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INDEPENDENT AUDITORS REPORT

Honorable Mayor and Municipal Council
Municipality of Santa Isabel, Puerto Rico
Santa Isabel, Puerto Rico

We have audited the accompanying financial statements of the governmental activities, each major fund,
and the aggregate remaining fund information of the Municipality of Santa Isabel, Puerto Rico, as of and
for the year ended June 30, 2004, which collectively comprise the Municipality’s financial statements as
listed in the table of contents. Our responsibility is to express an opinion of these financial statements
based on our audit.

Except as discussed in the following paragraph, we conducted our audit in accordance with auditing
standards generally accepted in the United States of America and the standards applicable to financial
audits contained in Govemment Auditing Standards, issued by the Comptroller General of the United
States of America. 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 examining, on a test basis, evidence supporting the amounts and disclosures in the respective
financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statements presentation. We
believe that our audit and the report of other auditors provide a reasonable basis for our opinion.

The Municipality did not provide for our review the details of cerfain interfund payables from the
legislative joint resolutions fund to the general fund in the amount of $684,115. Thus, we were unable to
perform auditing procedures over these balances, which are included as part of the due to other funds for
general fund and due from others funds in the legislative joint resolutions.

In our opinion, except for the effects, if any, of not providing a detail of interfund transactions between the
general fund and legislative joint resolutions fund as described in the preceding paragraph, the financial
statements referred to above present fairly, in all material respects, the respective financial position of the
general fund and the legislative joint resolutions fund of the Municipality’s of Santa Isabel as of June 30,
2004, 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.

In addition, in our opinion, the financial statements referred to above present fairly, in all material respects,
the respective financial position of the governmental activitics, head start fund and the aggregate remaining
fund information of the Municipality of Santa Isabel as of Junc 30, 2004, and the respective changes in
financial position, thereof for the year then ended in conformity with the accounting principles generally
accepted in the United States of America.

As described in Note 1, the Municipality has implemented a new financial reporting model, as required by
the provisions of Governmental Accounting Standards Board (“GASB”) Statement No. 34, Basic Financial
Statements-and Management’s Discussion and Analysis for States and Local Governments.
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INDEPENDENT AUDITORS REPORT
(Continued)

In accordance with Government Auditing Standards, we have also issued our report dated December 8,
2004, on our consideration of the Municipality of Santa Isabel internal control over financial reporting and
on our tests of its compliance with certain provisions of laws, regulations, contracts, and grants. That report
is an integral part of an audit performed in accordance with Government Auditing Standards and should be
read in conjunction with this report in considering the results of our audit.

The Management’s Discussion and Analysis and budgetary comparison information on pages 4 through 13
and page 68, are not a required part of the basic financial statements but are 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 the
information and express no opinion on it.

Our audit was performed for the purpose of forming opinions on the financial statements that collectively
compromise the Municipality of Santa Isabel’s basic financial statements. The accompanying Schedule of
Expenditures of Federal Awards is presented for purposes of additional analysis as required by OMB
Circular A-133 and is not a required part of the basic financial statements of Municipality of Santa Isabel.
Such information has been subjected to the auditing procedures applied in the audit of the basic financial
statements and, in our opinion, is fairly stated, in all material respects, in relation to the basic financial

statements taken as a whole,
r
(tou 3iL e (oo rse
December 8, 2004 GONZALES TO & CO., PSC
San Juan, Puerto Rico License Number Y6

Expires December 1, 2005
The stamp number 2028981




COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
MANAGEMENT’S DISCUSSION AND ANALYSIS

Management of the Municipality of Santa Isabel of the Commonwealth of Puerto Rico (the Municipality)
provides this Management’s Discussion and Analysis (MD&A) for the readers of the Municipality’s basic
financial statements. This narrative represents an overview and analysis of the financial activities of the
Municipality for the fiscal year ended June 30, 2004. Because this MD&A is designed to focus on the
current year activities, resulting changes and currently known facts, we encourage readers to consider the
information presented in this MD&A in conjunction with the additional information furnished in the
accompanying basic financial statements,

During fiscal year ended June 30, 2004, the Municipality implemented the new required financial reporting
standards established by Statement No. 34, Basic Financial Statements — and Management's Discussion —
and Analysis — for State and Local Governments, issued by the Governmental Accounting Standards Board
(GASB No. 34). According to this statement, significant required changes in content and structure have
been made in the basic financial statements as of and for the fiscal years ended June 30, 2004 and 2003,
which make them not easily comparable with prior years’ financial statements. However, in future years,
comparative analysis will be more meaningful and will go further in explaining the Municipality’s financial
position and results of operations.

FINANCIAL HIGHLIGHTS
a) Government-Wide Highlights

s Assets — The Municipality has reported assets amounting to $23.5 million in the accompanying
statement of net assets, of which the most significant are capital assets, Investments, cash and tax
receivables amounting to $13.5 million, $4.0 million, $3.4 million and $1.3 million, respectively.

o Liabilities ~ The Municipality has reported liabilities amounting to $17.8 million in the
accompanying statement of net assets, of which the most significant are deferred revenues, bonds
payable, Intergovernmental payable and notes payable, amounting to $1.1 millions, $5.9 millions,
$2.9 millions and $4.4 millions respectively.

o Net assets — The assets of the Municipality exceeded its liabilities by $5.7 millions at June 30,
2004, which is presented as “net assets” in the accompanying statement of net assets. Restricted
net assets and unrestricted deficit amounted to $8.0 millions and ($14.0) millions, respectively.
Net assets invested in capital assets amounted to $11.6 millions.

e Net change in net assets — The Municipality’s net assets increased by $5.5 millions during fiscal
year ended June 30, 2004. Net assets at June 30, 2003 (as restated) amounted to $0.2 millions.
The increased in net assets was for the receipt of restricted revenues and negative result of
operations and decrease in the Municipality’s overall financial position in comparison with the
prior fiscal year.



b)

Revenues — The Municipality has reported total revenues amounting to $18.0 millions in the
accompanying statement of activities, of which the most significant are tax revenues, operating
grants and capital grants and contributions amounting to $6.6 millions, and $10.7 millions,
respectively.

Expenses — The Municipality has reported total expenses amounting to $12.5 millions in the
accompanying statement of activities.

Governmental Funds Highlights

Assets — The Municipality’s governmental funds have reported combined assets amounting to
$11.6 millions in the accompanying balance sheet — governmental funds, of which the most
significant are Investments, cash and due from other funds, amounting to $4.0 millions, $3.4
millions, and $1.6 millions respectively.

Liabilities — The Municipality’s governmental funds have reported combined liabilities amounting
to $7.6 millions in the accompanying balance sheet — governmental funds, of which the most
significant are deferred revenues, due to other funds and intergovernmental payable amounting to
$3.2 millions, $1.6 millions and $1.5 millions respectively.

Governmental fund balances — The Municipality’s governmental funds reported combined fund
balances amounting to $4.0 millions, of which $8.5 millions and ($4.5) millions represent reserved
and unreserved fund balances, respectively.

Net change in governmental fund balances — The Municipality’s governmental fund balances
increased by $4.9 millions during fiscal year ended June 30, 2004. Governmental fund balances at
June 30, 2003, as restated, amounted to (3.9 millions). The increase in fund balances represents
the excess of expenditures and other financing uses over revenues and other financing sources.

Revenues — The Municipality’s governmental funds have reported combined revenues amounting
to $18.7 millions in the accompanying statement of revenues, expenditures and changes in fund
balances — governmental funds, of which the most significant are property taxes,
intergovernmental grants and contributions and construction excise taxes amounting to $4.6
millions, $11.9 millions and $1.0 millions, respectively.

Expenditures — The Municipality’s governmental funds have reported combined expenditures
amounting to $14.9 millions in the accompanying statement of revenues, expenditures and changes
in fund balances — governmental funds, of which the most significant are categorized as general
government; culture recreation and education and urban and economic development amounting to
$4.6 millions, $3.3 millions, and $2.0 millions respectively.
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USING THIS ANNUAL REPORT

This annual report consist of a series of new financial statements with a change in the focus from the
previous financial statements, The new focus is on both the Municipality as a whole (government-wide)
and the major individual funds. Both perspectives (government-wide and major fund) allow the user to
address relevant questions, broaden a basis for comparison (year to year or government to government) and
enhance the Municipality’s accountability.

OVERVIEW OF THE BASIC FINANCIAL STATEMENTS

The Municipality’s financial statements include three components: (1) the government-wide financial
statements, (2) the fund financial statements, and (3) the notes to the financial statements (collectively
known as the basic financial statements). This report also contains additional required supplementary
information (budgetary schedules) and other supplementary information (combining financial statements)
in addition to the basic financial statements themselves. These components are described below:

Government-Wide Financial Statements

The government-wide financial statements are designed to provide readers with a broad overview of the
Municipality’s operations and finance as a whole in a manner similar to private-sector business. These
statements provide short-term and long-term information about the Municipality’s financial position, which
assist the Municipality’s management to determine the economic condition at the end of the fiscal year.
These financial statements are prepared using the flow of economic resources measurement focus and the
accrual basis of accounting. This basically means that these financial statements follow methods that are
similar to those used by most businesses. They take into account all revenues and expenses connected with
the fiscal year ended June 30, 2004 even if cash involved have not been received or paid. The government-
wide financial statements include: (1) the statements of net assets and (2) the statement of activities.

Statement of Net Assets

The statement of net assets presents all of the Municipality’s assets and liabilities, with the difference
between these two items reported as “net assets” (equity). Over time, increases or decreases in the net
assets may serve as a useful indicator of whether the financial position of the Municipality is either
improving or deteriorating.

Statement of Activities

The statement of activities presents information showing how the Municipality’s net assets changed during
the fiscal year ended June 30, 2004. All 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. Thus, revenues and
expenses are reported in this statement for some items that will not result in cash flows until future fiscal
periods (such as uncollected taxes and earned but unused vacation leave). This statement also presents a
comparison between direct expenses and program revenues for each function of the Municipality.

Both of the abovementioned financial statements present all the governmental activities of the
Municipality, which consist mostly by taxes and intergovernmental revenues (such as federal grants). Most
services provided by the Municipality fall into this category, including culture and education, general
government, health and sanitation, public safety, public housing and welfare, etc.

6
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Fund Financial Statements

The Municipality’s fund financial statements, which consist of: (1) the balance sheet — governmental funds
and (2) the statement of revenues, expenditures and changes in fund balances — governmental funds. These
financial statements report the financial position and results of operations of the Municipality’s
governmental funds,

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. The Municipality, like most other state and local
governments, uses fund accounting to ensure and demonstrate compliance with finance-related legal
requirements. Each fund is considered an independent fiscal entity accounted for within a set of self-
balancing accounts that comprise its assets, liabilities, fund equity, revenue, and expenditures. Fund
accounting segregates funds according to their intended purpose and is used to aid management in
demonstrating compliance with legal, financial and contractual provisions.

The fund financial statements focus on: (1) individual parts of the Municipality’s government and (2)
reporting the Municipality’s operations in more detail than the government-wide financial statements. For
financial reporting purposes, the Municipality classifies its funds within the following fund categories: (1)
general fund, (2) debt service fund, (3) special revenue funds and (4) capital projects funds (collectively
known as the “governmental funds”).

Governmental funds are used to account for all of the services provided by the Municipality.
Governmental funds are used to account for essentially the same functions reported as governmental
activities in the governmental-wide financial statements. However, unlike the government-wide financial
statements, governmental fund financial statements focus on near-term inflows and outflows of spendable
resources. They also focus on the balances of spendable resources available at the end of the fiscal year
(June 30, 2004). This approach is known as using the flow of current financial resources measurement
focus and the modified accrual basis of accounting. These statements provide a detailed short-term view of
the Municipality’s finances that assists in determining whether there will be adequate financial resources
available to meet the current needs of the Municipality, that is, evaluating the Municipality’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 fund 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 the Municipality’s near-term financial decisions.

For financial reporting purposes the Municipality has three major funds: (1) the general fund, (2) state
legislature joint resolutions and (3) the head start.

Notes to the Basic Financial Statements
The notes to the basic financial statements provide additional information that is essential to a full

understanding of the data provided in the government-wide and the fund financial statements. The notes to
the basic financial statements can be found immediately following the basic financial statements.



Required Supplementary Information

The basic financial statements are followed by a section of required supplementary information consisting
of a budgetary comparison between actual operating results with the original budget and the final amended
budget for the general fund.

INFRASTRUCTURE ASSETS

Historically, a government’s largest group of assets (infrastructure — roads, bridges, traffic signals,
underground pipes [unless associated with a utility], etc.) have not been reported nor depreciated in
governmental financial statements, GASB 34 requires that these assets be valued and reported within the
governmental column of the Government-Wide Financial Statements. Additionally, the government must
elect to either (a) depreciate these assets over their estimated useful life or (b) develop a system of asset
management designed to maintain the service delivery potential to near perpetuity. If the government
develops the asset management system (modified approach) which periodically (at least every third year),
by category, measures and demonstrates its maintenance of locally established levels of service standards,
the government may record its cost of maintenance in lieu of depreciation, The information about the
consition and maintenance of condition of the government infrastructure assets should assist financial
statement users in evaluating a local government and its performance over time.

As of July 1, 2003, the Municipality retroactively recorded the historical costs of infrastructure assets. Also
the Municipality elected to depreciate infrstructure assets instead of using the modified approach.

FINANCIAL ANALYSIS OF THE MUNICIPALITY AS A WHOLE
Net Assets

As noted earlier, net assets may serve over time as a useful indicator of the Municipality’s financial
position. In the case of the Municipality, net assets (excess of assets over liabilities) amounted to ($5.7)
millions at June 30, 2004, compared to ($0.03) millions at the end of the previous year, as restated.

The largest portion of the Municipality’s net assets are invested in capital assets net of their related debt
($11.6 millions), The Municipality’s net assets is also composed of net liabilities amounting to $8.0
millions that are restricted for (1) future debt service payments, (2) the future acquisition or construction of
capital assets and (3) other purposes, mainly the financing of federal and state assisted programs. In
addition, the Municipality’s net asset are reported net of an unrestricted deficit of $14.0 millions.

The unrestricted deficit is the consequence of previous budgets which did not provide funding for incurred
long-term obligations such as compensated absences and others. Historically, such obligations have been
budgeted on a pay as you go basis without providing funding for their future liquidation. Consequently, the
Municipality cannot draw from its existing assets to provide services to its citizens and depends on its
taxing ability to continue its operations.

The portion of the Municipality’s net assets invested in capital assets such as land, buildings, equipment,
etc., less any outstanding related debt used to acquire those assets., are used by the Municipality to provide
services to its citizens; consequently these assets are not available for future spending. Although the
Municipality’s investment in its capital assets is reported net of related debt, it should be noted that the
resources needed to repay this debt must be provided from the debt service fund, since the capital assets
themselves cannot be used to liquidate these liabilities.



The following is a condensed presentation of the Municipality’s financial position, as reported in the
government-wide financial statements:

Condensed Statement of Net Assets:

Current assets $ 9,989,054
Noncurrent assets 13,609,573
Total assets 23,598,627
Current liabilities outstanding 5,951,993
Noncurrent liabilities outstanding 11,909,457
Total liabilities 17,861,450
Net assets/(liabilities):
Invested in capital assets, net of related debt 11,690,030
Restricted 8,096,535
Unrestricted (14,049,388)
Total net assets $ 5,737,177
Changes in Net Assets

The Municipality’s net assets increaesed by $5.7 millions. Approximately 37 percent of the Municipality’s
total revenues came from taxes, while 63 percent resulted from restricted and unrestricted capital and
operating grants, contributions and reimbursements, including federal financial assistance. The
Municipality’s expenses cover a range of services. The largest expenses were for general government (33
percent), culture, recreation and education (28 percent) and urban and economic development (17 percent).

The following is a condensed presentation of the Municipality’s results of operations, as reported in the
government-wide financial statements:
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Revenues:
Program revenues:
Operating grants and contributions
Capital grants and contributions
Charges for services
General revenues:
Property taxes
Municipal license taxes
Construction excise taxes
Unrestricted intergovernmental contributions and reimbursements
Unrestricted interest on deposits
Miscellaneous
Capital assets donations
Special items

Total revenues

Expenses:
General government
Urban and economic development
Public safety
Health and sanitation
Culture, recreation and education
Public housing and welfare
Interest on bonds, notes and capital lease obligations

Total expenses
Net increase in net assets

Net assets - at beginning of year, as restated
Net assets - at end of year

§ 5,374,902
5,388,340
86,652

4,752,678
822,017
1,068,529
1,251,723
121,550
51,042
154,075

(1,030,000)
18,041,508

4,137,626
2,129,453
635,047
815,465
3,570,837
840,086

395,847
12,524,361

5,517,147

220,030
s 5737177

FINANCIAL ANALYSIS OF THE MUNICIPALITY’S GOVERNMENTAL FUNDS

As discussed earlier, the Municipality uses fund accounting to ensure and demonstrate compliance with

finance-related legal requirements.

Governmental Funds - The focus of the Municipality’s governmmental funds is to provide information on
near-term inflows, outflows, and balance of spendable resources. Such information is useful in assessing
the Municipality’s financing requirements. In particular, unreserved fund balance may serve as a useful
measure of a government’s net resources available for spending at the end of fiscal year. The following is a
condensed presentation of the Municipality’s balance sheet and results of operations of governmental

funds:
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Total assets - mejor finds
Total assets - nomngjor finds
Total assets
Total lishilities - rrgjor finds
Total lighilities - nonnsjor finds

Uhreserved - nrgjar finds
Total et assets
Condensed Sinterent of Operations - Gwvernmrenial finds

Total reverues - mejor finds
Total reverwes - nomgjar finds
Total reveries
Total expenditures - ngjor finds
Total expenditures - nonmgjer
Total egpenditures

Qther financing sources - mgjor fiinds (excluding operating
fransfers among finds)

Special iferrs, net

Net chenge in find belanoes
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6514625
— LOR%
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21338
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CAPITAL ASSETS AND DEBT ADMINISTRATION

Capital Assets

The accompanying statement of net assets reported total gross capital assets, at cost, amounting to
$17,044,739 of which $9,547,183 represents buildings, structures and buildings improvements assets at
June 30, 2004. The related accumulated depreciation and amortization of capital assets amounted to
$3,465,707, of which $1,437,485 is related to buildings, structures and buildings improvements assets at
June 30, 2004. This investment in capital assets includes land, buildings, improvements, equipment,
infrstructure and construction in progress. Infrastructure assets are items that are normally immovable and
of value only to the municipal government, such as roads, bridges, streets and sidewalks, drainage systems.
Lighting systems, and similar items.

Actual costs incurred to purchase or construct capital assets were $1,810,505 and $154,075 from donations
for the year ended June 30, 2004. Depreciation and amortization charges for the year totaled $377,164.

The Municipality finances a significant portion of its construction activities through bond issuances and
state and federal grants. The proceeds from bond issuances designated for construction activities are
committed in its entirety for such purposes and cannot be used for any other purposes.

Debt Administration

The laws and regulations of the Commonwealth of Puerto Rico have established a limitation for the
issuance of general obligation municipal bonds and notes for the payment of which the good faith, credit
and taxing power of each municipality may be pledged.

The applicable laws and regulations also require that in order for a municipality to be able to issue
additional general obligation bonds and notes, such municipality must have sufficient “payment capacity”.
Act No. 64 provides that a municipality has sufficient “payment capacity” to incur additional general
obligation debt if the deposits in such municipality’s Redemption fund and the annual amounts collected
with respect to such municipality’s Special Additional Tax (as defined below), as projected by the
Government Development Bank for Puerto Rico, will be sufficient to service to maturity the Municipality’s
outstanding general obligation debt and the additional proposed general obligation debt (“Payment
Capacity”).

The Municipality is required under applicable laws and regulations to levy th Special Additional Tax in
such amounts as shall be required for the payment of its general obligation municipal bonds and notes. In
addition, principal of and interest on all general obligation municipal bonds and notes and on all municipal
notes issued in anticipation of the issuance of general obligation bonds issued by the Municipality
constitute a first lien on the Municipality’s Basic Tax revenues. Accordingly, the Municipality’s Basic Tax
revenues would be available to make debt service payments on general obligation municipal bonds and
notes to the extent that the Special Additional Tax Levied by the Municipality, together with moneys on
deposit in the Municipality’s Redemption Fund, are not sufficient to cover such debt service. It has never
been necessary to apply Basic Taxes to pay debt service on general obligation debt of the Municipality.

12



ECONOMIC FACTORS AND NEXT BUDGETS AND RATES

The Municipality relies primarily on property and municipal license taxes, as well as, federal and state
grants to carry out the governmental activities. Historically, property and municipal license taxes have
been very predictable with increases not generally exceeding ten percent. Federal grant revenues may vary
if new grants are available but the revenue is also very predictable.

Those factors were considered when preparing the Municipality’s budget for the 2003-2204 fiscal year.
There were no significant changes between the budget for fiscal year 2002-2003 and the one for fiscal year
2003-2004.

FINANCIAL CONTACT

The Municipality’s financial statements are designed to present users (citizens, taxpayers, customers,
investors and creditors) with a general overview of the Municipality’s finances and demonstrate the
Municipalitys’ accountability. If you have any questions about the report or need additional financial
information, contact the Municipality’ Director of Finance, Mr. Enrique Meléndez Garcia, at PO Box 725,
Santa Isabel, Puerto Rico, 00757.

13
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Commonwealth of Puerto Rico
Municipality of Santa Isabel

Statement of Net Assets
June 30, 2004
Assets
Current assets:
Cash in commercial banks $ 182,168
Accounts receivable, net of allowance for doubtful accounts:
Property taxes 1,302,859
Municipal license taxes 47,739
Intergovernmental 1,134,635
Other 217
Restricted assets :
Cash with commercial banks 1,427,459
Cash with fiscal agent 1,834,319
Investments 4,059,658
Total current assets 9,989,054
Noncurrent assets:
Capital assets, net of accumulated depreciation and
amortization of $3,465,707 13,579,032
Deferred charges, net of accumulated amortization of $11,625 30,541
Total noncurrent assets 13,609,573
Total assets $ 23,598,627

The accompanying notes to the basic financial statements are an Integral part of this statement.

14



1

Accounts payable

Commonwealth of Puerto Rico
Municipality of Santa Isabel
Statement of Net Assets (continued)

Current Liabilities (due within one year):

Intergovernmental payables

Accrued interest payable on long-term debt
Deferred revenues

Current portion of long-term obligations:

Bonds payable

Notes payable

Accrued employee's christmas bonus

Intergovernmental

Compensated absences
Total current liabilities

Bons payable

Noncurrent liabilities (due in more than one year):

Notes payable, including bond anticipation notes of $270,514
Compensated absences
Estimated liabilities for mumicipal solid waste landfill

closure and postclosure care cost

Other

Total noncurrent liabilities
Total liabilities

Net assets (liabilities):
Invested in capital assets, net of related debt

Restricted for:

Capital projects

Debt service

Other specified purposes
Total restricted net assets

Unrestricted net assets

Total net assets

$ 62752%
622,102

1,199,137

$ TR425
1,584,329
132,946
1,115,842

343,000
390,053
210,415
590,922
812,061

5,951,993

5,583,000
4,063,680
806,261

886,831
540,000
29,685

11,900,457

17,861,450

11,690,030

8,096,535

(14,049,388)

$5,737,177

The accompanying notes to the basic financial staterments are an integral part of this staterment.
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Commonweslith of Puerto Rico

Mimicipality of Santa Isabel
Statement of Activities
June 30, 2004
ngwnm
Operating Capital Net Expenses
Charges for graus and grants and and Charges
Functions/prograns Expenses services contributions contributions in Net Assets
Governmental activities :
General government § 413762 86,652 ($4,050,974)
Urban and economic development 2,129453 {2,129453)
Public safety 635,047 (635,047)
Health and sanitation 815,465 754413 (61,052)
Cllture, recreation and education 3,570,837 2418404 5,388 340 4235907
Welfare and housing assistance 840,086 2,202,085 1,361,999
Interest on long-term obligation 395,847 (395,847)
Total govemnmental activities § 12524361 $ 86652 § 5374902 § 57388340 ($1,674,467)
General Revenues:
Teaxes:
Property taxes 4,752,678
Mumicipal license taxes 82,017
Construction excise taxes 1,068,529
Total txes 6,643,224
Grants and contributions, not restricted to specific programs 1,251,783
Interests on deposits 121,550
Miscellaneous 51,042
Capital Assets Donations 154,075
Special itams (1,030,000)
Total general revenues 7,191,614
Net changes in net assets 5,517,147
Net assets at beginning of the yesr, as restated 220,080
Net assets at the end of the year S8BT

The accompanying notes to the basic financial statements are an integral part of this statement.
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ASSETS
Cash in commercial banks
Account receivable, net of
doubtful accounts:

Property taxes

Municipal license
Due from other funds
Due from govemmental entities
Other
Restricted assets;

Cash in commerical bank

Cash in fiscal agent

Investments

Total assets

LIABILITIES

Accounts payable
Intergovernmental
Due to other funds
Defemred revenue
Matured bonds due and payable
Matured interests due and payable

Total lisbilities

FUND BALANCE

Reserved for:

Encumbrances

Debt service

Capital projects

Other specificd purposes
Unreserved, reported in:

General fund

Total fund balances

COMMONWEATH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL

Balance Sheet
Governmental Funds
June 30, 2004
MAJOR FUNDS
State Legislative Other Total
Joint Nonmajor  Governmental
General Fund  Resolutions Head Start Fund Funds
s 180,426 - . 1,742 § 182,168
1,289,192 - - 13,667 1,302,859
47,7139 - - - 47,739
58,512 1,535,351 - 28,500 1,622,363
806,528 - 95,601 232,506 1,134,635
- = 217 - 217
- 705,005 12,970 709,484 1,427,459
189,843 - - 1,644,476 1,834,319
- 4,059,658 - - 4,059,658
$ 2572240 6,300,014 108,788 2,630,375 $ 11,611,417
$ 320,461 1,290 108,788 341,886 $ 772,425
1,584,329 - - . 1,584,320
1,531,751 . - 88,612 1,622,363
2,966,007 - - 245,554 3,211,561
= . - 280,000 280,000
% 5 . 132,946 132,946
6,404,548 1,290 108,788 1,088,998 1,603,624
316,850 - = - 316,850
- . - 342,103 342,103
- . - 398,084 398,084
397,946 6,298,724 - 801,190 7,497,860
(4,547,104) - - - (4,547,104)
(3,832,308) 6,208,724 - 1,541,377 4,007,793

TOTAL LIABILITIES AND FUND BALANCE § 2,572,240 6,300,014 108,788 2.630&75 $ 11611417

The accompanying notes to the basic financlal statements are an Integral part of this statement.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Reconciliation of the Balance Sheet - Governmental Funds
to the Statement of Net Assets
June 30, 2004

Aggregate fund balance reported in the balance sheet - governmental funds 5 4,007,793

Governmental activitics' amounts reporied in the statement of net assets and the balance sheet -
governmental funds are different because:

Assets not available to pay current period expenditures not reported in the governmental funds 13,579,032
Capital assets used in governmental activities are not financial resources, therefore, are not
reported in the governmenal funds

Debt issued by the Municipality has associated costs that are paid from current available tinancial
resources in the governmental funds. However, these costs are deferred in the statement of net

assets 30,541

Deferred (unavailable) revenues in the governmental funds that are recorded s revenues in the

statement of activities 2,095,720

The following liabilities are not due (mature) in the current period, therefore, are not reported in

the governmental funds:
Accrued employees' christmas bonus (210,415)
Claims and judgments (29,685)
Compensated absences (1,618,322)
Bonds and notes payable (5,916,514)
Debt to intergovernmental agencies (5,314,142)
Landfill closure and postclosure care costs (886,831)

Net assets as reported in the accompanying statement of net assets $__ 5137177

The accompanying notes to the basic financial statements are an integral part of this statement.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Statement of Revenues, Expenditures and

1

Changes in Fund Balance - Governmental Funds

Year Ended June 30, 2004
MAJOR FUNDS
tale
Legislative Total
Joint Other Nonmajor QGovernmental
Qeneral Fund Resolutions Head Start Funds Funds
REVENUES
Taxes:
Property taxes $ 419401 - . 442,402 § 4,634,803
Municipal license 822,017 - - 822,017
Construction cxcise taxcs 1,068,529 - - 1,068,529
Charges of service 82,892 - 3,760 86,652
Intergovernmental grants and coniributions: - - = » =
Federal government 2 . 2,125,412 2,202,085 4,327,497
State government 1,184,266 5,388,340 292992 754,413 7,620,011
Investment earnings 72,021 - . 49,529 121,550
Miscellancous 50,285 190 16 550 51,041
Total Revenues $ 7472,411 5,388,530 2,418,420 3,452,739 § 18,732,100
EXPENDITURES
Current:
General government 3,626,323 62,541 . 942,587 4,633,451
Urban and economic development 2,035,717 - - - 2,035,717
Public safety 560,788 - . 24,410 504,207
Health and Sanitation T778.538 - - - 778,538
Culture, recreation and education 417,186 - 2,286,467 690,650 3,394,303
Welfare and housing assistance 348,491 - - 480,766 829,257
Debt service: - = . & =
Principal 618,149 - - 398,941 1,017,090
Interest 95,812 - - 300,035 395,847
Capital outlays - 108,779 131,953 988,678 1,229.410
Total Expenditures _8492,004 171,320 2,418,420 3,826,076 14,907,820
Excess (Deficiency) of Revenues over expenditures (1,019,593) 5,217,210 = (373,337) 3,824,280
OTHER FINANCING SOURCES (USES)
Transfer in from other funds 63,501 - - 179,298 242,799
Transfer out io other funds (190,996) - - (51,803) (242,799)
Special Items (1,030,000) - - - (1,030,000)
Proceeds from issuance of long term debt 1,970,000 - - 143,303 2,113,303
Total Other Financing Sources (uses) 812,505 - - 270,798 1,083,303
EXCESS (DEFICIENCY) OF REVENUES OYER
EXPENDITURES AND OTHER SOURCES (USES) (207,088) 5,217,210 - (102,539) 4,907,583
FUND BALANCE AT BEGINNING OF YEAR,
ASRESTATED (3.625220) 1,081,514 - 1,643,916 (899,790)
FUND BALANCE AT END OF YEAR $ (3,832308) $ 6,298,724 - 8 1,541,377 § 4,007,793

The accompanying notes to the basic financial statements are an integral part of this statement
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Commonwealth of Puerto Rico
Manicipality of Sants Isabel
Reconciliation of Sustement of Reverues, Expenditures and Changes
in Fund Balance - Governmental Funds to the Staternents of Activities
For the Year Ended June 30,2004

Net change in fund balances- total govemmental funds

Govemmental activities amounts reported in the statement of activities and the statement of Revenues,
expenditures and changes in fund balances govemmental finds are different because:

Revenues in the statement of activities that not provide current financial resources, therefore are not reported
as revenues in the funds:

2003-2004 PREPA Contribution in Liue of Texes
2002-2003 PREPA Contritation in Live of Taxes
Capital Assets Donations

State Treasury Department Christimas Bonus Reimbursernent

Under the modified accrual basis of acoounting used in the governmental funds, expenditures are not
recognize for transactions thet are not nonmally paid with expendable financial resources. In the Statements
of Activities , however, wich is presented in the sccrual basis, expenses and liabilities are presented
regardless of when finacial resources are available:

Campensated Absences

Christmas Bonus

Debt issued costs amortization

Legal Claims

Landfill Closure and Post closure care costs
2003-2004 PREPA Contritattion in Live of Taxcs
2002-2003 FREPA Contribution in Liue of Taxes

Govermental finds report capital outlays as expenditures. However in the statement of activities, the cost of
those assets is allocated over their estimated useful lives as depreciation and amortization expenses. This the
amount by which capital cutlays exceed depreciation expenses.

Repayment of principal of long-term cbligation is an expenditures in the governmental funds, but the
repayment reduces jong-term liabilities in the statement of net assets

Proceeds on issuance of long- term debt (bonds) are recorded s other financing sources in the fund financial

Net changes in net assets reported in the accompayning statements of activities

117,875
590,922
(621,195)
154075
9,731

(16435)
(16,506)

(29,685)
(31,673)

(590,922)
621,195

1,433,341

1,017,090

(2,113303)

) 5,517,147
—_—
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

1. Summary of Significant Accounting Policies

The Municipality of Santa Isabel of the Commonwealth of Puerto Rico (the
“Municipality”) is a local government with full legislative, fiscal and administrative
powers to operate as a government under Law No. 81 of August 30, 1991, as amended,
known as the Autonomous Municipalities Act of the Commonwealth of Puerto Rico (Law
No. 81).

The Municipality’s governmental system consists of executive and legislative branches.
The Constitution of the Commonwealth of Puerto Rico (the “Commonwealth”) provides
for the separation of powers of the executive, legislative and judicial branches. A
Mayor, elected every four years by the citizens, exercises the executive power of the
Municipality. The legislative power is exercised by the Municipal Legislature, which is
also elected every four years. The General Justice Court System of the Commonwealth,
which has jurisdiction over the Municipality, exercises the judiciary power.

The Municipality assumes responsibility for providing services to its citizens related to
public housing, welfare, public safety, health, sanitation, education, culture, recreation,
urban and economic development, and many other general and administrative duties.

New Financial Reporting Model

The accompanying basic financial statements present the financial position and the
results of operations of the Municipality as a whole, and its various governmental funds
as of and for the year ended June 30, 2004, in conformity with accounting principles
generally accepted in the United States of America, as prescribed by the Governmental
Accounting Standards Board (GASB).

In June 1999, GASB issued Statement No. 34, Basic Financial Statements — and
Management's Discussion and Analysis — for State and Local Governments (GASB No.
34). This statement established new financial reporting requirements for state and local
governments, On July 1, 2003, the Municipality adopted the provisions of GASB No. 34
as well as other statements referred to below. These statements require the reporting of
new financial information and restructured much of the information that governments
have reported prior to July 1, 2003. Accordingly, comparability with financial
statements issued for years ended June 30, 2003 or before, has been affected
significantly.

According to the new financial reporting model established by GASB No. 34, the
minimum required financial statement presentation applicable to the Municipality is
composed of the following elements: (1) government-wide financial statements (GWFS),
(2) governmental fund financial statements (GFFS), (3) notes to basic financial
statements, and (4) required supplementary information (RSI).
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

The RSI, which consists of a management discussion and analysis (MD&A), is
information presented along with, but separate from, the Municipality’s basic financial
statements. The MD&A is a narrative report that introduces the accompanying basic
financial statements and provides an analytical overview of the Municipality’s financial
activities for the year ended June 30, 2004, based on the Municipality’s knowledge of the
transactions, events and conditions reflected in the basic financial statements. The
MD&A also highlights certain key fiscal policies that control the Municipality's
operations.

As previously mentioned, on July 1, 2003, other statements and interpretations were also
adopted in conjunction and simultaneously with GASB No. 34. Those statements and
interpretations are: (1) GASB Statement No. 33 — Accounting and Financial Reporting
Jor Nonexchange Transactions, (2) GASB Statement No. 37 — Basic Financial
Statements — and Management's Discussion and Analysis — for State and Local
Governments: Omnibus, (3) GASB Statement No. 38 — Certain Financial Statement
Note Disclosures and (4) GASB Interpretation No. 6 — Recognition and Measurement of
Certain Liabilities and Expenditures in Governmental Fund Financial Statements.

GASB No. 34 also required that the accounting for all governmental activities reported
in the GWFS be based on applicable pronouncements issued by the Financial
Accounting Standards Board (FASB) and its predecessor bodies, such as the Accounting
Principles Board (APB), issued on or before November 30, 1989, provided those
pronouncements do not conflict with or contradict GASB pronouncements.
Accordingly, in conjunction and simultaneously with the adoption of GASB No. 34, the
Municipality also adopted the following pronouncements: (1) APB Opinion No. 20 -
Accounting Changes, (2) APB Opinion No. 21 — Interest on Receivables and Payables,
(3) FASB Statement No. 5 - Accounting for Contingencies and (4) FASB Statement No.
16 — Prior Period Adjustments. The Municipality has elected to not apply all statements
and interpretations issued by FASB after November 30, 1989.

Financial Reporting Entity

The accompanying basic financial statements include all departments, agencies and
municipal entities that: (1) are under the legal and administrative control of the Mayor
and (2) whose funds are under the legal custody and control of the Municipality’s
Director of Finance and Budget, as prescribed by Law No. 81.

The Municipality’s management has considered all potential component units for which
it may be financially accountable and other legally separate organizations for which the
nature and significance of their relationship with the Municipality may be such that
exclusion of their basic financial statements from those of the Municipality would cause
the Municipality’s basic financial statements to be misleading or incomplete.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

GASB Statement No. 14 - The Financial Reporting Entity (GASB No. 14) has set forth
criteria to be considered in determining financial accountability. These criteria include
appointing a voting majority of an organization’s governing body and (1) the ability of
the Municipality to impose its will on that organization or (2) the potential for the
organization to provide specific financial benefits to, or impose specific financial
burdens on the Municipality.

On July 1, 2003, the Municipality adopted the provisions of GASB Statement No. 39 -
Determining Whether Certain Organizations are Component Units (GASB No, 39).
This statement provides additional guidance in determining whether certain
organizations for which the primary government is not financially accountable should be
reported as component units based on the nature and significance of their relationship
with the primary government. Generally, GASB No. 39 requires reporting a component
unit if an organization rises and holds economic resources for the direct benefit of a
governmental unit.

The Municipality’s management has concluded that, based on the aforementioned
criteria, there are no legally separate entities or organizations that should be reported as
component units of the Municipality as of June 30, 2004 nor for the year then ended.

Government-wide Financial Statemenis

The accompanying GWFS are composed of: (1) the statement of net assets and (2) the
statement of activities, These financial statements do not report fund information but
rather report information of all of the Municipality’s governmental activities. These
statements are aimed at presenting a broad overview of the Municipality’s finances
through reporting its financial position and results of operations as a whole, using
methods that are similar to those used by most private businesses.

The focus of the GWFS is not on compliance with budgets, regulatory requirements or
on the use of available or currently expendable financial resources (referred to as fiscal
accountability), but on operational accountability information about the Municipality as
a single economic unit. Operational accountability is the Municipality’s responsibility to
report to the extent to which it has met its operating objectives efficiently and
effectively, using all resources available for that purpose. It focuses on the
Municipality’s principal operating objective, which is to provide services to its citizens.

23



COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

The accompanying statement of net assets provides short-term and long-term
information about the Municipality’s financial position and condition by presenting all of
the Municipality’s assets and liabilities, with the difference between these two items
reported as “net assets” (equity). This statement assists management in assessing the
level of services that can be provided by the Municipality in the future, and its ability to
meet its obligations as they become due. In addition, this statement reports the extent to
which the Municipality has invested in capital assets, including infrastructure, and
discloses legal and contractual restrictions on resources.

Net assets are classified in the accompanying statement of net assets within the following
three categories:

Invested in capital assets, net of related debt — These consist of capital assets, net
of accumulated depreciation and amortization, reduced by the outstanding balances
of bonds, notes and other debt that are attributed to the acquisition, construction or
improvement of those assets. For the purposes of determining the outstanding debt
attributed to capital assets, the total long-term debt related to the acquisition,
construction or improvement of capital assets have been reduced by any related
unspent debt proceeds and any related unamortized debt issuance costs.

Restricted met assets — These consist of net assets restricted by external parties
(such as creditors, grantors, contributors, laws or regulations of other governments,
etc.), or net assets for which constraints are imposed by constitutional provisions or
enabling legislation. Enabling legislation is defined as legislation that authorizes the
Municipality to assess, levy, charge or otherwise mandate payment of resources
(from external resource providers). Enabling legislation establishes restrictions if it
includes a legally enforceable requirement that those resources be used only for the
specific purposes stipulated in the legislation.

The classification of restricted net assets identifies resources that have been received
or earned by the Municipality with an explicit understanding between the
Municipality and the resource providers that the resources would be used for specific
purposes. Grants, contributions and donations are often given under those kinds of
conditions. Bond indentures also often limit the use of bond proceeds to specific

purposes.

Internally imposed designations of resources, including earmarking, are not reported
as restricted net assets. These designations consist of management’s plans for the use
of resources, which are subject to change at the discretion of the Municipal

Legislature.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

¢ Unrestricted net assets — These consist of net assets that are neither externally or
legally restricted, nor invested in capital assets. However, unrestricted net assets
often are designated to indicate that management does not consider them to be
available for general operations. Unrestricted net assets often have constraints that
are imposed by management, but can be removed or modified.

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

The accompanying statement of activities presents the results of the Municipality’s
operations by showing how the Municipality’s net assets changed during the year ended
June 30, 2004, using a net (expense) revenue format. This statement presents the cost of
each function/program as well as the extent to which each of the Municipality’s
functions, programs or other services either contributes to or draws from the
Municipality’s general revenues (such as property taxes, municipal license taxes,
construction excise taxes, etc.).

A function/program describes a group of activities that are aimed at accomplishing a
major service or regulatory responsibility. The functions/programs reported in the
accompanying basic financial statements are: (1) general government, (2) urban and
economic development, (3) public safety, (4) health and sanitation, (5) culture, recreation
and education and (6) welfare and housing assistance. The governmental operations of
the Municipality’s departments and operational units are classified within the following
functions/programs in the accompanying basic financial statements:

General Ggovernment:
Municipal Legislature
Mayor's Office
Department of Finance and Budget
Department of Human Resources
Department of Municipal Secretary
Department of Internal Audit
Department of Public Relations

Urban and Economic Development:
Department of Public Works
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

Public Safety:
Department of Municipal Police
Office of Emergency Management

Health and Sanitation:
Department of Health
Department of Sanitation

Culture, Recreation and Education:
Department of Recreation and Sports

Welfare and Housing Asistance:

Department of Elderly Affairs
Department of Service to Citizen

The statement of activities demonstrates the degree to which program revenues offset
direct expenses of a given function/program or segments. Direct expenses are those that
are clearly identifiable with a specific function, segment or operational unit. This
statement reports revenues in two broad categories: (1) program revenues and (2) general
revenues,

Program revenues are generated directly from a program itself or may come from parties
outside the Municipality’s taxpayers or citizens. In the statement of activities, program
revenues reduce the costs (expenses) of the function/program to arrive at the net cost of
the function/program that must be financed from the Municipality’s general revenues.
The accompanying statement of activities separately reports the following categories of
program revenues:

¢ Charges for services — These generally consist of exchange or exchange-like
transactions involving charges to customers or applicants who purchase, use or
directly benefit from the goods, services or privileges provided, or are otherwise
directly affected by the services. These include fees charged for specific services,
charges for licenses and permits, and fines and forfeitures, among others.

* Program-specific capital and operating grants and contributions — These consist
of transactions that are either mandatory or voluntary nonexchange transactions with
other governments, organizations, or individuals that restrict the resources for use in
a particular program. Capital grants and contributions consist of capital assets or
resources that are restricted for capital purposes — to purchase, construct or renovate
capital assets associated with a specific program. Operating grants and contributions
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

consist of resources that are required to be used to finance the costs of operating a
specific program or can be used either for operating or capital purposes of a specific
program. Restricted capital and operating grants and contributions are program
revenues because they are specifically attributable to a program and reduce the net
expense of that program to the Municipality. They are reported net of estimated
uncollectible amounts,

General revenues are the default category for revenues. It includes all revenues and
gains that do not meet the definition of program revenues. Property taxes, municipal
license taxes and construction excise taxes are reported as general revenues. All other
nontax revenues (including unrestricted investment earnings, grants and contributions
not restricted for specific programs and miscellaneous revenues) that do not meet the
definition of program revenues are classified as general revenues. Resources that are
dedicated internally by the Municipality are reported as general revenues rather than as
program revenues. All general revenues are reported net of estimated uncollectible
amounts, which are recorded as reduction of revenues rather than as expenses.

The general government function/program reported in the accompanying statement of
activities, includes expenses that are, in essence, indirect or overhead expenses of the
Municipality’s other functions/programs. Even though some of these costs have been
charged to other funds in the governmental fund financial statements as indirect cost
allocations permitted under some federal programs, the Municipality has reported these
indirect expenses as direct expenses of the general government function. Accordingly,
the Municipality does not allocate general government (indirect) expenses to other
functions.

The effects of all interfund governmental activities (revenues, expenditures and other
financing sources/uses among governmental funds) have been removed from the
accompanying statements of net assets and activities.

The Municipality classifies all of its activities as governmental activities in the
accompanying GWFS. These are activities generally financed through taxes,
intergovernmental revenues and other nonexchange revenues that can be used to support
the Municipality’s programs or services. These governmental activities are also
generally reported in the governmental fund financial statements,

The Municipality has no fiduciary activities, which are those in which the Municipality
would be holding or managing net assets for specific individuals or other external parties
in accordance with trust agreements or other custodial arrangements, In addition, the
Municipality has no operations or activities that are primarily financed and operated in a
manner similar to private business enterprises, where the costs of providing goods or
services to the general public is financed primarily through user charges.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

Governmental Fund Financial Statements

The accompanying GFFS are composed of: (1) the balance sheet — governmental funds
and (2) the statement of revenues, expenditures and changes in fund balances —
governmental funds. These financial statements report the financial position and results
operations of the Municipality’s governmental funds by presenting sources, uses and
balances of current financial resources. Some of these financial statements have a
budgetary orientation and focus primarily on: (1) the Municipality’s major funds, as
defined below, (2) the fiscal accountability and (3) the individual parts of the
Municipality’s government.  Fiscal accountability represents the Municipality’s
responsibility to justify that its actions in the current year have complied with public
decisions concerning the raising and spending of public moneys in the short term (one
fiscal year).

Each governmental fund is considered an independent fiscal entity accounted for within
a set of self-balancing accounts that comprise its assets, liabilities, fund equity or deficit,
revenue and expenditures, The accompanying GFFS segregate governmental funds
according to their intended purpose and are used in demonstrating compliance with legal,
financial and contractual provisions. The minimum number of governmental funds is
maintained consistent with legal and self-imposed managerial requirements established
by the Municipality. For financial reporting purposes, the Municipality classifies its
governmental funds within the following categories:

o General fund — The general fund is the Municipality’s main operating and major
fund, as defined below, used to account for all financial resources and governmental
activities, except for financial resources required to be accounted for in another fund.
It is presumed that the Municipality’s governmental activities have been reported in
the general fund except for transactions for which one of the following compelling
reasons has required the use of another fund: (1) legal requirements, (2) GAAP
requirements or (3) the demands of sound financial administration requiring the use
of a governmental fund other than the general fund.

e Special revenue funds — The special revenue funds are Major funds, as defined
below, used by the Municipality to account for revenues derived from grants or other
revenue sources (other than major capital projects) that are either self-restricted by
the Municipality or legally restricted by outside parties for use in specific purposes.
The uses and limitations of each special revenue fund are specified by municipal
ordinances or federal and state statutes. However, resources restricted to expenditure
for purposes normally financed from the general fund are reported in the
Municipality’s general fund provided that all applicable legal requirements are
appropriately satisfied. In this case, a special revenue fund to account for such kind
of transactions will be used only if legally mandated.

28



]

.'—__-] == _

COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

Debt service fund — The debt service fund is a Nonmajor fund, as defined below,
used by the Municipality to account for the accumulation of resources for, and the
payment of, principal and interest for: (1) bonds and notes for which debt service
payments are legally mandated to be accounted for in a debt service fund and/or (2)
general long-term debt for which the Municipality is being accumulating financial
resources in advance, to pay principal and interest payments maturing in future
years. Principal and accrued interest due on July 1 of the following fiscal year
related to long-term debt for which debt service payments are accounted for in the
debt service fund, are recorded as debt service fund’s liabilities at June 30, if
resources are available at June 30 for its payment.

General long-term debts for which debt service payments do not involve the advance
accumulation of resources (such as obligations under capital leases, compensated
absences, claims and judgments, and notes payable, among others) are accounted for
in the accompanying statement of net assets. The debt service payments of such
debts are generally accounted for in the general fund.

Capital projects funds — Capital projects funds are major and nonmajor funds, as
defined below, used to account for the financial resources used in the acquisition or
construction of major capital facilities, other assets and permanent improvements.
Significant capital outlays financed from general obligation bond proceeds are
accounted for also in the capital projects funds.

The use of the capital projects funds has been reserved for major capital acquisitions
or construction activities that would distort financial resources trend data if not
reported separately from the other Municipality’s operating activities. The routine
purchases of minor capitalizable assets (such as certain vehicles and other minor
capital assets) have been reported in the fund from which financial resources were
used for the purchase.

Prior to GASB No. 34, the Municipality was required to report governmental fund
financial statements that presented a single aggregated column for each fund type. Each
column presented the combined total of all funds of a particular type. Fund types are no
longer the focus of the accompanying governmental fund financial statements. Under
GASB No. 34, the focus of the governmental fund financial statements is on major
funds, which generally represent the Municipality’s most important funds. Accordingly,
the Municipality is required to segregate governmental funds among major and nonmajor
within the governmental fund financial statements. Major individual governmental
funds are reported individually as separate columns in the governmental fund financial
statements, while data from all nonmajor governmental funds are aggregated into a
single column, regardless of fund type.
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By definition, the Municipality’s general fund is always considered a major
governmental fund for financial reporting purposes. In addition, any other fund is
considered a major fund for financial reporting purposes if its total assets, liabilities,
revenues or expenditures of that individual governmental fund are at least 10 percent of
the corresponding element total (assets, liabilities, revenues or expenditures) for all
governmental funds. For the purposes of applying the aforementioned major fund
criteria, no eliminations of interfund balances have been made. Total revenues for these
purposes means all revenues, including operating and nonoperating revenues (net of
allowances), except for other financing sources. Total expenditures for these purposes
mean all expenditures, including operating and nonoperating expenditures, except for
other financing uses,

Based on the aforementioned criteria, the Municipality’s major governmental funds
reported in the accompanying governmental fund financial statements are: (1) the
general fund and (2) the state legislative joint resolutions fund.

The state legislative joint resolutions fund is a major fund used to account for financial
resources derived from capital and operating grants awarded each year by the
Commonwealth’s Senate and House of Representatives (the Commonwealth’s
Legislature). The purpose of the amounts awarded by the Commonwealth’s Legislature
vary from year to year, but are generally restricted to (1) partially subsidy certain
qualifying administrative and operational activities of the

Municipality, (2) provide specific multipurpose services to citizens and (3) finance the
acquisition or construction of capital assets approved by the Commonwealth’s
Legislature.

Measurement Focus and Basis of Accounting

Government-wide financial statements — The accompanying GWFS are prepared

using the economic resources measurement focus and the accrual basis of accounting.
Subject to the additional rules and limitations detailed below, revenues (including
interest income) are generally recorded when earned and expenses are generally recorded
when a liability is incurred, regardless of the timing of related cash flows.

All revenues, expenses, gains, losses, assets and liabilities resulting from exchange and
exchange-like transactions are generally recorded when the exchange takes place., In
exchange transactions, each party to the transaction receives and gives up essentially
equal values.
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An exchange-like transaction is one in which there is an identifiable exchange and the
values exchanged, though related, may not be quite equal. Nevertheless, the exchange
characteristics of the exchange-like transaction are strong enough to justify treating it as
an exchange for accounting purposes (examples include fees for licenses and permits,
charges for services, and miscellaneous revenues, which are recorded as revenues when
collected because they are generally not measurable until actually received).

All revenues, expenses, gains, losses and assets resulting from nonexchange transactions
are recorded using the criteria set forth by GASB Statement No. 33, Accounting and
Financial Reporting for Nonexchange Transactions (GASB No. 33), which the
Municipality adopted on July 1, 2003. GASB No. 33 established accounting and
reporting standards for nonexchange transactions involving cash and financial or capital
resources (for example, most taxes, grants and private donations). In a nonexchange
transaction, the Municipality gives (or receives) value without directly receiving (or
giving) equal value in return. This is different from an exchange transaction, in which
each party receives and gives up essentially equal values. According to GASB No. 33,
the Municipality groups its nonexchange transactions into the following four classes in
the accompanying basic financial statements: (a) derived tax revenues, (b) imposed
nonexchange revenues, (c) government mandated nonexchange transactions, and (d)
voluntary nonexchange transactions.

In the case of derived tax revenue transactions (such as municipal license taxes), which
result from assessments the Municipality places on exchange transactions, receivables
and revenues are recorded when the underlying exchange has occurred (that generally is,
when the taxpayers’ net sales or revenues subject to tax take place).

In the case of imposed nonexchange revenue transactions (such as property taxes), which
result from assessments made by the Municipality on nongovernmental entities,
including individuals, other than assessments on exchange transactions, receivables are
generally recorded in the period when an enforceable legal claim has arisen, Property
taxes are generally recorded as revenues (net of amounts considered not collectible) in
the period when resources are required to be used or the first period that the use of the
resources is permitted.

Government-mandated nonexchange transactions (such as grants and contributions)
result when a government at one level (such as the federal or state government) provides
resources to another government (such as the Municipality), and the provider
government requires the recipient government to use those resources for a specific
purpose or purposes established in the provider’s enabling legislation. In these types of
transactions, receivables and revenues are generally recorded as follows:
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® For reimbursement-type (commonly known as “expenditure-driven awards”),
receivables and revenues are recorded when all eligibility requirements imposed
by the provider have been met. The Municipality must expend resources on the
specific purpose or project before the provider reimburses any amounts,
Revenue is, therefore, generally recognized as qualifying reimbursable
expenditures are incurred.

e For other types of grants (mainly grants and contributions with purpose
restrictions but with no time requirements), receivables and revenues are
recorded when all applicable eligibility requirements are met. When the
provider is a government (including the government of the United States of
America) the applicable recognition period for both, the provider and the
recipient, is the provider’s fiscal year and begins on the first day of that year.

Voluntary nonexchange transactions (such as donations and certain grants and
entitlements) result from legislative or contractual agreements, other than exchanges,
entered into willingly by two or more parties. In these types of transactions, receivables
and revenues are generally accounted for in the same manner as government-mandated
nonexchange transactions discussed above.

Receipts of any type of revenue sources collected in advance for use in the following
period are recorded as deferred revenues.

Events that are neither exchange nor nonexchange transactions are recorded when it is
probable that a loss has been incurred and the amount of loss is reasonably estimable.

The measurement focus and the basis of accounting used in the accompanying GWFS
differ significantly from the measurement focus and basis of accounting used in the
preparation of the accompanying GFFS. Therefore, the accompanying GFFS include
reconciliations to better identify the relationship between the GWFS and the GFFS.

Governmental fund financial statements — The accompanying GFFS are reported

using the current financial resources measurement focus and the modified accrual basis
of accounting, Revenues are generally recognized as soon as they are both measurable
and available. Revenues are generally considered to be available when they are
collectible within the current year or soon enough thereafter to pay liabilities of the
current year. For this purpose, the Municipality considers most revenues to be available
if collected within 90 days after June 30, 2004, except for property taxes for which the
availability period is 60 days. Revenue sources not meeting this availability criterion or
collected in advance are recorded as deferred revenues at June 30, 2004. The principal
revenue sources considered susceptible to accrual include property taxes, municipal
license taxes, intergovernmental grants and contributions and interest income.
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These principal revenue sources meet both measurability and availability criteria in the
accompanying GFFS, except for amounts recorded as deferred revenues.

In a manner similar to the GWFS, but subject to and limited by the availability criteria
discussed above, all revenues, expenses, gains, losses, assets and liabilities resulting
from exchange and exchange-like transactions are also generally recorded when the
exchange takes place. Accordingly, fees for licenses and permits, charges for services
and miscellaneous revenues are recorded as revenues when collected because they are
generally not measurable until actually received,

All revenues, expenses, gains, losses and assets resulting from nonexchange transactions
are recorded in a similar manner to the GWFS, using the previously discussed criteria set
forth by GASB No. 33 for nonexchange transactions, but subject to and limited by the
availability criteria discussed above. Accordingly, municipal license tax receivables and
revenues are generally recorded when the underlying exchange has occurred. Property
tax receivables are also generally recorded in the period when an enforceable legal claim
has arisen while property tax revenues (net of amounts considered not collectible) are
also generally recorded in the period when resources are required to be used or the first
period that the use of the resources is permitted. Receivables and revenues from
reimbursement-type grants, contributions, donations and entitlements are also generally
recorded as qualifying reimbursable expenditures are incurred , while receivables and
revenues from other types of grants are recorded when all eligibility requirements
imposed by the provider have been met.

Interest income is recorded when earned only if collected within 90 days after year-end
since these would be considered both measurable and available.

As previously discussed, on July 1, 2003, the Municipality adopted the provisions of
GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and
Expenditures in Governmental Fund Financial Statements (GASBI No. 6), which
modifies the recognition criteria for certain expenditures and liabilities reported under
the modified accrual basis of accounting and clarifies a number of situations in which the
Municipality should distinguish between governmental fund liabilities and general long-
term liabilities.

Pursuant to the provisions of GASBI No. 6, in the absence of an applicable accrual
modification, governmental fund liabilities and expenditures should be accrued.
Liabilities that governments normally pay in a timely manner and in full from
expendable available financial resources (for example, salaries and utilities) should be
recognized when incurred, without regard to the extent to which resources are currently
available to liquidate the liability.
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Modifications to the accrual basis of accounting include:

e Employees’ accumulated vacation, sick leave and compensatory time (compensated
absences) is recorded as expenditure when consumed. The amount of the unpaid
compensated absences has been reported only in the accompanying statements of net
assets.

e Principal and interest on bonds and notes payable are recorded when they mature
(when payment is due), except for principal and interest due in July 1 of the
following fiscal year, which are recorded when resources are available in the debt
service fund (generally June 30).

¢ Obligations under capital leases, amounts subject to claims and judgments under
litigation and other long-term obligations are recorded only when they mature (when
payment is due).

* Accounts payable and accrued liabilities not expected to be liquidated with available
and expendable financial resources are recorded in the accompanying statement of
net assets but not in the governmental funds,

o Executory purchase orders and contracts are recorded as a reservation of fund
balance in the GFFS.

Liabilities outside the bounds of these exceptions or modifications are reporied as
governmental fund liabilities when incurred (including salaries, professional services,
supplies, utilities, etc.) since these liabilities normally are paid in a timely manner and in
full from current financial resources.

The measurement focus of the GFFS is on decreases in net financial resources
(expenditures) rather than expenses. Most expenditures are measurable and are recorded
when the related governmental fund liability is incurred. Allocation of costs, such as
depreciation and amortization, are recorded in the accompanying statement of activities,
but are not recorded in the accompanying GFFS.

Under the new financial reporting model established by GASB No. 34, all general capital
assets and the unmatured long-term liabilities (determined using the modified accrual
basis of accounting) are no longer reported in account groups within the governmental
fund balance sheet but are incorporated into the accompanying statement of net assets
since July 1, 2002,
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Stewardship, Compliance and Accountability

Budgetary Control

According to the Autonomous Municipalities Act of the Commonwealth of Puerto Rico,
the Mayor and its Administrative Cabinet prepare annual budgets each fiscal year for the
Municipality’s general fund and debt service fund. Such legally adopted budgets are
based on expected expenditures by program and estimated resources by source for both
funds. The annual budgets are developed using elements of performance-based program
budgeting and zero-based budgeting, and include estimates of revenues and other
resources for the ensuing fiscal year under laws and regulations existing at the time the
budget is prepared.

The Mayor must submit an annual budgetary resolution project (the Project) to the
Commissioner of Municipal Affairs of Puerto Rico (the Commissioner) and the
Municipal Legislature no later than each May 10 and May 15, respectively. The
Commissioner preliminary verifies that the Project complies with all the applicable laws
and regulations and may provide comments and suggestions to the Mayor on or before
each June 13,

The Municipal Legislature has 10 business days, up to June 13, to discuss and approve
the Project with modifications. The Municipal Legislature may amend the budgets
submitted by the Mayor but may not increase any items so far to cause a deficit without
imposing taxes or identifying other sources of revenue to cover such deficit. After the
Municipal Legislature modifies and preliminarily approves the Project, the modified
Project is sent back to the Mayor for his approval or rejection within 6 days. The Mayor
may decrease or eliminate any line item but may not increase or insert any new line item
in the budgets. The Mayor may also veto the budgets in their entirety and return it to the
Municipal Legislature with his objections, If the Mayor rejects the Project, the
Municipal Legislature will have up to 8 days to adopt or reject the recommendations or
objections of the Mayor. The approved Project is sent again to the Mayor, which then
would have 3 days to sign and approve it.

If the budgets are not adopted prior to the end of the deadlines referred to above, the
annual budgets for the preceding fiscal year, as approved by the Legislature and the
Mayor, are automatically renewed for the ensuing fiscal year until the Municipal
Legislature and the Mayor approve new budgets. This permits the Municipality to
continue making payments for its operations and other purposes until the new budgets are
approved.
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The annual budgets may be updated for any estimate revisions as well as year-end
encumbrances and may include any additional information requested by the Municipal
Legislature. The Mayor may request subsequent amendments to the approved budgets,
which are subject to the approval of the Municipal Legislature.

The Municipality’s Department of Finance and Budget has the responsibility to ensure
that budgetary spending control is maintained. For day-to-day management control,
expenditures plus encumbrances may not exceed budgeted amounts at the expenditure-
type level of each cost center (activity within a program within a fund), The Mayor may
transfer unencumbered appropriations within programs within funds. The Municipal
Legislature may transfer amounts among programs within and among funds.

The legal level of budgetary control (i.e., the level at which expenditures may not legally
exceed appropriation) is at the functions/program level (general government, urban and
economic development, public safety, health and sanitation, culture, recreation and
education, and public housing and welfare) within a fund.

Under the laws and regulations of the Commonwealth, the appropriations made for any
fiscal year shall not exceed the total revenue, including available surplus, estimated for
said fiscal year unless the imposition of taxes sufficient to cover said appropriations is
provided.

Budgetary Accounting

The Municipality’s annual budgets are prepared under the budgetary (statutory) basis of
accounting, which is not in accordance with GAAP.

Under the budgetary basis of accounting, revenue is generally recognized when cash is
received. Short-term and long-term borrowings may be used to finance budgetary excess
of expenditures over revenues.

The Municipality uses encumbrance accounting to record the full amount of purchase
orders, contracts and other commitments of appropriated resources as deductions from
the appropriation prior to actual expenditure. In the governmental funds, encumbrance
accounting is a significant aspect of budgetary control. Accordingly, expenditures are
generally recorded when the related expenditure is incurred or encumbered. Available
appropriations and encumbrances are established to lapse one year after the end of the
fiscal year. Amounts required to settle claims and judgments against the Municipality,
and certain other liabilities, are not recognized until they are encumbered or otherwise
processed for payment. Unencumbered appropriations and encumbrances lapse at year-
end. Other appropriations, mainly capital projects appropriations, are continuing
accounts for which the Municipal Legislature has authorized that an unspent balance
from the prior year be carried forward and made available for current spending.
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The accompanying budgetary comparison schedule provides information about the
general fund’s original budget, the amendments made to such budget, and the actual
general fund’s results of operations under the budgetary basis of accounting for the fiscal
year ended June 30, 2004, Further details of the Municipality’s budgetary control at the
legal level may be obtained from the Budgetary Liquidation Report for the fiscal year
ended June 30, 2004, which is prepared by the Municipality’s Department of Finance and
Budget. Copies of that report may be obtained by writing to the Municipality’s Director
of Finance and Budget.

Accounting principles applied for purposes of developing data on a budgetary basis differ
significantly from those used to present the governmental fund financial statements in
conformity with GAAP. Accordingly, the accompanying budgetary comparison schedule
is accompanied by a reconciliation of the differences between the budgetary basis and
GAAP actual amounts.

The Municipality does not legally adopt budgets for the state legislative joint resolutions
capital fund. The financial resources received by these funds are not subject to budgeting
by the Municipality since the resources received each year from the respective grantors
varies from year to year, and the respective amounts are granted at their discretion.

Unrestricted and Restricted Deposits

The Municipality’s deposits are composed of cash on hand, demand deposits and cash
equivalents in: (1) commercial banks, (2) the Government Development Bank for Puerto
Rico (GDB), a governmental bank and a major component unit of the Commonwealth,
who is statutorily designated as fiscal agent of the Municipality, and (3) the Municipal
Revenue Collection Center (CRIM, by its Spanish acronyms), a governmental entity
responsible for the imposition and collection of property taxes on behalf of all
municipalities of Puerto Rico.

The Municipality follows the practice of pooling cash. The balance in the pooled cash
account is available to meet current operating requirements, Under the laws and
regulations of the Commonwealth, public funds deposited by the Municipality in
commercial banks must be fully collateralized for the amounts deposited in excess of the
federal depository insurance generally provided by the Federal Deposits Insurance
Corporation (FDIC). All securities pledged as collateral are held by agents designated by
the Secretary of the Treasury of the Commonwealth, but not in the Municipality’s name.

Restricted assets include cash and cash equivalents in commercial banks, GDB and
CRIM. These cash balances are classified as restricted assets since its use is limited for
the specified purposes discussed below, which are established by applicable agreements
or required by law.
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Restricted cash with fiscal agent in the general and debt service funds represent property
tax collections which are retained and restricted for the payment of the Municipality’s
debt service, as established by law. Restricted cash in fiscal agent in other governmental
funds consists of unspent proceeds of bonds and notes, and the balance of interest and
noninterest bearing accounts which are restricted for: (1) the acquisition, construction or
improvement of major capital assets and the operations of federal and state funded
programs.

Restricted cash includes cash equivalents amounting to $4,059,658 at June 30, 2004,
consisting of certificates of deposit with original maturities of three months or less.
These cash equivalents are recorded in the state legislative joint resolutions fund,
consequently, are restricted for use in specific activities accounted for in such fund.

Unrestricted and Restricted Accounts and Notes Receivable

In the accompanying GWFS, receivables consist of all revenues earned but not collected
at June 30, 2004. Major receivable balances for the governmental activities include
municipal license taxes, property taxes and intergovernmental receivables.

Tax receivables in the general fund represent uncollected property taxes and municipal
license taxes. Restricted tax receivables in the debt service fund consist of uncollected
property taxes, which are restricted for the payment of the Municipality’s debt service, as
established by law,

Intergovernmental receivables are composed of: (1) amounts owed to the Municipality
for reimbursement of expenditures incurred pursuant to federal and state funded
programs (recorded in the general fund, special revenue funds and capital project funds),
and (2) contributions in lieu of taxes from the Puerto Rico Electric Power Authority,
recorded in the general fund.

These accounts receivables are stated net of estimated allowances for uncollectible
accounts, which are determined, based upon past collection experience, historical trends,
current economic conditions and the periodic aging of accounts receivable.

Activities among funds that are representative of lending/borrowing arrangements
outstanding at the end of the fiscal year are referred to as either “due to/from other funds”
(i.e. the current portion of interfund loans) or “advances to/from other funds” (i.e., the
non-current portion of interfund loans). All other outstanding balances between funds
are reported as “due to/from other funds”, Advances between funds, as reported in the
GFFS, are offset by a fund balance reserve account in applicable governmental funds to
indicate that they are not available for appropriation and are not expendable available
financial resources.
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Inventories and Other Current Assets

Inventories and other current assets consist of materials, supplies, food and medicine
inventories held for consumption; and prepaid costs. Generally, inventories and other
current assets are capitalized (consumption method). Inventories are stated at cost using
the first-in, first-out method (FIFO). :

Deferred Charges

Deferred charges capitalized in the accompanying statement of net assets consist of bond
issuance costs, net of accumulated amortization, Deferred charges are amortized over the
term of the related debt using the straight-line method. In the GFFS, bond issuance costs
are recognized in the current period as expenditures, whether or not withheld from the
actual debt proceeds received.

Capital Assets

Capital assets used in governmental activities include land and land improvements,
buildings, structures and building improvements, machinery and equipment, furniture
and fixtures, licensed vehicles, construction in progress, and infrastructure, These assets
are capitalized and reported in the accompanying statement of net assets. Infrastructure
assets are generally stationary in nature and include roads, bridges, streets and sidewalks,
drainage systems and other similar assets.

The Municipality defines capital assets as assets with an individual cost of $500 or more
at the date of acquisition or construction, and with useful lives extending beyond one
year. All assets with individual costs under $500 or with useful lives not exceeding one
year, are charged directly to expense in the accompanying statement of activities. In the
governmental funds, all capital assets are recorded as expenditures.

In the statement of net assets, all capital assets are recorded at cost or estimated historical
cost if actual cost was unavailable, except for donated capital assets, which are recorded
at their estimated fair value at the date of donation. Estimated historical costs based on
deflated current costs were used to value a significant portion of the infrastructure and
certain land, buildings, structures and building improvements constructed or acquired
prior to June 30, 2003. The method to deflate the current costs using an approximate
price index was used only in the case of certain items for which their historical cost
documentation was not available. Actual historical costs were used to value the
infrastructure, land, building, structures, building improvements, construction in
progress, machinery and equipment and licensed vehicles constructed or acquired during
or after the year ended June 30, 2004.
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Major outlays for capital assets and improvements are capitalized in the statement of net
assets as projects are constructed, The costs of normal maintenance and repairs that do
not add value to the asset or materially extend capital asset lives are not capitalized.

Depreciation and amortization expense is recorded only in the government-wide
statement of activities. However, there is no depreciation or amortization recorded for
land and construction-in-progress. Depreciable capital assets are generally depreciated or
amortized over their estimated useful lives under the straight — line method, except for
machinery and equipment held under capital leases which is depreciated over the shorter
of its estimated useful life or the lease term. The estimated useful lives of major capital
asset categories are:

Years
Land improvements 20
Buildings, structures and building improvements 30to 50
Infrastructure 20 to 50
Licensed vehicles 8
Furniture and fixtures 5t020
Machinery and equipment, excluding those
held under capital leases 5t020

Depreciation and amortization expense on capital assets are recorded as direct expenses
of the function/program specifically identified with the asset. Depreciation and
amortization of infrastructure is not allocated to various functions/programs but reported
as direct expenses of the urban and economic development function.

Deferred Revenues

The Municipality reports deferred revenue on its GFFS and GWFS. In the GFFS,
deferred revenue arises when:

» Potential revenue does not meet both the “measurable” and “available” criteria for
revenue recognition in the current period. As previously discussed, available is
defined as due (or past due) at June 30, and collected within 90 days (60 days for
property taxes) thereafter to pay obligations due at June 30, or;

o The Municipality receives resources before it has a legal claim to them. In
subsequent periods, when the revenue recognition criterion is met, the liability for
deferred revenue is removed and revenue is recognized.
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Deferred revenues at the government-wide level arise only when the Municipality
receives resources before it has a legal claim to them.

Compensated Absences

Compensated absences are accounted for under the provisions of Statement No. 16,
Accounting for Compensated Absences, issued by GASB (GASB No. 16). Compensated
absences include paid time off made available to employees in connection with vacation,
sick leave and compensatory time. The liability for compensated absences recorded in
the accompanying statement of net assets is limited to leave that: (1) is attributable to
services already rendered on or before June 30, 2004 and (2) is not contingent on a
specific event (such as illness) that is outside the control of the Municipality and the
employee. The liability for compensated absences includes salary-related costs, which
are directly and incrementally related to the amount of salary paid to the employee (such
as employer’s share of social security taxes and medicare taxes).

The vacation policy of the Municipality is established by law and provides for the
accumulation of regular vacations at a rate of 2.5 days per month (30 days per year) per
employee. Employees accumulate regular sick leave at a rate of 1.5 days per month (18
days per year). Employees accumulate compensatory time at a rate of 1.5 times the
overtime worked. All vacation and sick leave days accumulated by employees in excess
of 30 days and 90 days, respectively, are paid to employees each year, if not consumed,
as required by law. In the case of compensatory time, the excess of 240 hours is paid to
employees each year, if not consumed.

Upon termination of employment, an employee receives compensation for all
accumulated unpaid regular vacation leave at the current rate. In the case of regular sick
leave, if the employee terminates his or her employment with the Municipality before
reaching 10 years of services, such regular sick leave is not paid to the employes, if not
consumed. Upon termination of employment, an employee does mnot receive
compensation for compensatory time, if not consumed. After 10 years of services any
regular sick leave balance is paid to the employee. Accumulated vacation time is fully
vested to the employee at any time,

The liability for compensated absences is reported in the statement of net assefs. A

liability for compensated absences is reported in the GFFS only if they have matured, for
example, as a result of employee resignations and retirements.
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Long-term Debt

The long-term liabilities reported in the accompanying statements of net assets include
the Municipality’s bonds, notes, obligation under capital leases, compensated absences
and legal claims and judgments.

All long-term debt to be repaid from governmental resources is reported as liabilities in
the accompanying statement of net assets. Principal and interest payments on bonds due
in July 1 of the following fiscal year are recorded as fund liabilities in the GFFS when
resources are available in the debt service fund (generally at June 30). In the GFFS, the
face amount of debt issued is reported as other financing sources when issued.

In the GWFS debt issuance costs are reported as deferred charges and are amortized
under the straight-line method over the life of the debt while in the GFFS such costs are
recognized as expenditures during the current period.

On July 1, 2003, the Municipality adopted the provisions of APB Opinion No, 21,
Interest on Receivables and Payables (APB No. 21), to account for certain non-interest
bearing notes payable to: (1) CRIM, (2) Puerto Rico Land Authority and Puerto Rico
Aqueduct and Sewer Authority, two discretely presented component units of the
Commonwealth, and (3) Puerto Rico Treasury Department and Puerto Rico Department
of Labor and Human Resources, two agencies (governmental units) of the primary
government of the Commonwealth.

According to APB No. 21, the Municipality has recorded such notes at present value
with an imputed interest rate that approximates the rate that would have been used, using
the same terms and conditions, if it had been negotiated by an independent lender. In the
accompanying statement of net assets, such notes payable are reported net of the
applicable unamortized discount, which is the difference between the present value and
the face amount of the notes. The notes discount is amortized over the life of the notes
using the effective interest method. Amortization of the notes discount is recorded as part
of interest expense in the statement of activities. In the GFFS, notes discount is
recognized as other financing uses during the current period.
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0) Accounting for Pension Costs

»

For the purpose of applying the requirements of GASB Statement No. 27, Accounting
for Pensions by State and Local Government Employers (GASB No. 27), the
Commonwealth of Puerto Rico is considered to be the sponsor of the Employees’
Retirement System of the Government of Puerto Rico and Its Instrumentalities (ERS)
and System 2000, the two retirement systems in which the employees of the
Municipality participate. Accordingly, the Municipality is considered a participant and
not a sponsor of these retirement systems since the majority of the participants in the
aforementioned pension trust funds are part of the financial reporting entity of the
Commonwealth. Accordingly, no portion of the net pension obligation (NPO) related to
ERS has been allocated to the Municipality in the accompanying basic financial
statements. The basic financial statements of the Commonwealth account for the total
amount of the net pension obligation of ERS, including any amount that may be
allocated to the Municipality.

According to GASB No. 27, the Municipality accounts for pension costs from the
standpoint of a participant in a multiple-employer cost-sharing plan. Accordingly,
pension costs recognized in the accompanying basic financial statements are equal to the
statutorily required contributions, with a liability recorded for any unpaid required
contributions.

Risk Management

The Municipality carries commercial insurance covering casualty, theft, tort claims and
other losses. Insurance policies are negotiated by the Puerto Rico Treasury Department
(the Treasury Department) on behalf of all municipalities of Puerto Rico. The Treasury
Department pays the insurance premiums on behalf of the Municipality and then is
reimbursed each year through monthly equal payments deducted from the Municipality’s
gross property tax collections made by CRIM.,

The Municipality carries insurance coverage for death and bodily injuries caused by
automobile accidents. This insurance is obtained through the Automobile Accidents
Compensation Administration (“ACAA”, by its Spanish acronym), a discretely
component unit of the Commonwealth. This insurance is compulsory for all licensed
vehicles used on public roads and highways in Puerto Rico. The annual premium is $35
per licensed motor vehicle, which is paid directly to ACAA.

The Municipality obtains workers’ compensation insurance coverage through the State
Insurance Fund Corporation (“FSE” by its Spanish acronym), a component unit of the
Commonwealth. This insurance covers workers against injuries, disability or death
because of work or employment-related accidents, or because of illness suffered as a
consequence of their employment, Workers' compensation insurance premiums are also
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paid through monthly deductions made by CRIM from the Municipality’s gross property
tax collections.

The Municipality obtains unemployment compensation, non-occupational disability, and
drivers’ insurance coverage for its employees through various insurance programs
administered by the Commonwealth’s Department of Labor and Human Resources
(DOL). These insurance programs cover workers against unemployment and provide
supplementary insurance coverage for temporary disability, or death because of work or
employment-related accidents or because of illness suffered as a consequence of their
employment. Unemployment compensation, non-occupational disability and drivers’
insurance premiums are paid directly to DOL on a quarterly basis.

The Municipality also obtains medical insurance coverage for its employees. The current
insurance policies have not been canceled or terminated at June 30, 2004. In the past
three years, the Municipality has not settled claims that exceeded insurance coverage.

Reservations of Fund Balances

Reservations of fund balances represent portions of fund balances that are legally
segregated for specific future uses or are not appropriated for expenditure. The
Municipality has the following types of reservations of fund balances:

e Encumbrances — Represent future expenditures under purchase orders, contracts and
other commitments. These committed amounts represent reservations of unexpired
appropriations and generally will become liabilities in future periods as the goods or
services are received.

¢ Capital Projects — Represent the reservation of amounts to be used for future
expenditures for capital projects under contracts and other commitments. These
committed amounts generally will become liabilities in future periods as the projects
are completed.

e Debt Service — Represent fund balances available to finance future debt service
payments.

e Advances- Represent the reservation of resources set aside for long-term accounts,
notes and interfund receivables, which are not considered current available financial
resources.

o Inventories and other current assets — Represent the reservation of resources set
aside for inventories and prepaid costs, which are not considered current available
financial resources.
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¢  Other Specified Purposes - Represent resources set aside for use in federal and state
grant programs accounted for in the special revenue funds.

1) Interfund Activities

Permanent reallocations of resources among the Municipality’s funds are classified as
interfund transfers. The Municipality has the following types of activities recorded
among funds in the accompanying GFFS:

s Operating Transfers — Represent legally required transfers that are reported when
incurred as “operating transfers-in” by the recipient fund and as “operating transfer-
out” by the disbursing fund.

o Intra-entity Activities — Represent transfers among funds that are reported as
interfund transfers with receivables and payables presented as amounts due to and
due from other funds.

® Advances — Represent amounts advanced among funds, which are not considered to
be currently available financial resources.

In the GFFS, interfund activity has not been eliminated, as permitted by GAAP,
s) Use of Estimates

The preparation of the accompanying basic financial statements in conformity with
GAAP requires management to make significant 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 basic financial statements, and the reported amounts of
revenue and expenses during the reporting period. Actual results could differ from those
estimates.

t) Future Adoption of Accounting Pronouncements

On March 27, 2003, the GASB issued its Statement No. 40 (GASB No. 40), Deposit and
Investment Risk Disclosure, an Amendment to GASB Statement No. 3. This statement
requires that state and local governments disclose essential risk information about
deposits and investments. The disclosure requirements cover four main areas: (1) credit
risk, (2) interest rate, (3) investment maturity, (4) interest rate sensitivity and (5) foreign
exchange exposure. The provisions of GASB No. 40 are effective for the Municipality’s
fiscal year commencing on July 1, 2004.
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On November 18, 2003, the GASB issued its Statement No. 42 (GASB No. 42),
Accounting and Financial Reporting Jor Impairment of Capital Assets and for Insurance
Recoveries. This statement requires governments to report the effects of capital asset
impairment in their financial statements, This statement also requires all governments to
account for insurance recoveries in the same manner. The provisions of GASB No. 40
are effective for the Municipality’s fiscal year commencing on July 1, 2005,

The Municipality’s management has concluded that the future adoption of GASB
Statements No. 40 and 42 will not have a significant impact on the Municipality’s basic
financial statements.

2. DEPOSITS

The Municipality maintains its deposits of cash in various commercial banks located in
Puerto Rico, GDB and CRIM. The balances deposited in commercial banks are insured by
the Federal Deposit Insurance Corporation (“FDIC”) up to a maximum of $100,000 per
depositor,

Under the laws and regulations of the Commonwealth, public funds deposited in commercial
banks must be fully collateralized for the amounts deposited in excess of federal depository
insurance, All securities pledged as collateral are held by the agents of the Commonwealth’s

Secretary of the Treasury, in the Municipality’s name,

The Municipality’s bank balance of deposits with financial institutions is categorized to
provide an indication of the level of collateral risk assumed by the Municipality at June 30,
2004. Risk categories are described as follows:

Category 1: Deposit is insured or collateralized with securities held by the Secretary of
the Treasury’ agents in the Municipality’s name.

Category 2: Deposit is collateralized with securities held by pledging financial
institution’s trust department or agent in the Municipality’s name.

Category 3: Deposit is uncollateralized; including any bank balance that is collateralized
with securities held by the pledging financial institution or by its trust
department or agent but not in the Municipality’s name.
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The carrying amount (book balance) of cash at June 30, 2004 consists of the following;

State
legislative
Joint
General resolution Head Nonmajor
fund funds Start funds Totals
Unrestricted (category 1):
Cash in commercial banks $ 180,426 - - 1,742 § 182,168
Restricted (category 1):
Cash in commercial banks - 705,005 12,970 709,484 1,427,459
Restricted (category 3):
Cash in GDB or CRIM, as
fiscal agents 189,843 - - 1,644,476 1,834,319
Total deposits § 370,269 705,005 12,970 2,355,702 § 3,443,946

The Municipality’s bank balances in commercial banks amounting to $1,678,205 at June 30,
2004 were fully collateralized (Category 1). The bank balance of deposits in GDB and
CRIM, which is uninsured and uncollateralized (Category 3), amounted to $1,834,618 at
June 30, 2004.

. MUNICIPAL LICENSE TAXES

The Municipality is authorized by Law No. 81 to impose and collect municipal license taxes
on all trade or business activities operated by any natural or legal person within the territorial
area of Santa Isabel. This is a self-assessed tax generally based on the business volume
measured by gross sales. The Municipality establishes the applicable tax rates. At June 30,
2004, the municipal tax rates imposed by the Municipality were 1.50% for financing
institutions and 0.30% for other types of taxpayers. Any taxpayers that have been granted
with partial tax exemptions under any of the incentive tax laws of the Commonwealth
ultimately pay municipal license taxes at reduced tax rates, generally between 60% and 90%
under standard rates.

Each taxpayer must asses his/her corresponding municipal license tax by declaring his/her
volume of business through a tax return to be filed every April 15 based on the actual volume
of business generated in the preceding calendar year.
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Taxpayers with a sales volume of $1 million or more must include audited financial
statements with their tax returns. The tax can be paid by the taxpayer in two equal
installments due on July 15 and January 15, subsequent to the filing of the declaration.

The first installment of the tax covers the six-month period ended December 31, subsequent
to the filing date of the declaration, while the second installment of the tax covers the six-
month period ended June 30 of the subsequent calendar year. If a taxpayer elects to pay the
tax in full on the filing date of the declaration (generally April 15), a 5% discount is granted
automatically on the total tax amount due.

Any municipal license taxes collected in advance (that is, pertaining to a future period) are
recorded as deferred revenues. Deferred municipal license tax revenues recorded in the
accompanying GWFS and GFFS amounted to $822,548 at June 30, 2004, which represents
municipal licenses collected in advance for the taxable year 2004-2005.

. PROPERTY TAXES

The Municipality is authorized by Law No. 81 to impose and collect personal and real
property taxes. Under the laws and regulations of the Commonwealth, personal property
taxes can be imposed to any natural or legal person that at January 1 of each year is engaged
in trade or business and is the owner of personal property used in trade or business.

Personal property taxes are self-assessed by taxpayers every year generally using the book
value of personal property assets owned by the taxpayer at January 1 (assessment date) and
reporting such taxable value through a personal property tax return filed on May 15
subsequent to the assessment date. The total personal property tax rate in force at June 30,
2004 was 6.53% (of which taxpayers pay 6.33% and 0.20% is reimbursed by the Department
of Treasury). Real property taxes are assessed by CRIM. The assessment on real property is
made every January 1 and is based on estimated current values of the property deflated to
1957 market prices. The total real property tax rate in force at June 30, 2003 was 8.53% (of
which 8.33% is paid by taxpayers and 0.20% is also reimbursed by the Department of

Treasury).

Residential real property occupied by its owner is exempt by law from property taxes on the
first $15,000 of the assessed value (at 1957 market prices). For such exempt amounts, the
Department of Treasury assumes payment of the basic tax (4% and 6% for personal and real
property, respectively) to the Municipality, except for property assessed of less than $3,500
(at 1957 market prices), for which no payment is made,
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CRIM is responsible for the billing and collections of real and personal property taxes on
behalf of the Municipality. Prior to the beginning of each fiscal year, CRIM informs the
Municipality of the estimated amount of property tax expected to be collected for the ensuing
fiscal year. Throughout the year, CRIM advances funds to the Municipality based on the
initial estimated collections. CRIM is required by law to prepare a settlement statement on a
fiscal year basis, whereby a comparison is made between the amounts advanced to the
Municipality and amounts actually collected from taxpayers. This settlement has to be
completed on a preliminary basis not later than each December 31. If CRIM remits to the
Municipality property tax advances, which are less than the property tax actually collected,
an additional property tax receivable is recorded at June 30. However, if advances exceed
the amount actually collected by CRIM, an intergovernmental payable is recorded at June 30.

Law No. 81 provides for the levy of an annual special tax of 1.03% of the assessed value of
all real and personal property not exonerated from taxation. Such special tax is levied and
collected by CRIM, Collections of this special tax are remitted to the Commonwealth’s debt
service fund for payment of debt service on general obligations of the Commonwealth.

In addition, 1.50% of the total personal and real property taxes collected by CRIM is
restricted for the Municipality’s debt service requirements and is retained by GDB for such

purposes.

The Additional Lottery System of the Commonwealth (the “Additional Lottery™) is an
operational unit reported as an enterprise fund of the Commonwealth, which currently
operates several betting alternatives to the citizens of Puerto Rico. The Additional Lottery is
required every year to distribute a portion of its excess of revenues over expenses as follows:

i. Thirty five percent (35%) of its net earnings (defined as the excess of revenues over
expenses less an amount earmarked for the Fund for Rent and Home Improvement
Subsidy Program for the Low-Income Qualifying Elderly) is earmarked to the
municipalities of the Commonwealth, of which a maximum of $26 million, on an annual
basis, is distributed to the Municipal Equalization Fund held by CRIM to cover operating
expenses and permanent improvements of the municipalities.

ii. An additional amount not exceeding $16 million, on an annual basis, is distributed to the
Municipal Equalization Fund, provided it is within the 35% corresponding to the
municipalities of the Commonwealth, When the accumulated municipal appropriations
from the municipalities’ Puerto Rico Health Reform are covered up to June 30, 1997,
these resources will be assigned to the Health Insurance Administration, a component
unit of the Commonwealth.
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Total property tax receivable, net of an allowance for uncollectible accounts of $4,252,928
amounted to $1,302,859 at June 30, 2004. The composition of the property tax receivable
and the related allowance for doubtful accounts is as follows:

General
fund
Property tax receivable $ 5,555,787
Allowance for doubtful accounts 4,252,928
Net property tax receivable M
Deferred (unavailable) property
tax revenues in GFFS § 1,289,192
5. DUE FROM (TO) GOVERNMENTAL ENTITIES
1. Amounts due from govemmental entities as of June 30, 2004 follows:
Commonwealth Federal
Entities Government
Municipal Revenue Collection Center
(CRIM) — 2003-2004property taxes
liquidation $ 117875 § -
Puerto Rico Power Authority (PREPA)
2003-2004 contribution in lLiue of taxes 590,922 -
Office of Commissioner of Municipal
Affairs -CDBG - 164,225
US Department of Housing and Urban
Development — Section 8 - 5,401
US Department of Health and Human
Services — Head Start - 95,601
State Depatment of Labor- Law 52 51,756
State Department of Education — Adult and
Child Food Program . 11,123
Puerto Rico Department of Treasury -
Christmas bonus reimbursement 97,732
8 858285 § 276350
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The amount due from Puerto Rico Department of Treasury — Christmas bonus ($97,732) and
(8$590,922) from PREPA are recorded as deferred revenues in the governmental funds
statements (general fund) since is not available as required by modified accrual basis of
accounting.

2. Amounts due to governmental entities as of June 30, 2004 follows:

Commonwealth
Entities
Puerto Rico Services Administration $ 4,570
Puerto Rico Water and Sewer Authotity 468,631
Retirement System Administration 224,826
Internal Revenue Services 196,113
State Treasury Department 677,351
Commonwealth Employees Asociation 12,838
=5 _1.584,329

6. INTERFUND BALANCES

On July 1, 2003 the Municipality adopted the provisions of Statement No. 38, Certain
Financial Statement Note Disclosures, issued by the Governmental Accounting Standards
Board. This statement requires the disclosure of the flow of resources between funds and to
assess the collectibility of interfund balances. Interfund balances at June 30, 2004 consisted
of the following:

Operating transfers-in:
Major funds
State legislative Nonmajor
General Jolnt resolutions governmental
DOperating transfers-out: Fund fund funds Total
Major funds:

General fund § 11,698 s - H 179,298 $ 190,996
State legislative joint resolution funds - - -
Nonmajor governmental funds 51,803 - - 51,803

Total §__ 633501 $ = 5 179298 § 242,799

51



==l

|

68

=

=

]

! S

==

===]

COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements

June 30, 2004
Duc/advances from:
Major funds
Nonmajor
State legislative joint governmental
Due/advances to: General fund resolutions fund funds Total
Major funds:
General fund $ - $ 1,533,751 H - $ 1,533,751
State legislative joint resolution funds - - 5
Nonmajor governmental funds 58,512 1,600 28,500 88,612
Totsl s 38512 § 1,535,351 S 28500 § 1,622,363

At June 30, 2004 all amounts due to among funds are considered collectible by the
Municipality’s management.

7. CAPITAL ASSETS
Capital asset activity for the year ended June 30, 2004, was as follows:

Depreciation and amortization of capital assets was charged to functions/activities in the
accompanying government-wide statement of activities as follows:
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Balance
at Balance
June 30, 2003, Additions/ Disposals/ at
COST BASIS: as restated increases decreases June 30, 2004
Cost basis of capital assets, not subject
to depreciation and amortization:
Land $ 883,672 § 281,613 § - 3 1,165,285
Construction in progress 1,585,379 578,344 - 2,163,723
Total cost basis of capital assets, not
subject to depreciation and amortization 2,469,051 859,957 - 3,329,008
Cost basis of capital assets, subject to
depreciation and amortization:
Buildings, structures and building improvements 8,787,704 759,479 - 9,547,183
Infrastructure 1,918,270 - - 1.918,270
Land Improvemenis - 39,800 - 39,800
Licensed vehicles 1,317,076 219,592 - 1,536,668
Machinery and equipment 588,058 85,752 - 673,810
Equipment under capital leases - - - -
Total cost basis of capital assets subject
to depreciation and amortization 12,611,108 1,104,623 - 13,715,731
Total cost basis of capilal assets § 15080159 § 1,964,580 § - § 17,044,739
Balance Depreclation and Balance
at Amortization at
June 30, 2003 Expense Reclassifications  June 30,2004
ULAT C 10N:
Buildings, structures and building improvements  § 1,272,523 164,962 - § 1437485
Infrastructure 948,173 42,728 - 990,901
Land improvements 285 - 285
Licensed vehicles 658,734 125,439 784,173
Machinery and equipment 209,113 43,750 - 252,863
Equipment under capital leases =
Total accumulated depreciation and amortiz 3,088,543 377,164 - 3,465,707
CAPITAL ASSETS, NET $ 11,991,616 $ 13,579.032
The depreciation expense is detailed as follow:
General government 5 19,697
Public safety 40,840
Welfare and housing asssistance 10,829
Cuiture recreation and education 176,534
Health and sanitation 5,254
Urban and economic development 124,010
Total depreciation and amortization expense $ 377,164
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8. EMPLOYEES RETIREMENT SYSTEM

The Municipality’s employees participate in the Employees’ Retirement System of the
Government of Puerto Rico and its Instrumentalities (the “System”). The System is the
administrator of a multi-employer cost-sharing (as related to the Municipality’s reporting
entity) defined pension plan established by the Commonwealth. The System was created
under Act. No. 447 approved on May 15, 1951, as amended, and became effective on
January 1, 1952. The System covers all regular employees of the Commonwealth and its
instrumentalities, the Municipality and other municipalities of the Commonwealth.

The System is independent, thus assets may not be transferred to another system or used for
any purpose other than to benefit each system’s participants. The System issues publicly
available financial reports that include its basic financial statements and required
supplementary information for each of them, including required six-year trend information.
Those reports may be obtained by writing to the administrator of the System.

The System provides for retirement, death and disability benefits. Death and disability
retirement benefits are available to members for occupational and non-occupational death
and disabilities. Retirement benefits depend upon age at retirement and number of years of
credited service. Benefits vest after 10 years of plan participation.

Retirement benefits are determined by the application of stipulated benefit ratios to the
member’s average compensation. Average compensation is computed based on the highest
36 months of compensation recognized by ERS. The annuity, for which a plan member is
eligible, is limited to a minimum of $200 per month and a maximum of 75 percent of the
average compensation.

On September 24, 1999, an amendment to Act No. 447 of May 15, 1951, which created the
System, was enacted with the purpose of establishing a new pension system (“System
2000”). System 2000 became effective on January 1, 2000, Employees participating in the
current system as of December 31, 1999, had the option to either stay in the defined benefit
plan or transfer to the new program. Persons joining the government on or after January 1,
2000, are the only required to become members of System 2000.

System 2000 is a hybrid defined contribution plan, also known as cash balance plan. Under
this new plan, there is a pool of pension assets, which will are invested by the System,
together with those of the current defined benefit plan. The Commonwealth nor the
Municipality will not guarantee benefits at retirement age. The annuity will be based on a
formula which assumes that each year the employees’ contribution (with a minimum of
8.275 percent of the employees’ salary up to a maximum of 10.00 percent) will be invested
in an account which will either: (1) earn a fixed rate based on the two-year Constant Maturity
U.S. Treasury Note; (2) earn a rate equal to 75 percent of the return of the System 2000’s
investment portfolio (net of management fees); or (3) eam a combination of both
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alternatives. Participants receive periodic account statements similar to those of defined
contribution plans showing their accrued balances.

Disability pensions are not being granted under System 2000. The employer’s contributions
(9.275 percent of the employees’ salary which is applicable to the Municipality) will be used
to fund the current plan.

System 2000 reduced the retirement age from 65 years to 60 for those employees who joined
the current plan on or later January 1, 2000.

Fu licy:

Contribution requirements are established by law and are as follows:

Municipality 9.275% of gross salary
Employees:
Hired on or before March 31, 1990 5.775% of gross salary up to $6,600
8.275 of gross salary over $6,600
Hired on or after April 1, 1990 8.275% of gross salary

On August 12, 2000, Act No. 174 was approved to allow certain participants of the ERS to
be eligible for early retirement upon attaining at least age 55 with 25 years of service,
provided they made their election on or before April 1, 2001. Those who elected early
retirement under this law will receive monthly benefits of 75 percent (if 25 or more year of
service and 55, or 30 or more years or services and age 50) or benefits of 65 percent (if 25
years of service by less than age 55) of their average compensation which is computed based
on the highest 36 months of compensation recognized by the System. In these cases, the
employer (including the Municipality) is responsible for contributing to the System the
amount needed to cover the benefit payments and employer contribution with respect to the
participants covered until the participants reaches the normal retirement age.

Historically, the Commonwealth has reported the System as a single-employer plan (as
relates only to the financial reporting entity of the Commonwealth) in its comprehensive
annual financial report. Accordingly, any actuarial deficiency that may exist or arise related
to the Municipality’s participating employees will be assumed by the Commonwealth since
the System does not allocate any actuarial deficiencies pertaining to municipal employees
participating in the System. The Municipality is only required by law to make statutory
contributions in the rates mentioned above. As a result, no net pension obligation nor net
pension asset that may be allocable to the

Municipality’s participating employees, if any, has been recorded in the accompanying basic
financial statements.
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The Municipality’s actual contributions for the current year, which are equal to the statutory
required contributions, are as follows:

Fiscal year
ended June 30, Act No. 447 System 2000
2004 $310,416 $82,640

9. LONG-TERM DEBT

The Municipality’s Legislature is legally authorized to determine the contracting of debts of
the Municipality. Nevertheless, the laws and regulations of the Commonwealth also provide
that:

® Direct obligations of the Municipality (evidenced principally by bonds and
notes) are backed by the full faith, credit and taxing power of the Municipality;
and

» Direct obligations are not to be issued if the amount of the principal of, and
interest on, such bonds and notes (and on all such bonds and notes issued
thereafter) which are payable in any fiscal year, together with any amount paid
by the Municipality in the preceding fiscal year on account of bonds or notes
guaranteed by the Municipality, exceed 10 percent of the total assessed value of
the property located within the Municipality plus the balance of the ad valorem
taxes in the debt service fund, for bonds payable to be repaid with the proceeds
of property taxes restricted for debt service.

In addition, before any new bonds or notes are issued, the revenues of the debt service fund
should be sufficient to cover the projected debt service requirement. At June 30, 2004, the
Municipality is in compliance with the debt limitation requirements. The general long-term
debt activity for the year ended June 30, 2004 was as follows:
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June 30, 2004
Balance af June
30, 2003, es Borrowings or Payments or Balanceat June  Due Within
restated Additions Deductions 30, 2004 One Year
Bonds and boud asticipation note payables S 6MT242 S 51333 S (36403)) $ 6I%514 5 343,000
Notes paysble to:
Puerio Rico Tresury Departmeat:
Financing agreement for the excess of property tax
advanoes over collections 837 . (31,902) 195,825 17,902
Financing egreement to settle two legal demands - 1,921,548 (96,079) |,825,469 192,156
CRIM:
At No. 42 - Financing agreement for the excess of property tax
advances over collections through fiscal year 2000 335,920 (7,035) 548,885 7312
Act No 146 -Financing of delinqueat property tax accounts sold 683,522 . 683,522 .
LIMS Reimbursement 160,232 (14977) 145,255 14977
State Department of Labor- Financing Agreement 78,766 (61,188) 17,578 17,578
State Insuranos Fund Corporation 240,135 (120,067) 120,068 120,068
Health Insurance Adminisirtion 921,516 . (280,899) 646,617 -
Compensated shsences 1,601,787 16,535 1,618322 812,061
Claims and judgments ; 29,685 29,685 .
Estimated landfill closure and pestelosure care costs 886,831 . 886,831 -
Puerto Rico Power Authority - fiscal year power ulility expense - 590,922 590,922 590,922
L. M. Waste Management 540,000 . - 540,000 .
Clirisimas bonus 193,909 16,506 . 2104135 210415
Total T L1058 S J0BAD S Q82178 8 14255008 3 5346451

@) Bonds Payable

)

The Municipality issues general and special (public improvements) obligations bonds and
notes to provide for the acquisition and construction of major capital facilities and
equipment, as well as, to cover certain operating needs. Bonds and notes payable at June 30,
2004 is composed of the following debts:
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

These bonds are payable from the ad valorem property tax of 1.5% which is restricted for
debt service and retained by the Government Development Bank for Puerto Rico for such

purposes.

The laws and regulations of the Commonwealth provide that public debt of the Municipality
will constitute a first claim on the available revenue of the Municipality. Public debt
includes bonds and notes payable. The good faith, credit and taxing power of the
Municipality are irrevocably pledged for the prompt payment of the principal and interest of
the bonds and notes payable.

The Municipality levies an annual additional special tax of 1.50% of the assessed value of
personal and real property. The proceeds of this additional special tax are deposited in a
sinking fund established at GDB whereby sufficient funds must be set aside to redeem the
bonds in minimum annual or biannual principal and interest payments. The proceeds of this
special tax are recorded in the debt service fund.

Interest rates on serial bonds subject to variable rates are reviewed periodically by GDB and
arc based on the fluctuation of GDB’s weighted average rate for its commercial paper
program, not to exceed 8%. Under this program, GDB issues commercial paper in the U.S.
taxable and tax-exempt markets, in the Eurodollar market and to corporations that have tax
excmption under the Commonwealth’s Industrial Incentives Act and qualify for benefits
provided by the U.S. Internal Revenue Code Section 936.

Annual debt service requirements of maturity for bonds payable are as follows:

Year ended
June 30, Principal Interest Total
2005 3 343,000 290,808 $ 633,808
2006 261,000 348,083 609,083
2007 283,000 332,987 615,987
2008 296,000 315,770 611,770
2009 320,000 297,928 617,928
2010-2014 1,171,000 1,239,408 2,410,408
2015-2019 1,087,000 901,178 1,988,178
2020-2024 1,190,000 517,578 1,707,578
2025-2028 975,000 128,663 1,103,663
Totals £ 5,926,000 4,372,403 $ 10,298,403
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

Bond Anticipation Note

Advances on bond anticipation notes (BAN’s) with the U.S. Department of Rural
Development (USDRD) have been recorded within long-term obligations in the
accompanying statement of net assets. During the fiscal year ended June 30, 2004, the
proceeds received from BAN’s amounted to $270,514, which have been recorded as other
financing sources in the capital projects fund, and as an increase in the BAN’s liability in the
statement of net assets. The proceeds of BAN’s have been used to finance construction
projects of the Municipality.

The Municipality has taken all the legal steps, and has the ability, to refinance such BAN’s
on a long-term basis with GDB. The agreement with GDB permits that, after all approved
advances under the financing agreement with USDRD are received by the Municipality, the
BAN’s be refinanced on a long-term basis. The agreement with GDB is noncancelable and
does not expire within one year after June 30, 2004. The obligations under the agreement are
not callable during that period, except for violations of the provisions of the agreement, for
which compliance is objectively determinable or measurable. At June 30, 2004, no
violations of the agreement exist, and no available information indicates that a violation has
occurred thereafter prior to the issuance of the accompanying financial statements. At June
30, 2004, the outstanding balance of the advances received and the related unused amounts
under the financing agreement with USDRD amounted to $270,514 (including capitalized
accrued interest at a rate of 5.125%) and $29,486, respectively.

According to the agreement with GDB, the Municipality will refinance, on a long-term basis,
the aforementioned BAN’s through the issuance of three individual series of bonds
denominated as general municipal obligation bonds with original issue amounts of $300,000.
These bond series will bear interest at variable rates to be determined by and agreed with
GDB prior to the issuance of the bonds.

Notes Payable to Puerto Rico Treasury Department

Financing of the excess of property tax advances over collections - On November 1999
the Municipality entered into a financing agreement with the Puerto Rico Treasury
Department to pay a debt related to the excess of property tax advances over collections
made by the Puerto Rico Treasury Department prior to the creation of CRIM in 1993. The
outstanding principal balances of the note payable to CRIM amounted to $195,825 at June
30, 2004, The principal and implicit interest maturities are as follows:
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements

June 30, 2004
Year ending
June 30, Principal Interest Total

2005 $ 30,680 7,222 $ 37,902
2006 32,089 5,813 37,902
2007 33,563 4,338 37,901
2008 35,105 2,797 37,902
2009 36,718 1,184 37,902
2010 6,281 35 6,316

Total $ 174436 21,389 $ 195825

Loan for payment of legal settlement - On December 1, 2003 the Municipality obtained a

loan from the Puerto Rico Treasury Department to pay a legal settlement. The face amount
of the loan was $1,921,548 at no interest. This note has an imputed interest rate of 5.00%
and was originally recorded at its present value of $1,509,718, net of an unamortized
discount of $411,830, at inception. At June 30, 2004, the balance of this note, net of the
unamortized discount of $337,567, amounted to $1,450,773. The principal and discount
amortization (recorded as interest expense) maturities are as follows:

Year ending Principal Discount
June 30, amortization amortization Total

2005 $ 122,39 $ 69,760 $ 192,156

2006 128,658 63,497 192,155

2007 135,240 56,915 192,155

2008 142,159 49,995 192,154

2009 149,432 42,722 192,154
2010-2014 772,888 91,807 864,695
Total $ 1,450,773 $ 374,696 $_1,825469

Notes Payable to CRIM

Act No. 42 — Act No. 42 of January 26, 2000 was enacted to authorize CRIM to enter into a
financing agreement of up to $200 million, for a term not exceeding 30 years. The financing
agreement allows for the financing of a debt that the municipalities of Puerto Rico have with
CRIM, arising from the final seftlements of property tax advances versus actual collections
through fiscal year 2000. The amounts that the municipalities will collect from the
additional property taxes resulting from the increases in the subsidy from the Commonwealth
to the municipalities are assigned through this law to repay such loan. The increase in this
subsidy was the result of the Public Law No. 238 of August 15, 1999.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

In addition, on February 12, 2003, the Municipality entered into a repayment agreement with
GDB and CRIM to pay off the remaining $599,133 of excess of property tax advances
through fiscal year 2000 and 2001, CRIM retains the principal and interest from the property
tax advances of the Municipality. The amounts retained by CRIM are remitted to CDB on
July 1 of each year through July 1, 2032. The repayment agreement bears interest at variable
rates determined by GDB. The outstanding principal balances of the note payable to CRIM
amounted $548,885, at June 30, 2004. The principal and interest maturities are as follows:

Year ending
June 30, Principal Interest Total
2005 $ 7,372 $ 33,850 $ 41,222
2006 7,834 33,387 41,221
2007 8,327 32,895 41,222
2008 8,850 32,371 41,221
2009 9,406 31,815 41,221
2010-2014 56,673 149,433 206,106
2015-2019 76,860 129,246 206,106
2020-2024 104,238 101,869 206,107
2025-2032 269,325 81,057 350,382

Total $ 548,885 $ 625,923 $ 1,174,808

Financing of delinquent property tax accounts sold — On April 22, 2002, the Municipality
entered into a financing agreement with CRIM in the amount of $688,000 for the payment of
delinquent property tax account sold to private investors, The financing agreement in the
form of a line of credit bearing interests at 6.50% during the first 5 years, and variable
interests 125 points over LIBOR rate during the next 25 years. At June 30, 2004, the
outstanding principal balances amounted to $688,000 and $828,764. The principal and
interest maturities are as follows:

Year ending
June 30, Principal Interest Total

2005 $ - $ 44,720 $ 44,720
2006 - 44,720 44,720
2007 - 44,720 44,720
2008 - 44,720 44,720
2009 11,360 44,385 55,745
2010-2014 69,280 209,446 278,726
2015-2019 95,804 182,922 278,726
2020-2032 507,078 213,131 720,209
Total $ 683,522 $ 828,764 $ 1,512,286
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

LIMS - On June 28, 2001, the Municipality entered into a financing agreement with CRIM
for the payment of the Municipality’s share of the cost of an information management
system, acquired by CRIM on behalf of all municipalities, for the management of a digital
database of taxpayers properties located in Puerto Rico. The face amount of the loan was
$181,113 and bears no interest. The note is payable in monthly installments of $2,024
through December 1, 2011. This note has an imputed interest rate of 5.95%. At June 30,
2004, the balance of this note, net of the unamortized discount of $36,928, amounted to
$145,255. The principal and discount amortization (recorded as interest expense) maturities
are as follows.

Year ending June
30, Principal Interest Total
2005 $ 14,977 $ 8,410 $ 23,387
2006 16,840 7,451 24,291
2007 17,857 6,434 24,291
2008 18,935 5,356 24,291
2009 20,079 4,212 24,291
2010-2012 56,567 5,065 61,632
Total $ 145,255 $ 36,928 $ 182,183
Department of Labor

The Municipality entered into a financing agreement with the Department of Labor for the
payment of the Municipality’s indebt ness for the payment on unemployment insurance. The
face amount of the loan was $88,253 and bears no interest. The note is payable in monthly
installments of $5,099 through October 1, 2004. This note has an imputed interest rate of
5.00%. At June 30, 2004, the balance of this note amounted to $17,578. The principal and
discount amortization (recorded as interest expense) maturities are as follows.
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Notes to Basic Financial Statements
June 30, 2004
Year ending June
30, Principal Interest Total
2005 $§ 17,578 h) 211 $ 17,789
Total S 171578 $ 211 $ 1?5‘789

¢) State Insurance Fund Corporation (CFSE)

| == —

—
et i

re—ry

=

S B

]

4. "'1 —=n

B

|

The Municipality entered into a financing agreement with CFSE for the payment of the
Municipality’s indebt ness on the payment of the insurance for fiscal year 2002-2003. The
face amount of the loan was $240,135 and bears no interest. The note is payable in monthly
installments of $10,006 through April 1, 2005. This note has an imputed interest rate of
5.00%. At June 30, 2004, the balance of this note amounted to $120,068. The principal and
discount amortization (recorded as interest expense) maturities are as follows:

Year ending June
30, Principal Interest Total

2005 $ 108,000 $ 12,068 $ 120,068

Total $ 108!000 $ lZiDGB $ 120,068

Health Insurance Administration (ASES)

The Municipality entered into a financing agreement with ASES for the payment of the
Municipality’s indebt ness on the payment of the government’s health insurance for fiscal
years 1994-1995 thru 1996-1997. The face amount of the loan was $927,516 and bears no
interest. The note is payable with the municipality’s share on the state’s electronic lottery as
per Act 29 of the 1* of July 1997. During fiscal year the municipality received a deduction of
$ 280, 899 of its balance that came from the lottery revenues. The balance at 6/30/04 is

$646,617.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

& Puerto Rico Power Authority (PREPA)

The Municipality indebt ness to PREPA on the payment of the power utility for current fiscal
year that amount to $590,922. The outstanding balance will be paid from the PREPA annual
contribution in lieu of taxes during next fiscal year. Therefore, an account receivable of $
590,922 to PREPA was accrued in the GWFS and general fund at 6/30/04.The receivable in
the general fund was charged against deferred revenue because it was not a current available
financial resource at 6/30/04.

h) L. M. Waste Management

i)

The municipality owes $540,000 at 6/30/04 to L. M. for municipality sanitation services
performed. On October 2004 the Municipality entered in an agreement with L. M. to pay the
debt with the municipality's 50% of landfill revenues until debt is paid off.

Compensated Absences

At June 30, 2004, the liability for compensated absences is composed as follows:

Due within Due after
One year one year _Total
Vacations and sick leave $ 782,563 $ 806,261 $1,588,824
Compensatory time 29,498 - 29,498
Total $ 812,061 $ 806261 $1.618,322

10. LANDFILL CLOSURE AND POSTCLOSURE CARE COSTS OBLIGATIONS

The Municipality has a solid waste landfill, which is in operation as of June 30, 2004. The
total estimate of the closure and post closure care costs of the landfill and the portion of
estimated total current cost of closure and post closure care has been determined and
recorded as required by accounting principles generally accepted in the United States as of
June 30, 2004. The Municipality has reserved $886,831 as of June 30, 2004 to finance future
closure and post-closure care costs of this solid waste landfill.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Basic Financial Statements
June 30, 2004

11, COMMITMENTS AND CONTINGENCIES

ations

The Municipality is defendant in various legal proceding pertaining to matters incidental to
the performance of routine governmental operations. Under Act N. 104 of June 25, 1995 as
amended persons are authorized to sue the Municipality only for causes of actions set forth in
said Act to a maximus amount of § 29,685 if it involves actions for damages to more than one
person or where a single injured party is entitled to several causes of action. Under certain
circumstances, as provided in Act No. 9 of November 26, 1975, as amended, the Municipality
may its officers and employees with legal representtion, as well as asume the payments of
any judgement that may be entered against them. There is no limitation on the payment of
such judgement.

Federal Programs

The municipality participates in a number of federal financial assistance programs. These
programs are subject to audit on behalf the grantors to assure compliance with grant
provisions. If expenditures are disallowed due to noncompliance with grant programs
requirements, the Municipality may be required to reimburse, these costs, to the grantor
agency. It is the Municipality’s Management opinion, that any amount disallowed by federal
agencies, will be immaterial to the financial statements.

Commitments

The Municipality has reported, outstanding encumbrances amounting to $316,850 in the
general fund at June 30, 2004. The municipality intends to honor these encumbrances, which
will continue to be liquidated under the current year’s budget during a lapse of period that
extends into the subsequent fiscal year.

Accounts Payables

The Municipality did not recognize and eliminated from their books a balance payable to
Browning Ferris Industries (BFI) of $ 570,000 at June 30, 2004. Balance came for services
rendered by BFI from prior years. Municipality’s Management has certain discrepancies with
the outstanding balance with BFI. However, the Municipality maintained a contract with
BFI, and BFI invoiced the Municipality for the services rendered. However, BFI has not

presented any claim to the Municipality for the payment of this debt.

12. CHRISTMAS BONUS

The § 210,415 balance represents the accrued portion corresponding to fiscal year 2003-2004
of the Christmas bonus to be paid in December 2004.
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MUNICIPALITY OF SANTA ISABEL
Notes to Bagic Financial Statements
June 30, 2004

13. RESTATEMENTS

The following schedule reconciles the June 30, 2003 fund balances as previously reported
by the Municipality to the beginning fund balances, as restated:

June 30, 2003,
fund balance, June 30, 2003
as previously Reclassifications fund balance,
Reported and adjustments as restated
Major funds:
General Fund ($3,857,464) §232,244 ($3,625,220)
Legislative
resolutions - 1,081,514 1,081,514
Nonmajor funds
Capital project
funds $1,330,922 312,994 1,643,916
Totals ($2,526,542) $1,626,752 ($899,790)

14. SPECIAL ITEMS

Special Items are transactions of unusual or infrequent nature within the control of
Municipality’s Management.

Genersl
Fund
Loss on legal settlement ($1,600,000)
Gain on extinguishment of BFI payable 570,000
Total ~—{$1030.000)
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Budgetary Comparison Schedule — General Fund

June 30, 2004
Actual
BmOounts Variance
(budgetary with final
Budgeted Amounts bais) budget -
igndl " Final (secnolc 1) over (under)
Rewenues:
Property taxes $ 3897180 3,897,180 3995318 § 98,138
Municipal license and pemits 1,687,500 1,687,500 1,764,826 11,326
Intergovernmental revenucs, grants and contribulions 907,019 207019 (85,083 (221,936)
Interest on deposits 30,000 30,000 58,420 28420
Chargss of services 10,000 10000 50,91 40291
Miscallaneous 1,928,143 1,928,143 100,920 (1,827,223)
Other financing sources « Tel Comp. 49815 49815 . (49,815)
Total reveaues T BSWEST | BS09RST 6,054,558  (1,854,1%9)
Expenditures:
Current:
General govenment 3,184970 3.201,108 2,955,941 245,167
Public safety 581,307 580,603 578,590 2013
Urben end economic development 2804355 2,802,083 2,789,278 12,805
Heallh and senitalion 182178 781941 180,595 1,346
Culture, recreation, and education 448444 43759% 445,638 (8,042)
Welfare end housing essistance 303920 302,443 282,360 20,083
Opersting {ransfer -out to other funds 403,883 403,383 492,238 (88,355)
Total expenditures 8509657 8500557 834,640 185017
Excess (deficieney) of revennes over expenditures $ - - (1,669,787) §  (1,669,782)
Explanation of Differences:
Sources/inflows of financlal resonrces:
Actusl smounts (budgetary basis) "available for appropriations”
from the budgetary comparison schedule § 6654858
Differences - budget basis to GAAP:
Nonbudgeted revenues 3421,054
Total revenues ss reported on (he statement of revenues, expenditures
and changes in fund belances - governmental funds T 10075912
Uses/ontflows of financlal resonrces:
Actual amounts (budgetery basis) "totel charges to sppropriations”
from the budgetary comparison schedule § 8324640
Differences « budget basis to GAAP:
Expenditures considered for GAAP purposes but not for budgetary purposes 233,133
Expeaditures considered for budgetary purposes but not for GAAP purposes (316,850)
Nonbudgeled expenditures 20420m
Total expenditures & reported on the statement of revenues, expenditures
and changes in ﬁnd?ﬁm - govemmental funds § lm
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: GonzALEZ Torres & Co.

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

To the Mayor and Municipal Assembly
Municipality of Santa Isabel
E Santa Isabel, Puerto Rico

We have audited the accompanying financial statements of governmental activities, each major fund and
aggregated fund information of Municipality of Santa Isabel, as for the year ended June 30, 2004, and have
issued our report thereon dated December 8, 2004, which was qualified because the municipality did not
provide for our review the details of certain interfund payables from the legislative joint resolutions fund to
the general fund in the amount of $684,115. Thus, we were unable to perform auditing procedures over these
balances, which are included as part of the due to other funds for general fund and due from others funds in
: the legislative joint resolutions. Except as discussed in the preceding sentence, we conducted our audit in

| accordance with auditing 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 of America.

Compliance

1l As part of obtaining reasonable assurance about whether Municipality of Santa Isabel’s financial statements
are free of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grants, noncompliance with which could have a direct and material effect on the

i determination of financial statement amounts. However, providing an opinion on compliance with those

4| provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The result

of our tests disclosed instances of noncompliance that are required to be reported under Government Auditing

Standards which are described in the accompanying Schedule of Findings and Questioned Cost, identified as

items 2004-I1I-1 thru 2004-IT1-4, We also noted certain immaterial instances of noncompliance, which were

reported to the Management of the Municipality of Santa Isabel in a separate letter dated December 8, 2004.

p o i)

t Control over cial R

In planning and performing our audit, we considered the Municipality of Santa Isabel’s internal contrc!l over
financial reporting in order to determine our auditing procedures for the purpose of expressing an opinion on
the basic financial statements and not to provide assurance on the internal control over financial reporting.

|

_—
| PR

However, we noted certain matters involving the internal control over financial reporting and its operation
that we consider to be reportable conditions. Reportable conditions involve matters coming to our attention
relating significant deficiencies in the design or operation of the internal control over financial reporting that,
r- in our judgment, could adversely affect the Municipality of Santa Isabel’s ability to record, process,

1 summarize, and report financial data consistent with the assertions of Management in the statement of the
basic financial statements. Reportable conditions are described in the accompanying Schedule of Findings and
Questioned Costs Section II as items 2004-1I-1 thru 2004-11-4.

=

=
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REPORT ON COMPLIANCE AND ON INTERNAL CONTROL OVER FINANCIAL REPORTING
BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH
GOVERNMENT AUDITING STANDARDS

(Continued)

A material weakness is a condition in which the design or operation of one or more of the internal control
components does not reduce to a relatively low level the risk that misstatements in amounts that would be
material in relation to the statement of the basic financial statements being audited may occur and not be
detected within a timely period by employees in the normal course of performing their assigned functions.
Our consideration of the internal control over financial reporting would not necessarily disclose all reportable
conditions that are also considered to be material weaknesses. However, of the reportable conditions
described above, we consider items 2004-11-2, 2004-11-3 and 2004-II-4 to be material weaknesses. We also
noted other matters involving the internal control over financial reporting, which we have reported to the
management the Municipality of Santa Isabel in a separate letter dated December 8, 2004,

This report is intended for the information of the management, state agencies, federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than these specified
parties.

San Juan, Puerto Rico
December 8, 2004
Gonadi, (wth. Pse
The stamp number 2028982 GONZALEZ TORRES & CO., PSC
was affixed to original of this report, LIC. 96

Expires on December 1, 2005

PUERTO RI
Lic. Nim. 9
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GoNzALEZ Torres & Co.

CEnd i el Pl lie Jecammlands oud Binsadionts

REPORT ON COMPLIANCE WITH REQUIREMENTS APPLICABLE TO EACH MAJOR
PROGRAM AND ON INTERNAL CONTROL OVER COMPLIANCE WITH
OMB CIRCULAR A-133

To the Mayor and Municipal Assembly
Municipality of Santa Isabel
Santa Isabel, Puerto Rico

Compliance

We have audited the compliance of the Municipality of Santa Isabel, with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance
Supplement that are applicable to each of its major federal programs for the year ended June 30, 2004. The
Mounicipality of Santa Isabel’s major federal programs are identified in the summary of auditor’s results of
the accompanying Schedule of Findings and Questioned Costs. Compliance with the requirements of laws,
regulations, contracts, and grants applicable to each of its major federal programs is the responsibility of
Municipality of Santa Isabel’s management. Our responsibility is to express an opinion on Municipality of
Santa Isabel’s compliance based on our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted in the United
States of America;, 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 audit 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 Municipality of Santa Isabel’s compliance with those
requirements and performing such other procedures as we considered necessary in the circumstances. We
belicve that our audit provides a reasonable basis for our opinion. Our audit does not provide a legal
determination of Municipality of Santa Isabel’s compliance with those requirements.

In our opinion, Municipality of Santa Isabel, complied, in all material respects, with the requirements
referred to above that are applicable to each of its major federal programs for the year ended June 30, 2004.
However, the results of our auditing procedures disclosed instances of non compliance with those
requirements that are required to be reported in accordance with OMB Circular A-133 and which are
described in the accompanying Schedule of Findings and Questioned Costs -Section III as items 2004-I1I-1
thru 2004-111-4.

Internal Control Over Compliance

Management of Municipality of Santa Isabel is responsible for establishing and maintaining effective
internal control over compliance with the requirements of laws, regulations, contracts, and grants applicable
to federal programs,

Rio Piedras Heights 71
1733 Calle Tinvo, Sant Jwan, Puerio Rico 009263252

Td, (787) 7048664 = 764-H667 = Fux (787) 764-8643

web: cpagonzdez com
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REPORT ON COMPLIANCE WITH REQUIREMENTS APPLICABLE TO EACH MAJOR
PROGRAM AND ON INTERNAL CONTROL OVER COMPLIANCE WITH
OMB CIRCULAR A-133
(Continued)

In planning and performing our audit, we considered Municipality of Santa Isabel’s internal control over
compliance with requirements that could have a direct and material effect on a major federal program in order
to determine our auditing procedures for the purpose of expressing our opinion on compliance and to test and
report on the internal control over compliance in accordance with OMB Circular A-133.

A material weakness is a condition in which the design or operation of one or more of the internal control
components does mnot reduce to a relatively low level the risk that noncompliance with applicable
requirements of laws, regulations, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. Our consideration of the intemnal control over compliance
would not necessarily disclose all matters in the internal control that might be material weakness.

Sche f di €

We have audited the accompanying financial statements of governmental activities, each major fund and
aggregated fund information of Municipality of Santa Isabel, as for the year ended June 30, 2004, and have
issued our report thereon dated December 8 , 2004, which was qualified because because the municipality did
not provide for our review the details of certain interfund payables from the legislative joint resolutions fund
to the general fund in the amount of $684,115. Thus, we were unable to perform auditing procedures over
these balances, which are included as part of the due to other funds for general fund and due from others
funds in the legislative joint resolutions

Our audit was performed for the purpose of forming opinions on the financial statements that collectively
compromise the Municipality of Santa Isabel’s basic financial statements. The accompanying Schedule of
Expenditures of Federal Awards is presented for purposes of additional analysis as required by OMB Circular
A-133 and is not a required part of the basic financial statements of Municipality of Santa Isabel. Such
information has been subjected to the auditing procedures applied in the audit of the basic financial statements
and, in our opinion, is fairly stated, in all material respects, in relation to the basic financial statements taken
as a whole.

This report is intended for the information of the management, state agencies, federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than these specified
parties.

San Juan, Puerto Rico
December 8, 2004

The stamp number 2028983
was affixed to the original of this report.

NZALEZ TOBRES & CO.,PSC
ic. 96
ires on December 1, 2005

PUERTO RICO
Lic. NGm. 96
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL

Notes to Shedule of Expenditures Federal Awards

June 30, 2004

Federal  Pass-Through
CFDA Grantor's
Federal Grantor/Pass-Through Number Number Expenditures
Grantor/Program Title (note B) (note C) (note A)
Passed through the Office of Commissioner of Municipal Affairs:
Community Development Block Grant - State's Program 14.218 N/AV § 1,230,616
Program:
Direct Program;
Section 8 Housing Choice Vouchers 14.871 N/A 238,756
1,489,372
LS, Department of Health and Human Services
Program:
Passed through the P.R. Department of Family - Families and
Children Administration:
Child Care and Development Block Grant 93.575 N/AV 658,895
Program;
Direct Program:
Head Start and Early Head Start 93.600 N/A 2,418,420
3,077,315
U.S. Department of Agriculture
program:
Passed through the P.R. Department of Education:
Child and Adult Care Food Program 10.558 N/AV 31,754
Total federal awards expenditures: b) 4,598,441
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
Notes to Shedule of Expenditures Federal Awards
June 30, 2004

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accompanying Schedule of Expenditures of Federal Awards includes the federal grant activity of the

Municipality and is presented on the modified accrual basis of accounting, Expenditures are recognized

when the related liability is incurred. The information in this schedule is presented in accordance with

%reg requirements of OMB Circular A-133, Audits of States, Local Government and Nonprofit
anizations,

NOTE B - FEDERAL CFDA NUMBER

The Catalog of Federal Domestic Assistance (CFDA) Number is a program identification number. The
first two digits identify the federal department or agency that administers the program and the last three
numbers are assigned by numerical sequence.

NOTE C- PASS -THROUGH GRANTOR’S NUMBER

State or local government redistributions of federal awards to the Municipality, known as “pass-through
awards”, should be treated by the Municipality as though they were received directly from the federal
government. OMB Circular A-133 requires the schedule to include the name of the pass-through entity
and the identifying number assigned by the pass-through entity for federal awards received as a
subrecipient. Numbers identified as N/A are not applicable and numbers identified as N/AV are not
available.

NOTE D - RECONCILIATION OF EXPENDITURES PRESENTED IN THE SCHEDULE OF
EXPENDITURES OF FEDERAL AWARDS TO THE EXPENDITURES PRESENTED IN THE
BASIC FINANCIAL STATEMENTS

Head Other Nonmajor
Description Start Funds
14.218 3 - $ 1,230,616
14.871 - 258,756
10.558 . 31,754
93.575 - 658,895
93.600 2,418,420 -
Total federal awards expenditures 2,418,420 2,180,021
Total nonfederal awards - 1,646,055
expendifures
Total expenditures, fund $ 2,418,420 $ 3,826,076
statementis
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION I-SUMMARY OF AUDITOR’S RESULTS
Part1 Financial Statements:
1.  Type of audit report:
o Unqualified opinion B  Qualified opinion
O  Adverse opinion O  Disclaimer of opinion
2.  Reportable conditions reported

= Yes o No

3.  Reportable condition reported as a major weakness:

B Yes o No

4. Material noncompliance disclosed:

o Yes B No

Part I Federal Awards

Type of report: on compliance for major programs:

®  Unqualified opinion O  Qualified opinion
O  Adverse opinion O  Disclaimer of opinion
Reportable condition reported as a major weakness:

] Yes B No
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004
SECTION I-SUMMARY OF AUDITOR’S RESULTS (Continued)
Part II Federal Awards (Continued):
Material noncompliance disclosed:

o Yes B No

Audit findings required to be reported under Section 510 (a) of Circular

A-133:
& Yes O No
Major Programs:
CFDA
Number (s) Federal Program Grantor and Program Name
US Department of Housing and Urban Development.
14.218 Community Development Block Grants
US Department of Health and Human Services:
93.600 Head Start
93.575 Child Care

Dollar threshold used to distinguish Type A and Type B programs:
$300,000 or 3% of total federal awards expended

Low-risk auditee

O Yes 8 No

Waive risk criteria under 520 (i) of Circular A-133

o Yes B No
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION II- FINANCIAL STATEMENTS FINDINGS

Program: CDBG Finding Number
CHILD CARE 2004-11-1
Accounting Records
Criteria and Condition

Section 20 of OMB Circular A-102 of the Common Rule, requires adequate accounting
records, should be maintained for each federal program.

We did not received from program personnel trial balance for CDBG and Child Care.
Cause

Program personnel have not keep an adequate accounting cycle to be able to produce a
CDBG and Child Care’s financial statement.

Effect

We did not get a trial balance from the program department, and they are not in compliance
with A-102.

Recommendation
We recommend starting a general ledger in order to produce a trial balance.
Management Response

The Municipality management concurs with the finding. Auditor’s recommendation will be
considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION II- FINANCIAL STATEMENTS FINDINGS

Program: CHILD CARE Finding Number
2004-1I1-2
Interfund Transactions
Criteria and Condition

Section 20 of OMB Circular A-102 of the Common Rule and municipality state laws,
requires adequate accounting records and financial management should be maintained for
each municipal fund.

We noted that the Internal Revenue Service (IRS) seized approximately $577,000 from the
municipality’s certificates of deposits, in order to cover a receivable from the municipality
based on unpaid social security taxes. The funds of the certificated of deposit seized came
from state joint resolutions funds for restricted or specified purposes.

Cause
Municipality had a debt with the IRS for the payment of social security taxes.
Effect

Municipality restricted funds, $577,000 of state joint resolutions, were used for purposes
not approved by grantor.

Recommendation
The municipality will have to meet with the respective officials to clear this matter.
Management Response

The Municipality management concurs with the finding. Auditor’s recommendation will be
considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION II- FINANCIAL STATEMENTS FINDINGS

Finding Number
2004-11-3
Payroll Taxes
Criteria and Condition
Municipaltity must comply with state and federal laws and regulations on the payment of
payroll taxes.
Cause

During our audit, the state treasury department and the internal revenue services confirmed
to us an account receivable from the municipality amounted to $ 677,350.75 and § 196,113
respectively, at 06/30/04 for the concept of income taxes withheld and social security on
municipality employees.

Effect
The municipality may not comply with state laws and regulations over the payment of
income taxes withheld.

Recommendation

To verify those periods claimed by the state treasury department and meet with their
officials to clear this matter.

Management Response

The Municipality management concurs with the finding. Auditor’s recommendation will be
considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION II- FINANCIAL STATEMENTS FINDINGS

Finding Number
2004-11-4
Budget

Criteria and Condition

Municipalities’s state laws, requires an adequate accounting records and a good financial
management should be maintained for each of the municipality’s funds.

We noted that were a material overstatement, of $1.8 millions, on budgeted revenues
over actual revenues collections for fiscal year 2003-2004, as per general fund’s
budgetary report in financial statements report.

Cause

Municipality officials approved and worked for the general fund, for the fiscal year, with
a budget with inflated estimated revenues.

Effect

Actual collections during the fiscal year did not cover for payments on expenditures of
the general fund. Therefore, a deficit was created for fiscal year in the general fund
operations.

Recommendation

To do an estimated of current revenues based last year actual collections, a cash basis
budget, in order to avoid a negative variance of estimated revenues over actual revenues
collected.

Management Response

The Municipality management concurs with the finding. Auditor’s recommendation will
be considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION ITI- FEDERAL AWARDS FINDINGS AND QUESTIONED COSTS
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Programs: CDBG Finding Number
CHILD CARE 2004-111-1

Cash Management

Criteria and Condition

As per OMB C-A 133, compliance C, when entities are funded on a reimbursement basis,
program costs must be paid for by entity funds before reimbursement is requested from
the Federal Government, When funds are advanced, recipients must follow procedures to
minimize the time elapsing between the transfer of funds from the U.S. Treasury and
disbursement. When advance payment procedures are used, recipients must establish
similar procedures for sub recipients.

During our audit we found, for CDBG, that the program has a high cash balance of

$111,220 at 6/30/04 and for Child Care we found that the program has a high cash
balance of § 162,233.81 at 6/30/04.

Management did not keep cash balances during fiscal year in accordance with federal
regulations.

The municipality is not complying with cash management compliance.

Questioned Costs

1

None.

Recommendation

To have a detail of payments that support the cash advances requests amounts, which are
going to be disbursed for the payments at the time the money is deposit on bank account.

Management Response

The Municipality management concurs with the finding. Auditor’s recommendation will
be considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION III- FEDERAL AWARDS FINDINGS AND QUESTIONED COSTS

Program: CDBG Finding Number
2004-111-2
Procurement, Suspension and Debartment

Criteria and Condition

As per OMB Circular A-133, states, and governmental subrecipients of States, shall use
the same State policies and procedures used for procurements from non-Federal funds.
They also shall ensure that every purchase order or other contract includes any clauses
required by Federal statutes and executive orders and their implementing regulations.
Non-Federal entities are prohibited from contracting with or making subawards under
covered transactions to parties that are suspended or debarred or whose principals are
suspended or debarred.

During our audit we could not observe any suspension and debarment clanses or
certifications regarding to, in two construction contracts were program funds were
expended during fiscal year.

Cause
The municipality has not written down any suspension and debarment contract clauses on

federal funded contracts or has not requested to suppliers to fill out a suspension or
debarment certifications.

Effect
Program may not comply with required procurement procedures.

Questioned Costs
None.

Recommendation
To include suspension and debarment contract clauses or require to suppliers to fill out
certifications staying that they has been suspended or debarred from do transactions with
the government , during the contact process with suppliers.

Management Response

The Municipality management concurs with the finding. Auditor’s recommendation will
be considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION ITI- FEDERAL AWARDS FINDINGS AND QUESTIONED COSTS

1

Program: CDBG Finding Number
2004-111-3

Special Tests

Criteria and Condition

When CDBG funds are used for housing rehabilitation, the grantee must assure that the
work is properly completed (24 CFR section 570.506).

1. As per our tests, we observed the following participant’s contracts were not adequately
filled out in all required blanks and the housing deficiencies to be corrected were not
correctly described in the initial inspections documents.

2. In one case , supplies paid by the municipality were not delivered by supplier to
participant and the municipality and we did not observe required follow up in this case.

Program personnel are not following adequate procedures at the time to fill out
documents for the housing rehabilitation program.

Program is not in compliance with regulations,

Questioned Costs

None.

Recommendation

To complete on time all required paperwork in accordance with law and regulations and
incorporated deficiencies to be corrected into contracts in order to bind participant’s
responsibility. Also peform the required follow up for collections on supplies paid by the
municipality but not delivered by supplier, on the case mentioned above.

Management Response

=4
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The Municipality management concurs with the finding. Auditor’s recommendation will
be considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004

SECTION III- FEDERAL AWARDS FINDINGS AND QUESTIONED COSTS

Program: CHILD CARE Finding Number
2004-111-4

REPORTING

Criteria and Condition

As per OMB Circular A-133, the reporting requirements for sub recipients are as
specified by the pass-through entity. In many cases, these will be the same as or similar
to the following requirements for recipients.

During our audit, we did not observe the quarterly financial reports required by grantor’s
agency.

Cause
The municipality did not show us the required reports on time.

Effect

Program may not comply with reporting requirements as specify by grantor.
Questioned Costs

None.
Recommendation

To keep in agenda during the whole fiscal year the preparation of program financial
reports required by the grantor to comply with the grantor’policies.

Management Response

The Municipality management concurs with the finding, Auditor’s recommendation will
be considered as part of corrective action plan to be develop and implement it.
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COMMONWEALTH OF PUERTO RICO

MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF PRIOR YEARS AUDIT FINDINGS AND QUESTIONED COSTS
June 30, 2004
Program: CDBG Finding Number
2003-11-1
Accounting Records
Condition

The municipality does not maintain general ledgers for most of its major federal funds.
Status

Finding still prevails and has not been cleared.

Program: CDBG Finding Number
CHILD CARE 2003-111-1
SECTION 8

Cash Management

Condition

The administrative personnel is not following adequately the procedures to minimize the
time elapse between the receipts of funds and their disbursement. For Section 8, we found
that most of housing assistant payments during the year were issued by the tenth of each
month.

Status

Prior year findings has not been cleared.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF PRIOR YEARS AUDIT FINDINGS AND QUESTIONED COSTS

June 30, 2004
Program: SECTION 8 Finding Number
2003-111-2
Cash Management
Condition
A bank charged of $5,978.21 was charged to the program during the month of October
2002,
Status
Finding has not been cleared.
Program: CDBG Finding Number
2003-111-3
Reporting
Condition

Municipality has not assign the proper number of employees to Section 8 Program,
causing improper segregation of duties.

Status
Finding has not been cleared.
Program: FEMA Finding Number
Section 8 2002-2
Head Start
Disbursing
Condition
Noncompliance related to disbursing procedures.
Status

Finding has not been cleared by Federal Agency.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF SANTA ISABEL
SCHEDULE OF PRIOR YEARS AUDIT FINDINGS AND QUESTIONED COSTS

June 30, 2004
Program: CDBG Finding Number
Section 8 2002-3,6 and 7
Head Start
FEMA
Cash Managment
Condition

Reportable conditions over cash management.

Status

Finding has not been cleared by Federal Agency.

Program: FEMA Finding Number
2002-5
Reprting
Condition
Reportable conditions over reporting.
Status

Finding has not been cleared by Federal Agency.
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