Q89. Please describe all other funding opportunities that have been
reviewed by MWD that are available from SOAR, or any other low-interest rate
grant that were available to rural utilities, If no review has been taken, please
explain why not.

WITNESS : Sawyers.
RESPONSE: 89

MWD is not aware of any other funding opportunities that have been made
available from SOAR or any other low interest grants that are available to rural
utilities. Most grants or loans are project specific. In other words, if we were
seeking to build a water or sewer plant, then MWD could apply for a grant or
loan for that purpose. Loans of that nature are funded through the additional
revenue created by the expansion or a special rate increase. We have no
knowledge of any grants or loans that are solely for operational purposes, or for
purposes of replacing aging infrastructure.
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CASE: Mountain Water District
CASE NO: 2014-00342
RE: Atty General Second Data Request

Question 90
1. Please describe under what process the MWD receives Coal Severance Funds.

a. Inwhat amount?
b. How often?

c. Are these funds tied to a particular project, or are they used as general
operating funds.

d. Would UMG be eligible for any or all of these Coal Severance Fund projects if
it applied on its own, in its own name?

WITNESS: Spears
RESPONSE:

Mountain Water District applies for Coal Severance and prioritizes our projects we would like to
complete. This list is provided to the Fiscal Court and is combined with their list of projects. The
Court then prioritizes this combined list and submits, Depending on the Coal Severance Funds
available, we are awarded projects based there approval.

a) Various amounts based on approval as explained above.

b} We apply annually.

c) These funds are project specific, however with KIA approval if funds are left over
they will transfer them to another project, usually geographically located near
the original project.

d) No, UMG is not eligible to bid on our construction projects. These projects are
advertised and bid accordingly. UMG by resolution is ineligible to bid on these
projects.



CASE: Mountain Water District
CASE NO: 2014-00342
RE: Atty General Second Data Request

Question 91

Please describe what financial benefits MWD may obtain as a non-profit utility, that would be
otherwise unavailable to UMG as a for profit company, that UMG in turn directly benefits from?
WITNESS: Spears

RESPONSE:

Mountain Water as a non-profit is not subject to Sales and Use tax on its purchases. Mountain Water
purchases our own supplies and parts and is reimbursed per contract by UMG. This also applies to

vehicles and equipment that are in the District’s name. | do not believe UMG benefits from this as it is
part of the Districts Operations.
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CASE ! Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q@ 92.  Please describe what money would have been owed by MWD to
UMG at the time of the 2008-2009 contract negotiations if the Board elected to
cancel the UMG contract?

a. What money would be owed by MWD to UMG at the end of
the 2015 contract if the Board elects to cancel the UMG
contract? If so, please provide detailed information.

WITNESS : Sawyers.
RESPONSE: 92

The balance due to UMG had the contract been terminated in 2008 was
$144,000, based on minutes of April 3, 2009.

RESPONSE : 92(a)

None.



Q93

WITNESS:

RESPONSE:

Q93(a)

WITNESS:

RESPONSE:

Q 93(b)

WITNESS:

RESPONSE:

payments.

Q 93(c)

Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

How much money today is owed to UMG by MWD?
Sawyers

As of 03/18/15 MWD owes UMG a total of $ 969,707.49.
What is the money owed for?

Sawyers

The $969,707.49 consists of 3 payments.

What are the repayment terms?

Sawyers

They will be paid as soon as the cash flow will allow the District to make those

What portion of these outstanding loans has ever been forgiven? What was the

scheduled rate for forgiveness?

WITNESS:

RESPONSE:

Sawyers

There are no outstanding loans.
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CASE: Mountain Water District
CASE NO: 2014-00342
RE: Atty General Second Data Request

Question 94

1. Please list by date and amount any money that MWD ever borrowed from UMG and
describe what the money was used for.

WITNESS: Spears
RESPONSE:
1. The only money borrowed directly from UMG was the $500,000 which was borrowed in

April 2009. The money was deposited to UMG Sinking Fund account was used to pay bond
payments the due in May and June.



CASE: Mountain Water District
CASE NO: 2014-00342
RE: Atty General Second Data Request

Question 95

1. Both the $1,500,000.00 in startup costs in 2005, and the $500,000 loan at the time
of contract renewal in 2009 were described as “forgiven” by UMG over time. Please
describe the purpose of these loans. Further, provide the terms of “forgiveness” and
how that was reflected in MWD’s Balance Sheets?

WITNESS: Spears

RESPONSE:

$1,500,000 was never a loan to the district. That was something that was internal to UMG is
my recollection. Their response previously was that it was money that UMG used to capitalize
when they took over the operations of the District.

$500,000 was a loan. It was used to pay bond payments is my recollection. The loan was
forgiven over 5 years per amortization in the Contract with UMG. Amounts representing
principle payments were included in the Contract Management Expenses Assumed Category on
the Financials. The appropriate category Note Payable to UMG on the Balance Sheet was
reduced likewise.



O CASE: Mountain Water District
CASE NO: 2014-00342
RE: Atty General Second Data Request

Question 96

1. Were any payments directly made to UMG by MWD for any of those loans that were
to be “forgiven” or were the balances reduced for each month under the terms of
the “forgiveness” of these loans?

WITNESS: Spears

RESPONSE:
1. Al of the note was forgiven and no payments were made to UMG on that loan.
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Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

Q97 Please see responses to PSC 1-8 where the list of Major R&M Equipment, Hand Tools
R&M, and PS/LS R&M are listed and explain if these expenses are all for equipment maintained by UMG.

WITNESS: Sawyers

RESPONSE: The expense list applies to repair and maintenance; hand tools, equipment, parts and
supplies for the water and sewer division. UMG maintains equipment and hand tools they utilize to
perform daily operations. Larger components and parts are part of the infrastructure UMG maintains
when repairs are necessary.

Q97(a) Are these costs in addition to the monthly R&M fee to UMG as described in the
Contract?
WITNESS: Sawyers

RESPONSE: No

Q 97(b) Who is responsible for approving these R&M costs, and what oversight is given to these
expenses?
WITNESS: Sawyers

RESPONSE: The District’s Financial and District Administrator reviews the R&M invoices upon
submittal and the District’s Board of Commissioners review and approve the invoices at their monthly
meeting.

Q97(c) Is there any oversight given as to whether these hand tools are exclusively used by
Mountain Water District contractors, or if these are proportional expenses borne by all of UMG's
contractors. If not, please explain why not.

WITNESS: Sawyers
RESPONSE: UMG personnel are responsible for hand tools that are assigned to their department

and are to utilize those tools directly for Mountain Water District. There is no system in place to monitor
the use of hand tools. The District at this time as had no reason to implement such a program.



Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

Q98 Please list end of year totals for repairs and maintenance, both for UMG's contract R&M
monthly flat fee, and additional monies paid to UMG by Mountain Water in excess of the monthly fee
for the years 2008, 2009, 2010, 2011, 2012, 2013 and 2014.

WITNESS: Sawyers

RESPONSE: Please See Exhibit 98
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Exhibit 98



CONTRACT
YEAR

2005 (6 months) $

2006

2007

2008

2009

2010

2011

2012

2013

2014

$
$
$
$
$
$
$
$
$

OPERATIONAL

EXPENSE

3,125,375.00

6,525,598.00

6,551,727.50

6,948,348.54

6,728,079.00

6,590,172.00

7,068,000.00

6.996,000.00

7,018,401.00

7,111,200.00

696&6&696966696&6&6?

R&M EXPENSE

BUDGET

228,072.00
456,144.00
456,144.00
456,144.00
493,976.00
212,892.00
©564,000.00
564,000.00
564,000.00

969,640.00

6&6969-69699’9—9}-696969

ACTUAL
R&M

208,041.10
966,836.00
480,061.00
£16,895.69
633,808.00
£38,438.00
692,565.86
645,002.00
668,856.71

704,353.22



Case: Mountain Water District
Case No: 2014-00342
RE: Attorney General Second Data Request

Q99 Please see response to PSC-1-8A, Volume 3 of 7, under the Operating Account, and
describe what the monthly checks from the Customer Deposit Escrow Account made payable to Mt.
Water District Oper. are for?

WITNESS: Sawyers

RESPONSE: These checks are to transfer the amount that was applied to the customer’s account
after twenty-four months of good standing.

Q99(a) Are these funds being utilized as Intercompany Transfers? Explain in full detail.
WITNESS: Sawyers

RESPONSE: Yes, the checks payable to Mountain Water District from the Mountain Water
Customer Deposit Escrow Account for any customer deposit that were applied to the customer
account.

Q 99(b) Where were these funds transferred to, and why were they transferred from the
customer deposit account? Explain in full detail.

WITNESS: Sawyers

RESPONSE: The funds are transferred back to the general operating accounting. The reason they
are transferred is because at the end of the 24 months if a customer’s account is in good standings,
then we apply the deposit back to their account. After all deposits are applied then the total of all
applied is transferred back into the operating account.
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CASE : Mountain Water District
CASE NO : 2014-00342
RE : Atty General Second Data Request

Q 100. Are all the increased revenues requested in this Rate Increase
going to be handed over as profit to UMG?

WITNESS : Sawyers.
RESPONSE: 100

The increased revenue requested by this rate increase is not going to be handed
over as profit to UMG. UMG has a fixed price contract, so their payment cannot
be changed unless the contract is amended or renewed. It is anticipated that
MWD will use the money to pay past, present and future repair and maintenance
expenses, and to make needed capital repairs to the District's water and sewer
infrastructure.



