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INDEPENDENT AUDITORS REPORT

To the Honorable Mayor and
Members of the Municipal Legidature
Municipality of Ponce

Ponce, Puerto Rico

We have audited the accompanying basic financial statements of the governmental activities, the aggregate
discretely presented component units, each major fund and the aggregate remaining fund information of the
Municipality of Ponce, (“the Municipality”), as of and for the year ended June 30, 2006, which collectively
comprise the Municipality’s basic financia statements, as listed in the table of contents. These basic financial
statements are the responsibility of the Municipality’s management. Our responsibility is to express opinions on
these financial statements based on our audit. We did not audit the financial statements of Corporacién Patronato
para € Desarrollo Cultural y Turistico de Ponce, C.D. (“Patronato”), which is shown as discretely, presented
component units. Those financial statements were audited by other auditors whose report thereon has been
furnished to us, and our opinion, insofar as it relates to the amounts included for Patronato, is based on the report of
the other auditor.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit and the report of other auditor provide areasonable basis for our opinions.

In our opinion, the basic financial statements referred to above present fairly, in all material respects, the respective
financial position of the other governmental funds of the Municipality of Ponce as of June 30, 2006 and the
respective change 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, based on our audit and the report of other auditor, the basic financial statements referred
to above present fairly, in all material respects, the respective financial position of the governmental activities, the
discretely presented component units, each major fund and the aggregate remaining fund information of the
Municipality of Ponce as of June 30, 2006, and the respective changes in financial position, thereof and the
respective budgetary comparison for the general and debt service funds for the fiscal year then ended in conformity
with accounting principles generally accepted in the United States of America.

As discussed in Note 1 (reporting entity on pages 28 and 29), certain changes and restatements were made to the
reporting entity as presented in the accompanying basic financial statements.



The Management’s Discussion and Analysis on pages 5 through 15 is not a required part of the basic financial
statements, but is supplementary information required by the accounting principles generally accepted in the United
States of America. We have applied certain limited procedures, which consisted principally of inquires of
management regarding the methods of measurement and presentation of the required supplementary information.
However, we did not audit the information and express no opinion on it.

December 22, 2006

License number 6
Ponce, Puerto Rico

Stamp number was
affixed to the original report.



COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

MANAGEMENT’SDISCUSSION AND ANALYSIS

As management of the Municipality of Ponce (the M unicipality), we offer readers of the Municipality’s basic
financial statements this narrative overview and analysis of the financial activities of the M unicipality as of and for
the fiscal year ended June 30, 2006. All amounts, unless otherwise indicated, are expressed in millions of dollars.

OVERVIEW OF THE BASIC FINANCIAL STATEMENTS

This discussion and analysis are intended to serve as an introduction to the basic financial statements. The
Municipality’s annual financia report is comprised of the following components: 1) management’s discussion and
analysis, and 2) basic financial statements. The basic financial statements consist of a government-wide financial

statements, fund financial statements and notes to the basic financial statements.

COMPONENTSOF THE ANNUAL FINANCIAL REPORT
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GOVERNMENT-WIDE FINANCIAL STATEMENTS

The government-wide financial statements are comprised of the statement of net assets and the statement of
activities. These two statements are designed to provide readers with a broad overview of the Municipality’s
finances utilizing the full accrual method of accounting, in a manner similar to a private-sector business. All of the

Basic
Financial
Statements

current year’'s revenues and expenses are taken into account regardless of when cash isreceived or paid.



COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

GOVERNMENT-WIDE FINANCIAL STATEMENTS, Continued

These two statements report the Municipality’s net assets and changes in them. You can analyze the
Municipality’s net assets, as the difference between assets and liabilities, as one way to measure the
Municipality’s financial health, or financial position. Over time, increases or decreases in the M unicipality’s net
assets are one indicator of whether its financial health is improving or deteriorating. However, you will need to
consider other non-financial factors, such as changes in the M unicipality’s property tax base and the condition of
the roads, to assess the overall health of the M unicipality.

Both the government-wide financial statements distinguish functions of the Municipality that are principaly
supported by Taxes, Capital Grants and Contributions (governmental activities) from other functions that are
intended to recover al or a significant portion of their costs through user fees and charges (business-type activities).
The governmental activities of the M unicipality include general government, public safety, public works, culture
and recreation, health and welfare, urban development, legal services, education, training and employment, capital
outlays special communities, capital outlays of projects, depreciation and principal plusinterest on related long-term
debt.

Other kinds of activities of the M unicipality are the component units that include from separate legal entitiesin its
report, the Port of Ponce (POP), Corporacion Patronato para €l Desarrollo Cultural y Turistico de Ponce, C. D.
(“Patronato Castillo Serrallés’) and Corporacion para €l Desarrollo de la Zona Libre de Ponce, C. D. (CODEZOL).
Although legally separate, these “components units’ are important for the Municipality because are financially
accountable for them and your significant importance for us. The Municipality has another component unit,
Corporacion para € Desarrollo Econémico de Proyectos Comerciales y de Vivienda de Ponce, C.D.
(CODEPCOVI), which closed its operations effective June 30, 2006, and accordingly its financial condition and
results of operations as of and for the year ended June 30, 2006 were not included in the basic financial statements
of the M unicipality.

The governmental -wide financial statements can be found on pages 14 to 16 of this report.
GOVERNMENTAL FUNDS

Governmental funds are used to account for essentially the same functions reported as governmental activities in the
government-wide financial statements. However, unlike the government-wide financial statements, the
governmental funds financial statements utilize the modified accrual basis of accounting, which focuses on near-
term inflow and outflow of spend able resources, as well as on balances of spend able resources available at the end
of the fiscal year. Such information may be useful in evaluating a government’s near-term financial requirements.

The Municipality maintains six individual governmental funds; General Fund , Health and Human Service Grants
(HHS), Workforce Investment Act Grants (WIA), Debt Service, Housing Urban Development Grants (HUD) and
Others Funds. Information is shown in the balance sheet and in the statement of revenues, expenditures and changes
in fund balances.

Budgetary comparison statements for the general fund and debt service fund are required by law and are included in
the basic financial statements on pages 23 and 24 of this report.

The governmental funds financial statements can be found on pages 17 to 21 of this report.
NOTESTO THE BASIC FINANCIAL STATEMENTS

The notes provide additional information that is essential to a full understanding of the data provided in the basic
financial statements. The notesto the basic financial statements can be found on pages 25-49 of this report.



COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

FINANCIAL HIGHLIGHTS

The Municipality’s capital assets increased as a result of this year’'s operations. Capital assets as of June
30, 2006 are $258.4 millions, as compared to $192.6 millions in 2005.

At June 30, 2006, the Municipality’s governmental funds reported total ending fund balances of $39.6
millions. Capital Projects fund balance had an ending balance of $26.1 millions which represent 65% of
total fund balance.

For the year ended June 30, 2006, the Municipality had total revenues of $142.3 millions. The general
fund shown revenues by $96 millions, which represent 67.5% of total revenues.

The investment in capital assets, net of related of debt, for this year was $126.38 millions. The
Municipality uses these assets to provide services to citizens. Although the Municipality’s investment in
capital assetsis reported net of related debt, it should be noted that the resources needed to repay this debt
must be provided from other sources, since the capital assets themselves cannot be used to liquidate these
liabilities.

Governmental Activities

Net assets of the Municipality’s governmental activities increased from $15.12 in 2005 to $55.84 in 2006.

Unrestricted net assets, the part of net assets that can be used to finance day-to-day operations without constraints

established by debt covenants, enabling legislation or other legal requirements, decreased from approximately
$(133.43) millions at June 30, 2005 to approximately $(122.72) millions at June 30, 2006.

TABLE 1
NET ASSETS
Governmental Activities
2006 2005
Current and other assets $ 92.24 $ 117.51
Capital assets 258.40 192.64
Total assets 350.64 310.15
Long-term debt outstanding (242.88) (248.29)
Other liabilities (51.91) (46.76)
Total liabilities (294.79) (295.03)
Net assets:
Invested in capital assets, net of related debt 126.38 58.49
Restricted for:
Debt services 4.58 10.29
Capital projects 31.18 64.70
Federal programs 7.89 10.32
Special purposes 8.53 4,75
Unrestricted (122.72) (133.43)
Net assets $ 55.84 $ 15.12
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MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Components of Net Assets
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Total revenues for the Municipality’s governmental activities decreased by $26.17 millions while total expenses
increased by $6.1 millions. The Municipality took the following major actions during year to improve its financial
position:

The Mayor of the M unicipality made various committees to supervising the operations of all departments.
The components of that committee were met, at lease, once per month. In those meetings the Mayor
received various financial reports, such as, cash-flows statement, budget vs. actual, aging of accounts
payable and a management report with the necessary explanations of the each account variance and the
status of accounts payable and accrued expenses. The financial decisions of the Mayor were principally
supported by those reports.

During fiscal year 2004-05, the Municipality received $29.5 millions of Commonwealth of Puerto Rico
joint resolutions, of which a big portion were expended in infrastructure, health and welfare activities
during the fiscal year 2005-06. During the fiscal year 2005-06, the M unicipality did not received resources
of joint resolutions.

In the budget regarding the administration, the M unicipality received the estimated of expenses by each
department, and the Finance and Budget Director and the Mayor performed the evauation to those
expenses and determine the needed of each one, looking for the reduction of those unnecessary expenses
without affecting the daily operations.
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MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Revenues in the statement of revenues, expenditures and changes in fund balances, pages 20 to 21, for the fiscal
years ended June 30, 2006 were as follows:

TABLE 2
GOVERNMENTAL REVENUES

Total Revenues

2006 2005

Property taxes $ 40.46 $ 41.06
Municipal license tax 20.45 18.07
Royalties, licenses, permits and other local taxes 12.08 11.88
Charges for services 0.80 0.66
Interest 247 1.41
Fines and forfeitures 0.05 0.10
Federal grants and contributions 36.81 38.22
State contributions 18.75 44.50
Others 10.39 12.54

Tota $ 142.26 $ 168.44

Governmental Fund Revenues
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MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

The cost of al governmental activities for the year ended June 30, 2006 was $148.24 millions as compared to
$152.76 millions in prior year. Table 3 below, presents the cost of each of the Municipality’s largest program.
expenses for the fiscal year ended June 30, 2006.

TABLE 3
GOVERNMENTAL ACTIVITIES

Total Expenses

2006 2005

Genera government $ 40.62 $ 38.19
Public safety 11.79 10.28
Public work 17.80 16.85
Culture and recreation 7.26 9.08
Health and welfare 21.45 17.93
Urban development 7.34 27.66
Legal service 1.04 0.85
Education 11.79 11.49
Training and employment 4.45 3.83
Capital outlays special communities 3.37 543
Capital outlays 9.04
Interest on long-term debt 8.26 7.18
Depreciation 4.03 3.98

Tota $ 148.24 $ 152.75

2006 Governmental Activities Expenses

Depreciation —E 2333
Interest on long-term debt ET:LSSZG
Capital Outlays :' 5.6
Capital Outlays Special 7? 5.43
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MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

REPORTING THE MUNICIPALITY'SMOST SIGNIFICANT FUNDS
Gover nmental-wide financial statements

The statement of activities presented on page 16, provide detailed information about the most significant funds, of
the M unicipality.

The principal governmental revenues including, property taxes, municipa license taxes, royalties, licenses and
permits amounted to $70.64 millions in 2006 and $69.98 in 2005. During the fiscal year 2005-06; Port of Ponce
transferred $1.0 millions to the Municipality, as established by Resolution No. 38 (2005-06), and the debt service
fund transferred the amount of approximately $4.4 millions for public improvements.

The Municipality’s governmental funds reported a change in net assets of $39.21 millions in 2006 and $15.67
millionsin 2005. Table 4 and 5 shown the principal resources collected by governmental activities:

TABLE 4
GOVERNMENTAL ACTIVITIESREVENUES

General Revenues by
Major Sources

2006 2005
Property taxes $ 40.41 $ 41.06
Municipal license taxes 20.45 18.07
Royalties, licenses, permits and other local taxes 9.78 10.85
Total $ 70.64 $ 69.98
2006 Governmental Activities Revenues
Municipal license tax,
20.45
Property taxes , 4041 Royalties, Licenses,
Permits and other local
taxes, 9.78

O Property taxes
O Municipal license tax
O Royalties, Licenses, Permits and other local taxes
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MANAGEMENT’S DISCUSSION AND ANALY SIS
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TABLES

GOVERNMENTAL ACTIVITIES

Program Revenuesby
Major Sources

2006 2005
Charges for service $ 2:30 $ 2.09
Operating grants and contributions 40.11 59.08
Capital grants and contributions 26.36 35.12
Total $ 68.77 $ 96.29

2006 Governmental Activities Revenues

3%

38%

59%

O Charges for services O Operating Grants and Contributions
O Capital grants and contributions
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MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Fund financial statements

Governmental funds, as presented in the balance sheet on pages 17 and 18 reported a total fund balance of $39.60
millionsin 2006, and $69.9 millionsin 2005.

Also, there are others explanations that have been identified and should be read in conjunction.

The Municipality had a reduction in the deficit of the unreserved fund balance as of June 30, 2006 for
approximately $2.5 millions.

During the fiscal year, the Municipality maintained a revenue trend in the property taxes due to the effort
of the M unicipality property tax office.

State contributions of approximately $18.7 millions, principally include $8.33 millions of the legal claim of
Ponce en Marcha, and $7.86 of in lieu of tax provided by PR Electric Power Authority.

CAPITAL ASSETSAND DEBT ADMINISTRATION

Capital Assets

As of June 30, 2006, the Municipality of Ponce had $310.59 millions invested in a broad range of capital assets,
including buildings, parks, roads, bridges, and equipment, see Table 6 below. This amount represents a net increase
of $69.60 millions.

TABLE 6

CAPITAL ASSETS
(In thousands)

Governmental Activities

2006 2005
Land $ 5009 $ 29.36
Buildings and improvements 68.23 34.26
Construction in progress 46.17 40.57
Equipment 40.66 36.00
Infrastructure 105.44 100.80
Total $ 31059 $ 240.99

11
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MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006
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Buildings and improvements increased by $31.34 millions and land increased by $23.36 millions. The increase
during the fiscal year 2005-06 was due to the fact that the Recreational and Sport Department of the Commonwealth
of Puerto Rico transferred its ownership titles of the Auditorium Pachin Vicens, Pagquito Montaner Stadium and
severa basketball courts to the Municipality. The real property acquisitions were recorded at fair market value.
More detailed information about the Municipality’s capital assets is presented in Note 10 to the basic financial
statements.

Debt

At year-end, the Municipality had $243.70 millions in bonds, notes and other long-term debts outstanding as
compared to $248.27 millionsin prior year, a decreased of $4.57 millions, as shown in Table 7 below.

TABLE7

OUTSTANDING DEBT
(In thousands)

Governmental Activities

2006 2005
General and special obligation $ 14813 $ 154.36
L oan guarantee assistance notes 6.92 9.91
Advances from CRIM 65.27 61.92
Other obligations 20.20 18.68
Interest due for account sold 3.18 3.40
Totd $ 24370 $ 248.27

12
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MANAGEMENT’S DISCUSSION AND ANALY SIS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

2006 Outstanding Debt

General and
spec@l Loan Guarantee
Obllg?lon assitance notes
61% 3%
Advances from
Interes due for CRIM
account sold 27%
1% Other

Obligations
8%

The Municipality is reguired to limit the amount of general obligation debt to 10% of the total assessment of
property located within the Municipality, for bonds to be repaid with the proceeds of property taxes restricted for
debt services. Other obligations include compensated absences, LIMS refinancing debt, claims and judgments.
Detailed information about the Municipality’s long-term liabilities is presented in Note 15 to the basic financial
Statements.

GENERAL FUND BUDGETARY AND ECONOMIC FACTORSHIGHLIGHTS

The Municipality’s elected and appointed officials considered many factors when setting the fiscal year 2005-06
budget.

During the fiscal year 2005-06, the original budget was amended to increase revenues by $1.3 millions. The increase
in appropriations was to be funded from additional state contributions obtained from Electric Power Authority.

Actual revenues included in the general fund decreased by $4.17 as compared to budgeted revenues. This decrease
was principaly in other revenues because the Municipality did not receive the deficiencies of property taxes that
were budgeted in $3.43 millions. The management we made the necessary adjustments over budgeted expenditures
to mitigate the deficiency in the budgeted amount. The statement of revenues and expenditures — general fund -
budget and actual in page 23 presented a final budgeted deficiency of approximately $2.0 millions.

The original and final budget (General Fund and Debt Service Fund) 2005-06 is presented in page 23 providing
detailed information to legal compliance.

CONTACTING THE MUNICIPALITY'SFINANCIAL MANAGEMENT
This financial report is designed to provide our citizens, taxpayers, and creditors with a general overview of the
Municipality’s finances and to show the accountability for the money it receive. If you have questions about this

report, separately issued components unit’s financial statements, or need additional financial information, contact us
at Municipality of Ponce, PO Box 331709, Ponce, Puerto Rico 00733-1709.

13



COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

STATEMENT OF NET ASSETS
JUNE 30, 2006

Component Units

Governmental
ASSETS Activities Port of Ponce CODEZOL Patronato
Cash (Notes 1 and 4) $ 7,798,851 $ 2,841,273 $ 386,937 $ 293,096
Accounts receivable, net (Notes 1 and 8):
Municipal license tax 181,659
Other 376,517 207,829 70,440 2,180
Interest receivable 71,179
Due from federal government (Note 9) 4,577,464
Due from local government (Note 9) 9,043,646
Due from primary government 75,346
Other assets 21,628 86,374
Restricted assets:
Cash and cash equivalents (Notes 1 and 4) 40,410,376 431,964
Cash and cash equivalents with fiscal agent (Notes 1 and 4) 29,777,426
Real estate projects under construction (Note 1)
Capital assets (Notes 1 and 10):
Non-depreciable 93,631,323 227,709
Depreciable, net of accumulated depreciation 164,771,695 2,620,781 36,222 222,198
Total assets 350,640,136 5,745,229 947,191 831,557

14



See notes to the basic financial statements.
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

STATEMENT OF NET ASSETS (CONTINUED)
JUNE 30, 2006

LIABILITIESAND NET ASSETS

LIABILITIES:

Accounts payable and accrued liabilities (Note 11)

Due to primary government
Due to other agencies (Note 12)
Notes payable (Note 15)
Deferred revenues (Note 14):
Municipal license tax
Federal government
Others
Accrued interest
Non current liabilities (Note 15):
Due within one year
Due after one year

Total liabilities

NET ASSETS:
Investment in capital assets, net of related debt
Restricted for:
Federa grants
Debt service
Specia purposes
Capital project
Unrestricted (deficit)

Total net assets

See notes to the basic financial statements.

Governmental
Activities

$ 25,170,132

6,830,533

16,321,303
1,163,572
9,498
2,427,089

52,288,027
190,588,361

294,798,515

126,375,073

7,894,314
4,582,109
8,527,633
31,184,045
(122,721,553)

$ 55,841,621

Component Units

Port of Ponce CODEZOL Patronato
$ 535,546 $ 38,570 169,420
60,928
60,333
596,474 38,570 229,753
103,198
36,222
5,148,755 872,399 498,606
$ 5,148,755 $ 908,621 601,804

16



COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

STATEMENT OF ACTIVITIES
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Net (Expense) Revenue and
Changesin Net Assets

Program Revenues Primary
Operating Capital Government Component Units
Charges Grantsand  Grantsand  Governmental Port of
Functions/Pr ograms Expenses for Services  Contributions Contributions Activities Ponce CODEZOL Patronato
PRIMARY GOVERNMENT
Governmental activities:
General government $ 40,624,432 $ 3,549,089 $ (37,075,343)
Public safety 11,791,875 776,781 (11,015,094)
Public works 17,802,943 $ 2,300,843 $ 26,363,123 10,861,023
Culture and recreation 7,256,349 (7,256,349)
Health and welfare 21,447,977 12,799,167 (8,648,810)
Urban devel opment 7,339,483 6,028,023 (1,311,460)
Legal services 1,044,780 (1,044,780)
Education 11,788,339 11,800,906 12,567
Training and employment 4,450,671 5,159,440 708,769
Capital outlays:
Special communities 3,373,670 (3,373,670)
Projects 9,035,951 (9,035,951)
Depreciation 4,026,337 (4,026,337)
Interest 8,260,044 (8,260,044)
TOTAL $ 148242851 $ 2,300,843 $ 40113406 $ 26,363,123  (79,465,479)
COMPONENT UNITS:
Port of Ponce $ 2519505 $ 1,643,283 $ 55,388 (820,834)
CODEZOL 461,085 540,666 $ 79,581
Patronato 1,347,405 477,732 $ 906,348 $ 36,675
TOTAL $ 4327995 $ 2661681 $ 906348 $ 55,388 (820834) $ 79,581 $ 36,675
General revenues:
Property taxes (Note 5) 40,407,507
Municipal license tax (Note 6) 20,446,460
Licenses, permits and other local taxes 9,781,266
Grants and contributions not restricted to specific programs 248,056
Interest 2,470,525 41,044 20,814 3,487
Transfer from Port of Ponce 1,000,000
Other 845,312 33,696 27,028
Special item (Note 10) 43,477,817
Total general revenues 118,676,943 74,740 20,814 30,515
Changein net assets 39,211,464 (746,094) 100,395 67,190
Net assets, as previously reported 15,119,540 5,894,849 808,226 534,614
Prior period adjustments (Note 22) 1,510,617
Net assets, as restated 16,630,157 5,894,849 808,226 534,614
Net assets, ending $ 55841621 $ 5148755 $ 908,621 $ 601,804

See notes to the basic financial statements.
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

BALANCE SHEET - GOVERNMENTAL FUNDS

JUNE 30, 2006

ASSETS

Cash (Notes 1 and 4)
Accounts receivable, net
(Notes 1 and 8):
Municipal license taxes
Others
Interest receivable
Due from local government (Note 9)
Due from federal government (Note 9)
Due from other funds (Note 7)
Restricted cash:
Cash and cash equivalents
(Notes 1 and 4)
Cash and cash equivalents with fiscal
agent (Notes 1 and 4)

TOTAL

See notes to the basic financial statements.

Wor kfor ce Total
HHS I nvestment Debt HUD Governmental
Grants Act Grants Service Grants Others Funds
$ 7,798,851 $ 7,798,851
181,659
$ 5570 $ 6,181 $ 104,889 376,517
$ 43,477 71,178
1,547,707 195,581 8,326,613
304,987 3,209,995 $ 1,037,453 4,577,464
656,767 1,823,872 3,816,013
65,444 238,923 4,610,754 275,244 40,410,375
12,410,139 308,926 29,777,426
$68490,187 $ 1,032,768 $ 1,792811 $12649197 $ 9749510 $ 1,621,623 $ 95,336,096

18



COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

BALANCE SHEET - GOVERNMENTAL FUNDS (CONTINUED)
JUNE 30, 2006

Wor kforce Total
HHS Investment Debt HUD Governmental
General Grants Act Grants Service Grants Others Funds
LIABILITIESAND FUND BALANCE
LIABILITIES:
Accounts payable and accrued
liabilities (Note 11) $16954473 $ 528661 $ 352,811 $ 1,283787 $ 410398 $ 19,530,130
Due to other agencies (Note 12) 5,646,461 1,184,072 6,830,533
Due to other funds (Note 7) 2,626,442 20,341 461,505 707,725 3,816,013
General obligations:
Bonds $ 5,640,000 5,640,000
Accrued interest 2,427,088 2,427,088
Deferred revenues (Note 14):
Municipal license tax 16,321,303 16,321,303
Others 9,498 9,498
Federal government 32,288 817,310 313,974 1,163,572
Total liabilities 41,558,177 581,290 352,811 8,067,088 3,746,674 1,432,097 55,738,137
FUND BALANCE:
Reserved for:
Encumbrances (Note 2) 10,330,993 10,330,993
Federal grants 451,478 1,440,000 6,002,836 7,894,314
Debt service 4,582,109 4,582,109
Special purposes 8,477,710 8,477,710
Capital projects 26,089,145 26,089,145
Unreserved fund balance (17,965,838) 189,526 (17,776,312)
Total fund balance 26,932,010 451,478 1,440,000 4,582,109 6,002,836 189,526 39,597,959
TOTAL $68490,187 $ 1,032,768 $ 1792811 $12,649197 $ 9749510 $ 1621623 $ 95,336,096

See notes to the basic financial statements.
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

RECONCILIATION OF THE GOVERNMENTAL FUND BALANCE SHEET TO THE STATEMENT OF
NET ASSETS
JUNE 30, 2006

TOTAL FUND BALANCE - GOVERNMENTAL FUNDS $ 39,597,959

Amounts reported for governmental activities in the statement of net assets are different
because:

- Capital assets, net used in governmental activities are not current financial

resources and therefore are not reported in the governmental funds bal ance sheet 258,403,018
- Property tax receivable recognized in accrual basis 717,033
- Some liabilities including bonds payable, are not due and payable in the current
period and therefore are not reported in the funds (Note 3) __(242,876,389)
NET ASSETS OF GOVERNMENTAL ACTIVITIES $ 55841.621

See notes to the basic financial statements.
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

STATEMENT OF REVENUES, EXPENDITURES, AND CHANGES IN FUND BALANCES - GOVERNMENTAL FUNDS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Workfor ce Total
HHS I nvestment Debt HUD Governmental
General Grants Act Grants Service Grants Others Funds
REVENUES:
Property taxes (Note 5) $ 31,490,999 $ 8,969,284 $ 40,460,283
Municipal license tax (Note 6) 20,446,460 20,446,460
Royalties and others 2,300,842 2,300,842
Licenses, permits and other
local taxes 9,781,266 9,781,266
Charges for services and rents 799,311 799,311
Fines and forfeitures 45,995 45,995
Interest 1,968,397 389,281 $ 112,847 2,470,525
Intergovernmental revenues (Note 13):
Federal grants and contributions 05893 $ 13,975,319 $ 5,159,440 15,880,555 $ 1,701,166 36,812,373
State contributions 18,752,044 18,752,044
Other 10,357,661 32,700 10,390,361
Total revenues 96,038,868 13,975,319 5,159,440 9,358,565 15,993,402 1,733,866 142,259,460
EXPENDITURES:
Current:
General government 39,579,126 39,579,126
Public safety 11,464,376 776,782 12,241,158
Public works 17,802,943 17,802,943
Culture and recreation 7,256,349 7,256,349
Health and welfare 9,717,783 2,174,413 8,783,559 772,222 21,447,977
Urban development 7,407,829 7,407,829
Legal services 1,077,313 1,077,313
Education 11,788,339 11,788,339
Training and employment 4,486,777 4,486,777
Capital outlays:
Special communities 3,373,670 3,373,670
Projects 31,150,589 31,150,589
Debt service:
Principal 590,000 5,640,000 2,995,000 9,225,000
Interest 3,188,512 4,716,335 355,197 8,260,044
Total expenditures 125,200,661 13,962,752 4,486,777 10,356,335 19,541,585 1,549,004 175,097,114
Excess (deficiency) of revenues over
expenditures (29,161,793) 12,567 672,663 (997,770) (3,548,183) 184,862 (32,837,654)

See notes to the basic financial statements.
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

STATEMENT OF REVENUES, EXPENDITURES, AND CHANGES IN FUND BALANCES - GOVERNMENTAL FUNDS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Workforce Total
HHS I nvestment Debt HUD Governmental
General Grants Act Grants Service Grants Others Funds
OTHER FINANCING SOURCES
(USES):
Transfer from Port of Ponce 1,000,000 1,000,000
Transfersin 4,993,927 4,993,927
Transfers out (107,800) (4,718,318) (83,493) (84,316) (4,993,927)
Total other financing sources (uses) 5,993,927 - (107,800) (4,718,318) (83,493) (84,316) 1,000,000
Excess (deficiency) of revenues over
expenditures and other financing sources (23,167,866) 12,567 564,863 (5,716,088) (3,631,676) 100,546 (31,837,654)
FUND BALANCE, July 1, 2005,
As previously reported 49,307,055 414,569 777,854 10,298,197 9,127,319 - 69,924,994
PRIOR PERIOD ADJUSTMENTS
(Note 22) 792,821 24,342 97,283 507,193 88,980 1,510,619
FUND BALANCE, July 1, 2005,
As restated 50,099,876 438,911 875,137 10,298,197 9,634,512 88,980 71,435,613
FUND BALANCE, June 30, 2006 $ 26,932,010 $ 451,478 $ 1,440,000 $ 4582109 $ 6002836 $ 189,526 $ 39,597,959

See notes to the basic financial statements.

22



COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

RECONCILIATION OF THE STATEMENT OF REVENUES, EXPENDITURES AND CHANGES IN FUND

BALANCES OF GOVERNMENTAL FUNDS TO THE STATEMENT OF ACTIVITIES
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

NET CHANGE IN FUND BALANCE - TOTAL GOVERNMENTAL FUNDS

Amounts reported for governmental activities in the statement of activities are different
because:

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

- Loss on disposition of capital assets reported in the statement of activities,
but do not require including as current expenditures.

- Non cash transactions derived of donated capital assets included in the
statements of activities and therefore are not reported in the funds statements.

- Depreciation expense on capital assets is reported in the statement of
activities, but do not require the source of current financial resources.

- Some Municipality’s long-term liabilities that are not due and payable in the
current period and therefore are not reported in the funds as expenditures:

Increase in property tax advances

Net increase in legal claims and judgments

Net increases in compensated absences

Decreasesin LIMS refinancing debt, and interest due for accounts sold

- Governmental funds report principal payments on long-term obligations as
expenditures, whereas the principa payments reduce the long-term
obligations in the statement of activities.

- Property taxes revenues included in the statements of activities and therefore
are not reported in the funds statements as available and measurable criteria

CHANGESIN NET ASSETSOF GOVERNMENTAL ACTIVITIES

See notes to the basic financial statements.

$ (31,837,654)

26,352,917

(46,031)

43,477,817

(4,026,337)

(3,350,769)

(1,556,240)

(318,420)
574,148

9,225,000

717,033

$ 39,211,464
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

STATEMENT OF REVENUES AND EXPENDITURES - GENERAL FUND - BUDGET AND ACTUAL
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

REVENUES:

Property taxes

Municipal license taxes

Royalties and other

Licenses, permits and other
local taxes

Charges for services and rents

Fines and forfeitures

Interest

Intergovernmental revenues -
federal grant and contribution

State contributions

Other revenues
Total revenues

EXPENDITURES:
General government
Public safety
Public works
Culture and recreation
Health and welfare
Legal services
Debt service:

Principal
Interest
Total expenditures

EXCESS OF EXPENDITURES
OVER REVENUES

Variance with

Final Budget
Budgeted Amounts Positive
Original Final Actual (Negative)
$ 31,490,832 $ 31,490,833 $ 31,490,833 $
19,096,989 19,096,989 20,270,401 1,173,412
2,001,077 2,001,077 2,267,320 266,243
4,364,878 4,364,878 5,061,162 696,284
749,911 749,910 799,565 49,655
400,000 400,000 45,995 (354,005)
1,113,921 1,113,921 2,440,929 1,327,008
268,044 268,044 321,286 53,242
10,842,016 12,143,177 12,498,988 355,811
17,779,156 17,779,157 10,045,730 (7,733,427)
88,106,824 89,407,986 85,242,209 (4,165,777)
37,217,722 38,549,042 38,689,840 (140,798)
11,551,760 11,551,760 11,111,875 439,885
18,233,978 18,233,978 17,638,956 595,022
8,494,453 8,464,295 7,254,372 1,209,923
9,701,634 9,701,634 9,701,634
1,121,479 1,121,479 1,077,313 44,166
590,000 590,000 590,000
1,195,798 1,195,798 1,186,524 9,274
88,106,824 89,407,986 87,250,514 2,157,472
$ - $ - $ (2,008305 $ (2,008,305)

See notes to the basic financial statements.
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

STATEMENT OF REVENUES AND EXPENDITURES - DEBT SERVICE FUND - BUDGET AND ACTUAL
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Variance with

Final Budget
Budgeted Amounts Positive
Original Final Actual (Negative)
REVENUES:
Property taxes $ 9,237,641 $ 9,237,641 $ 8,969,283 $ (268,358)
Interest - - 389,281 389,281
Total revenues 9,237,641 9,237,641 9,358,564 120,923
EXPENDITURES:
Debt service:
Principal 4,456,115 4,456,115 5,640,000 1,183,885
Interest 4,781,526 4,781,526 4,716,335 (65,191)
Total expenditures 9,237,641 9,237,641 10,356,335 (1,118,694)
EXCESS OF REVENUES OVER
EXPENDITURES $ - $ - $ (997,771) $ (997,771)

See notes to the basic financial statements.
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COMMONWEALTH OF PUERTO RICO - MUNICIPALITY OF PONCE

NOTESTO THE BASIC FINANCIAL STATEMENTS
FOR THE FISCAL YEAR ENDED JUNE 30, 2006

1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization

The Municipality of Ponce, (“the Municipality”) was founded in 1692. The Municipality’s government
system consists of an executive and legislature body. A Mayor and sixteen (16) members of the Municipal
Legidature who are elected for afour-year term govern the M unicipality.

The Municipality provides a full range of services for its citizens. These services include public safety, public
works, culture and recreation, health and welfare, community developments, education, and other miscellaneous
services.

Summary of significant accounting policies

The accounting policies and financial reporting practices of the M unicipality conform to accounting principles
generally accepted in the United States of America (“GAAP") as applicable to governmental units.

In June 1999, the Governmental Accounting Standards Board (“GASB”) issued Statement No. 34: “ Basic
Financial Statements - and Management’s Discussion and Analysis — for State and Local Governments’,
(GASB No. 34). This statement, known as the Reporting Model, provides for the most significant change in
financial reporting for state and local governments in over 20 years and affects the way the Municipality
prepares and presents financial information. The Statement was adopted as of July 1, 2001. In addition, to this
Statement, GASB Statement No. 37: “ Basic Financial Satements and Management’s Discussion and Analysis
for Sate and Local Governments: Omnibus’, and GASB Statement No. 38: “ Certain Financial Statement Note
Disclosures’ have been adopted and are reflected in these financial statements.

Reporting entity

These basic financial statements present the Municipality and its component units. As defined by GASB
Statement No. 14, as amended by GASB Statement No. 39, component units are entities that are legally
separate organizations that are include in the Municipality’s reporting entity because of the significance of
their operating of financial relationship with the M unicipality by the nature and significance of the relationship
between the entity and a primary government.

The following discretely presented component units are in the basic financial statements:

- Port of Ponce (“POP”) was formed as a result of an Ordinance No. 258 (Series 1911), dated November 20,
1911, and enacted by the Executive Council of Puerto Rico, which granted the Municipality authority to
construct, maintain and operate a pier, on the shore of the Ponce Harbor. The operations of the port facilities
are financed principally through chargesto users.

- Corporacion para e Desarrollo Econdmico de Proyectos Comerciales y de Vivienda de Ponce, C. D.
(“CODEPCOVI™) was incorporated on September 23, 1985, as a public nonprofit corporation to promote
the economic development of the City of Ponce, originally under the name of Ponce Economic Devel opment
Corporation. CODEPCOVI's principal activity consists of granting loans to small businesses.
CODEPCOVI’s activities are principally financed through contributions from the M unicipality using federal
assistance and interest charges to borrowers. However, CODEPCOV | closed its operations effective June 30,
2006.

- Corporacién para € Desarrollo de la Zona Libre de Ponce, C. D. (“CODEZOL") was incorporated on
September 25, 1997, as special municipal development nonprofit corporation for develop international
commerce principally between Europe, Caribbean zone, North, South and Central America through Foreign
Trade Zone (License FTZ No. 163). Municipal Legislature authorized the creation of a special corporation on
Resolution No. 15. (Series 1992-93)
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ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

- Corporacion Patronato para e Desarrollo Cultural y Turistico de Ponce, C. D. (“Patronato”) was
incorporated on July 28, 1995, as special nonprofit corporation for conservation, protection and devel opment
of a museum on Cadtillo Serralles and Cruceta El Vigia de Ponce, which are Municipality’s buildings. In
February 2002, the Municipality signed a proxy contract with Patronato for custody of these municipal
properties for which receive a monthly administration fee for operation of museum. Municipal Legidature
authorized the creation of a special corporation on Resolution No. 179. (Series 2001-02).

Separate financial statements of the individual component units can be obtained from their respective
administrative offices.

Port of Ponce

Road 10 find

Playa de Ponce

Ponce, Puerto Rico 00731

Corporacion para el Desarrollo

dela ZonaLibredePonce, C. D. (CODEZOL)
Avenida Santiago de los Caballeros No. 1

Ponce, Puerto Rico 00731

Corporacion Patronato para el Desarrollo
Cultural y Turistico de Ponce, C. D. (Patronato)
El Vigia Street No. 17

Ponce, Puerto Rico 00730

Government-wide and fund financial statements

Government-wide financial statements (the statement of net assets and the statement of activities) report
information of all of the nonfiduciary activities of the primary government and its component units. For the
most part, the effect of interfund activity has been removed from these government-wide financial statements.
Governmental activities, which normally are supported by taxes and intergovernmental revenue, are reported
separately from business-type activities, which rely to a significant extent on fees and charges for support.
Likewise, the primary government is financially accountable. The Municipality’s activities are considered
governmental type. The statement of net assets presents the reporting entities' nonfiduciary assets and liabilities,
with the difference reported as net assets. Net assets are reported in three categories:

1) Invested in capital assets, net of related debt — these consist of capital assets, less accumulated
depreciation and reduced by any outstanding debt that are attributed to the acquisition, construction or
improvement of those assets.

2) Restricted net assets — these result when constraints placed on net asset use are either externally imposed
by grantors, contributors, laws or regulations of other governments or imposed by law through
congtitutional provisions or enabling legidation.

3) Unrestricted net assets — these consist of net assets, which do not meet the definition of the two preceding
categories. 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 on resources
that are imposed by management, but can be removed or modified.

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

The statement of activities demonstrates the degree to which the direct expenses of a given function, segment or
component unit are offset by program revenue. Direct expenses are those that are clearly identifiable with a
specific function, segment, or component unit. Amounts reported as program revenue include 1) charges to
customers or applicants for goods, services, licenses, permits, or privileges provided, 2) operating grants and
contributions, and 3) capital grants and contributions, including special assessments.
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ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

Internally dedicated resources are reported as general revenues rather than as program revenues. Taxes and
other items not properly included among program revenue are reported instead as general revenue. Resources
that are dedicated internally are reported as general revenue rather than as program revenue.

The fund financia statements segregate transactions related to certain functions or activities in separate fundsin
order to aid financial management and to demonstrate legal compliance. These statements present each major
fund as a separate column on the fund financial statements; all non-major funds are aggregated and presented in
asingle column as others.

Measurement focus, basis of accounting and financial statement presentation

The government-wide financial statements are reported using the economic resources measurement focus and
the accrual basis of accounting. Revenue is recorded when earned and expenses are recorded when aliability is
incurred, regardless of the timing of related cash flows. Property taxes are recognized as revenue in the year for
which they are levied. Grants and similar items are recognized as revenue as soon as al eligibility requirements
have been met.

Governmental fund financial statements are reported using the current financial resources measurement focus
and the modified accrual basis of accounting. Revenue is recognized as soon as it is both measurable and
available. Revenueis considered to be available when it is collectible within the current period or soon enough
thereafter to pay liabilities of the current period. For this purpose, the M unicipality considers most revenue to
be available if collected within 90 days after of the end of the current fiscal period. Expenditures are generally
recorded when a liability isincurred, as under accrual accounting. However, debt service expenditures, as well
as expenditures related to compensated absences and claims and judgments, are recorded only when payment is
due. Modificationsto the accrual basis of accounting are shown in pages 19 and 22.

Property taxes, franchise taxes, licenses, and interest associated with the current fiscal period are al considered
to be susceptible to accrual and so have been recognized as revenue of the current fiscal period. Only the
portion of special assessments receivable due within the current fiscal period is considered to be susceptible to
accrual as revenue of the current period. All other revenue items are considered to be measurable and available
only when cash isreceived by the M unicipality.

The Municipality reports the following major governmental funds:

General fund - This is the operating fund of the Municipality. It is used to account for all financial
transactions, except those required to be accounted for in another fund.

HUD Grant fund - This fund accounts for revenue sources provided by US Housing Urban Development
Department for the development of viable urban communities, decent housing, suitable living environment,
rental assistance to help very low-income families afford decent, safe and sanitary housing by encouraging
property owners to rehabilitate substandard housing and lease the units with rental subsidies to low income
families.

Workforce Investment Act Grant fund (“WIA”) - This fund accounts for revenue sources provided by
“Consgjo Desarrollo Ocupaciona y Recursos Humanos® (pass-through agency of US Department of Labor)
to help people access the tools they need to manage their careers through information and high quality
services and to help U. S. companies find skilled workers.

Health and Human Services Grant fund (“HHS") - This fund accounts for revenue sources provided by US
Health and Human Services Department to provide comprehensive health, educational, nutritional, social and
other services to economically disadvantaged pre-school children so that the children will attain overall social
competence.

Debt service fund - This fund accounts for the accumulation of resources predominantly for, and the payment
of, principal and interest on long-term general obligation debt of governmental funds.
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1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

Cash, cash equivalents, and cash with fiscal agent

The Municipality’s Finance Director is responsible for investing available resources. The Municipality is
restricted by law to invest only in savings accounts and certificates of deposit with banks qualified as a
depository of public funds by the Puerto Rico Treasury Department (“PRTD”) or in instruments of the
Government Development Bank for Puerto Rico (*GDB”). The Municipality’s policy is to invest any excess
cash in interest bearing deposits with institutions qualified by the PRTD. Earnings from these funds are
recorded in the corresponding fund.

Cash with fiscal agent in the general fund consists of unused proceeds from appropriations from the Legidature
of Puerto Rico, for the payment of current liabilities, and bonds and notes issued for the acquisition and
congtruction of major capital improvements. Cash with fiscal agent in the debt service fund represents special
additional property tax collections retained by the Commonwealth of Puerto Rico and restricted for the payment
of the Municipality’s debt service, as established by law.

Cash and cash equivalents of the component units are maintained in separate bank accounts, from those of the
primary government, in their own names.

The Municipality considers al investments with an original maturity of three months or less to be cash
equivalents.

Redtricted assets

Funds set aside by the governmental funds for the payment and guarantee of notes and interest payable, bonds
and other specified purposes are classified as restricted assets since their use is limited for this purpose by
applicable agreements or required by law.

Receivables

Accounts receivable are stated net of estimated allowances for uncollectible accounts, which are determined,
based upon past collection experience and current economic conditions. Intergovernmental receivables are
resources provided by governmental entities that are deemed fully collectible. The accounts receivable from

nongovernmental customers are net of estimated uncollectible amounts.

Interfund receivables and payables

The Municipality has the foll owing types of transactions among funds:

Operating transfers — Operating transfers are legally required transfers that are reported when incurred as
operations transfer-in by the recipient fund and as operating transfer-out by the disbursing fund. The
operating transfers are: (1) indirect cost reimbursement paid by federal grants to general fund and (2) debt
service's interest revenue provided for operational activities of the general fund as established by state laws,
principally.

Intra-entity transactions - Transfers between the funds of the primary government are reported as interfund
transfer with receivables and payables presented as amounts due to and due from other funds.

Inventories

Generally, inventories are valued at cost and predominantly on the first-in, first-out method. Governmental
fund inventories are recorded as expenditures when purchased rather than capitalized as an asset.
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1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

Private-sector standards of accounting and financial reporting issued prior to December 1, 1989, generally are
followed in the government-wide financial statements to the extent that those standards do not conflict with or
contradict guidance of the Governmental Accounting Standards Board. Governments also have the option of
following subsequent private-sector guidance for their business-type activities and enterprise funds, subject to
this same limitation. The government has elected not to follow subsequent private-sector guidance. As a
general rule the effect of interfund activity has been eliminated from the government-wide financial statements.

Capital assets

Capital assets, which include land, land improvements, construction in progress, buildings, building
improvements, machinery, equipment, and infrastructure (which is normally real property and of value only to
the Municipality, such as roads, bridges, streets sidewalks, and drainage system), are reported in the applicable
governmental activities and component units columns in the statement of net assets.

Capital assets purchased or acquired are recorded at historical cost or at estimated historical cost if actual
historical cost is not available. Donated capital assets are recorded at fair market value at the time of donation.
Additions, improvements and other capital outlays that significantly extend the useful life of an asset are
capitalized. Other costs incurred for repairs and maintenance that do not add value to the assets or materially
extend assets lives, are expended as incurred. The Municipality defines capital assets as assets, which have an
initial, individual cost of $25 or more at the date of acquisition. Such amount has been determined by the Basic
Standards of the Municipalities of Puerto Rico, which is the guide that regulates the Municipalities. Capital
assets utilized in the governmental funds are recorded as expenditures in the governmental fund financial
statements. Major outlays for capital assets and improvements are capitalized as projects are constructed in
governmental-wide financial statements.

The Municipality reviews the carrying value of its long-lived capital assets for possible impairment whenever
events or changes in circumstances indicated that the carrying amount of the assets might not be recoverable.
Any long-lived capital assets held for disposal are reported at the lower of their carrying amounts or fair value
(donated assets). The Municipality has not identified any significant impairment of its long-lived assets as of
June 30, 2006.

Depreciation expense is recorded in the governmental-wide financial statements, as well as the component
units’ financial statements. Depreciation in capital assets is calculated on the straight-line method over the
following assets' estimated useful life:

Useful Life
Buildings and building improvements 20-50 years
Land improvements 20-30 years
Machinery and equipment 5-20 years
Infrastructure 20-50 years

There is no depreciation recorded for land and construction in progress.

Works of art and historical treasures

At June 30, 2006, the M unicipality has the following work of art, historical treasures, and similar assets:

- Centro Ceremonia Indigena de Tibes (Period 1200 AC to 1493 AC) - collections have skeletons, charms,
“petroglifos’ and ceremonial park of Taino Indian culture.

- Museo Antiguo Parque de Bombas (1882) - collections have pictures, fire equipments, fireman car and
embellishing.

- Museo Castillo Serrallés (1930-1934) - collections have puertorrican and international decorative arts,
Serrallés’ Family objects, documents and machinery of Mercedita Sugar Plantation.
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1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

- Pantedn Nacional Ramoén Baldorioty de Castro (1847-2005) - collections show funeral arts of Century XIX,
sculptures and work of arts about “Poncefios llustres’, pictures and documents about Cemetery history and
rest of remarkable persons as Ramén Baldorioty de Castro, Salvador de Vives and others.

- Museo de la Historia de Ponce (Collections period 1200 AG to end Century XIX) - collections have
documents, pictures, and works of art that show the evolution of City.

- Museo Pancho Coimbre (Beginning Century XX) - collections have memories of baseball player Francisco
“Pancho” Coimbre, sport equipment, pictures and gallery of “immortals’ of Ponce's Sport.

- City Hall (Century XVIII to XXI) - collections have Ponce’s former mayors paintingsin oil colors, work arts
of Miguel Pou, Azaustre, Manuel Sierra and Julio Ojeda, busts of Juan Ponce de Ledn and Eugenio Maria
de Hostos.

- Public Art (1923-2004) - collections have sculpturesinstalled in Public Parks, avenues and public buildings.

These collections constitute culture patrimony of the Municipality acquired by purchase and/or donations.
The Municipality take the option not capitalized your work of arts and historical treasures by the patrimony
value for future generations.

Deferred revenues

Deferred revenue at the governmental fund level arises when potential revenue does not meet neither the
“measurable’ or the “available” criteria for revenue recognition in the current period. Deferred revenue also
arises when resources are received before the Municipality has a legal claim to them, as when grant moneys
arereceived prior incurring the qualifying expenditures.

Reservations of fund balance

Reservations of fund balance represent portions of fund balances that are legally segregated for a specific future
use. The Municipality has the following reservations of fund balance:

Encumbrances - Represent future expenditures under purchase orders, contracts and other commitments.
These committed amounts generally will become liabilities in future periods as the goods or services are
received.

Federal grants - Represent the reservations of amounts available for specific use under federal grant
programs.

Specia purpose - Represent the reservations of amounts available for specific purpose provided by
governmental entities and others.

Debt service - Represents net assets avail able to finance future debt service payments.

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

Risk financing

The Municipality carries insurance to cover casualty, theft, tort claims and other losses. Insurance policies are
negotiated by the Puerto Rico Treasury Department and costs are alocated among all the municipalities of
Puerto Rico. Cost of insurance alocated to the Municipality and deducted from the gross property tax
collections by the Municipal Revenue Collection Center (“the CRIM”) for the year ended June 30, 2006
amounted to approximately $2.03 millions. The current insurance policies have not been cancelled or
terminated. The CRIM also deducted approximately $2.2 millions for workers compensation insurance
covering all municipal employees. Settled claims have not exceeded commercia coverage in any of the past
three fiscal years.
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ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

Long-term debt

The liabilities reported in the governmental-wide financial statements include the Municipality’s public
improvements bonds, general and special obligations bonds, general and special refunding obligations bonds,
rent bond, loan guarantee assistance notes, and long-term liabilities including: property tax advances, LIMS
refinancing debt, interest due for accounts sold, legal claims and compensated absences. Long-term obligations
financed by components units are recorded as liabilitiesin the discretely presented component unit’s column.

Compensated absences

The vacation policy of the Municipality generally provides for the accumulation of 2.5 days per month up to
maximum of 60 days. Unpaid vacation time accumulated is fully vested to the employees from the first day of
work. Employees accumulate sick leave at a rate of 1.5 days per month up to a maximum of 90 days. Upon
retirement, an employee receives compensation for all accumulated and unpaid leave at the current rate, if the
employee has at least 10 years of service with the M unicipality.

On July 1997, state Law 152 supra amended the Article 12.016, Section b (2) of the Municipa Law, authorizing
the Municipality to pay any excess of vacations and sick leave accumulated over the maximum previoudy
permitted by law. Calculations must be made until December 31 of every year. Excess of sick leave must be
paid on or before March 31. Excess of vacations can be paid after July 1 of every fiscal year.

Post employment benefits

Pursuant to Act. no. 207 of August 13, 1995, Act No. 40 of June 13, 2001 and Act No. 157 of June 27, 2003,
the Municipality isrequired to cover annually the 3% increase (cost of living allowance) in the retirement plan
of itsretires employees. Substantialy all of the employees may become eligible for these benefits if they reach
normal retirement age while working for the Municipality. For the fiscal year ended June 30, 2006, post
employment benefits for 765 retirees amounted to $99,972. These benefits are recorded as expenditures when
paid in the general fund.

Use of estimates

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

Reclassifications to component units amounts

Certain reclassifications have been made to the amounts presented in the component units' financial statements
to conform them to the presentation used in the M unicipality@ basic financial statements.
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1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

Future adoption of accounting pronouncements

The Governmental Accounting Standards Board has issued the following statement that the M unicipality or its
component units have not yet adopted:

Adoption
Required in
Statement Number Statement Name Fiscal Year
43 Financial Reporting for Post-Employment Benefit Other 2006-07
than Pension Plans
45 Accounting and Financial Reporting for Employers for 2007-08
Post-employment Benefits Other than Pensions
48 Sales and Pledges of Receivables and Future Revenues 2007-08

and Intra-Entity Transfers of Assets and Future Revenues
The impact of these statements on the M unicipality@ basic financial statements has not yet been determined.
2. STEWARDSHIP, COMPLIANCE AND ACCOUNTABILITY

Budgetary control

The Municipality@ annual budget is prepared on the budgetary basis of accounting, which is not in accordance
with GAAP, and represents departmental appropriations recommended by the Mayor and approved by the
Municipal Legislature prior to the beginning of the fiscal year. Amendments to the budget require the approval
of the Municipal Legislature. Transfers of appropriations within the budget, known as Mayor® Resolutions, do
not require the approval of the Municipal Legislature.

The Municipality preparesits annual budget including the operations of the general and the debt service funds.

Revenues and Expenditures - Budget and actual (Budgetary basis), accordingly, include the operations of the
general fund and the payment of general obligations bonds in debt service fund. The amounts approved under
other governmental funds were excluded since they are received and expended over a period of time, which
generally exceeds the current year.

For budgetary purposes, encumbrance accounting is used. The encumbrances (that is, purchase orders,
contracts) are considered expenditures when commitment is made. For GAAP reporting purposes,
encumbrances outstanding at year-end are reported as reservations of budgetary appropriations within GAAP
fund balances and do not constitute expenditures or liabilities on a GAAP basis because the commitments will
be honored during the subsequent year. At the end of the year, the unencumbered balance of any appropriations
of the general fund will lapse immediately. Appropriations, other than in general fund, are continuing accounts
for which the Municipal Legidature has authorized that an unspent balance from the prior year be carried
forward and made available for current spending. As of June 30, 2006, this commitment amounted to
approximately $10,330,993.

The annual budget as presented in the accompanying statements of revenues and expenditures - budget and

actual for general and debt service funds (budgetary basis) is the budget ordinance at June 30, 2006 representing
the original budget and the amended budget.
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2. STEWARDSHIP, COMPLIANCE AND ACCOUNTABILITY, Continued

Budget /GAAP reconciliation

The following schedule presents comparisons of the legally adopted budget with actual data on a budget basis.
Because accounting principles applied for purposes of developing data on a budget basis differ significantly
from those used to present financial statementsin conformity with GAAP, areconciliation of entity, timing, and
basis differences in the excess (deficiency) of revenues and other financing sources over expenditures and other
financing uses for the year ended June 30, 2006 is presented below for the general fund:

General Fund
Deficiency of expenditures over revenues - budget basis $ (2,008,305)
Entity differences:
Non-budgeted revenues 16,717,211
Non-budgeted expenses (43,931,804)
Timing differences:
Prior year encumbrances recorded as current year expenditures
for GAAP basis (163,624)
Current year encumbrances recorded as expendituresfor
budget purposes 224,729
Basis of accounting differences - net change (27,153,488)
Deficiency of revenues over expenditures - GAAP basis $ (29,161,793)

Legal Compliance

Article 7.003, Law No. 81 of August 31, 1991, amended require that Mayor provide to Municipal Legislature an
annual balanced budget indicating: (1) interest, amortization and retirement public debt, (2) statutory
obligations, (3) judicial claims payments, (4) any amount to cover prior years deficit, (5) contract commitments
and operational expenditures. For annual interest and principal debt amortization, CRIM provides annual
estimated resources that will be obtain of additional special property tax (municipal) collections. The
Municipality’s management shows budgetary financial statements in general and debt service funds in
compliance with state law and which are based in annual activity. The legal level of budgetary control is at the
individual department level for general fund (Mayor and Legislature funds) expenditures, and annual principal
and interest due for the debt service fund.

3. RECONCILIATION OF GOVERNMENT-WIDE AND FUND FINANCIAL STATEMENTS

The governmental fund balance sheet includes reconciliation between fund balance-governmental funds and net
assets of governmental activities as reported in the government-wide statement of net assets. One element of
that reconciliation explains that some liabilities, including bonds and notes payable, are not due and payable in
the current period and therefore are not reported in the funds. The details of the approximately $243 millions
differences are as follows:

Reconciliation liabilities recorded in basic financial statements vs. fund financial statements.

General and specia obligations $ 148,130,000
Property tax advances 64,440,074
L oan guarantee notes 6,915,000
Claims and judgments 2,257,269
Compensated absences 15,597,013
LIMS refinancing debts 2,355,287
Interest due on sale of accounts 3,181,745

$ 242,876,388



3. RECONCILIATION OF GOVERNMENT-WIDE AND FUND FINANCIAL STATEMENTS, Continued

Reconciliation of invested in capital assets, net of related debt:

Total capital assets, net of accumulated depreciation $ 258,403,018
Deduct:
Bonds payable:
Purchase of equipment 995,000
Ordinance (Series 1983-84) 7,035,000
Ordinance (Series 1990-91) 12,299,369
Ordinance (Series 1996-97) 11,265,000
Ordinance (Series 1992-93) 3,800,000
Ordinance (Series 1998-99) 3,020,000
Ordinance (Series 2000-01) 31,447,602
Ordinance (Series 2001-02) 34,420,974
Ordinance (Series 2003-04) 20,830,000
Section 108 Loan Guarantee 6,915,000
132,027,945
Invested in capital assets, net of related debt $ 126,375,073

4. CASH AND CASH EQUIVALENTS

The Municipality is authorized to deposit its cash and cash equivalents only in institutions approved by the
Commonwealth of Puerto Rico Treasury Department and such deposits should be kept in separate accounts in
the name of the Municipality. Such financial institutions should maintain collateral for the cash deposited in
excess of the amounts insured by the Federal Deposit Insurance Corporation (FDIC) as established by Law No.
69 of August 14, 1991 “Law regulating the deposits of public funds and to provide about security”. The
Secretary of the Treasury Department of the Commonwealth holds all securities pledged as collateral. The cash
and cash equivalents deposited in Governmental Development Bank are excluded of the requirements of this
Law and the Municipality does not have a deposit policy about these deposits. Cash and cash equivalents
consist of interest-bearing accounts, non-interest bearing accounts and certificates of deposits. The carrying
amount of deposits with financial institutions at June 30, 2006 consists of the following:

Carrying Amount

Unrestricted Restricted Total Bank Balance
Commercia banks $ 7,803,922 $ 34,041,066 $ 41,844,988 $ 43,152,753
Governmental
Development Bank 36,141,664 36,141,664 36,169,366
Component units@anks 3,521,306 431,964 3,953,270 3,989,020
Tota $ 11,325,228 $ 70,614,694 $ 81,939,922 $ 83,311,139

Custodial credit risk is the risk that in the event of bank failure, the Municipality’s deposit might not be
recovered. At year-end, the M unicipality’s bank balance of depositsin commercial banks amounting of $83.3
millions was covered by FDIC and by collateral held by the Commonwealth’s agent in the Commonwealth’s
name.
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5. PROPERTY TAXES

The Municipal Revenue Collection Center (“CRIM”) of the Commonwealth of Puerto Rico is responsible by
law for the assessment, levy and collection of all real and personal property taxes. The personal property tax is
self-assessed by the taxpayer. The assessment is made in a return, which must be filed with the CRIM by
May 15 of each year. The real property tax is assessed by the CRIM on each piece of real estate and on each
building. The assessment is made as of January 1 of each year and is based on estimated current values of the
real property as of year 1957.

The tax on personal property must be paid in full together with the return on or before May 15. The tax on real
property is due in two equal installmentsin July 1 and January 1, following the assessment date. The rates are
8.33% for real property and 6.33% for personal property. The composition isas follows:

Real Personal

Basic property 6.00% 4.00%
Additional special property - state 1.03% 1.03%
Additional special property - municipal 1.50% 1.50%
Discounts made by state to taxpayer (.20%) (.20%)
8.33% 6.33%

The Municipality@ basic property tax rate represents the portion, which is appropriated for general purposes
and accounted for in the general fund.

The additional special property tax - state is collected by the CRIM for the payment of principal and interest of
general obligation bonds and certain other obligations issued by the state government. The additional special
property tax - municipal is restricted for debt service and retained by GDB for such purposes and it is recorded
as revenue in the debt service fund when collected by the CRIM and reported to the M unicipality.

Residential real property occupied by its owner is exempt by law from the payment of property taxes on the first
$15,000 of the assessed value. For such exempted amounts, the Department of Treasury assumes payment of
the basic tax to the Municipality, except for property assessed at less than $3,500, for which no payment is
made. Revenue related to the basic tax on exempt property is recorded in the General Fund when payments are
received from the CRIM.

Complete exemption from personal property taxes up to an assessment of $50,000 is granted to merchants with
an annual volume of net sales less than $150,000.

Prior to the beginning of each fiscal year, the CRIM informs the Municipality of the estimated amount of
property tax expected to be collected for the ensuring fiscal year. Throughout the year, the CRIM advances
funds to the M unicipality based on the initial estimated collections. The 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 three months after fiscal year-end, and afinal settlement made not later than six
months after year-end. If the CRIM remits to the M unicipality property tax advances, which are less than the
tax actually collected, a receivable from the CRIM is recorded at June 30. However, if advances exceed the
amount actually collected by the CRIM, a payable to the CRIM is recorded at June 30. Total advances from
CRIM as of June 30, 2006, presented as non current liabilities in the government-wide financial statements
amounted to approximately $65.3 millions of which $826,000 pertain to the final liquidation of property tax
advance for the fiscal year ended June 30, 2005. See information regarding property tax claim made by the
Municipality to CRIM in Note 19.
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PROPERTY TAXES, Continued

On June 26, 1997, Public Law No. 21 was enacted authorizing the CRIM, among other things, to sell the
property tax receivables related to taxpayers who owned property taxes from 1974 to 1996. Such property tax
receivables were purchased by the Public Financing Corporation, a subsidiary of the Government Devel opment
Bank of Puerto Rico (GDB) using the proceeds of a bond issuance executed for such purposes. Said Law
imposed the CRIM the obligation to replace uncollectible property tax receivables with any valid property tax
receivable or equivalent in money. Subsequent to the approval of the Law and to the sale transaction, it was
detected that a substantial percentage of the receivables sold were uncollectible. In order to protect the
economic damage to the financial structure of municipalities caused by the substitution of uncollectible tax
receivables with sound collectible receivables, on October 11, 2001, Public Law 146 was approved and enacted.

Through this Law, the CRIM was authorized to obtain aloan from any qualified financial ingtitution and pay in
advance the outstanding balance of the bonds issued and any related cost incurred for the purchase by the Public
Financing Corporation (a GDB subsidiary) of the tax receivables. The loan is being paid by the municipalities
through a 30-year long term financing negotiated by the CRIM with GDB on behalf of such municipalities as
authorized by the indicated Law.

On January 26, 2000, Public Law 42, as amended, was enacted which authorized the CRIM to obtain a loan up
to $200 millions, and for a term not exceeding 30 years, to alow for the financing of the debt that the
municipalities of Puerto Rico have with the CRIM arising from final settlements of property tax advances vs.
actua collections through fiscal year 2000-2001. The amounts that the municipalities will collect from the
additional property taxes resulting from the increases in the subsidy from the central government to the
municipalities are assigned through this law to repay such loan. The increase in this subsidy was the result of
the Public Law 238, enacted on August 15, 1999.

MUNICIPAL LICENSE TAX

Municipal license tax is recorded in the fiscal year in which payment is due and, accordingly, represents taxes,
which are due and uncollected at June 30, 2006. The annual Municipal license tax is determined based on the
gross income of all commerce and industrial organizations that have operations in the M unicipality, and are
not totally or partially exempt under the Industrial Incentive Law of Puerto Rico.

An annual return of business volume should be filed on or before April 15 of each year and payable in two
equal installments due on July 1 and January 1. A discount of 5% is alowed when full payment is made on or
before April 15. Therates of municipal license in the M unicipality are as follows:

Financial institutions - 1.50% of gross revenues
Other organizations - .30% for annual sales up to $500,000 and, .50% over such volume
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7.

INTERFUND TRANSACTIONS

Interfund transactions, which are expected to be repaid on or before June 30, 2008, are as follows:

Amount
HUD grants:
Section 8 - Voucher $ 1,040,274
Loan guarantee 675,402
CDBG 458,571
Others 108,196
Total HUD grants 2,282,443
HHS grants:
Head Start 656,767
Others
Homeland Security 436,172
FEMA 271,552
Others 169,079
Total Others
876,803
Total advances between funds $ 3,816,013

Purpose

Reimbursable expenditures
Reimbursable expenditures
Reimbursable expenditures
Reimbursable expenditures

Reimbursable expenditures

Reimbursable expenditures
Reimbursable expenditures
Reimbursable expenditures

Interfund transfers between the general fund and debt service fund of approximately $4,718,318 represent
interest income received from the additional specia property tax bank account. Interfund transfers from WIA
Fund and HUD Fund to General Fund of approximately $191,293 represent indirect cost recovery. Interfund
transfers from Others to General fund of approximately $84,316 represent operational transfer.

ACCOUNTSRECEIVABLE - NET OF ALLOWANCE FOR UNCOLLECTIBLE ACCOUNTS

Accounts receivable at June 30, 2006, consist of the following:

Gross

Amount Allowance
Municipal license tax $ 190,741 $ 9,082
Others $ 390,674 $ 14,157

Net
Amount

$ 181,659
$ 376517
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9. DUE FROM GOVERNMENT

Due from government represents grants and contributions due from local and federal governments:

Local governments:

Municipal Revenue Collection Center (CRIM)

Council of Occupational Development and Human Resources
Department of Justice — “Ponce en Marcha’ Settlement
Specia Community

Police Department

Department of Education

Rural Development Corp.

Total due from local governments, page 17
Municipal Revenue Collection Center, page 19
Total due from local governments, page 14

Federal governments:
Others - FEMA
Others funds — Homeland Security
Others funds— USDA
HHS Funds - Ryan White
HHS Funds — Head Start
General Fund - HHS
HUD - CDBG
HUD - HOME
HUD - UDAG
HUD - Emergency Shelter

Total due from federal governments

$ 195,581
1,547,707
4,695,075
1,486,573

161,109
130,450
110,118

8,326,613
717,033

$ 9,043,646

$ 266,506
664,598
106,348
220,586

84,450
25,029
3,013,314
89,192
61,074
46,367

$ 4577464
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10. CAPITAL ASSETS
Capital assets activity for the year ended June 30, 2006 was as follows:

Primary Gover nment Balance Balance
Governmental Activities June 30, 2005 Increase Decrease June 30, 2006

Capital assets not being depreciated:

Land $ 26,728,024 20,737,537 $ 47,465,561
Construction in progress 40,573,722 $ 16,870,054 $ 11,278,013 46,165,762
Total capital assets, not being
depreciated 67,301,746 37,607,591 11,278,013 93,631,323
Capital assets, being depreciated:
Buildings and building improvements 34,270,325 33,954,780 68,225,105
Land improvements 2,627,172 2,627,172
Machinery and equipment 36,003,426 4,905,884 248,115 40,661,195
Infrastructure 100,800,565 4,640,493 105,441,058
Total capital assets, being
depreciated 173,701,488 43,501,157 248,115 216,954,530
Less accumulated depreciation for:
Buildings and building improvements 8,199,990 454,513 8,654,503
Land improvements 537,222 47,289 584,511
Machinery and equipment 21,125,983 1,702,444 202,084 22,626,342
Infrastructure 18,495,388 1,822,091 20,317,479
Total accumulated depreciation 48,358,583 4,026,337 202,084 52,182,835
Total capital assets, being depreciated,
net 125,342,905 39,474,820 46,031 164,771,695
Governmental activities capital assets,
net $192644651 $ 77,082411 < $ 11,324,044 $ 258,403,018

The Legislature Assembly of the Commonwealth of Puerto Rico approved the Law No. 537 of September 30,
2004. “Municipalizacion de los Estadios de Ponce, Caguas, Mayagiiez y Arecibo’. This Law establishes,
among other things, that the Recreational and Sports Department should transfer the ownership title of the
Auditorium Pachin Vicéns and the Paguito Montaner Stadium to the Municipality. The facilities were
transferred in October 5, 2005 and was recorded at its fair market value. The Ordinance No. 10 (2005-06)
authorized the Mayor to realize this process.

11. ACCOUNTSPAYABLE AND ACCRUED LIABILITIES

Accounts payable and accrued liabilities at June 30, 2006 were as follows:

Salariesand
Funds Vendors Benefits Total
Genera fund $ 16,317,182 $ 637,293 $ 16,954,475
HUD programs 1,139,378 144,409 1,283,787
WIA programs 306,096 46,714 352,810
HHS programs 528,661 528,661
Other governmental funds 410,399 - 410,399
Total on balance sheet $ 18,701,716 $ 828416 19,530,132
Plus obligation paid with CAE funds 5,640,000
Tota on statement of net assets $ 25,170,132
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12. DUE TO OTHER AGENCIES
Due to other agencies at June 30, 2006 was as follows:

Puerto Rico Electric Power Authority

Puerto Rico Public Building Authority

CRIM

Puerto Rico Water and Sewer Authority

U.S. Housing Urban Devel opment Department

Total
13. INTERGOVERNMENTAL REVENUES
Following is a detail of intergovernmental revenues:

Federal agencies:
U.S. Health and Human - Ryan White
U.S. Health and Human -Head Start
U.S. Department of Labor - Workforce Investment Act
U.S. Dept. of Housing Urban Development - Emergency Shelter
U.S. Dept. of Housing Urban Development — CDBG-Entitlement
U.S. Dept. of Housing Urban Development -Section 8 Choice V oucher
U.S. Dept. of Housing Urban Development -Section 8 - Moderate | and |1
U.S. Dept. of Housing Urban Development -HOME Investment Partnership
U.S. FEMA
U.S. Department of Justice - Local Law Enforcement Grant
U.S. Department of Agriculture - USDA
U.S. Department of Justice - Homeland Security
Others

Total federal agencies

State agencies:
Communities Rehabilitations Projects - Special Communities Trust
Puerto Rico Department of Natural Resources
Puerto Rico Electric Power Authority
Subsidy and L ottery of Puerto Rico - CRIM
Other intergovernmental revenues
Reimbursement from the Commonwealth of Puerto Rico of christmas
bonus expenditure
Citizen Participation for the Municipal Development Program - CRIM
Rural Development Projects

Total state agencies

$ 2,213,587
1,938,560
826,169
668,145
1,184,072

$ 6,830,533

$ 2174413
11,800,906
5,159,440
221,175
5,919,594
8,326,740
717,644
695,402
319,443
55,556
764,437
561,730
95,893

$ 36,812,373

$ 3,032,391
74,800
7,856,176
2,556,708
3,408,977

1,381,236
263,859
177,897

$ 18,752,044
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14. DEFERRED REVENUES

Municipal license tax

The deferred revenues of approximately $16.3 millions in the general fund related to municipa license tax
collected in fiscal year 2005-06 that will be earned in fiscal year 2005-06.

Federal government

The deferred revenues presented as federal and local government represent the portion of federal grants
approved and/or received for which all applicable eligibility requirements are not met as established by GASB
Statement No. 33. These were related to the following federal programs/grants:

Program/Grant description

San Antén Project — HOME Incomes $ 223,723
USDA 313,974
Home Investment Partnership Recaptures 453,003
UDAG 94,540
Community Development Block 45,868
Ryan White 32,288
Child Care 50
Other grants 126

Total $ 1163572
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15. LONG-TERM DEBT
Bonds outstanding at June 30, 2006 consist of:
1992 Public improvements bond due in annual installments of $150,000 to $390,000, $ 390,000
through July 1, 2007; with interest ranging from 5.00% to 6.41%

1997 general obligation bond due in annual installments of $410,000 to $1,220,000, 5,255,000
through July 1, 2011; with interest ranging from 6.75% to 5.94%

1999 genera obligation bond due in annual installments of $115,000 to $320,000, 1,810,000
through July 1, 2013; with interest ranging from 6.00% to 6.11 %

2004 general obligation bond due in annual installments of $435,000 to $2,755,000, 28,580,000
through July 1, 2025; with interest ranging from 6.13% to 5.60%

2002 general obligation bond due in annual installments of $1,115,000 to $1,740,000, 11,765,000
through July 1, 2014; with interest ranging from 4.37% to 5.00%

2002 rent bond due in annual installment of $800,000 to $3,195,000, through July 1, 40,000,000
2027, with interest ranging 5.00% to 6.50%

2004 general refunding obligation bond due in annua installments of $200,000 to 10,015,000
$750,000, through July 1, 2028; with interest ranging from 2.25% to 5.55%

2004 special refunding obligation bond due in annua installments of $250,000 to

$950,000, through July 1, 2028; with interest ranging from 2.25% to 5.55% 12,415,000
2004 special refunding obligation bond due in annua installments of $240,000 to

$995,000, through July 1, 2023; with interest ranging from 2.45% to 5.50% 11,155,000
2004 genera obligation bond due in annual installments of $325,000 to $1,250,000,

through July 1, 2023; with interest ranging from 1.56% to 3.50% 14,945,000
2004 special obligation bond due in annual installments of $85,000 to $335,000, through

July 1, 2028; with interest ranging 2.45% to 5.60% 4,265,000
2004 special obligation bond due in annual installments of $150,000 to $575,000,

through July 1, 2028; with interest ranging 2.45% to 5.60% 7,535,000

Total outstanding bonds $ 148,130,000
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15. LONG-TERM DEBT, Continued

Annual maturity requirements for the general and special obligations bonds are as follows:

Principal Interest

2006 - 2007 $ 45,145,000 $ 6,929,612
2007 - 2008 5,070,000 5,109,858
2008 - 2009 5,380,000 4,877,414
2009 - 2010 5,785,000 4,625,050
2010 - 2011 6,170,000 4,349,348
2011 - 2016 24,975,000 17,770,786
2016 - 2021 26,075,000 12,052,242
2021 - 2026 24,795,000 4,936,662
2026 - 2028 4,735,000 425,634

$ 148,130,000 $ 61,076,606

L oan guarantee assistance notes (LGA)

These notes are payable in annual aggregate principal installments of $540,000 to $1,210,000, plus interest rates
which fluctuates from 8.04% to 8.19%. These notes are guaranteed by the federal government through the Loan
Guarantee Assistance Program and will be repaid from future appropriations to the M unicipality@ Community
Development Block Grant for Puerto Rico program. The balance at June 30, 2006 is $6,915,000.

Annual maturity requirements for the loan guarantee assistance notes are as follows:

Principal Interest

2006 -2007 $ 1,210,000 $ 358,318
2007 - 2008 920,000 309,958
2008 - 2009 940,000 263,733
2009 - 2010 540,000 223,900
2010 - 2011 540,000 191,446
2011 - 2016 2,765,000 446,986

$ 6,915,000 $ 1,794,341

The Municipality is subject to alegal debt margin requirement, which is equal to 10% of the total assessment
of property located within the M unicipality, for bonds payable to be repaid with the proceeds of property taxes
restricted for debt service. In addition, before any new bonds are issued, the revenues of the debt service fund
should be sufficient to cover the projected debt service requirement. Total property assessed value at June 30,
2006 amounted to approximately $1.1 billions. At June 30, 2006, the Municipality has a financing level
margin of $31.5 millions. Long-term debt, except for the bonds payable and the loan guarantee assistance
notes, is paid with unrestricted funds.



15. LONG-TERM DEBT, Continued

Long-term debt activity for the year ended June 30, 2006 was as follows:

Primary Gover nment Balance at Payment Balance at Duewithin
Governmental Activities June 30,2005 Principal Interest Increase  June 30, 2006 OneYear
Public improvements bonds $ 2,170,000 $ 1,780,000 $ 138,271 $ 390,000 $ 390,000
Genera obligation bonds 65,715,000 3,360,000 3,388,765 $ 62,355,000 3,570,000
Genera refunding obligation

bonds 10,240,000 225,000 530,946 10,015,000 245,000
Special refunding obligations

bonds 24,170,000 600,000 1,225,360 23,570,000 650,000
Specia obligation bonds 12,065,000 265,000 619,515 11,800,000 290,000
Loan guarantee assistance

(LGA) notes 9,910,000 2,995,000 355,197 6,915,000 1,210,000
Rent bond 40,000,000 2,001,988 40,000,000 40,000,000

Subtotal 164,270,000 9,225,000 8,260,042 155,045,000 46,355,000
Property tax advance -

CRIM 61,915,468 3,350,774 65,266,242 826,169
LIMS Refinancing debt - CRIM 2,707,744 352,457 155,945 2,355,287 508,402
Interest due for accounts sold -

CRIM 3,403,437 221,691 3,181,746 221,223
Claims and judgment 701,029 32,533 1,588,773 2,257,269 116,870
Compensated absences 15,278,493 2,897,560 3,216,080 _ 15,597,013 5,086,532

Subtotal 84,006,171 3,504,241 3,506,719 4,804,853 _ 88,657,557 6,759,196
Total long-term debt $ 248,276,171 $ 12,729,241 $ 11,766,761 $ 4,804,853 $243,702,557 $ 53,114,196
Less current portion of CRIM

(seenote 12) (826,169) (826,169)

$242,876,388 $ 52,288,027

16. RETIREMENT PLAN

Plan description

The Employee® Retirement System of the Government of Puerto Rico and its Instrumentalities (ERS) is the
administrator of a cost-sharing multiple-employer retirement system established by the Commonwealth of
Puerto Rico. The ERS was created under the Act 447, approved on May 15, 1951, as amended, and became
effective on January 1, 1952.

ERS covers al regular full time employees of the Commonwealth of Puerto Rico and its instrumentalities and
of certain municipalities and components units not covered by their own retirement’ s systems.

Participation is mandatory except for members of the Legislature, Government Secretaries, and Heads for
Agencies and Public Instrumentalities, Assistants to the Governor, the Comptroller of Puerto Rico,
Gubernatorial Board and Committee appointees and Experimental Service Station employees.

ERS provides retirement, death and disability benefits. Disability retirement benefits are available to members

for occupational and non-occupational disabilities. Retirement benefits depend upon age at retirement and
number of years of credited service. Benefits vest after ten years of plan participation.
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16. RETIREMENT PLAN, Continued

Members who have attained an age of at least fifty-five (55) years and have completed at least twenty-five (25)
years of creditable service or members who have attained an age of at least fifty-eight (58) years and have
completed at least fifty-eight (58) years and have completed at least ten (10) years of creditable service, are
entitled to an annual benefit, payable monthly for life.

The amounts of the annuity shall be one and one-half percent of the average compensation multiplied by the
number of years of creditable service up to twenty years, plus 2% of the average compensation multiplied by
the number of years of creditable service in excess of twenty years. In no case the annuity will be less than
$200 per month.

Participants who have completed at least thirty (30) years of creditable service are entitled to receive the Merit
Annuity. Participants who have not attained fifty-five (55) years of age will receive 65% of the average
compensation or if they have attained fifty-five (55) years of age will receive 75% of the average compensation.
Disability retirement benefits are available to members for occupational and non-occupational disability.
However, for non-occupational disability a member must have at least ten (10) years of service.

No benefit is payable if the participant receives arefund of his accumulated contributions.

On September 24, 1999, an amendment to Act No. 447 of May 15, 1951, which created ERS, was enacted with
the purpose of establishing a new pension program (System 2000). Employees participating in the current
system as of December 31, 1999, may elect to stay in the defined benefit plan or transfer to the new program.
Persons joining the M unicipality on or after January 2000 will only be allowed to become members of System
2000. System 2000 will reduce the retirement age from 65 years to 60 for those employees who joined the
current plan on or after April 1, 1990.

System 2000 is a hybrid defined contribution plan, also known as a cash balance plan. Under this new plan,
there will be a pool of pension assets, which will be invested by ERS, together with those of the current defined
benefit plan. The Commonwealth of Puerto Rico will not guarantee benefits at retirement age. The annuity will
be based on aformula which assumes that each year the employee® contribution (with a minimum of 8.275% of
the employee® salary upon to a maximum of 10%) will be invested in an account which will either: (1) earn a
fixed rate based on the two-year Constant Maturity Treasury Note or, (2) earn rate equal to 75% of the return of
the ERS® investment portfolio (net of management fees), or (3) earn a combination of both alternatives.
Participants will receive periodic account statements similar to those of defined contribution plans showing their
accrued balances. Disability pensions will not be granted under System 2000. The employer® contribution
(9.275% of the employee®salary) will be used to fund the current plan.

Contribution requirements

Commonwealth legislation requires employees to contribute 5.775% of gross salary up to $6,600 plus 8.275%
of gross salary in excess of $6,600. The Municipality® contributions are 9.275% of gross salary. Law
establishes contributions’ requirements. The actuarially determined contribution requirement and contributions
actually made for the year ended June 30, 2006 was approximately $3.8 millions. The Municipality total
payroll for all employees was approximately $52 millions. For the two preceding fiscal years, the
M unicipality contributed approximately $3.8 millions and $3.7 millions, which represented 100% of required
contributions.

Additional information of ERS is presented in the most recent actuarial valuation report for the year ended

June 30, 2003, a copy of which can be obtained from the ERS, Minillas Station, PO Box 42003, San Juan, PR
00940.
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17.

18.

19.

RISK MANAGEMENT

The Risk Management Division (RMD) of the M unicipality@ Legal Department is responsible of assuring that
the Municipality@ property is properly insured. Annually, the RMD compiles the information of all property
owned and its respective market value. After evaluating this information, the RMD submits the data regarding
the Municipality@ properties to the Area of Public Insurance at the Department of the Treasury of the
Commonwealth of Puerto Rico who isresponsible for purchasing all property and casualty insurance policies of
all municipalities.

COMMITMENTS

Primary Government

Operating lease

The Municipality leases rea property, buildings, vehicles and equipment under several operating lease
agreements, which generally have terms of one year or less and are automatically renewed for the same terms.
Rental expenditures recorded in the basic financial statements for the year ended, June 30, 2006, amounted to
approximately $1.8 millions. Management believes that the summary of the future©minimum rental
commitments under noncancellable real property and equipment lease with terms exceeding one year is not
significant.

Construction

The Municipality had commitments at June 30, 2006 of approximately $9.9 millions for the construction,
improvements, or renovation of several municipal facilities.

Component unit
Operating lease

The Port of Ponce is the lessor of certain dock and warehousing facilities. Future minimum rentals receivable
under such leases at June 30 2005 are as follows:

Fiscal year
ending June 30,

2007 $ 1,151,159
2008 1,151,159
2009 1,151,159
2010 1,151,159
2011 1,151,159

Total $ 5755795

CONTINGENCIES, LIABILITIESFOR CLAIMSAND JUDGMENTSAND OTHER

Contingencies and claims and judgments against the M unicipality

The Municipality is a defendant in a number of lawsuits arising principally from claims against the
Municipality for alleged improper actions. It is management® opinion, based on the advice of the lega
counsel, that the probable claims against the M unicipality not covered by insurance are by the amount of $2.3
millions at June 30, 2006. In addition, the management’s opinion based on the advice of the legal counsel, that
the possible claims against the Municipality not covered by insurance are estimated in the amount of $1.5
millions at June 30, 2006 and will not affect the financial condition of the M unicipality.
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20.

CONTINGENCIES, LIABILITIESFOR CLAIMSAND JUDGMENTSAND OTHER, Continued

The Municipality participates in a humber of federa financial assistance programs, funded by the Federal
Government. Expenditures financed by these programs are subject to financial and compliance audits by the
appropriate grantor. The "Reports on Compliance and Internal Control in Accordance with Government
Auditing Standards and the Requirements of OM S Circular A-133" for the year ended June 30, 2005, and 2006
disclosed several material instances of noncompliance with applicable laws and regulations and with internal
accounting and administrative controls.

If expenditures are disallowed due to noncompliance with grant programs regulations, the M unicipality may be
required to reimburse the grantor. Management believes that the M unicipality will be able to comply with the
terms of corrective action plans that may be requested by the federal grantors. Although, such audits could
generate expenditure disallowances under the terms of the grants, management believes that any required
reimbursements would not be material.

Primary government litigations and claimsin favor of the M unicipality

In June 1996, the Ponce Superior Court of the Puerto Rico Court of First Instance entered judgment in favor of
the Municipality against several government agencies and the Central Government. Through this judgment, the
Court ordered the defendants to construct about 54 projects, which management estimates cost approximately
$160 millions, which were included in the Municipal Land Use Plan of the M unicipality, and also ordered the
defendants to pay the Municipality damages in the amount of $16.5 millions. The parties involved were
notified of the judgment on June 26, 1996 and from that date, the amount of the judgment earns interest at 5%
annually. All defendants to the Circuit Court appealed the judgment and on December 2, 1997 the Circuit Court
of Appeals upheld the judgment entered by the Ponce Superior Court. However, the Court modified the
damage award and determined that the precise amount of damages to be granted to the M unicipality should be
determined once the projects covered by the judgment are finished. The Municipality was denied a
reconsideration of this determination and appealed to the Supreme court in April 1998 with the purpose, of
reinstating the damage award. In December 2000, the Supreme Court entered a judgment in favor of the
Municipality. Since then, management has being negotiating with the Central Government a work schedule for
the realization of the project and the collection of the damages. During the fiscal year ended June 30, 2006, the
M unicipality received approximately $3.6 millions related to this case.

CLOSURE AND POST CLOSURE CARE COSTSAND LANDFILL OBLIGATIONS

The Municipality owns alandfill, which is used by several municipalities including Ponce and administered by
BFI Industries, the landfill administrator, an independent private entity, under an agreement with the
Municipality. The Municipality is entitled, under the agreement with the administrator, to certain revenues,
principally royalties, resulting from the use of the landfill. For the year ended June 30, 2006, revenues earned
under the agreement amounted to $2.3 millions and are presented in the accompanying statement of changesin
net assets and statement of revenue, expenditures and changes in fund balances.

State and federal laws and regulations require the M unicipality to place a final cover on the Municipality®@
landfill site when it stops accepting waste and to perform certain maintenance and monitoring functions at the
site for thirty years after closure. In accordance with Statement No. 18 of the "GASB", "Accounting for
Municipal Solid Waste Landfill Closure and Post closure Care Costs', the M unicipality obtained a study of the
activities that need to be implemented at the Municipality®@ landfill to guarantee the maximum yield of
available space and to comply with applicable state and federal regulations. As of June 30, 2006, the estimated
remaining life was approximately 8.5 years.
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21.

22.

CLOSURE AND POST CLOSURE CARE COSTSAND LANDFILL OBLIGATIONS, Continued

The Municipality formalized an agreement with BFI of Ponce Inc. for the gather, transportation and disposal of
municipal waste with period of eight (8) years from July 1, 2001 to June 30, 2009. Under this agreement, BFI
assume all related costs in the use of the landfill, activities and resources to complete the services contracted.

The agreement includes the extension and amendment of lease of land common and structures known as
“Facilidades del Garage El Tuque” for a period of five (5) years from July 1, 2004 to June 30, 2009. In
addition, the contractor is liable to comply with laws, rules, municipal ordinances, regulations of JCA (Junta de
Calidad Ambiental) and EPA (Agencia Federal de Proteccién Ambiental). The charge for service amount is
$6.35 by residential unit and payable monthly to the contractor, and services for public housing are be free if
charges. Under this contract, the M unicipality is free of liability for closure and post closure costs; therefore,
an escrow account is not required.

SUBSEQUENT EVENTS

During the fiscal year ended June 30, 2006, the Municipal Legisature approved the Ordinance No. 76 (2005-
06) establishing a citizenship contribution of 1%, known as “Le6n tax”, over all transactions of sales of goods
and services made on Ponce's boundaries. The contribution was effective in July 1, 2006. According to the
Ordinance, these new resources will be principally used in the following activities; improvements in health
services, to cover the increasing in solid waste disposal costs, public construction, security, social welfare and
maintenance of culture and sport facilities.

At September 15, 2006, the Port of the Americas Authority assumed the rent obligation bond for the amount of
$40 millions. This money was used in the improvements made in various piers of the Port of Ponce.

RESTATEMENT OF 2005 FINANCIAL STATEMENTS

During the fiscal year ended June 30, 2006, the M unicipality noted that certain liabilities had been overstated
or understated as of June 30, 2005 and accordingly, the net assets at June 30, 2005, as previoudly reported, has
been increased by $1,510,619 and the fund balance of the general, WIA, HUD, HHS and Other funds at June
30, 2005, as previously reported, have been increased by $792,821, $97,283, $507,193, $24,342 and $88,980,
respectively. A summary of the effects of the restatements in the fiscal year 2004-05 financial statementsis as
follow:

49



22. RESTATEMENT OF 2005 FINANCIAL STATEMENTS, Continued

General WIA HUD HHS Others Total
Amount overstated in accounts payable $ 1,055,507 $ 1,055,507
Corrections in accounting transactions 92,178 $ 97283 $ 191,863 381,324
Net amount in corrections of prior year accounts
payable to suppliers (82,301) 1,772 (80,529)
Change in accounting principles (GASBS no. 33) 1,340,422 $ 24342 $ 88,980 1,453,744
Accounts receivable overstated (92,254) (1,026,864) (1,119,118)
Amount due on AEE (180,311) (180,311)
Tota $ 792,819 $ 97283 $ 507,193 $ 24342 $ 88980 $ 1,510,617
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