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Members American Institute of Certified Public Accountants
and Kentucky Society of Certified Public Accountants

INDEPENDENT AUDITORS’ REPORT

The Board of Commissioners
Knott County Water and Sewer District
Vicco, Kentucky

Report on the Financial Statements

We have audited the accompanying financial statements of the Knott County Water and Sewer District
(the District) as of and for the years ended December 31, 2017 and 2016, and the related notes to the
financial statements, which collectively comprise the District's basic financial statements as listed in the
table of contents.

Management’s Responsibility for the Financial Statements

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

Auditors’ Responsibility

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

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

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

Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
respective financial position of the Knott County Water and Sewer District, as of December 31, 2017 and
2016, and the changes in finantial position, and cash flows thereof for the years then ended in
accordance with accounting principles generally accepted in the United States of America.
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Other Matters
Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the pension
schedules on pages 19-20 be presented to supplement the basic financial statements. Such information,
although not a part of the basic financial statements, is required by the Governmental Accounting
Standards Board, who considers it to be an essential part of financial reporting for placing the basic
financial statements in an appropriate operational, economic, or historical context. We have applied
certain limited procedures to the required supplementary information in accordance with auditing
standards generally accepted in the United States of America, which consisted of inquiries of
management about the methods of preparing the information and comparing the information for
consistency with management’s responses to our inquiries, the basic financial statements, and other
knowledge we obtained during our audit of the basic financial statements. We do not express an opinion
or provide any assurance on the information because the limited procedures do not provide us with
sufficient evidence to express an opinion or provide any assurance.

Management has omitted the Management Discussion and Analysis that accounting principles generally
accepted in the United States of America requires to be presented to supplement the basic financial
statements. Such missing information, although not a part of the basic financial statements, is required by
the Governmental Accounting Standards Board, who considers it to be an essential part of financial
reporting for placing the basic financial statements in an appropriate operational, economic, or historical
context. Our opinion on the basic financial statements is not affected by this missing information.

Other Information

Our audit was conducted for the purpose of forming an opinion on the financial statements as a whole.
The accompanying budgetary comparison schedules are presented for the purpose of additional analysis
and are not a required part of the financial statements. Such information is the responsibility of
management and was derived from and relates directly to the underlying accounting and other records
used to prepare the financial statements. The information has been subjected to the auditing procedures
applied in the audit of the financial statements and certain additional procedures, including comparing and
reconciling such information directly to the underlying accounting and other records used to prepare the
financial statements or to the financial statements themselves, and other additional procedures in
accordance with auditing standards generally accepted in the United States of America. In our opinion,
the budgetary comparison schedules are fairly stated, in all material respects, in relation to the financial
statements as a whole.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have also issued our report dated June 26, 2018,
on our consideration of the District’s internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other
matters. The purpose of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on internal control
over financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards in considering the District’s internal control over
financial reporting and compliance.

RFH

RFH, PLLC
Lexington, Kentucky
June 26, 2018



KNOTT COUNTY WATER AND SEWER DISTRICT

ASSETS

Current assets
Cash and cash equivalents
Customer accounts receivable, net
Prepaid expenses
Grant receivable

Total current assets

Restricted assets
Cash and cash equivalents

Capital assets
Land
Construction-in-progress
Utility plant and equipment, net

Capital assets, net

Total assets

STATEMENTS OF NET POSITION
December 31,

DEFERRED OUTFLOWS OF RESOURCES

Deferred outflows - pension

Total assets and deferred outflows of resources

LIABILITIES
Current liabilities
Accounts payable
Accrued compensation
Payroll liabilities
Accrued interest
Other current liabilities
Current portion of long-term debt

Total current liabilities

Noncurrent liabilities
Net pension liability
Notes payable
Bonds payable

Total long-term liabilities

Total liabilities

DEFERRED INFLOWS OF RESOURCES

Deferred inflows - pension

NET POSITION

Net investment in capital assets
Restricted

Unrestricted

Total net position

Total liabilities, deferred inflows of resources and net position

The accompanying notes are an integral
part of the financial statements.
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2017 2016
$ 250,604 $ 242,084
265,608 256,373
30,435 -
45,569 405,725
592,216 904,182
535,508 463,603
150,585 150,585
45,569 1,896,952
49,862,006 48,604,922
50,058,160 50,652,459
51,185,884 52,020,244
259,727 191,128
$ 51445611 $ 52,211,372
$ 24,509 $ 49,805
20,277 21,091
22,712 21,134
1,017 1,545
176,934 501,507
59,390 63,788
304,839 658,870
1,010,749 823,295
208,656 263,046
235,400 241,000
1,454,805 1,327,341
1,759,644 1,986,211
52,354 45,630
49,554,714 50,084,625
535,508 463,603
(456,609) (368,697)
49,633,613 50,179,531
$ 51,445,611 $ 52,211,372




KNOTT COUNTY WATER AND SEWER DISTRICT

STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN NET POSITION

for the years ended December 31,

2017 2016
OPERATING INCOME
Water service $ 1,877,055 $ 1,893,265
Sewer service 70,714 66,855
Operating grant revenue 108,687 -
Penalties 20,391 20,238
Miscellaneous income 42,104 51,376
Reconnection and collection fees 7,268 6,965
Total operating income 2,126,219 2,038,699
OPERATING EXPENSES
Salaries and fringe benefits 897,174 710,626
Commissioners 30,200 27,800
Office and advertising expense 8,477 1,182
Water consumption 74,580 65,705
Electricity 382,084 370,062
Telephone 10,321 10,453
Travel and training 3,111 4,088
Rents 6,983 13,707
Contractual fees 159,956 204,752
Vehicle expense 32,994 34,596
Operating supplies and maintenance 371,868 236,506
Licenses, permits, dues, and fees 16,094 7,080
Bad debt expense - 73,862
Insurance and bonds 55,864 54,308
Total operating expense 2,049,706 1,814,727
Operating income before depreciation 76,513 223,972
Depreciation expense 1,267,030 1,204,014
OPERATING (LOSS) (1,190,517) (980,042)
Non-operating income (expenses)
Interest income 841 740
(Loss) on disposal of asset - (459)
Interest expense (22,782) (34,162)
(LOSS) BEFORE CAPITAL CONTRIBUTIONS (1,212,458) (1,013,923)
Capital contributions
Tap fees 25,329 24,300
Contributed capital 641,211 9,352,552
CHANGE IN NET POSITION (545,918) 8,362,929
Net position, beginning of year, as restated 50,179,531 41,816,602
NET POSITION, END OF YEAR $ 49,633,613 $ 50,179,531

The accompanying notes are an integral
part of the financial statements.
-4-



KNOTT COUNTY WATER AND SEWER DISTRICT

STATEMENTS OF CASH FLOWS
for the years ended December 31,

2017 2016
CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from customers $ 1,966,195 $ 2,285,534
Payment to suppliers (1,169,490) (1,131,368)
Payment for employee services and benefits (801,031) (697,167)
Other receipts 150,786 51,376
Net cash provided by operating activities 146,460 508,375
CASH FLOWS FROM CAPITAL AND RELATED
FINANCING ACTIVITIES
Purchase of capital assets (1,005,874) (4,650,535)
Contributed capital 1,026,696 4,673,473
Proceeds on sale of capital assets - 2,918
Principal paid on capital debt (64,388) (63,739)
Interest paid on capital debt (23,310) (32,617)
Net cash (used) by financing activities (66,876) (70,500)
CASH FLOWS FROM INVESTING ACTIVITIES
Interest income 841 740
Net cash provided by investing activities 841 740
NET INCREASE IN CASH AND CASH EQUIVALENTS 80,425 438,615
Cash and cash equivalents at beginning of year 705,687 267,072
CASH AND CASH EQUIVALENTS AT END OF YEAR $ 786,112 $ 705,687
Reconciliation of operating (loss) to net cash
provided by operating activities:
Operating (loss) $ (1,190,517) $ (980,042)
Adjustments to reconcile operating income to net cash
provided by operating activities
Depreciation 1,267,030 1,204,014
Net change in pension liability 125,579 58,800
Changes in assets and liabilities
(Increase) decrease in receivables (9,235) 298,211
(Increase) decrease in prepaid expenses (30,435) -
Increase (decrease) in accounts payable (25,296) (44,493)
Increase (decrease) in payroll and other liabilities 764 (17,541)
Increase (decrease) in other current liabilities 8,570 (10,574)
Net cash provided by operating activities $ 146,460 $ 508,375
Supplemental disclosure of cash flow information:
Non-cash capital and related financing information:
Capital asset additions accrued as other current liabilities $ 46,669 $ 378,710
Fair value of contributed capital assets $ - $ 4,297,654

The accompanying notes are an integral
part of the financial statements.
-5-



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

1. ORGANIZATION AND ACCOUNTING POLICIES

Nature of Activities

Knott County Water and Sewer District (the District) was created by the Knott County Fiscal Court on
February 10, 1999 to be governed and operated under rules and procedures established under
Kentucky Revised Statutes (KRS) Chapter 74, relating to water districts and KRS Chapter 220 relating
to sanitation districts. The entity is expanding its operating activities into parts of Knott County not
presently served with water and sewer utility services.

Basis of Presentation

The Governmental Accounting Standards Board (GASB) Codification creates basic financial
statements for reporting on the government’s financial activities. Financial statements include
government-wide financial statements prepared on an accrual basis of accounting and fund financial
statements which present information for individual major funds rather than by fund type. Knott County
Water and Sewer District is considered a special purpose government engaged in a business-type
activity. No governmental type funds are recognized.

The accounting and reporting treatment applied to a fund is determined by its measurement focus.
Proprietary funds are reported using the economic resources measurement focus. The statement of
cash flows provides information about how the District finances and meets the cash flow needs of its
proprietary activities.

Basis of Accounting

The basis of accounting determines when transactions are recorded in the financial records and
reported on the financial statements. For its water and sewer enterprise operations, the District uses
the full-accrual basis of accounting where revenues are recorded when earned and expenses are
recognized when incurred.

Revenues resulting from exchange transactions, in which each party receives essentially equal value,
is recorded on the accrual basis when the exchange takes place.

Unearned revenue arises when assets are recognized before revenue recognition criteria have been
satisfied. Grants and entitlements received before the eligibility requirements are met are recorded as
unearned revenue.

Cash and Cash Equivalents

The District's cash and cash equivalents are considered to be cash on hand, demand deposits,
certificates of deposit, and short-term investments with original maturities of three months or less from
the date of acquisition.

Capital Assets and Depreciation

Capital assets are stated at historical cost. Donated assets are valued at their fair market value on the
date of donation. Capital assets costing over $1,500 are recorded and depreciated using the straight-
line method of accounting over the respective assets useful lives as follows:

Equipment 5-20 years
Transmission lines 30-63 years
Water wells, structures and improvements 15-63 years

Allowance for Doubtful Accounts

Knott County Water and Sewer District’s financial statements reflect an allowance account for its
customer accounts receivable based on management’s estimates of probable losses. The allowance
for doubtful accounts was estimated at $50,000 as of December 31, 2017 and 2016.



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

1. ORGANIZATION AND ACCOUNTING POLICIES (CONTINUED)
Net Position

The District's financial statements incorporate the concepts of net position, deferred outflows of
resources and deferred inflows of resources. Net position represents the difference between assets
and deferred outflows and liabilities and deferred inflows. The net position component "net investment
in capital assets", consists of capital assets, net of accumulated depreciation, reduced by the
outstanding balances of any borrowing used for acquisition, construction or improvement of those
assets. Deferred outflows of resources and deferred inflows of resources that are attributable to the
acquisition, construction or improvement of those assets or related debt also should be included in this
component of net position. Net position is reported as restricted when there are limitations on its use
either through enabling legislation adopted by the District or through external restrictions imposed by
creditors, grantors or laws or regulations of other governments.

Restricted Net Position

Restricted net position reflect funds held in various reserve accounts to meet the covenants as may be
specified and defined in the bond and note indentures, restrictions imposed by grantors or as deemed
appropriate by management.

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

Operating Revenues and Expenses

Operating revenues are those revenues that are generated directly from the primary activity of the
proprietary funds. For the District, those revenues are primarily charges for utility services provided.
Non-operating includes interest income/expense and gain/loss on disposal of assets.

Materials and Supplies

Purchases of materials and supplies are expensed when purchased and are not inventoried and
reflected in the balance sheet. Generally, supplies are purchased as needed. This departure from
generally accepted accounting principles (GAAP) is not considered material to the financial
statements.

Pensions

For purposes of measuring the net pension liability, deferred outflows of resources and deferred
inflows of resources related to pensions, and pension expense, information about the fiduciary net
position of the County Employees’ Retirement System (CERS) and additions to/deductions from
CERS'’ fiduciary net position have been determined on the same basis as they are reported by CERS.
For this purpose, benefit payments, (including refunds of employee contributions) are recognized when
due and payable in accordance with benefit terms. Investments are reported at fair value.

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in
the United States of America 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 revenue and expenses during the reporting
period. Actual results could differ from those estimates.



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

1. ORGANIZATION AND ACCOUNTING POLICIES (CONTINUED)

Management’s Review of Subsequent Events

The District has evaluated and considered the need to recognize or disclose subsequent events
through June 26, 2018; which represents the date that these financial statements were available to be
issued. Subsequent events past this date, as they pertain to the year ended December 31, 2017, have
not been evaluated by the District.

2. CASH AND CASH EQUIVALENTS

KRS 66.480 authorizes the District to invest in the following, including but not limited to, obligations of
the United States and of its agencies and instrumentalities, obligations and contracts for future
delivery or purchase of obligations backed by the full faith and credit of the United States, obligations
of any corporation of the United States government, bonds or certificates of indebtedness of this state,
and certificates of deposit issued by or other interest-bearing accounts of any bank or savings and
loan institution which are insured by the Federal Deposit Insurance Corporation (FDIC) or which are
collateralized, to the extent uninsured, by any obligation permitted by KRS 41.240(4).

Custodial credit risk is the risk that, in the event of the failure of the counterparty, the District will not be
able to recover the value of the investment or collateral securities that are in the possession of an
outside party.

The District’s deposits at December 31, 2017 and 2016, were entirely covered by Federal Depository
Insurance or by collateral held by the custodial banks in the District's name. The bank balances of the
District’s deposits were $860,653 and $996,424 at December 31, 2017 and 2016, respectively. As of
December 31, 2017 and 2016, $610,653 and $746,424, respectively, of the District's deposits were
covered by collateral held by the custodial banks in the District’'s name. As of December 31, 2017 and
2016, $250,000 of the District’'s deposits were covered by Federal Depository Insurance.

Statement of Cash Flows

The Statement of Cash Flows includes as cash and cash equivalents the following as of December
31,

2017 2016
Cash and cash equivalents $ 250,604 $ 242,084
Restricted cash and cash equivalents 535,508 463,603
$ 786,112 $ 705,687



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

3. CAPITAL ASSETS

The following is a summary of changes in capital assets for the District at December 31, 2017:

Capital Assets — Water
Not depreciated

Land and land rights

Construction in progress

Water plant and transmission lines
Depreciated

Vehicles

Operating equipment

Office furniture and equipment

Subtotal

Accumulated depreciation — Water
Water plant and transmission lines
Vehicles
Operating equipment
Office furniture and equipment

Subtotal
Total - Water

Capital Assets — Sewer
Not depreciated
Land and land rights
Depreciated
WWTPs and collection systems
Operating equipment

Subtotal
Accumulated depreciation — Sewer

Vehicles
Operating equipment

Subtotal
Total - Sewer

Total capital assets, net

Balance Balance

12/31/16 Additions Deductions 12/31/17
117,294 § -9 - 117,294
1,896,952 641,210  (2,492,593) 45,569
51,641,748 2,498,608 - 54,140,356
340,820 - - 340,820
182,310 - - 182,310
177,713 - - 177,713
54,356,837 3,139,818 (2,492,593) 55,004,062
7,801,851 1,084,994 - 8,886,845
236,964 28,715 - 265,679
130,875 6,915 - 137,790
83,427 10,293 - 93,720
8,253,117 1,130,917 - 9,384,034
46,103,720 2,008,901 (2,492,593) 45,620,028
33,291 - - 33,291
4,922,933 25,506 - 4,948,439
68,811 - - 68,811
5,025,035 25,506 - 5,050,541
439,802 131,625 - 571,427
36,494 4,488 - 40,982
476,296 136,113 - 612,409
4,548,739 (110,607) - 4,438,132

$ 50,652,459 $ 1,898,594 $(2,492,593) $ 50,058,160

During 2016, the District determined that it would be necessary to modify the estimated useful lives of

their capital assets.

The District chose to restate accumulated depreciation as part of a larger

restatement. See Note 10 for the effect of the restatement of accumulated depreciation on net position.
The change in estimated useful lives results in a decreased depreciation expense being recognized on
an annual basis, over an increased period of time. Therefore, total depreciation expense recognized by

the District over the assets’ useful life remains unchanged.

During 2016, the District assumed ownership of the Ball Creek Sewer Plant in a non-monetary
transaction with the Troublesome Creek Environmental Authority. The District recorded contributed

capital at the estimated fair value of the plant of approximately $4,300,000.

-9-



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

3. CAPITAL ASSETS (CONTINUED)

The following is a summary of changes in capital assets for the District at December 31, 2016:

Capital Assets — Water
Not depreciated
Land and land rights
Construction in Progress
Depreciated

Water plant and transmission lines

Vehicles
Operating equipment
Office furniture and equipment

Subtotal

Accumulated depreciation — Water
Water plant and transmission lines

Vehicles
Operating equipment
Office furniture and equipment

Subtotal
Total - Water

Capital Assets — Sewer
Not depreciated
Land and land rights
Depreciated
WWTPs and collection systems
Operating equipment

Subtotal

Accumulated depreciation — Sewer

Vehicles
Operating equipment

Subtotal
Total - Sewer

Total capital assets, net

Balance

12/31/15 Balance

(as restated) Additions Deductions 12/31/16
$ 117,294  $ - $ - $ 117,294
1,553,722 5,025,035 (4,681,805) 1,896,952
46,990,411 4,651,337 - 51,641,748
379,849 - (39,029) 340,820
182,310 - - 182,310
177,713 - - 177,713
49,401,299 9,676,372 (4,720,834) 54,356,837
6,780,258 1,021,593 - 7,801,851
233,987 38,628 (35,651) 236,964
123,960 6,915 - 130,875
72,340 11,087 - 83,427
7,210,545 1,078,223 (35,651) 8,253,117
42,190,754 8,598,149 _(4,685,183) 46,103,720
2,790 30,501 - 33,291
621,104 4,301,829 - 4,922,933
68,811 - - 68,811
692,705 4,332,330 - 5,025,035
318,499 121,303 - 439,802
32,006 4,488 - 36,494
350,505 125,791 - 476,296
342,200 4,206,539 - 4,548,739
$ 42,532,954 $12,804,688 §$(4,685183) $ 50,652,459

Total depreciation expense is allocated as follows for the years ended December 31:

Water operations
Sewer operations

2017

$ 1,130,917
136,113

$ 1,267,030

-10-

2016

$ 1,078,223
125,791

$ 1,204,014



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

4. OTHER CURRENT LIABILITIES
Other current liabilities consisted of the following at December 31:

2017 2016
Construction contractors payable $ 30,849 $ 378,710
Customer deposit payable 123,180 117,370
Utility tax payable 6,152 3,649
Engineering contract payable 15,820 1,100
Sales tax payable 933 678
Total other current liabilities $ 176,934 $ 501,507

5. LONG-TERM DEBT

The following is a summary of the bonds and notes outstanding for the District for the years ended
December 31:

Bonds and Notes 2017 2016

Rural Utilities Service Bond - $185,000,

dated 12/19/03, was issued to pay off prior debt of

the District, with payments through 2043,

bearing interest at a rate of 4.5%. $ 152,000 $ 155,500

Kentucky Infrastructure Authority Loan - $547,000,

dated 1/1/04, was issued to pay for expenditures related to

the Highway 899/Mallie Waterworks improvement project,

with payments through 2022, bearing interest at a rate of 4.05%. 263,046 315,280

Rural Utilities Service Bond - $100,000,

dated 1/26/07, was issued to finance a portion of the Water

Treatment Plant project, with payments through 2046,

bearing interest at a rate of 4.125%. 88,400 89,900

Government Obligation Contract - $27,250,
dated 11/1/14, to finance the purchase of a pickup truck

with payments through 2017, bearing interest at 2.25 — 3.625%. - 7,154
Total 503,446 567,834
Less: current portion of debt (59,390) (63,788)
Long-term debt $ 444,056 $ 504,046

-11-



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

5. LONG-TERM DEBT (CONTINUED)

The annual requirements to amortize all bonds and notes outstanding as of December 31, 2017 are as
follows:

Year Ending Principal Interest Payment
December 31, and Fees

2018 $ 59,390 $ 20,853 $ 80,243

2019 61,635 18,609 80,244

2020 64,071 15,933 80,004

2021 66,604 13,149 79,753

2022 37,446 10,541 47,987

2023-2027 32,000 46,713 78,713

2028-2032 40,500 38,748 79,248

2033-2037 50,200 28,776 78,976

2038-2042 62,500 16,454 78,954

2043-2047 29,100 3,890 32,990

$ 503446 $ 213666 $ 717,112

The following is a summary of changes in long-term debt and net pension liability for the year ended
December 31, 2017:

Due
December 31, December 31, Within
2016 Additions Retirements 2017 One Year
Net pension liability $ 823,295 $ 187454 $ - $ 1,010,749 $ -
Bonds payable 245,400 - (5,000) 240,400 5,000
Notes payable 322,434 - (59,388) 263,046 54,390

$1,391,129 $ 187,454 § (64.388) $1514195 $§ 59,390

The following is a summary of changes in long-term debt and net pension liability for the year ended
December 31, 2016:

Due
December 31, December 31, Within
2015 Additions Retirements 2016 One Year
Net pension liability $ 792,152 $ 31,143 % - $ 823295 $ -
Bonds payable 249,900 - (4,500) 245,400 4,400
Notes payable 381,673 - (59,239) 322,434 59,388

$ 1,423,725 $ 31143 § (63,739) $1391,129 § 63,788

The District’s is required to maintain debt service and depreciation reserves in accordance with their
various debt agreements. The balance in the debt service reserve as of December 31, 2017 and
2016 was $133,210 and $84,307, respectively. The balance in the depreciation reserve as of
December 31, 2017 and 2016 was $39,950. The District has fully funded its debt service and
depreciation reserves at December 31, 2017 and 2016.

-12-



KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

6. LEASE COMMITMENTS

The District leases office equipment under a non-cancellable operating lease agreement. Rental
expense for the years ended December 31, 2017 and 2016 was $4,394 and $6,127, respectively.
Future minimum lease payments including applicable taxes and fees for operating leases at
December 31, 2017 are as follows:

December 31,

2018 $ 732
Total lease payments $ 732

7. RETIREMENT PLAN

The Knott County Water and Sewer District is a participating employer of the County Employees'
Retirement System (CERS). Under the provisions of Kentucky Revised Statute 61.645, the Board of
Trustees of Kentucky Retirement Systems administers the CERS. The plan issues publicly available
financial statements which may be downloaded from the Kentucky Retirement Systems website.

Plan Description — CERS is a cost-sharing multiple-employer defined benefit pension plan that covers
substantially all regular full-time members employed in positions of each participating county, city, and
school board, and any additional eligible local agencies electing to participate in the System. The
plan provides for retirement, disability, and death benefits to plan members. Retirement benefits may
be extended to beneficiaries of plan members under certain circumstances. Cost-of-living (COLA)
adjustments are provided at the discretion of state legislature.

Contributions — For the years ended December 31, 2017 and 2016, plan members were required to
contribute 5.00% of wages for non-hazardous job classifications. Employees hired after September
2008 were required to contribute an additional 1% to cover the cost of medical insurance that is
provided through CERS. Participating employers were required to contribute at an actuarially
determined rate. Per Kentucky Revised Statute Section 78.545(33), normal contribution and past
service contribution rates shall be determined by the Board on the basis of an annual valuation last
proceeding the July 1 of a new biennium. The Board may amend contribution rates as of the first day
of July of the second year of a biennium, if it is determined on the basis of a subsequent actuarial
valuation that amended contribution rates are necessary to satisfy requirements determined in
accordance with actuarial basis adopted by the Board. For the year ended December 31, 2017,
participating employers contributed 18.68% through June 30 and 19.18% thereafter, of each non-
hazardous employee’s wages, which is equal to the actuarially determined rate set by the Board. For
the year ended December 31, 2016, participating employers contributed 17.06% through June 30 and
18.68% thereafter, of each non-hazardous employee’s wages. Administrative costs of Kentucky
Retirement System are financed through employer contributions and investment earnings.

Plan members who began participating on, or after, January 1, 2014, were required to contribute to
the Cash Balance Plan. The Cash Balance Plan is known as a hybrid plan because it has
characteristics of both a defined benefit plan and a defined contribution plan. Members in the plan
contribute a set percentage of their salary each month to their own account. Plan members contribute
5% of wages to their own account and 1% to the health insurance fund. The employer contribution
rate is set annually by the Board based on an actuarial valuation. The employer contributes a set
percentage of each member’s salary. Each month, when employer contributions are received, an
employer pay credit is deposited to the member’'s account. For non-hazardous members, their
account is credited with a 4% employer pay credit. The employer pay credit represents a portion of
the employer contribution.

The District contributed $84,705 for the year ended December 31, 2017, or 100% of the required
contribution. The contribution was allocated $63,249 to the CERS pension fund and $21,456 to the
CERS insurance fund. The District contributed $82,187 for the year ended December 31, 2016, or
100% of the required contribution. The contribution was allocated $60,741 to the CERS pension fund
and $21,446 to the CERS insurance fund.
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KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

7. RETIREMENT PLAN (CONTINUED)

Benefits — CERS provides retirement, health insurance, death and disability benefits to Plan
employees and beneficiaries. Employees are vested in the plan after five years' service.

For retirement purposes, employees are grouped into three tiers based on hire date:

Tier 1 Participation date Before September 1, 2008
Unreduced retirement 27 years service or 65 years old
Reduced retirement At least 5 years service and 55 years old or
At least 25 years service and any age

Tier 2  Participation date September 1, 2008 - December 31, 2013
Unreduced retirement At least 5 years service and 65 years old
or age 57+ and sum of service years plus age equal to 87
Reduced retirement At least 10 years service and 60 years old

Tier 3  Participation date After December 31, 2013
Unreduced retirement At least 5 years service and 65 years old
or age 57+ and sum of service years plus age equal to 87
Reduced retirement Not available

Cost of living adjustments are provided at the discretion of the General Assembly. Retirement is
based on a factor of the number of years’ service and hire date multiplied by the average of the
highest five years’ earnings. Reduced benefits are based on factors of both of these components.
Participating employees become eligible to receive the health insurance benefit after at least 180
months of service. Death benefits are provided for both death after retirement and death prior to
retirement. Death benefits after retirement are $5,000 in lump sum. Five years’ service is required for
death benefits prior to retirement and the employee must have suffered a duty-related death. The
decedent’s beneficiary will receive the higher of the normal death benefit and $10,000 plus 25% of the
decedent’s monthly final rate of pay and any dependent child will receive 10% of the decedent’s
monthly final rate of pay up to 40% for all dependent children. Five years’ service is required for
nonservice-related disability benefits.

Pension Liabilities, Expense, Deferred Outflows of Resources and Deferred Inflows of Resources — At
December 31, 2017, the District reported a liability of $1,010,749 or its proportionate share of the total
net pension liability. The net pension liability was measured as of June 30, 2017, and the total
pension liability used to calculate the net pension liability was determined by an actuarial valuation as
of that date. At December 31, 2016, the District reported a liability of $823,295 or its proportionate
share of the total net pension liability. The net pension liability was measured as of June 30, 2016,
and the total pension liability used to calculate the net pension liability was determined by an actuarial
valuation as of that date. The District’'s proportion of the net pension liability was based on a
projection of the District’'s long-term share of contributions to the pension plan relative to the projected
contributions of all participating entities, actuarially determined. At June 30, 2017, the District’s
proportion was .01727 percent, which was a decrease of 0.00055 percent from its proportion
measured as of June 30, 2016. At June 30, 2016, the District’s proportion was .01672 percent, which
was a decrease of .0017 percent from its proportion measured as of June 30, 2015.
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KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

7. RETIREMENT PLAN (CONTINUED)

For the year ended December 31, 2017, the District recognized pension expense of $180,242. For
the year ended December 31, 2016, the District recognized pension expense of $113,380. At
December 31, 2017, the District reported deferred outflows of resources and deferred inflows of
resources related to pensions from the following sources:

Deferred Deferred
Outflows of Inflows of
Resources Resources
Differences between expected and actual results $ 1254 §$ 25,657
Changes of assumptions 186,511 -
Net difference between projected and actual earnings on Plan
investments 12,502 -
Changes in proportion and differences between District
contributions and proportionate share of contributions 27,338 26,697
District contributions subsequent to the measurement date 32,122 -
Total $ 259,727 $ 52,354

At December 31, 2016, the District reported deferred outflows of resources and deferred inflows of
resources related to pensions from the following sources:

Deferred Deferred
Outflows of Inflows of
Resources Resources
Differences between expected and actual results $ 3,594 $ -
Changes of assumptions 43,614 -
Net difference between projected and actual earnings on Plan
investments 77,398 -
Changes in proportion and differences between District
contributions and proportionate share of contributions 30,412 45,630
District contributions subsequent to the measurement date 36,110 -
Total $ 191,128 § 45,630

The $32,122 of deferred outflows of resources resulting from the District’s contributions subsequent to
the measurement date will be recognized as a reduction of the net pension liability in the year ending
December 31, 2018. Other amounts reported as deferred outflows of resources and deferred inflows
of resources as of December 31, 2017 will be recognized in pension expense as follows:

Year ending December 31,

2018 $ 75,420
2019 $ 75489
2020 $ 37,320
2021 $ (12,978)

Actuarial Assumptions — The total pension liability in the June 30, 2017 actuarial valuation was
determined using the following actuarial assumptions, applied to all periods included in the

measurement:
Inflation 2.30%
Salary increases 3.05%, average, including inflation

Investment rate of return 6.25%, net of Plan investment expense, including inflation
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KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

7. RETIREMENT PLAN (CONTINUED)

Actuarial Assumptions — The total pension liability in the June 30, 2016 actuarial valuation was
determined using the following actuarial assumptions, applied to all periods included in the

measurement:
Inflation 3.25%
Salary increases 4.00%, average, including inflation

Investment rate of return 7.50%, net of Plan investment expense, including inflation

Mortality rates were based on the RP-2000 Combined Mortality Table projected with Scale BB to 2013
(multiplied by 50% for males and 30% for females). For healthy retired members and beneficiaries,
the mortality table used is the RP-2000 Combined Mortality Table projected with Scale BB to 2013
(set back 1 year for females). For disabled members, the RP-2000 Combined Disabled Mortality
Table projected with Scale BB to 2013 (set back 4 years for males) is used for the period after
disability retirement.

The actuarial assumptions used in the June 30, 2017 and 2016 valuations were based on the results
of an actuarial experience study for the period July 1, 2008 - June 30, 2013.

The long-term expected return on plan assets is reviewed as part of the regular experience studies
prepared every five years. Several factors are considered in evaluating the long-term rate of return
assumptions including long-term historical data, estimates inherent in current market data, and a log-
normal distribution analysis in which best-estimate ranges of expected future real rates of return
(expected return, net of investment expense and inflation) were developed by the investment
consultant for each major asset class. These ranges were combined to produce the long-term
expected rate of return by weighting the expected future real rates of return by the target asset
allocation percentage and then adding expected inflation. The capital market assumptions developed
by the investment consultant are intended for use over a 10-year horizon and may not be useful in
setting the long-term rate of return for funding pension plans which covers a longer time frame. The
assumption is intended to be a long-term assumption and is not expected to change absent a
significant change in the asset allocation, a change in the inflation assumption, or a fundamental
change in the market that alters expected returns in future years.

The target allocation and best estimates of nominal real rates of return for each major asset class are
summarized in the following table:

Long-term
Nominal
Target Real Rate
Asset Class Allocation of Return

U.S. Equity 26.5% 11.27%
Non-U.S. Equity 26.5% 2.83%
Fixed Income 12.0% 7.69%
Real Return 8.0% 4.00%
Real Estate 5.0% 5.95%
Absolute Return 10.0% 3.96%
Private Equity 10.0% 10.95%
Cash Equivalent 2.0% 3.65%

Total 100%
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KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

7. RETIREMENT PLAN (CONTINUED)

Discount Rate — The discount rate used to measure the total pension liability was 6.25 and 7.50
percent as of June 30, 2017 and 2016, respectively. The projection of cash flows used to determine
the discount rate assumed that local employers would contribute the actuarially determined
contribution rate of projected compensation over the remaining 26 year amortization period of the
unfunded actuarial accrued liability. The actuarial determined contribution rate is adjusted to reflect
the phase in of anticipated gains on actuarial value of assets over the first four years of the projection
period. The discount rate does not use a municipal bond rate.

Sensitivity of the District’s Proportionate Share of the Net Pension Liability to Changes in the Discount
Rate — The following presents the District’s proportionate share of the net pension liability calculated
using the discount rate of 6.25 percent, as well as what the District’s proportionate share of the net
pension liability would be if it were calculated using a discount rate that is 1-percentage-point lower
(5.25 percent) or 1-percentage-point higher (7.25 percent) than the current rate:

District’s proportionate
share of net pension

Discount rate liability
1% decrease 5.25% $ 1,274,773
Current discount rate 6.25% $ 1,010,749
1% increase 7.25% $ 789,895

Payable to the Pension Plan — At December 31, 2017, the District reported a payable of $10,658 for
the outstanding amount of contributions to the pension plan required for the year ended December 31,
2017. At December 31, 2016, the District reported a payable of $10,418 for the outstanding amount
of contributions to the pension plan required for the year ended December 31, 2016. The payables
included both the pension and insurance contribution allocation.

8. RISK MANAGEMENT

The District is exposed to various risks of loss related to torts; theft of, damage to, and destruction of
assets; errors and omissions; injuries to employees; and natural disasters. In addition to its general
liability insurance, the District also carries commercial insurance for all other risks of loss such as
worker’'s compensation and employee health and accident coverage. Settled claims resulting from
these risks have not exceeded commercial insurance coverage in any of the past three fiscal years.

9. CONSTRUCTION COMMITMENTS
The District regularly engages in construction projects to expand water lines and access throughout
its service area. The District generally applies for grant money to fund these projects. As of

December 31, 2017 and 2016, the District had construction in progress of $45,569 and $1,869,952,
respectively, related to various projects.
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KNOTT COUNTY WATER AND SEWER DISTRICT
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

10. PRIOR YEAR RESTATEMENT OF NET POSITION

The following table summarizes restatements in net position of the District as previously reported in the
year ended December 31, 2016:

Net position, as previously reported $ 39,030,298
Deferred inflows and outflows - pension 173,153
Net pension liability (257,999)
Customer accounts receivable 93,758
Accounts payable 10,590
Prepaid expenses (20,046)
Other current liabilities 30,151
Accumulated depreciation 2,756,697

Net position, as restated $ 41,816,602

The reason for the District’'s restatement of net position related to accumulated depreciation is
described in Note 3. The restatement related to the net pension liability and the deferred inflows and
outflows — pension, was primarily due to the December 31, 2015 financial statements of the District
reporting these balances as measured on June 30, 2014. The restatement was made to adjust to the
balances, as measured on June 30, 2015, as required by GASB standards. The remaining
restatements shown in the above table related to accruals that had been paid or received in prior years
but not removed from the District’s statement of net position.

11. RECLASSIFICATION

Net investment in capital assets and unrestricted net position as of December 31, 2016, have been
reclassified to be consistent with the presentation as of December 31, 2017.

12. SUBSEQUENT EVENT

For the year ending December 31, 2018, the District will be required to report their proportionate share
of the net liability associated with the CERS Insurance Plan’s net other post-employment benefits
(OPEB), in accordance with Governmental Accounting Standards Board Statement No. 75, Accounting
and Financial Reporting for Post-employment Benefits other than Pensions. The District is analyzing
the impact of the new standard but expects to record a net OPEB liability, estimated at $347,146.
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KNOTT COUNTY WATER AND SEWER DISTRICT
REQUIRED SUPPLEMENTARY SCHEDULE
PROPORTIONATE SHARE OF THE NET PENSION LIABILITY
Last Two Fiscal Years

2017

District's proportion of the net pension liability 0.01727%
District's proportionate share of the net pension

liability (asset) $ 1,010,749
District's covered employee payroll $ 460,392
District's share of the net pension liability (asset) as a

percentage of its covered employee payroll 219.54%
Plan fiduciary net position as a percentage

of the total pension liability 53.32%

Notes:

There were no changes in benefit terms. However, the following changes in assumptions
were modified as of the June 30, 2017 valuation:

The assumed investment rate of return was decreased from 7.5% to 6.25%.

The assumed rate of inflation was reduced from 3.5% to 2.3%.

Payroll growth assumption was reduced from 4% to 2%.

Contractually required employer contributions exclude the portion of contributions paid to CERS but

allocated to the insurance fund of the CERS. The above contributions only include those contributions

allocated directly to the CERS pension fund.

2016
0.01672%

$ 823,295
$ 435595

189.00%

55.50%

The District's covered payroll reported above is payroll for the corresponding measurement date of the net pension

liability and differs from the District's fiscal year payroll, reported on the Schedule of Contributions.
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KNOTT COUNTY WATER AND SEWER DISTRICT
REQUIRED SUPPLEMENTARY SCHEDULE OF CONTRIBUTIONS
Last Two Fiscal Years

2017 2016

Contractually required employer

contribution $ 63,249 $ 60,741
Contributions relative to contractually

required employer contribution 63,249 60,741
Contribution deficiency (excess) $ - $ -
District's covered employee payroll $ 447,451 $ 435,595
Employer contributions as a percentage

of covered-employee payroll 14.14% 13.94%

Notes:

There were no changes in benefit terms. However, the following changes in assumptions
were modified as of the June 30, 2017 valuation:

The assumed investment rate of return was decreased from 7.5% to 6.25%.

The assumed rate of inflation was reduced from 3.5% to 2.3%.

Payroll growth assumption was reduced from 4% to 2%.

Contractually required employer contributions exclude the portion of contributions paid to CERS but
allocated to the insurance fund of the CERS. The above contributions only include those contributions
allocated directly to the CERS pension fund.

The District's covered payroll reported above is payroll for the District's corresponding fiscal year and differs
from the covered payroll reported on the Schedule of Proportionate Share of the Net Pension Liability.
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KNOTT COUNTY WATER AND SEWER DISTRICT
BUDGETARY COMPARISON SCHEDULE
for the year ended December 31, 2017

OPERATING INCOME

Water service

Sewer service

Operating grant revenue
Penalties

Miscellaneous income
Reconnection and collection fees

Total operating income

OPERATING EXPENSES
Salaries and fringe benefits
Commissioners
Office and advertising expense
Water consumption
Electricity
Telephone
Travel and training
Rents
Contractual fees
Vehicle expense
Operating supplies and maintenance
Licenses, permits, dues, and fees
Insurance and bonds

Total operating expense

Operating income before depreciation

Depreciation expense

OPERATING (LOSS)

Non-operating income (expenses)
Interest income
Interest expense

(LOSS) BEFORE CAPITAL CONTRIBUTIONS

Capital contributions
Tap fees
Contributed capital

CHANGE IN NET POSITION

Variance with

Final Budget
Original Appropriated Actual Favorable
Budget Budget Amount (Unfavorable)
$2,000,000 $ 2,000,000 $1,877,0565 § (122,945)
- - 70,714 70,714
- - 108,687 -
- - 20,391 20,391
35,000 35,000 42,104 7,104
- - 7,268 7,268
2,035,000 2,035,000 2,126,219 (17,468)
756,633 756,633 897,174 (140,541)
30,200 30,200 30,200 -
1,000 1,000 8,477 (7,477)
88,409 88,409 74,580 13,829
382,593 382,593 382,084 509
10,671 10,671 10,321 350
3,617 3,617 3,111 506
6,000 6,000 6,983 (983)
189,942 189,942 159,956 29,986
39,764 39,764 32,994 6,770
284,501 284,501 371,868 (87,367)
7,020 7,020 16,094 (9,074)
53,717 53,717 55,864 (2,147)
1,854,067 1,854,067 2,049,706 (195,639)
180,933 180,933 76,513 (104,420)
1,165,646 1,165,646 1,267,030 (101,384)
(984,713) (984,713) (1,190,517) (205,804)
- - 841 841
(23,096) (23,096) (22,782) 314
(1,007,809) (1,007,809) (1,212,458) (204,649)
- - 25,329 25,329
- - 641,211 641,211
$(1,007,809) $ (1,007,809) $ (545918) $ 461,891
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KNOTT COUNTY WATER AND SEWER DISTRICT
BUDGETARY COMPARISON SCHEDULE
for the year ended December 31, 2016

Variance with

Final Budget
Original Appropriated Actual Favorable
OPERATING INCOME Budget Budget Amount (Unfavorable)
Water service $2,294850 $ 2,294,850 $1,893,265 $ (401,585)
Sewer service - - 66,855 66,855
Penalties - - 20,238 20,238
Miscellaneous income 34,423 34,423 51,376 16,953
Reconnection and collection fees - - 6,965 6,965
Total operating income 2,329,273 2,329,273 2,038,699 (290,574)
OPERATING EXPENSES
Salaries and fringe benefits 721,364 721,364 710,626 10,738
Commissioners 30,200 30,200 27,800 2,400
Office and advertising expense 1,500 1,500 1,182 318
Water consumption 96,268 96,268 65,705 30,563
Electricity 348,559 348,559 370,062 (21,503)
Telephone 11,108 11,108 10,453 655
Travel and training 3,117 3,117 4,088 (971)
Rents 14,145 14,145 13,707 438
Contractual fees 187,084 187,084 204,752 (17,668)
Vehicle expense 34,708 34,708 34,596 112
Operating supplies and maintenance 250,839 250,839 236,506 14,333
Licenses, permits, dues, and fees 6,296 6,296 7,080 (784)
Bad debt expense - - 73,862 (73,862)
Insurance and bonds 53,569 53,569 54,308 (739)
Total operating expense 1,758,757 1,758,757 1,814,727 (55,970)
Operating income before depreciation 570,516 570,516 223,972 (346,544)
Depreciation expense 1,632,662 1,632,662 1,204,014 428,648
OPERATING (LOSS) (1,062,146) (1,062,146) (980,042) 82,104
Non-operating income (expenses)
Interest income - - 740 740
Loss on disposal of asset - - (459) (459)
Interest expense (26,206) (26,206) (34,162) (7,956)
(LOSS) BEFORE CAPITAL CONTRIBUTIONS (1,088,352) (1,088,352) (1,013,923) 74,429
Capital contributions
Tap fees - - 24,300 24,300
Contributed capital - - 9,352,552 9,352,552
CHANGE IN NET POSITION $(1,088,352) $§ (1,088,352) §$ 8,362,929 $§ 9,451,281
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Members American Institute of Certified Public Accountants
and Kentucky Society of Certified Public Accountants

INDEPENDENT AUDITORS’ 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

The Board of Commissioners
Knott County Water and Sewer District
Vicco, Kentucky

We have audited, in accordance with the auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards
issued by the Comptroller General of the United States, the financial statements of the Knott County
Water and Sewer District (the District) as of and for the year ended December 31, 2017, and the related
notes to the financial statements, which collectively comprise the Knott County Water and Sewer District’s
basic financial statements and have issued our report thereon dated June 26, 2018.

Internal Control over Financial Reporting

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

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

Our consideration of internal control was for the limited purpose described in the first paragraph of this
section and was not designed to identify all deficiencies in internal control that might be material
weaknesses or significant deficiencies and therefore, material weaknesses or significant deficiencies may
exist that were not identified. We did identify a certain deficiency in internal control, described in the
accompanying schedule of findings and responses that we consider to be a material weakness (2017-
001).

Compliance and Other Matters

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

The Knott County Water and Sewer District’'s response to the findings identified in our audit is described
in the accompanying schedule of findings and responses. The Knott County Water and Sewer District’s
response was not subjected to the auditing procedures applied in the audit of the financial statements
and, accordingly, we express no opinion on it.

Purpose of this Report

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

RFH

RFH, PLLC
Lexington, Kentucky
June 26, 2018
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KNOTT COUNTY WATER AND SEWER DISTRICT
SCHEDULE OF FINDINGS AND RESPONSES
for the year ended December 31, 2017

FINDINGS RELATED TO FINANCIAL STATEMENTS

2017-001 — Internal Control over Financial Reporting

Criteria:
The District is required to have internal controls in place that enable it to prepare complete financial
statements, including note disclosures, in compliance with generally accepted accounting principles.

Condition:
The District does not have the internal control procedures required to draft the financial statements in
conformity with generally accepted accounting principles.

Cause:
The District lacks personnel with the expertise to apply generally accepted accounting principles in
preparing its financial statements including disclosures.

Effect:

Management engaged the auditor to prepare draft financial statements, including the related notes to
the financial statements. Management reviewed, approved and accepted responsibility for the financial
statements prior to their issuance.

Recommendation:

We recommend management review the costs and benefits involved to retain a consultant with the
required expertise to prepare the financial statements or review the financial statements as prepared
by the auditor for compliance with generally accepted accounting principles.

RESPONSE:

This is an ongoing finding. Management has determined that it is more cost effective to continue to
engage the auditor to draft the financial statements and related notes.
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