COUNTY OF CAROLINE, VIRGINIA
Notes To Financial Statements
As Of June 30, 2006

NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The financial statements of the County have been prepared to conform to generally
accepted accounting principles (GAAP) applicable to government units. These principles
are promulgated by the Governmental Accounting Standards Board (GASB). The
following 'is a summary of the more significant accounting policies applied in the
preparation of this report:

A.

The Financial Reporting Entity

Caroline County is a political subdivision of the Commonwealth of Virginia and
is organized and operates under the general laws of the Commonwealth. It is
governed by a five member Board of Supervisors and provides services to its
citizens in the areas of public safety, solid waste collection and disposal, water
and sewer utility service in limited areas, social services, recreation, land use
planning and general administration. '

As required by GAAP, these financial statements present the County (the primary
government) and its component units. Component units are legally separate
governmental or other organizations for which the County is financially
accountable or whose relationship with the County is of a nature and significance
that exclusion would cause the County’s financial statements to be misleading or
incomplete. A component unit may be reported as either blended, when, in
substance, it is part of the primary government, or discretely presented when it is
appropriate to emphasize the unit’s separate legal and operational identity. The
component units discussed in Note B are included in the County reporting entity
because of the significance of their operational or financial relationships with the
County.

Individual Component Unit Disclosures

Blended Component Units — The Industrial Development Authority of the County
of Caroline is reported as a blended component unit, meaning that it has been
fully integrated into the financial statements as part of the primary government.
The Authority was created by the County in 1973 under provisions of the Code of
Virginia and is governed by a Board of seven Directors appointed by the County
Board of Supervisors. The Authority’s activities are comprised solely of assisting
the County in its economic development functions and in the financing of capital
improvements. The Authority does not issue a separate financial report.

Discretely Presented Component Units — The County’s government-wide
financial statements include component unit columns that reflect the financial data
of the Caroline County School Board. This data is reported in a separate column
to emphasize that the School Board is legally separate from the County.
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COUNTY OF CAROLINE, VIRGINIA
Notes To Financial Statements — (Continued)
As Of June 30, 2006

NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

The Caroline County School Board is responsible for operating the elementary
and secondary public schools and is fiscally dependent upon the County. The five
members of the School Board are elected by the citizens of the County. The
County Board of Supervisors has the ability to approve its budget and any
amendments. The primary funding of the School Board is from the General Fund
of the County. The School Board does not issue a separate financial report. The
financial statements of the School Board are presented as a discrete presentation
in the County financial statements for the fiscal year ended June 30, 2006.

C. Government-wide and Fund Financial Statements

The accounts of the County and its Component Unit are organized on the basis of
funds, each of which is considered to be a separate accounting entity. Each fund
is a separate set of self-balancing accounts that consists of assets, liabilities, fund
equity, revenues, and expenditures or expenses. In compliance with GASB
reporting requirements, the County’s financial report presents financial data on
both a government-wide and individual fund basis.

The government-wide financial statements (i.e., the Statement of Net Assets and
the Statement of Activities) report information on all of the non-fiduciary
activities of the primary government and its component units. On these
government-wide financial statements, governmental activities, which primarily
are supported by taxes and intergovernmental revenues, are reported separately
from business type activities, which rely to a significant extent on fees and
charges for support. In addition, the primary government is reported separately
from legally distinct component units for which the primary government is
financially accountable.

The statement of activities demonstrates the degree to which the direct expenses
of individual functions of the government are offset by program revenues. Direct
expenses are those that are clearly identifiable with a specific function. Program
revenues include 1) charges to customers or applicants who purchase, use or
directly benefit from goods, services, or privileges provided by a given function,
and 2) grants or contributions that are restricted to meeting the operational or
capital requirements of a particular function. Taxes and other items of income not
properly classified as program revenues are reported as general revenues.

In addition to the government-wide financial statements, separate financial
statements are provided for governmental funds and proprietary funds.
Statements are also included for the County’s fiduciary funds, even though they
are excluded from the government-wide statements.  Major individual
governmental funds and major individual enterprise funds, those comprising a
significant portion of the County’s financial activity, are reported in separate
columns in the fund financial statements.
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COUNTY OF CAROLINE, VIRGINIA
Notes To Financial Statements — (Continued)
As Of June 30, 2006

NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

The various funds in the County’s accounting records are grouped as follows:

1.

Governmental Funds account for expendable financial resources, other
than those accounted for in Proprietary and Fiduciary Funds. The
individual Governmental Funds are:

General Fund

The General Fund is the general operating fund of the County. This fund
accounts for all revenues and expenditures of the County which are not
accounted for in the other funds.

Special Revenue Funds

Special Revenue funds account for the proceeds of specific revenue
sources (other than major capital projects) that are legally restricted to
expenditures for specified purposes. ‘

Debt Service Fund

The Debt Service Fund accounts for the accumulation of resources for,
and the payment of general long-term debt principal, interest and related
charges.

Capital Projects Fund

The Capital Projects Fund accounts for financial resources to be used for
the acquisition or construction of major capital facilities, other than those
financed by proprietary funds.

Caroline County reports the General Fund, the Debt Service Fund, the
Capital Projects Fund, and the Social Services Special Revenue Fund as
Major Governmental Funds. All other non-major Governmental Funds are
Special Revenue Funds and are grouped under the title Other
Governmental Funds on the primary government’s Basic Financial
Statements.

Proprietary Funds account for activities similar to those found in the
private sector. Proprietary Funds consist of the Enterprise Funds and
Internal Service Fund.

Enterprise Funds

Enterprise Funds account for operations that are financed and operated in
a manner similar to private business enterprises. In using an Enterprise
Fund, the intent of the County is that the cost of the services those Funds
provide to the general public be financed or recovered through user
charges.
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COUNTY OF CAROLINE, VIRGINIA
Notes To Financial Statements — (Continued)
As Of June 30, 2006

NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Internal Service Funds

Internal Service Funds account for the financing of goods or services
provided by one department or agency to other departments or agencies of
the County government, on a cost-reimbursement basis.

The County reports its three enterprise funds as Major Proprietary Funds:
the Caroline County Utility Fund accounts for the provision of water and
sewer service to a portion of the County, the Milford Sanitary District
Fund accounts for the operation of a public water system in the Milford
community of the County, and the Dawn Wastewater System Fund
accounts for the construction and operation of a decentralized sewage
disposal system for the Dawn community in County.

3. Fiduciary Funds (Trust and Agency Funds) account for assets held by the
County unit in a trustee capacity or as an agent or custodian for
individuals, private organizations, other governmental units, or other
funds. At present, the County only maintains Agency Funds.

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

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

Governmental Fund financial statements are reported using a current financial
resources measurement focus and the modified accrual basis of accounting.
Revenues and relaied assets are recognized when they are both measurable and
available. Revenues are considered to be available when they are collectible
within the current period or soon enough thereafter to pay liabilities of the current
period. Accordingly, under this basis of accounting, real and personal property
taxes are recorded as revenues and receivables when billed, net of allowances for
uncollectible amountis. Property taxes not collected within 60 days after year end
are reflected as deferred revenues. Sales, utility and transient occupancy taxes,
which are collected by the state or collection agents and subsequently remitted to
the County, are recognized as revenues and receivables upon collection by the
state or agent, which is generally no more two months preceding receipt by the
County.

Licenses, permits, fines and rents are recorded as revenues when received.
Intergovernmental revenues, consisting primarily of federal, state and other grants

38



COUNTY OF CAROLINE, VIRGINIA
Notes To Financial Statements — (Continued)
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NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

for the purpose of funding specific expenditures, are recognized when earned or at
the time of the specific expenditures. Revenues from general purpose grants are
recognized in the period to which the grant applies. All other revenue items are
considered to be measurable and available only when cash is received.

Expenditures, other than interest on long-term debt, are recorded as the related
fund liabilities are incurred. Interest on long-term debt is recognized when due
except for interest due on July 1, which is accrued.

The County follows all applicable GASB pronouncements and FASB
pronouncements issued before November 30, 1989, unless those pronouncements
conflict with or contradict GASB pronouncements.

Agency Funds utilize the accrual basis of accounting.

As a general rule, the effect of inter-fund activity has been eliminated from the
government-wide financial statements. Exceptions to this general rule are
payments in lieu of taxes and service charges between the County’s Public Utility
enterprise function and various other functions of the County. Elimination of
these charges would distort the direct costs and program revenues reported for the
various functions concerned.

Amounts reported as program revenues include 1) charges to customers or
applicants for goods, services or privileges provided, 2) operating grants

and contributions, and 3) capital grants and contributions. Internally dedicated
resources are reported as general revenues rather than as program revenues.
General revenues also include all taxes.

Proprietary funds distinguish operating revenues and expenses from non-
operating items. Operating revenues and expenses generally result from
providing services and producing and delivering goods in connection with a
proprietary fund’s principal ongoing operations. The principal operating revenues
of the County’s enterprise funds and of the internal service fund are charges to
customers for services. Operating expenses for enterprise and internal service
funds include the cost of sales and services, administrative expenses and
depreciation on capital assets. All revenues and expenses not meeting this
definition are reported as non-operating revenues and expenses.

When both restricted and unrestricted resources are available for use, it is the
County’s policy to use resiricted resources first, then unrestricted resources as

they are needed.

E. Budgets and Budgetary Accounting

The following procedures are used by the County in establishing the budgetary
data reflected in the financial statements:
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COUNTY OF CAROLINE, VIRGINIA
Notes To Financial Statements — (Continued)
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NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

1.

Prior to March 1, the County Administrator submits to the Board of
Supervisors a proposed operating and capital budget for the fiscal year
commencing the following July 1. The operating and capital budget
includes proposed expenditures and the means of financing them.

The Board of Supervisors conducts work sessions to review the budget
and a public hearing is conducted to obtain citizen comments.

Prior to June 30, the budget is legally enacted though passage of an
Appropriations Resolution.

The Appropriations Resolution places legal restrictions on expenditures at
the department level or category level. The appropriation for each
department or category can be revised only by the Board of Supervisors.
The County Administrator is authorized to transfer budgeted amounts
within general government departments; however, the School Board is
authorized to ftransfer budgeted amounts within the school system’s
categories.

Formal budgetary integration is employed as a management control device
during the year for the General Fund and Special Revenue Funds (except
School Funds). The School Fund and School Cafeteria Funds are
integrated only at the level of legal adoption.

All budgets are adopted on a basis consistent with generally accepted
accounting principles (GAAP).

Appropriations lapse on June 30, for all county units.

The Original Budget presented in the accompanying financial statements
is the budget as provided in the Appropriation Resolution adopted by the
Board of Supervisors. The Final Amended Budget presented in the
financial statements is the budget, amended as indicated above, as of the
June 30™ year end.

F. Cash and Cash Eguivalents

For the purposes of the Statement of Cash Flows, cash and cash equivalents are
defined as short term highly liquid investments that are both readily convertible to
known amounts of cash and investments with original maturities of 90 days or
less. Cash and cash equivalents includes all certificates of deposit in accordance
with the Code of Virginia.
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NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

G.

Restricted Assets

Proceeds of the County’s bond issues, as well as certain resources set aside for
their repayment, are classified as restricted assets on the balance sheet because
they are maintained in separate bank accounts and their use is limited by
applicable bond covenants.

Investments

Investments are reported at fair value. Certificates of deposit and short-term
repurchase agreements are reported in the accompanying financial statements as
cash and cash equivalents.

Encumbrances

Encumbrances accounting, under which purchase orders, contracts and other
commitments for the expenditure of monies are recorded to reserve applicable
appropriations, is utilized by the Caroline County School Board. There were no

encumbrances outstanding at June 30, 2006.

Property Taxes

Property is assessed at its value on January 1% of each year. The County
reassesses all existing real property every four years. Property taxes attach as an
enforceable lien on property as of January 1. Taxes are payable June 5™ and
December 5™, The County bills and collects its own property taxes.

Property, Plant and Equipment

Capital assets, which include property, plant, equipment and utility infrastructure
assets, are reported in the applicable governmental or business-activities columns
m the government-wide financial statements. Capital assets are defined as assets
with an initial, individual cost of more than $5,000 and an estimated useful life in
excess of two years. All purchased property, plant and equipment are valued at
historical cost or estimated historical cost and includes capitalized interest during
construction. Donated capital assets are recorded at their fair market value at the
date of donation.

Depreciation of capital assets reflected in the Government-Wide Statement of
Activities and in the Proprietary Funds has been computed over the following
useful lives using the straight line method:

Buildings 20-40 years
Improvements other than buildings 5-50 years
Equipment 3-10 years
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NOTE 1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

L.

Compensated Absences

It is the County’s policy to allow employees to accumulate, subject to annual
limitations, earned but unused vacation and sick pay benefits. Employees are also
permitted to earn compensatory time off in lieu of cash payment for overtime
worked. Upon termination, County employees receive payment at their then
current pay rate for all hours of accumulated and unused vacation leave and
compensatory time off. No payment is made for unused sick leave. Upon
termination, County School Board employees are paid at their current pay rate for
up to 30 days of unused vacation leave and $10 for each unused day of sick leave.
The latter payment is only available to employees with more than 5 years service.

The value of earned vacation and compensatory time off is accrued when incurred
in the government-wide financial statements and in the proprietary funds and is
reported as a fund liability. In general government funds, amounts of vested or
accumulated vacation and sick leave that are not expected to be liquidated with
expendable available financial resources are not reported in the financial
statements. No expenditure is reported for these amounts. In accordance with the
provisions of Government Accounting Standards No. 16, Accounting for
Compensated Absences, no liability is recorded for non-vesting accumulating
rights to receive sick pay benefits.

Fund Equity

In the fund financial statements, governmental funds report reservations of fund
balance for amounts that are not available for appropriation or are legally
restricted by outside parties for use for a specific purpose. Designations of fund
balance represent tentative management plans that are subject to change.

Estimates

The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions
that affect certain reported amounts and disclosures. Accordingly, actual results
could differ from those estimates.

NOTE 2- DEPOSITS AND INVESTMENTS

Deposits: Al cash of the primary government and its discretely presented component
unit is maintained in accounts collateralized in accordance with the Virginia Security for
Public Deposits Act (a multiple financial institution collateral pool), Section 2.2-400 et.
seq. of the Code of Virginia or covered by federal depository insurance. Under the Act,
banks holding public deposits in excess of the amounts insured by FDIC must pledge
collateral in the amount of 50% of excess deposits to a collateral pool in the name of the
State Treasury Board. Savings and Loan institutions are required to collateralize 100% of
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