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INDEPENDENT AUDITOR'S REPORT

To the Honorable Managers of the
Shell Rock River Watershed District
Albert Lea, MN 56007

We have audited the accompanying financial statements of the governmental activities and each major fund of the
Shell Rock River Watershed District, as of and for the year ended December 31, 2010, which collectively comprise
the District’s basic financial statements as listed in the table of contents. These financial statements are the
responsibility of Shell Rock River Watershed District’s management. Our responsibility is to express opinions on
these financial statements based on our audit.

We conducted our audit in accordance with standards generally accepted in the United States of America. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinions.

In our opinion, the financial statements referred to above, present fairly, in all material respects, the respective
financial position of the governmental activities of each major fund, and the aggregate remaining fund information of
Shell Rock River Watershed District as of December 31, 2010, and the respective changes in financial position thereof
and the budgetary comparison for the General Fund for the year then ended, in conformity with accounting principles
generally accepted in the United States of America.

Accounting principles generally accepted in the United States of America require that the Management’s Discussion
and Analysis listed in the table of contents 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 the 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 inquires of management about the methods of preparing the information and
comparing the information for consistency with management’s responses to our inquires, 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,

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively comprise
the District’s basic financial statements. The supplementary information is presented for purposes of additional
analysis and is not a required part of the basic financial statements. The information has been subjected to the
auditing procedures applied in the audit of the basic 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 information is fairly stated
in all material respects in relation to the financial statements as a whole.

Hell | Lanoor, Wattt f Bewde, P A

Hill, Larson, Walth & Benda, P. A.

July 8, 2011
-



SHELL ROCK RIVER WATERSHED DISTRICT
MANAGEMENT DISCUSSION AND ANALYSIS

As management of the Shell Rock River Watershed District, we offer readers of the Shell Rock River Watershed
District’s financial statements this narrative overview and analysis of the financial activities of the District for the
fiscal year ended December 31, 2010. We encourage readers to consider the information presented here in

conjunction with the District’s basic financial statements following this section.

Overview of the Financial Statements: The discussion and analysis are intended to serve as an introduction to the
Shell Rock River Watershed District’s basic financial statements. The District’s basic financial statements
comprise three components: 1) government-wide financial statements, 2) fund financial statements, and 3) notes to
the financial statements. This report also contains other supplementary information in addition to the basic
financial statements themselves.

Government-Wide Financial Statements: The government-wide financial statements are designed to display
information about the Shell Rock River Watershed District taken as a whole.

Over time, an increase or decrease in net assets may serve as a useful indicator of whether the financial position of
the Shell Rock River Watershed District is improving or deteriorating.

Fund Financial Statements: The fund financial statements focus on the individual parts of the District. A fund is
a grouping of related accounts that is used to maintain control over resources that have been segregated for specific
activities or objectives. Shell Rock River Watershed District, like other state and local governments, uses fund
accounting to ensure and demonstrate compliance with finance-related legal requirements. All the funds of Shell
Rock River Watershed District are governmental funds.

All governmental funds utilize a “current financial resources” measurement focus. Only current financial assets and
liabilities are generally included on their balance sheets. Their operating statements present sources and uses of
available spendable financial resources during a given period. These funds use fund balance as their measure of
available spendable financial resources at the end of the period.

Notes to the financial statements: The notes provide additional information that is essential to a full
understanding of the data provided in the government-wide and fund financial statements.

Financial Highlights

. Total assets of Shell Rock River Watershed District exceeded its liabilities at the close of the recent fiscal
year by $4,360,503 (Net assets).

The Districts total net assets increased by $1,316,803.

o As of the close of the current fiscal year, Shell Rock River Watershed District’s governmental funds
reported combined ending designated fund balance was $1,634,454. This total amount is designated or
reserved through legal restrictions and board member authorization.

At the end of the current fiscal year the general fund balance of $219,435 was entirely unrestricted.
The District had no debt outstanding at the end of the current fiscal year.

Financial Analysis of the Watershed District
As noted earlier, net assets may serve over time as a useful indictor of a government’s financial position. A portion
of Shell Rock River Watershed District’s net assets reflects its investment in capital assets less any related debt to
acquire those assets that are still outstanding, which at this time there is no debt outstanding. Shell Rock River
Watershed District uses these capital assets to provide services to citizens; consequently, these are not available for
future spending. Below are some comparisons:




SHELL ROCK RIVER WATERSHED DISTRICT
MANAGEMENT’S DISCUSSION AND ANALYSIS (continued)

2010 2009
ASSETS
Total current assets 3 2602661 $ 1,568,810
Net capital assets 1,834,440 1,816,037
TOTAL ASSETS 4,437,101 3,484,847
LIABILITIES
Accounts payabie 76,598 441 147
NET ASSETS $ 4360503 § 3,043,700

THE DISTRICT’S CHANGE IN NET ASSETS-GOVERNMENT WIDE

2010 2009
REVENUES
General revenues:

Property taxes 226,962 227,142
Local sales and use tax 1,387,514 1,233,862
State aid 51,878 531,670
Investment earnings 1,891 14,095
Grants 756,600 -
Contributions and other 26,867 39,407
TOTAL REVENUES 2,451,712 2,046,176

EXPENSES
General and administration 244 056 201,010
Programs 448 282 602,705
Projects 442 571 547,538
TOTAL EXPENSES 1,134,909 1,351,253
CHANGE IN NET ASSETS 3 1,316,803 §$ 694,823

As you can tell by the information above, at the end of 2010 and 2009, the Shell Rock River Watershed District was
able to report positive balances in net assets. Furthermore the governmental activities for 2010 resulted in an
increase of Shell Rock River Watershed District’s net assets by $1,316,803.

Budgetary highlights: Shell Rock River Watershed District adopts an annual appropriated budget for its General
Fund for Statutory/Management purposes. A budgetary comparison statement has been provided for this fund with
no significant variations for the current year. The General Fund exceeded budgeted revenues and had expenditures
below the budgeted amounts for the year ended December 31, 2010.

Other Items of Interest: In the fiscal years 2009, 2010 and 2011, the Shell Rock River Watershed District
completed the South Industrial Park Flood Mitigation Project, Whites Lake Fish Barrier, Wedge Creek Fish Barrier
and Fountain Lake Fish Barrier. The fish barriers were funded by the State of Minnesota under the Lessard
Outdoor Heritage Bill for $655,000. The District will continue to work towards acquiring funding for the dredging
of Fountain Lake and a fish barrier on Goose Lake. The District will also continue with the district wide cost share
program with priority to the tributaries of Fountain Lake. The District will enter into a Joint Powers Agreement
with the Army Corp of Engineers in 2011-2012. The project will include a new Dam with a fish barrier, stream
bank restoration, dredging and construction of aquatic and wildlife habitats.

Requests for information: This financial report is designed to provide a general overview of Shell Rock River
Watershed District’s finances for all those with an interest in the government’s finances. Questions concerning any
of the information provided in this report or requests for additional financial information should be addressed to the
Shell Rock River Watershed District, 411 S. Broadway Ave., Albert Lea, MN 56007.

4.
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SHELL ROCK RIVER WATERSHED DISTRICT
Statement of Net Assets
December 31, 2010
With Comparative Totals For December 31, 2009

Governmental Activities

2010 2009
Assets
Cash and investments $ 1,592,354 $ 1,300,388
Sales tax receivable 304,387 219,771
Property taxes receivable 11,231 12,014
Accounts receivable 691,822 29,650
Prepaid expenses 2,867 6,987
Capital assets - net of depreciation 1,834,440 1,916,037
Total Assets 4,437,101 3,484,847
Liabilities
Accounts payable 76,598 441,147
Total Liabilities 76,598 441,147
Net Assets
Invested in capital assets 1,834,440 1,916,037
Unrestricted 2,526,063 1,127,663
Total Net Assets $ 4,360,503 $ 3,043,700

See accompanying notes fto financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT
Statement of Activities
For the Year Ended December 31, 2010
With Comparative Totals For December 31, 2009

Program Revenues

Net (Expense)
Revenue and

Charges  Operating Capital Changes in Net Assets
For Grants and  Grants and Governmental Activities
Expenses  Services Contributions Contributions 2010 2009
Functions/Programs
Primary Government
Government Activities:
General government $ 244056 $§ - % - % - $ (244,056) § (201,010)
Programs 448,282 - - - (448,282) (602,705)
Projects 442,571 - - - (442,571) (547,538)
Total Government Activities . 1,134,909 - - - (1,134,909) (1,351,253)
Total Primary Government  $ 1,134,909 $ - 3 - $ - $(1,134,909)  $(1,351,253)

General revenues:
Property taxes
Local sales and use tax
Ciata nld

State a
Unrestricted investment earnings
Grants
Contributions and other

Total General Revenues

Change in Net Assets
Net Assets - Beginning

Net Assets - Ending

See accompanying notes to financial statements.
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§ 226962 § 227,142
1,387,514 1,233,862
51,878 531,670
1,891 14,095
756,600 -
26,867 39,407
2,451,712 2,046,176
1,316,803 694,923
3,043,700 2,348,777
$ 4,360,503 $ 3,043,700




SHELL ROCK RIVER WATERSHED DISTRICT
Balance Sheet
GOVERNMENTAL FUNDS
December 31, 2010
With Comparative Totals For December 31, 2009

Planning and Governmental Funds
General Implementation 2010 2009
Assets
Cash and investments $ 224306 $ 1,368,048 $ 1,592,354 § 1,300,388
Sales tax receivable - 304,387 304,387 219,771
Property taxes receivable 11,231 - 11,231 12,014
Accounts receivable - 691,822 691,822 29,650
Prepaid expenses 2,867 - 2,867 6,987
Total Assets $ 238,404 § 2364257 § 2,602,661 § 1,568,810
Liabilities and Fund Balances
Liabilities
Accounts payable $ 10,858 % 65,740 % 76,598 § 441,147
Deferred revenue 8,111 664,063 672,174 8,734
Total Liabilities 18,969 729,803 748,772 449,881
Fund Balances
Unrestricted 219,435 - 219,435 218,384
Designated - 1,634,454 1,634,454 900,545
Total Fund Balances 219,435 1,634,454 1,853,889 1,118,929

Total Liabilities and Fund Balances $ 238,404 § 2364257 § 2,602,661 § 1,568,810

Fund balance reported above $ 1,853,889 § 1,118,929
Amounts reported for governmental activities in the
statement of net assets are different because:
Capital assets used in governmental activities are not
financial resources, and therefore, are not reported in the funds 1,834,440 1,916,037

Revenue from accounts receivable that do not provide current
financial resources are not reported as revenue in the funds 664,063 -

Revenue from taxes that do not provide current financial resources
are not reported as revenue in the funds 8,111 8,734

Net assets of governmental activities (page 5) $ 4,360,503 § 3,043,700

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT

Statement of Revenues, Expenditures and Changes in Fund Balance

GOVERNMENTAL FUNDS

For the Year Ended December 31, 2010

With Comparative Totals For December 31, 2009

Revenues:
Property taxes
State aid
Local sales and use tax
Grants
Investment income
Contributions and other

Total Revenues

Expenditures:
Current:
General government
Programs
Projects
Capital Outlay:
Projects
Total Expenditures

Revenues Over (Under) Expenditures
Other Financing Sources:
Transfers (to) from other funds
Total Other Financing Sources
Net Changes in Fund Balances

Fund Balance - January 1

Fund Balance - December 31

Planning and

Governmental Funds

General  Implementation 2010 2009
$ 227,584 % - § 227584 § 226472
22,972 28,906 51,878 531,670
- 1,387,514 1,387,514 1,233,862
- 101,600 101,600 -
31 1,860 1,891 14,095
665 17,140 17,805 39,407
251,252 1,537,020 1,788,272 2,045,506
250,201 - 250,201 201,010
- 448,282 448,282 602,705
- 333,085 333,085 488,825
- 21,744 21,744 1,592,842
250,201 803,111 1,053,312 2,885,382
1,051 733,909 734,960 (839,876)
1,051 733,909 734,960 (839,876)
218,384 900,545 1,118,929 1,958,805
$ 219,435 § 1,634,454 § 1,853,889 § 1,118,929

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT
Reconciliation of the Statement of Revenues,
Expenditures, and Changes in Fund Balances of
GOVERNMENTAL FUNDS
For the Year Ended December 31, 2010
With Comparative Totals For December 31, 2009

2010 2009

Amounts reported for governmental activities in the
statement of activities (page 6) are different because:

Net changes in fund balances - total governmental funds (page 8) § 734960 § (839,876)

Governmental funds report capital outlays as expenditures. However, in the

statement of activities the cost of those assets is allocated over their estimated

useful lives and reported as depreciation expense. This is the amount by

which capital outlays exceeded depreciation when positive, if negative the

depreciation expense exceeded capital outlays in the current year. (81,597) 1,534,129

In the funds, receivables that are not available for expenditure are

recognized when earned. The adjustment in revenue between the fund

statements and the statement of activities is the increase (decrease) in

accounts receivable deferred as unavailable. 664,063 -

In the funds, receivables that are not available for expenditure are
recognized when earned. The adjustment in revenue between the fund
statements and the statement of activities is the increase (decrease) in

tax revenue deferred as unavailable. (623) 670

Changes in net assets of governmental activities (page 6) $ 1,316,803 § 694,923

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements
December 31, 2010

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A. Basis of Presentation

The financial statements of the Shell Rock River Watershed District have been prepared in conformity with
U.S. generally accepted accounting principles (GAAP) as applied to governmental units. The
Governmental Accounting Standards Board (GASB) is the accepted standard setting body for establishing
governmental accounting and financial reporting principles.

B. Reporting Entity

The Shell Rock River Watershed District (the District) was originally created on June 25, 2003 by the
Minnesota Board of Water and Soil Resources (the Board) as provided in Minnesota Statutes Chapter
103D.

The purpose of the District is to ensure that development, use, control and conservation of the district’s
water resources are done in a manner most beneficial to the general welfare of its present and future
residents. A seven member Board of Managers originally appointed by the Board operates the District.
Currently appointments are made by the Freeborn County Board of Commissioners.

In accordance with Governmental Accounting Standards Board (GASB) pronouncements and generally
accepted accounting principles, the financial statements of the reporting entity include the primary
government and its component units. Generally, component units are legally separate organizations for
which the elected officials of the primary government are financially accountable. The Shell Rock River
Watershed District (primary government) does not have any component units nor is it a component unit of
any other governmental unit.

C. Government-Wide and Fund Financial Statements

The government-wide financial statements (i.e. the statement of net assets and the statement of changes in
net assets) display information on all of the nonfiduciary activities of the primary government and its
component units. Generally, the effect of material interfund activity has been removed from the
Government-wide financial statements. Governmental activities, which normally are supported by taxes
and intergovernmental revenues, are reported separately from business-type activities, which rely to a
significant extent on fees and charges for support.

The District’s net assets are reported in three parts: (1) invested in capital assets, net of related debt; (2)
restricted net assets; and (3) unrestricted net assets.

The Statement of Activities demonstrates the degree to which the direct expenses of a given function or
segment is offset by program revenues. Direct expenses are those that are clearly identifiable with a
specific function or segment. Taxes and other internally directed revenues are reported instead as general
revenues.

D. Measurement Focus, Basis of Accounting, and Financial Statement Presentation

The government-wide financial statements are reported using the economic resources measurement focus
and the accrual basis of accounting. Revenues are recorded when earned and expenses are recorded when a
liability is incurred, regardless of the timing of related cash flows. Property taxes are generally recognized
as revenues in the fiscal year for which they are levied. Grants and similar items are recognized when all
eligibility requirements imposed by the provider have been met.

-10-



SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
D. Measurement Focus, Basis of Accounting, and Financial Statement Presentation (continued)

Governmental fund financial statements are reported using the current financial resources measurement
focus and the modified accrual basis of accounting. Revenues are recognized as soon as they are both
measurable and available. Revenues are considered to be available when they are collectible within the
current period or soon enough thereafter to pay liabilities of the current period. Expenditures generally are
recorded when a liability is incurred, as under accrual accounting. However, debt service expenditures are
recorded only when payment is due.

Sales tax, intergovernmental revenues, and interest associated with the current fiscal period are measurable
and have been accrued as receivables and also recognized as revenues if they are collected within 75 days
of the current fiscal period. Property taxes are recognized as revenue if they are collected within 60 days of
the current period. All other revenue items are considered to be measurable and available only when the
government receives cash.

The government reports the following major governmental funds:

General Fund — is used to account for all financial resources except those required to be accounted
for in another fund.

Special Revenue/Planning and Implementation — is established to account for expenditures related
to the preparation and implementation of the Watershed Management Plan,

Debt Service Fund — is established to account for the accumulation of resources for, and the
payment of principal, interest and related costs. There was no debt service fund activity or balances
in 2010.

As a general rule the effect of interfund activity has been eliminated from the government-wide financial
statements. Exceptions to this general rule are transactions that would be treated as revenues, expenditures
or expenses if they involved external organizations, such as buying goods and services or payments in lieu
of taxes, are similarly treated when they involve other funds of the Shell Rock River Watershed District.
Elimination of these charges would distort the direct costs and program revenues reported for the various
functions concerned.

E. Budgets

Budgets are legally adopted on a basis consistent with generally accepted accounting principles. Annual
appropriated budgets are legally adopted for the General Fund. Budgeted expenditure appropriations lapse
at year-end.

Encumbrance accounting, under which purchase orders, contracts, and other commitments for the
expenditure of monies are recorded in order to reserve that portion of the appropriation, is not employed by
the District because it is at present not considered necessary to assure effective budgetary control or to
facilitate effective cash management.

Legal Compliance

The District prepares annual revenue and expenditure budgets for the District’s General Fund. The District
monitors budget performance on the fund basis. The Board through the disbursement approval process has
approved all amounts over budget. The cash basis of accounting is used by the District for budgeting data.
All appropriations end with the fiscal year for which they were made.

<11 -




SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

F. Cash and Investments

Cash and cash equivalents include balances from all funds that are combined and invested to the extent
available in various securities as authorized by state law. Earnings from the pooled investments are
allocated to the respective funds on the basis of applicable cash balance participation by each fund.

Investments are stated at fair value, based upon market prices. Investment income is accrued at the balance
sheet date. Investments consist of a certificate of deposit which matured during 2009. In 2010 the District
had no investments.

G. Property Tax Revenue Recognition

The Board of Managers annually adopts a tax levy and certifies it to the County in December
(levy/assessment date) of each year for collection in the following year. The County is responsible for
billing and collecting all property taxes for itself, the District, the local School District and other taxing
authorities. Such taxes become a lien on January 1 and are recorded as receivables by the District at that
date. Real property taxes are payable (by property owners) on May 15 and October 15 for each calendar
year. These taxes are collected by the County and remitted to the District on or before July 7 and
December 2 of the same year. Delinquent collections for November and December are received by the
following February. The District has no ability to enforce payment of property taxes by property owners.
The County possesses this authority.

Government-wide financial statements
The District recognizes property tax revenue in the period for which the taxes were levied. Uncollectible
property taxes are not material and have not been reported.

Governmental fund financial statements

The District recognizes property tax revenue when it becomes both measurable and available to finance
expenditures of the current period. In practice, current and delinquent taxes and State credits received by
the District in July, December and January are recognized as revenue for the current year. Taxes collected
by the County by December 31 (remitted to the District by the following February) and taxes and credits
not received at the year-end are classified as delinquent and due from County taxes receivable. The portion
of delinquent taxes not collected by the District by February is fully offset by deferred revenue because
they are not available to finance current expenditures.

H. Inventories

The original cost of materials and supplies has been recorded as expenditures at the time of purchase. The
current funds do not maintain material amounts of inventories.

1. Capital Assets

Capital assets are capitalized at historical cost, or estimated historical cost for assets where actual historical
cost is not available. Donated assets are recorded as capital assets at their estimated fair market value at the
date of donation. The District maintains a threshold level of $5,000 or more for capitalizing capital assets.
The cost of normal maintenance and repairs that do not add to the value of the asset or materially extend
asset lives are not capitalized.

GASB Statement No. 34 requires the District to report and depreciate new infrastructure assets.

-12-



SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
I. Capital Assets (continued)

Infrastructure assets include lake improvements, dams and drainage systems. The District has elected to
implement the general provisions of GASB Statement No. 34,

J. Long-Term Obligations
The District currently has no long-term debt.

K. Fund Equity

In the fund financial statements, governmental funds report reservations of fund balance for amounts not
appropriable for expenditure or legally segregated for a specific future use. Designated fund balances
represent tentative plans for future use of financial resources.

L. Deferred Revenue

All District funds and the governmental activities defer revenue for resources that have been received, but
not yet earned. The governmental funds deferred revenue currently consists of taxes receivable, a grant
receivable and accounts receivable that are not collected by year-end or soon enough after year-end to pay
liabilities of the current period.

M. Use of Estimates
The preparation of financial statements in accordance with generally accepted accounting principles

(GAAP) requires management to make estimates that affect amounts reported in the financial statements
during the reporting period. Actual results could differ from such estimates.

N. Interfund Transactions

Interfund services provided and used are accounted for as revenues, expenditures or expenses.
Transactions that constitute reimbursements to a fund for expenditures/expenses initially made from it that
are properly applicable to another fund, are recorded as expenditures/expenses in the reimbursing fund and
as reductions of expenditures/expenses in the fund that is reimbursed. All other interfund transactions are

reported as transfers.
O. Vacation, Sick Leave and Other Compensated Absences

The District’s liability for vacation, sick leave and other compensated absences were not accrued at
December 31, 2010 and were minimal in amount.

NOTE 2 - DEPOSITS AND INVESTMENTS

The District’s cash and investments are as follows;

2010 2009
Checking $ 379,357 $ 489,191
Savings 1,212,997 811,197
Certificate of Deposit -0- -0-
Total Cash and Investments $ 1,592,354 $ 1,300,388

-13 -



SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 2 - DEPOSITS AND INVESTMENTS
A. Deposits

In accordance with applicable Minnesota Statutes, the District maintains deposits at depository banks
authorized by the District.

Minnesota Statutes require that all District deposits be protected by insurance, surety bond, or collateral.
The market value of collateral pledged must equal 110% of the deposits not covered by insurance or bonds.

Authorized collateral includes treasury bills, notes and bonds; issues of U.S. Government agencies; general
obligations rated “A” or better, revenue obligations rated “AA” or better, irrevocable standard letters of
credit issued by the Federal Home Loan Bank; and certificates of deposit. Minnesota statutes require that
securities pledged as collateral be held in safekeeping in a restricted account at the Federal Reserve Bank or
in an account at a trust department of a commercial bank or other financial institution that is not owned or
controlled by the financial institution furnishing the collateral.

Balances at December 31, 2010:

Bank Carrying
Balances Amount
(1) Insured or collateralized by
securities held by the District or its
agent in the District's name $ - $ -
(2) Insured or collateralized with securities
held by the pledging institution's
trust department in the District's name 1,599,240 1,592,354
(3) Uncollateralized or collateralized
with securities not in the District's name - -
Totals 1.599.,240 1,592,354

Custodial Credit Risk

Custodial credit risk is the risk that in the event of a financial institution failure, the District’s deposits may
not be returned to it. The District’s policy is to have all accounts collateralized in excess of the FDIC
coverage. As of December 31, 2010 the District’s deposits were not exposed to custodial credit risk.

B. Investments

Interest Rate Risk
Interest rate risk is the risk that changes in the market interest rates will adversely affect the fair value of an

investment. The District minimizes its exposure to interest rate risk by avoiding long-term investments.
Maturity dates are selected to avoid marketing the certificates prior to the actual maturity dates.

Credit Risk
Generally, credit risk is the risk that an issuer of an investment will not fulfill its obligation to the holder of

the investment. This is measured by the assignment of a rating by a nationally recognized statistical rating
organization. It is the District’s policy to invest only in certificates of deposit covered by FDIC insurance.

-14-



SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 2 — DEPOSITS AND INVESTMENTS
B. Investments (continued)

Custodial Credit Risk

The custodial credit risk for investments is the risk that, in the event of the failure of the counterparty to a
transaction, a government will not be able to recover the value of investment or collateral securities that are
in the possession of an outside party. The District’s investment policy is to minimize investment custodial
credit risk by purchasing certificates of deposit through banks covered by FDIC insurance and
collateralized by Federal securities.

Concentration of Credit Risk

The concentration of credit risk is the risk of the loss that may be caused by the District’s investment in a
single issuer. The District has not diversified its investments but is relying on the stability of the U.S.
Government. All of the District’s cash and investments are at Wells Fargo Bank.

NOTE 3 - RECEIVABLES AND DEFERRED REVENUE

Governmental funds report deferred revenue in connection with receivables for revenues that are not
considered to be available to liquidate liabilities of the current period. Governmental funds also defer
revenue recognition in connection with resources that have been received, but not yet earned. At the end of
the current fiscal year, accounts receivable, a grant receivable and taxes receivable we deferred. No income
was received and recorded as deferred because it was unearned.

NOTE 4 — CAPITAL ASSETS

Capital assets are assets which include property, plant, equipment, and infrastructure assets (for example,
roads, bridges, and similar items). Capital assets are defined by the District as assets with an initial,
individual cost of $5,000 or more and an estimated useful life in excess of three years. Such assets are
recorded at historical cost or estimated historical cost if purchased or constructed.

The costs of normal maintenance and repairs that do not add to the value of the asset or materially extend
assets’ lives are not capitalized. Major outlays for capital assets and improvements are capitalized as
projects are constructed.

Property, plant, and equipment of the District are depreciated using the straight-line method over the
estimated useful lives ranging from 3 to 20 years.

The cost and accumulated depreciation on the capital assets are as follows:

2010 2009
Cost $ 1,985,289 $ 1,956,315
Accumulated Depreciation (150.849) (40.278)
Net Capital Assets $ 1,834,440 $ 1,916,037

Of the $1,985,289 total capital asset cost, $874,944 was disbursed in 2009 and $0 for 2010 for the South
Industrial Park Project for purchasing land and for the land improvements. During 2011, the District will
be finalizing this project and then the land and improvements will be donated by the District to the City.
Therefore, during 2009 and 2010 these improvements were not depreciated.
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SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 5 - DEFINED BENEFIT PENSION PLANS - STATEWIDE

A. Plan Description

All full-time and certain part-time employees of the Shell Rock River Watershed District are covered by a
defined benefit plan administered by the Public Employees Retirement Association of Minnesota (PERA).
PERA administers the Public Employees Retirement Fund (PERF), the Public Employees Police and Fire
Fund (PEPFF), and the Local Government Correctional Service Retirement Fund, called the Public
Employees Correctional Fund (PECF), which are cost-sharing, multiple-employer retirement plans. These
plans are established and administered in accordance with Minnesota Statutes, Chapters 353 and 356.

PERF members belong to either the Coordinated Plan or the Basic Plan. Coordinated Plan members are
covered by Social Security and Basic Plan members are not. All new members must participate in the
Coordinated Plan. All police officers, fire-fighters and peace officers who qualify for membership by
statute are covered by the PEPFF. Members who are employed in a county correctional institution as a
correctional guard or officer, a joint jailer/dispatcher, or as a supervisor of correctional guards or officers or
of joint jailers/dispatchers and are directly responsible for the direct security, custody, and control of the
county correctional institution and its inmates are covered by the PECF.

PERA provides retirement benefits as well as disability benefits to members, and benefits to survivors upon
death of eligible members. Benefits are established by State Statute, and vest after three years of credited
service. The defined retirement benefits are based on a member’s highest average salary for any five
successive years of allowable service, age, and years of credit at termination of service.

Two methods are used to compute benefits for PERF’s Coordinated and Basic Plan members. The retiring
member receives the higher of a step-rate benefit accrual formula (Method 1) or a level accrual formula
(Method 2). Under Method 1, the annuity accrual rate for a Basic Plan member is 2.2 percent of average
salary for each of the first 10 years of service and 2.7 percent for each remaining year. The annuity accrual
rate for a Coordinated Plan member is 1.2 percent of average salary for each of the first 10 years and 1.7
percent for each remaining year. Under Method 2, the annuity accrual rate is 2.7 percent of average salary
for Basic Plan members and 1.7 percent for Coordinated Plan members for each year of service. For
PEPFF members, the annuity accrual rate is 3.0 percent for each year of service. The annuity accrual rate is
1.9 percent for each year of service for PECF members. For all PEPFF members, PECF members, and for
PERF members hired prior to July 1, 1989 whose annuity is calculated using Method 1, a full annuity is
available when age plus years of service equal 90. Normal retirement age is 55 for PEPFF and PECF
members and 65 for Basic and Coordinated members hired prior to July 1, 1989. Normal retirement age for
unreduced Social Security benefits capped at 66 for Coordinated members hired on or after July 1, 1989. A
reduced retirement annuity is also available to eligible members seeking early retirement.

There are different types of annuities available to members upon retirement. A single-life annuity is a
lifetime annuity that ceases upon the death of the retiree, no survivor annuity is payable. There are also
various types of joint and survivor annuity options available which will be payable over joint lives.
Members may also leave their contributions in the fund upon termination of public service in order to
qualify for a deferred annuity at retirement age. Refunds of contributions are available at any time to
members who leave public service, but before retirement benefits begin.

The benefit provisions stated in the previous paragraphs of this section are current provisions and apply to
active plan participants. Vested, terminated employees who are entitled to benefits but are not receiving
them yet are bound by the provisions in effect at the time they last terminated their public service.
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SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE S - DEFINED BENEFIT PENSION PLANS — STATEWIDE

A. Plan Description (continued)

PERA issues a publicly available financial report that includes financial statements and required
supplementary information for PERF and PEPFF and PECF. That report may be obtained on the Internet at
www.mnpera.org, or by writing to PERA, 60 Empire Drive #200, St. Paul, Minnesota, 55103-2088 or by
calling (651) 296-7460 or 1-800-652-9026.

B. Funding Policy
Minnesota Starutes Chapter 353 sets the rates for employer and employee contributions. These statutes are

established and amended by the state legislature. The District makes annual contributions to the pension
plans equal to the amount required by state statutes. PERF Basic Plan members and Coordinated Plan
members are required to contribute 9.10% and 6.0%, respectively, of their annual covered salary in 2010.
PEPFF members were required to contribute 9.4% of their annual covered salary in 2010. PECF members
are required to contribute 5.83% of their annual covered salary. In 2010, the District is required to
contribute the following percentages of annual covered payroll: 11.78% for Basic Plan members, 7% for
Coordinated Plan PERF members, and 14.1% for PEPFF members, and 8.75% for PECF members. The
District’s contributions to the Public Employees Retirement Fund for the years ending December 31, 2010,
2009 and 2008 were $17,945, $17,944 and $15,242; respectively the District’s contributions were equal to
the contractually required contributions for each year as set by state statute.

NOTE 6 - RETIREMENT PLAN

The District sponsors a 401(k) plan that covers employees over the age of 21 who have been with the
company for one year and work an average of 20 hours per week or more. At this time there are no District
contributions to the plan only employee withholdings.

NOTE 7 - CONTINGENCIES
A. 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. The District purchases commercial
insurance to help manage these risks.

Workers compensations coverage for District Employees is provided through a traditional policy. The
District pays an annual premium to the insurance company. For workers compensation, the District is not
subject to a deductible. The premium is adjusted accordingly based on actual payroll figures and the
amount of premium adjustment, if any, is considered immaterial and not recorded until received or paid.

Other insurance coverage is provided through a general liability policy. The District retains risk for the

deductible portions of the insurance policies. The amount of these deductibles is considered immaterial to
the financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 7 - CONTINGENCIES
A. Risk Management (continued)

There were no significant reductions in insurance or settlements in excess of insurance coverage in 2010.
B. Litigation

The District’s attorney has indicated that there is no pending litigation in which the District is involved that
would have a material effect upon the District’s financial statements.

C. Federal and State Funds

The District receives financial assistance from state governmental agencies in the form of a homestead
credit. They have received no federal aid in 2010. The disbursement of funds received generally requires
compliance with the terms and conditions specified by the agency and are subject to audit by the respective
agency. Any disallowed claims resulting from such audits could become a liability of the applicable fund.
However, in the opinion of management, any such disallowed claims will not have a material effect on any
of the financial statements of the individual fund types included herein or on the overall financial position
of the District at December 31, 2010.

NOTE 8 - COMMITMENTS
The District is liable for the following lease commitments:

Lease of office space and meeting rooms in the Freeborn County Courthouse. The lease runs through
December 31, 2011 whereby the lease amount in 2011 is $7,353 per year to be paid semiannually.

The following is a schedule by years of minimum future rentals on non-cancelable operating leases as of
December 31, 2010:

2011 7,353
2012 and after —  no obligation

NOTE 9 - LOCAL SALES AND USE TAX

During 2005, the citizens of the District and the state legislature approved a local option sales tax of 2%
with the proceeds going to the Shell Rock River Watershed District. The tax became effective April 1,
2006 and is set to expire ten years from the effective date or when it reaches $15,000,000, whichever comes
first.
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SHELL ROCK RIVER WATERSHED DISTRICT
Notes to Financial Statements (continued)
December 31, 2010

NOTE 10- DESIGNATION OF FUNDS

At December 31, 2010 the District held unallocated money received from the local sales and use tax as
designated funds to be used for planning and implementation.

NOTE 11- EXCESS OF EXPENDITURES OVER BUDGET

The general fund had expenditures in excess of budget for the year ended December 31, 2010. These items
have been reviewed with management. Comparisons of budget to actual results can be found on page 20 of
the Required Supplementary Information.

NOTE 12- ACCOUNTS RECEIVABLE

In 2009, $13,760 was shown as an account receivable for services on the fund financial statements. This
amount has not been collected, but is still considered collectible. Since it is still considered collectable the
District has not wrote the accounts receivable off or showed it as deferred revenue.

NOTE 13- SUBSEQUENT EVENTS

In preparing these financial statements, the District has evaluated events and transactions for potential
recognition or disclosure through July 8, 2011 the date the financial statements were available to be issued.

NOTE 14- RELATED PARTY TRANSACTIONS

During the year the District purchased a piece of equipment from an entity that an individual on the board
of managers has interest in. The district purchased the equipment for $9,700.
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SHELL ROCK RIVER WATERSHED DISTRICT
Required Supplementary Information
Budgetary Comparision Schedule - General Fund
For the Year Ended December 31, 2010
With Comparative Totals For December 31, 2009

Variance with
Final Budget -

Budgeted 2010 Positive 2009
Original Final Actual (Negative) Actual
Revenues:
Property taxes $ 250,000 $ 250,000 § 227,584 § (22,416) § 226,472
State aid - - 22,972 22,972 23,564
Investment income 150 150 31 (119) 28
Contributions and other - - 665 665 7,526
Total Revenues 250,150 250,150 251,252 1,102 257,590
Expenditures:
Current:
Manager per diems and expenses 11,000 11,000 5,940 5,060 8,195
Salary and benefits 131,870 131,870 139,304 (7,434) 106,587
Dues, seminars and travel 22,250 22,250 19,196 3,054 21,670
Office supplies and other 20,930 20,930 7,805 13,125 8,812
Equipment 22,350 22,350 6,707 15,643 2,454
Rent and utilities 8,000 8,000 15,551 (7,551) 15,045
Accounting/audit 9,000 9,000 10,000 (1.,000) 9,000
Legal 3,500 3,500 2,368 1,132 8,982
Advertising 700 700 579 121 1,255
Insurance 6,000 6,000 12,550 (6,550) 7,382
Professional services 14,500 14,500 22,971 (8,471) 11,628
Capital outlay
Equipment - - 7,230 (7,230) -
Total Expenditures 250,100 250,100 250,201 (101) 201,010
Revenues Over (Under) Expenditures $ 50 % 50 1,051 § 1,001 56,580
Other Financing Sources:
Transfers to other funds - 51,438
Total Other Financing Sources - 51,438
Net Changes in Fund Balance 1,051 108,018
Fund Balance - January 1 218,384 110,366
Fund Balance - December 31 $ 219,435 $ 218,384

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT

GENERAL FUND
Comparative Balance Sheet
December 31, 2010

With Comparative Totals For December 31, 2009

Assets

Assets
Cash and investments
Property taxes receivable
Prepaid expenses

Total Assets
Liabilities and Fund Balances
Liabilities
Accounts payable
Deferred tax revenue

Total Liabilities

Fund Balances
Unrestricted

Total Fund Balances

Total Liabilities and Fund Balances

2010 2009
$ 224,306 $ 218,771
11,231 12,014
2,867 6,987

$ 238,404 $ 237,772
$ 10,858 $ 10,654
U811 8,734
18,969 19,388
219,435 218,384
219,435 218,384
$ 238,404 $ 237,772

See accompanying notes to financial statements.



SHELL ROCK RIVER WATERSHED DISTRICT

GENERAL FUND

Comparative Statement of Revenues, Expenditures and Changes in Fund Balance

Revenues:

For the Year Ended December 31, 2010

With Comparative Totals For December 31, 2009

Property taxes
State aid
Investment income

Contributions and other

Total Revenues

Expenditures:

Current;

Professional Services:

Manager per diems and expenses
Salary and benefits

Dues, seminars and travel
Office supplies and other
Equipment

Rent and utilities
Telephone and internet
Accounting/audit

Legal

Advertising

Insurance

Professional services

Captial Outlay

Equipment
Total Expenditures

Revenues Over (Under) Expenditures

Other Financing Sources:
Transfers (to) from other funds

Total Other Financing Sources

Net Changes in Fund Balance

Fund Balance - January 1

Fund Balance - December 31

2010 2009

227,584 $ 226,472
22,972 23,564
31 28
665 7,526
251,252 257,590
5,940 8,195
139,304 106,587
19,196 21,670
7,805 8,812
6,707 2,454
10,498 7,173
5,053 7,872
10,000 9,000
2,368 8,982
579 1,255
12,550 7,382
22,971 11,628

7,230 -
250,201 201,010
1,051 56,580
- 51,438
- 51,438
1,051 108,018
218,384 110,366
219,435 $ 218,384

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT
PLANNING AND IMPLEMENTATION FUND

Comparative Balance Sheet
December 31, 2010

With Comparative Totals For December 31, 2009

Assets
Cash and investments
Accounts receivable
Sales tax receivable

Total Assets
Liabilities and Fund Balances
Liabilities
Accounts payable
Deferred revenue

Total Liabilities

Fund Balances
Unrestricted

Total Liabilities and Fund Balances

2010 2009
§ 1,368,048 § 1,081,617
691,822 29,650
304,387 219,771
$ 2,364,257 $ 1,331,038
$ 65,740 $ 430,493
664,063 -
729,803 430,493
1,634,454 900,545
$ 2,364,257 $ 1,331,038

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT

PLANNING AND IMPLEMENTATION FUND

Comparative Statement of Revenues, Expenditures and Changes in Fund Balance
For the Year Ended December 31, 2010

With Comparative Totals For December 31, 2009

Revenues:
State aid
Local sales and use tax
Grants
Investment income
Contributions and other
Total Revenues

Expenditures:
Current:

Professional Services:
Engineering
Professional services
Projects and studies
Infrastructure
Miscellaneous

Capital Outlay:

District owned asset purchase
Total Expenditures

Revenues Over (Under) Expenditures
Transfer (to) from General Fund

Net Changes in Fund Balance

Fund Balance - January 1

Fund Balance - December 31

2010 2009
$ 28906 $ 508,106
1,387,514 1,233,862
101,600 -
1,860 14,067
17,140 31,881
1,537,020 1,787,916
421,487 568,195
26,795 34,510
305,253 446,506
9,800 23,673
18,032 18,646
21,744 1,592,842
803,111 2,684,372
733,909 (896,456)
. (51,438)
733,909 (947,894)
900,545 1,848,439
$ 1,634,454 $ 900,545

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT
SPECIAL REVENUE FUND - PLANNING AND IMPLEMENTATION FUND

Combining Balance Sheet
December 31, 2010

100 200 300 400
Erosion Albert Lea City Storm
and Dam Water Subwatershed
Water Control ~ Replacement =~ Management Projects
Assets
Cash and investments $ 5,062 8§ - § -3 60,378
Accounts receivable - - - -
Sales tax receivable - - - -
Total Assets $ 5,062 § - % - % 60,378
Liabilities and Fund Balances
Liabilities
Accounts payable $ 5,062 $ - % -5 60,378
Deferred revenue - - - -
Total Liabilities 5,062 - - 60,378
Fund Balances
Unrestricted - - - .
Total Liabilities and Fund Balances §$ 5,062 $ - 8 - $ 60,378

See accompanying notes to financial statements.
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500 600 700 900 999
Rural Information
Dredging Water Sewage and Total Total
Elements  Monitoring Management Education Unallocated 2010 2009
$ - 3 -3 300§ - %5 1,302,308 § 1,368,048 § 1,081,617
- - - - 691,822 691,822 29,650
- - - - 304,387 304,387 219,771
5 - % - % 300 § - § 2298517 § 2,364,257 § 1,331,038
$ - § -3 300§ - § -3 65,740 § 430,493
- - - - 664,063 664,063 -
- - 300 - 664,063 729,803 430,493
- - - - 1,634,454 1,634,454 900,545
$ - 8 - 3 300§ - $ 2298517 $ 2,364,257 $ 1,331,038

See accompanying notes to financial statements.
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SHELL ROCK RIVER WATERSHED DISTRICT
SPECIAL REVENUE FUND - PLANNING AND IMPLEMENTATION FUND
Combining Schedule of Revenues, Expenditures and Changes in Fund Balance
For the Year Ended December 31, 2010

100 200 300 400
Erosion Albert Lea City Storm
and Dam Water Subwatershed
Water Control  Replacement Management Projects
Revenues:
State aid - - § - § 28,906
Local sales and use tax 37,110 793 127,076 286,309
Grants - - - 101,600
Investment income - - 930 930
Contributions and other - - - 17,140
Total Revenues 37,110 793 128,006 434,885
Expenditures:
Current:
Professional Services:
Engineering 26,696 3,636 108,703 93,164
Professional services 10,414 - 1,143 14,758
Projects and studies - - 17,357 278,948
Infrastructure - - - 9.390
Miscellaneous - - 803 16,881
Tamital Dintlaw:
Lapita vuuay:
District owned asset purchase - - - 21,744
Total Expenditures 37,110 3,636 128,006 434,885
Revenues Over (Under) Expenditures - (2,843) - -
Transfer (to) from General Fund - - - -
Net Changes in Fund Balance - (2,843) - -
Fund Balance - January 1 - 2,843 - -
Fund Balance - December 31 - - - § -

See accompanying notes to financial statements.
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500 600 700 999
Rural Information
Dredging Water Sewage Total Total
Elements  Monitoring Management Unallocated 2010 2009
h) - $ -3 - 5 - 9 - 28,906 § 508,106
34,784 92,169 72,521 - 736,752 1,387,514 1,233,862
- - - - - 101,600 -
- - - - - 1,860 14,067
- - - - - 17,140 31,881
34,784 92,169 72,521 - 736,752 1,537,020 1,787,916
34,419 90,953 63,916 - - 421,487 568,195
- - 480 - - 26,795 34,510
100 723 8,125 - - 305,253 446,506
265 145 - - - 9,800 23,673
- 348 - - - 18,032 18,646
- - - - - 21,744 1,592,842
34,784 92,169 72,521 - - 803,111 2,684,372
- - - - 736,752 733,909 (896,456)
- - - - - - (51,438)
- - - - 736,752 733,909 (947,894)
- - - - 897,702 900,545 1,848,439
$ - $ - 9 - 3§ - § 1,634454 § 1,634,454 § 900,545

See accompanying notes to financial statements.
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HILL, LARSON, WALTH & BENDA, P. A.

Certified Public Accountants
1655 W. Main St. - Skyline Plaza + Albert Lea, Minnesota 56007

Tel (507) 377-1333 Fax (507) 377-2536

Erwin ], Hill, C.P.A. Greg A. Larson, C.P.A.
Heather L. Benda, C.P.A. Ronald P. Walth, C.P.A.

Lance E. Skov, C.P.A.
Andrew M, Bernau, C.P.A.

REPORT ON INTERNAL CONTROL

To the Honorable Board of Managers
Shell Rock River Watershed District
Albert Lea, MN 56007

In planning and performing our audit of the financial statements of the Shell Rock River
Watershed District as of and for the year ended December 31, 2010 in accordance with auditing
standards generally accepted in the United States of America, we considered the District’s
internal control over financial reporting as a basis for designing our auditing procedures 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 Organization’s internal control. Accordingly,
we do not express an opinion on the effectiveness of the Organization’s internal control.

Our consideration of internal control was for the limited purpose described in the preceding
paragraph and would not necessarily identify all deficiencies in internal control that might be
significant deficiencies or material weaknesses and, therefore, there can be no assurance that all
such deficiencies have been identified. However, as discussed below, we identified certain
deficiencies in internal control that we consider to be significant deficiencies

A deficiency in internal control exists when the design or operation of 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 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 did not identify any deficiencies in internal
control that we consider to be material weaknesses.

A significant deficiency is a deficiency, or a combination of deficiencies, in internal control that
is less severe than a material weakness, yet important enough to merit attention by those charged
with governance. We consider the following deficiencies in the District’s internal control to be
significant deficiencies

Lack of segregation of duties:

The limited number of staff prevents proper segregation of accounting functions necessary to
assure adequate internal control. This is not unusual in organizations of this size, but the
managers should constantly be aware of this condition and realize that the concentration of duties
and responsibilities in a limited number of individuals is not desirable from a control point of
view.

Managers review is particularly important when there is a lack of segregation of duties. The
absence of these controls over the bill payment approval process is considered a significant
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deficiency because the potential exists that a material misstatement of the financial statements
could occur and not be prevented or detected by the company’s internal control.

Legal compliance issues:

As noted in the Independent Auditor’s report on Minnesota Legal Compliance the District did
not comply with the conflict of interest and the contracts and bidding section. Since the
requirements were not followed or corrected we consider this a significant deficiency.

Lack of control over the financial reporting process:

Management is responsible for establishing and maintaining internal controls, including
monitoring, and for the fair presentation in the financial statements of financial position, results
of operation, and cash flows, including the notes to financial statements, in conformity with U.S.
generally accepted accounting principles.

As part of the audit, management requested us to prepare a draft of your financial statements,
including the related notes to financial statements. Management approved, and accepted
responsibility for those financial statements prior to their issuances; however, management does
not possess the skill, knowledge, or ability to prepare the financial statements or evaluate the
completeness of their presentation.

This communication is intended solely for the information and use of the managers and

management of the Shell Rock River Watershed District, and is not intended to be and should not
be used by anyone other than these specified parties.

Hill, Larson, Walth & Benda, P.A.

July 8, 2011
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HILL, LARSON, WALTH & BENDA, P. A.

Certified Public Accountants
1655 W. Main St. - Skyline Plaza + Albert Lea, Minnesota 56007

Tel (507) 377-1338 Fax (507) 377-2536

Erwin J. Hill, C.P.A. Greg A. Larson, C.P.A,
Heather L. Benda, C.P.A. Ronald P. Walth, C.P.A.

Lance E. Skov, C.P.A.
Andrew M. Bernau, C.P.A.

INDEPENDENT AUDITOR'S REPORT
ON MINNESOTA LEGAL COMPLIANCE

To the Honorable Managers
Shell Rock River Watershed District
Albert Lea, MN 56007

We have audited the financial statements of the Shell Rock River Watershed District as of and for
the year ended December 31, 2010, and have issued our report thereon dated July 8, 2011.

We conducted our audit in accordance with auditing standards generally accepted in the United
States of America and the provisions of the Minnesota Legal Compliance Audit Guide for Local
Government promulgated by the State Auditor pursuant to Minnesota Statutes Sec 6.65.
Accordingly, the audit included such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances.

The Minnesota Legal Compliance Audit Guide for Local Government covers six categories of
compliance to be tested: contracting and bidding, deposits and investments, conflicts of interest,
- public indebtedness, claims and disbursements, and miscellaneous provisions. Our study
included all of the listed categories, except that we did not test for compliance in public
indebtedness because the District has no public debt.

The results of our tests indicate that for the items tested, the Shell Rock River Watershed District
complied with the material terms and conditions of applicable legal provisions for, deposits and
investments, claims and disbursements, and miscellaneous provisions.

The results of our testing indicated for the items tested, the Shell Rock River Watershed District
did not comply with the contracting and bidding and conflicts of interest sections. For the
contracting and bidding section the District did not consider the state’s cooperative purchasing
venture before purchasing through another source for contracts over $25,000. For the conflicts of
interest section the District purchased equipment from one of the board members. There was
unanimous approval for the purchase but there was no resolution by the District or affidavit by
the board manager before the purchase was made which is required for contracts that do not have
to be bid.

This report is intended solely for the information and use of the Board of Managers, management,

and others within the Shell Rock River Watershed District and is not intended to be, and should
not be, used by anyone other than those specified parties.

HM, &W, Wl /W, A
Hill, Larson, Walth & Benda, P.A.

July 8, 2011



SHELL ROCK RIVER WATERSHED DISTRICT
Schedule of Findings and Recommendations
For the year ended December 31, 2010

I. INTERNAL CONTROL OVER FINANCIAL REPORTING
2010-1 Segregation of Duties

Due to the limited number of office personnel, segregation of the accounting functions

necessary to ensure adequate internal accounting control is not possible. This is not unusual in
operations the size of the Shell Rock River Watershed District; however, the District’s
management should constantly be aware of this condition and realize that the concentration of
duties and responsibilities in a limited number of individuals is not desirable from an accounting
point of view.

We recommend that the District’s Board and management be aware of the absence of
segregation of the accounting functions and implement oversight procedures and monitor
those procedures to ensure that internal control policies and procedures are effective.

Client’s Response: The District Board is aware of the limited control. However, the District takes
all possible measures of internal control. The Board reviews all bills and financial statements
monthly. The District Administrator reviews and initials all invoices. Two Managers must sign
all checks

2010-2 Preparation of Financial Statements

Management is responsible for establishing and maintaining internal controls, including
monitoring , and for the fair presentation in the financial statements of financial position, results
of operation, and cash flows, including the notes to financial statements, in conformity with U.S.
generally accepted accounting principles. As part of the audit, management requested us to
prepare a draft of your financial statements, including the related notes to financial statements.
Management approved, and accepted responsibility for those financial statements prior to their
issuances; however, management does not possess the skill, knowledge, or ability to prepare the
financial statements or evaluate the completeness of their presentation.

Under these circumstances, the most effective controls lie in management’s knowledge of the
City’s financial operations. It is the responsibility of management and those charged with
governance to make the decision whether to accept the degree of risk associated with this
condition because of cost and other considerations. We recommend the District obtain the
training and expertise to internally prepare its annual financial statements. If the District still
intends to have its external auditor assist in preparation then, at a minimum, the District must
identify and train individuals to obtain the expertise that can sufficiently review, understand, and
approve the District’s financial statements, including notes. As an alternative, the District could
consider using an independent outside consultant to assist in preparing its basic financial
statements.

Client’s Response: The District intends to adequately train management and staff to prepare
annual financial statements,
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II. OTHER FINDINGS AND RECOMMENDATIONS
MINNESOTA LEGAL COMPLIANCE

2010-3 Conflicts of interest

The District purchased equipment from one of the board members. There was unanimous
approval for the purchase but there was no resolution by the District or affidavit by the board
member before the purchase was made, which is required for contracts that do not have to be bid.

We recommend the board look at the Minnesota Legal Compliance guide and/or state statues and
make sure the correct procedures are followed for related party transactions.

Client’s Response: Due to the requirement that the District Manager must live within the
Watershed District, it is inevitable that at various time, we will do business with Managers
and/or interested parties. In the future the Board will follow the Minnesota Legal Compliance
guide. The transaction was very transparent and in no means was there any intent to make an
illegal transaction.

2010-4

The District did not consider the state’s cooperative purchasing venture before purchasing
through another source for contracts over $25,000.

We recommend the board consider the state cooperative purchasing venture and noting it in the
minutes before making purchases of over $25,000

Client’s Response: The District is now aware of the State’s Cooperative Purchasing Venture and
will consider this in the future and will note in the minutes.
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