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JARRED, GILMORE & PHILLIPS, PA
CERTIFIED PUBLIC ACCOUNTANTS

INDEPENDENT AUDITORS' REPORT

Board of Directors
Rural Water District No. 3
Butler County, Kansas

We have audited the accompanying fund summary statement of regulatory basis receipts,
expenditures, and unencumbered cash balances of Rural Water District No. 3, Butler County,
Kansas, a municipality, as of and for the year ended December 31, 2012, and the related notes to
the financial statement.

Management’s Responsibility for the Financial Statement

Management is responsible for the preparation and fair presentation of this financial statement in
accordance with the Kansas Municipal Audit and Accounting Guide as described in Note 1 to meet
the financial reporting requirements of the State of Kansas. Management is also responsible for
the design, implementation and maintenance of internal control relevant to the preparation and
fair presentation of the financial statement that is free from material misstatement, whether due to
fraud or error.

Auditors’ Responsibility

Our responsibility is to express an opinion on the financial statement based on our audit. We
conducted our audit in accordance with auditing standards generally accepted in the United
States of America, and the Kansas Municipal Audit and Accounting Guide. Those standards
require we plan and perform the audit to obtain reasonable assurance about whether the financial
statement is free of material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the financial statement. The procedures selected depend on auditor’s judgment,
including the assessment of the risks of material misstatement of the financial statement, 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 statement 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 statement. We believe that the audit evidence
we have obtained is sufficient and appropriate to provide a basis for our audit opinion.

Basis for Adverse Opinion on U.S. Generally Accepted Accounting Principles

As described in Note 1 of the financial statement, the financial statement is prepared by Rural
Water District No. 3, Butler County, Kansas to meet the requirements of the State of Kansas on
the basis of the financial reporting provisions of the Kansas Municipal Audit and Accounting
Guide, which is a basis of accounting other than accounting principles generally accepted in the
United States of America.
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Rural Water District No. 3
Butler County, Kansas
Page 2

The effects on the financial statement of the variances between the regulatory basis of
accounting described in Note 1 and accounting principles generally accepted in the United
States of America, although not reasonably determinable, are presumed to be material.

Adverse Opinion on U.S. Generally Accepted Accounting Principles

In our opinion, because of the significance of the matter discussed in the “Basis for Adverse
Opinion on U.S. Generally Accepted Accounting Principles” paragraph, the financial statement
referred to above does not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial position of Rural Water District No. 3,
Butler County, Kansas as of December 31, 2012, or changes in financial position and cash
flows thereof for the year then ended.

Opinion on Regulatory Basis of Accounting

In our opinion, the financial statement referred to above presents fairly, in all material
respects, the aggregate cash and unencumbered cash balance of Rural Water District No. 3,
Butler County, Kansas as of December 31, 2012, and the aggregate receipts and expenditures
for the year then ended in accordance with the financial reporting provisions of the Kansas
Municipal Audit and Accounting Guide described in Note 1.

Report on Regulatory Required Supplementary Information

Our audit was conducted for the purpose of forming an opinion on the fund summary
statement of regulatory basis receipts, expenditures, and unencumbered cash balances (basic
financial statement) as a whole. The individual fund schedules of regulatory basis receipts and
expenditures-actual (Schedule 1 as listed in the table of contents) are presented for analysis
and are not a required part of the basic financial statement, however, is required to be
presented under the provisions of the Kansas Municipal Audit and Accounting Guide. The
schedule of insurance coverage (Schedule 2 as listed in the table of contents) is presented for
analysis and is not a required part of the basic financial statement. 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 basic financial statement. The information
has been subjected to the auditing procedures applied in the audit of the basic financial
statement and certain additional procedures, including comparing and reconciling such
information directly to the underlying accounting and other records used to prepare the basic
financial statement or to the basic financial statement itself, and other additional procedures
in accordance with auditing standards generally accepted in the United States of America, In
our opinion, the information is fairly stated in all material respects in relation to the basic
financial statement as a whole, on the basis of accounting described in Note 1.

JARRED, GILMORE & PHILLIPS, PA
Certified Public Accountants

March 6, 2013
Chanute, Kansas
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RURAL WATER DISTRICT NO. 3
Butler County, Kansas

Notes to Financial Statement
For the Year Ended December 31, 2012

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Financial Reporting Entity

Rural Water District No. 3, Butler County, Kansas (the District) was organized under Kansas
law and provides water to rural Butler County in Kansas. Rural Water District No. 3, Butler
County, Kansas, is a municipal corporation governed by an elected six-member board.

Related Municipal Entities: A related municipal entity is determined by the following criteria.
Whether the District exercises oversight responsibility on financial interdependency,
selection of governing authority, designation of management, ability to significantly influence
operations and accountability for fiscal matters, scope of the public service, and significant
operational or financial relationships with the District. Related municipal entities are not
required to be included in the District’s audit by the Kansas Municipal Audit and Accounting
Guide (KMAAG).

The District has determined that no outside agency meets the above criteria and, therefore,
no outside agency has been included as a related municipal entity in the financial statement.

Regulatory Basis Fund Types

A fund is defined as an independent fiscal and accounting entity with a self-balancing set of
accounts recording cash and other financial resources, together with all related liabilities
and residual equities or balances, and changes therein, which are segregated for the purpose
of carrying on specific activities or attaining certain objectives in accordance with special
regulations, restrictions, or limitations.

The following types of funds comprise the financial activities of the Rural Water District No.
3, Butler County, Kansas for the year of 2012:

Business fund - funds financed in whole or in part by fees charged to users of the goods or
services (i.e. enterprise and internal service fund etc.)

Special purpose fund — used to account for the proceeds of specific tax levies and other
specific revenue sources (other than Capital Project and tax levies for long-term debt) that
are intended for specified purposes.

Basis of Accounting

Regulatory Basis of Accounting and Departure from Accounting Principles Generally Accepted in
the United States of America. The Kansas Municipal Audit and Accounting Guide (KMAAG)
regulatory basis of accounting involves the recognition of cash, cash equivalents, marketable
investments, and certain accounts payable and encumbrance obligations to arrive at a net
unencumbered cash and investments balance on a regulatory basis for each fund, and the
reporting of changes in unencumbered cash and investments of a fund resulting from the
difference in regulatory basis revenues and regulatory basis expenditures for the fiscal year.
All recognized assets and liabilities are measured and reported at cost, unless they have
been permanently impaired and have no future cash value or represent no future obligation
against cash. The KMAAG regulatory basis does not recognize capital assets, long-term debt,
accrued receivables and payables, or any other assets, liabilities or deferred inflows or
outflows, other than those mentioned above.
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SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Basis of Accounting (Continued)

The municipality has approved a resolution that is in compliance with K.S.A. 75-1120a(c),
waiving the requirement for application of generally accepted accounting principles and
allowing the municipality to use the regulatory basis of accounting.

The District has approved a resolution that is in compliance with K.S.A. 75-1120a(c), waiving
the requirement for application of generally accepted accounting principles and allowing the
municipality to use the regulatory basis of accounting.

Use of Estimates

Estimates and assumptions are used by management in preparing the financial statement.
Those estimates and assumptions affect the reporting amounts of assets and liabilities, the
disclosure of contingent assets and liabilities and the reported revenues and expenses.

Reimbursed Expenses
K.S.A. 79-2934 provides that reimbursed expenditures, in excess of those budgeted, should
be recorded as reductions in expenditures rather than as revenues. In the financial
statement and budget comparisons presented in this report, reimbursements and refunds
follow these guidelines.

Income Tax Status

Rural Water District No. 3, Butler County, Kansas is recognized by the Internal Revenue
Service as a quasi-municipal corporation under K.S.A. 88a-616, and is exempt from Federal
and Kansas income taxes. Accordingly, this financial statement does not present a provision
for income taxes.

Property and Equipment

The accounting and reporting treatment used for property and equipment under the cash
basis laws of Kansas require that property and equipment be recorded as an expenditure
during the year of purchase.

STEWARDSHIP, COMPLIANCE, AND ACCOUNTABILITY

Compliance with Kansas Statutes
Statement 1 is designed to show compliance with the cash basis laws of Kansas. As shown
in Statement 1, the District was in apparent compliance with the cash basis laws of Kansas.

Budgetary Information
Rural water districts are not subject to Kansas statutes requiring a legally adopted budget.

DEPOSITS AND INVESTMENTS

K.S.A 9-1401 establishes the depositories which may be used by the District. The statute
requires banks eligible to hold the District’s funds have a main branch or branch bank in the
county in which the District is located, or in an adjoining county if such institution has been
designated as an official depository, and the banks provide an acceptable rate of return on
funds. In addition, K.S.A. 9-1402 requires the banks to pledge securities for deposits in
excess of FDIC coverage. The District has no other policies that would further limit interest
rate risk.



DEPOSITS AND INVESTMENTS (Continued)

K.S.A 12-1675 limits the District’s investment of idle funds to time deposits, open accounts,
and certificates of deposit with allowable financial institutions; U.S. Government securities;
temporary notes; no-fund warrants; repurchase agreements; and the Kansas Municipal
Investment Pool. The District has no investment policy that would further limit its
investment choices.

Concentration of credit risk. State statutes place no limit on the amount the District may
invest in any one issuer as long as the investments are adequately secured under K.S.A. 9-
1402 and 9-1405.

Custodial credit risk — deposits. Custodial credit risk is the risk that in the event of a bank
failure, the District’s deposits may not be returned to it. State statutes require the District’s
deposits in financial institutions to be entirely covered by federal depository insurance or by
collateral held under a joint custody receipt issued by a bank within the State of Kansas, the
Federal Reserve Bank of Kansas City, or the Federal Home Loan Bank of Topeka.

At December 31, 2012, the District’s carrying amount of deposits was $543,443.12 and the
bank balance was $543,492.19. The bank balance was held by one bank resulting in a
concentration of credit risk. Of the bank balance, $250,000.00 was covered by federal
depository insurance and $293,492.19 was collateralized with securities held by the pledging
financial institutions’ agents in the District’s name.

RISK MANAGEMENT

The District is exposed to various risks of loss related to torts; theft of, damage to, or
destruction of assets, errors and omissions; injuries to employees; employees’ health and life;
and natural disasters. The District manages these risks of loss through the purchase of
various insurance policies.

ACCUMULATED UNPAID VACATION AND SICK PAY

All full-time employees are allotted one week of vacation after one year of service and two
weeks after two years of service. Up to fifteen days may be rolled over to the new year. At no
time may more than 30 days be accumulated. All full-time employees are allotted five days
of sick leave per year. Sick leave does not accumulate.

A liability should be accrued for compensated absences which meet the following criteria:

1. The District's obligation relating to employees' rights to receive compensation for future
absences is attributable to employees' services already rendered.

2. The obligation relates to rights that vest or accumulate.

3. Payment of the compensation is probable.

4. The amount can be reasonably estimated.

In accordance with the above criteria, the District has not accrued a liability for vacation or
sick leave as there was none.



ECONOMIC DEPENDENCY

Currently, the District purchases its water from Public Wholesale Water Supply District No.
8. To continue serving its patrons, the District is dependent upon Public Wholesale Water
Supply District No. 8 to provide adequate, reasonably priced water. All water sales are made
to residents in the area of the District. Accordingly, the District's operations are dependent
upon the ability to purchase water from Public Wholesale Water Supply District No. 8.

RELATED PARTY TRANSACTIONS

All board members of the District are benefit unit owners and customers.

NUMBER OF CUSTOMERS SERVED

Customers served December 31, 2011 604
Customers served December 31, 2012 604

9. INTERFUND TRANSFERS

10.

Operating and residual transfers were as follows:

From Fund: To Fund: Statutory Authority Amount

Water Utility Capital Improvements  K.S.A. 12-825d $65,000.00

SUBSEQUENT EVENTS

There were no subsequent events requiring recognition in the financial statement.
Additionally, there were no nonrecognized subsequent events requiring disclosure.



SUPPLEMENTAL INFORMATION
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RURAL WATER DISTRICT NO. 3

Butler County, Kansas
CAPITAL IMPROVEMENTS FUND
Schedule of Receipts and Expenditures - Actual
Regulatory Basis
For the Year Ended December 31, 2012
(With Comparative Actual Totals for the Prior Year Ended December 31, 2011)

Prior Current
Year Year
Actual Actual
Receipts
Use of Money and Property
Benefit Units Sold $ 6,000.00 $ 6,000.00
Sale of Assets 175.00 -
Other Revenues
Reimbursed Expense - 42,420.50
Operating Transfers from:

Water Utility Fund 61,403.15 65,000.00
Total Receipts 67,578.15 113,420.50
Expenditures

Improvements

Capital Outlay 80,620.23 51,511.97
Total Expenditures 80,620.23 51,511.97
Receipts Over(Under) Expenditures (13,042.08) 61,908.53
Unencumbered Cash, Beginning 13,042.08 -
Unencumbered Cash, Ending $ - $ 61,908.53




RURAL WATER DISTRICT NO. 3
Butler County, Kansas
WATER UTILITY FUND
Schedule of Receipts and Expenditures - Actual
Regulatory Basis
For the Year Ended December 31, 2012

Schedule 1
2 of4

(With Comparative Actual Totals for the Prior Year Ended December 31, 2011)

Receipts
Operating Revenues

Water Sales
Transfer Fees

Use of Money and Property
Interest Income

Dividends

Residual Transfer from
Bond Reserve Fund

Total Receipts

Expenditures
Utility Operations
Operating Expenditures

Personal Services

Contractual Services

Commodities

Operating Transfers to:
Capital Improvement Fund

Total Expenditures
Receipts Over(Under) Expenditures
Unencumbered Cash, Beginning

Unencumbered Cash, Ending

Prior Current
Year Year
Actual Actual
472,175.38 $ 470,318.89
1,609.00 1,043.00
5,549.43 2,436.64
1,234.38 1,744.73
21,437.50 -
502,005.69 475,543.26
89,297.30 80,782.48
76,875.34 105,634.32
199,835.67 178,365.15
61,403.15 65,000.00
427,411.46 429,781.95
74,594.23 45,761.31
336,763.31 411,357.54
411,357.54 $ 457,118.85
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RURAL WATER DISTRICT NO. 3
Butler County, Kansas
WATER UTILITY SERIES 1998 PRINCIPAL AND INTEREST FUND
Schedule of Receipts and Expenditures - Actual
Regulatory Basis
For the Year Ended December 31, 2012
(With Comparative Actual Totals for the Prior Year Ended December 31, 2011)

Prior Current
Year Year
Actual Actual
Receipts
Operating Transfers from
Water Utility Bond Reserve Fund $ 78,562.50 $ -
Total Receipts 78,562.50 -
Expenditures
Debt Service
Principal Payments 100,000.00 -
Interest Payments 4,750.00 -
Total Expenditures 104,750.00 -
Receipts Over(Under) Expenditures (26,187.50) -
Unencumbered Cash, Beginning 26,187.50 -
Unencumbered Cash, Ending $ - $ -
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WATER UTILITY SERIES 1998 BOND RESERVE FUND
Schedule of Receipts and Expenditures - Actual

For the Year Ended December 31, 2012

RURAL WATER DISTRICT NO. 3

Butler County, Kansas

Regulatory Basis

Schedule 1
4 of 4

(With Comparative Actual Totals for the Prior Year Ended December 31, 2011)

Receipts
Operating Transfers from
Water Utility Fund
Total Receipts
Expenditures
Residual Transfers to:
Water Principal & Interest Fund
Water Utility Fund
Total Expenditures
Receipts Over(Under) Expenditures

Unencumbered Cash, Beginning

Unencumbered Cash, Ending

Prior
Year
Actual

Current
Year
Actual

78,562.50
21,437.50

100,000.00

(100,000.00)

100,000.00
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RURAL WATER DISTRICT NO. 3
Butler County, Kansas

Schedule of Insurance Coverage
December 31, 2012

Schedule 2

Commercial General Liability Schedule:
Annual aggregate, Other Than Products
Annual aggregate, Products & Complete Operations

Personal and Advertising Injury
Damage to Rented Premises

Medical Expense Limit (any one person)

Buildings and Business Personal Property:
Building and Pump, including equipment (Location #1)
Stand Pipe, including equipment (Location #1)
Stand Pipe, including equipment (Location #2)
Pump station, including equipment (Location #3)
Pump station, including equipment (Location #5)

Office contents (Location #6)

Coinsurance is 90% with a $500 deductible per
occurance; policy includes replacement cost coverage

Equipment Floater

Scheduled Equipment ($250 deductible)

Computers ($500 deductible)

Coinsurance is 80% with a deductible per occurrence
policy includes replacement cost coverage on computers

Workers' Compensation:
Bodily Injury by Accident

Bodily Injury by Disease (Each employee)
Bodily Injury by Disease (Policy limit)

Public Official Errors & Omissions
General aggregate limit
Each Loss (Limit of Liability)
Deductible per loss

Non-owned/Hired Auto
Each Loss (Limit of Liability)

Commercial Auto
Liability
Comprehensive ($500 deductible)
Collision ($500 deductible)

Public Employee Dishonesty
Each Loss ($1,000 deductible)

-12 -
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Date Expires Amount

6/9/2013 3 2,000,000
6/9/2013 2,000,000
6/9/2013 1,000,000
6/9/2013 100,000
6/9/2013 5,000
6/9/2013 55,561
6/9/2013 120,786
6/9/2013 120,786
6/9/2013 55,561
6/9/2013 42,276
6/9/2013 20,000
6/9/2013 19,500
6/9/2013 2,700
6/9/2013 500,000
6/9/2013 500,000
6/9/2013 500,000
6/9/2013 1,000,000
6/9/2013 500,000
6/9/2013 1,500
6/9/2013 1,000,000
6/9/2013 1,000,000
6/9/2013 N/A
6/9/2013 N/A
8/28/2013 250,000
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Communication of Material Weaknesses

Board of Directors
Rural Water District No. 3
Butler County, Kansas

In planning and performing our audit of the financial statement of Rural Water District No. 3, Butler
County, Kansas as of and for the year ended December 31, 2012, in accordance with auditing
standards generally accepted in the United States of America, we considered Rural Water District No.
3, Butler County, Kansas’ internal control over financial reporting (internal control) as a basis for
designing audit procedures that are appropriate in the circumstances for the purpose of expressing
our opinion on the financial statement, but not for the purpose of expressing an opinion on the
effectiveness of the Rural Water District No. 3, Butler County, Kansas’ internal control. Accordingly,
we do not express an opinion on the effectiveness of the Rural Water District No. 3, Butler County,
Kansas’ internal control.

Our consideration of internal control was for the limited purpose described in the preceding paragraph
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. However, as discussed below, we identified certain deficiencies in internal control
that we consider to be material weaknesses.

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. We consider the following deficiencies in Rural Water District No. 3,
Butler County, Kansas’ internal control to be material weaknesses:

Preparation of Financial Statement

Accounting standards states the client must be able to accept responsibility and be able to identify a
material misstatement when reviewing the financial statement, including footnotes and supplemental
information. This would also include knowing if a required footnote disclosure was missing or not
correctly stated. Presently, the District staff does not have the ability to process and prepare the
required financial statement, including footnotes. The potential effects of this material weakness
could be unrecognized errors on the financial statement. While we recognize that this condition is not
unusual for a district your size, it is important that you be aware of this condition for financial
reporting purposes. Management and the Board should continually be aware of the financial reporting
of the District and changes in reporting requirements.

Jarred, Gilmore & Phillips, PA

CERTIFIED PUBLIC ACCOUNTANTS

412 W. MAIN, P.O. BOX 97 1815 S. SANTA FE, PO. BOX 779 16 W. JACKSON
NEODESHA, KANSAS 66757 CHANUTE, KANSAS 66720 IOLA, KANSAS 66749
(620) 325-3430 (620) 431-6342 (620) 365-3125

WWW.jgppa.com



Segregation of Duties

An internal control structure is, quite simply, the procedures and policies in effect which ensure that the
District's financial activity is properly recorded, processed, summarized, and reported in the financial
statements. A weakness in the control structure occurs when one person is responsible for all of the
accounting activities such as performing billings, receipting cash, making deposits, reconciling the
bank accounts, and having access to all books and records of the District. Due to small staff size, it is
not possible for reviews of daily work to take place, potentially resulting in errors in financial records and
reports.

This communication is intended solely for the information and use of management, Board of Directors,
and others within the organization, and is not intended to be, and should not be, used by anyone
other than these specified parties.

JARRED, GILMORE & PHILLIPS, PA
Certified Public Accountants

March 6, 2013
Chanute, Kansas



