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Deloitte & Touche LLP

Torre Chardon

350 Chardon Avenue, Ste. 700
San Juan, PR 00918

USA

Tel: +1 787 759 7171
www.deloitte.com

INDEPENDENT AUDITORS’ REPORT

To the Members of the Board of Direciors of
Puerto Rico Infrastructure Financing Authority:

We have audited the accompanying financial statements of the governmental activities and each major fund
of Puerto Rico Infrastructure Financing Authority (the “Authority™), a component unit of the Commonwealth
of Puerto Rico, as of and for the year ended June 30, 2010, which collectively comprise the Authority’s basic
financial statements as listed in the table of contents. These financial statements are the responsibility of the

Authority’s management. Our responsibility is to express an opinion on the respective financial statements
based on our audit.

We conducted our audit in accordance with anditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards issued
by the Comptroller General of the United States. Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the respective financial statements are free of material
misstatement. An audit includes consideration of internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the Authority’s internal control over financial reporfing. Accordingly, we
express no such opinion. An audit also includes examining, on a test basis, evidence supporting the amounts
and disclosures in the respective financial statements, assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities and each major fund of the Authority, as of June 30, 2010,
and the respective changes in financial position thereof for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

The management’s discussion and analysis on pages 3 to 10 is not a required part of the basic financial
statements but is supplementary information required by accounting principles generally accepted in the
United States of America. We have applied certain limited procedures, which consisted principally of
inquiries of management regarding the methods of measurement and presentation of the supplementary
information. However, we did not audit such information and we do not express an opinion on it.

Member of
Deloitte Touche Tohmatsu Limited



Our audit was conducted for the purpose of forming an opinion on the financial statements that collectively
comprise the Authority’s basic financial statements. The accompanying schedule of expenditures of federal
awards is presented for the purpose of additional analysis, as required by the U.S. Office of Management and
Budget Circular A-133, dudits of States, Local Governments, and Non-Profit Organizations, and is not a
required part of the basic financial statements. The schedule of expenditures of federal awards is the
responsibility of the Authority’s management. Such information has been subjected to the auditing
procedures applied by us in the andit of the basic financial statements and, in our opinion, is fairly stated in
all material respects when considered in relation to the basic financial statements taken as a whole.

In accordance with Government Auditing Standards, we have also issued our report dated July 8, 2011, on
our consideration of the Authority’s internal control over financial reporting and our tests of its compliance
with certain provisions of laws, regulations, contracts, and grant agreements and other matters. The purpose
of that report is to describe the scope of our testing of internal control over financial reporting and
compliance and the results of that testing, and not to provide an opinion on the internal control over financial
reporting or on compliance. That report is an integral part of an audit performed in accordance with
Government Auditing Standards and should be considered in assessing the results of our audit.

July 8, 2011, except for paragraphs 1, 7, 8,9, 10, 11 and 12
of Note 19 as to which the date is March 16, 2012

affixed to original.



PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY

(A Component Unit of the Commonwealth of Puerto Rico)

MANAGEMENT’S DISCUSSION AND ANALYSIS (UNAUDITED)
AS OF AND FOR THE YEAR ENDED JUNE 30, 2010

This section presents a narrative overview and analysis of the financial performance of the Puerto Rico
Infrastructure Financing Authority (the “Authority™) and is designed to assist the reader in focusing on
significant financial issues, provide an overview of the Authority’s financial activity, identify changes in the
Authority’s financial position, and identify individual issues or concerns. The information presented here
should be read in conjunction with the basic financial statements, including the notes thereto.

1)

2)

FINANCIAL BIGHLIGHTS

Total assets and total liabilities of the Authority at June 30, 2010 amounted to approximately
$2,128 million and $3,198 million, respectively, for a net deficit of $1,070 million.

On July 1, 2009, the Authority invested $300 million in a time deposit agreement with the
Government Development Bank for Puerto Rico (the “Bank™). The time deposit represents the
Authority’s permanent investment as established in Act No. 3 of 2009. The time deposit matures
on October 1, 2040, and interest income will be capitalized until maturity.

By virtue of Act No. 44 of June 21, 1998, as amended, federal excise taxes received by the
Commonwealth and required to be transferred to the Authority increased from $90 million in
2009 to $117 million in 2010,

Expenditures for programs managed by the Authority under the American and Reinvestment Act
of 2009 (“ARRA Programs”) totaled approximately $67 million during the year ended June 30,
2010.

" Expenditures for infrastructure projects developed under the Investment in Qur Infrastructure

Program (“PINT” for its Spanish acronym) totaled approximately $68 million during the year
ended June 30, 2010.

During the year ended June 30, 2010, the Authority transferred completed construction projects
amounting to approximately $948 million to municipalities of Puerto Rico, and other agencies
and instrumentalities of the Commonwealth of Puerto Rico (the “Commonwealth”), including
approximately $915 million developed for the benefit of Puerto Rico Aqueduct and Sewer
Authority (“PRASA™). .

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is required supplementary information to the basic financial statements
and 1s intended to serve as an introduction to the basic financial statements of the Authority. The basic
financial statements comprise three components: (1) government-wide financial statements, (2) fund
financial statements and, (3) notes to the basic financial statements.
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Government-wide Financial Statements — The government-wide financial statements are designed
to provide readers with a broad overview of the Authority’s finances, in a manner similar to a private-
sector business. The statement of net assets provides information on the Authority’s assets and
liabilities, with the difference between the two reported as net assets. Over time, increases or decreases
in net assets may serve as a useful indicator of whether the financial position of the Authority is
improving or deteriorating. The statement of activities presents information on how the Authority’s net
assets changed during the reporting period. Changes in net assets are reported as soon as the underlying
event giving rise to the change occurs, regardless of the timing of related cash flows.

Fund Financial Statements — A fund is a grouping of related accounts that is used to maintain
control over resources that have been segregated for specific activities or objectives. All the
Authority’s funds are governmental funds. Unlike the government-wide financial statements,
governmental fund financial statements focus on near-term inflows and outflows of spendable
resources, as well as on balances of spendable resources available at the end of the fiscal year. Such
information may be useful in evaluating a government’s near-term financing requirements. Because the
focus of governmental funds is narrower than that of the government-wide financial statements, it is
useful to compare the information presented for governmental funds with similar information presented
for governmental activities in the government-wide financial statements. By doing so, readers may
better understand the long-term impact of financial decisions related to the Authority’s governmental
activities. Both the governmental fund balance sheet and the governmental fund statement of revenues,
expenditures, and changes in fund balances provide a reconciliation to facilitate this comparison
between governmental funds and governmental activities.

Notes to the Basic Financial Statements — The notes provide additional information that is essential

to a full understanding of the data provided in the government-wide financial statements and the fund
financial statements.

GOVERNMENT-WIDE FINANCIAL ANALYSIS

Condensed financial information on assets, liabilities, and net deficit as of June 30, 2010 and 2009 is as
follows:

2010 2009 Change

Cash and cash equivalents, investments and

investinent contracts, and other assets $ 1.711.319.630 § 2,063,072,425 § (351.752,795)
Capital assets 416,342,915 1,286,756,479 (870.,413,564)

Total assets 2,127,662,545 3,349,828,904 (1,222,166,359)
Other labilities 191,175,858 396,960,830 (205,784,972)
Bonds and loans payable 3,006,151,453 3,071,705,209 (65,553,756)

Total Tiabilities 3,197,327.311 3,468,666,039 (271,338,728)
Net deficit $ (1,069,664,766) $ (118,837,135 $ (950,827,631)




Cash and cash equivalents, investments and investment contracts, and other assets decreased by
approximately $352 million or 17%. This decrease was mainly due to a decrease in cash and cash
equivalents, and investments and investment contracts of $364 million. Cash and cash equivalents, and
proceeds from investments and investment contracts were used to pay principal and interest on bonds
and loans, to pay contributions due to the Commonwealth and the Bank, and for capital outlays. This
decrease was partially offset by investment earnings of $27 million generated during 2010.

Capital assets decreased by $870 million or 68%. The decrease was mainly due to the transfer of $948
million of completed construction projects to PRASA and other governmental entities. In addition, the
Authority recorded an impairment loss on completed construction projects of $24 million. This
decrease in capital assets was partially offset by capital outlays made during 2010 of $102 million.

Total liabilities of the Authority decreased by $271 million or 8%, mainly as a result of the payment of
$161 million in contributions to the Commonwealth and the Bank that were accumulated during 2009,
an aggregate repayment of matured bonds and loans of $75 million, and a decrease in accounts payable
and accrued liabilities of $48 million. The decrease was partially offset by the issuance of debt of $9
million, and an increase in the contingency for legal claims of $4 million.

The following schedule compares revenues and expenses of the Authority for the years ended June 30,
2010 and 2009:

Increase
2010 2009 (Decrease)
Revenues:
Program revenues—operating grants and
contributions, and earnings on investments $ 343,737,791 § 649,176,629 $(305,438.838)
General revenues:
Investment earnings 3,065 97,988 (94.,923)
Total revenues 343,740,856 649,274,617 (305,533,761)
Expenses:
Functions/Program:
General government 15,245,539 545235984 (529,990,445)
Edification, aqueduct and sewers, and
arts and entertainment 975,680,206 95,520,518 880,159,688
Economic development program 67,725,237 4,670,289 63,054,948
Recreation and sports 12,399,829 30,153,562 (17,753,733)
Education 6,680,797 28,930,346 (22,249,549)
Transportation 1,641,024 22,004,198 (20,363,174
Public safety 636,394 7.746,546 (7.110,152)
ARRA Programs 66,636,964 5.099,968 61,536,996
Interest on long-term debt 147,922,497 156,475,983 (8,553.,486)
Total expenses 1,294.568,487 895,837,394 398,731,093
Change in net deficit $(950,827.631) $(246,562,777) $(704,264,854)
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Revenues

Total revenues decreased by approximately $306 million during the year ended June 30, 2010 when
compared with the year ended June 30, 2009. The decrease is mainly due to the decrease of
approximately $528 million in investment income, net of an increase of approximately $158 million in
contributions from the Commonwealth and municipalities for the development of infrastructure
projects and repayment of debt, and an increase of approximately $66 million in revenues from the
implementation and progress of ARRA Programs.

Expenses

Total expenses increased by approximately $399 million during 2010. This increase resulted mainly
from an increase of approximately $880 million in edification, aqueduct and sewer, and arts and
entertainment activity expenses, which was mainly due to the transfer of capital assets to PRASA. In
addition, there was an increase of approximately $63 million and $62 million of PINI and ARRA funds
spending, respectively, due to the significant progress of the programs during the year ended June 30,
2010. The increase in total expenses was partially offset by a reduction of $530 million in general
government expenditures and a reduction of $76 million in other functions. The reduction in
expenditures of the general government and other functions was the result of expenses incurred in 2009
related to the sale of investments held in the corpus account by virtue of Act No. 3 of 2009 (“Act No.
3", and advanced stages of the development of other infrastructure projects.

GOVERNMENTAL FUNDS RESULTS
General Fund

General Fund expenditures decreased by $458 million, which is mostly related to the Authority’s
capital contribution of $463 million in 2009 m connection with the sale of investments held in the
corpus account.

Special Revenue Fund

Special Revenue Fund revenues and expenditures increased by $52 million and $66 million,
respectively, due to the implementation and progress of ARRA programs directly managed by the
Authority as subgrantee.

Capital Projects Fund

Capital Projects Fund revenues increased $96 million, mostly as a result of the progress of
infrastructure projects developed under PINI program, which increased revenues by $69.5 million. In
addition, the Commonwealth contributed $36.8 million to repay an outstanding line of credit, including
accrued interest, due to the Bank, related to the Symphonic Orchestra Hall Project, $13.9 million to
complete the sports facilities for the XXI Central American & Caribbean Games, and $7.9 million
contribution for the development of other infrastructure projects. The increase in revenues was
partially offset by a decrease in investment earnings of $32.7 million. During the year ended June 30,
2010, total expenditures of the Capital Projects Fund amounted to $228.7 million.
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Debt Service Fund

Principal payment on maturing bonds amounted to $36.4 million during the year ended June 30, 2010.
Interest expense decreased by $7.6 million when compared to the prior year due fo a reduction of
outstanding debt of the Authority.

Permanent Fund

The Permanent Fund earnings on investments decreased by $495 million, mainly due to the prior year
sale of investments held in the corpus account. The proceeds of the transaction were used to provide
for the early extinguishment of the Series 2000 A and B Bonds, maintain a permanent investment
within the corpus account, pay amounts due to the U.S. Internal Revenue Service, pay transaction
costs, and contribute any remaining amounts to the Commonwealth and the Bank, among other
purposes.

On June 30, 2010, the Authority transferred the U.S. Treasury securities, including accrued interest,
held for the future redemption of the Special Obligation Bonds, Series 2000 A and B to the debt
service fund. This transfer amounted to approximately $1,044 million. As of June 30, 2010, The
Authority has invested approximately $310 million in a time deposit agreement with the Bank as a
permanent investment within the corpus account as established by Act No. 3. Investment earnings
amounted to approximately 321 million during the year ended June 30, 2010.

CAPITAL ASSETS AND DEBT ADMINISTRATION

Capital Assets

Non-depreciable capital assets represent construction work in progress, including land in which
infrastructure projects are or will be developed. Depreciable assets include furniture and equipment,

vehicles, and leasehold improvements. The following is a schedule of the Authority’s capital assets as
of June 30, 2010 and 2009:

2010 2009 Increase
{Decrease)

Land $ 16,681,768 $ 15675433 $ 1,006,335
Construction in progress 399,444,708 1,270,910,634 (871,465,926)
Furniture and equipment 843,931 761,605 82,326
Vehicles 88,259 67,476 20,783
Leasehold improvements 677,295 677,295 -
Total capital assets 417,735,961 1,288.,092,443 (870.,356,482)
Less accumulated depreciation

and amortization 1,393,046 1,335,964 57,082
Capital assets — net $ 416,342,915 $1,286,756,479 $ (870,413,564)

The Authority was created, among other things, to provide financial, administrative and other
assistance to municipalities, political subdivisions, public corporations and instrumentalities of the
Commonwealth to enable them to fulfill their public purpose of providing, preserving, operating,

-7-
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maintaining, repairing, replacing and improving portions of the infrastructure. The decrease in capital
assets was mainly due to the transfer of completed projects to PRASA during 2010.

Major additions related to projects under construction for the year ended June 30, 2010 amounted to
approximately $101.3 million, including $71.4 million for projects related to the XXI Central
American & Caribbean Games.

Debt Qutstanding

As of June 30, 2010, the Authority had $3,011 million in long-term liabilities. Total long-term
liabilities includes bonds and loans payable, liability for legal matters, and accrued compensated
absences, which decreased by $61 million in comparison to June 30, 2010. The following is a schedule
(in thousands) of outstanding bonds and other long-term liabilities as of June 30, 2010 and 2009:

Increase
Description 2010 2009 {Decrease)
Bonds pay able:
Special Tax Revenue Bonds $ 2,579,675 $ 2,604,460 $  (24,785)
Special Obligation Bonds 1,008,240 1,019,430 (11,190)
Mental I1ealth Infrastructure Revenue Bonds 42,630 43,030 (400)
Subtotal 3,630,545 3,666,920 (36,375)
Net premijum 121,339 138,455 (17,116)
Unaccreted discount on capital
ap preciation bonds (688,453} (702,123) 13,670
Unamortized deferred loss
on refunding loans (65,371) (69,003) 3,632
Total bonds payable 2,998,060 3,034,249 (36,189)
Loans payable 8,092 37,456 (29.364)
Liability for legal matters 4,859 325 4,334
Total long-term liabilities $ 3,011,011 $ 3,072,230 $  (61.219)
ECONOMIC FACTORS

The Special Tax Revenue Bonds are payable solely from and secured by a pledge of federal excise
taxes (or “cover-over revenues”) and other moneys deposited to the credit of a sinking fund established
pursuant to a trust agreement. Payment of principal and interest is insured by separate municipal bond
insurance policies issued by an unrelated insurance company.

Rum js the only article currently produced in Puerto Rico subject to federal excise taxes, the proceeds
of which are required to be returned to the Commonwealth. Under current federal law, any excise tax
collected on rum imported into the United States is transferred to or “covered-over™ to the Treasuries

of Puerto Rico and the United States Virgin [slands (“USVI).

The operations of rum distillers in Puerto Rico are affected by various economic and regulatory factors
that could influence their decision to maintain or expand these operations, which in turn could have a
significant impact on the level of federal excise taxes transferred to Puerto Rico.



The USVI has dedicated a substantial share of current and future cover-over revenues to help finance
public and private infrastructure that would directly benefit the rum industry. In June 2008, the USVI
entered into a 30-year contractual agreement with London-based rum maker, Diageo Company
(*Diageo™), owner of the Captain Morgan brand, to begin operations in the USVL Captain Morgan®
is produced in Puerto Rico under a ten (10) year supply agreement entered into with Destileria
Serrallés Inc. (“Serrallés™), a Puerto Rican rum distiller, ending in 2011. Diageo is set to receive
subsidies incentives, including the financing of the acquisition, design, construction, development,
and equipping of a rum production and maturation warchouse facility and any improvements thereto,
worth up to half of the cover-over revenue that the USVI receives.

In response to the USVI actions, on April 27, 2009, Resident Commissioner of Puerto Rico in the
U.S. Congress introduced H.R. 2122 to limit, among other things, the territories from offering more
than 10% of their covered-over revenues as an industrial subsidy. The Government of Puerto Rico
strongly opposes the USVI subsidies and continues its efforts to promote legislation at the United
States federal level to limit the direct or indirect assistance provided to companies producing rum in
Puerto Rico or USVI through the use of cover-over revenues. The Government of Puerto Rico
believes that the USVI's use of the cover-over revenues to provide excessive subsidies to a private
activity amounts to an unfair trading practice that will distort the market.

As a result of USVIE-Diageo Agreement, the level of the Commonwealth’s cover-over revenues is
expected to fall, although the exact amount is not presently known. However, various factors should
reduce the amount that will not be received. Among them, the following can be singled out:

. By virtue of Act No. 178 of December 1, 2010 (“Act No. 1787), total investment that the
Commonwealth is allowed to make in Puerto Rican rums promotional activities increased from
10 percent to 25 percent of Commonwealth’s cover-over revenues. Furthermore, it also gives to
the Governor of the Commonwealth the discretion to increase such percentage up to 46 percent
after December 31, 2011. Act No. 178 extends the uses of cover- over revenues to the
development of incentives and promotional strategies and the investment in agricultural,
industrial and commercial infrastructure that will enhance the potential growth of the rum
industry. ‘

. The Commonwealth has entered into a $95 million grant agreement with Bacardi Litd.
(“Bacardi™), a Puerto Rican rum distiller, for the renovation of its distilling plant. The agreement
will also provide Bacardi with production and marketing incentives. In return, Bacardi has to
maintain a minimum level of production in Puerto Rico for the next 20 years.

. In order to develop its own brands to offset volume cost increases and revenue losses tied to
Diageo’s exit, Serrallés began a new marketing strategy. During 2009, it announced the opening
of its operations in Dallas, Texas, being the exclusive importer of Don Q brand in the United
States. Furthermore, in August 2010, the Serrallés expanded its rum brands portfolio by
launching across the United States the BlackBeard Spiced Rum label.
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H the federal excise taxes received by the Commonwealth in any fiscal year are insufficient, the Act
requires that the Authority request, and the Director of the Office of Management and Budget of the
Commonwealth include in the budget of the Commonwealth for the corresponding fiscal year, an
appropriation necessary to cover such deficiency. The Legislature of the Commonwealth, however, is
not obligated to make the necessary appropriation to cover such deficiency.

REQUESTS FOR INFORMATION
This report is designed to provide all interested with a general overview of the Authority’s financial
statements. Questions concerning any of the information provided in this report or requests for

additional information should be addressed to Puerto Rico Infrastructure Financing Authority, Capital
Center (Tower 2), 235 Ave. Arterial Hostos, Suite 1601, San Juan, PR 00918-1433.

-10 -



PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY

(A Component Unit of the Commonwealth of Puerto Rico)

STATEMENT OF NET ASSETS (DEFICIT)

AS OF JUNE 30, 2010

ASSETS:

Cash and cash equivalents

Accounts receivable

Due from Commonwealth

Prepaid cxpenses and other asscts

Bond issuance costs

Restricted assets:

Temporarily restricted asscts:

Cash and cash equivaleats
Accrued interest receivable
Investments and investment contracts
Due from Commonwealth
Accounts receivable
Net investment in direct financing lease

Permanently restricted assets — investments and investment contracts

Capital assets — net:
Nondepreciable:
Land
Construction in progress
Depreciable — net

Total assets

LIABILITIES AND NET ASSETS (DEFICIT):
Liabilities:
Accounts payable and accrued expenses:
Due in one year
Due in more than one vear
Liabilities payable from restricted assets:
Accounts payable and accrued expenses
Accrued interest payable
Bonds and loans payable:
Due in one year
Due in more than one year

Total liabilities

NET ASSETS (DEFICIT):
Invested in capital assets — net of related debt
Restricted for:
Debt service
Trust — nonexpendable
Other purpose
Unrestricted

TOTAL NET DEFICIT

See notes to basic financial statements.

-11 -

Governmental
Activities

$ 132,068
144,459
5,179,995
659,818
47,098,276

209,261,036
5,194,986
1,052,942,912
9.958.565
31,622,515
38,975,780
310,149.220

16,681,768
399,444,708
216,439

2,127,662,545

1,858,773
4,859,000

128,980,930
55,477,155

1,041,994,954
1,964,156,499

3,197,327.311

216,439

1,079,744,640

310,149,220

306,369
(2,460,281,434)

S (1,069,664,766)
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY

(A Component Unit of the Commonwealth of Puerto Rico)

RECONCILIATION OF BALANCE SHEET — GOVERNMENTAL FUNDS
TO THE STATEMENT OF NET ASSETS (DEFICIT)
AS OF JUNE 30, 2010

TOTAL FUND BALANCE OF GOVERNMENTAL FUNDS

Amounts reported for governmental activities i the statement of net assets
(deficit) are different because:

Capital assets used in governmental activities are not financial resources and,
therefore, are not reported in the funds.

Prepaid expenses and bond issuance costs are not available to pay current
period expenditures and, therefore, are not deferred in the funds.

Revenues in the statement of activities that do not provide current
financial resources are deferred in the funds

Other long-term assets are not available to pay current period expenditures
and, therefore, are not deferred m the funds.

Liabilities, including bonds payable, loans payable, accrued interest payable,
and contingencies are not due and payable cwirently and, therefore, are not

reported in the funds.

TOTAL NET DEFICIT OF GOVERNMENTAL ACTIVITIES

See notes to basic financial statements.
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416,342,915

47,758,094

22.059.147

38,975,780

(3.066,790,048)

$  (1,069.664,766)
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY
(A Component Unit of the Commonwealth of Puerto Rico)

RECONCILIATION OF THE STATEMENT OF REVENUES, EXPENDITURES, AND
CHANGES IN FUND BALANCES — GOVERNMENTAL FUNDS TQ THE

STATEMENT OF ACTIVITIES
FOR THE YEAR ENDED JUNE 30, 2010

AMOUNTS REPORTED FOR GOVERNMENTAL ACTIVITIES IN THE
STATEMENT OF ACTIVITIES ARE DIFFERENT BECAUSE:

Net changes in fund balances — total governmental funds

Governmental funds report capital outlays as expenditures. However, in the
statement of activities the cost of those assets is allocated over their
estimated useful lives and reported as depreciation expense. This is the
amount by which capital outlays exceeded depreciation in the current

period

The issuance of long-term debt provides current financial resources to
governmental funds, while the repayment of the principal of long-term
debt consumes the current financial resources of governmental funds.
Neither transaction, however, has any effect on net assets. Also,
governmental funds report the effect of issuance costs, premiums,
discounts, and similar items when debt is first issued, whereas these
amounts are deferred and amortized in the statement of activities. This
amount is the net effect of these differences in the treatment of

long-term debt and related items

Revenues in the statement of activities that do not provide current financial
resources are not reported as revenues in the governmental funds

Some expenses reported in the statement of activities do not require the use
of current financial resources and, therefore, are not reported as expenditures

in governmental funds

CHANGE IN NET DEFICIT OF GOVERNMENTAL ACTIVITIES

See notes to basic financial statements.
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(153,747,542)

101,391,519

68,946,619

22,054,600

(989,472,827)

$

(950,827,631)




PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY

(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2010

1. REPORTING ENTITY

Puerto Rico Infrastructure Financing Authority (the “Authority™) is a component unit of the
Commonwealth of Puerto Rico (the “Commonwealth™) created by Act No. 44 of the Legislature of the
Commonwealth on June 21, 1988, as amended {“Act No. 44™) and an affiliate of Government
Development Bank for Puerto Rico (the “Bank™). The Authority was organized to provide financial,
administrative, and other types of assistance to public corporations, municipalities, and other
govermmental instrumentalities or political subdivisions of the Commonwealth that develop and operate
infrastructure facilities. The Authority is exempt from taxation in Puerto Rico pursuant to the Act

No. 44.

The accompanying financial statements present the combined financial position and results of
operations of the entity as a whole and by major funds that are governed by the Authority.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The preparation of financial statements in conformity with accounting principles generally accepted in
the United States of America (“generally accepted accounting principles™) requires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities and the
disclosure of contingent assets and liabilities at the date of the financial statements, and the reported
amounts of revenues and expenses/expenditures during the reporting period. Actual results could differ
from those estimates.

Following is a description of the Authority’s most significant accounting policies:
Government-Wide and Fund Financial Statements:

Government-Wide Financial Statements — The statement of net assets (deficit) and the statement of
activities report information on all nonfiduciary activities of the Authority. The Authority has only
governmental activities. The effect of interfund balances has been removed from the statement of net
assets (deficit). Governmental activities are financed through intergovernmental revenues and other
revenues.

Following is a description of the Authority’s government-wide financial statements:

The statement of net assets (deficit) presents the Authority’s assets and liabilities, with the difference
reported as net assets (deficit). Net assets (deficit) are reported in three categories:

e Invested in capital assets, which consists of capital assets, net of accumulated depreciation and

amortization, are reduced by the outstanding balances of related debt when such debt is attributed to
the acquisition, construction, or improvement of such assets.

-19-



e Restricted net assets result when constraints placed on net assets use are either externally imposed
by creditors, grantors, contributors, and the like, or imposed by law through constitutional
provisions or enabling legislation.

e Unrestricted net assets consist of net assets that do not meet the definition of the two preceding
categories. Unrestricted net assets often are designated, in order to indicate that management does
not consider them available for general operations. Unrestricted net assets often have constraints on
resources that are imposed by management, but may be removed or modified.

The statement of activities demonstrates the degree to which the direct expenses of a given function or
segment is offset by program revenues. Direct expenses are those that are clearly identifiable with a
specific function. Program revenues include: (1) interest and investment income, including the changes
in the fair value of investments and (2) grants and contributions that are restricted to meeting the
operational or capital requirements of a particular function. Other items not meeting the definition of
program revenue are instead reported as general revenue.

Governmental Funds’ Financial Statements — Separate financial statements are provided for
governmental funds. Major individual governmental funds are reported as separate columns in the fund
financial statements. All funds of the Authority are major funds.

Measurement Focus, Basis of Accounting, and Financial Statement Presentation:

Government-Wide Financial Statements — The government-wide financial statements are reported
using the economic resources measurement focus and the accrual basis of accounting. Revenues are
recorded when earned and expenses are recorded when a liability is incurred, regardless of the timing of
related cash flows. Grants and similar items are recognized as revenue as soon as all eligibility
requirements imposed by the provider have been met.

Governmental Funds’ Financial Statements — The governmental funds’ financial statements are
reported using the current financial resources measurement focus and the modified-accrual basis of
accounting. Revenues are recognized as soon as they are both measurable and available. Revenues are
considered available when they are collectible within the current period or soon enough thereafter to
pay liabilities of the current period. For this purpose, the Authority considers revenues available if they
are collected within 60 days after the end of the current fiscal year. Other revenues are considered
measurable and available only when cash is received by the Authority. Expenditures generally are
recorded when a liability is incurred.

Modifications to the accrual basis of accounting include:

» Interest on general long-term obligations is recognized when payment is due
e Debt service expenditures and claims and judgments are recorded only when payment is due
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Fund Accounting — The financial activities of the Authority are recorded in individual funds, each of
which is deemed to be a separate accounting entity. Fund accounting is designed to demonstrate legal
compliance and to aid financial management by segregating transactions related to certain government
functions or activities. A fund is a separate accounting enfity with a self-balancing set of accounts. The
financial activities of the Authority that are reported in the accompanying basic financial statements
have been classified into the following major governmental funds:

General Fund — The General Fund is the general operating fund of the Authority that is used to
account for all financial resources, except those required to be accounted for in another fund.

Special Revenue Fund — The Special Revenue Fund accounts for resources used or contributed to meet
the specific purpose for which these funds were granted.

Capital Projects Fund — The Capital Projects Fund accounts for resources used or contributed for the
acquisition or construction of capital assets and capital improvements.

Debt Service Fund — The Debt Service Fund accounts for the accamulation of resources for payment
of interest and principal on long-term obligations.

Permanent Fund — The Permanent Fund is used to account for assets held by the Authority in which
the trust principal {corpus) and interest up to 2040 (see Note 12) may not be expended but must be kept
intact, that is, the capital must be maintained.

When both restricted and unrestricted resources are available for use, it is the Authority’s policy to use
restricted resources first, and then, unrestricted resources as they are needed.

Budgetary Accounting — The Authority is not required by Act No. 44, as amended, to submit a
budget for approval by the Legislature of the Commonwealth; consequently, no formal budgetary
accounting procedures are followed.

Cash Equivalents — Cash equivalents are defined as highly liquid investments with original maturities
at the date of purchase of 90 days or less.

Investments and Investment Contracts — Investments are carried at fair value, except for money
market investments and nonparticipating investment contracts, which are carried at cost. Fair value is
determined based on quoted market prices, whenever available. For securities without a quoted price,
fair value is determined based on quoted market prices for comparable instruments. Realized gains and
losses from the sale of investments and unrealized changes in fair value are recorded as investment
income.

Prepaid Expenses — Certain payments to vendors represent costs applicable to future accounting
periods and are recorded as prepaid items in the government-wide financial statements.

Restricted Assets — Certain resources are set aside for the repayment of bonds payable, as described
in Note 8. The Authority also has resources set aside for construction of capital projects and other
purposes, such as future contributions to the revolving loan funds (see Note 11). All of these assets are
classified as restricted assets on the accompanying statement of net assets (deficit) and balance sheet.

Capital Assets — Capital assets include land, construction in progress, furniture and equipment,
vehicles, and leasehold improvements. Capital assets are reported in the government-wide financial
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statements. The threshold for capitalizing fumiture and equipment, vehicles, and leasehold
improvements is $750. Major outlays for capital assets and improvements are capitalized as projects are
constructed. Capital assets are recorded at cost or estimated historical cost. Contributed assets are
recorded at estimated fair value at the time received. Depreciation is calculated using the straight-line
method over the estimated useful lives of the related depreciable assets,

The ranges of the useful lives are as follows:

Description Years
Furniture and equipment 3-5
Vehicles 3-5
Leasehold improvements Lesser of 5 years

or lease term

The costs of normal maintenance and repairs that do not add value to the asset or materially extend
assets’ lives are not capitalized.

The Authority follows Governmental Accounting Standards Board (GASB) Statement No. 42,
Accounting and Financial Reporting for Impairment of Capital Assets and for Insurance Recoveries.
The objective of this statement is to establish accounting and financial reporting standards for
impairments of capital assets. A capital asset is considered impaired when its service utility has
declined significantly and unexpectedly. This statement also clarifies and establishes accounting
requirements for insurance recoveries. Under this statement, governments are required to evaluate
prominent events or changes in circumstances affecting capital assets to determine whether impairment
of capital assets has occurred. Such events or changes in circumstances that may be indicative of
impairment include evidence of physical damage, enactment or approval of laws or regulations, or other
changes in environmental factors, technological changes or evidence of obsolescence, changes in the
manner or duration of use of capital assets, and construction stoppage among others (see Note 6).

Compensated Absences - The Authority maintains a policy that permits employees to accumulate
earned but unused vacation and sick pay benefits that will be paid to employees upon separation from
the Authority service if certain criteria are met. These benefits, plus their related tax and retirement
costs, are classified as compensated absences. The Authority’s policy permits employees to either bank
unused sick pay benefits or receive a cash buyout on an annual basis. Both the current and long-term
portion of compensated absences are accrued and reported in the government-wide financial statements.

A liability for these amounts is reported in the governmental funds only if these are currently due and
payable, for example as a result of employee resignations and retirements.

Deferred Bond Issuance Costs and Bond Premiums/Discounts — Premiums/discounts and bond
issnance costs related to long-term debt are deferred and amortized/accreted over the life of the related
debt, using systematic and rational methods that approximate the interest method. Loans payable,
Special Tax Revenue Bonds, Special Obligation Bonds, and Mental Health Infrastructure Revenue
Bonds in the government-wide financial statements are shown net of unamortized premium or discount.

Issuance costs related to general long-term debt in the governmental fund financial statements are

recorded as expenditures when paid and, therefore, are not accounted for in subsequent periods.
Premiums/discounts related to general long-term debt in the governmental fund financial statements are
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recorded as part of other financing sources/uses and, therefore, are not accounted for in subsequent
periods.

Interfund Tramsactions — The Authority has operating transfers which are legally required transfers.
These are reported when incurred as “Transfers-in” by the recipient fund and as “Transfers-out” by the
disbursement fund. Interfund receivables and payables have been eliminated from the statement of net
assets (deficit).

Reservations of Fund Balance — Reservations of fund balance represent portions of fund balances
that are reserved for specific purposes, not appropriable, or not available for expenditures. The
Authority has the following reservations of fund balance:

Capital Projects Fund — Represent net assets available to finance future capital outlays.
Debt Service Fund — Represents net assets available to finance future debt service payments.

Trust —Nonexpendable — Represents net assets held in trust in which the principal (corpus) may not
be expended. Investment earnings from the net assets held in trust up to October 1, 2040, are considered
nonexpendable and will be permanently reinvested in the corpus.

Other Purposes -— Represent cash reserved for future contributions to the Capital Projects Fund.

Refunding — Refunding involves the issuance of new debt whose proceeds are used to repay
immediately (current refunding) or at a future time (advance refunding) previously issued debt. The
difference between the reacquisifion price and the net carrying amount of the old debt is deferred and
amortized as a component of interest expense over the remaining life of the old debt or the life of the
new debt, whichever is shorter. The deferred amount is reported on the statement of net assets as an
addition to or deduction from the new debt.

Risk Management — The Authority is responsible for assuring that the Authority’s property is
properly insured. Annually, the Authority compiles the information of all property owned and its
respective replacement value and purchases property and casunalty insurance policies. Insurance
coverage for fiscal year 2010 remained similar to those of prior years. For the last three years, insurance
settlements have not exceeded the amount of coverage.

Deferred Revenue — Deferred revenue at the governmental fund level arises when potential revenue
does not meet the measurable or the available criteria for revenue recognition in the current period.
Available is defined as due at June 30 and collected within 60 days thereafter to pay obligations due at
June 30. In subsequent periods, when the revenue recognition criteria are met, or when the Authority
has a legal claim to the resources, the liability for the deferred revenue is removed from the balance
sheet and the revenue is recognized. Deferred revenue at the government-wide level arises only when
the Authority receives resources before it has a legal claim to them.
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Future Adoption of Accounting Pronouncements—The GASB has issued the following Statements:

a. GASB Statement No. 54, Fund Balance Reporting and Governmental Type Fund Definitions, which
is effective for periods beginning after June 15, 2010.

b. GASB Statement No. 57, OPEB Measurements by Agent Employers and Agent Multiple-Employers
Plans, which is effective for periods beginning after June 15, 2011.

¢. GASB Statement No. 59, Financial Instruments Ommnibus, which is effective for periods beginning
after June 15, 2010.

d. GASB Statement No. 60, Accounting and Financial Reporting for Service Concession
Arrangements, which is effective for periods beginning after December 15, 2011.

e. GASB Statement No. 61, The Financial Reporting Entity: Omnibus — an amendment of GASB
Statements No. 14 and No. 34, which is effective for periods beginning after June 15, 2012.

f. GASB Statement No. 62, Codification of Accounting and Financial Reporting Guidance Contained
in Pre-November 30, 1989 FASE and AICPA Pronouncements, which is effective for periods
beginning after December 15, 201 1.

Management is evaluating the impact that these statements will have on of the Authority’s basic
financial statements.

CASH AND CASH EQUIVALENTS, AND INVESTMENTS AND INVESTMENT CONTRACTS

In accordance with investment guidelines promulgated by the Bank for agencies and public corporations
of the Commonwealth under the provisions of Act No. 113 of August 3,1995, and Executive Order
1995-50A (the “Investment Guidelines™), the Authority is authorized to purchase or enter into the
following investment instruments:

+ U.S. Government and agencies obligations

o Certificates of deposit

s Bankers acceptances

¢ Commercial paper

e Participations in the Puerto Rico Government Investment Trust Fund

e Obligations of the Commonwealth of Puerto Rico, its agencies, municipalities, public corporations,
and instrumentalities

e Obligations of state and local governments of the United States of America
s Mortgage and asset-backed securities

o Corporate debt, including investment contracts
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The Investment Guidelines also establish limitations and other guidelines. Investments related to bond
issuances are purchased in accordance with the related bond indenture.

As of June 30, 2010, the Authority held cash, cash equivalents, and investments and investment
contracts as follows:

Unrestricted assets — cash b 132,068
Restricted assets:
Cash 48,813,918
Cash equivalents 160,447,118
Investments and investment contracts 1,363,092,132
Total - $1,572,485,236

Investments and investment contracts, including investments and investment contracts classified as cash
equivalents, are shown below by confractual maturity. Expected maturities may differ from contractual
maturities because borrowers may have the right to call or prepay obligations with or without call or
prepayment penalties.

Due Within Due After
One Year Ten Years Total

U.S. Treasury — State and local

government securities $1,042,176,712 $ - $1,042,176,712
Time deposits:

Government Development Bank for

Puerto Rico 7,000,000 310,148,220 317,149,220
Banco Popular de Puerto Rico 824,103 824,103
Money market funds:
U.S. Bank Trust National Association 75,017,772 75,017,772
Federated Prime Obligations 84,605,243 84,605,243
Nonparticipating investment
contracts — Calyon 3,766,200 3,766,200
Total $1,209,623,830 $ 313,915,420 $1,523,539,250

The credit quality ratings for investments and investment contracts at June 30, 2010, are as follows:

Credit Risk Rating

Counterparty Standard & Poors Moody's
U.S. Bank Trust National Association AA- Aa?
Government Development Bank for Puerto Rico BBB Baa3
Federated Prime Obligations AAAmM Aaa
Calyon AA- Aaj3
Banco Popular de Puerto Rico B+ Baa3

The credit quality rating for time deposits and nonparticipating investment contracts are based on the
credit quality ratings of the counterparties with whom those contracts are entered into.

In the case of deposits, the Authority does not have a deposit policy for custodial credit risk. Custodial
credit risk is the risk that in the event of a bank failure, the Authority’s deposit may not be returned to it.

_25_



As of June 30, 2010, approximately $372.8 million of the depository bank balance of approximately
$373.6 million was exposed to custodial credit risk since such deposits, all of which are maintained at
the Bank, are uninsured and uncollateralized.

ACCOUNTS RECEIVABLE

Accounts receivable as of June 30, 2010, are as follows:

Special Capital
General Revenue Projects
Description Fund Fund Fund Total
Due from federal government $ - $ 14,584,804 $ - $14,584,804
Due from other
governmental entities 144,459 17,037,711 17,182,170
Total $ 144,459 $ 14,584,804 $17,037,711 $31,766,974

The reconciliation to the government-wide statement of net assets (deficit) as of June 30, 2010, is as
follows:

Unrestricted assets — accounts receivable $ 144,459

Restricted assets — accounts receivable 31,622,515

Total $31,766,974
DIRECT FINANCING LEASE

On April 6, 2006, the Authority entered into a direct financing lease transaction resulting from the
acquisition of certain medical facilities. Concurrent with the transaction, the Authority assumed a loan
payable to the Bank as described in Note 8 for $34,225,725 and entered into a lease agreement with
Mental Health and Anti-Addiction Services Administration (MHAASA).

In October 2007, the Authority issued the Mental Health Infrastructure Revenue Bonds, Series A and B
in the aggregate amount of $43,330,000 as described in Note 8 to pay in full the note hereunder, plus
accrued interest of $3,305,780. The Authority entered into a trust agreement with Banco Popular de
Puerto Rico (the “Trustee™), providing a lease agreement that was assigned to the Trustee requiring that
payments by MHAASA under the lease be made directly to the Bank to cover the principal and interest
required on the bonds.
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The lease terms stated that the payments will be for 30 years after the commencement of the bond’s
term and the lease amount will be equal to the annual principal and interest requirement of the bonds
hereunder. MHAASA’s annual budget appropriations from the Commonwealth of Puerto Rico and the
payments by the sublessors of MHAASA shall be assigned to the Trustee as security interest for the
lease payments. MHAASA has the option to purchase the leased premises for $1 at the end of the lease
term.

The total rentals receivable under the lease contract, net of uneamed income, were recognized as net
investment in direct financing lease and the uneamed income on the lease is recognized monthly at a
congtant periodic rate of return on the unrecovered investment.

The composition of the net investment in direct financing lease at June 30, 2010, is as follows:

Description Amount

Net minimum lease payments receivable $ 90,397,420
Less unearned lease income (51,421,640)
Total $ 38,975,780

At June 30, 2010, the minimum future lease payments due under the direct financing lease are as
follows:

Years Ending

June 30 Amount
2011 $ 4,784,557
2012 3,062,075
2013 6,565,388
2014 3,100,300
2015 3,061,100
Thereafter 69,824,000
$90,397,420
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6.

CAPITAL ASSETS

Capital assets activity for the year ended June 30, 2010, was as follows:

Decreases and

Governmental Beginning Other Ending
Activities Balance Increases Reclassifications Balance
Capital assets:
Nondepreciable:
Land $ 15,675,433 $ 1,006,335 $ - $ 16,681,768
Construction in progress 1,270,910,634 100,339,207 (971,805,133) 399,444,708
Depreciable:
Furniture and equipment 761,605 82,326 843,931
Vehicles 67,476 57,691 (36,908) 88,259
Leaschold improvements 677,295 677,295
Total capital assets 1,288,092,443 101,485,559 (971,842,041) 417,735,961
Less accumulated depreciation
and amortization:
Furniture and equipment (638,288) (72,350) (710,638)
Vehicles (60,3253) (10,368) 35,361 (35,132)
Leasehold improvements (637,351) (9,925) (647,276)
Total accumulated depreciation
and amortization {1,335,564) (92,643) 35,561 (1,393,046)
Capital assets — net $1,286,756,479 $101,392,916 $  (971,806,480) $ 416342915

The Authority has issued certain bonds and notes to finance the construction of certain capital projects
for the benefit of Puerto Rico Aqueduct and Sewer Authority (PRASA), municipalities of Puerto Rico,
and other agencies and instrumentalities of the Commonwealth (see Notes 8 and 9). The capital projects
include the construction of infrastructure and buildings to be used in the operations of, and managed by,
PRASA, municipalities of Puerto Rico, and other agencies and instrumentalities of the Commonwealth
in their respective operations. These capital projects, including land acquired, are included as part of the
Authority’s capital assets until construction is completed and the conditions for transfers to the ultimate
beneficiaries are met, at which time they are recorded as an expense in the statement of activities.

On April 6, 2006, the Authority and PRASA entered into an assistance agreement whereby the
infrastructure projects undertaken by the Authority for PRASA’s benefit (the “PRASA Projects™) would
be transferred to PRASA not later than 90 days after the execution of the agreement. The Authority and
PRASA would comply with certain conditions precedent to transfer, which requires among other:

(1) written assignment to PRASA of such contracts in connection with such projects, which contract
PRASA determines are necessary; (2) completion of the technical and financial report; (3) completion
of a legal report, including an assessment of actoal or potential claims for such project; and

(4) completion of the land acquisition process and transfer of land to PRASA in connection with such
projects. The Authority continues to fund the completion of the projects still in development up to the

maximum available for such purposes.
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On June 28, 2010, the Authority and PRASA entered into an amended assistance agreement (the
“Agreement”) to acknowledge the Authority’s compliance with the conditions precedent to transfer on
all PRASA Projects, excluding land owned by the Authority, and PRASA’s assumption of all operation,
maintenance, and safety responsibilities of all PRASA Projects. In connection with the amendment,
approximately $915 million of the Authority’s capital assets were transferred to PRASA. The transfer to
PRASA of land owned by the Authority in connection with such projects of approximately $9,282,000
at June 30, 2010, has not been executed since various conditions precedent to the transfer are in the
process of being completed.

During the year ended June 30, 2010, the Authority incurred construction costs for the benefit of other
instrumentalities amounting to approximately $101.3 million. Such construction costs have been
included as part of capital outlays in the accompanying statement of revenues, expenditures, and
changes in fund balances — governmental funds as follows:

Function/Programs Amount

Recreation and sports $ 72,696,689
Edifications, aqueduct and sewers, and arts and entertainment 26,010,822
Transportation 2,638,031
Total $101,345,542

During the year ended June 30, 2010, the Authority recorded an impairment loss of approximately
$23,659,000 on infrastructure projects. The impairment loss has been recorded as part of the aqueduct
and sewers function in the accompanying statement of activities.

During the year ended June 30, 2010, the Authority also transferred completed construction projects
amounting to approximately $33 million to municipalities of Puerto Rico, and other agencies and
instrumentalities of the Commonwealth. During the year ended June 30, 2010, depreciation expense of
$92,643 was charged to the general government function in the accompanying statement of activities,

INTERFUND TRANSFERS

The summary of the interfund balances as of June 30, 2010, is as follows:

Receivable Payable

By By Purpose Amount
Capital Projects Fund  General Fund Reimbursement of expenditures $ 317,851
General Fund Special Revenue Fund  Reimbursement of expenditures 386,058
Total $ 703,909

-29-



Interfund transfers for the year ended June 30, 2010, consist of the following:

Transfer Transfer
Out In Purpose Amount
Permanent Fund General Fund Provide funding for contribution to the hY 3,501,367
Commonwealth and the Bank
Permanent Fund Debt Service Fund Debt service payments 63,974,896
Permanent Fund Debt Service Fund Debt service paymernts 1,043,886,907
General Fund Debt Service Fund Debt service payments 107,812,691
Capital Projects Debt Service Fund Debt service payments 159,530
Debt Service Fund General Fund Contribution 8,525
Total $ 1,219,343,916
BONDS PAYABLE

Special Tax Revenae Bonds — On April 2, 1998, the Authority issued $134,660,000 Special Tax
Revenue Refunding Bonds, Series 1998 A (the “Series 1998 A Bonds™). The Series 1998 A Bonds bear
interest, payable semiannuaily on January 1 and July 1 at rates ranging from 4.3% to 5.5%, and
maturing at various dates through July 1, 2010.

On June 16, 2005, the Authority issued $309,102,577 Special Tax Revenue Bonds, Series 2005 A (the
“Series 2005 A Bonds™), $324,625,000 Special Tax Revenue Bonds, Series 2005 B (the “Series 2005 B
Bonds™), and $699,235,339 Special Tax Revenue Refunding Bonds, Series 2005 C (the “Series 2005 C
Bonds™). The Series 2005 A Bonds mature at various dates from July 1, 2029 through 2043, inclusive,
and the Series 2005 C Bonds maturing on July 1, 2028, were issued as Capital Appreciation Bonds.

The Series 2005 A and B Bonds were issued primarily for the purpose of providing approximately
$292 million in financial assistance to PRASA and other Commonwealth instrumentalities and
municipalities in connection with certain capital projects. This includes the repayment of approximately
$26 million for certain advances made to the Authority by the Bank for the purpose of providing funds
to pay certain capital improvements of the Authority or other Commonwealth’s instrumentalities. The
Series 2005 A and B Bonds were also issued to provide approximately $317 million in working capital
assistance to the Commonwealth and to cover interest and costs of issuance of the Series 2005 A and B
Bonds. The bond proceeds earmarked for PRASA and non-PRASA projects were deposited in the
Authority’s Capital Projects Fund.

The Series 2005 C Bonds were issued for the purpose of refunding all of the Authority’s Special Tax
Revenue Bonds, Series 1997 A Bonds, including capitalized interest and to cover costs of issuance of
the Series 2005 C Bonds. This refunding permitted the Authority to realize present value savings on its
debt service requirements.

The Authority deposited the net proceeds of the Series 2005 C Bonds, together with certain other
available moneys, with the Trustee, as escrow agent, in a special redemption fund under the terms of an
escrow deposit agreement. Such net proceeds, together with such other available moneys, were invested
in government obligations, the principal of and interest on which when due, together with any moneys
deposited with the Trustee remaining uninvested, will provide moneys sufficient to pay the principal of,
redemption premium and interest on the refunded bonds through the date of redemption.
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The Series 2005 A, B, and C Bonds bear interest, payable semiannually on January 1 and July 1 at rates
ranging from 4% to 5.5%, and mature at various dates through July 1, 2045. Accrued interest on the
Capital Appreciation Bonds will be paid at maturity as part of the bonds accreted value. The Series
2005 B Bonds maturing July 1, 2037 and 2041, may be redeemed by the Authority prior to maturity,
upon not Jess than 30 days prior notice, either in whole or in part, and if in part, as directed by the
Authority. The Series 2005 A and C are not subject to redemption prior to maturity.

On September 28, 2006, the Authority issued $469,770,000 Special Tax Revenue Bonds, Series 2006
(the “Series 2006 Bonds™), for the purpose of developing the infrastructure necessary for the XXI
Central American and Caribbean Games (the “Games™). The proceeds of this issuance provided for
(1) the acquisition, improvements and construction of sports and other facilities necessary for the
Games; (2) the construction of capital projects of certain Commonwealth’s instrumentalities and
municipalities; and (3) the payment of capitalized interest and cost of issuance of the Series 2006
Bonds. The proceeds of the Series 2006 Bonds were deposited into a Special Construction Fund
administered by the Authority on behalf of the applicable benefited entities. The Series 2006 Bonds
bear interest, payable on July 1 and Januvary 1 of each year, at various rates ranging from 4.25% to
5.00%, and mature on various dates from July 1, 2010 to July 1, 2046.

The Special Tax Revenue Bonds are payable solely from and secured by a pledge of federal excise taxes
and other moneys deposited to the credit of a sinking fund established pursuant to a trust agreement.
Payment of principal and interest is insured by separate municipal bond insurance policies issued by an
unrelated insurance company.

Act No. 44, as amended, requires that in each fiscal year through fiscal year 2057, the first
$117,000,000 of certain federal excise taxes received by the Commonwealth be transferred to the
Authority. Such taxes consist of the federal excise taxes levied on rum and other articles produced in
Puerto Rico and sold in the United States, which taxes are collected by the U.S. treasury and returned to
the Commonwealth.

Rum is the only article currently produced in Puerto Rico subject to federal excise taxes, the proceeds
of which are required to be returned to the Commonwealth. The trust agreement requires the Authority
to deposit in the sinking fund the federal excise taxes and other moneys deposited as are required to
meet the debt service requirements with respect to the Bonds.

The federal excise taxes securing the Bonds are subject to a number of factors, including the continued
imposition and remittance of such taxes to the Commonwealth and conditions affecting the Puerto Rico
rum industry. The level of federal excise taxes to be received by the Commonwealth is currently
expected to fall, although the exact amount cannot be determined. If the federal excise taxes received by
the Commonwealth in any fiscal year are insufficient, Act No. 44 requires that the Authority request
and the Director of the Office of Management and Budget of the Commonwealth include in the budget
of the Commonwealth for the corresponding fiscal year, an appropriation necessary to cover such
deficiency. The Legislature of the Commonwealth, however, is not obligated to make the necessary
appropriation to cover such deficiency.

The Authority was required under the trust agreement to establish a reserve account in the sinking fund
to deposit and maintain therein an amount equal to the reserve requirements, as defined. Alternatively,
the Authority may deposit to the credit of such reserve account an insurance policy or a letter of credit
in lieu of any required deposit or in substitution of moneys on deposit in the reserve account.
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Additional bonds, secured on parity with the Bonds, may be issued for any purpose authorized by Act
No. 44, subject to compliance with certain financial tests in the trust agreement.

As of June 30, 2010, debt service requirements (in thousands) for special tax revenue bonds were as
follows:

Years Ending

June 30 Principal Interest Total

2011 $ 30,220 $ 82,001 $ 112,221
2012 31,775 80,396 112,171
2013 33,430 78,684 112,114
2014 35,195 76,872 112,067
2015 37,055 74,954 112,009
2016-2020 217,005 342,234 559,239
2021-2025 281,665 275,655 557,320
2026-2030 365,045 192,978 558,023
2031-2035 403,855 159,838 563,693
2036-2040 566,547 135,301 701,848
2041-2045 434,541 52,278 486,819
2046-2047 143,342 8,649 151,991

2,579,675 $1,559,840 $4,139,515

Add — Premium 125,545
Less:
Unaccreted discount on capital appreciation
bonds (688,453)

Unamortized deferred loss on refunding bonds (65,372)

Total $1,951,395

Over the years, the Authority has defeased certain other bonds by placing bond proceeds in irrevocable
trusts to provide for all future debt service payments of such defeased bonds. Accordingly, the trust
account assets and the liabilities for defeased bonds are not included in the Authority’s financial
statements. At June 30, 2010, there is no principal outstanding on bonds defeased.

Special Obligation Bonds — On September 28, 2000, the Authority issued $1,037,750,000 Special
Obligation Bonds, Series 2000 A and $54,800,000 Special Obligation Bonds, Series 2000 B
(collectively, the “Series 2000 Bonds™) for the purpose of repaying certain notes issued by the Authority
to the Bank and financing certain aqueduct and sewer infrastructure development projects. The Series
2000 Bonds are limited obligations of the Authority, payable solely from and secured by, a pledge of all
proceeds collected by the Authority from U.S. Treasury securities and other eligible obligations
deposited in a special account of the Permanent Fund held by a trustee under an irrevocable and
permanent trust.
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The Series 2000 A Bonds bear interest rates ranging from 4.1% to 5.5%, payable semiannually on each
April 1 and October 1 up to fiscal year 2042. The Series 2000 B Bonds bear a variable interest rate
during each index rate period, as defined, at a rate equal to the sum of (i) the average of the Bond
Market Association Municipal Swap Index for cach day during such period and (ii) 0.65% (the “Index
Rate™). The Index Rate on the 2000 Series B Bonds may not be less than 1% nor more than 7.5% per
annum.

The Series 2000 A Bonds are subject to redemption, at the option of the Authority, on or after October
1, 2010 through September 30, 2011, at a redemption price of 101% and 100% thereafter. The Series
2000 B Bonds are subject to redemption, at the option of the Authority, at a price equal to the principal
balance plus accrued interest at the date of redemption, on any date not earlier than October 1, 2010.

By virtue of Act. No. 3 of January 14, 2009 (“Act No. 3”) approved by the Legislature of the
Commonwealth, Act No. 44 was amended to permit the Authority to redeem all of the investments
deposited in the special account of the Permanent Fund and use the net proceeds of said redemption. to
provide sufficient funds for the repayment of all principal of and interest on the Series 2000 Bonds,
among other purposes.

On January 29, 2009, the Authority redeemed all of the investments in accordance with Act No. 3 and
set aside $1,104,221,957 of the proceeds of said redemption for the defeasance of the Series 2000
Bonds (see Note 12).

As of June 30, 2010, debt service requirements (in thousands) for the Series 2000 Bonds are as follows:

Years Ending

June 30 Principal Interest Total
2011 $ 1,008,240 $35,712 $1,043,952
Less — Discount (3,551)

Total $ 1,004,689

Mental Health Infrastructure Revenue Bonds — On October 24, 2007, the Authority issued
$39,800,000 Revenue Bonds, Series 2007 A, and $3,530,000 Series 2007 B (collectively, the “Series
2007 Bonds™). The Series 2007 A Bonds were issued for the purpose of providing funds, together with
other available funds, to repay in full the loan due to the Bank amounting to $34,225,725 related to the
acquisition of certain mental health facilities known as MEPSI Center located in the Municipality of
Bayamén. The Series 2007 B Bonds were issued for the purpose of providing funds to pay interest
accrued o a loan due to the Bank amounting to $3,305,780.

The Series 2007 Bonds were issued under a trust indenture dated October 1, 2007, between the
Authority and the Bank, which provides for the assignment of a lease with an option to purchase, dated
October 24, 2007, as described in Note 5. The Series 2007 A Bonds are payable semiannually on April

1 and October 1, and bear interest at fixed rates of 5.6% through 2014, 6.25% through 2024, and 6.5%
through 2037. The Series 2007 B Bonds mature on October 1, 2012, and bear interest at a rate of 5.75%
payable annually on each October 1. The Series 2007 Bonds are subject to redemption rights at 100% of
the principal, plus accrued interest.

-33-



As of June 30, 2010, debt service requirements (in thousands) for Mental Health Infrastructure Revenue
Bonds were as follows:

Years Ending
June 30 Principal Interest Total
2011 § 400 $ 2,685 § 3,085
2012 400 2,602 3,062
2013 4,030 2,536 6,566
2014 700 2,400 3,100
2015 700 2,361 3,061
2016-2020 4,100 11,098 15,198
2021-2025 5,700 9,579 15,279
2026-2030 7,700 7.439 15,139
2031-2035 10,700 4,488 15,188
2036-2037 8,200 819 9,019
42,630 $46,067 $88,697
Less — Dyiscount (654)
Total $41,976
LOANS PAYABLE

On January 16, 2002 (the “refinancing date™), the Authority entered into a loan agreement (the “Note™)
with Puerto Rico Public Finance Corporation (PFC), a component unit of the Bank. The Note was
originally a loan granted by the Bank (the “Old Note™), but which, pursuant to Act No. 164 of
December 17, 2001, PFC acquired and restructured through the issuance of PFC Commonwealth
Appropriation Bonds (the “PFC Bonds™). The PFC Bonds were issued under trust mdenture agreements
whereby PFC pledged the Old Note, along with other notes under the Act No. 164, to certain trustees
and created a first lien on the pledged revenue (consisting of annual Commonwealth appropriations
carmarked to repay the Note).

The amount outstanding of the Note at June 30, 2010, was $4,956,449 and matures in June 2031.
Interest on the unpaid principal amount of the Note is equal to the applicable percentage of the
aggregate interest payable on PFC Bonds. Applicable percentage is the percentage representing the
proportion of the amount paid by PFC on the Note to the aggregate amount paid by PFC on all the notes
acquired by PFC under Act No. 164. During the year ended June 30, 2010, the Authority recorded
Commmonwealth appropriations amounting to $264,582 that were used to pay the interest on the Note as
part of program revenues — operating grants and contributions — general government function and as
part of contributions from Commonwealth in the accompanying statement of revenues, expenditures,
and changes in fund balances — governmental funds.
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On February 18, 2005, the Authority entered into a loan agreement with the Bank related to a
nonrevolving line of credit in an amount not to exceed $40,000,000 for the construction of an
anditorium for Centro de Bellas Artes Luis A. Ferré. This loan agreement matures on June 30, 2018,
and bears interest at 7% as of June 30, 2010. As of June 30, 2010, the principal balance outstanding
under this loan agreement amounted to $3,119,052. During the year ended June 30, 2010, the Authority
received contributions from the Puerto Rico Sales Tax Financing Corporation (“COFINA”, for its
Spanish acronym), also a component unit of the Commonwealth, amounting to $36,792,025. These
contributions were used to pay the principal and interest due under this loan agreement. These
contributions have been recorded as part of program revenues — operating grants and contributions —
general government function in the accompanying statement of activities and as part of contributions
from Commonwealth in the accompanying statement of revenues, expenditures, and changes in fund
balances — governmental funds.

On June 1, 2009, the Authority entered into a nonrevolving line of credit facility (the “Line of Credit”)
with the Bank to provide interim financing for costs incurred by the Authority under certain American
Recovery and Reinvestment Act Programs (the “ARRA Programs™). The Line of Credit will be repaid
from the cost reimbursements received from the federal government under the ARRA Programs. The
Line of Credit matures on December 31, 2010, and bears interest at 150 basis points over the prime rate
(4.75% as of Tune 30, 2010). As of June 30, 2010, the principal balance outstanding under the Line of
Credit amounted to $15,902.

As of June 30, 2010, debt service requirements (in thousands) for loan agreements are as follows:

Years Ending

June 30 Principal Interest Total
2011 $ 16 $ 483 $ 499
2012 487 487
2013 426 426
2014 99 432 531
2015 92 430 522
2016-2020 3,698 1,638 5,336
2021-2025 ' 168 805 1,273
2026-2030 2,566 633 3,199
2031-2033 1,153 86 1,239

3 8.092 § 5420 $13,512
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10. CHANGES IN LONG-TERM AND OTHER LIABILITIES

Long-term liability activity (in thousands) in the governmental activities for the year ended June 30,
2010, was as follows:

Beginning Ending Due Within
Description Balance Additions Deductions Balance One Year
Special Tax Revenue Bonds:
Series 1998 A Bonds $ 50350 $ - $ (24,785 $ 25,565 $ 25,565
Series 2005 A, B and C Bonds 2,084,340 2,084,340
Series 2006 Bonds 469,770 469,770 4,655
Special Obligation Bonds -
Series 2000 A and B Bonds 1,019,430 (11,190) 1,008,240 1,008,240
Mental Health Infrastructure
Revenue Bonds —
Series 2007 A and B Bonds 43,030 (400 42,630 400
Subtotal 3,666,920 - (36,375) 3,630,545 1,038,860
Net premium 138,455 (17,116) 121,339
Unacereted discount on capital
appreciation bonds (702,123} 13,670 {688,453}
Unamortized deferred loss
on refunding loans {69,003) 3,632 {65,371)
Total bonds payable 3,034,249 - (36,189) 2,998,060 1,038,860
Loans payable 37,456 9,190 (38,554) 8,092 3,135
Liability for legal matters 525 4,334 4,859

$3,072,230 § 13,524 $ (74,743)  $3,011,011 $ 1,041,995

Long-term liabilities are presented in the government-wide statement of net assets (deficit) as of
June 30, 2010, as follows (in thousands):

Accounts payable and accrued expenses — Due in more than one year $ 4,859
Liabilities payable from restricted assets — bonds and loans payable:
Due in one year 1,041,995
Due in more than one year 1,964,157
Total $ 3,011,011

Compensated Absences — The activity for compensated absences, included within accounts payable
and accrued liabilities in the accompanying statement of net assets (deficit), during the year ended
June 30, 2010, is as follows (in thousands):

Beginning Ending Due Within
Balance Additions Deductions Balance Cne Year
Compensated absences  $ 150 $ 214 $ 150y  $ 214 $ 214
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11.

12.

Compensated absences are available to be liquidated by the employees during the year.
REVOLVING LOAN FUNDS

Act No. 44 provided for the establishment of the Puerto Rico Water Pollution Control Revolving Fund
(the “Revolving Fund™), which is administered by the Puerto Rico Environment Quality Board (EQB)
and by the Authority in accordance with Title V1 of the Water Pollution Control Act (the “Clean Water
Act”) of 1972. The EQB, as the designated instrumentality of the Commonwealth, is empowered to
enter into capitalization grant agreements with the U.S. Environmental Protection Agency (EPA), to
accept capitalization grant awards made under Title VI of the Clean Water Act and, in conjunction with
the Authority, to manage the Revolving Fund in accordance with the requirements of the Clean Water
Act, Act No. 44, and the Memorandum of Understanding entered into by and among EQB, PRASA, the
Bank, and the Authority.

On July 7, 1997, the Legislature of the Commonwealth enacted legislation, which, among other things,
established the Puerto Rico Safe Drinking Water Treatment Revolving Loan Fund (the “Drinking Water
Fund™) with the purpose of receiving financial assistance under the Clean Water Act and provides for
the participation of the Authority in the administration of said fund.

The net assets, revenues, and expenses of these loan funds are not included in the accompanying basic
financial statements since the Authority acts only as administrator of the Revolving Fund and the
Drinking Water Fund. As of June 30, 2010, the Authority holds cash in a custodian capacity amounting
to $12,511,794, which is presented as part of temporarily restricted cash and cash equivalents in the
accompanying statement of net assets (deficit). As of June 30, 2010, the Authority has also recorded a
liability for the same amount, which is included as part of liabilities payable from restricted assets —
accounts payable and accrued expenses in the accompanying statement of net assets (deficit).

PERMANENT FUND

Act No. 92 of June 24, 1998, of the Legislature of the Commonwealth (“Act No. 92”) provided, among
other things, for the creation of the Permanent Fund of the Authority. The Permanent Fund consisted of
a corpus account {the “Corpus Account™) funded with a portion of the proceeds from the sale of assets
of Puerto Rico Telephone Authority (PRTA) and additional accounts created or to be created by the
Authority. Act No. 92 provided that the principal of the Corpus Account may not be reduced for any
reason and that income received from investments in the Corpus Account and other amounts received
may be deposited in any of the additional accounts. ‘
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On March 2, 1999, the Authority received $1.2 billion in connection with the sale of certain assets of
PRTA, which were deposited in the Corpus Account. Amounts deposited in the additional accounts are
to be used first to pay the principal, premium, and interest of any bonds outstanding or to be issued by
the Authority and then for the expansion, development, and modernization of infrastructure related to
the aqueduct and sewer systems of Puerto Rico.

The amounts deposited in the Permanent Fund shall be invested up to S1 billion in (1) direct obligations
of the U.S. government; (2) obligations, the payment of principal and interest of which are
unconditionally guaranteed by the U.S. government; (3) certificates of deposit of any bank, national
bank association, or trust company organized and existing under the laws of the Commonwealth, the
United States of America, or any of its states, on which the excess over the federal deposit insurance is
secured by investments of the types described in (1) and (2) above; or (4) tax-exempt obligations of any
state, instrumentality, agency, or political subdivision of Puerto Rico or the United States, the payment
of principal and interest of which is secured by investments of the types described in (1) and (2) above.

Amounts in excess of $1 billion shall be invested in any of the instruments mentioned above or in any
other instruments, including publicly traded common and preferred stock, not prohibited by investment
guidelines adopted by the Bank.

By virtue of Act No. 3 of January 14, 2009 (“Act No. 37), Act No. 44 was amended fo permit the
Authority to sefl all or a portion of the outstanding Corpus Account investments held in the 2000 Trust
Agreement and use the net proceeds of said redemption to: (1) provide for the early extinguishment of
the Series 2000 Bonds described in Note 8, (2) maintain a permanent investment of $300 million within
the Corpus Account, (3) pay any amounts due to the U.S. Internal Revenue Service (IRS), (4) pay
transaction costs, and (3) contribute any remaining amounts to the Commonwealth and the Bank, among
other purposes.

On January 29, 2009, the Authority entered into an escrow restructuring for the Series 2000 A and B
Bonds in accordance with the provisions of Act No. 3 and sold the investments held in the Corpus
Account. During the year ended June 30, 2010, the Authority used the remaining proceeds of the
redemptjon to make additional contributions to the Commonwealth and the Bank amounting to
approximately $3.3 million.

On June 30, 2010, approximately $1,042 million have been invested in short-term U.S. Treasury
securities, which are restricted for the early redemption of the Series 2000 Bonds and are included as
part of temporarily restricted assets — cash and cash equivalents in the accompanying statement of net
assets (deficit). On June 30, 2010, the Authority transferred these securities, including approximately
$1.7 million of accrued interest receivable, from the permanent fund to the debt service fund.

Also, approximately $310 million have been invested in a time deposit agreement with the Bank as a

permanent investment within the Corpus Account as established by Act No. 3. Also, in accordance with
Act No. 3, the interest carned in the time deposit agreement will be capitalized up to fiscal year 2040.
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13. RELATED-PARTY TRANSACTIONS

14.

15,

During the year ended June 30, 2010, the Commonwealth assigned to the Authority $117 million of
which approximately $111.8 million were used for debt service payments of the bonds and operating
expenses. The remaining $5.2 million were collected after June 30, 2010, and are included as due from
Commonwealth in the accompanying statement of net assets (deficit) and balance sheet —
governmental funds.

During the year ended June 30, 2010, the Authority contributed approximately $2.2 million and

$1.1 million to the Commonwealth and the Bank, respectively {see Note 12). This contribution has been
included as part of the general government function in the accompanying statement of activities and
statement of revenues, expenditures, and changes in fund balances — governmental funds.

Interest income on interest-bearing demand and time deposits with the Bank amounted to approximately
$13,696,000 for the year ended June 30, 2010. Furthermore, the Bank provides payroll services to the
Authority at fixed amount of $50,000.

COMMITMENTS — OPERATING LEASES

The Authority leases office space for a regional office in Mayaguez (Puerto Rico Employees
Association building) and other equipment under noncancelable operating leases. The Authority also
leases office space under cancellable operating leases. Rent expense for the year ended June 30, 2010,
amounted to approximately $420,000.

At June 30, 2010, the minimum annual future rentals under noncancelable leases are as follows:

Years Ending

June 30 Amount
2011 § 115924
2012 8,304
2013 8,304
2014 8,304
2015 2,768
Total $ 143,604

COMMITMENTS — CONSTRUCTION

The Authority has active construction projects as of Fune 30, 2010, under various bond issuances. At
June 30, 2010, the Authority’s commitments with contractors are as follows:

Remaining
Description Commitment Spent-to-Date Commitment
Series 2000 Bonds $205,485,460 $196,188,450 $ 9,297,010
Special Tax Revenue Bonds, Series 2005 141,870,769 122,355,544 19,515,225
Special Tax Revenue Bonds, Series 2006 271,633,105 223,880,460 47,752,645
Total $618,989,334 $542,424,454 $ 76,564,880
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16.

17.

18.

CONTINGENCIES

At June 30, 2010, the Authority is a defendant in various legal proceedings arising from its normal
operations. Management, based on the advice of its legal counsel, is of the opinion that the ultimate
liability, if any, resulting from these pending proceedings and legal actions in the aggregate will not
have a material effect on the Aunthority’s financial statements. However, management is of the opinion
that they will reach settlements in certain cases. A liability to cover claims and other contingencies
amounting to $4,859,000 has been reflected as part of accounts payable and accrued expenses in the
accompanying statement of net assets (deficit).

ARRA PROGRAMS

The Authority is a subgrantee of the Office of the Governor of the Commonwealth of Puerto Rico (the
“Governor’s Office”) under the State Fiscal Stabilization Fund Program, which was authorized under
Title XTV of Division A of the American Recovery and Reinvestment Act of 2009 (the “ARRA Act”).
The Authority has been awarded a $20 million grant for the ARRA Act implementation costs and a
$55 million grant for school renovations.

Under these ARRA Programs, the Authority is responsible to oversee the administration of all resources
awarded to the Commonwealth under the ARRA Act. The Authority will also act as coordinator of
efforts and tasks to ascertain ARRA Act funds are properly managed. Additionally, the Authority will
be responsible for contracting, managing, and providing oversight to the school renovations or
immprovements projects.

Pursuant to the provisions of the ARRA Act, the Authority entered into a sub-grant agreement with the
Puerto Rico Energy Affairs Administration (“EAA”) to administer approximately $62 million of a grant
to be received from the United State Department of Energy (“DOE”) under the Weatherization
Assistance Program (“WAP”). WAP helps low-income families attain a reduction in household energy
expenditures, while securing and enhancing the health and safety of the home. This program was
established to provide assistance to the elderly, families with children, persons with disabilities, and
those with a high-energy burden in their household.

In addition, pursuant to the provisions of the ARRA Act, the Authority entered into a sub-grant
agreement with the EAA to assist in the administration of approximately $27 million of a grant to be
received from the DOE under the State Energy Program (“SEP”). SEP was established to advance
energy efficiency and renewable energy technologies throughout the Island with various initiatives for
government, commercial, and residential sectors. '

RETIREMENT SYSTEM

Defined Benefit Pension Plan — The Employees’ Retirement System of the Government of the
Commonwealth of Puerto Rico (the “Retirement System™), created pursuant to Act No. 447 of May 15,
1951, as amended, is a cost-sharing, multiple-employer defined benefit pension plan sponsored by and
reported as a pension trust fund of the Commonwealth. All regular employees of the Authority hired
before January 1, 2000, and less than 55 years of age at the date of employment became members of the
Retirement System as a condition to their employment. No benefits are payable if the participant
receives a refund of accumulated contributions.

The Retirement System provides retirement, death, and disability benefits pursuant to legislation
enacted by the Legislature of the Commonwealth. Retirement benefits depend upon age at retirement
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and the number of years of creditable service. Benefits vest after 10 years of plan participation.
Disability benefits are available to members for occupational and nonoccupational disabilities.
However, a member must have at least 10 vears of service to receive nonoccupational disability
benefits.

Members who have attained at least 55 years of age and have completed at least 25 years of creditable
service, or members who have attained 58 years of age and have completed 10 years of creditable
service, are entitled to an annual benefit payable monthly for life. The amount of the annuity shall be
1.5% of the average compensation, as defined, multiplied by the number of years of creditable service
up to 20 years, plus 2% of the average compensation, as defined, multiplied by the number of years of
creditable service in excess of 20 years. In no case will the annuity be less than $200 per month.

Participants who have completed at least 30 years of creditable service are entitled to receive the Merit
Annuity. Participants who have not attained 55 years of age will receive 65% of the average
compensation, as defined; otherwise, they will receive 75% of the average compensation, as defined.

Commonwealth legislation requires employees to contribute 5.775% for the first $550 of their monthly
gross salary and 8.275% for the excess over $550 of monthly gross salary. The Authority is required by
the same statute to contribute 9.275% of the participant’s gross salary.

Defined Contribution Plan — The Legislature of the Commonwealith enacted Act No. 305 on
September 24, 1999, which amended Act No. 447 to establish, among other things, a defined
contribution savings plan program (the “Savings Plan”) to be administered by the Retirement System.
All regular employees hired for the first time on or after January 1, 2000, and former employees who
participated in the defined benefit pension plan, received a refund of their contributions, and were
rehired on or after January 1, 2000, become members of the Program as a condition to their
employment. In addition, employees who at December 31, 1999, were participants of the defined
benefit pension plan had the option, up to March 31, 2000, to irrevocably transfer their contributions to
the defined benefit pension plan, plus interest thereon to the Program.

Act No. 305 requires employees to contribute 8.275% of their monthly gross salary to the Program.
Employees may elect to increase their contribution up to 10% of their monthly gross salary. Employee
contributions are credited to individual accounts established under the Program. Participants have three
options to invest their contributions to the Program. Investment income is credited to the participant’s
account semiannually.

The Authority is required by Act No. 305 to contribute 9.275% of the participant’s gross salary. The
Retirement System will use these contributions to increase its asset level and reduce the unfunded status
of the defined benefit pension plan.

Upon retirement, the balance in the participant’s account will be used to purchase an annuity contract,
which will provide for a monthly benefit during the participant’s life and 50% of such benefit to the
participant’s spouse in case of the participant’s death. Participants with a balance of $10,000 or less at
retirement will receive a lump-sum payment. In case of death, the balance in the participant’s account
will be paid in a lump sum to any beneficiaries. Participants have the option of a lump-sum payment or
purchase of an annuity contract in case of permanent disability.

Total employee contributions to the above-mentioned plans during the year ended June 30, 2010,

amounted to approximately $71,000. The Authority’s contributions for the years ended June 30, 2010,
2009, and 2008, amounted to approximately $80,000, $47,000, and $32,000, respectively. These
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19.

amounts represented 100% of the required contribution for the corresponding year. Individual
information for each option is not available since the allocation is performed by the Retirement System
itself.

Additional information on the Retirement System is provided in its stand-alone financial statements for
the year ended June 30, 2010, a copy of which can be obtained from the Commonwealth of Puerto Rico
Government Employees and Judiciary Retirement Systems Administration, 437 Ponce de Ledn Avenue,
Hato Rey, Puerto Rico 00918,

SUBSEQUENT EVENTS

Transfer of Capital Assets — Subsequent to June 30, 2010, the Authority transferred completed
construction projects for the celebration of the XXI Central American & Caribbean Games to the Puerto
Rico Recreation and Sports Department (the “Recreation and Sports Department™). Also, the Authority
transferred completed construction projects to other Puerto Rico governmental entities. As of June 30,
2010, the capitalized costs of completed construction projects transferred to the Recreation and Sports
Department and to other Puerto Rico governmental entities amounted to approximately $234 million
and $89 million, respectively.

Bonds Payable — In October 2010, the Authority early redeemed the Series 2000 Bonds described in
Note 8. The funds remaining after the redemption amounted to $1,664,122 and were contributed to the
Commonwealth and the Bank, in accordance with provisions set forth by Act No. 3.

21* Century Program — In October 2010, the Authority entered into a memorandum of understanding
with Puerto Rico Public-Private Partnerships Authority, Puerto Rico Public Building Authority, Puerto
Rico Department of Education, Puerto Rico Department of Transportation and Public Works (“DTOP”,
for its Spanish acronym), and the Bank for the administration of the Schools for the 21st Century
Program (the “21st Century Program™). The 21st Century Program comprises the modernization of
approximately ninety-five (95) public schools and the construction five (5) new public schools in Puerto
Rico. The 21st Century Program will positively affect schools covering all academic levels and will
impact approximately 50,000 students. Total investment under the Program will approximate $756
million.

Special Communities — In October 2010, the Authority entered into an assistance agreement with The
Special Communities Perpetual Trust (the “Trust™), the Puerto Rico Department of Housing, and
DTOP, for the administration and fiscal oversight of infrastructure projects, such as the construction
and rehabilitation of housing, construction and improvements of electric, water and sewage systems,
repair and improvement of streets and sidewalks, and the construction and improvement of recreational
facilities currently in development under the Special Communities Program financed by the Trust.

Early Termination of Time Deposit — On June 16, 2011, the Legislature of the Commonwealth
enacted Act No. 96, which requires the early termination of the time deposit agreement between the
Authority and the Bank (see Note 12). Act No. 96 also requires the Authority to contribute $162.5
million to the Retirement System.

On. June 23, 2011, the Authority early terminated the time deposit agreement and made the capital
contribution of approximately $162.5 million to the Retirement System. The Authority invested the
remaining funds from the early redemption, which amount to approximately $165 million, in Sales Tax
Revenue Bonds Junior Subordinate, Series 2011 A (the “Sales Tax Revenue Bonds™) as set forth by Act
No. 96. The Sales Tax Revenue Bonds are obligations issued by the Puerto Rico Sales Tax Financing
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Corporation, a component unit of the Commonwealth. The Sales Tax Revenue Bonds shall not be
subject to redemption prior to their maturity, which range from August 1, 2046 to August 1, 2050.

Special Revenue Bonds — In December 2011, the Authority issued $669,215,000 Special Revenue
Bonds pursuant to a Loan and Trust Agreement dated December 1, 2011 between the Authority and the
Puerto Rico Ports Authority (the “Ports Authority). The proceeds from the bonds were loaned to the
Ports Authority in order to (i) refinance certain obligations, the proceeds of which were used by the
Ports Authority to (a) finance or refinance the acquisition of land, site development, construction,
renovation, or installation of airport or seaport facilities, related infrastructure or buildings, or
acquisition or installation of furnishing, equipment, vehicles, or any combination of the forgoing, and
{b) provide working capital to the Ports Authority, (i) finance certain operating and capital costs, and
(iii) finance the cost of issuance of the Bonds.

These bonds are limited obligations of the Authority payable solely from and secured by the revenues
received under the Loan and Trust Agreement, in which the Ports Authority will make loan payments
sufficient to pay the principal of, premium, if any, and interest on the bonds when due. These bonds are
secured by two irrevocable, transferable direct pay letters of credit issued by the Bank.

In December 2011, the Authority issued $20,721,636 Special Revenue Bonds pursuant to an
interagency agreement dated September 23, 2011 between the Authority, EQB, the Bank, and the OMB,
for the purpose of making a deposit in the Revolving Fund to cover the required Commonwealth’s
matching contribution pursuant to certain Capitalization Grants received by the Revolving Funds from
the Federal Government, and (ii) pay the cost of issuance of the Bonds.

These bonds are limited obligations of the Authority payable solely from and secured by funds held by
the Revolving Fund in its Repayment Account, consisting of earnings from the repayments funds during
the past vears which, pursuant to the Enabling Act and Title VI of the Clean Water Act, can be used as
collateral for the bonds.

Sale of Capital Asset — In January 2012, the Authority entered into an agreement with the
Municipality of San Juan (the “Municipality”) to sell a parcel of land owned by the Authority for $5
million. Pursuant to provisions set forth by this agreement, the Municipality will settle a legal claim
against the Authority in the amount of approximately $3.7 million and will pay the remaining

$1.3 million in three equal installments, which are due at the date of closing, in July 2013, and in July
2014.

Real Estate Acquisition — In February 24, 2012, the Authority entered into an Assistance Agreement
with the Puerto Rico Department of Justice (“PRDOJ”) and the GDB for the purpose of the acquisition,
refurbishment and maintenance of a real estate property (the “Property™) in which the main offices of
the PRDOJ will be relocated. In connection with the assistance agreement, GDB provided a $35 million
credit facility to the Authority to undertake the acquisition and administration of the Property and
handle the initial phase of the rehabilitation and refurbishment of the Property. On March 8, 2012, the
Authority acquired the Property for $27 million.

The credit facility of the Authority is payable solely from, and secured by the assignment of, the PRDOJ
lease agreement and any other existing and future lease agreement. Furthermore, the credit facility is
also secured by mortgage lien on the Property.

Hodok ook
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY
(A Component Unit of the Commonwealth of Puerto Rico)

SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS
FOR THE YEAR ENDED JUNE 30, 2010

Federal
Federal Grantor/Pass-Through Grantor/ CFDA or Grant
Program or Cluster Title Number
U.S. Department of Education (DE)
Pass-through from Commonwealth of Puerto Rico
Governor’s Office —
ARRA — State Fiscal Stabilization Fund (SFSF) -
Government Services 84.397
U.S. Department of Energy (DOE)
Pass-through from Puerto Rico Energy Affairs
Administration:
ARRA — State Energy Program 81.041
ARRA — Weatherization Assistance for Low-Income Persons 81.042

TOTAL EXPENDITURES OF FEDERAL AWARDS

See notes to Schedule of Expenditures of Federal Awards.
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2010

1. Basis of Presentation —- The accompanying schedule of expenditures of federal awards includes the
federal grant activity of Puerto Rico Infrastructure Financing Authority, and is presented in accordance
with the requirements of OMB Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations. The Authority’s government-wide financial statements are reported nsing the economic
resources measurement focus and the accrual basis of accounting, which conform to accounting
principles generally accepted in the United States of America as applicable to governmental units. The
accounts of the Authority’s are presented on the basis of funds, each of which is considered a separate
accounting entity. The operations of each fund are accounted for with a separate set of self-balancing
accounts that comprise its assets, liabilities, fund balance/net assets, revenues and
expenditures/expenses. Government resources are allocated to and accounted for by individual funds
based upon the purposes for which they are to be spent and the means by which spending activities are
controlled.

A reconciliation of total expenditures related to federal programs included in the statement of revenues,
expenditures, and changes in fund balances — governmental funds to total expenditures included in the
schedule of expenditures of federal awards is as follows:

Major Fund — Special Revenue Fund 3 67,013,346

Less state share of expenditures of other ARRA
programs included in Special Revenue Fund 53,095

Total expenditures in schedule of expenditures
of federal awards $ 66,960,251

2. Catalog of Federal Domestic Assistance (CFDA} numbers are presented for programs for which such
numbers are available.

3.  Reporting Entity — The Authority, for purposes of the Schedule of Expenditures of Federal Awards,
includes all funds of the primary government as defined by GASB Statement No. 14, The Financial

Reporting Entify, as amended.

4. Subrecipients — Of the federal expenditures presented in the Schedule of Expenditures of Federal
Awards, the Authority provided federal awards to subrecipients as follows:

Amount
CFDA Provided to
Name of Federal Program Number Subrecipient
ARRA — State Fiscal Stabilization Fund —
Government Services 84.397 $ 18,952,081
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY

PART Il

INDEPENDENT AUDITORS' REPORT ON INTERNAL CONTROL
OVER FINANCIAL REPORTING AND ON COMPLIANCE AND
OTHER MATTERS BASED ON AN AUDIT OF
FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE
WITH GOVERNMENT AUDITING STANDARDS
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Deloitte & Touche LLP

Torre Chardon

350 Chardon Avenue, Ste. 700
San Juan, PR 00918

USA

Tel: +1 787 759 7171
www.deloitte.com

INDEPENDENT AUDITORS’ REPORT ON INTERNAL CONTROL OVER
FINANCIAL REPORTING AND ON COMPLIANCE AND OTHER MATTERS
BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED IN
ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

To the Members of the Board of Directors of
Puerto Rico Infrastructure Financing Authority:

We have audited the financial statements of Puerto Rico Infrastructure Finmancing Authority (the
“Authority”), a component unit of the Commonwealth of Puerto Rico, as of and for the year ended June 30,
2010, and have issued our report thereon dated July 8, 2011, except for paragraphs 1, 7, 8,9, 10, 11 and 12 of
Note 19 as to which the date is March 16, 2012. We conducted our audit in accordance with auditing
standards generally accepted in the United States of America and the standards applicable to financial andits
contained in Government Auditing Standards, issued by the Comptroller General of the United States.

Internal Control Over Financial Reporting

Management of the Authority is responsible for establishing and maintaining effective internal control over
financial reporting. In planning and performing our audit, we considered the Authority’s internal control over
financial reporting as a basis for designing our auditing procedures for the purpose of expressing our opinion
on the financial statements, but not for the purpose of expressing an opinion on the effectiveness of the
Authority’s internal control over financial reporting. Accordingly, we do not express an opinion on the
effectiveness of the Authority’s internal control over financial reporting.

Our consideration of internal control over financial reporting was for the limited purpose described in the
preceding paragraph and was not designed to identify all deficiencies in internal control over financial
reporting that might be significant deficiencies or material weaknesses and therefore, there can be no
assurance that all deficiencies, significant deficiencies, or material weaknesses have been identified.
However, as described in the accompanying schedule of findings and questioned costs, we identified certain
deficiencies in internal control over financial reporting that we consider to be material weaknesses.

A deficiency in internal control exists when the design or operation of a control does not allow management
or employees, in the normal course of performing their assigned functions, to prevent, or detect and correct
misstatements on a timely basis. A material weakness is a deficiency, or a combination of deficiencies, in
internal control such that there is a reasonable possibility that a material misstatement of the entity's financial
statements will not be prevented, or detected and corrected on a timely basis. We consider the deficiencies
described in the accompanying schedule of findings and questioned costs as items 2010-1 and 2010-2 to be
material weaknesses.
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Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Authority’s financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts, and grant agreements, noncompliance with which could have a direct and material effect on the
determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The results
of our tests disclosed no instances of noncompliance or other maiters that are required to be reported under
Government Auditing Standards.

This report is intended solely for the information and use of management, the Authority’s board of directors,
others within the Authority, and federal and state awarding agencies, and is not intended to be and should not
be used by anyone other than these specified parties.

M?WW

July 8, 2011

Stamp No. E19979
affixed to original.
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PUERTO RICO INFRASTRUCTURE FINCANCING AUTHORITY

PART IHI

INDEPENDENT AUDITORS’ REPORT ON COMPLIANCE WITH
REQUIREMENTS THAT COULD HAVE A DIRECT AND
MATERIAL EFFECT ON EACH MAJOR PROGRAM
AND ON INTERNAL CONTROL OVER COMPLIANCE
IN ACCORDANCE WITH OMB CIRCULAR A-133
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INDEPENDENT AUDITORS’ REPORT ON COMPLIANCE WITH
REQUIREMENTS THAT COULD HAVE A DIRECT AND MATERIAL EFFECT
ON EACH MAJOR PROGRAM AND ON INTERNAL CONTROL OVER
COMPLIANCE IN ACCORDANCE WITH OMB CIRCULAR A-133

To the Members of the Board of Directors of
Puerto Rico Infrastructure Financing Authority:

Compliance

We have audited the compliance of Puerto Rico Infrastructure Financing Authority (the “Authority™), a
component unit of the Commonwealth of Puerto Rico, with the types of compliance requirements described
in the OMB Circular A-133 Compliance Supplement that could have a direct and material effect on each of
the Authority’s major federal programs for the year ended June 30, 2010, The Authority’s major federal
programs are identified in the summary of auditors’ results section of the accompanying schedule of findings
and questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applicable
to cach of the Authority’s major federal programs is the responsibility of the Authority’s management. Qur
responsibility is to express an opinion on the Authority’s compliance based on our audit.

We conducted our audit of compliance in accordance with anditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards, 1ssued by the Comptroller General of the United States; and OMB Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require
that we plan and perform the atdit to obtain reasonable assurance about whether noncompliance with the
types of compliance requirements referred to above that could have a direct and material effect on a major
federal program occurred. An audit includes examining, on a test basis, evidence about the Authority’s
compliance with those requirements and performing such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not
provide a legal determination of the Authority’s compliance with those requirements.

As described in item 2010-3 in the accompanying schedule of findings and questioned costs, the Authority
did not comply with the requirement regarding suspension and debarment applicable to its State Fiscal
Stabilization Fund — Government Services program. Compliance with such requirement is necessary, in our
opinion, for the Authority to comply with the requirerents applicable to that program.

In our opinion, except for the noncompliance described in the preceding paragraph, the Authority complied,
in all material respects, with the compliance requirements referred to above that could have a direct and
material effect on each of its major federal programs for the vear ended June 30, 2010.
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Internal Control Over Compliance

Management of the Authority is responsible for establishing and maintaining effective internal control over
compliance with the requirements of laws, regulations, contracts, and grants applicable to federal programs.
In planning and performing our andit, we considered the Authority’s internal control over compliance with
the requirements that could have a direct and material effect on a major federal program to determine the
auditing procedures for the purpose of expressing our opinion cn compliance and to test and report on
internal control over compliance in accordance with OMB A-133, but not for the purpose of expressing an
opinion on the effectiveness of internal control over compliance. Accordingly, we do not express an opinion
on the effectiveness of the Authority’s internal control over compliance.

Qur consideration of internal control over compliance was for the limited purpose described in the preceding
paragraph and was not designed to identify all deficiencies in internal control over compliance that might be
significant deficiencies or material weaknesses and therefore, there can be no assurance that all deficiencies,
significant deficiencies, or material weaknesses have been identified. However, as discussed below, we
identified certain deficiencies in internal control over compliance that we consider to be material weaknesses
and other deficiencies that we consider to be significant deficiencies.

A deficiency in internal control over compliance exists when the design or operation of a control over
compliance does not allow management or employees, in the normal course of performing their assigned
functions, to prevent, or detect and correct, noncompliance with a type of compliance requirement of a
federal program on a timely basis. A material weakness in internal control over compliance is a deficiency, or
combination of deficiencies, in internal control over compliance, such that there is a reasonable possibility
that material noncompliance with a type of compliance requirement of a federal program will not be
prevented, or detected and corrected, on a timely basis. We consider the deficiency in internal control over
compliance described in the accompanying schedule of findings and questioned cost as item 2010-3 to be a
material weakness.

A significant deficiency in internal control over compliance is a deficiency, or a combination of deficiencies,
in internal control over compliance with a type of compliance requirement of a federal program that is less
severe than a material weakness in internal control over compliance, yet important enough to merit attention
by those charged with governance. We consider the deficiencies in internal control over compliance
described in the accompanying schedule of findings and questioned costs as items 2010-4 and 2010-5 to be
significant deficiencies.

The Authority’s responses to the findings identified in our audit are described in the accompanying corrective
action plan. We did not audit the Authority’s responses and, accordingly, we express no opinion on the
responses.

This report is intended solely for the information and use of management, the Authority’s board of directors,
others within the Authority, and federal and state awarding agencies, and is not intended to be and should not
be used by anyone other than these specified parties.

WlaZte % Cpaosee 1e4°

March 16, 2012

affixed to original.
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY
(A Component Unit of the Commonwealth of Puerto Rico)

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
FOR THE YEAR ENDED JUNE 36, 2010

SECTION | - SUMMARY OF AUDITORS’ RESULTS

1.

2.

3.

9.

The independent auditors’ report on the basic financial statements expressed an unqualified opinion.

Significant deficiencies in internal control over financial reporting were identified, which were
considered to be material weaknesses.

There were no instances of noncompliance identified that were considered material to the financial
statements.

Significant deficiencies in internal control over compliance with requirements applicable to major
federal award programs were identified, one of which was considered to be a material weakness.

The independent auditors’ report on compliance with requirements applicable to major federal award
programs expressed a qualified opinion.

The audit disclosed findings required to be reported by OMB Circular A-133.

The Authority’s major programs were:

CFDA

Name of Federal Program Number
ARRA — State Fiscal Stabilization Fund — Government Services 84.397
ARRA — State Energy Program ("SEP") 81.041
ARRA — Weatherization Assistance for Low-Income Persons ("WAP") 81.042

A threshold of $300,000 was used to distinguish between Type A and Type B programs as those
terms are defined in OMB Circular A-133.

The Authority did not qualify as a low-risk auditee as that term is defined in OMB Circular A-133.
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY
{A Component Unit of the Commonwealth of Puerto Rico)

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
FOR THE YEAR ENDED JUNE 30, 2010

SECTION Il — FINANCIAL STATEMENTS FINDINGS

Questioned Costs
for the Year

Reference Ended June 30,
Number Findings 2010
2010-1 The Authority did not perform a timely financial closing
and reporting process 3 -
2010-2 The Authority facks appropriate internal control over

the information and communication system -

Total 5 -
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY
(A Component Unit of the Commonwealth of Puerto Rico)

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
FOR THE YEAR ENDED JUNE 30, 2010

SECTION lIl - FEDERAL AWARDS FINDINGS AND QUESTIONED COSTS:

Questioned Costs
for the Year
Reference Ended June 30,
Number Findings 2010

ARRA --- State Fiscal Stabilization Fund - CFDA No. 84.397
2010-3  The Authority did not perform procedures to verify and determine that
a vendor contracted was not debarred or suspended $ -
ARRA — State Energy Program - CFDA No. 81.041

2010-4  The Authority did not perform an analysis to monitor the percentage
of ARRA — SEP funds used for administrative purposes as of
June 30, 2010 -

ARRA — Weatherization Assistance for Low-Income Persons - CFDA No. 81.042

2010-5  The Authority did not perform an analysis to moniter the percentage
of ARRA — WAP funds used for technical and/or training
assistance as of June 30, 2010 -

Total 3 -
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Finding Number 2010-1
Category — Internal Control over Financial Reporting

Condition — The Authority did not perform a timely analysis and closing of its accounting records. The
Authority could not perform an accurate, complete, and timely closing of its accounting records as a result of
the following situations:

e The Authority had not prepared a detail of outstanding invoices or an analysis of the accounts
receivable balance. Subsequently, the Authority performed an analysis of accounts receivable, and
created a detail of outstanding invoices/balances. This situation resulted in an overstatement of
accounts receivable and revenues of approximately $2.2 million.

e The Authority had not prepared a detail of outstanding invoices for various liability accounts or an
analysis of the related liability balance. Subsequently, the Authority performed an analysis of these
liability accounts, and created a detail of outstanding invoices/balances. This situation resulted in an
overstatement of accounts payable, capital assets, and expenses/expenditures of approximately $15.8
million.

» The Authority did not evaluate capital assets properly. During our substantive tests of capital assets,
we identified that the Authority had recorded a capital asset in its fund financial statements (balance
sheet — governmental funds), which resulted in an overstatement of capital assets and fund balance
amounting to approximately $7.4 million.

The Authority corrected the misstatements identified above in its 2010 basic financial statements.

Criteria — Government Auditing Standards issued by the Comptroller General of the United States of
America, Appendix 1, paragraph A1.08 (d), states that management is responsible for establishing and
maintaining effective internal control to help ensure that appropriate goals and objectives are met; resources
are used efficiently, economically, and effectively, and are safeguarded; laws and regulations are followed;
and reliable data are obtained, maintained, and fairly disclosed.

Effect — The Authority’s accounting records could not reflect the existing business circomstances and
economic conditions in accordance with the accounting policies adopted. In addition, financial information
could be presented in a misleading way and all information necessary for the fair presentation of the
Authority’s basic financial statements could not be recorded and disclosed.

Cause — The Authority lacks appropriate controls to ascertain that significant analysis and the accounting
closing and financial reporting process are performed on a timely basis and that its basic financial statements

reflect the existing business circumstances and economic conditions in accordance with the accounting
policies adopted.

Questioned Costs — None
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Recommendations — The Authority should implement controls and procedures to ascertain relevant analyses
and the financial closing and reporting process are performed on a timely basis, and that its basic financial
statements are fairly stated in accordance with accounting principles generally accepted in the United States
of America.

Views of Responsible Officials — Management’s response is included as part of the Corrective Action Plan
prepared by the Authority.
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Finding Number 2010-2
Category — Internal Control over Financial Reporting

Condition — The Authority lacks appropriate internal controls over the information and communication
system. During the fiscal year ended June 30, 2010, the Authority converted its core financial application,
MAS90, into the Sage MIP application. The following exceptions related to such conversion were noted:

¢ The Authority did not establish or document formal policies and procedures regarding the change
management process as it relates to conversions of data from old to new systems, applications, and
databases.

e The data conversion from MAS90 into Sage MIP was not completed, as it did not involve the
conversion of the MAS90 ending balances into the Sage MIP application.

e Formal documentation supporting that management performed testing over the information converted
from MAS90 into Sage MIP (i.e., client, supplier, and project/sub-project master records) and that
such tests were approved before implementation into the production environment, could not be
provided by management.

As a result of these exceptions, the financial data provided to the auditors were not complete and accurate.
The Authority incurred significant additional time and effort to identify the problem, reconcile the data, and
correct the financial application and the financial data.

Criteria — Government Auditing Standards issued by the Comptroller General of the United States of
America, Appendix I, paragraph A1.08 (¢) and (d), state that management is responsible for:

¢) Implementing systems designed to achieve compliance with applicable laws and regulations;

d) Establishing and maintaining effective internal control to help ensure that appropriate goals and
objectives are met; resources are used efficiently, economically, and effectively, and are safeguarded;
laws and regulations are followed; and reliable data are obtained, maintained, and fairly disclosed.

Effect — Failure to implement and/or enforce appropriate controls related to conversions of data can result in
operational disruptions, degraded system performance or compromised security. In addition, when
conversion procedures are insufficient, conversion errors may not be detected and corrected. This may cause
inaccurate processes to be assumed to be correct if there is no means by which to compare processing results
from the new system with processing results from the old system. Furthermore, lack of documentation may
result in inabilities to track where changes had been made which could delay correction of problems.

Cause — The Authority has not designed and implemented appropriate controls to ascertain that change
management of financial applications adequately address risks and minimize errors during conversion.

Questioned Costs — None
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Recommendations — The Authority should formally document a systems development and maintenance
policy to establish controls over cach change’s life cycle, and ensure that such policy includes procedures
regarding data conversions. Newly developed policies and procedures should also be formally approved,
communicated, and distributed to end-users. Additionally, the Authority should ensure that appropriate
validation, data balancing and reconciliation, and testing activities are conducted when converting master
records and financial information. Also, formal documentation supporting conversion validation procedures,
user acceptance tests, and approvals should be maintained. The primary objective is to maintain the integrity
and reliability of the production environment, while making changes for the user community.

Views of Responsible Officials — Management’s response is included as part of the Corrective Action Plan
prepared by the Authority.
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Finding Number 2010-3

Federal program — State Fiscal Stabilization Fund — Government Services (SFSF) —- CFDA No. 84.397
Category — Compliance

Compliance requirement — Suspension and Debarment

Condition — The Authority did not perform procedures to verify and determine that a vendor contracted was
not debarred or suspended.

Criteria — Subpart C, section .35 of OMB A-102, Uniform Administrative Requirements for Grants and
Cooperative Agreements o State and Local Governments, states that grantees and subgrantees must not make
any award or permit any award (subgrant or contract) at any tier to any party which is debarred or suspended
or is otherwise excluded from or ineligible for participation in Federal assistance programs under Executive
Order 12549, “Debarment and Suspension.”

Effect — This situation may result in the Authority contracting entities that are suspended and debarred and
expose the Authority to cost disallowances by the federal awarding agency.

Cause — The Authority has not established controls and procedures to ascertain that entities awarded or
contracted under federal awards are not suspended or debarred.

Questioned Costs — None.

Recommendation — The Authority should establish controls and procedures to ascertain that federal awards
or contracts are not provided to entities that have been suspended or debarred.

Views of Responsible Officials — Management’s response is included as part of the Corrective Action Plan
prepared by the Authority.
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Finding Number 2010-4

Federal program — ARRA — State Energy Program (“SEP”) — CFDA No. 81.041
Category — Internal Control Over Compliance

Compliance requirement — Earmarking

Condition — The Authority did not perform an analysis to monitor the percentage of SEP funds used for
administrative purposes as of June 30, 2010.

Criteria — 10 CFR section 440.18(¢) establishes that not more than 10 percent of ARRA — SEP grants may
be used for administrative purposes.

Effect — The Authority could end up using more than ten percent of ARRA — SEP funds for administrative
purposes as a result of this situation.

Cause — The Authority has not established controls and procedures to ascertain appropriate monitoring of
ARRA — SEP funds used for administrative purposes.

Questioned Costs — None

Recommendation- The Authority should establish appropriate internal controls and procedures to ascertain
that ARRA — SEP funds used for administrative purposes do not exceed ten percent of the total grant
awarded.

Views of Responsible Officials — Management’s response is included as part of the Corrective Action Plan
prepared by the Authority.
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Finding Number 2010-5

Federal program — ARRA — Weatherization Assistance for Low-Income Persons (“WAP”) — CFDA No.
81.042

Category — Internal Control Over Compliance
Compliance requirement — Earmarking

Condition — The Authority did not perform an analysis to monitor the percentage of ARRA — WAP funds
used for technical and/or training assistance as of June 30, 2010.

Criteria — Per 42 USC 6866, as amended by Section 407(d), ARRA, 123 Stat 146;10 CFR section 440.23,
not more than 20 percent of ARRA — WAP funds may be used to provide, directly or indirectly, for
technical and/or training assistance.

Effect — The Authority could end up using more than twenty percent of ARRA — WAP funds for technical
and/or training assistance as a result of this situation.

Cause — The Authority has not established controls and procedures to ascertain appropriate monitoring of
ARRA — WAP funds used for technical and/or training assistance.

Questioned Costs — None

Recommendation — The Authority should establish appropriate internal controls and procedures to ascertain
that ARRA — WAP funds used for technical and/or training assistance do not exceed twenty percent of the
total grant awarded.

Views of Responsible Officials — Management’s response is included as part of the Corrective Action Plan
prepared by the Authority.
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PUERTO RICO INFRASTRUCTURE FINANCING AUTHORITY
(A Component Unit of the Commonwealth of Puerto Rico)

CORRECTIVE ACTION PLAN
FOR THE YEAR ENDED JUNE 30, 2010

Finding Number 20101
Category — Internal Control over Financial Reporting

Condition — The Authority did not perform a timely analysis and closing of its accounting records. The
Authority could not perform an accurate, complete, and timely closing of its accounting records as a result of
the following situations:

s The Authority had not prepared a detail of outstanding invoices or an analysis of the accounts
receivable balance. Subsequently, the Authority performed an analysis of accounts receivable, and
created a detail of outstanding invoices/balances. This situation resulted in an overstatement of
accounts receivable and revenues of approximately $2.2 million.

e The Authority had not prepared a detail of outstanding invoices for various liability accounts or an
analysis of the related liability balance. Subsequently, the Authority performed an analysis of these
liability accounts, and created a detail of outstanding invoices/balances. This situation resulted in an
overstatement of accounts payable, capital assets, and expenses/expenditures of approximately $15.8
million.

e The Authority did not evaluate capital assets properly. During our substantive tests of capital assets,
we identified that the Authority had recorded a capital asset in its fund financial statements (balance
sheet — governmental funds), which resulted in an overstatement of capital assets and fund balance
amounting to approximately $7.4 million.

Recommendations — The Authority should implement controls and procedures to ascertain significant
analysis are performed on a timely basis and that its basic financial statements are fairly stated in accordance
with accounting principles generally accepted in the United States of America.

Corrective action plan (CAP) - Implement control and procedures to ensure the Authority’s financial
statements are independently reviewed for (1) compliance with presentation in conformity with the
Authority’s accounting policies and generally accepted accounting principles in the United States of America
(U.S. GAAP), (2) accuracy and consistency, (3) comparability between the current and previous accounting
period(s). Implement controls and procedures such as the performance of proper and timely reconciliations
and analyses for all significant accounts, along with corresponding independent reviews, to ascertain the
Authority’s basic financial statements are fairly stated in accordance with U.S. GAAP. Furthermore, the
Authority will contract two additional qualified professionals to reinforce the Authority’s Finance
Department.

Person(s) responsible for the CAP — Wilberto Torres

CAP expected completion date — June 30, 2011
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Finding Number 2010-2
Category — Internal Control over Financial Reporting

Condition — The Authority lacks appropriate internal controls over the information and communication
system. During the fiscal year ended June 30, 2010, the Authority converted its core financial application,
MAS90, into the Sage MIP application. The following exceptions related to such conversion were noted:

e The Authority has no established or documented formal policies and procedures regarding the change
management process as it relates to conversions of data from old to new systems, applications, and
databases.

e The data conversion from MAS90 into Sage MIP was not completed, as it did not involve the
conversion of the MAS90 ending balances info the Sage MIP application.

» Formal documentation supporting that management performed testing over the information converted
from MAS90 into Sage MIP (i.e., client, supplier, and project/sub-project master records) and that
such tests were approved before implementation into the production environment, could not be
provided by management.

As a result of these exceptions, the financial data provided to the auditors was not complete and accurate.
The Authority incurred significant additional time and effort to identify the problem, reconcile the data, and
correct the financial application and the financial data.

Recommendations — The Authority should formally document a systems development and maintenance
policy to establish controls over each change’s life cycle, and ensure that such policy includes procedures
regarding data conversions. Newly developed policies and procedures should also be formally approved,
communicated, and distributed to end-users. Additionally, the Authority should ensure that appropriate
validation, data balancing and reconciliation, and testing activities are conducted when converting master
records and financial information. Last but not least, formal documentation supporting conversion validation
procedures, user acceptance tests, and approvals should be maintained. The primary objective is to maintain
the integrity and reliability of the production environment, while making changes for the user community.

Corrective action plan (CAP) — The Authority will develop Information Technology policies and
procedures for change management life cycle. Such documents are on the final phase of approval and shall be
in full effect no later than June 30, 2012. Once such policies and procedures, which contemplate the test and
production environment, are implemented, they shall be communicated and distributed to end-users.
Currently, the Authority is making the necessary infrastructure investments to develop the Authority’s test
environment as required. The investments will cover the Authority’s critical systems (software and hardware)
and will be in place and operating before June 30, 2012. A schedule of the related activities is available.

Person(s) responsible for the CAP — Wilberto Torres / Ivan Carmona

CAP expected completion date - June 30, 2012
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Finding Number 2010-3

Federal program — State Fiscal Stabilization Fund — Government Services (SFSF) — CFDA No. 84.397
Category — Compliance

Compliance requirement — Suspension and Debarment

Condition — The Authority did not perform procedures to verify and determine that vendor contracted was
not debarred or suspended.

Recommendation — The Authority should establish controls and procedures to ascertain that federal awards
or contracts are not provided to entities that have been suspended or debarred.

Corrective action plan (CAP) — The condition identified by the independent auditors relates to vendors
contracted previous to the implementation of the following control activities designed to prevent contracting
with suspended and debarred parties:

s All contracts formalized by the Authority and funded by ARRA Programs include clauses, among
others required by ARRA, in which the contractor certifies that it has not been suspended or debarred
and is not included in the Excluded Parties List System (“EPLS™) maintained by the U.S. General
Services Administration.

» All contracts or purchase orders requested by the Authority’s divisions are accompanied with
evidence of their due diligence by means of checking vendors® proper exclusion of the EPLS. The
information contained in the EPLS is printed and included in the Public Bid Files accordingly.

e During the public bidding processes followed by the Authority for Projects funded with ARRA
Programs, the Evaluation Committees designated by the Authority’s Executive Director verify that
bidders were not suspended or debarred prior to evaluating their proposals by means of checking the
EPLS as described above. The information contained in the EPLS should be printed and included in
the Public Bid Files accordingly.

Person(s) responsible for the CAP — Wilberto Torres / Memphis Caban

CAP expected completion date — Implemented in December 2010.
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Finding Number 2010-4

Federal program — ARRA — State Energy Program (“SEP”) — CFDA No. 81.041
Category — Internal Control Over Compliance

Compliance requirement — Earmarking

Condition — The Authority did not perform an analysis to monitor the percentage of SEP funds used for
administrative purposes as of June 30, 2010.

Recommendation — The Authority should establish appropriate internal controls and procedures to ascertain
that ARRA —- SEP funds used for administrative purposes do not exceed ten percent of the total grant
awarded.

Corrective action plan (CAP) — As part of the program’s budget and actual spending analysis, management
formally documented the monitoring activities performed to ascertain that program’s funds encumbrances for

administrative activities do not exceed ten percent of the total grant awarded.

Person(s) responsible for the CAP — Wilberto Torres

CAP expected completion date — June 30, 2011
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Finding Number 2010-5

Federal program — ARRA — Weatherization Assistance for Low-Income Persons (“WAP”) — CFDA No.
81.042

Category — Compliance
Compliance requirement — Earmarking

Condition — The Authority did not perform an analysis to monitor the percentage of ARRA — WAP funds
used for technical and/or training assistance as of June 30, 2010.

Recommendation — The Authority should establish appropriate internal controls and procedures to ascertain
that ARRA — WAP funds used for technical and/or training assistance do not exceed twenty percent of the
total grant awarded. :

Corrective action plan (CAP) — As part of the program’s budget and actual spending analysis, management
formally documented the monitoring activities performed to ascertain that program’s fund encumbrances for

activities within technical and/or training assistance do not exceed twenty percent of the total grant awarded.

Person(s) responsible for the CAP — Wilberto Torres

CAP expected completion date — June 30, 2011
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