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INDEPENDENT AUDITORS' REPORT

To the Honorable Mayor and
Municipal Legislature
Municipality of Hatillo

Hatillo, Puerto Rico

We have audited the accompanying financial statements of the governmental activities,
each major fund and the aggregate remaining fund information of the Municipality of
Hatillo, as of and for the year ended June 30, 2010, which collectively comprise the
Municipality's basic financial statements, as listed in the table of contents. These 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 conducted our audit in accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States.
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 provides a reasonable
basis for our opinions.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the respective financial position of the governmental activities, each major fund
and the aggregate remaining fund information of the Municipality of Hatillo as of June 30,
2010, 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.

In accordance with Government Auditing Standards, we have also issued a report dated
December 13, 2010 on our consideration of the Municipality’s internal control over financial
reporting and on our tests of its compliance with certain provisions of laws, regulations,
contracts, grants, agreements and other matters. The purpose of that report is to describe
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the scope of our testing of internal control over financial reporting and compliance and the
results of that testing, and not to provide an opinion on the internal control over financial
reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards and should be considered in assessing
the results of our audit.

Accounting principles generally accepted in the United States of America require that the
management's discussion and analysis on pages 3 through 10 be presented to supplement
the basic financial statements. Such information, although not a part of the basic financial
statements, is required by the Governmental Accounting Standards Board, who considers
it to be an essential part of financial reporting for placing the basic financial statements
in an appropriate operational, economic, or historical context. We have applied certain
limited procedures to the required supplementary information in accordance with auditing
standards generally accepted in the United States of America, which consisted of inquiries
of management about the methods of preparing the information and comparing the
information for consistency with management's responses to our inquiries, the basic
financial statements, and other knowledge we obtain during our audit of the basic financial
statements. We do not express an opinion or provide any assurance on the information
because the limited procedures do not provide us with sufficient evidence to express an
opinion or provide any assurance.

Our audit was conducted for the purpose of forming opinions on the financial statements
that collectively comprise the Municipality of Hatillo financial statements as a whole. The
accompanying schedule of expenditures of federal awards is presented for purposes of
additional analysis as required by U.S. Office of Management and Budget Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations, and is not a required
part of the financial statements. Such information is the responsibility of management and
was derived from and relates directly to the underlying accounting and other records used
to prepare the financial statements. The information has been subjected to the auditing
procedures applied in the audit of the financial statements and certain additional
procedures, including comparing and reconciling such information directly to the underlying
accounting and other records used to prepare the financial statements or to the financial
statements themselves, and other additional procedures in accordance with auditing
standards generally accepted in the United States of America. In our opinion, the
information is fairly stated, in all material respects, in relation to the financial statements as
a whole.

San Juan, Puerto Rico
December 13. 2010
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Commonwealth of Puerto Rico
Municipality of Hatillo

Management’s Discussion and Analysis

Year Ended June 30, 2010

MANAGEMENT'S DISCUSSION AND ANALYSIS

The Municipality of Hatillo (the “Municipality”) discussion and analysis has been designed with
the followings goals:

a) Assist the reader in focusing on significant financial issues,

b) Provide an overview of the Municipality's financial activity,

¢) ldentity changes in the Municipality's financial position (its ability to address the next and
subsequent year challenges),

d) Identity any material deviations from the financial plan (the approved budget), and;

e) Identify individual fund issues or concerns.

Since the Management’s Discussion and Analysis (MD&A) is designed to focus on the current
year activities, resulting changes and currently known facts, please read it in conjunction with
the Municipality's financial statements.

USING THIS ANNUAL REPORT

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

FINANCIAL HIGHLIGHTS

e The Municipality net assets decreased by $80,569.

¢ Inthe fund financial statements, general fund revenues decreased by $989,372 (or
5%).

e The General Fund (the primary operating fund) reflected, on a current financial
resources basis, an increase of $6,156.

¢ On abudgetary basis, actual expenditures exceed actual revenues by $1,871,753.

« Capital expenditures amounted to $1,440,000.

Government-Wide Financial Statements
The Government-Wide Financial Statements are designed to provide users of the financial

staterments with a broad overview of the Municipality's finances in a manner simitar to private-
sector companies.



Commonwealth of Puerto Rico
Municipality of Hatillo

Management's Discussion and Analysis

Year Ended June 30, 2010

The Statement of Net Assets presents information on all of the Municipality’s assets and
liabilities, with the difference between both reported as net assets. Over time, increases or
decreases in net assets may serve as a useful indicator of whether the financial position of the
Municipality is improving or deteriorating.

The Statement of Activities presents information showing how the Municipality’s net assets
changed during the most recent fiscal year. All changes in net assets are reported as soon as
the underlying event giving rise to the change occurs, regardless of the timing of the related
cash flows. Thus, revenues and expenses are reported in the Statement of Activities that will
only result in cash flows in future fiscal periods. The Statement of Activities is focused on both
the gross and net cost of various activities, which are provided by the government’s general tax
and other revenues. This is intended to summarize and simplify the user’s analysis of cost of
various governmental services.

Fund Financial Statements

The Fund Financial Statements provide detailed information about the Municipality's most
significant funds, not the Municipality as a whole. The Municipality has only one kind of fund
which is the governmental fund.

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, Government Fund Financial Statements focus on near
term inflows and outflows of spendable resources, as well as on balances of spendable
resources available at the end of the fiscal year. Such information is useful in evaluating the
Municipality’s near term financial requirements.

Because the focus of governmental funds is narrower than that of the government wide financial
statements, it is useful to compare the information presented for governmental funds with similar
information presented for governmental activities in the government wide financial statements.
By doing so, users of the basic financial statements may better understand the long-term impact
of the Municipality's near term financial decisions. Both of the Governmental Fund Balance
Sheet and the Governmental Fund Statement of Revenues, Expenditures and Changes in Fund
Ralances provide a reconciliation to facilitate this comparison between governmental funds and
governmental activities.



Commonwealth of Puerto Rico
Municipality of Hatillo

Management’s Discussion and Analysis

Year Ended June 30, 2010

Infrastructure Assets

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

FINANCIAL ANALYSIS OF THE MUNICIPALITY AS A WHOLE

Net Assets

As noted earlier, net assets may serve over time as a useful indicator of a government’s
financial position. The Municipality's net assets totaled $39.3 million at the end of 2010,
compared to $39.4 million at the end of the previous year.

The largest portion of the Municipality's net assets consists of the investment made throughout
the years in capital assets such as land, buildings, equipment and infrastructure. The
Municipality uses these capital assets to provide services to its citizens; consequently, these
assets are not available for future spending. Although, the Municipality's investmentin its capital
assets is reported net of related debt, it should be noted that the resources needed to repay this
debt must be provided from the Debt Service Fund, since the capital assets themselves cannot
be used to liquidate these liabilities. The amounts restricted for debt service represents another
portion of the net assets, and these are resources subject to external restrictions for the
purposes explained above.



Commonwealth of Puerto Rico
Municipality of Hatillo

Management’s Discussion and Analysis

Year Ended June 30, 2010

Municipality of Hatillo
Condensed Statement of Net Assets
June 30, 2010 and 2009

2010 2009
Current assets $ 14,796,647 $ 15,282 467
Capital assets 49 644 130 49,017,993
Total assets 64,440 777 64,300,460
Currrent liabilities 6,373,034 7,228,718
Noncurrent liabilities 18,783,355 17,681,259
Total liabilities 25,156,389 24,908,977
Invested in capital assets, net of related debt 37,414,110 49 017,993
Restricted 4 248 194 5,847,391
Unrestricted (2,377,916) (15,474,901)
Total net assets $ 39,284,388 $ 39,390,483

Changes in Net Assets

The net assets decreased by $89 569 in comparison with prior year. Approximately 44 percent
of the Municipality's total revenue came from taxes while 21 percent resulted from grants and
contributions, including federal aid. The Municipality's expenses cover arange of services. The
largest expenses were for general government, public work, culture and recreation, and health
and welfare.



Commonwealth of Puerto Rico
Municipality of Hatillo

Management’s Discussion and Analysis

Year Ended June 30, 2010

Municipality of Hatillo
Condensed Statement of Activities
June 30, 2010 and 2009

2010 2009

Program revenues

Charges for sermces $ 6855828 5 6588097

Operating grants and contnbutions 1,009,156 967,190

Capital grants and contributions 1,284,414 2,913,662
General revenues

Property taxes 7,244 536 6,923,174

Municipal license tax 4,038,564 4,251,760

Sales and use taxes

Grants and contributions not restricted to

specific programs 5,219,168 4,714,387

Interest, fines and penalties 84,568 247 139

Miscellaneous 183,578 204,090

Total revenues 25,919,812 26,809,499

Expenses

General government 10,007,728 10,514,500

Public safety 938,014 1,038,538

Public work 7,991,051 8,236,994

Health and welfare 2,801,985 3,439,290

Culture and recreation 2,540,370 2,947 229

Economic Development 1,217,189 251,021

Interest on long-term debt 504,044 1,488,021

Total expenses 26.000.381 27,915,583

Change n net assets (80,569) (1.106,094)
Net assets, beginning of year, as restated 39,364 957 40,496,577
Net assets, end of year $ 39,284 388 $ 39,390,483




Commonwealth of Puerto Rico
Municipality of Hatillo

Management’s Discussion and Analysis

Year Ended June 30, 2010

FINANCIAL ANALYSIS OF THE MUNICIPALITY'S INDIVIDUAL FUNDS

As noted earlier, the Municipality uses fund accounting to ensure and demonstrate compliance
with finance-related legal requirements.

Governmental Funds

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

As of the end of the current fiscal year, the Municipality's governmental funds reported
combined ending fund balances of $9,311,528, a decrease of $817,398 in comparison with the
prior year. There are reservations of fund balance amounting to $4,856,221.

The general fund is included within the governmental funds; it is the chief operating fund of the
Municipality. As of June 30, 2010, the general fund has a superavit of $248,328. The superavit
increased by $6,156 during fiscal year 2009-2010.

Notes to Financial Statements

The basic financial statements also include notes to explain information in the financial
statements and provide more detailed data.

Required Supplementary Information

The statements are followed by the required supplementary information that contains the
budgetary comparison schedule for the General and Debt Services Funds.



Commonwealth of Puerto Rico
Municipality of Hatillo

Management’s Discussion and Analysis

Year Ended June 30, 2010

CAPITAL ASSETS AND DEBT ADMINISTRATION

Capital Assets

The Municipality’s investment in capital assets as of June 30, 2010, amounts to $65.7 million,
net of accumulated depreciation of $16.1 million, leaving a net book value of $49.6 million. This
investment in capital assets includes land, buildings, improvements, equipment, intangibles,
infrastructure and construction in progress. Infrastructure assets are items that are normally
immovable and of value only to the state, such as roads, bridges, streets and sidewalks,
drainage systems, lighting systems, and similar items.

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

The Municipality acquired a total of $1,336,471 of capital assets during the fiscal year 2009-
2010 as follows:

e Construction in progress - $398,335

e Building and building improvements - $552,274

¢ Acquisition of equipment and vehicles - $634,973
¢ Infrastructure - $149,224

Other projects related to repair and maintenance of roads (not capitalized) was development
during the fiscal year 2009-2010.

Debt Administration

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

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

-9-



Commonwealth of Puerto Rico
Municipality of Hatillo

Management’s Discussion and Analysis

Year Ended June 30, 2010

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

ECONOMIC FACTORS AND NEXT YEAR'S BUDGETS AND RATES

The Municipality relies primarily on property and municipal taxes as well as federal grants to
carry out the governmental activities. Historically, property and municipal taxes have been very
predictable with increases of approximately five percent. Federal grant revenues may vary if new
grants are available but the revenue also is very predictable.

FINANCIAL CONTACT

The Municipality's financial statements are designed to present users (citizens, taxpayers,
customers, investors and creditors) with a general overview of the Municipality’s finances and to
demonstrate the Municipality’s accountability. If you have questions about the report or need
additional financial information, contact Mr. Jesus Alicea Torres, Chief Financial Officer on the
Finance Offices in the Central Town, Hatillo, Puerto Rico.

210 -



COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
STATEMENT OF NET ASSETS
JUNE 30, 2010

Assets

Cash in bank (Notes 2 and 5)
Cash with fiscal agent (Notes 2 and 5)

Accounts receivable:
Sales and use taxes

Due from other agencies (Note 9)
Capital assets, net (Note 11)
Total assets

Liabilities and Net Assets

Liabilities
Accounts payable and accrued liabilities
Due to other agencies (Note 12)

Matured bonds and interest payable
Deferred revenues (Note 13):

Municipal license tax
Noncurrent liabilities (Note 15):
Due within one year
Due in more than one year
Accrued interest
Total liabilities

Net Assets
Investment in capital assets, net of related debt
Restricted for:
Debt service
Capital projects
Unrestricted
Total net assets

Total liabilities and net assets

Governmental
Activities

$ 5,602,382
7,173,020

534,313
1,486,932
49,644,130

$ 64,440,777

$ 867,654
498,238
1,148,109

3,176,780

1,489,355
17,294,000
682,253

25,156,389

$ 37,414,110

1,389,175
2,859,019
(2,377,916)

39,284,388

S 64,440,777

The accompanying notes are an integral part of these basic financial statements.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
RECONCILIATION OF THE GOVERNMENTAL FUNDS
BALANCE SHEET TO STATEMENT OF NET ASSETS
JUNE 30, 2010

Total fund balances - governmental funds $§ 9311528

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 balance sheet 49,644,130

* Other assets are not available to pay for current-period
expenditures and therefore are deferred in the
governmental funds balance sheet 340,326

* Some liabilities, including bonds payable, are not due
and payable in the current period and therefore are not
reported in the funds (Note 4) (20,011,596)

Net assets of governmental activities $ 39,284,388

The accompanying notes are an integral part of these basic financial statements.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
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, 2010

Net change in fund balances - total governmental funds $ (817.398)

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, the cost of those assets is allocated over their
estimated useful lives and reported as depreciation expense. 1,440,000

* Depreciation expense on capital assets is reported in the statement of
activities, but they do not require the use of current financial resources.
Therefore, depreciation expense is not reported as expenditure in
governmental funds. (813,863)

+ Governmental funds report principal payments on long-term obligations as
expenditures, whereas the principal payments reduces the long-term
obligations in the statement of activities. 979,072

+ Change in accrued interest expense which does not require the use of
current financial resources. 78,086

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

expenditures in governmental funds. (946,466)
Changes in net assets of governmental activities $_(80.569)

The accompanying notes are an integral part of these basic financial statements.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

ORGANIZATION

The Municipality of Hatillo, Puerto Rico (Municipality) was founded in 1823. The
Municipality is a political legal entity with full legislative and administrative faculties in
every affair of the municipal character, with perpetual succession existence and legal
personality, separate and independent from the central government of the
Commonwealth of Puerto Rico. The Municipality provides a full range of services
including health, public works, environmental control, education, public safety, public
housing and community development, culture and recreation as well as many other
general and administrative services.

The Municipal Government comprises the executive and legislative branches. The
executive power is exercised by the Mayor and the legislative by the Municipal
Assembly, which has 14 members. The members of these branches are elected
every four years in the Puerto Rico general elections.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accompanying financial statements of the Municipality have been prepared in
conformity with accounting principles generally accepted in the United States of
America (GAAP) as applicable to governmental entities. The Governmental
Accounting Standards Board (GASB) is the accepted standard-setting body for
establishing governmental accounting and financial reporting principles.

The financial information of the Municipality is presented in this report as follows:

Management's Discussion and Analysis - Introduces the basic financial
statements and provides and analytical overview of the Municipality’s financial
activities.

Government - Wide Financial Statements - The reporting model includes financial
statements prepared using full accrual of accounting for all of the government's
activities. This approach includes not just current assets and liabilities, but also
capital assets and long-term liabilities (such as buildings and infrastructure,
including bridges and roads, and general obligation debt).
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

Statement of Net Assets - The statement of net assets is designed to display the
financial position of the Municipality, including capital assets and infrastructure.
The net assets of the Municipality will be broken down into three categories;
invested in capital assets, net of related debt; restricted; and unrestricted.

Statement of Program Activities - The government - wide statement of activities
report expenses and revenues in a format that focuses on the cost of each of the
government's functions. The expense of individual functions is compared to the
revenues generated directly by the function.

Budgetary comparison schedules - Demonstrating compliance with the adopted
budget is an important component of a government'’s accountability to the public.
Under the reporting model, the Municipality will continue to provide budgetary
comparison information in their financial statements. An important change,
however, is a requirement to add the government's original budget to the current
comparison of final budget and actual results.

The following is a summary of the more significant policies.
a. Reporting Entity

In evaluating how to define the Municipality for financial reporting purposes,
management has considered all potential component units. The decision to
include a potential component unit in the reporting entity was made by applying
the provisions of Statement No. 14, “The Financial Reporting Entity,” as amended
by GASB Statement No. 39, “Determining whether Certain Organizations are
Components Units" — an amendment of GASB StatementNo. 14”. The basic, but
not the only criterion for including a potential component unit within the reporting
entity is if elected officials of a primary government appoints a voting majority of
the entity's governing body, and if either one of the following conditions exist: the
primary government can impose its will on the other entity or the potential exists
for the other entity to (1) provide specific financial benefits to or (2) impose specific
financial burdens on the primary government. A second criterion used in
evaluating potential component units is if the nature and significance of the
relationship between the entity and a primary government are such that to exclude
the entity from the financial reporting entity would render the financial statements
misleading or incomplete.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

GASB Statement No. 39 provided additional guidance to determine whether
certain organization for which the primary government is not financially
accountable should be reported as components units, A legally separate, tax
exempt organization should be discretely presented as a component unit if all of
the following criteria are met: (a) the economic resources received or held by the
separate organization are entirely or almost entirely for the direct benefit of the
primary government, its component units, or its constituents; (b) the primary
government, or its component units, ins entitied to, or has the ability to otherwise
access, a majority of the economic resources received or held by the separate
organization, and; (c) the economic resources received or held by an individual
organization that the specific primary government, or its component units, is
entitled to, or has the ability to otherwise access, are significant to the primary
government. GAAP details two methods of presentation: blending the financial
data of the component units’ balances and transactions in a manner similar to the
presentation of the Municipality’s balances and transactions of discrete
presentation of the component units’ financial data in columns separate from the
Municipality's balances and transactions. Based on the aforementioned criteria,
the Municipality has no component units.

. Government-Wide and Fund Financial Statements

The government-wide financial statements (i.e., the statement of net assets and
the statement of changes in net assets) report information on all the activities of
the Municipality. For the most part, the effect of interfund activity has been
removed from these statements. Governmental activities are supported mainly by
taxes and intergovernmental revenues.

The statement of activities demonstrates the degree to which the direct expenses
of a given function or segment is offset by program revenues. Direct expenses
are those that are clearly identifiable with a specific function or segment. Program
revenues include 1) charges to customers or applicants who purchase, use, or
directly benefit from goods, services. or privileges provided by a given function or
segment and 2) grants and contributions that are restricted to meeting the
operational or capital requirements of a particular function or segment. Taxes and
other items not properly included among program revenues are reported instead
as general revenues.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

The fund financial statements segregate transactions related to certain functions
or activities in separate funds in 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 a single column.

. 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. Revenues are
recorded when earned and expenses are recorded when a liability is incurred,
regardless of the timing of related cash flows. Property taxes are recognized as
revenues in the year for which they are levied. Grants and similar items are
recognized as revenue as soon as all eligibility requirements imposed by the
provider have been met.

Governmental fund financial statements are reported using the current financial
resources measurement focus and the modified accrual basis of accounting.
Revenues are recognized as soon as they are both measurable and available.
Revenues are considered to be available when they are collectible within the
current period or soon enough thereafter to pay liabilities of the current period.
For this purpose, the government considers revenues to be available if they are
collected within the current period or soon enough thereafter. Expenditures
generally are recorded when a liability is incurred, 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.

Property taxes, franchise taxes, licenses, and interest associated with the current
fiscal period are all considered to be susceptible to accrual and so have been
recognized as revenues 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 is received by the
government.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

The Municipality reports the following major governmental funds:

1)} General Fund

This is the operating fund of the Municipality and accounts for all financial
resources, except those required to be accounted for in another fund.

2) Debt Service Fund

This fund is used to account for the resources accumulated and payments
made for principal and interest on long-term general obligation debt of
governmental funds.

3) Loan $3,370.000

The Loan $3,370,000 fund is used to account for the financial resources for
the acquisition of personal property and/or construction of major improvements
which are not financed by other funds.

Private-section 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.

As a general rule the effect of interfund activity has been eliminated from the
government-wide financial statements.

Amounts reported as program revenues 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. Internally dedicated resources are reported as

general revenues rather than as program revenues. Likewise, general revenues
include all taxes.

When both restricted and unrestricted resources are available for use, it is the
government's policy to use restricted resources first, than unrestricted resources
as they are needed.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

d. Cash 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
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).

Cash with fiscal agent in the capital projects fund consists of unused proceeds
from appropriations from the Legislature of Puerto Rico, for the payment of current
liabilities, and bonds and notes issued for the acquisition and construction 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.

e. Interfund Receivables and Payables

Activities between funds that are representative of lending/borrowing
arrangements outstanding at the end of the fiscal year are referred to as either
due to/from other funds (i.e., the current portion of interfund loans) or advances
to/from other funds (i.e., the non-current portion of interfund loans). All other
outstanding balances between funds are reported as due to/from other funds.

f. Capital Assets

Capital assets, which include property, plant, equipment, and infrastructure (which
is normally immovable and of value only to the Municipality, such as roads,
bridges, streets’ sidewalks, and drainage system), are reported in the applicable
governmental or component units columns in the government-wide financial
statements.

Capital assets purchased or acquired are carried at historical cost or estimated
historical cost. Contributed assets are recorded at fair market value as of the date
donated. Additions, improvements and other capital outlays that significantly
extend the useful life of an asset are capitalized. Other costs incurred for repairs
and maintenance are expensed as incurred.

Depreciation in capital assets is calculated on the straight-line basis over the
following estimated useful lives:
-24 -
ORTIZ. RIVERA, RIVERA & CO.
CERTIFIED PUBLIC ACCOUNTANTS » VALURE ADDERD SERVICEY

Sutte 132, PO Box 70230, San Juan, PR, 00936-7250 ¢ Phone 17871 7368524 B 1 TR73 21740562



COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

Useful Life

Infrastructure 20-50 years
Buildings and building improvements 20-50 years
Furniture and fixtures 5-20 years
Vehicles and equipment 5-20 years

. Reservation of Fund Balance

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

1) 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.

2) Debt Service

Represents net assets available to finance future debt service payments.

3) Capital Project Fund

Represents 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 RicoTreasury Department
and costs are allocated among all the municipalities of Puerto Rico. Cost of
insurance allocated 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, 2010 amounted to approximately $283,067. The current
insurance policies have not been cancelled or terminated. The CRIM also
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

deducted approximately $441,880 for workers’ compensation insurance covering
all municipal employees.

Compensated Absences

Employees are entitled to 30 days vacations leave and 18 days sick leave per
year. Sick leave is recorded as an expenditure in the year paid. Employees are
entitled to payment of unused sick leave upon retirement if have been employed
for at least 10 years in the municipal government. On July 1997, state Law 152
supra amended the Article 12.016, Section b (2) of the Municipal Law, authorizing
the Municipality to pay any excess of vacations and sick leave accumulated over
the maximum previously permitted by law. Calculations must be made until
December 31 of every year. Excess of sick leave must be paid until March 31
next every natural year. Excess of vacations can be paid after July 1 of every
fiscal year.

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. The most significant
estimates consist of the contribution received from the Puerto Rico Electric Power
Authority and the Municipal Revenue Collection Center caused by the delay of the
notification of the actual revenues and expenditures to the presented in the
financial statements of the agencies mentioned above.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

k. Future Adoption of Accounting Pronouncements

The Governmental Accounting Standards Board (GASB) has issued the following
statements that the Municipality has not yet adopted:

Adoption
Statement Required in
Number Statement Name Fiscal Year
54 Fund Balance Reporting and Governmental
Fund Type Definitions 2010-11
57 OPEB Measurements by Agent Employers and
Agent Multiple - Employer Plans 2011-12
59 Financial Instrument Omnibus 2010-11
60 Accounting and Financial Reporting for Service
Concession Arrangements 2012-13
61 The Financial reporting entity: Omnibus — on
amendment of GASB Statements No. 14 and 34 2012-13

The impact of these statements on the Municipality’s financial statements has not
yet been determined.

3. STEWARDSHIP, COMPLIANCE, AND ACCOUNTABILITY

a. Budgetary Control

The Municipality's 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's Resolutions, do not require the approval of
the Municipal Legislature. The Municipality prepares its annual budget including
the operations of the general and the debt service funds.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

Revenues and Expenditures - Budget and Actual (Budgetary Basis), accordingly,
include only the operations of the general and the debt service funds. The
amounts budgeted under the Special Revenue Fund 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
(i.e., purchase orders, contracts) are considered expenditures when incurred. For
GAAP reporting purposes, encumbrances outstanding at year-end are reported as
reservations of fund balances and do not constitute expenditures or liabilities
because the commitments will be honored during the subsequent year.

The unencumbered balance of any appropriation at the end of the fiscal year will
lapse at the end of such fiscal year. Other appropriations, mainly capital project
appropriations, are continuing accounts for which the Municipal Legislature has
authorized that an unspent balance from the prior year be carried forward and
made available for current spending.

The annual budget is presented in the Combined Statement of Revenues and
Expenditures - Budget and Actual (Budgetary Basis) is the budget ordinance to
June 30, 2010 representing the original budget.

. 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 statements in conformity with GAAP, a reconciliation of entity
and timing differences in the excess of revenues and other financing sources over
expenditures and other financing use for the year ended June 30, 2010 is
presented below for the general and debt service funds:
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

Debt Service
Excess of expenditures over revenues - budgetary basis S 1,040,340
Entity differences:
Non-budgeted transfers in 54,846
Non-budgeted transters out {1,000,563)
Excess of revenues over expenditures - GAAP basis $ 94,623
Explanation of differences:
Sources/inflows of resources General Fund

Actual amounts (budgetary basis) “available
appropriation” from the budgetary comparison
schedule $ 17,051,229
Differences - budget to GAAP:
Transfers from other funds are inflows of
budgetary resources but are not revenues
for tinancial reporting purposes (1,000,563)

Non-budgeted revenues 3,457,192

Total revenues as reported on the statement of
revenues, expenditures, and changes in fund
balances $ 19,507,858

Uses/outflows of resources

Actual amounts (budgetary basis) “total charges to
appropriations” from the budgetary comparison schedule $ 18,922,982
Differences-budget to GAAP:
Current year encumbrances recorded as
expenditures for budgetary purposes (608,027)

Prior year encumbrances 205,552

Transfers to other funds are outflow of budgetary uses

but are not expenditures for financial reporting purposes (54,848)
Non budgeted expenditures 1,981,758
Total expenditures as reported on the statement of

revenues, expenditures, and changes in fund balances $ 20,447 419
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

c. Legal Compliance

The legal level of budgetary control is at the individual department level for
general fund expenditures, and principal and interest due for the debt service
fund.

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 payable, are not due and payable in the current
period and therefore are not reported in the funds. The details of the approximately
$20 million differences are as follows:

Bonds payable $ 12,230,020
Compensated absences 4,120,005
Other long-term liabilities 2,063,330
Note payable 370,000
Accrued interest 678,383
Christmas bonus 545,988
Net adjustment to reduce fund balance governmental funds

to arrive at net assets of governmental activities $ 20,007,726
DEPOSITS

Custodial credit risk is the risk that in the event of a bank failure, the government's
deposits may not be returned to it. Under Puerto Rico statutes, public funds
deposited in commercial banks must be fully collateralized for the amount deposited
in excess of federal depository insurance. All securities pledged as collateral are held
by the Secretary of the Treasury of Puerto Rico. In addition, the Municipality
maintains deposits with the Government Development Bank for Puerto Rico (GDB).
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

The deposits at GDB of approximately $2,859,019 and $625,657 are restricted
principally for capital projects, and the $2,299,052 in the debt service fund are
unsecured and uncollateralized, as no collateral is required to be carried by
governmental banks.

The Municipality maintains its investments in two (2) banks located at Puerto Rico.
All kind of deposit is guaranteed by the Federal Deposit Insurance Corporation (FDIC)
up to $250,000.

The excess is covered by collateral provided by banks and held by the Treasury
Department of the Commonwealth of Puerto Rico pursuant to applicable laws and
regulations.

PROPERTY TAXES

The Municipal Revenues 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 tax on personal property is self assessed by the
taxpayer. The assessmentis made in a return which must be filed with the CRIM by
May 15 of each year. The tax on real property is assessed by the CRIM. The
assessment is made as of January 1 of each year and is based on estimated current
values of the 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 installments in July 1 and January 1, following the assessment date.

The rates are 7.80% for real property and 5.80% for personal property. The
composition is as follows:

Real Personal
Basic property 5.72% 3.72%
Additional special property - state 1.03% 1.03%
Additional special propenty - municipal 1.25% 1.25%
Discounts made by state to tax payer (0.2%) (0.2%)
7.80% 5.80%
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

The Municipality's 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 - 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 Municipality.

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.

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 Municipality 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 a final settlement made not later than six months
after year ends. If the CRIM remits to the Municipality property tax advances, which
are less than the tax actually collected, a receivabie 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.

Currently, the Municipality has received the preliminary settlement from CRIM related
to fiscal year 2009-10, but not the final settlement as the six months period after fiscal
year ends, provided by law to CRIM to issue this, has not yet expired.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

Management believes, based in part on the experience from prior years, that when
received, the final settlement from CRIM will not show a significant difference from the
preliminary settlement and that such difference, if any, will not have a material effect
on the financial condition of the Municipality.

Based on the preliminary settlement already received, during the year ended
June 30, 2010, the amount advanced by CRIM exceeded the amount collected
by CRIM from taxpayers and charges for the same period by approximately
$69,436. Such amount is presented as a long-term liability in the government
wide financial statements. (See Note 15).

MUNICIPAL LICENSE TAX

Municipal License Tax receivables are recorded in the fiscal year in which
paymentis due and, accordingly, represent taxes which are due and uncollected
at June 30, 2010. The annual Municipal License Tax is determined based on
the gross income of all commerce and industrial organizations who have
operations in the Municipality of Hatillo, 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 allowed when full payment is made on or before April 15.

The rates of municipal license in the Municipality of Hatillo, are as follows:
Savings and loans associations =1.00%

Financial institutions =1.50%
Other organizations:

Up to $100,000 = .30%
$100,000 up to $200,000 = .40%
Over $200,000 = .50%

The amounts collected in advance are recorded as deferred revenues in the General
Fund. The Municipality invoiced and collected in advance during the current year
approximately $3,176,780, corresponding to the next fiscal year municipal license.
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COMMONWEALTH OF PUERTO RICO
MUNICIPALITY OF HATILLO
NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)
FOR THE FISCAL YEAR ENDED JUNE 30, 2010

SALES AND USE TAXES

On July 29, 2007 the Commonwealth Legislature approved Act. No. 80 (“Act. 80")
which imposed to all the Municipalities of Puerto Rico a uniform municipal sales and
use tax of 1.5%. Effective August 1, 2007 1% of the 1.5% will be collected by the
Puerto Rico Department of Treasury.

Act 80 also provides for restrictions on the use of the resources (including the .5 of
1.5% collected by the Commonwealth Government) to be invested in solid waste an
recycling programs, capital improvements and health and public safety cost. Amount
collected by the Commonwealth Government will be deposited in accounts of special
funds in the Government Development Bank of Puerto Rico (“GDB"), subject to
restrictions imposed and distributed as follows:

a. .2% of the .5% will be deposited in a “Municipal Development Fund” to finance
costs as restricted by the Act.

b. .2% of the .5% will be deposited in a “Municipal Redemption Fund” to finance
loans to municipalities subject to restrictions imposed by the Act and,

c. .1% of the .5% will be deposited in a “Municipal Improvement Fund” to finance
capital improvement projects; these funds will be distributed based on legislation
from the Commonweath’s Legislature.

DUE FROM OTHER AGENCIES

Represents grants and contributions due from local and federal agencies:

Puerto Rico Treasury Department $ 340,322
Municipal Revenues Collection Center (General Fund) 109,498
Transit Security Commission (FTA Program) 167,500
Government Development Bank 262,338
Municipal Revenues Collection Center (Debt Service Fund) 238,232
Other governmental funds 369,042

Total $1,486,932

-134 -

ORTIZ, RIVERA. RIVERA & CO.

Stite 1320 PO Bo T35, San fuan, PROOOY3G-TI30 ¢ Phone (7873 736- 8520 B 17875 2740562






