CITY OF NEWPORT NEWS, VIRGINIA
Management’s Discussion and Analysis

The following is a narrative overview and analysis of the financial activities of the City of Newport News,
Virginia (the City) as of and for the fiscal year ended June 30, 2005. This discussion and analysis is intended to
serve as an introduction to the City’s basic financial statements, which have the following components: (1)
management’s discussion and analysis (MD&A), (2) government-wide financial statements, (3) fund financial
statements, and (4) notes to the financial statements.

FINANCIAL HIGHLIGHTS FOR FISCAL YEAR (FY) 2005

° The assets of the City, on a government-wide basis excluding component units and business-type activities,
exceeded its liabilities at the close of the FY 2005 by $196.6 million (net assets). Of this amount, $30.0
million is unrestricted.

. At the close of the current fiscal year, the City’s governmental funds reported combined ending fund
balances at $126.5 million, an increase of $8.9 million in comparison with the prior year. Approximately
72% or $90.8 million of this amount is unreserved.

. The General Fund, on a current financial resources basis, reported an increase of revenues and other
financing sources over expenditures and other financing uses of $12.7 million. The City’s operations were
in line with the budget.

. At the end of the current fiscal year, the undesignated fund balance for the General Fund was $32 million,
or 11% of total General Fund expenditures.

. The City’s total bonded debt decreased by approximately $4.9 million during the current fiscal year, due to
the issuance of $45.1 million of General Obligation Bonds and payments of $50 million ($38.2 million
scheduled repayment of principal and $11.8 million refunded)

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is intended to serve as an introduction to the City’s basic financial statements. The
City’s basic financial statements comprise three components: government-wide financial statements, fund
financial statements, and notes to the financial statements. This report also contains other supplementary
information in addition to the basic financial statements themselves.

. The first two statements are government-wide financial statements that provide both long-term and short-
term information about the City’s overall financial status.

. The remaining statements are fund financial statements that focus on individual parts of the City’s
government, reporting the City’s operations in more detail than the government-wide statements.

e  Governmental fund statements tell how general government services like public safety were financed
in the short term as well as what amounts remain for future spending.

e  Proprietary fund statements offer short- and long-term financial information about the activities the
government operates like businesses, such as the public utilities (water) system.

e  Fiduciary fund statements provide information about the financial relationships in which the City acts
solely as a trustee or agent for the benefit of others, to whom the resources in question belong.
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The financial statements also include notes that explain some of the information in the financial statements and
provide more detailed data. The statements are followed by a section of required supplementary information that
further explains and supports the information in the financial statements. Figure A shows how the required parts
of this Management’s Discussion and Analysis and the City’s basic financial statements are arranged and relate
to one another.

Figure A

Required Components of Newport News’ Financial Statements

Management's discussion
and analysis (MD&A)

Government-wide Fund financial
financial statements statements

Notes to the financial statements /

Required supplementary information (RSl)
(other than MD&A)

Notes to RSI

In the past, the primary focus of local government financial statements has been summarized fund type
information on a current financial resources basis. However, with the implementation of Statement No. 34 of the
Governmental Accounting Standards Board (GASB Statement No. 34) for June 30, 2002, the new focus is on
both the City as a whole (government-wide) and the fund financial statements. Each view provides a different
snapshot of the City’s finances. The government-wide financial statements, which were new for fiscal year 2002,
provide both long-term and short-term information about the City’s overall financial status. The fund financial
statements, which have been provided in the past, focus on the individual parts of the City government, reporting
the City’s operations in more detail than the government-wide statements. Both perspectives (government-wide
and fund) allow the user to address relevant questions, broaden the basis of comparison (year-to-year or
government-to-government) and enhance the City’s accountability.



CITY OF NEWPORT NEWS, VIRGINIA
Management’s Discussion and Analysis

Government-Wide Statements

The government-wide statements report information about the City as a whole using accounting methods similar
to those used by private-sector companies. The Statement of Net Assets and the Statement of Activities, which
are the government-wide statements, include all of the government’s assets and liabilities using the accrual basis
of accounting, which is similar to the accounting used by most private-sector companies. All of the current year’s
revenues and expenses are taken into account regardless of when cash is received or paid.

These two government-wide statements report the City’s net assets and how they have changed. Net assets—the
difference between the City’s assets and liabilities—is one way to measure the City’s financial health, or
financial position. Over time, increases or decreases in the City’s net assets are an indicator of whether its
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 roads and other infrastructure, may need to be considered to assess the
overall health of the City.

In the Statement of Net Assets and the Statement of Activities, the City is divided into three categories:

. Governmental activities — Most of the City’s basic services are included here, such as the police, fire,
public works, parks, and general administration. Taxes, state and federal grants finance most of these
activities.

. Business-type activities — The City charges fees to customers to help cover the costs of certain services it
provides. The City’s water and parking facilities are included here.

° Component units — The City includes three separate legal entities in its report - the Peninsula Airport
Commission, the Economic and Industrial Development Authorities, and the Newport News Public
Schools. Although legally separate, these “component units” are important because the City is financially
accountable for them, and provides operating funding.

Fund Financial Statements

The format of the fund financial statements will be more familiar to traditional users of government financial
statements. The fund financial statements provide more detailed information about the City’s most significant
funds, not the City as a whole. Funds are accounting mechanisms that the City uses to keep track of specific
sources of funding and spending for particular purposes. Some funds are required by State law and by bond
covenants; City Council establishes other funds to control and manage money for particular purposes or to show
that it is properly using certain taxes and grants.

The City has three kinds of funds:

. Governmental funds — Most of the City’s basic services are included in governmental funds, which focus
on (1) how cash and other financial assets that can readily be converted to cash flow in and out and (2) the
balances remaining at year-end that are available for spending. Consequently, the governmental fund
statements provide a detailed short-term view that helps the reader determine whether there are more or
fewer financial resources that can be spent in the near future to finance the City’s programs. Because this
information does not encompass the additional long-term focus of the government-wide statements,
additional information is provided on a subsequent page that explains the relationship (or differences)
between the government-wide and fund statements.
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. Proprietary funds — The City maintains two different types of proprietary funds. (1) Enterprise funds are
used to report the same functions presented as business-type activities in the government-wide financial
statements. Enterprise funds include the Public Utility Fund and the Parking Authority Fund. (2) Internal
service funds are an accounting device used to accumulate and allocate costs internally among the City’s
various functions. The City uses internal service funds to account for the operation of vehicles and
equipment.

° Fiduciary fund — The City is the trustee, or fiduciary, for certain donated funds. It is also responsible for
other assets that, because of a trust arrangement, can be used only for the trust beneficiaries. The City is
responsible for ensuring that the assets reported in this fund are used for their intended purpose. The
fiduciary funds include the Pension Trust Fund and Agency Funds. These activities are reported in a
separate statement of fiduciary net assets. The City excludes this activity from its government-wide
financial statements because the City cannot use these assets to finance its operations.

The Total Governmental Funds column requires reconciliation because of the different measurement focus from
the government-wide statements (current financial resources versus total economic resources) which is reflected
on the page following each statement. The flow of current financial resources will reflect bond proceeds and
interfund transfers as other financing sources as well as capital expenditures and bond principal payments as
expenditures. The reconciliation will eliminate these transactions and incorporate the capital assets and long-term
obligations (bonds and others) into the Governmental Activities column (in the government-wide statements).

Notes to the Basic Financial Statements

The notes to the financial statements provide additional information that is essential for a full understanding of
the information provided in the government-wide and fund financial statements. The notes also present certain
required supplementary information concerning the City’s progress in funding its obligation to provide pension
benefits to its employees.

FINANCIAL ANALYSIS OF THE CITY AS A WHOLE

This is the fourth year that the City has presented its financial statements under the new reporting model required
by GASB Statement No. 34. This reporting model changes significantly both the recording and presentation of
financial data. Prior year information is shown in the following comparative analysis of government-wide
information.
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Statement of Net Assets
The following table reflects the condensed net assets:

Table 1 - Summary of Net Assets (in millions):

Governmental Business-Type Total Primary
Activities Activities Government
2004* 2005 2004 2005 2004* 2005
Current and other assets $ 146.4 157.1 50.2 45.7 196.6 202.8
Capital assets, net (restated) 536.0 543.1 402.9 407.8 938.9 950.9
Total assets $ 682.4 700.2 453.1 453.5 1,135.5 1,153.7
Current and other liabilities $ 26.5 73.8 154 35.0 41.9 108.8
Long-term liabilities 460.6 429.8 185.6 151.9 646.2 581.7
Total liabilities 487.1 503.6 201.0 186.9 688.1 690.5
Net assets:
Invested in capital assets,
net of related debt 125.9 162.6 224.9 249.5 350.8 412.1
Restricted net assets 34.0 4.0 17.0 0.2 51.0 4.2
Unrestricted net assets 35.4 30.0 10.2 16.9 45.6 46.9
Total net assets 195.3 196.6 252.1 266.6 447.4 463.2
Total liabilities and net assets $ 682.4 700.2 453.1 453.5 1,135.5 1,153.7
* Restated

Net assets (assets over liabilities) may serve over time as a useful indicator of a government’s financial position.
In the case of the City, assets exceeded liabilities by $463.2 million at the close of fiscal year 2005. By far the
largest portion of the City’s net assets (89%) reflects its investment in capital assets (e.g., land, buildings,
equipment, infrastructure), less accumulated depreciation and less any related outstanding debt used to acquire
those assets. The City uses these assets to provide services to its citizens and consequently, these assets are not
available for future spending. The resources needed to repay the debt related to these capital assets must be
provided from other sources. Although the City’s investment in its capital assets is reported net of related debt, it
should be noted that the resources needed to repay this debt must be provided from other sources, since the
capital assets themselves cannot be used to liquidate these liabilities.

Approximately 1% of the City’s net assets are subject to external restrictions. The remaining balance of
unrestricted net assets (46.9 million or 10%) may be used to meet the City’s ongoing obligations to citizens and
creditors.

Governmental Activities

Net assets of the City’s governmental activities increased from $195.3 million at June 30, 2004 to $196.6 million
at June 30, 2005 as a result of the increase in net assets of $1.3 million as shown on the Statement of Activities.
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Business-Type Activities

The net assets of the City’s business-type activities increased from $252.1 million to $266.6 million. However,
these resources cannot be used to make up for any net asset deficit in governmental activities. The City generally
can only use these net assets to finance the continuing operations of its enterprise operations, which include the
Public Utility and Parking Authority Funds.

Statement of Activities
The following table shows the revenues and expenses of the governmental and business-type activities:

Table 2 - Changes in Net Assets (in millions):

Governmental Business-Type Total Primary
Activities Activities Government
Revenues: 2004 2005 2004 2005 2004 2005
Program revenues:
Charges for services $ 45.9 48.1 63.9 64.7 109.8 112.8
Operating grants and contributions 49.5 59.9 - - 495 59.9
Capital grants and contributions 13.7 11.3 - - 13.7 11.3
General revenues:
Property taxes 159.8 172.6 - - 159.8 172.6
Other taxes 80.1 83.4 - - 80.1 83.4
Grants and contributions not
restricted to specific programs 39.5 37.7 - - 39.5 37.7
Investment earnings 4.2 31 0.3 0.5 4.5 3.6
Miscellaneous 5.8 8.0 4.8 4.7 10.6 12.7
Total revenues 398.5 424.1 69.0 69.9 467.5 494.0
Expenses:
General government 75.7 57.0 - - 75.7 57.0
Judicial administration 5.3 6.1 - - 5.3 6.1
Public safety 87.9 96.6 - - 87.9 96.6
Public works 49.3 54.4 - - 49.3 54.4
Health and welfare 51.6 53.7 - - 51.6 53.7
Education 95.8 107.4 - - 95.8 107.4
Parks, recreation and culture 26.4 27.1 - - 26.4 27.1
Community development 6.6 10.5 - - 6.6 10.5
Public Utility - - 45.0 46.0 45.0 46.0
Parking Authority - - 0.3 0.3 0.3 0.3
Interest on long-term debt 19.1 19.1 - - 19.1 19.1
Total expenses 417.7 431.9 45.3 46.3 463.0 478.2
Excess (deficiency) before transfers (19.2) (7.8) 23.7 23.6 45 15.8
Transfers 9.1 9.1 (9.1) (9.1) - -
Increase (decrease) in net assets (10.2) 13 14.6 14.5 45 15.8
Beginning Net Assets, as restated 205.4 195.3 237.5 252.1 442.9 447.4
Ending Net Assets $ 195.3 196.6 252.1 266.6 447.4 463.2
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Governmental Activities

The City’s total revenues from governmental activities were $424.1 million for the fiscal year ended June 30,
2005. The largest source of revenue ($172.6 million for fiscal year 2005) for the City is property taxes,
composed of real estate and personal property taxes. The City’s assessed real property tax base for fiscal year
2005 increased 9%. The City maintained the same real estate tax rate ($1.27 per $100 of assessed value) from
2003 to 2005.

Approximately 60% of the City’s revenue from governmental activities comes from some type of tax, and 11%
comes from fees charged for services.

The City’s expenses cover a wide range of services, with 22%, or $96.6 million for fiscal year 2005 related to
public safety and 25%, or $107.4 million for fiscal year 2005 for education (payments to the Public Schools, a
component unit).

Revenues by Source — Governmental Activities

Miscellaneous
2%

Charges for services
Investment earnings 11%

1%

Grants and contributions not
restricted
9%

Operating grants
14%

Other taxes
20% Capital grants

3%

Property taxes
40%

Business-Type Activities

Net assets for the City’s business-type activities increased by $14.5 million largely as a result of assets deeded
over by developers. Charges for services, including water and parking fees, make up 93% of total revenues for
business-type activities.
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FINANCIAL ANALYSIS OF THE CITY’S FUNDS

The City of Newport News uses fund accounting to ensure and demonstrate compliance with finance-related
legal requirements.

General Fund

The General Fund is the chief operating fund of the City. At the end of the current fiscal year, unreserved fund
balance was $85.7 million of which $32.1 million represents undesignated fund balance of the General Fund. 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 balances represent 29% of the total fund expenditures,
while total fund balance represents 31% of that same amount.

Debt Service Fund

The debt service fund has a fund balance of $1.1 million. During the current fiscal year, the net change in fund
balance of $1.4 million is a net result of annual debt payments.

Bond Fund

The bond fund accounts for the proceeds of all general obligation bond issues except those of the Proprietary
Funds. At the end of the current fiscal year, the bond fund balance has a balance of $19.7 million, resulting from
recent bond proceeds.

Proprietary Funds

The City’s proprietary fund statements provide the same type of information found in the government-wide
financial statements, but in more detail.

Growth in net assets was $14.5 million, resulting mainly from connection fees in the amount of $2.9 million and
an increase from operations of $24 million.

The Parking Authority had $0.2 million in restricted net assets at June 30, 2005.
GENERAL FUND BUDGETARY HIGHLIGHTS

General Fund (Budget Basis)
Fiscal Year 2005

Original Final
Budget Budget Actual
Revenues:
Taxes 250,804,282 250,857,113 253,743,821
Intergovernmental 39,120,558 39,386,347 42,418,995
Other 43,696,944 43,836,906 44,368,902
Total 333,621,784 334,080,366 340,531,718
Expenditures and Transfers:
Expenditures 323,497,104 314,449,509 305,761,264
Transfers out 25,295,215 26,104,690 26,104,690
Total 348,792,319 340,554,199 331,865,954
Change in fund balance (15,170,535) (6,473,833) 8,665,764

10
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The difference between the original budget and the final amended budget for the City’s General Fund
expenditures was approximately $8.5 million (decrease in appropriations). Although it appears there has been a
significant decrease from the original budget, the variance is mainly due to the accounting of special revenue
funds:

e $11.7 million reduced appropriation for street maintenance due to same appropriation adopted in the special
revenue funds.

e $3.2 million additional funding as follows:
$1.0 million - vehicle equipment replacement

$0.5 million - community support funding

$0.4 million - street construction

$0.4 million - Public Safety equipment

$0.3 million - Jefferson Park property acquisition

$0.2 million - supplemental appropriation for SPCA expenses
$0.2 million - salary increases

$0.1 million - emergency generators

$0.1 million - Judicial Services equipment

Actual General Fund revenues and transfers from other funds were above the final budgeted revenues by $6.5
million. Expenditures and transfers out were below budget by $8.5 million. This positive budget variance
helped to partially offset the planned use of undesignated fund balance.

CAPITAL ASSET AND DEBT ADMINISTRATION

Capital Assets

The City’s investment in capital assets for its governmental and business-type activities as of June 30, 2005
amounts to $950 million (net of depreciation). This investment includes land, buildings and improvements,
drainage and water/sewer systems, machinery and equipment, roads, bridges, and construction in progress.

Major capital asset events during the fiscal year included the following:

. Construction in progress totaled $21.8 million for governmental activities at the end of the fiscal year
(including certain Public Schools projects under construction).

. Construction in progress totaled $121.7 million for business-type activities at the end of the fiscal year and
relates to the following projects: regional raw water supply costs, Lee Hall Treatment Plant modifications,
Harwoods Mill Dam Spillway improvements and Colonial Pipeline.

11
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City of Newport News’ Capital Assets (net of depreciation):

Governmental Business-Type
Activities Activities Total
2004 * 2005 2004 2005 2004 * 2005
Land $ 75,445,332 75,473,967 6,393,724 6,539,545 81,839,056 82,013,512
Construction in progress 31,469,493 21,821,939 113,516,518 121,665,973 144,986,011 143,487,912
Buildings 197,603,054 196,769,025 15,315,183 15,035,161 212,918,237 211,804,186
Water systems - - 259,984,606 257,366,291 259,984,606 257,366,291
Improvements 53,817,809 67,137,468 1,753,884 1,648,099 55,571,693 68,785,567
Machinery and equipment 33,302,583 35,117,787 5,903,263 5,550,278 39,205,846 40,668,065
Infrastructure 144,432,288 146,767,537 - - 144,432,288 146,767,537

Total $ 536,070,559 543,087,723 402,867,178 407,805,347 938,937,737 950,893,070

* Restated

Additional information on the City’s capital assets can be found in note 4 to the basic financial statements.

Long-Term Debt

At the end of the current fiscal year, the City had total bonded debt outstanding (including literary loans) of
$563.2 million, a decrease of 3% over last year, as shown in the table below. Capital leases, landfill liability,
accrued vacation and claims payable are not included in these figures.

City of Newport News’ Outstanding Debt, General Obligation Bonds and Literary Loans (in millions):

Governmental Business-Type
Activities Activities Total
2004 2005 2004 2005 2004 2005
General obligation bonds $ 399.2 394.4 178.0 165.2 577.2 559.6
Literary loans 4.2 3.6 - - 4.2 3.6
Total $ 4034 398.0 178.0 165.2 5814 563.2

The amount of the debt outstanding related to School Board activities is $120.7 million of the total outstanding
general obligation bonds of the governmental activities.

The City issued new debt during the year totaling $45.1 million in the form of general obligation bonds and
resulted mainly from issuing general obligation bonds.

The City maintains an Aa rating from Standard & Poor’s Corporation. Under Moody’s Investors Service, the
City maintains an Aa2 rating.

Additional information on the City’s long-term debt can be found in Note 7 to the basic financial statements.
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ECONOMIC FACTORS AND NEXT YEAR’S BUDGETS

The unemployment rate in June 2005 for the City of Newport News was 4.8%, which is a decrease from the
average for 2004 of 5.2%. Local retail sales continued to improve during calendar year 2004, increasing 4.9% as
of December 2004, when compared to 2003.

The City’s annual population growth rate has remained stable over the last two years, from approximately
185,200 at the end of fiscal year 2004 to 185,240 at the end of fiscal year 2005.

The growth in assessed real estate values allowed the city to lower the real estate tax rate effective July 1, 2005
from $1.27 per $100 in assessed value to $1.24 per $100.

Beginning in tax year 2006, the Commonwealth of Virginia will no longer reimburse localities for personal
property tax assessments at the current rate of 70%. Rather, the Commonwealth will cap statewide
reimbursements at $950 million with each locality receiving a percentage based on tax year 2004
reimbursements. At this time, it is not known how the City will handle the change in state funding for the
personal property tax program.

CONTACTING THE CITY’S FINANCIAL MANAGEMENT

This financial report is designed to provide citizens, taxpayers, customers, investors, and creditors with a general
overview of the City’s finances and to demonstrate the City’s accountability for the funds it receives. Questions
concerning any of the information provided in this report or requests for additional information should be
addressed to the Director of Finance, 2400 Washington Avenue, Newport News, Virginia 23607.
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