Management’s Discussion and Analysis

As management of Lincoln County, we offer readers of Lincoln County’s financial
statements this narrative overview and analysis of the financial activities of Lincoln
County for the fiscal year ended June 30, 2005. We encourage readers to read the
information presented here in conjunction with additional information that we have
furnished in the County’s financial statements, which follow this narrative.

Financial Highlights

o The assets of Lincoln County exceeded its liabilities at the close of the fiscal year
by $31,385,030 (net assets).

e Current year operations increased the government’s total net assets by
$5,588,564.

» Asofthe close of the current fiscal year, Lincoln County’s governmental funds
reported combined ending fund balances of $31,730,218, an increase of
$11,872,850 in comparison with the prior year amount. This increase was
primarily due to an increase in School Capital Project funds. Approximately 78.6
percent of this total amount, or $24,957,143, is available for spending at the
government’s discretion (unreserved fund balance).

e At the end of the current fiscal year, unreserved fund balance for the General
Fund was $14,040,465, or 22.81 percent of total general fund expenditures for the
fiscal year. In 2004, unreserved fund balance in the General Fund was
$10,808,036, or 19.35% of total expenditures.

e Lincoln County’s total debt increased by $11,810,000, 17.58% during the current
fiscal year. The key factor in this increase was the issuance of $17.0 million of
new general obligation school bonds.

e Lincoln County maintained its A2 bond rating from Moody’s Investors Service;
an A rating from Standard & Poor’s; and an AA- rating from Fitch Ratings.

Overview of the Financial Statements

This discussion and analysis is intended to serve as an introduction to Lincoln County’s
basic financial statements. The County’s basic financial statements consist of three
components: 1) government-wide financial statements, 2) fund financial statements, and
3) notes to the financial statements (see Figure 1). The basic financial statements present
two different views of the County through the use of government-wide statements and
fund financial statements. In addition to the basic financial statements, this report
contains other supplemental information that will enhance the reader’s understanding of
the financial condition of Lincoln County.
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Basic Financial Statements

The first two statements (Exhibits A and B) in the basic financial statements are the
Government-wide Financial Statements. They provide both short and long-term
information about the County’s financial status.

The next statements (Exhibits C through J) are the Fund Financial Statements. These
statements focus on the activities of the individual parts of the County’s government.
These statements provide more detail than the government-wide statements. There are
four parts to the Fund Financial Statements: 1) the governmental funds statements; 2) the
budgetary comparison statements; 3) the proprietary fund statements; and 4) the fiduciary
fund statements.



The next section of the basic financial statements is the Notes to the Basic Financial
Statements. The notes to the financial statements explain in detail some of the data
contained in those statements. After the notes, supplemental information is provided to
show details about the County’s individual funds. Budgetary information required by the
General Statutes also can be found in this part of the statements.

Government-wide Financial Statements

The government-wide financial statements are designed to provide the reader with a
broad overview of the County’s finances, similar in format to a financial statement of a
private-sector business. The government-wide statements provide short and long-term
information about the County’s financial status as a whole.

The two government-wide statements report the County’s net assets and how they have
changed. Net assets are the difference between the County’s total assets and total
liabilities. Measuring net assets is one way to gauge the County’s financial condition.

The government-wide statements are divided into three categories: 1) governmental
activities; 2) business-type activities; and 3) component units. The governmental
activities include most of the County’s basic services such as public safety, parks and
recreation, and general administration. Property taxes and State and Federal grant funds
finance most of these activities. The business-type activities are those that the County
charges customers to provide. These include the water and sewer and landfill services
offered by Lincoln County. The final category is the component units. Although legally
separate from the County, the ABC Board is important to the County because the County
is financially accountable for the Board by appointing its members and because the Board
is required to distribute its profits to the County. The Lincolnton-Lincoln County
Regional Airport Authority is a legally separate entity; however, the County provides a
significant level of support, including grants, leases, and accounting support services.

The government-wide financial statements are on Exhibits A and B of this report.
Fund Financial Statements

The fund financial statements provide a more detailed look at the County’s most
significant activities. 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.
Lincoln County, like all other governmental entities in North Carolina, uses fund
accounting to ensure and reflect compliance (or non-compliance) with finance-related
legal requirements, such as the General Statutes or the County’s budget ordinance. All of
the funds of Lincoln County can be divided into three categories: governmental funds,
proprietary funds and fiduciary funds.



Governmental Funds — Governmental funds are used to account for those functions
reported as governmental activities in the government-wide financial statements. Most of
the County’s basic services are accounted for in governmental funds. These funds focus
on how assets can readily be converted into cash flow in and out, and what monies are
left at year-end that will be available for spending in the next year. Governmental funds
are reported using an accounting method called modified accrual accounting. This
method also has a current financial resources focus. As a result, the governmental fund
financial statements give the reader a detailed short-term view that helps him or her
determine if there are more or less financial resources available to finance the County’s
programs. The relationship between government activities (reported in the Statement of
Net Assets and the Statement of Activities) and governmental funds is described in a
reconciliation that is a part of the fund financial statements.

Lincoln County adopts an annual budget for its General Fund, as required by the General
Statutes. The budget is a legally adopted document that incorporates input from the
citizens of the County, the management of the County, and the decisions of the Board
about which services to provide and how to pay for them. It also authorizes the County
to obtain funds from identified sources to finance these current period activities. The
budgetary statement provided for the General Fund demonstrates how well the County
complied with the budget ordinance and whether or not the County succeeded in
providing the services as planned when the budget was adopted. The budgetary
comparison statement uses the budgetary basis of accounting and is presented using the
same format, language, and classifications as the legal budget document. The statement
shows four columns: 1) the original budget as adopted by the Board; 2) the final budget
as amended by the Board; 3) the actual resources, charges to appropriations, and ending
balances in the General Fund; and 4) the difference or variance between the final budget
and the actual resources and charges. To account for the difference between the
budgetary basis of accounting and the modified accrual basis, a reconciliation showing
the differences in the reported activities is shown at the end of the budgetary statement.

Proprietary Funds — Lincoln County has one kind of proprietary fund. Enterprise Funds
are used to report the same functions presented as business-type activities in the
government-wide financial statements. Lincoln County uses enterprise funds to account
for its water and sewer activity and for its landfill operations. These funds are the same
as those separate activities shown in the business-type activities in the Statement of Net
Assets and the Statement of Activities.

Fiduciary Funds — Fiduciary funds are used to account for resources held for the benefit
of parties outside the government. Lincoln County has three fiduciary funds, which are
agency funds.

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. The notes to the financial statements start after Exhibit J of this
report.



Other Information — In addition to the basic financial statements and accompanying
notes, this report includes certain required supplementary information concerning Lincoln
County’s progress in funding its obligation to provide pension benefits to its employees.
Required supplementary information starts after the notes to the financial statements.

Government-Wide Financial Analysis

Lincoln County’s Net Assets

Figure 2
Governmental Business-type
Activities Activities Total
2005 2004 2005 2004 2005 2004
Current and other assets $ 39,957,232 § 22,772,335 $ 17,873,751 $§ 15,563,014 § 57,830,983 § 38,735,349
Capital assets 26,815,193 25,937,213 52,138,364 51,175,166 78,953,557 77,112,379
Total assets $ 66,772,425 § 48,709,548 $ 70,012,115 $§ 66,738,180 $§ 136,784,540 $§ 115,847,728
Long-term liabilities outstanding $ 78,170,952 $§ 64,525,898 $ 20,314,225 § 18,339,102 $ 98,485,177 § 82,865,000
Other liabilities 6,500,647 2,624,600 407,686 4,161,662 6,914,333 6,786,262
Total liabilities 84,677,599 67,150,498 20,721,911 22,500,764 105,399,510 89,651,262
Net Assets:
Invested in capital assets, net of
related debt 18,771,801 17,058,349 36,885,842 33,701,064 55,657,643 50,759,413
Unrestricted (36,676,975) (35,499,299) 12,404,362 10,536,352 (24,272,613) (24,962,947)
Total net assets § (17,905,174) $§ (18,440,950) $ 49,290,204 $ 44,237,416 § 31,385,030 § 25,796,466

As noted earlier, net assets may serve over time as one useful indicator of a government’s
financial condition. The assets of Lincoln County exceeded liabilities by $31,385,030 as
of June 30, 2005. The County’s net assets increased by $5,588,564 for the fiscal year
ended June 30, 2005. One of the largest portions reflects the County’s investment in
capital assets (e.g. land, buildings, machinery, and equipment) less any related debt still
outstanding that was issued to acquire those items. Lincoln County uses these capital
assets to provide services to citizens; consequently, these assets are not available for
future spending. Although Lincoln County’s investment in its capital assets is reported
net of the outstanding related debt, the resources needed to repay that debt must be
provided by other sources, since the capital assets cannot be used to liquidate these
liabilities. The remaining balance of ($24,272,613) is unrestricted.



Several particular aspects of the County’s financial operations positively influenced the
total unrestricted governmental net assets:

e Continued diligence in the collection of property taxes by maintaining a collection
percentage of 96.67%, higher than the statewide average of 95.70%.

e Increased ad valorem tax and sales tax revenue due to growth in the County.

e Increased charges for services revenue due to growth in the use of County

facilities.

e Continued low cost of debt due to the County’s high bond rating.

Revenues:

Program revenues:

Charges for services

Operating grants and contributions
Capital grants and contributions
General revenues:

Property taxes

Other taxes

Other

Total revenues

Expenses:

General government
Public safety
Environmental protection

Economic and physical development

Human services

Cultural and recreation
Education

Interest on long-term debt
Landfill

Water and sewer

Total expenses

Increase (decrease) in net assets

Net assets, beginning
Prior period adjustment

Net assets, ending

Lincoln County’s Changes in Net Assets

Figure 3
Governmental Business-type
Activities Activities Total

2005 2004 2005 2004 2005 2004
8,581,875 8,142,930 9,916,950 9,003,219 18,498,825 17,146,149
9,020,561 7,147,880 - - 9,020,561 7,147,880
100,838 661,998 1,031,210 4,395,533 1,132,048 5,057,531
36,774,263 31,778,884 1,806,680 1,604,298 38,580,943 33,383,182
14,741,445 13,107,544 - 14,741,445 13,107,544
1,199,292 543,979 342,074 113,335 1,541,366 657,314
70,418,274 61,383,215 13,096,914 15,116,385 83,515,188 76,499,600
7,104,432 5,979,916 - - 7,104,432 5,979,916
16,173,103 14,518,385 - - 16,173,103 14,518,385
104,464 671,799 - - 104,464 671,799
1,266,878 855,719 - - 1,266,878 855,719
17,870,817 17,349,741 - - 17,870,817 17,349,741
1,584,772 1,450,828 - - 1,584,772 1,450,828
22,437,377 18,665,458 - - 22,437,377 18,665,458
3,340,656 3,373,138 - - 3,340,656 3,373,138
- - 2,735,135 1,076,654 2,735,135 1,076,654
- - 5,308,991 5,705,924 5,308,991 5,705,924
69,882,498 62,864,984 8,044,126 6,782,578 77,926,625 69,647,562
535,776 (1,481,768) 5,052,788 8,333,807 5,588,564 6,852,039
(18,722,035) (7,689,116) 44,637,416 34,112,520 25,915,381 26,423,404
281,085 (9,551,151) (400,000) 2,191,089 (118,915)  (7,360,062)
$ (17,905,174) § (18,722,035) § 49,290,204 $ 44,637,416 $ 31,385,030 §$ 25,915,381




Governmental Activities. Governmental activities increased the County’s net assets by
$535,776. The key elements of this increase in 2005 were increased expenditures for
public safety and education that were offset by increased property tax and operating grant
revenues.

Business-type Activities: Business-type activities increased Lincoln County’s net assets
by $5,052,788. This was enhanced by the “Government activities” increase. Together
there was a total net asset increase of $5,588,564.

Financial Analysis of the County’s Funds

As noted earlier, Lincoln County uses fund accounting to ensure and demonstrate
compliance with finance-related legal requirements.

Governmental Funds. The focus of Lincoln County’s governmental funds is to provide
information on near-term inflows, outflows, and balances of usable resources. Such
information is useful in assessing Lincoln County’s financing requirements. Specifically,
unreserved fund balance can be a useful measure of a government’s net resources
available for spending at the end of the fiscal year.

The general fund is the chief operating fund of Lincoln County. At the end of the current
fiscal year, unreserved fund balance of the General Fund was $14,040,465, while total
fund balance reached $20,341,016. As a measure of the general fund’s liquidity, it may
be useful to compare both unreserved fund balance and total fund balance to total fund
expenditures. Unreserved fund balance represents 22.81 percent of total General Fund
expenditures, while total fund balance represents 33.04 percent of that same amount.

At June 30, 2005, the governmental funds of Lincoln County reported a combined fund
balance of $31,730,218, a 59.79 percent increase over last year. The primary reason for
this increase was the increase of school capital funds available during the year due to the
issuance of $17,000,000 school bonds for the beginning of another construction program.

General Fund Budgetary Highlights: During the fiscal year, the County revised the
budget on several occasions. Generally, budget amendments fall into one of three
categories: 1) amendments made to adjust the estimates that are used to prepare the
original budget ordinance once exact information is available; 2) amendments made to
recognize new funding amounts from external sources, such as Federal and State grants;
and 3) increases in appropriations that become necessary to maintain services. Total
amendments to the General Fund increased revenues by $1,214,806. The majority of this
increase was in restricted revenues to account for additional grants received, increased
sales and services for increase in ambulance services, and sale of fixed assets.
Expenditures increased by $1,793,182 to account for grants in public safety, economic
and physical development, human services and general government. Actual revenues for
Ad Valorem Taxes were $932,510 greater than the amount budgeted, while Local Option
Sales Taxes were $729,746 greater than the amount budgeted. The excess of actual
revenues over budgeted revenues is due to Lincoln County’s conservative budgeting
process. Within the Title XIX program, the expense of Medicaid, SD was $1,012,949
less than what was budgeted. This difference was due to the Federal Government paying



a larger share of Medicaid than what was originally anticipated. Fund balance
appropriated was $2,749,907 less than the budgeted amount. Again, this difference is
due to Lincoln County’s conservative budgeting process.

Proprietary Funds. Lincoln County’s proprietary funds provide the same type of
information found in the government-wide statements but in more detail. Unrestricted
net assets of the Landfill Fund at the end of the fiscal year amounted to $7,613,281, the
Water and Sewer Fund equaled $1,480,476 and those for the East Lincoln County Water
and Sewer District equaled $3,310,605. The total growth in net assets for the three funds,
were $262,795, $2,490,035 and $2,299,958, respectively. Other factors concerning the
finances of these funds have already been addressed in the discussion of Lincoln
County’s business-type activities.

Capital Asset and Debt Administration

Capital Assets. Lincoln County’s capital assets for its governmental and business — type
activities as of June 30, 2005, totals $78,953,557 (net of accumulated depreciation).
These assets include buildings, land, water and sewer line and treatment facilities,
machinery and equipment, park facilities, and vehicles.

| Major capital asset transactions during the year include:
e Purchased new vehicles for Law Enforcement and various other departments
e Construction of new water tanks and distribution lines
e Expansion of Wastewater Treatment facility
e Sold land in industrial park to new industry

Lincoln County’s Capital Assets
(net of depreciation)

Figure 4
Governmental Business-type
Activities Activities Total
2005 2004 2005 2004 2005 2004
Land $ 1917667 $ 2,107,004 $ 650,750 $ 504,808 $ 2,568,417 $ 2,330,727
Buildings and structures 15,123,099 15,506,120 19,604,905 20,096,755 34,728,004 35,602,875
Other improvements 3,360,427 3,330,261 618,992 1,105,740 3,979,419 4,436,001
Machinery and equipment 2,835,238 2,772,490 2,370,556 2,509,157 5,205,794 5,281,647
Infrastructure - - 27,157,528 23,747,036 27,157,528 23,747,036
Vehicles and other equipment 2,174,902 2,196,347 - - 2,174,902 2,196,347
Construction in progress 1,403,860 24,991 1,735,633 3,211,670 3,139,493 3,236,661
Total $ 26,815,193 § 25937213 § 52,138,364 $ 51,175,166 $ 78,953,557 § 76,831,294

Additional information on the County’s capital assets can be found in note 5 of the Basic
Financial Statements.
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Long-term Debt. As of June 30, 2005, Lincoln County had total bonded debt
outstanding of $78,990,000, all of which is debt backed by the full faith and credit of the
County.

Lincoln County’s Outstanding Debt
General Obligation Bonds

Figure 5
Governmental Business-type
Activities Activities Total
2005 2004 2005 2004 2005 2004

General obligationbonds ~ $§ 66,785,180 $ 53,122,034 § 12,204,820 $§ 14,057,966 $ 78,990,000 $ 67,180,000

Lincoln County’s total debt increased by $11,810,000 (17.58 percent) during the past
fiscal year, primarily due to the issuance of $17,000,000 general obligation school bonds.

As mentioned in the financial highlights section of this document, Lincoln County
maintained its A2 bond rating from Moody’s Investor Service, an A rating from Standard
and Poor’s Corporation, and AA- from Fitch Ratings. This bond rating is a clear
indication of the sound financial condition of Lincoln County. This achievement is a
primary factor in keeping interest costs low on the County’s outstanding debt.

The State of North Carolina limits the amount of general obligation debt that a unit of
government can issue to 8 percent of the total assessed value of taxable property located
within that government’s boundaries. The legal debt margin for Lincoln County is
$373,367,310. The County had $30,000,000 in school bonds authorized but un-issued at
June 30, 2005.

Additional information regarding Lincoln County’s long-term debt can be found in note 7
of this report.
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Economic Factors and Next Year’s Budgets and Rates
The following key economic indicators reflect the growth and prosperity of the County.

e Although the County unemployment rate for 2005 averaged approximately
5.87%, slightly higher than the state average of 5.28%, we remain lower than
some of our surrounding counties who have lost more jobs than Lincoln County.

e Our industrial park was awarded North Carolina Certified Industrial Site status,
making it one of 14 such sites across the State. Work is underway to have another
existing park added to the list of certified industrial sites.

e FEight industrial expansions were announced during 2005 totaling $59 million of
capital investments and 255 jobs.

e The County’s proximity to Charlotte and major transportation corridors continue
to make it attractive for development.

e The County has a relative low tax rate of 62 cents which is less than the state
average of 66.43 cents.

e Retail sales grew by 11.2% during fiscal year 2005 compared with the same
period in year 2004.

Budget Highlights for the Fiscal Year Ending June 30, 2006

Governmental Activities: The County adopted a General Fund budget in the amount of
$78,087,097 for the fiscal year ending June 30, 2006, an increase of $5,311,181, or 7.3%,
from the fiscal year 2005 budget. The majority of the budget increase was to fund
increased spending on law enforcement, ambulance service, human services, education,
debt service for school bonds, and capital projects. The property tax was reduced by one
cent to $.61 per $100 valuation.

Business — Type Activities: The water and sewer rates in the County continue to remain
stable with growth and new customers adequate to cover any increases in expenses. The
water system recently completed construction of two new water tanks and the installation
of additional distribution lines. This construction has allowed for the continued
expansion and growth of residential and commercial growth in the east along with
providing adequate water service for our industrial park in the northern part of the
County. Rates for landfill services have remained the same with tipping fees and
availability fees adequate to allow the accumulation of funds for future landfill cells and
the closure of landfill cells currently in use.

Requests for Information
This report is designed to provide an overview of the County’s finances for those with an
interest in this area. Questions concerning any of the information found in this report or

requests for additional information should be directed to the Finance Director, Lincoln
County, 115 West Main Street, Lincolnton, N.C. 28092.

12



