COTTONWOOD RURAL
WATER ASSOCIATION

Financial Statements
With Independent Auditor’s Report Thereon
December 31, 2008



INTRODUCTORY SECTION



COTTONWOOD RURAL WATER ASSOCIATION

Table of Contents
December 31, 2008
INTRODUCTORY SECTION
Table Of COMEENTS. .....ccciiiiiiiiieiieeieecteectee e et et sre e s teesaaeeeraeeesbessbeabaeessseesssaessesesseens i
BOArd Of DITECLOTS .....eevuiiiiiiieieenieeeieeicetert et st et et ste et e e be st e sstestesatessesstesnsesseesssensaassaen il
FINANCIAL SECTION
Independent AUditor’s REPOTT .....ccveeieriiiriiiniieieereeierrceresie et et esraesresseseeesieesasenseennens 1-2
Basic Financial Statements:
Statement Of NEt ASSELS.....c.ceveriererirrierierirrerteerertetesreseetestestestessesseestensessesseenses 3
Statement of Revenues, Expenses, and Changes in Fund Net Assets ........ccoceeuen. 4
Statement 0f Cash FIOWS .....co.coouevieririiniininiiierenenteteeetee et sse s 5
Notes to Financial Statements ..........cc.ceceevuererrerrierenenreineeneeeneesesseseseesreseens 6-14
SUPPLEMENTAL INFORMATION
Schedule of Deposit Accounts and Cash on Hand ..........cccceeeeeriinininininncenienennceneenenn. 16
COMPLIANCE SECTION
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 ...........coccevveevvienvieniennienieeeeeeeeeeeenen. 18-19
Schedule of Findings and RESPONSES........cecuieriirrirerierntenieeieeieneennreseneseeseeseeesenensenas 20-24



COTTONWOOD RURAL WATER ASSOCIATION
Board of Directors
December 31, 2008

Name Title
Board of Directors

Roby Zumwalt President

Robért Horner, Jr. Vice President
Vance Riggs Secretary/Treasurer
Dan Dolan Member

Jack Callaway Member

Administrative Official

Jan Waldrip Office Manager

-ii-



FINANCIAL SECTION



MILLER & ASSOCIATES
CERTIFIED PUBLIC ACCOUNTANTS
A PROFESSIONAL CORPORATION

400 NORTH PENNSYLVANIA - SUITE 800
POST OFFICE BOX 2504
ROSWELL, NEW MEXICO 88202-2504

MEMBERS
RONALD L. MILLER, CPA/ABY, CVA AMERICAN INSTITUTE OF

RYANL. MILLER, CPA CERTIFIED PUBLIC ACCOUNTANTS
ROBERT C. CASTILLO, CPA

TELEPHONE 575-622-4667
FAX 575-622-5166
E-MAIL: rmiller@dfn.com

INDEPENDENT AUDITOR'S REPORT

To the Board of Directors

Cottonwood Rural Water Association
Artesia, New Mexico

and

Mr. Hector H. Balderas, State Auditor:

We have audited the accompanying financial statements of the business-type activities of the Cottonwood Rural
Water Association (the “Association”), as of and for the year ended December 31, 2008, which collectively
comprise the Association's basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the Association’s management. Our responsibility is to express opinions on
these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in 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 financial
position of the business-type activities of Cottonwood Rural Water Association as of December 31, 2008, and
the changes in financial position, and cash flows thereof for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued a report dated May 28, 2009 on our
consideration of Cottonwood Rural Water Association's internal control over financial reporting and on our tests
of its compliance with certain provisions of laws, regulations, contracts and grant agreements and other matters.
The purpose of that report is to describe the scope of our testing of internal control over financial reporting and
compliance and the results of that testing, and not to provide an opinion on the internal control over financial
reporting or on compliance. That report is an integral part of an audit performed in accordance with Government
Auditing Standards and should be considered in assessing the results of our audit.
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Cottonwood Rural Water Association has not presented a management's discussion and analysis that accounting
principles accepted in the United States has determined is necessary to supplement, although not required to be
part of, the basic financial statements.

Our audit was conducted for the purpose of forming an opinion on the Association's financial statements. The
accompanying financial information listed as supplemental information in the table of contents is presented for
purposes of additional analysis and is not a required part of the financial statements. Such information has been
subjected to the auditing procedures applied in the audit of the financial statements and, in our opinion, is fairly
presented in all material respects in relation to the financial statements taken as a whole.

ﬂuﬂwwﬂﬂaou}/:u, cht, fe

Miller & Associates, CPA, P.C.
May 28, 2009



STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Statement of Net Assets
December 31, 2008

ASSETS

~Current assets: -

~Cash énd cash equivalents (Note 2)
Restricted assets (Note 3)
Accounts receivable, net (Note 4)
Inventory
Prepaid expenses

~ Total current assets

Non-current assets:
Capital assets (Note 5)
Other assets (Note 6)

Total assets

LIABILITIES AND NET ASSETS
Current liabilities:
Current maturities, long-term debt
Accounts payable
Accrued liabilities

Total current liabilities
Non-current liabilities:
Long-term debt, less current maturities (Note 7)
Deposits held for others (Note 8)
Total liabilities
Net Assets:
Invested in capital assets, net of related debt
Restricted for debt service
Unrestricted

Total net assets

Total liabilities and net assets

$ 131,915
19,885
22,669

5,790
8,155

188,414

1,674,828
273,562

5_2.136,804

$ 346,963
9,303
12,362
368,628
611,349
9,682

989,659

716,516

19,885
410,744

1,147,145

$_2,136,804

The accompanying notes are an integral part of these financial statements.
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Statement of Revenues, Expenses and Changes in Fund Net Assets
For the Year Ended December 31, 2008

Operating revenues:

Charges for services $ 267,285
Grant revenue 50,000
Total operating revenues 317,285

Operating expenses:

Personnel services 77,644
Utilities : 22,181
Repairs and maintenance 60,291
Other supplies and expenses 131,256
Depreciation and amortization 30,216
Total operating expenses 321,588
Operating income (loss) (4,303)

Non-Operating Revenues:

Interest income 3,076
Total non-operating revenues 3,076

Change in net assets (1,227)
Total net assets - beginning of year 1,148,372
Total net assets - end of year $ 1,147,145

The accompanying notes are an integral part of these financial statements.
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Statement of Cash Flows
For the Year Ended December 31, 2008

Cash flows from operating activities:
Cash received from customers
Cash received from grants
Cash paid to suppliers
Cash paid to employees
Net cash provided (used) by operating activities

Cash flows from capital and related financing activities:
Payment on long-term debt
Payment on acquisition of capital assets
Net cash (used) by capital and related financing activities

Cash flows from investing activities:
Interest revenue received
Net cash provided (used) by investing activities

Net increase (decrease) in cash

Cash - beginning of year

Cash - end of year

§ 270,247

750,000~ - - -
(213,180) - .

(78,128)
28,939

(45,210)
(3,928)
(49,138)

3,076

3,076

(17,123)
149,038

$ 131,915

Reconciliation of net operating income (loss) to net cash provided (used) by operating activities:
Operating income (loss)
Adjustments to reconcile net operating income (loss) to net cash
(used) by operating activities:
Depreciation and amortization expense
Changes in assets and liabilities:
Receivables, net

Inventory

Deposits held for others
Accounts payable
Accrued liabilities
Net cash provided (used) by operating activities

$ (4,303)

30,216

2,962
1,058
675

(510)

(1,159)
$ 28,939

The accompanying notes are an integral part of these financial statements.
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NOTE 1.

STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

Summary of Significant Accounting Policies

This summary of significant accounting policies of Cottonwood Rural Water Association (the
“Association”) is presented to assist in understanding the Association’s financial statements. These
financial statements and notes are representations of the Association’s management and Board of
Directors who are responsible for their integrity and objectivity. These accounting policies conform
to accounting principles generally accepted in the United States of America and have been
consistently applied in the preparation of the financial statements.

A. Nature of Business

Cottonwood Rural Water Association was incorporated on January 4, 1979 for the purpose of
constructing, maintaining, and operating a water system for the supply and distribution of
water for domestic use to its' members. There are approximately 478 members. The water
service delivery area is restricted to Cottonwood rural district in northern Eddy County, New
Mexico.

B. Reporting Entity

In evaluating how to define the Association for financial reporting purposes, management
has considered all potential component units. The decision to include any potential
component units in the financial reporting entity was made by applying the criteria set forth
in GASB-14. Blended component units, although legally separate entities, are in substance
part of the Association's operations. Each discretely presented component unit is reported in
a separate column in the financial statements to emphasize that it is legally separate from the
Association.

The basic, but not the only, criterion for including a potential component unit within the
reporting entity is the governing body's ability to exercise oversight responsibility. The most
significant manifestation of this ability is financial interdependency. Other manifestations of
the ability to exercise oversight responsibility include, but are not limited to, the selection of
governing authority, the designation of management, the ability to significantly influence
operations, and accountability for fiscal matters. A second criterion used in evaluating
potential component units is the scope of public service. Application of this criterion
involves considering whether the activity benefits the Association and/or its members. A
third criterion used to evaluate potential component units for inclusion or exclusion from the
reporting entity is the existence of special financing relationships, regardless of whether the
Association is able to exercise oversight responsibilities. Based upon the application of these
criteria, the Association has no component units, and is not a component unit of any other
entity.

C. Measurement Focus and Basis of Accounting

The accounts of the Association are organized on the basis of fund type, of which there is
only one fund which is considered an enterprise fund.
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NOTE 1.

STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

Summary of Significant Accounting Policies (continued)
- Enterprise Funds: (Unrestricted Funds)

Unrestricted funds are used to account for operations of the Association that are financed and

operated in a manner similar to private business enterprises where the intent is that the costs,
including depreciation, of providing goods and services to the members on a continuing
basis, be financed or recovered primarily through user charges.

Basis of accounting refers to when revenues and expenditures or expenses are recognized in
the accounts and reported in the financial statements. Basis of accounting relates to the
timing of the measurements made, regardless of the measurement focus applied. The
financial statements are reported using the economic resources measurement focus and the
accrual basis of accounting.

The unrestricted funds (enterprise funds) are accounted for using the full accrual basis of
accounting. Their revenues are recognized when the related service is completed and billed.
Expenses are recorded when an item is utilized or a liability is incurred.

D. Operating and Non-operating Revenues

Operating revenue consists of charges for services for water sales and includes activities that
have the characteristics of exchange transactions. Revenue from grants and similar items is
recognized as soon as all eligibility requirements imposed by the provider have been met.

Non-operating revenue includes activities that have the characteristics of non-exchange
transactions, such as investment income and exchange transactions, such as rental revenue.
These revenue streams are recognized under GASB Statement No. 33 Accounting and
Financial Reporting for Nonexchange Transactions.

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

E. Assets, Liabilities and Equity

Cash and Cash Equivalents: For purposes of the statement of cash flows, the Association
considers all highly liquid investments with original maturities of three months or less to be
cash equivalents.

Inventory: Inventories consist of water system pipe, valves and operating supplies and are
stated at historical cost determined by the first-in, first-out method.

Accounts Receivable: Trade accounts receivables are stated at the amount management

expects to collect from outstanding balances. Management provides for probable
uncollectible amounts through a charge to earnings and a credit to a valuation allowance
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NOTE 1.

NOTE 2.

STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

Summary of Significant Accounting Policies (continued)

based on its assessment of the current status of individual accounts. Balances that are still
outstanding after management has used reasonable collection efforts are written off through a
charge to the valuation allowance and a credit to trade accounts receivable. Changes in the
valuation allowance have not been material to the financial statements.

Prepaid expenses: Prepaid expenses include insurance premiums paid or incurred prior to
year-end for the following year.

Accrued liabilities: Accrued liabilities consist of accrued payroll and accrued interest.

Capital Assets: State law requires capitalization threshold to include only assets with a cost
of $5,000 or more. The Association's policy is to capitalize all expenditures for capital assets
in excess of $250. Purchased capital assets are carried at cost. Depreciation is computed
using the straight-line method. The range of estimated useful lives by type of asset is as
follows:

Furniture and fixtures (including software) 5-7 years
Automobiles 5 years
Plant and Water System 5-50 years

The Association completed construction of a new water well in 2003. As of the date of this
report, the well was still not in use. Therefore, no depreciation has been recorded on the well
as of December 31, 2008. Management expects the well to be in use in the near future and
does not expect any impairment of the well.

Water rights: The Association annually reviews the impairment of all water rights and
adjusts the carrying values as necessary.

Estimates: The preparation of financial statements in conformity with account principles
general accepted in the United States of America required management to make estimates
and assumptions that affect certain reported amounts and disclosures. Accordingly, actual
results could differ from those estimates.

F. Use of FASB Prdnouncements

Cottonwood Rural Water Association has elected to utilize alternative #2 under GASB No.
20 Accounting and Financial reporting for Proprietary Funds and Other Governmental
Entities That Use Proprietary Fund Accounting. Under alternative #2, the government
entities using proprietary fund accounting must follow 1) all GASB pronouncements and 2)
all FASB Statements and Interpretations issued after November 30, 1989, APB Opinions,
and ARB's, no matter when issued, except those that conflict with a GASB pronouncement.

Cash and Cash Equivalents

State statutes authorize the investment of the Association’s funds in a wide variety of instruments
including certificates of deposit and other similar obligations, state investment pool, and money
market accounts. The Association is also allowed to invest in United States Government obligations.
All funds of the Association must follow the following investment policies.
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NOTE 2.

STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

Cash and Cash Equivalents (continued)

Deposits of funds may be made in interest or non-interest bearing checking accounts in one or more
banks or savings and loan associations within the geographical boundaries of the Association.
Deposits may be made to the extent that they are insured by an agency of the United States or by
collateral deposited as security or by bond given by the financial institution.

The rate of interest in non-demand interest-bearing accounts shall be set by the State Board of
Finance, but in no case shall the rate of interest be less than one hundred percent of the asking price
on United States treasury bills of the same maturity on the day of deposit.

Excess funds may be temporarily invested in securities which are issued by the State or by the United
States government, or by their departments or agencies, and which are either direct obligations of the
State or the United States or are backed by the full faith and credit of those governments.

New Mexico State Statutes require collateral pledged for deposits in excess of the federal deposit
insurance to be delivered, or a joint safekeeping receipt be issued, to the Association for a least one
half of the amount on deposit with the institution. The schedule listed below will meet the State of
New Mexico Office of the State Auditor’s requirements in reporting the insured portion of the
deposits.

First National

Bank Western Bank
Total checking deposits $ - $ 61,853
Total savings deposits 42,840 28,108
FDIC coverage (42,840) (89,961)
Total uninsured public funds $ - 3 -
Collateral requirement (50%
of uninsured public funds) $ - 3 -
Pledged security - -
Over (under) collateralization $ - 3 -

The types of collateral allowed are limited to direct obligations of the United States Government and
all bonds issued by any agency, district or political subdivision of the State of New Mexico.

According to the Federal Deposit Insurance Corporation, public unit deposits are funds owned by the
Association. Time deposits, savings deposits and interest bearing NOW accounts of a public unit in
an institution in the same state will be insured up to $250,000 in aggregate and separate from the
$250,000 coverage for public unit demand deposits at the same institution.
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NOTE 2.

NOTE 3.

NOTE 4.

STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

Cash and Cash Equivalents (continued)

Custodial Credit Risk — Deposits =~

In the case of deposits, this is the risk that in the event of a bank failure, the Association's deposits
may not be returned to them. The Association does not have a deposit policy for custodial credit
risk. As of December 31, 2008, $0 of the District's bank balance of $132,801 was exposed to
custodial credit risk because it was fully insured.

Restricted Assets
Restricted assets are as follows:
2008
Cash:
Payment of long-term debt by 19,885
§ 10885

All restricted cash is held and collateralized at the New Mexico Finance Authority as of December 31,
2008.

Accounts Receivable

The following is a summary of the accounts receivable:
December 31, 2008

Water Billings § 15,398
Meters 7,885
Returned Checks 27
23,310

Less: Allowance for Uncollectible Accounts (641)
$ 22,669

The vast majority of all receivables are concentrated in one geographical region, specifically
Eddy County.
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

NOTES. Capital Assets

The following is an analysis of capital assets and changes during the year:

December 31, e .December 31,
2007 Additions Deletions - - -~ - 2008
Capital Assets, Not Being Depreciated: _
Land $ 7,590 $ - 38 - $ 7,590
Capital Assets, Being Depreciated:
Automobiles 18,241 17,172 (18,241) 17,172
Furniture & Fixtures ‘ 9,543 - - 9,543
Plant & Water System 1,971,222 150,000 - 2,121,222
Total Capital Asset Being Depreciated 1,999,006 167,172 (18,241) 2,147,937
Less Accumulated Depreciation:
Automobiles (17,937) (3,452) 18,241 (3,148)
Furniture & Fixtures (9,231) (312) - (9,543)
Plant & Water System (441,953) (26,055) - (468,008)
(469,121) (29,819) 18,241 (480,699)
$ 1,537,475 § 137353 § - 8 1,674,828

Depreciation expense for the year ended December 31, 2008 was $29,819.

NOTE 6. Other Assets

The following is an analysis of the other assets and changes during the year:

December 31, December 31,
2007 Additions Deletions 2008
Other Assets, Being Amortized:
Water Rights $ 231,041 $ 150,000 $ - 8 381,041
Loan Costs 7,036 1,426 - 8,462
Total Capital Asset Being Depreciated 238,077 151,426 - 389,503
Less Accumulated Amortization:
Water Rights (113,394) - - (113,394)
Loan Costs (2,150) (397) - (2,547)
(115,544) (397) - (115,941)
$ 122,533 § 151,029 § - $ 273,562

Amortization expense for the year ended December 31, 2008 was $397.
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements

December 31, 2008
‘NOTE 7. Long-term Debt
Long-term Debt consists of:
Original Balance
Amount Interest Rates 12/31/08
GMAC Loan, dated April 3, 1981 in the
original amount of $271,000, payable in
annual installments of $16,068 maturing on
April 3,2021. $ 271,000 5% $ 147,835
New Mexico Finance Authority Loan, dated
May 1, 2002, payable in monthly installments
varying from $2,500 to $3,500 maturing on
May 1, 2021. 703,586 1.47% 498,506
Western Bank Loan, dated February 8, 2008,
payable in interest only payments for 18
months, maturing on September 8, 2009. 300,000 9% 300,000
Western Bank Auto Loan, dated February 25,
2008, payable in monthly installments of
$357.78, maturing on February 20, 2012. 14,672 8% 11,971
Total General Obligation Bonds $ 1,289,258 $ 958,312
The annual requirements to amortize the notes payable as of December 31, 2008, including
interest payments are as follows:
Year Ending Total
December 31, Principal Interest Requirements
2009 $ 346,963 $ 33,453 § 380,416
2010 48,243 14,291 62,534
2011 49,586 13,008 62,594
2012 47,301 11,808 59,109
2013 47,707 10,780 58,487
2014-2018 256,726 37,165 293,891
2019-2023 161,786 7,229 169,015
Total $ 958,312 $ 127,734 $ 1,086,046
Changes in long-term liabilities — During the year ended December 31, 2008 the following
changes occurred in long-term debt.
Balance Balance Due Within
12/31/07 Additions Retirements 12/31/08 One Year
GMAC Loan $ 155922 § - $ 8,087 $ 147,835 $ 8,527
New Mexico Finance
Authority Loan 532,928 - 34,422 498,506 34,975
Western Bank Loan - 300,000 - 300,000 300,000
Western Bank Auto Loan - 14,672 2,701 11,971 3,461
Total $ 688850 § 314,672 $ 45210 $ 958312 § 346,963

-12-



NOTE 8.

NOTE 9.

NOTE 10.

STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

Deposits Held for Others

The Association holds water and meter deposits for all members, which may be refunded
only if requested by members upon termination of the water service agreement. The balance
held on behalf of the members of the Association is $9,682.

Subsequent Event

In April 2009, the Association closed on a note in the amount of $114,243 at 5.50% interest
per annum to pay for costs of predevelopment work required to satisfy the conditions of
funding contained in United States Department of Agriculture Rural Development Letter of
Conditions dated July 29, 2008. The interest is payable on the last day of each month in
arrears. All principal and all accrued an unpaid interest is due and payable not later than (1)
the close of the Association's grant and loan for construction of water system improvements
or (2) November 1, 2010, which ever is earlier. The Association is expecting to receive
$989,000 in grant and $511,000 in loan monies from the Rural Utilities Services and will
repay the loan with these monies.

Subsequent Accounting Standard Pronouncements

In September 2006, the Governmental Accounting Standards Board (GASB) issued
Statement No. 48, Sales and Pledges of Receivables and Future Revenues and Intra-entity
Transfers of Assets and Future Revenues. This statement is effective for financial statements
for the periods beginning after December 15, 2006. This statement establishes the criteria
that governments will use to determine whether the proceeds received from the sale or pledge
of receivables and future revenue should be reported as revenue or as a liability. The
transaction will be treated as collateralized borrowing unless the criteria indicating a sale has
taken place are met. The statement stipulates that governments should not revalue assets that
are transferred between financial reporting entity components. The Association is analyzing
the effect that this standard will have on its financial statements, and currently believes it will
have no significant effect on the financial statements for the upcoming year.

In December 2006, the Governmental Accounting Standards Board (GASB) issued Statement
No. 49, Pollution Remedial Obligations. This statement is effective for financial statements
for the periods beginning after December 15, 2008. This statement establishes accounting
standards for the recognition and reporting of liabilities related to environmental clean-up
efforts. The Association believes it will have no significant effect on the financial statements
for the upcoming year

In May 2007, the Governmental Accounting Standards Board (GASB) issued Statement No.
50, Pension Disclosures. This statement is effective for periods beginning after June 15,
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NOTE 10.

STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Notes to the Financial Statements
December 31, 2008

Subsequent Accounting Standard Pronouncements (continued)

- 2007. This statement is intended to improve the transparency and usefulness of financial

reporting by pension plans and employers by amending statements 25 and 27 to conform with
the applicable note disclosure and RSI modifications adopted in the OPEB statements, 43 and
45. :

In June 2007, the Governmental Accounting Standards Board (GASB) issued Statement No.
51, Intangible Assets. This statement is effective for periods beginning after June 15, 2009,
and earlier application is encouraged. The objective of this statement is to establish
accounting and financial reporting requirements for intangible assets and reduce
inconsistencies in the areas of recognition, initial measurement, and amortization, thereby
enhancing the comparability of the accounting and financial reporting of such assets among
state and local governments.

In November 2007, the Governmental Accounting Standards Board (GASB) issued
Statement No. 52, Land and Other Real estate Held as Investments by Endowments. This
statement is effective for financial statements for periods beginning after June 15, 2008. This
statement establishes consistent standards for the reporting of land and other real estate held
as investments by essentially similar entities.

In June 2008, the Governmental Accounting Standards Board (GASB) issued Statement No.
52, Derivative Instruments. The requirements of this statement are effective for financial
statements for periods beginning after June 15, 2009. Earlier application is encouraged. This
statement addresses the recognition, measurement, and disclosure of information regarding
derivative instruments entered into by state and local governments. Derivative instruments
are often complex financial arrangements used by governments to manage specific risks or to
make investments. By entering into these arrangements, governments receive and make
payments based on market prices without actually entering into the related financial or
commodity transactions. Derivative instruments associated with changing financial and
commodity prices result in changing cash flows and fair values that can be used as effective
risk management or investment tools. Derivative instruments, however, can also expose
governments to significant risks and liabilities. Common types of derivative instruments
used by governments include interest rate and commodity swaps, interest rate locks, options
(caps, floors, and collars), swaptions, forward contracts, and futures contracts.
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STATE OF NEW MEXICO

COTTONWOOD RURAL WATER CO-OPERATIVE
Schedule of Deposit Accounts and Cash on Hand

December 31, 2008

Name of Account - Account Bank Reconciled
Depository Name - Type. ‘ .~ Balance Balance
Western Bank General Checking N 61 ,853 $ 60,696
Western Bank Water Rights Savings 28,108 28,108
First National Bank  Reserve Savings 42,840 42,840
Bank Total 132,801
Cash on Hand 271
$ 131,915
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND ON
COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF FINANCIAL STATEMENTS
PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

To the Board of Directors
Cottonwood Rural Water Association
Artesia, New Mexico

and

Mr. Hector H. Balderas, State Auditor:

We have audited the accompanying financial statements of the business-type activities of the Cottonwood Rural
Water Association (the "Association"), as of and for the year ended December 31, 2008, which coellectively
comprise the Association's basic financial statements as listed in the table of contents. We have issued our
report thereon dated May 28, 2009. We conducted our audit in accordance with auditing standards generally
accepted in the United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States of America.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the Association'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 and not to provide an opinion on the effectiveness of the Association's internal control over financial
reporting. Accordingly, we do not express an opinion on the effectiveness of the Association's internal control
over financial reporting.

- Our consideration of internal control over financial reporting was for the limited purpose described in the
preceding paragraph and 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 a combination of control deficiencies, that adversely affects

the entity's ability to initiate, authorize, record, process, or report financial data reliably in accordance with

generally accepted accounting principles such that there is more than a remote likelihood that a misstatement of

the entity's financial statements that is more than inconsequential will not be prevented or detected by the
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Association's internal control. We consider the deficiencies described in the accompanying schedule of findings
and responses as items 2006-2, 2006-3, 2007-1 and 2008-1 to be significant deficiencies in internal control over
financial reporting.

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

Our consideration of internal control over financial reporting was for the limited purpose described in the first
paragraph of this section and would not necessarily identify all deficiencies in internal control that might be
significant deficiencies and, accordingly, would not necessarily disclose all significant deficiencies that we also
considered to be material weaknesses. However, we do not believe that any of the control deficiencies described
are material weaknesses.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Association’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, which is described in the accompanying Schedule of Findings and Responses
as items 2007-1 and 2008-1.

The Association's responses to the findings identified in our audit are described in the accompanying schedule of
findings and responses. We did not audit the agency's responses and, accordingly, we express no opinion on
them.

This report is intended solely for the information and use of the Association's Board of Directors, the

Association's management, the New Mexico State Legislature, and the State of New Mexico Office of the State
Auditor and is not intended to be and should not be used by anyone other than these specified parties.

/il Gaaeirkes, CHE P
Miller & Associates, CPA, P.C.
May 28, 2009
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Schedule of Findings and Responses
December 31, 2008

A. FINDINGS - FINANCIAL STATEMENT AUDIT

. 2006-2

2006-3

Segregation of Duties

Condition:

There is a lack of segregation of duties within the office. There are only two employees in the
office and in some cases only one employee will collect daily payments, make deposits, post
deposits to the billing system, and write checks.

Criteria:

Segregation of conflicting duties within accounting functions is a basic internal control that
mitigates the risk of significant misstatement.

Cause:
The cause of the lack of segregation of duties is due to the small size of the office.

Effect:
The effect of the lack of segregation of duties is opportunity for either intentional or
unintentional errors.

Recommendation:

We recommend that there be a segregation of duties whenever possible. Having an
independent accountant prepare the monthly financial statements helps to mitigate the potential
problems, but that alone is not sufficient to prevent errors. We recommend board involvement
in the review of accounts receivable on a regular basis and that other employees be cross-
trained on some of the accounting functions.

Client Response:

On the two or three days a week that Cyndy Case is in the office, she does the deposit. The
board members all live in the area and drop in randomly. Also, they are given financial
reports, bill statements, director's reports, etc. at the monthly board meeting.

Deficiencies in Internal Controls Over Financial Reporting

Condition:
Management lacks the qualifications and training to apply generally accepted accounting
principles in preparing the financial statements.

Criteria;

According to SAS No. 112 management is responsible for maintaining controls over the
preparation of the financial statements in accordance with GAAP.
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Schedule of Findings and Responses
December 31, 2008

A. FINDINGS - FINANCIAL STATEMENT AUDIT (continued)

2007-1

Cause: S e
Management has not obtained the expertise or knowledge to prepare the financial statements.

Effect:

The Association was not in compliance with State Audit Rule 2.2.2.8.J.(4) in regards to SAS
112 and the ability of the Association to be able to prepare its own financial statements. In
addition, by not being able to prepare its own financial statements could keep management and

the board from being able to make timely decisions.

Recommendation:
We recommend that management obtain the proper training to prepare the financial statements.

Client Response:
We disagree with this finding due to the fact we pay our auditor's to prepare the financial

statements.

Budget Preparation

Condition:
The Cottonwood Rural Water Association is considered to be a governmental non-profit entity
and did not prepare an annual budget.

Criteria:

In accordance with NCGA Statement 1, Governmental Accounting and Financial Reporting
Principles, and State Audit Rule 2.2.2.10 O governmental entities must annually prepare a
budget. In addition NMSA 1978 6-3-7 requires each state agency to submit a budget to the state
budget division.

Cause:
During the year the Association was determined to be a governmental non-profit and follow the
governmental format for preparing financial statements under GASB 34 and not the non-profit
format.

Effect:
The Association is not in compliance with state law and not preparing a budget could affect
state and federal funding.

Recommendation:

We recommend that a budget be prepared on an annual basis, be updated when there is an
adjustment to the budget and that the Department of Finance and Administration be contacted to
obtain their budgetary approval process.
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Schedule of Findings and Responses
December 31, 2008

A. FINDINGS — FINANCIAL STATEMENT AUDIT (continued)

2008-1

Client Response:
We were unaware we were required to submit a budget to the state budget division. This will
be corrected as soon as possible.

Disposition of Property

Condition:
During the testing of capital assets we noted that the Association did not notify the State
Auditor's office when disposing of property.

Criteria:

Section 13-6 and 13-6-2 NMSA 1978, and the procurement code govern the disposition of
obsolete, worn-out or unusable tangible personal property owned by state agencies. At least
thirty days prior to such disposition of property, written notification of the official finding and
disposition duly sworn and subscribed under oath by each member of the Board of Trustees
must be sent to the State Auditor. '

Cause:
The Association does not have a procedure in place to ensure that the State Auditor is notified
prior to disposition of property.

Effect:
The Association is non-compliant with Section 13-6-2 NMSA 1978.

Recommendation:

The Association should develop and enforce policies and procedures to ensure that the State
Auditor's Office is notified at least thirty days prior to disposition of property and that no
additional items are disposed of that are not approved.

Response:

We traded our old pickup in on a new one. We didn't notify the State Auditor's Office since
we were trading one asset for another. This will be corrected on future disposition of property.
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Schedule of Findings and Responses
December 31, 2008

B. PRIOR YEAR AUDIT FINDINGS

2006-2

2006-3

2007-1

Segregation of Duties

Revised and Repeated

Deficiencies in Internal Controls Over Financial Reporting
Revised and Repeated

Budget Preparation
Revised and Repeated
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STATE OF NEW MEXICO
COTTONWOOD RURAL WATER ASSOCIATION
Schedule of Findings and Responses
December 31, 2008

Financial Statement Preparation

The financial statements together with the related footnotes and supporting schedules were
prepared by Miller & Associates, CPA, P.C. for the Association as of and for the year ended
December 31, 2008.

Exit Conference
An exit conference was held on May 28, 2009 to discuss the financial statements and this report.
Ron Miller, Shareholder represented Miller & Associates, CPA, PC. Jan Waldrip, Office

Manager and Roby Zumwalt, President of the Board of Directors represented Cottonwood Rural
Water Association.
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