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‘ Management Discussion and Analysis

Message from Federal Co-Chair Anne B. Pope and
States’ Co-Chair Bob Taft, Governor of Ohio

We are pleased to present the Appalachian Regional Commission’s (ARC) Performance
and Accountability Report for fiscal year (FY) 2005.

In its role as strategic partner and advocate for sustainable community and economic devel-
opment in the Appalachian Region, ARC focused its efforts in FYY 2005 toward achieving
the four goals in its 2005-2010 strategic plan: increasing job opportunities and per capita
income in Appalachia to reach parity with the nation; strengthening the capacity of the
people of Appalachia to compete in the global economy; developing and improving
Appalachia’s infrastructure to make the Region economically competitive; and building the
Appalachian Development Highway System to reduce Appalachia’s isolation.

Federal Co-Chair
Anne B. Pope

This report includes information on ARC’s program actions and financial management
during FY 2005. We are pleased to report that independent auditors have once again pro-
nounced an unqualified opinion that the financial statements in this document fairly present States’ Co-Chair

the fiscal status of ARC. Bob Taft,
Governor of Ohio

ARC has made every effort to provide a complete and accurate report of its performance and

stewardship of the public funds entrusted to it. This report is based on data that are as reliable and comprehensive as possi-
ble. We also assure Congress and the American people that the financial controls in place at the Commission reasonably
meet the purposes of the Federal Managers’ Financial Integrity Act of 1982.

We believe that the achievements we have reported here contribute significantly toward ARC’s mission of helping the
Region attain socioeconomic parity with the nation.

Sincerely,
Anne B. Pope Bob Taft
Federal Co-Chair 2005 States’ Co-Chair

Governor of Ohio

November 15, 2005
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Management Discussion and Analysis

PROGRAM HIGHLIGHTS IN FY 2005

Fiscal year 2005 was the first year ARC operated under its new strategic plan, Moving Appalachia Forward:
Appalachian Regional Commission Strategic Plan 2005-2010. The Commission approved 469 nonhighway projects
during the year, totaling $66.3 million in funding, in the process of implementing the plan’s four goals: increasing job
opportunities and per capita income to reach parity with the nation; strengthening the capacity of the people of
Appalachia to compete in the global economy; developing and improving Appalachia’s infrastructure to make the
Region economically competitive; and building the Appalachian Development Highway System.

The Commission continued efforts to strengthen public and private partnerships during the year, expanding its partner-
ship with the Centers for Disease Control and Prevention, and beginning new partnerships with Microsoft Corporation,
Parametric Technology Corporation, American Electric Power, the U.S. Department of Labor, and a consortium of com-
munity colleges in three Appalachian states.

ARC's FY 2005 grant funds attracted $170 million in additional project funding, a ratio of almost 3 to 1, and $560 mil-
lion in leveraged private investment, a ratio of more than 8 to 1. The projects funded during the year will create or
retain an estimated 19,346 jobs and train an estimated 27,652 students and workers in new job skills.

ARC program activities in FY 2005 included the following:

* In bolstering the Region’s physical infrastructure, the Commission invested $23.5 million in projects to
bring new or upgraded water, sewer, and waste-disposal systems to Appalachian communities. This invest-
ment was matched by $82.7 million in other, primarily local and state, sources of funding, and resulted in
21,255 households being served with new or improved water or sewer systems. In FY 2005, 19.3 miles of
the Appalachian Development Highway System were opened to traffic. As of September FY 2005, 2,632.5
miles of the 3,090-mile system were open to traffic or under construction.

* ARC launched an asset-based development initiative to tap the full potential of the Region’s natural, cul-
tural, leadership, and structural resources. In a first-of-its-kind collaboration, ARC worked with the National
Geographic Society to develop a geotourism map guide to Appalachia, boosting the tourism industry and
the jobs that flow from it. In addition, ARC awarded $318,000 through an asset-based development grant
competition to eight innovative projects that will build on Appalachia’s existing resources to create sustain-
able economic growth.

» ARC continued to invest in telecommunications and technology, funding $7 million in projects to pro-
mote e-commerce, distance learning, technology training, telehealth services, and broadband Internet access.
ARC-funded projects included an ongoing assessment of broadband availability in Appalachian Kentucky
and the establishment of a wireless broadband system in Rome, Georgia. In addition, Microsoft Corporation
provided ARC with $1.4 million in software grants to support the Commission’s efforts to expand the use of
technology and telecommunications as tools for economic and community development in the Region.
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Management Discussion and Analysis

Another $24 million in software donations was received from Parametric Technology Corporation for proj-
ects promoting math and science skills and vocational drafting in high schools and colleges in the
Appalachian portions of nine states: Alabama, Kentucky, Maryland, Mississippi, North Carolina, Ohio,
Tennessee, Virginia, and West Virginia.

« In its ongoing efforts to improve rural health care in Appalachia, ARC in FY 2005 expanded its partnership
with the Centers for Disease Control and Prevention on a diabetes education, prevention, and treatment pro-
gram, which now serves more than 40 distressed counties in the Region; and on an action plan for imple-
mentation of a county-level cancer control program. In addition, ARC placed 36 health-care professionals in
the Region through its J-1 Visa Waiver Program.

 To help overcome the gap in college-going rates between Appalachia and the rest of the nation, ARC
expanded its highly successful Appalachian Higher Education (AHE) Network, which provides funding,
training, and assistance to high schools for programs that encourage students to undertake post-secondary
education. Since 1998, the network’s programs have reached 10,858 high school seniors in the Region, of
whom 7,382, or 68 percent, have enrolled in college. This is an increase of almost 20 percentage points over
pre-intervention college-going rates at schools with AHE Network programs, or an additional 2,062 students
enrolling in college. The AHE Network, which is funded by ARC and state and private partners, now has
ten centers in nine states.

» When Hurricane Katrina struck the Gulf Coast in August, ARC drew on its funding flexibility and strate-
gic position to provide gap funding for the areas of Appalachia affected in the hurricane’s aftermath. The
Commission made available $1.4 million for relief efforts in rural communities in northeastern
Mississippi that saw an influx of evacuees, and another $400,000 for disaster-related assistance in
Alabama to address the job-training and education needs of displaced individuals there.

« At a field meeting of the President’s Interagency Coordinating Council on Appalachia in Zanesville, Ohio,
in September, ARC Federal Co-Chair Anne Pope, who moderated the meeting, and States’ Co-Chair Bob
Taft announced a new partnership with the U.S. Department of Labor, American Electric Power, and a
consortium of community colleges in Ohio, Kentucky, and West Virginia. The partnership will develop a
workforce training program to provide technical skills needed in high-growth job sectors. The meeting
took place against the backdrop of Appalachia’s shifting economic base and unexpected demands on local
resources with the need to provide job retraining to Hurricane Katrina evacuees.
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Management Discussion and Analysis

APPALACHIAN REGIONAL COMMISSION STRUCTURE AND PROGRAMS

Congress established the Appalachian Regional Commission (ARC) to address the profound economic and social prob-
lems in the Appalachian Region that made it a “region apart” from the rest of the nation.

The Commission was charged to

* Provide a forum for consideration of problems of the Region and proposed solutions, and establish and use
citizens’ and special advisory councils and public conferences;

* Provide grants that leverage federal, state, and private resources to build infrastructure for economic and
human resource development;

» Generate a diversified regional economy, develop the Region’s industry, and build entrepreneurial
communities;

« Serve as a focal point and coordinating unit for Appalachian programs;

 Coordinate regional economic development activities and the use of federal agency economic development
resources;

« Make the Region’s industrial and commercial resources more competitive in national and world markets;
* Improve the skills of the Region’s workforce;

» Adapt and apply new technologies for the Region’s businesses, including eco-industrial development
technologies;

 Improve the access of the Region’s businesses to the technical and financial resources necessary to the
development of business; and

 Coordinate the economic development activities of, and the use of economic development resources by,
federal agencies in the Region.

The challenges confronting Appalachia today are complex. In some areas of the Region, basic needs in infrastructure,
the environment, workforce training, and health care still exist. But because the nation and the Region now compete in
the global economy, the threshold for success is higher than it once was: high-technology jobs rather than manual labor,
college education rather than basic literacy, and telecommunications arteries in addition to highways.
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Federal agencies are typically national in focus and narrow in scope, but ARC was created to be regional in focus and
broad in scope. No other government agency is charged with the unique role of addressing Appalachian problems and
opportunities. No other agency is charged with being simultaneously an advocate for the Region, a knowledge builder,
an investor, and a partner at the federal, state, and local levels. These roles represent elements that are essential to
making federal investments work to alleviate severe regional disparities in the country: responsiveness to regional
needs with a view to global competitiveness, emphasis on the most distressed areas, breadth of scope to address both
human and physical capital needs, and flexibility in funding.

The Commission by law directs at least half of its grant funds to projects that benefit economically distressed counties
and areas in the Region. In part, ARC gauges its long-term progress toward helping the Region achieve economic
parity with the nation in terms of the gradual reduction in the number of such counties and areas over time. The maps
on page 16 show the Region’s 223 economically distressed counties in 1960 and the 82 counties designated as dis-
tressed in FY 2005. The change is dramatic.

ARC is a federal-state partnership, with a governing board composed of a federal co-chair and the governors of the 13
Appalachian states. Because of its partnership approach, ARC is able to identify and help fund innovative grassroots
initiatives that might otherwise languish. In many cases, ARC functions as a predevelopment agency, providing modest
initial funding that is unavailable from other sources. ARC funds attract capital from the private sector and from other
public entities.

Through the years, ARC support has helped address the problem of historically low public and private investment in
Appalachia. ARC has effectively used its funds to help communities qualify for, and make better use of, limited
resources from other federal agencies. These federal funds, combined with state, local, and private money, provide a
broad program of assistance to the Region. In addition, substantial private investment in business facilities and opera-
tions has accompanied ARC development projects.

Two independent studies have found that ARC’s coordinated investment strategy has paid off for the Region in ways
that have not been evident in parts of the country without a regional development approach. A 1995 study funded by
the National Science Foundation compared changes in Appalachian counties with their socioeconomic “twin” counties
outside the Region over 26 years, from 1965 to 1991. This analysis, controlled for factors such as urbanization and
industrial diversification, found that the economies of the Appalachian counties grew significantly faster than their non-
Appalachian counterparts. A more recent analysis by East Carolina University that compared Appalachian counties with
matched non-Appalachian counties in the southeastern states had similar findings.

ARC was reauthorized through fiscal year (FY) 2006 with the enactment of the Appalachian Regional Development
Act Amendments of 2002, Public Law 107-149. ARC’s appropriation for FY 2005 nonhighway programs was $65.5
million. Appendix A provides a history of appropriations to the Commission.

The Commission is a performance-driven organization, evaluating progress and results on an ongoing basis and relying
on clearly defined priorities and strategies for achieving them.

10 FISCAL YEAR 2005 PERFORMANCE AND ACCOUNTABILITY REPORT



Management Discussion and Analysis

Organization: The ARC Partnership Model

The Appalachian Regional Commission has 14 members: the governors of the 13 Appalachian states and a federal co-
chair, who is appointed by the president and confirmed by the Senate. Each year one governor is elected by his or her
peers to serve as the states’ co-chair. The partnership nature of ARC is evident in its policymaking: the governors and
the federal co-chair share responsibility for determining all policies and for the control of funds. On all Commission
decisions, the federal co-chair has one vote, and the 13 governors share one vote. Accordingly, all program strategies,
allocations, and other policy must be approved by both a majority of the governors and the federal co-chair. All projects
are approved by a governor and by the federal co-chair. This consensus model ensures close collaboration between the
federal and state partners in carrying out the mission of the agency. It also gives the Commission a nonfederal character
that distinguishes it from typical federal executive agencies and departments.

An alternate federal co-chair, who is appointed by the president and confirmed by the Senate, has authority to act as the
federal co-chair in his or her absence. State alternates appointed by the governors oversee state ARC business and serve
as state-level points of contact for those seeking ARC assistance.

By law, there is an inspector general for the Commission, who reports to the federal co-chair.

In all, there are only 11 federal employees of the Commission, including the federal co-chair’s staff and the staff of the
Office of Inspector General.

The Commission members appoint an executive director to serve as the chief executive, administrative, and fiscal offi-
cer. The executive director and staff are not federal employees. The 48 nonfederal Commission staff are charged with
serving both the federal and the state members impartially in carrying out ARC programs and activities, and they pro-
vide the legal support, technical program management, planning and research, and financial/administrative management
necessary for ARC’s programs.

FISCAL YEAR 2005 PERFORMANCE AND ACCOUNTABILITY REPORT 11
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ARC Organization Chart
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Management Discussion and Analysis

Public and Private Partnerships

ARC promotes economic and community development through a framework of joint federal and state initiatives.
ARC’s limited resources are necessary, but obviously not sufficient, for Appalachia to reach parity with the rest of the
nation. Therefore, ARC continues a long tradition of building alliances among private and public organizations to focus
technical, financial, and policy resources on regional problems. The Appalachian program involves not only
Appalachian governors’ offices and state agencies, which control other substantial investment resources, but also 72
multi-county development districts in the Region, up to 20 federal agencies, and a host of private organizations and
foundations. The Commission further helps create alliances through research, regional forums, advisory councils, and
community meetings. One such alliance is ARC’s partnership with the Centers for Disease Control and Prevention to
implement programs in cancer control and diabetes education, prevention, and treatment.

In FY 2005, across all investment areas, each dollar of ARC funding was matched by $2.57 in non-ARC project fund-
ing (public and private) and leveraged $8.46 in private investment attracted as a result of the project.

ARC is often a predevelopment resource, especially in economically distressed areas, providing modest amounts of ini-
tial funding that are unavailable from other sources because the community cannot qualify for the support or raise ade-
quate matching funds. Congress recognized, and subsequent experience has shown, that Appalachia for many reasons
has been relatively less likely to use the grant resources of large federal agencies. ARC has helped other federal agen-
cies better deploy their programs in the Region through joint funding. The Commission can also allow other federal
agencies to use ARC funds under their statutory authorities when their own funds are insufficient for projects; in effect,
ARC can provide sufficient match for federal grants on behalf of the poorest Appalachian communities.

ARC’s 2002 reauthorization legislation directed the creation of the Interagency Coordinating Council on Appalachia to
examine how the impact of federal programs and resources can be maximized in the Region and how greater coordina-
tion among federal agencies can yield better returns. The council, chaired by the ARC federal co-chair, has highlighted
interagency collaboration and shared funding opportunities, with the aim of increasing attention to Appalachian prob-
lems among the federal agencies. ARC also emphasizes collaboration with the private sector whenever possible, as in
recent initiatives with Microsoft Corporation, the National Geographic Society, the Claude Worthington Benedum
Foundation, Parametric Technology Corporation, and American Electric Power, Southern Company, and other utilities.

A special provision of the Appalachian Regional Development Act authorizes ARC to operate in part as a supplemental
grant program. This authority allows ARC funds to be used to increase the allowable participation under federal grant
programs, enabling grantees to participate in programs for which they would otherwise be ineligible. In addition, it
involves appropriate federal entities to ensure not only program coordination but also compliance with all applicable
laws, such as environmental and labor requirements. Accordingly, about half of past ARC grants have been adminis-
tered under agreements with federal agencies, mainly the Economic Development Administration, Rural Development,
the U.S. Department of Housing and Urban Development, and the Federal Highway Administration. Other agreements
have involved such agencies as the Army Corps of Engineers and the U.S. Departments of Energy, Labor, and Health
and Human Services.
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Management Discussion and Analysis

Commission Programs: Getting the Job Done

Congress gave the Commission very broad program discretion to address prob-
lems and opportunities in the Region. Accordingly, ARC has emphasized a wide-
ranging set of priorities in its grant programs. Projects in recent years have focused
on business development, telecommunications and technology infrastructure and
use, educational attainment, access to health care, and tourism development. ARC
has consistently maintained a focus on the construction of development highways
and basic water and waste management facilities.

In FY 2005, ARC began implementing a new strategic plan that refocused
Commission resources and activities and set new goals and strategies for tack-
ling Appalachia’s economic problems. Adopted by the ARC federal co-chair
and the governors of the 13 Appalachian states in August 2004, Moving
Appalachia Forward: Appalachian Regional Commission Strategic Plan
2005-2010 envisions Appalachia reaching socioeconomic parity with the rest
of the nation. The plan focuses on reducing isolation and increasing economic
competitiveness, addressing the mandate set by Congress and its rationale for
creating a federal-state partnership model cutting across traditional categorical
federal programs.

ARC’s investments in FY 2005 were guided by the four goals set out in the
strategic plan:

* Increase job opportunities and per capita income in Appalachia to reach
parity with the nation.

« Strengthen the capacity of the people of Appalachia to compete in the
global economy.

 Develop and improve Appalachia’s infrastructure to make the Region
economically competitive.

* Build the Appalachian Development Highway System to reduce
Appalachia’s isolation.

ARC targets a portion of area development funds for special regional projects
and initiatives designed to support the attainment of individual goals. In FY
2005, ARC funded a new regional initiative on asset-based development, which
seeks to help communities identify and leverage local assets to create jobs and
build prosperity while preserving the character of their community, and contin-
ued funding for the Telecommunications and Technology Initiative, which seeks
to stimulate economic growth and improve the standard of living in the Region
through technology-related avenues.
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Management Discussion and Analysis

Area Development Program

Area development funds are largely allocated to the Appalachian states by formula to provide flexible assistance for
individual community projects. In FY 2005, the Commission allocated by formula $56.2 million, more than 86 percent
of the total ARC appropriation, for use by the states in their area development activities. The states have wide discre-
tion in the use of these funds, within the framework of the strategic plan. Priorities for area development funding are
set forth in the Commission’s strategic plan, and state and community leaders work together to package funding from
public and private organizations to implement those priorities. All ARC nonhighway grants are approved by a governor
and by the federal co-chair. See the table on page 26 for a summary of ARC grants approved in FY 2005, by project
type. See Appendix B for ARC grants approved in FY 2005, by state and category.

Special Focus on Distressed Counties

The Commission targets special resources to the most economically distressed counties and areas in the Region, using a dis-
tinctive and very conservative measure of economic distress: per capita market income is not greater than two-thirds of the
U.S. average, the three-year unemployment rate is 150 percent of the U.S. average or greater, and the poverty rate is at least
150 percent of the national average; or the poverty rate is at least twice the national average and one other criterion for dis-
tressed status is met. (See the map and list of distressed counties on pages 16 and 17.)

Using similar criteria, ARC also identifies distressed subcounty areas in transitional counties in accordance with the
guidance in its legislation. There were 607 distressed subcounty areas in FY 2005, an increase from FY 2004. In FY
2005, 1.7 million Appalachians lived in distressed counties; another 2 million lived in distressed subcounty areas.

Distressed county indicators are also used to identify the relative economic status of the other counties in Appalachia:

« Transitional counties have economies operating below national norms but do not fully qualify as distressed;

« Competitive counties have economies approaching the national averages; and

 Attainment counties have per capita income, poverty, and unemployment rates equal to or better than the
national averages.

In FY 2005, 82 counties of the 410 counties in the Region were classified as distressed, 300 as transitional, 20 as com-
petitive, and 8 as attainment counties. ARC policy stipulates that competitive counties may receive limited assistance,
while funding for attainment counties is virtually eliminated.

In August 2005, ARC adopted a new county economic status classification system that recognizes counties at risk of
becoming distressed. Starting in FY 2006, five categories—distressed, at risk, transitional, competitive, and attain-
ment—will be used to classify counties.

Besides allocating funding to benefit distressed counties and areas, ARC has established other policies to reduce eco-
nomic distress. ARC normally limits its maximum program funding contribution to 50 percent of project costs, but it
can increase its funding share to as much as 80 percent in distressed counties. In addition, ARC in recent years has cre-
ated a special opportunities fund that targets technical assistance, capacity building, health-care improvements, and edu-
cational attainment, including increasing college-going rates, to benefit distressed counties and areas.
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Management Discussion and Analysis

ARC-Designated Distressed Counties—Fiscal Year 2005

Alabama Kentucky Mississippi North Carolina Ohio Tennessee Virginia West Virginia
Bibb Bell Benton Graham Athens Clay Buchanan Barbour
Franklin Breathitt Chickasaw Meigs Fentress Dickenson Boone
Hale Carter Choctaw Pike Grundy Braxton
Macon Casey Clay Scioto Hancock Calhoun
Pickens Clay Kemper Vinton Johnson Clay
Clinton Marshall Scott Fayette
Elliott Montgomery Gilmer
Estill Noxubee Lincoln
Floyd Oktibbeha Logan
Harlan Panola Mason
Jackson Webster McDowell
Johnson Winston Mingo
Knott Yalobusha Nicholas
Knox Ritchie
Lawrence Roane
Lee Webster
Leslie Wetzel
Letcher Wirt
Lewis Wyoming
Magoffin
Martin
McCreary
Menifee
Monroe
Morgan
Owsley
Perry
Russell
Wayne
Whitley
Wolfe
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Management Discussion and Analysis

Highway Program: The Appalachian Development Highway System

Congress created the Appalachian Development Highway System (ADHS) expressly to provide growth opportunities
for the residents of Appalachia—the same benefits afforded the rest of the nation through the construction of the inter-
state highway system, which largely bypassed Appalachia because of the high cost of building roads through the
Region’s mountainous terrain. The ADHS, a 3,090-mile system of modern highway corridors that replaces a network of
worn, winding two-lane roads, was designed to generate economic development in previously isolated areas, supple-
ment the interstate system, and provide access to areas within the Region as well as to markets in the rest of the nation.
(See map on page 19 and table on page 100.)

Authorizations for the ADHS in FY 2005 were provided through the Safe,
Accountable, Flexible, Efficient Transportation Equity Act: A Legacy for Users
(SAFETEA-LU). SAFETEA-LU authorizes $470 million per year through FY
2009 for the ADHS. Portions of some ADHS corridors have been identified as
high priority and will receive additional funding. Although the funds are author-
ized from the Highway Trust Fund, ARC exercises policy control over the system
and the allocation of funds to individual states. This ensures that the governors
and the federal co-chair continue to determine where and how the money is used
on ADHS highways. Appendices A and C provide information on ADHS authori-
zations and funding.

Local Development Districts Program

ARC’s statute underlines the importance of supporting local development dis-
tricts (LDDs) in the Region. These multi-county planning and development
organizations not only serve as the local presence of the ARC program across
the Region, but are essential contributors to the program. Every county in the
Region is served by an LDD.

Ann Hawthorne

Each LDD is governed by a board of directors composed of both local elected
officials and nonelected individuals. Many of these state-chartered entities were
originally created by state executive orders, but over half are now authorized in
state legislation. Some also have 501(c)(3) nonprofit status, enabling them to
access support from foundations and other nonpublic sources. The LDDs play
four key roles in the development of the Region:

* Providing area-wide planning and program development, and coordination
of federal and state funding sources;

Ken Murray

* Assisting local governments in providing services, especially in poorer, more isolated communities;
» Promoting public-private partnerships and assisting in business development; and

 Helping communities assess, plan, and conduct a wide range of activities such as job training, business
development, telecommunications planning and implementation, and municipal government support.
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Appalachian Development Highway System ‘
as of September 30, 2005

Miles Open to Traffic—
September 30, 2005

Miles Not Open to Traffic

Interstate System
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The Commission has also supported the training and technical assistance activities of the Development District
Association of Appalachia (DDAA), an organization of the Region’s LDDs. These activities improve member districts’
organizational structure and operations, and their ability to effectively implement ARC’s strategic plan and regional ini-
tiatives.

Appendix D provides a map and list of local development districts serving Appalachia.

Research and Technical Assistance Program

ARC funds research and evaluation studies that produce specific information on socioeconomic and demographic con-
ditions in the Region, including baseline data and trend analysis, economic impact analysis, program evaluation, and
regional economic and transportation modeling. ARC-funded research focuses on strategic analyses of key economic,
demographic, and quality-of-life factors that affect Appalachia’s current and future development prospects. The aim of
this research is to help policymakers, administrators, and staff target program resources efficiently, and to provide high-
quality research for the general public and research specialists.

ARC also funds program evaluations by outside researchers or consultants to assess whether Commission-funded proj-

ects have made a measurable difference in specific social or economic outcomes. The purpose of these evaluations is to
determine the extent to which the projects have contributed to the attainment of economic development objectives iden-
tified in ARC’s strategic plan. In addition, evaluations are used to verify project results and to assess the validity of spe-
cific performance measurements for monitoring and evaluating specific types of projects.

Reports and data products are distributed in print and posted on ARC’s Web site.

Research started in FY 2005 includes:

 An evaluation of the outcomes from the Appalachian Regional Commission—-Oak Ridge National
Laboratory Math-Science-Technology Summer Institute;

 An analysis of the college-going and perseverance rates in Appalachia, with an emphasis on evidence, gaps,
and best practices in programs;

» An examination of regional performance gaps in lending, bank services, and development finance;
» A program evaluation of the Appalachian Regional Commission’s infrastructure and public works projects;

 Two initial design studies for assessment of the impact of completing the Appalachian Development
Highway System.
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 An analysis of long form decennial census data for trends in family income, inequality, earnings and skill
levels, and consumption measures of quality of life; and

* Astudy of socioeconomic correlates of health disparities in the Appalachian Region.

Research completed or under way in 2005 includes:

A study of Appalachian population redistribution and migration in the 1990s;

 Astudy of the changing patterns of poverty and spatial inequality in Appalachia;

A study of the defining subregions in Appalachia, with a focus on better alternatives;

 An analysis of trends in economic distress in Appalachia and the United States between 1960 and 2000;

* An assessment of displacement in Appalachia and the non-Appalachian United States between 1993 and
2000, based on the findings of five displaced-worker surveys;

 Astudy of creating regional advantage in Appalachia, with an emphasis toward strategic response to global
economic restructuring;

» An assessment of workforce displacement and adjustment policies in Appalachia’s labor markets, based on
five case studies;

» An assessment of the impact of trade liberalization on import-competing industries in the Appalachian
Region;

 An analysis of gaps in capital funding for drinking water and wastewater infrastructure in Appalachia; and

 Atime series and twin-county analysis of the economic effects and development impact of the
Appalachian Development Highway System between 1969 and 2004.
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Impediments to Progress

Despite recent progress, Appalachia still does not enjoy the same economic vitality and living conditions that the rest of
the nation does. The Region continues to battle economic distress, concentrated areas of high poverty, unemployment,
poor health, educational disparities, and population outmigration that are among the worst in the nation. Appalachia
trails the rest of the nation by 18 percent in per capita income. One-fourth of the Region’s 410 counties have poverty
rates more than 150 percent of the national average. A majority of Appalachian counties have a higher unemployment
rate than the national average, and 87 counties have an average three-year unemployment rate (2001-2003) of at least
150 percent of the national average.

The Region’s isolation and its difficulty in adapting to changes over past decades and in retooling to be competitive are
major factors contributing to the gap in living standards and economic achievement between the Region and the rest of
the nation.

Civic Capacity

Civic capacity is vital for communities to be strategically ready to take advantage of economic opportunities. Weakness
in civic capacity in Appalachia has inhibited the leadership, broad citizen involvement, local strategic planning, and
collaboration that are necessary for a sense of empowerment and civic engagement.

Economic and Demographic Shifts Appalachian Exposure to Manufacturing Imports from
Demographic shifts between 1990 and 2000 have led to a decline in Low-Wage Countries

the Region’s share of the “prime-age” workforce, or those between
the ages of 25 and 55, who are entering or reaching their peak earn-
ings potential. The erosion of the high-earnings potential of the
workforce in recent years has reversed the Region’s upward trend in
per capita income, and at the local level has led to declines in the
tax base.

The Region has been battered by job losses and structural economic
shifts because of global competition and because of its disproportion- w_bo 3{3
ate reliance on extractive industries and manufacturing. 8L

X

{3
SEs
s

» The Region continues to face higher levels of competition from
low-wage imports than the rest of the nation because of the
concentration of manufacturing employment in certain indus-
tries. The map on the right ranks Appalachian counties by
degree of exposure to low-wage import competition.

Quartiles of Exposure
. Counties in the 4th Quartile (High Exposure)

 Primary-metals sectors, such as steel, have lost over 20,000 [ counties in the 3rd Quartile
jobs since 1994. Many of these losses have resulted from [ counties in the 2nd Quartile
import penetration and plant relocations overseas. (] counties in the 1st Quartile (Low Exposure)

Data Source: Bernard, A.B., Jensen, J.B., and Schott, PK. 2005. Assessing the Impact of
Trade Liberalization on Import-Competing Industries in the Appalachian Region.
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» The Appalachian apparel industry lost 110,000 jobs between 1994 and 2004, and the textiles industry lost
83,000. Over that decade, one out of five jobs lost in the textile industry nationally occurred in Appalachia,
and one out of three jobs lost in the apparel industry occurred in Appalachia. An estimated one-third of the
apparel losses and one-half of the textiles losses were due to imports or plant relocations to other countries.

« Appalachian coal-mining employment has fallen from 101,500 workers in 1987 to 46,000 in 2003, largely
because of productivity gains. The Energy Information Administration has projected that over the next
decade, the number of mining jobs in Appalachia could fall to as low as 32,000.

Underinvestment

Research preceding the creation of ARC found that for many reasons, including dearth of leadership and lack of finan-
cial and technical resources, Appalachia had not been in a position to take advantage of many federal programs that
could help mitigate long-standing problems, much less concentrate a range of investments on the greatest needs. In
addition, many programs better addressed mitigation of growth in parts of the nation rather than basic stimulation of
growth. This situation has improved over time, but the Region still receives federal economic development assistance
disproportionately smaller than its population and its needs. Analyses of the Consolidated Federal Funds Report for
2002 by ARC and U.S. Census Bureau staff found that per capita total direct federal expenditures and obligations in
Appalachia were $783 less than the national average. In federal grants alone, the Region falls short of parity with the
nation as a whole by $5.4 billion each year.

Water and Wastewater Systems
Most Americans don’t realize that access to basic water and wastewater systems remains a critical issue in many

smaller, poorer communities in Appalachia. Twenty percent of Appalachian households are still not reached by commu-

nity water systems, compared with 10 percent nationwide. Forty-seven percent of Appalachian households are not
served by public sewer systems, compared with a national average of 24 percent. Appalachian counties require an
investment of $26 billion to $40 billion for drinking water and wastewater system infrastructure needs, according to an
ARC-funded study published in August 2005.

Small, rural Appalachian communities also face higher investment requirements to address pressing economic develop-

ment needs while meeting environmental standards. Communities experiencing declining customer bases and low

household incomes cannot rely on construction loans (and the resulting rate increases) to meet capital investment needs.

The local ability to pay is particularly low in 123 Appalachian counties where the average household income is two-

thirds or less of the national average, according to the 2000 Census. These communities need additional technical, man-

agerial, and financial assistance to meet their future needs.
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Telecommunications

The Appalachian Region continues to lag behind the rest of the
nation in access to affordable broadband telecommunications.
Without special advocacy, technical support, and financial assis-
tance, rural Appalachia is unlikely to meet the president’s national
goal of universal broadband access by 2007.

Education and Workforce Skills

Vigorous job growth will not occur in areas that lack a prepared
workforce. Global competition is reinforcing the economic pre-
mium on workers in knowledge-based industries, leaving low-
skilled or unskilled U.S. workers increasingly vulnerable. ARC
seeks to increase the employment rate and productivity of
Appalachia’s workers, and to attract educated and skilled workers
to the Region. This will attract desirable business to the Region.
Doing so will require considerable improvement in educational
achievement at all levels. For example, Appalachia’s economy is
expected to add over 340,000 jobs in high-growth occupations
through 2012, most of which will require at least a bachelor’s or
associate’s degree. The current education and technical skill level
of the Region’s workforce cannot meet this need. Appalachia’s
higher education attainment gap with the rest of the nation has
widened in the last decade: in 1990 the difference between the
Region and the nation’s share of adults with college degrees was 6.0

percentage points; in 2000 the gap widened to 6.7 percentage points.

Health Care
Health problems continue to impede quality of life as well as eco-
nomic prospects in some areas of the Region. More than two-thirds

of the Region’s counties are fully or partially designated by the U.S.

Department of Health and Human Services as health professional
shortage areas. Most Appalachian counties have had difficulty
attracting or retaining basic services such as dentistry, outpatient
alcohol treatment, outpatient drug treatment, and outpatient mental
health services. In addition, Appalachia suffers from disproportion-
ately high rates of chronic diseases such as cardiovascular disease,
cancer, and diabetes.

Appalachian Counties with Low College Completion Rates

Percent of Adults Completing a Bachelor's Degree or Higher
. Counties Below 50 Percent of the U.S. Average

. Counties Between 50 and 99 Percent of the U.S. Average

|:| Counties At or Above the U.S. Average

Data Source: U.S. Department of Commerce, Census Bureau, Census 2000,
Summary File 3.

Appalachian Counties Lacking Adequate Access to
Health Care

Counties Designated as Health Professional Shortage Areas (HPSAs)
. Counties Fully Designated as a Health Professional Shortage Area (HPSA)
. Counties Partially Designated as a HPSA

|:| Counties Not Designated as a HPSA

Data Source: U.S. Department of Health and Human Services, Health Resources and
Services Administration, Bureau of Health Professions, March 2003.

|24| FISCAL YEAR 2005 PERFORMANCE AND ACCOUNTABILITY REPORT



Projects Funded in Fiscal Year 2005 by Specific

Type

No. of Grants ARC Funds Total Funds
Jobs and Business Assistance
Agriculture Development 3 129,825 260,600
Business Incubator 11 957,791 5,735,983
Business Loan Fund 1 400,000 800,000
Business Site Water/Sewer 27 6,738,500 35,091,898
Downtown Revitalization 5 1,045,000 3,668,124
Entrepreneurship 21 1,905,172 5,140,578
Industrial Park/Site Development 13 2,847,721 10,296,884
Technical Assistance/Leadership 29 3,403,350 7,883,571
Telecommunications Applications 5 219,500 440,654
Tourism Development 23 1,721,093 8,285,383
Trade/Market Expansion 2 45,000 140,700
Other 7 608,000 1,574,650
Jobs and Business Assistance Total 147 20,020,952 79,319,025
Infrastructure: Community Development
Community Facility 4 1,302,160 3,126,320
Housing 5 650,000 15,887,760
Sewer System 16 4,350,774 16,351,250
Technical Assistance/Leadership 5 783,295 1,607,471
Telecommunications Infrastructure 9 1,683,440 3,734,202
Water and Sewer 3 825,000 2,165,000
Water System 32 11,061,389 51,433,860
Other 2 764,730 2,030,310
Infrastructure: Community Development Total 76 21,420,788 96,336,173
Training and Educational Improvements
Adult Literacy 1 81,777 163,554
Career/Technical Education 15 2,278,749 4,636,251
Child Care/Preschool 3 878,170 1,902,013
Distance Learning 2 560,000 850,000
Dropout Prevention 20 1,526,232 2,652,539
Research/Technical Assistance 4 116,250 205,292
Teacher Training 2 296,095 6,633,895
Vocational Education/Workforce Training 26 3,265,700 9,695,077
Training and Educational Improvements Total 73 9,002,973 26,738,621
Health
Community Facility 5 985,125 3,645,250
Dental Care 2 373,520 584,575
Health Education 3 259,000 523,875
Health Worker Development 4 743,419 1,236,929
Mental Health/Rehabilitation 1 50,000 100,000
Planning 2 65,000 90,000
Primary Care 2 440,000 700,000
Telemedicine 4 461,825 812,645
Other 2 130,610 291,219
Health Total 25 3,508,499 7,984,493
Leadership and Civic Capacity
Planning/Technical Assistance 22 1,856,640 2,882,428
Telecommunications Applications 4 306,412 602,102
Tourism Development 1 35,000 35,000
Other 2 1,228,000 1,982,825
Leadership and Civic Capacity Total 29 3,426,052 5,502,355
Local Development District Planning and Administration
Planning and Administration 72 6,008,897 12,916,944
Other 1 35,000 35,000
Local Development District Planning
and Administration Total 73 6,043,897 12,951,944
Research and Technical Assistance
Conferences 2 148,085 158,085
Research 11 834,763 854,763
Technical Assistance 15 1,755,980 3,313,490
Research and Technical Assistance Total 28 2,738,828 4,326,338
Grand Total 451 $66,161,989 $233,158,949

Note: Table does not include access road projects.
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Program Assessment Rating Tool

In 2004, the Office of Management and Budget (OMB) conducted its first review of the ARC program using the
Program Assessment Rating Tool (PART) and issued a score of adequate. ARC received high scores for clarity of pur-
pose, planning, and management. OMB noted ARC’s progress in developing outcome-related measures, but acknowl-
edged the difficulty of performance measurement since ARC co-funds projects with other agencies. ARC continues to
revise its metrics and share performance data and research to clarify the links between federal investment and community
change. Part 1l of this report includes updates to PART information.
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FINANCIAL MANAGEMENT

Financial Management System

The Appalachian Regional Commission uses a commercial off-the-shelf core accounting system, GLOWS, that is
intended for government financial management. The GLOWS system incorporates capabilities to manage obligations,
disbursements, the general ledger, and financial reporting. ARC supplements this system with a historical project grant
information system, ARC.net, that provides real-time funding, grant status, and performance measurement information,
as well as grant-related financial data, in an intranet environment available to staff and key state officials. ARC.net
applications are built using off-the-shelf software.

Federal Managers’ Financial Integrity Act Information

ARC implemented a process for providing audited financial statements in fiscal year 2002, following the guidance of
the Accountability of Tax Dollars Act of 2002. ARC, strictly speaking, is not a federal agency as defined in Titles 5 and
31 of the U.S. Code; it is a 501(c)(3) organization with a quasi-federal character. While the Accountability of Tax
Dollars Act applies only to executive branch agencies, the Commission has elected to comply with OMB guidance
because full disclosure of financial information is consistent with the governmental nature of ARC’s mission and opera-
tions and its stewardship of public funds. ARC also follows OMB and Department of the Treasury financial reporting
requirements, as appropriate.

The Federal Managers’ Financial Integrity Act of 1982 (FMFIA) represents sound management practice for managing
federal appropriations. FMFIA establishes specific requirements with regard to management controls. The agency must
establish controls that reasonably ensure that: (1) obligations and costs comply with applicable law; (2) assets are safe-
guarded against waste, loss, unauthorized use, or misappropriation; and (3) revenues and expenditures are properly
accounted for and recorded. In addition, the agency annually must evaluate and report on the control and financial sys-
tems that protect the integrity of federal programs. The FMFIA encompasses program, operational, and administrative
areas as well as accounting and financial management. In addition, OMB Circular A-123 directs agencies to “take
systematic and proactive measures to (1) develop and implement appropriate, cost-effective management controls for
results-oriented management; (2) assess the adequacy of management controls in federal programs and operations;
(3) identify needed improvements; (4) take corresponding corrective action; and (5) report annually on management
controls.” Management controls are the organizational structures, policies, and procedures used to help program and
financial managers achieve results and safeguard the integrity of their programs.

ARC maintains a written plan of internal-control development and testing. The agency’s approach is to make manage-
ment controls an integral part of the entire cycle of planning, budgeting, management, accounting, and auditing. Testing
procedures are based on a team approach and are designed to provide feedback to management on a continuing basis
throughout the cycle. ARC recognizes that an appropriate balance of controls must exist in programs and operations.
Managers should benefit from controls, not be encumbered by them. Too many controls, especially in an organization
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as small as the Commission, can result in inefficient and ineffective government. ARC strives to maintain an environ-
ment of accountability in which all employees help ensure that government resources are used efficiently and effectively
to achieve intended program results with minimal potential for waste, fraud, and mismanagement.

The Commission conducts formal and informal meetings with division managers to identify vulnerable areas and poten-
tial control weaknesses. An internal management control committee is also in place to conduct reviews. In FY 2004, the
committee conducted an extensive review and testing of internal controls and found them effective. The Office of
Inspector General (OIG) conducts independent program reviews and audits. Weekly management team meetings provide
an opportunity to address control issues. Finance staff conduct pre-payment examinations of approved payments, as well
as oversight reviews of program account obligation and payment details. Finally, the annual financial audit of the agency
provides independent assessments of the adequacy of internal controls. The internal control plan assigns responsibility
within the organization for follow-up action on any deficiencies.

Fiscal year 2005 was the third year ARC was scheduled to produce an audited financial statement. The independent audi-
tors issued an unqualified opinion on the fiscal year 2005 financial statement provided in this Performance and
Accountability Report. This is the third consecutive year with an unqualified opinion.

Management Follow-Up to Inspector General Recommendations

At the start of the fiscal year, all but three of the audit reports issued by the OIG in previous years had been addressed by
ARC management. During fiscal year 2005, the OIG issued 20 reports concerning internal controls, programs grants, and
grantees, including a number of intermediary organizations with ARC grants for operating revolving loan funds. The
total dollar value of grants and programs audited was $9.6 million. At the end of the year, ARC had made management
decisions with respect to all but four OIG reports dealing with $171,000 in questioned costs and $37,000 in costs that the
inspector general considered might have been put to better use. The ARC OIG has continued to cooperate with investiga-
tive offices of two other federal agencies regarding two investigations, one of which is ongoing. The OIG is also moni-
toring two investigations by state law enforcement or ethics organizations that relate to ARC programs.

The OIG worked closely with ARC staff to prepare for the production of audited financial statements, and served as an
important resource for workshops and meetings in the field to promote sound financial management on the part of ARC
grantees. The semi-annual reports of the ARC inspector general, along with contact information, are available to the
public on the Commission Web site.
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SUMMARY OF FINANCIAL STATUS

Part 111 of this Performance and Accountability Report includes information about the financial status of the
Appalachian Regional Commission. In the unqualified opinion of the independent auditors, M.D. Oppenheim and
Company, P.C., the financial statements included in that section fairly represent the financial position of ARC in all
material respects. The financial statements include details on ARC’s assets, liabilities, and net position. They also
include statements of operations and changes in net position, and a statement of cash flows. The financial statements
taken together include all the aspects of ARC, including the Office of the Federal Co-Chair, area development pro-
grams, and administrative/operational activities performed by ARC.

Assets on September 30, 2005, totaled $90.7 million, and liabilities totaled $4.3 million. Sixty-eight percent of ARC’s
assets were in the United States Treasury. In addition, 33 percent, or $30.9 million, represented Commission grant
funds held by intermediary organizations in Appalachia for the operation of revolving loan funds promoting business
development. The federal government retains a residual interest in the loan funds. Remaining assets are accounts
receivable, cash, and advances to grantees.

Liabilities included $1.2 million in accounts payable, $2.1 million in accrued leave and pension liability, $242,000 in
accrued payroll, and $76,000 in other accrued liabilities.

Total revenues for the year were $44.0 million, and total expenses, including area development grants, were $41.5
million. Revenues notably included $3.2 million in state contributions for the operational expenses of the
Commission, pursuant to ARC’s legislation. The Commission must rely on congressionally appropriated funds to con-
tinue its operations, make grants, and meet its liabilities.

Notes are attached to the financial statements to describe and explain important disclosure information about line items
in the statements and related financial policies and programs. Federal budgetary data are included as additional infor-
mation, describing how the Commission’s $52.1 million of budgetary resources was applied. The total of budgetary
resources reflects net transfers of $26.2 million of grant funds to other agencies for obligation and administration.
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