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November 23, 2010

The Honorable Mayor, Members of City Council
and Citizens of Salem, Virginia

In accordance with Section 8.9 of the Salem City Charter, we are pleased to present the City of
Salem (the City) Comprehensive Annual Financial Report (CAFR) for the fiscal year ended June 30,
2010. The charter requires the City to issue an annual report on its financial position and activities and
that the report be audited by an independent firm of certified public accountants. This report was
prepared by the Department of Finance in conformity with generally accepted accounting principles
(GAAP) as promulgated by the Government Accounting Standards Board (GASB).

Responsibility for both the accuracy of the data and the completeness and fairness of the
presentation, including all disclosures, rests with the City. The data as presented is accurate in all
material respects and is reported in a manner designed to present fairly the financial position and results
of operations of the City as measured by the financial activity of various funds and component units. All
disclosures necessary to enable the reader to gain the maximum understanding of the City's financial

activity have been included.

The City has established a comprehensive internal control framework designed to both safeguard
the government's assets against loss from unauthorized use or theft and to properly record and
adequately document transactions in order to compile information for the presentation of the City's
financial statements in conformity with GAAP. Because the cost of internal controls should not outweigh
their benefits, the City’'s comprehensive framework of internal controls has been designed to provide
reasonable rather than absolute assurance that the financial statements will be free from material

misstatement.

Management's discussion and analysis (MD&A) on page 19 provides a narrative introduction,
overview and analysis to assist users in interpreting the basic financial statements as required by GAAP.

This letter is meant to complement the MD&A and should be read in conjunction with it.



Profile of the Government

Salem is located at the southern end of the Shenandoah Valley, approximately 190 miles west of
Richmond and 250 miles southwest of Washington, DC. Its position in the southeastern United States
gives the City ready access, within a 500-mile radius, to nearly two-thirds of the total population of the
United States. In addition, the City lies at the region’s crossroads of major rail and highway systems,
making it a part of the principal trade, industrial, transportation, medical and cultural center of western

Virginia.

Chartered by the Commonwealth of Virginia as a town in 1806 and as a city in 1968, Salem
encompasses a land area of 14.4 square miles. The City’s 2010 estimated population, 25,462, accounts
for approximately 8.5% of the population in its metropolitan statistical area (MSA), which includes the

neighboring City of Roanoke and Counties of Botetourt, Craig, Franklin and Roanoke.

The City of Salem operates under a council-manager form of government. The primary
government provides a full range of services including general government administration, judicial
administration, public safety, public works, health and welfare, parks and recreation, community
development activities and support for education. The City also owns and operates an electric

distribution system, water and sewage facilities and a civic center.

The financial reporting entity reflected in the CAFR, which is more fully described in Note 1 to the
basic financial statements, conforms to the requirements of the Governmental Accounting Standards
Board (GASB) Statement No. 14, as amended by GASB Statement No. 39. The accounting and
reporting principles of the GASB are based on the fundamental concept that publicly elected officials are
accountable to their constituents, and the financial statements should emphasize the primary government
and permit financial statement users to distinguish between the primary government and its component
units. There are several commissions and authorities where the City's accountability is limited to
appointments to, or seats on, the respective boards. The City does not exercise financial or

administrative control over these entities, so they are excluded from this report.

The City’s reporting entity includes one discretely presented component unit, the City of Salem
School Division. A component unit is a legally separate entity, which meets one of three conditions: the
governing board is appointed by the primary government, the entity is fiscally dependent on the primary
government, or excluding the entity could potentially result in misleading financial reporting. A five-
member School Board appointed by City Council supervises operations for the School Division. The
School Division receives significant financial support from the City. Given these conditions, the School
Division is presented in a separate column in the government-wide financial statements to emphasize that
it is legally separate from the primary government and to differentiate its financial position and results of

operations from that of the primary government.



Local Economic Condition and Outlook

Salem has a large and diverse economic base that has enabled the City to fare better than many
other localities during the current recessionary times. This base consists of industrial manufacturing,
medical facilities, wholesale/retail trade, agriculture, hotel and motel services, higher education, rail
transportation, banking services and regional utility services. Included in the manufacturing process are
hi-tech electronics, medical equipment, tires, furniture, steel, tool and die and railroad equipment, just to
name a few. Salem is home to two of the largest medical facilities in the area, Lewis Gale Medical Center
and the Veteran’s Administration Medical Center. General Electric and Yokohama Industries are Salem’s
largest manufacturing employers, providing 1,600 jobs. Roanoke College, with a student population of
2,000, is located in Salem. The top employers in Salem provide over 8,400 jobs to Salem’s citizens and

those of the surrounding valley.

Given current economic conditions, Salem is proud to have growth continuing in the community.
A new Lowe’s Home Improvement Store opened in April 2010, bringing new jobs and tax dollars to the
City. The store has 117,000 square feet of retail space with a 31,600 square foot garden center. A store
of this size represents an average investment in the community of approximately $18.5 million. Lowe’s
Companies, Inc. is the second-largest home improvement store in the world and a Fortune 500 company

with over 1,700 stores in the United States, Canada and Mexico.

Yokohama, Salem’s largest manufacturer, announced a $13 million expansion of their Salem
operations. The expansion will add at least 50 jobs and include new tire-making machinery and upgrades
to existing machines. The expansion should be completed by August 2011. Yokohama currently

employs approximately 850 people.

Construction was nearing completion on Salem Terrace, an apartment-style assisted living
facility. Salem Terrace offers 76 units and represents an investment of $7.6 million. Several businesses
relocated to newly constructed offices in the City. Member One Credit Union opened their new office at
the site of the former Snuggery Restaurant on West Main Street. A new Invision optical office was built.
Construction began on the Veteran’s Administration Credit Union located on Main Street and is expected
to be completed by the end of calendar year 2010. A Kroger Fueling Center was constructed at Spartan
Square. O'Reilly Auto Parts, an auto parts supply company with 3,400 stores in 38 states, opened a new
location on Main Street. Carilion OB/GYN opened on Spartan Drive. Nancy's Candy Company opened a
store at Lakeside Plaza Shopping Center. ITT Technical Institute, a private college system focused on
technology-oriented programs of study, opened on Apperson Drive. Several restaurants opened in

Salem, including IHOP, Dairy Queen, Hibachi Express, Mamma’s Pizza and Salem House Restaurant.



Construction of new homes has slowed compared to prior years, but 37 new homes and
townhouses with an assessed value of $7.57 million were constructed in the City during fiscal year 2010.

Construction continued in several different subdivisions in the City.

Lower consumer spending, higher unemployment rates, a slight decrease in new home
construction and increases in energy costs continued to affect the nation and our city during fiscal year
2010. Despite financial challenges during fiscal year 2010, Salem continued to provide an atmosphere
and quality of life conducive to families and businesses. Over the years, Salem has been able to
maintain stable property tax rates. Salem’s unemployment rate of 7.2% is higher than previous years, but
well below the national unemployment rate of 9.6%. A strong educational system providing a well-
educated and skilled workforce along with generally lower operating costs is a key reason why employers
have chosen to relocate in Salem and the rest of the Valley. The City’s effort to retain existing business

and industry is an integral part of its economic development efforts.

In fiscal year 2010, general fund revenues declined $1.5 million or 2.3%. Property taxes
comprised approximately 49.7% of general fund revenues and remained level with the prior year. Many
localities faced major declines in real estate assessments. However, Salem’s real estate assessments
rose 1.5% in fiscal year 2010, resulting in an increase in tax revenue of $180,000. Collections during the
60 day availability period were lower compared to the prior year causing a larger amount of real estate tax
revenue to be deferred. The number of foreclosures remained level with the 2009 figures. However, the
2009 figures reflected a substantial increase from 2008 numbers. Personal property tax revenue declined
$105,000 or 1.3% due to lower NADA values and a decline in the number of new vehicles purchased.
The exemption for idle equipment resulted in a decline of 4.2% or $109,000 in machinery and tools tax

revenue.

Other local tax revenue declined approximately $700,000 or 4.1%. These revenue streams were
very reflective of economic conditions. Sales tax revenue was down $76,000 or 1.4%. Recordation,
meals, lodging and cigarette tax revenues all declined from the previous fiscal year. Business license

taxes, which are based on gross receipts, declined $406,000 or 8.4% from fiscal year 2009.

Charges for services revenue decreased $320,000 or 7.0% largely due to reduced costs for
waste collection and disposal, offset by a corresponding decrease in transportation and disposal costs.
Intergovernmental revenues decreased $340,000 or 3.2% due to the receipt of federal grant monies
totaling $623,000 received in the prior year to purchase several residential structures located in flood
plain areas. Only one property was purchased in fiscal year 2010 and reimbursement of $137,000 was

received.

In addition to a decline in some local tax revenues resulting from the current recession, funding

from the Commonwealth of Virginia was again reduced by $152,797 to alleviate budget issues at the

7



state level. Funding for the police department, constitutional offices, registrar, library and Comprehensive
Services for At Risk Youth and Families were areas included in these cuts. For fiscal year 2010, state
cuts in school funding were partially alleviated with funding received from the American Recovery and

Reinvestment Act. However, this funding source is not available after fiscal year 2011.

In fiscal year 2010, the City instituted measures to decrease expenditures to a sustainable level
while continuing to maintain the high service levels to which our citizens are accustomed. Due to the
budgetary challenges that the City faced, a hiring freeze continued and limited capital equipment
purchases were made. As a result of these and other cost saving measures, general fund expenditures
declined $4 million or 6.3%. Cuts were made in virtually all departments. General government
expenditures were less because $1.2 million was spent in the prior year to equip the new data center.
Public works costs were down $1 million or 8.4% largely due to reduced waste disposal costs.
Expenditures in the parks, recreation and cultural area declined because costs for golf course
improvements and signage for Salem Memorial Park were purchased in the previous year. Community
development expenditures were higher in the previous year due to the purchase of properties located in

the flood plain. Salem was able to maintain funding for education at the same level as the previous year.

Salem offers health insurance benefits to its retirees, which were funded on a “pay as you go”
basis until fiscal year 2009 when new GASB reporting requirements became effective. Changes to the
City's postemployment benefit program were adopted in June 2010, which greatly reduced the annual
required contribution for other postemployment benefits. This was reflected in nondepartmental
expenditure reductions. In fiscal year 2010, Salem was able to fully fund the annual required contribution
for other postemployment benefits and also made a contribution of $100,000 to reduce the liability

incurred in the previous year.

Major Initiatives and Accomplishments

Salem City Council and Management are committed to making Salem a great place to live, work
and raise a family. To that end, the City and School Board work diligently to provide one of the finest
school systems, not only in the region, but throughout the Commonwealth. Each of Salem’s six schools
and the division as a whole have met or exceeded the adequate yearly progress benchmarks under the
No Child Left Behind Act for the 2009-2010 school year. Salem is one of just seven school divisions in
the entire state to reach this goal. Andrew Lewis Middle School earned the 2010 Governor’s Award for
Educational Excellence. The school was one of only 16 middle schools in Virginia to earn this prestigious
honor. The Virginia Board of Education recognized South Salem Elementary, West Salem Elementary,
G.W. Carver Elementary and the Salem City School Division with its Board of Excellence Award. G.W.
Carver Elementary and East Salem Elementary were recognized for the sixth consecutive year as

Distinguished Title | schools by the Virginia Department of Education.



Salem continues to be active in tourism development as a means of economic development. The
City participates with the Roanoke Valley Convention and Visitors Bureau to promote conventions and
events in the region. The annual Salem Fair was held at the Salem Civic Center and was the second
largest fair in the state. Nearly 300,000 people attended the Salem Fair held in July 2009, an increase of
approximately 10% from the previous year. The Salem Red Sox played their second season at Salem
Memorial Stadium with approximately 225,000 fans in attendance. Events such as Stagg Bowl, Roanoke
Valley Horse Show, Olde Salem Days, NCAA Championship events and many other events bring

hundreds of thousands of participants, spectators and tourists to Salem and the surrounding area.

The NCAA awarded Salem and the Old Dominion Athletic Conference approval to serve as co-
hosts for the Amos Alonzo Stagg Bowl and the Men’s Division Il Basketball championship through 2013.
The Stagg Bowl football contract is for an unprecedented three years. Besides football and basketball,
the City was awarded women’s softball through 2013. In 2011, the Division Il and Division Il
championships will be played back-to-back weeks at the James |I. Moyer Complex. In 2012, Division llI
will return, while Division Il softball comes back to town in 2013. These events bring thousands of visitors

to the region.

The City continued work on several major projects during fiscal year 2010. Construction of the
new electric department service center and administration building was completed in the spring of 2010.
Located at the corner of West Main and Fourth Street, the building has more than 30,000 feet of space for
offices, storage and a warehouse and includes 16 truck bays. The City’'s new data center, which
centralizes all technology-related operations for both the City and School Division, is also housed at this

facility.

The Colorado Street Bridge replacement project continued in fiscal year 2010. This project is
funded by federal, state and local monies and is anticipated to cost $3.5 million. Construction is expected
to be completed in December 2010. In fiscal year 2010, construction of Phase Il of the Roanoke River
Greenway project was completed. Phase Il was funded with Transportation Enhancement funds and
connects the trail from the new Colorado Street Bridge to Rotary Park on Virginia Route 419. Rotary Park
represents the second step in more than 10 miles of planned trails in the City between the Roanoke River
Greenway and Mason Creek Greenway. Funds from the American Recovery and Reinvestment Act were
awarded to construct Phase lll of the Roanoke River Greenway which will extend the greenway
approximately 1.3 miles from Eddy Street to Mill Lane. Design work began on Phase Il in fiscal year

2010 with construction anticipated to begin in the summer of 2011.

A new amphitheatre was constructed at Longwood Park with funds generously provided by the
Salem Jaycees. The facility lends itself to hosting music and other performing arts events and adds a
new dimension to Longwood Park. The amphitheatre was built by the City’s Streets and Maintenance

Department and dedicated in July 2010.



Construction continued on a new water line on Red Lane to replace a line that was over 70 years
old and located under Interstate 81, making it inaccessible for maintenance. The new line will run under
the bridge on Red Lane and will be easily accessible for maintenance and repairs. Improvements were
completed on Penguin Lane to connect homes and businesses served by an aging booster station to
Western Virginia Water Authority lines. The old system was not reliable and could cause major problems
in the event of station failure as several hotels and other businesses are served by this line. Phase | of a
five-phase sewer rehabilitation project was completed. The project included slip lining of sewer pipes,

manhole replacement, manhole frame and cover replacement and manhole rehabilitation.
Financial Policies and Financial Planning

The City’'s annual budget is based upon the financial policies of the City and reflects the balance
between anticipated revenues and proposed expenditures. As required by City Code, the City Manager
submits a recommended budget to City Council thirty days prior to the last Council meeting in May of
each year for the fiscal year beginning July 1*. After an extensive study process and a public hearing to

receive citizen input, the City Council adopts the budget on or before June 30"

The budget function is used as a management tool, including performance objectives, goals and
long-range planning, as well as maintaining budgetary controls. The objective of these budgetary
controls is to ensure compliance with legal provisions embodied in the annual appropriated budget
approved by City Council. Activities of the general fund and debt service fund are included in the annual
budgetary control established at the fund level (that is, the level at which expenditures cannot legally
exceed the appropriated amount.) The government also maintains an encumbrance accounting system
as one technique of accomplishing budgetary control. Encumbered amounts lapse at year-end.

However, encumbrances generally are re-appropriated as part of the following year’s budget.

The City prepares a five-year capital improvement plan, which identifies and prioritizes major City
projects. Cost estimates and potential funding sources are also identified. The City will closely monitor

availability of funding and proceed with capital purchases only as funds become available.

It is the City’s policy to maintain healthy reserves in all funds, but 2010 was a struggle. Fund
balance in the general fund was reduced by $180,983. In past years when revenues performed well, it
was the City’s goal to increase fund balance reserves as a safeguard in times of need. Given the
revenue declines experienced in the past two fiscal years, the City felt it was appropriate to use some of
these reserves instead of eliminating services to our citizens. Cost cutting measures remain in place for
fiscal year 2011 to prevent further decreases in fund balance. Employee raises were not budgeted and a
hiring freeze remains in place. Capital spending will be closely monitored and approved as funds are
available.
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Enterprise funds also saw decreases in net assets in fiscal year 2010. However, a rate study was
completed to determine the appropriate rates for water and sewer services. Effective July 1, 2010, a new
rate structure and fee schedule for water and sewer services was instituted. The City purchases
electricity for consumption and resale to City residents through an agreement with American Electric
Power Service Corporation. Effective September 2009, the City increased electric rates charged to
customers to offset increasing electricity costs. For fiscal year 2010 electric costs increased 10.2%. The

City anticipates an increase in wholesale electricity rates of 8% in fiscal year 2011.

Independent Audit

Virginia law and the Charter of the City of Salem require that the financial statements of the City
be audited by a certified public accountant selected by City Council. Brown, Edwards & Company, L.L.P.,
has performed an annual audit of the Comprehensive Annual Financial Report. Their audit was
conducted in accordance with generally accepted auditing standards; the standards applicable to financial
audits contained in Government Auditing Standards, issued by the Comptroller General of the United
States; and Specifications for Audits of Counties, Cities and Towns issued by the Auditor of Public
Accounts of the Commonwealth of Virginia. The auditor’s report, which includes their opinion on the
financial statements of the City, is contained in the Financial Section of this report. Other auditor’s reports

are included in the Compliance Section.

Certificate of Achievement for Excellence in Financial Reporting

The Government Finance Officers Association of the United States and Canada (GFOA) has
awarded a Certificate of Achievement for Excellence in Financial Reporting to the City of Salem, Virginia,
for its Comprehensive Annual Financial Report for 2009. This represents the twenty-second year Salem
has earned this distinction. In order to be awarded a Certificate of Achievement, a government must
publish an easily readable and efficiently organized Comprehensive Annual Financial Report, whose
contents conform to program standards. Such reports must satisfy both generally accepted accounting
principles and applicable legal requirements. We believe this report conforms to the Certificate of
Achievement Program requirements and standards and are submitting it to the GFOA to determine its

eligibility for another certificate.
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BROWN,
EDWARDS&
COMPANY,LL.P

Certified Public Accountants

INDEPENDENT AUDITOR’S REPORT

Honorable Members of City Council
City of Salem, Virginia
Salem, Virginia

We have audited the accompanying financial statements of the governmental activities, the
business-type activities, the discretely presented component unit, each major fund, and the aggregate
remaining fund information of the City of Salem, Virginia (“City”), as of and for the year ended
June 30, 2010, which collectively comprise the City’s basic financial statements as listed in the table of
contents. These financial statements are the responsibility of the City’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; the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States; and Specifications for Audits of
Counties, Cities, and Towns, issued by the Auditor of Public Accounts of the Commonwealth of
Virginia. 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, the business-type activities, the
discretely presented component unit, each major fund, and the aggregate remaining fund information of
the City as of June 30, 2010, and the respective changes in financial position and cash flows, where
applicable, 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.

In accordance with Government Auditing Standards, we have also issued our report dated
November 23, 2010 on our consideration of the City’s internal control over financial reporting and on
our tests of its compliance with certain provisions of laws, regulations, contracts and grant agreements,
and other matters. The purpose of that report is to describe the scope of our testing of internal control
over financial reporting and compliance and the results of that testing, and not to provide an opinion on
internal control over financial reporting or on compliance. That report is an integral part of an audit
performed in accordance with Government Auditing Standards and should be considered in assessing
the results of our audit.
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Accounting principles generally accepted in the United States of America require that the
management’s discussion and analysis on pages 19 through 31, the Analysis of Funding Progress for
Defined Benefit Pension Plan and the Analysis of Funding Progress for Other Postemployment Benefits
on pages 69 through 70 be presented to supplement the basic financial statements. Such information,
although not a part of the basic financial statements, is required by the Governmental Accounting
Standards Board, who considers it to be an essential part of financial reporting for placing the basic
financial statements in an appropriate operational, economic, or historical context. We have applied
certain limited procedures to the required supplementary information in accordance with auditing
standards generally accepted in the United States of America, which consisted of inquiries of
management about the methods of preparing the information and comparing the information for
consistency with management’s responses to our inquiries, the basic financial statements, and other
knowledge we obtained during our audit of the basic financial statements. We do not express an opinion
or provide any assurance on the information because the limited procedures do not provide us with
sufficient evidence to express an opinion or provide any assurance.

Our audit was conducted for the purpose of forming opinions on the financial statements that
collectively comprise the City’s financial statements as a whole. The introductory section, combining
nonmajor fund financial statements, and statistical section are presented for purposes of additional
analysis and are not a required part of the financial statements. The accompanying schedule of
expenditures of federal awards is presented for purposes of additional analysis as required by U.S.
Office of Management and Budget Circular A-133, Audits of States, Local Governments, and Non-profit
Organizations, and is also not a required part of the financial statements of the City. The combining
nonmajor fund financial statements and the schedule of expenditures of federal awards are the
responsibility of management and were derived from and relate directly to the underlying accounting
and other records used to prepare the financial statements. The information has been subjected to the
auditing procedures applied in the audit of the basic financial statements and certain additional
procedures, including comparing and reconciling such information directly to 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 basic financial statements taken as a whole. The introductory and statistical sections have not been
subjected to the auditing procedures applied in the audit of the basic financial statements and,
accordingly, we express no opinion on them.

Goun, Gtymes ¥epany 4.7

CERTIFIED PUBLIC ACCOUNTANTS

Roanoke, Virginia
November 23, 2010

18



CITY OF SALEM, VIRGINIA
MANAGEMENT’S DISCUSSION AND ANALYSIS
YEAR ENDED JUNE 30, 2010

The following discussion and analysis of the City of Salem, Virginia's (the City’s) financial performance
provides an overview of the City’s financial activities for the fiscal year ended June 30, 2010. It should be
read in conjunction with the transmittal letter and the City’s basic financial statements.

FINANCIAL HIGHLIGHTS

e As of June 30, 2010, the City of Salem’s primary government had $144.5 million in total net
assets, which increased $1.2 million from prior year. Unrestricted net assets available to fund
future expenses were $11 million or 7.6% of total net assets and decreased $1.6 million from
prior year.

e As of June 30, 2010, the governmental activities had $80.9 million in total net assets, which
increased $1.7 million from prior year. Unrestricted net assets available to fund future expenses
were $(9.4) million or (11.6)% of total net assets and increased by $1.3 million from prior year.

e As of June 30, 2010, the business-type activities had $63.6 million in total net assets, which
decreased $496,690 from prior year. Unrestricted net assets available to fund future expenses
were $20.4 million or 32.1% of total net assets and decreased $2.9 million from prior year.

e As of June 30, 2010, the general fund had $6.2 million in total fund balance, which decreased by
$180,983 from prior year. This was primarily a reduction of unreserved fund balances available
to fund future expenditures which were $5.2 million or 83.9% of total fund balance.

OVERVIEW OF THE FINANCIAL STATEMENTS

Our discussion and analysis is intended to serve as an introduction to the City’'s basic financial
statements. The City's financial statements present two types of statements, each with a different focus
on the City's finances. The government-wide financial statements focus on the City as a whole and
provide both short-term and long-term information about the City's overall financial status. The fund
financials focus on the individual parts of City government, reporting the City’s operations in more detail
than the government-wide statements. Presentation of both perspectives provides the user a broader
overview, enhances the basis for comparisons and better reflects the City’s accountability.

Government-Wide Financial Statements

The government-wide financial statements begin on page 33 and include the Statement of Net Assets
and the Statement of Activities. These statements provide information about the City as a whole using
the accrual basis of accounting, which is the method used by most private-sector enterprises. All current
year revenues and expenses are reported in the Statement of Activities regardless of when cash is
received or paid. These statements allow readers to answer the question “Is the City’s financial position,
as a whole, better or worse as a result of the year’s activities?”

One of the main goals of these two statements is to report the City’s net assets and changes that affected
net assets during the fiscal year. The change in the City's net assets, which is the difference between
assets and liabilities, is one way to measure the City’s financial health or financial position. Increases or
decreases in net assets are indicators of whether the City’s financial health is improving or deteriorating.
Other non-financial factors, such as changes in the City’s property tax base and the condition of the City’s
infrastructure should also be considered in assessing the overall financial health of the City.

In the Statement of Net Assets and the Statement of Activities, the City’s fund-based activity is classified
as follows:

Governmental activities — Most of the City’'s basic services are reported here including general
government, judicial administration, public safety, public works, health and welfare, education, parks
and recreation and community development. Property taxes, other local taxes and federal and state
grants finance most of these activities.
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MANAGEMENT'’S DISCUSSION AND ANALYSIS
(Continued)

Business-type activities — The City’s electric distribution system, water and sewage systems, Civic
Center and catering and concessions are reported here as the City charges a fee to customers
designed to cover all or most of the cost of services it provides.

Component unit — The City includes a discretely presented component unit in this report, the City of
Salem School Division (School Division). The City of Salem is financially accountable for the School
Division, although it is a legally separate entity.

Fund Financial Statements
The fund financial statements begin on page 35 and provide detailed information about the most
significant funds, rather than the City as a whole. The City has three types of funds.

Governmental funds — Most of the City’s basic services are included in governmental funds. Fund
based statements for these funds focus on how resources flow into and out of the funds and the
balances left at year-end that are available for future spending. These funds are reported on the
modified accrual basis of accounting, which measures cash and other liquid assets that can readily
be converted to cash. The governmental fund statements provide a detailed short-term overview that
helps the reader determine the financial resources that can be spent in the near future to finance the
City’'s programs. The City’s governmental funds include the general fund, debt service fund and
capital projects fund. The differences between governmental activities as reported in the
government-wide and fund financial statements are reconciled in Exhibits 3 and 4.

Proprietary funds — When the City charges customers for the services it provides, whether to outside
customers or to other units of the City, these services are generally reported in proprietary funds.
Proprietary funds, like the government-wide statements, utilize the accrual basis of accounting and
their statements provide both short-term and long-term financial information.

The City's enterprise funds, one type of proprietary fund, are accounted for in the same manner as
the government-wide business-type activities; however, the fund financial statements provide more
detail and additional information, such as cash flows. The City’s enterprise funds include the electric
fund, water and sewage fund, Civic Center and catering and concessions.

Fiduciary funds — Resources held for other governments or agencies not part of the City are reported
as fiduciary funds. These activities are excluded from the government-wide financial statements
because the City cannot use these assets to finance its operations. The accounting used for fiduciary
funds is much like that used for proprietary funds. The City reports assets for other postemployment
benefits (OPEB) related to its healthcare plan for retirees in an OPEB trust fund and accounts for
assets held on behalf of the Cardinal Criminal Justice Academy and the Court-Community
Corrections Program as agency funds. Agency funds are custodial in nature and do not involve
measurement of results of operations.

20



MANAGEMENT’S DISCUSSION AND ANALYSIS
(Continued)
FINANCIAL ANALYSIS OF THE CITY AS A WHOLE
A comparative analysis of government-wide information is as follows:

Summary of Net Assets
The following table presents a condensed summary of net assets.

Summary of Net Assets

(In Millions)
Governmental ~ Business-type Total Primary Component
Activities Activities Government Unit
2010 2009 2010 2009 2010 2009 2010 2009
Current and other assets $11.0 $10.7 $27.7 $301 $ 387 $ 408 $ 98 $ 88
Capital assets, net 100.3 101.0 100.5 101.1 200.8 202.1 38.4 38.5
Total assets 111.3 1117 128.2 131.2 239.5 242.9 48.2 47.3
Current and other liabilities 3.7 3.3 7.8 7.4 11.5 10.7 4.7 4.4
Long-term liabilities 26.7 29.2 56.8 59.7 83.5 88.9 0.9 0.9
Total liabilities 30.4 325 64.6 67.1 95.0 99.6 5.6 5.3
Invested in capital assets,
net of related debt 90.3 89.9 43.2 40.8 133.5 130.7 38.4 38.5
Unrestricted (9.4) (10.7) 20.4 23.3 11.0 12.6 4.2 3.5
Total net assets $80.9 $79.2 $63.6 $64.1 $1445 $143.3 $42.6 $42.0

The primary government net assets increased from $143.3 million to $144.5 million. Net assets of
governmental activities increased $1.7 million offset by a decrease of $496,690 in business-type
activities. A detailed description of the changes in revenues and expenses that create the differences in
net assets is discussed in the next section.

Net assets invested in capital assets, net of related debt, represents the amount of capital assets owned
by the City, including infrastructure, net of accumulated depreciation and any outstanding debt issued to
fund the asset purchase or construction.

The primary government’s unrestricted net assets, the portion of net assets that can be used to finance
the daily operations of the City was $11 million, which decreased by $1.6 million from prior year. The City
assumes all debt issued for school improvements, while the School Division records the related asset. As
such, the City included $14.1 million of School Division bonds and other debt in governmental activities
long-term liabilities which directly reduces unrestricted net assets.

Net assets are reported as restricted when constraints on asset use are externally imposed by creditors,
grantors, contributors, regulators, or are imposed by law through constitutional provisions or enabling
legislation. The City had no restricted net assets as of June 30, 2010.

As of June 30, 2010, the component unit had $42.6 million in total net assets, which increased $600,176

from prior year. Unrestricted net assets available to fund future expenses were $4.2 million or 9.9% of
total net assets and increased by $683,394 from prior year.
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Summary of Changes in Net Assets
The following table presents a condensed summary of changes in net assets.

Summary of Changes in Net Assets

(In Millions)
Governmental  Business-type Total Primary Component
Activities Activities Government Unit
Revenues 2010 2009 2010 2009 2010 2009 2010 2009
Program Revenues:
Charges for services $ 49 $ 53 $451 $438 $ 500 $ 491 $ 17 $ 16
Operating grants and contributions 6.8 6.8 - - 6.8 6.8 8.7 6.7
Capital grants and contributions 2.7 2.1 - - 2.7 2.1 - -
General Revenues:
Property taxes 315 31.3 - - 315 31.3 - -
Local sales and use tax 55 5.6 - - 55 5.6 - -
Business license tax 4.4 4.8 - - 4.4 4.8 - -
Meals tax 24 2.4 - - 2.4 2.4 - -
Utility taxes 1.1 1.1 - - 1.1 1.1 - -
Other taxes 2.7 2.9 - - 2.7 2.9 - -
Intergovernmental revenue 3.8 3.9 - - 3.8 3.9 - -
Investment earnings 0.1 0.2 - 0.2 0.1 0.4 - -
Gain on sale of property - - - 0.2 - 0.2 - -
Payments from City of Salem - - - - - - 18.4 18.4
State aid - - - - - - 13.7 16.0
Other 0.3 0.4 0.3 - 0.6 0.4 0.4 0.4
Total revenues $66.2 $66.8 $454 $442 $1116 $111.0 $429 $43.1
Expenses
General government $ 54 $60 $ - $ - $ 54 $ 60 $ - $ -
Judicial administration 1.8 1.9 - - 1.8 1.9 - -
Public safety 15.3 15.9 - - 15.3 15.9 - -
Public works 14.0 14.9 - - 14.0 14.9 - -
Health and welfare 2.3 2.4 - - 2.3 2.4 - -
Education 18.4 18.4 - - 18.4 18.4 42.3 43.0
Parks, recreation and cultural 5.1 5.6 - - 51 5.6 - -
Community development 1.7 18 - - 1.7 1.8 - -
Interest on long-term debt 1.1 1.2 - - 1.1 1.2 - -
Electric - - 31.0 $2838 31.0 28.8 - -
Water and sewage - - 11.0 11.3 11.0 11.3 - -
Civic center - - 2.3 2.4 2.3 2.4 - -
Catering and concessions - - 1.0 1.0 1.0 1.0 - -
Total expenses 65.1 68.1 45.3 43.5 110.4 111.6 42.3 43.0
Excess (deficiency) before transfers 1.1 (1.3) 0.1 0.7 1.2 (0.6) 0.6 0.1
Transfers 0.6 1.6 (0.6) (1.6) - - - -
Increase (decrease) in net assets 1.7 0.3 (0.5) (0.9) 1.2 (0.6) 0.6 0.1
Net assets, beginning 79.2 78.9 64.1 65.0 143.3 143.9 42.0 41.9
Net assets, ending $80.9 $79.2 $636 $64.1 $1445 $1433 $42.6 $42.0
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Governmental Activities — Revenues
The following graph presents revenues generated for governmental activities by category:

Capital grants and
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Property taxes, which were 47.6% of total governmental activities revenue, include real estate tax, the
local portion of personal property tax, machinery and tools tax and public service corporation taxes.
These revenues increased $141,604 from prior year primarily due to an increase in real estate tax
revenue. Assessments increased approximately 1.5%. The exemption for idle equipment adopted by the
state caused a decline of $109,000 in machinery and tools tax revenue.

Other taxes, which were 24.3% of total governmental activities revenues, include sales and use taxes,
business and professional occupational license taxes, meals tax, utility taxes, lodging taxes, motor
vehicle taxes, cigarette taxes and other taxes. These revenues decreased $690,951 from prior year
primarily due to reductions in business license tax, local recordation tax and sales and use tax.
Performance of these revenues was reflective of current economic conditions.

Operating grants and contributions, which were 10.3% of total governmental activities revenues, include
social service programs, street maintenance funds, reimbursement for constitutional officers, funding
received under House Bill 599 for law enforcement and other grants and contributions. These revenues
increased $64,576 from prior year primarily due to an increase in revenue received under the
Comprehensive Services Act for social services offset by state cuts in 599 funding and reimbursement for
constitutional officers.

Charges for services, which were 7.4% of total governmental activities revenues, include fines, court fees,
inspection fees, garbage collection fees, recreation fees and other program-based fees. These revenues
decreased $457,155 from prior year primarily due to a decline in solid waste disposal and container fees.
The reduction in remodeling and construction activity related to current economic conditions resulted in
lower amounts of solid waste. A corresponding decrease was reflected in public works expenses due to
lower transportation and disposal costs. Fees charged for ambulance transports under the revenue
recovery program also declined.

Capital grants and contributions, which were 4.1% of total governmental activities revenue, include grants
received from federal and state agencies to fund capital purchases. These revenues increased $589,989
due to the receipt of $290,799 more funding for the Colorado Street bridge project. Additional funding of
$210,390 was received for the Mason Creek and Roanoke River greenway projects. In addition,
infrastructure donations from contractors were higher in fiscal year 2010. These increases were partially
offset by a decline in funding received from FEMA to purchase homes located in the flood plain.
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Governmental Activities — Expenses
Expenses of the governmental activities are shown below by functional area:
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In the prior year, the City implemented Governmental Accounting Standards Board (GASB) Statement
No. 45, Accounting and Financial Reporting by Employers for Postemployment Benefits Other Than
Pensions, which was effective July 1, 2008. The City fully funded its actuarially determined annual
required contribution of $452,323 and paid an additional $100,000 to reduce the OPEB liability incurred in
fiscal year 2009. OPEB expense was allocated based on full-time equivalent City government employees
by functional area. Due to policy changes adopted in June 2010, the annual required contribution was
significantly lower than the prior year.

Education expenses totaling $18.4 million or 28.3% of governmental activities, represents the largest
allocation of resources. These expenses remained at the same level as the prior year.

Public safety expenses, which were 23.5% of total governmental activities expenses, include operations
of the labor-intensive police and fire departments, along with expense of emergency medical services,
communications (E-911 call center) and the cost of juvenile justice programs. These expenses
decreased $601,944 from prior year primarily due to a lower annual required contribution for OPEB in the
current year. Depreciation expense also decreased.

Public works expenses, which were 21.5% of total governmental activities expenses, include engineering,
solid waste management, building maintenance, street paving, traffic engineering and street
maintenance. These expenses decreased $887,565 from prior year primarily due to a reduction in solid
waste transportation and disposal costs and a reduction in the annual required contribution for OPEB.

General government expenses, which were 8.3% of total governmental activities expenses, include
charges for administrative departments. These expenses decreased $608,826 from prior year primarily
due to a reduction in the annual required contribution for OPEB, partially offset by an increase in
depreciation expense. The new data center was completed in fiscal year 2010, increasing depreciation
expense.

Parks, recreation and cultural expenses, which were 7.8% of total governmental activities expenses,
include maintenance of city parks, the library and costs for citywide recreational and athletic programs
and events. These expenses decreased $556,779 from prior year primarily due to a reduction in the
annual required contribution for OPEB. Depreciation expense also decreased.
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(Continued)

Business-type Activities

The proprietary funds provide the same type of information reported in the government-wide financial
statements for business-type activities, but in more detail. Please refer to the MD&A’s section on
Financial Analysis of the City’'s Funds - Proprietary Funds for detailed analysis of the business-type
activities major funds.

Component Unit — School Division Activities

The School Division incurred total expenses of $42,393,446 for the year ended June 30, 2010 a decrease
of $610,139 or 1.4% from prior year. Cost control measures were instituted to offset the reduction of $2.3
million in state aid. State aid includes basic aid and lottery proceeds, which decreased from the previous
year due to actions taken at the state level. Sales tax was also included in this category and was
adversely affected by current economic conditions. Funding received under the American Recovery and
Reinvestment Act partially offset the reductions in State Aid and was reflected as an increase in operating
grants and contributions.

FINANCIAL ANALYSIS OF THE CITY’S FUNDS

Governmental Funds

As of June 30, 2010, the governmental funds had $6 million in total fund balance, which decreased by
$546,802 from prior year. Unreserved fund balances available to fund future expenditures were $4.1
million or 68.3% of total fund balance and increased by $677,371 from prior year. Unreserved fund
balance is available to purchase capital equipment, pay self-insured healthcare claims, pay for future
years’ capital projects expenditures and provide for unforeseen circumstances. The remainder of fund
balance is reserved for inventory, prepaid items and encumbrances because it has already been
committed to liquidate contracts and purchase orders outstanding at year-end.

General Fund

The general fund is the chief operating fund of the City. As of June 30, 2010, the general fund had $6.2
million in total fund balance, which decreased by $180,983 million from prior year. Unreserved fund
balances available to fund future expenditures were $5.2 million or 83.9% of total fund balance and
decreased by $303,103 from prior year. As a measure of the general fund’s liquidity, it may be useful to
compare both total fund balance and unreserved fund balance to total fund expenditures. Total fund
balance to total fund expenditures is 10.3% for 2010, which is up from 9.9% in the prior year. Unreserved
fund balance to total fund expenditures is 8.6% for 2010, which is up from 8.5% in the prior year.

City Council has stated its intent to increase the undesignated general fund balance to a minimum of 15%
of general fund revenues. Undesignated fund balance to total fund revenues is 5.8%, which decreased
from 6.8% in the prior year, short of City Council's goal. The state of the economy and the
implementation of GASB 45 related to other postemployment benefits have adversely affected progress
towards this goal.

Property taxes, which were 49.7% of total general fund revenue, increased $10,674 from the prior year.
While real estate assessments increased slightly, collections were down, increasing the amount of
deferred revenue.

Other local taxes, which were 25.5% of total general fund revenue, decreased by $690,951 from the prior
year. This category of revenue was reflective of local economic conditions. Lower consumer spending
adversely affected sales tax, which declined 1.4%. Business and occupational license taxes, calculated
based on businesses’ gross receipts, decreased $406,219 or 8.4%. Bank stock, meals, lodging and
cigarette taxes also declined.
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Intergovernmental revenue, which is 16.5% of total general fund revenue, decreased $338,933 from the
prior year. In fiscal year 2009, FEMA grant money totaling $622,879 was received to acquire five
properties in the flood plain. In fiscal year 2010, one property was acquired and reimbursement of
$136,959 was received. Funding for the constitutional officers was cut by $118,657 or 6%. Funding
received under the Comprehensive Services Act increased as more children required assistance and the
types of services needed resulted in higher costs.

Charges for services, which were 6.8% of total general fund revenue, decreased $320,195 from prior year
due to lower waste collection and disposal charges. A corresponding decrease in transportation and
disposal costs is reflected in public works expenditures. The number of remodeling and construction
projects was down, reducing the amount of waste delivered to the transfer station. In addition, efforts to
emphasize recycling increased the amount of waste recycled and generated $32,608 more in recycling
revenue.

Education expenditures, which represents operating support provided to the School Division, remained
level with the prior year.

Public works expenditures, which were 18.3% of total general fund expenditures, decreased by $1 million
from the prior year. As previously discussed, waste transportation and disposal costs decreased by
almost $400,000. Eight positions were vacant in fiscal year 2010, reducing salary and fringe costs. Snow
removal costs increased due to the higher than normal snowfall experienced during the winter, while
paving, mowing and storm drain repair expenditures declined resulting in a net decrease of $180,523 in
highway maintenance costs.

General government expenditures, which were 8.6% of total general fund expenditures, declined $1.1
from the prior year. In fiscal year 2009, $1.2 million was expended to purchase equipment for the new
data center.

Parks, recreation and cultural expenditures, which were 6.9% of total general fund expenditures,
decreased by $512,062 primarily due to baseball stadium improvements done in fiscal year 2009 to
welcome the Red Sox. $83,000 was spent in the previous year for waterproofing at the Salem Stadium.
Golf course costs were approximately $40,000 less due to costs incurred in the prior year to replace
artificial turf greens with original sand greens. Spending for special events was also reduced.

Non-departmental expenditures, which were 4.3% of total general fund expenditures, decreased
$769,887 primarily due to a reduction in OPEB expenditures. Plan changes were adopted in June 2010
which greatly reduced the annual required contribution for OPEB. Contributions to civic and community
organizations also declined.

Capital Projects Fund

During fiscal year 2010, the capital projects fund total fund balance decreased by $365,819. The
negative unreserved fund balance of $1 million will be offset by future funding from the Commonwealth
for current projects. Construction costs of $1.5 million were incurred for the Colorado Street Bridge
project. Expenditures of $584,047 were incurred for the continued design and construction of the
Roanoke River Greenway project. Revenue from the state totaling $1.8 million helped support these
projects.
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Proprietary Funds
Revenues and expenses of the major enterprise funds are shown below:
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Electric Fund

As of June 30, 2010, the electric fund had $33.8 million in total net assets, which decreased by $2.2
million from prior year. Net assets invested in capital assets, net of related debt were $15.1 million or
44.7% of total net assets and increased $2.5 million from prior year. Unrestricted net assets available to
fund future expenses were $18.7 million or 55.3% of total net assets and decreased by $4.7 million from
prior year.

For fiscal year 2010, operating revenue was $32.9 million and increased by $2.1 million from the prior
year primarily due to a rate increase instituted to cover rising purchased power costs. Operating
expenses were $30.7 million and increased by $2.1 million from prior year primarily due to increases in
purchased power rates, partially offset by a decrease in expendable equipment. In the previous year,
expendable equipment and small tools were purchased to furnish the new electric department building.
Net nonoperating expense was $223,660, an increase in net expense of $338,525 from prior year
primarily due to a decrease in interest income from depleting bond proceeds and an increase in interest
expense. Transfers to the general fund were $1,542,417 and represent a payment in lieu of taxes of $1.5
million and $42,417 in funding assistance for telephone purchases. Transfers totaling $1.9 million and
$600,000 were made to the water and sewage and civic center funds, respectively. Transfers to the
water and sewage fund include a one-time conveyance of cash to cover prior year's reductions in net
assets due to the former water and sewage rates. Although the 15% rate increases for both water and
sewage services go into effect July 1, they are designed to cover future expenses and not recover past
losses. Transfers to the civic center fund subsidized operating expenses.

Water and Sewage Fund

As of June 30, 2010, the water and sewage fund had $27.3 million in total net assets. Net assets
invested in capital assets, net of related debt were $25.6 million or 93.8% of total net assets and
increased $166,469 from prior year. Unrestricted net assets available to fund future expenses were $1.6
million or 6.2% of total net assets and increased by $1.3 million from prior year.

For fiscal year 2010, operating revenue was $10.3 million and decreased by $652,150 from prior year
primarily due to a decline in consumption levels. Operating expenses were $9.5 million and decreased by
$151,080 from prior year. Salary and fringe benefit costs declined as there were several positions vacant
during fiscal year 2010. In addition, the annual required contribution for OPEB was significantly lower
than the previous year, reducing fringe benefit costs. Water line maintenance costs declined. Labor and
equipment rental credits, which were segregated in the previous year, are included in maintenance costs
in fiscal year 2010, reducing maintenance expenses. Treatment of sewage costs were higher due to
higher precipitation amounts during winter months. Net nonoperating expenses were $1.5 million and
increased by $168,582 from prior year primarily due to a loss on sale of assets. Capital contributions
received were $346,520 and increased by $338,045 because there were no contractor donations in the
prior year.
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GENERAL FUND BUDGETARY HIGHLIGHTS

The City’s budget is prepared in accordance with the Code of Virginia. Below is a condensed version of
the budgetary comparison of the general fund original budget, amended budget and actual amounts.

Budgetary Highlights for 2010
(In Millions)

Original Budget
Budget As Amended Actual
Revenues/transfers in $ 65.8 $ 656 $ 64.8

Expenditures (61.4) (61.5) (60.5)
Transfers out (4.4) (4.5) (4.5)
Use of fund balance $ - $ 0.4) $ (0.2)

During the year, the City amended the original budget primarily for the following purposes:

e To re-appropriate monies for encumbrances established prior to June 30, 2009.

e To re-appropriate grants, donations and other revenues authorized in fiscal year 2009 or earlier,
but not expended or encumbered as of June 30, 2009.

e To appropriate grants, donations and other revenues accepted or adjusted in fiscal year 2010
when official notice of approval was received.

e To appropriate the undesignated general fund balance to capital projects.

e To appropriate funds as authorized by City Council during the mid-year review process.

CAPITAL ASSETS

The City’s total primary government capital assets, net of accumulated depreciation, decreased .6% from
$202.1 million to $200.8 million. This investment includes land, construction in progress, machinery and
equipment, buildings and improvements, public domain infrastructure, distribution and transmission, utility
plant and sewage treatment contract. The following table presents a summary of capital asset balances
at the end of the year. The changes in each category of capital assets, along with other important
information regarding capital assets, are presented in Note 6 of the financial statements.

Capital Assets, Net of Depreciation

(In Millions)
Governmental Business-type Total Primary Component
Activities Activities Government Unit
2010 2009 2010 2009 2010 2009 2010 2009
Land $ 57 $ 55 % 14 $ 14 $ 71 $ 69 $ 11 $ 11
Construction in progress 5.2 4.0 2.8 16.2 8.0 20.2 0.6 0.2
Machinery and equipment 5.4 4.9 2.1 2.5 7.5 7.4 2.3 35.1
Buildings and improvements 26.5 27.6 18.2 3.4 44.7 31.0 34.4 2.1
Public domain infrastructure 57.5 59.0 - - 57.5 59.0 - -
Distribution and transmission - - 17.2 17.3 17.2 17.3 - -
Utility plant - - 34.3 35.0 34.3 35.0 - -
Sewage treatment contract - - 24.5 25.3 24.5 25.3 - -
Total $100.3 $101.0 $100.5 $101.1 $200.8 $202.1 $ 384 $ 385
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Major capital asset additions in the governmental activities included:

e $1.5 million was spent for the continuation of the Colorado Street Bridge replacement. This
project is expected to cost almost $3.5 million and will be funded by federal, state and local
monies. It is expected to be completed in December 2010.

e $768,525 was spent making improvements to various sections of the Mason Creek and Roanoke
River Greenways.

e $475,524 was spent on equipment upgrades to overhaul the City’s technology backbone. The
City’'s new data center was completed in fiscal year 2010 at a total cost of $1.7 million. The data
center centralizes all technology-related operations for the City and School Division, providing
upgrades to both system and communication infrastructure allowing for greater efficiency and
redundancy.

e $310,648 was spent to replace one traffic signal and upgrade 14 other traffic signals throughout
the City. All traffic loops are being replaced with cameras to improve traffic flow.

e As part of the Severe Repetitive Loss Program funded by FEMA, $152,293 was spent to acquire
a property located in the flood plain. The house will be razed to create open land for better flood
management.

e $83,581 was spent to replace aging storm drain infrastructure at three locations throughout the
City. These improvements will improve water flow and reduce flooding.

e $42,244 was spent to reinforce the storm drain infrastructure at the corner of Main and Broad
Streets.

Major capital asset additions in the business-type activities included:

e Construction of the new electric department building was substantially completed at a cost of
$15.8 million. The project was funded through general obligation public improvement bonds
issued in fiscal year 2006. The building has more than 30,000 square feet of space for offices,
storage and a warehouse.

e Underground conduit was installed and underground conductors were replaced in the
Woodbridge and Karen Hills subdivisions at a cost of $126,953. As part of this project,
transformers were moved to more favorable locations.

e $18,640 was expended in the current year to complete the Penguin Lane water line project. The
Penguin Lane water line will provide fire protection and a secondary reliable source of water to
the neighborhood. Total project costs were $470,126.

e $107,139 was expended to install a 12" interconnection to enable Western Virginia Water
Authority (WVWA) to provide water service to Lewis Gale Medical Center in the event there is a
failure or breakage in the City’s system. The interconnection also allows the City to feed water to
the WVWA in the event of a drought.

e $256,676 was spent on the general rehabilitation of the City’'s sewage system by replacing sewer
manholes and lines.

e $67,000 was spent developing plans to rehabilitate the downtown and Roanoke River sewer
sheds, which will eliminate sewer overflows and stop infiltration into the sewage system.

LONG-TERM DEBT

At June 30, 2010, the City's long-term liabilities, excluding compensated absences, other
postemployment benefit liabilities, bond discounts and bond costs, totaled $80.7 million. This amount
was comprised of $24.2 million related to governmental activities (including $14.1 million for debt held on
behalf of the School Division) and $56.5 million related to business-type activities. The City made $5.5
million in principal payments and amortized $142,631 in bond issuance costs, discounts and premiums.

Moody’s Investor Service recalibrated its ratings of U.S. municipal bond issues and issuers to its global
rating scale in April 2010. As a result of this recalibration, the City maintained a GSR rating of Aa2 as of
June 30, 2010. The City issued bonds subsequent to year-end through the VML/VACo pool and received
a rating of Aa3 from Moody’s Investor Service.
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The Charter of the City of Salem and the Code of Virginia limits the City’'s net debt to 10% of the
assessed valuation of real estate within the City limits. This limit applies to governmental fund tax
supported debt and certain long-term liabilities of proprietary funds. The City considers long-term debt of
its electric, water and sewage funds to be self-supporting. The City’s tax-supported debt of $24.2 million
is below the legal debt limit of $197.8 million. Table 10 of the statistical section provides additional
information related to the legal debt margin.

The School Division relies upon the City to provide full faith and credit for any debt obligations incurred.
Therefore, the City reports School Division long-term liabilities, other than compensated absences and
other postemployment benefits liabilities, as its own. In addition to bonded debt, the City’s long-term
obligations include compensated absences and other postemployment liabilities. Additional information
concerning the City’s long-term liabilities is presented in Note 8 of the financial statements and Table 9 of
the statistical section.

Interest charges for fiscal year 2010 were $1.1 million or 1.7% of total governmental activities expenses.
FACTORS INFLUENCING FUTURE BUDGETS

Most economists agree that our nation is now slowly recovering from the recession. Salem’s
unemployment rate, while higher than previous years at 7.2%, is comparable to the state unemployment
rate and well below the national unemployment rate of 9.6% (Virginia Employment Commission). Salem
is experiencing the highest rates of unemployment in the construction industry, but is fortunate to have a
large number of people employed in the health care industry, which is less affected by recessionary
conditions than other industries (Virginia Employment Commission).

Salem continued to face financial challenges in fiscal year 2010 and anticipates that fiscal year 2011 will
be difficult as well. The general fund revenue and expenditure budgets for fiscal year 2011 remain
relatively level with fiscal year 2010 results. Property taxes comprise approximately 37% of the general
fund revenue budget. Real estate and personal property tax revenues are expected to show slight
increases from fiscal year 2010 amounts. Other local tax revenues are also expected to show slight
recovery, with a 1.7% increase budgeted. Categorical aid from the State is budgeted 22% lower than
fiscal year 2010 as the State continues to reduce funding provided to localities. A hiring freeze will
continue in fiscal year 2011 and no employee raises have been budgeted. Funding for education
comprises approximately 47.7% of the general fund expenditure budget. The City has been able to avoid
cuts in education funding, which will remain level funded again in fiscal year 2011.

The City is in the fifth year of a twenty-year contract to purchase electricity. The rate the City pays for
wholesale electricity varies based on the supplier's actual costs, which are affected by fuel and
environmental costs. In fiscal year 2010, the cost to purchase electricity increased approximately $2.4
million or 10.2% from the previous year. To offset the rising costs of wholesale electricity, the City
increased rates charged to customers by approximately 10% in September 2009. The City anticipates an
8% increase in wholesale electricity rates in fiscal year 2011.

A rate study was completed in fiscal year 2010 which analyzed the City’s water and sewer rate structure,
user rates and other fees and reviewed the current and projected revenue and expenses over the
upcoming five-year period. Effective July 1, 2010, a new rate structure and several new fees were
instituted. The monthly bills will now include a monthly base service fee and also a volume charge based
on metered water usage. Rate increases necessary to produce sufficient system revenue to sustain long-
term water and sewer systems will be phased incrementally over a four-year period. New fees, including
non-user fees, fire suppression service fees and facility fees, were adopted effective July 1, 2010.

Salem School Division will receive a lower amount of American Recovery and Reinvestment Act funding
in fiscal year 2011. In fiscal year 2010, $2.6 million was received. In fiscal year 2011, only $945,500 is
anticipated. These funds will be used to pay for salary and fringe costs for six teachers. To
accommodate cuts in state and federal revenue in fiscal year 2011, the school eliminated teacher
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positions, reorganized administrative and clerical areas and implemented conservation measures to
reduce utility budgets. In addition, lower VRS and life insurance rates will reduce fringe benefits costs.

REQUESTS FOR INFORMATION

This financial report is designed to provide our citizens, taxpayers, customers, investors and creditors with
a general overview of the City’'s finances and to demonstrate the City’s accountability for the resources it
receives. If you have any questions about this report or need additional information, contact the Director
of Finance, City of Salem, 114 North Broad Street, Salem, Virginia 24153, (540) 375-3061, or visit the
City’s website at www.salem.va.gov.

Additional information on the Component Unit can be obtained from the Director of Business Services,
Salem Public Schools, 510 South College Avenue, Salem, Virginia 24153.
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CITY OF SALEM, VIRGINIA
STATEMENT OF NET ASSETS

ASSETS
Cash and cash equivalents
Investments
Receivables, net
Due from other governmental units
Internal balances
Inventories
Prepaid items
Restricted assets:
Cash and cash equivalents
Capital assets:
Nondepreciable
Depreciable, net
Total assets

LIABILITIES
Accounts payable and accrued liabilities
Accrued payroll and related liabilities
Accrued interest
Self insurance claims liability
Unearned revenue
Customer security deposits
Long-term liabilities due in less than one year:
Bonds payable
Other debt
Compensated absences
Long-term liabilities due in more than one year:
Bonds payable
Compensated absences
Other postemployment benefits
Total liabilities

NE