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Independent Auditors’ Report

To the Board of Directors
Special Communities Perpetual Trust

We have audited the accompanying financial statements of the governmental activities and each
major fund of the Special Communities Perpetual Trust (the Trust), a component unit of the
Commonwealth of Puerto Rico, as of and for the year ended June 30, 2012, which collectively
comprised the Trust’s basic financial statements, as listed in the table of contents. These financial
statements are the responsibility of the Trust’s management. Our responsibility is to express an
opinion 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. 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 opinion.

The Trust recognizes expenditures for public works and housing assistance in the period the services
are rendered after receiving notification of approved invoices from the government entities that
contracted third parties to perform these services (Puerto Rico Department of Transportation and
Public Works and Puerto Rico Department of Housing). There may be cases where there is a
significant lag between the time the services are rendered and the time when the Trust is notified of
the pending invoices. Any such cases are accounted for in subsequent fiscal year(s) upon
notification. In our opinion, accounting principles generally accepted in the United States of
America require that expenditures and related liabilities be recorded in the period when services are
rendered and the liability is incurred. The Trust’s financial statements do not disclose the amount of
commitments under contractual obligations with contractors. In our opinion, disclosure of that
information is required to conform with accounting principles generally accepted in the United
States of America; however, management believes it is impracticable to develop the information.

In our opinion, except for the omission of the information discussed in the preceding paragraph and
the effects of such adjustments, if any, as might have been determined to be necessary as a result of
the matter discussed in the preceding paragraph, the financial statements referred to above present
fairly, in all material respects, the financial position of the governmental activities and each major
fund of the Special Communities Perpetual Trust as of June 30, 2012, and the respective changes in
financial position for the year then ended in conformity with accounting principles generally
accepted in the United States of America.
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Accounting principles generally accepted in the United States of America require that the
management’s discussion and analysis on pages 3 through 7 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 obtained 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 an opinion on the financial statements that
collectively comprise the Trust’s financial statements as a whole. The introductory section,
combining and fund financial statements, and statistical section are presented for purposes of
additional analysis and are not a required part of the financial statements. The combining and
individual fund financial statements are the responsibility of management and were derived from and
relate 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.
The introductory and statistical sections have not been subjected to the auditing procedures applied
in the audit of the basic financial statements and, accordingly, we do not express an opinion or
provide any assurance on them.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

MANAGEMENT’S DISCUSSION AND ANALYSIS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

As management of Special Communities Perpetual Trust (the “Trust”), we offer readers of the
Trust’s financial statements this narrative overview and analysis of the Trust’s financial performance
during the fiscal year ended June 30, 2012. Please read it in conjunction with the Trust’s basic
financial statements including the notes, which follow this section.

1. Financial Highlights:
e Total assets and total liabilities of the Trust at June 30, 2012 amounted to approximately

$136 million and $391.7 million, respectively, for a net deficit of approximately $255.7
million.

e Expenditures for housing assistance totaled approximately $14 million.
¢ Expenditures for public works totaled approximately $2.2 million.
o Interest owed through June 30, 2012 on the line of credit, amounting to approximately
$25.7 million, was partially repaid with a contribution from the Commonwealth of Puerto
Rico (the “Commonwealth”) leaving an outstanding balance of approximately $1.4 million.
2. Overview of the Financial Statements:
The management’s discussion and analysis are intended to serve as an introduction to the Trust’s
basic financial statements. The Trust’s basic financial statements comprise three components: a)
government-wide financial statements, b) fund financial statements, and c¢) notes to the financial

statements.

Government-wide financial statements:

Provide information about the Trust’s overall financial position and results of operations. These
statements, which are presented on an accrual basis of accounting, consist of the statement of net
assets (deficit) and the statement of activities. These two statements report the Trust net assets
and changes in them. The Statement of Net Assets and the Statement of Activities are
commonly divided into two kinds of activities:

e Governmental activities
e Business-type activities

The Trust reports all its activities as governmental activities.

Aquino, De Coérdova, Alfaro & Co., LILP
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

MANAGEMENT’S DISCUSSION AND ANALYSIS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

2. Overview of the Financial Statements —continued:

Statement of net assets (deficit):

The statement of net assets (deficit) is designed to display the financial position of the Trust.
Governmental Accounting Standards Board (“GASB”) Concepts Statement No. 1, Objectives of
Financial Reporting, requires providing the information needed to:

e Assess the financial position and condition of the government.

e Determine whether the government’s overall financial position improved or deteriorated as a

result of the current year operations.

o Assess the level of services that can be provided by the government and its ability to meet
obligations as they become due.

e Understand the extent to which the government has invested in capital assets.

e Disclose legal or contractual restrictions on resources.

Statement of Activities:

e Provides information about whether current year revenues were sufficient to cover the cost of
current year services.

e Provides information about how the governmental entity financed its activities.

e Assists users in evaluating the operating results of the governmental entity for the year.

e Provides information necessary to determine whether the entity’s financial position improved
or deteriorated as a result of the year’s operations.

Fund financial statements:

Provide more detailed information about the Trust’s most significant funds and not the Trust as a
whole. The Trust maintains two governmental funds which are considered to be major funds: the
general fund and the debt service fund. Information is presented separately in the governmental
funds balance sheet and in the governmental funds statement of revenues, expenditures, and
changes in fund balances.

Aquino, De Cérdova, Alfaro & Co., LLP
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

MANAGEMENT’S DISCUSSION AND ANALYSIS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

2. Overview of the Financial Statements - continued:

Fund financial statements-continued

Governmental funds follow the modified accrual basis of accounting. Under this basis of
accounting, revenues are recorded in the accounting period in which they become susceptible to
accrual, that is, when they become both measurable and available. Available is defined as
expected to be collected within the current period or soon enough thereafter to be used to pay
liabilities of the current period. For this purpose, the Trust considers revenues to be available if
they are collected within 120 days after the end of the fiscal year.

Notes to the basic financial statements:

The notes to the basic financial statements provide additional information that is essential for its
complete understanding of the information provided in the governmental-wide financial
statements and the fund financial statements.

Required Supplementary Information

The Management’s Discussion and Analysis represent financial information required to be
presented by accounting principles generally accepted in the United States of America. Such
information provides users of this report with additional data that supplements the financial
statements and notes.

Aquino, De Cordova, Alfaro & Co., LLP
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

MANAGEMENT’S DISCUSSION AND ANALYSIS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

3. Government-Wide Financial Analysis:

Condensed information (expressed in thousands) about statements of net assets (deficit):

Change
2012 2011 $ %
Due from Commonwealth $ 569 % 517 $ 52 10%
Restricted assets 135,454 156,680 (21,226) (14%)
Total assets 136,023 157,197 (21,174) (13%)
Contracts payable 8,492 11,036 (2,544) (23%)
Retainage payable 16,171 18,235 (2,064) (11%)
Other payables 1,958 3,527 (1,569) (44%)
Accrued interest payable 1,414 787 627 80%
Note payable 363,639 367,902 (4,263) (1%)
Total liabilities 391,674 401,487 (9,813) (2%)
Net deficit $ (255,651) $ (244,290) § (11,361) 5%

Analysis for the Years Ended June 30, 2012 and 2011:

The primary asset of the Trust is the time deposit maintained in the Government Development
Bank for Puerto Rico (“GDB”), which is restricted to provide funding to the Special
Communities Projects (“Projects”). Decrease in restricted assets was mainly due to
disbursements made for the development of the projects.

Decrease in total liabilities was mainly due to payment from Commonwealth which part was to
cover a portion of the line of credit principal balance; a decrease in contract payable, retainage
payable, and other which reflects a decrease in the number of projects under construction
because most are in advanced stages or completed.

Aquino, De Cérdova, Alfaro & Co., LLP
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

MANAGEMENT’S DISCUSSION AND ANALYSIS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

3. Government-Wide Financial Analysis — continued:

Condensed information (expressed in thousands) about statements of activities:

Change
2012 2011 S %
Revenue:
Housing assistance $ 937 % 1,040 $ (103)  (10%)
Other - mainly intergovermental revenue
for interest on line of credit 29.373 33.385 (4.012) (12%)
Total revenue 30,310 34,425 (4,115) (12%)
Expenses:
Professional services and
general government 172 187 15) (8%)
Public works 2,211 4,710 (2,499) (53%)
Housing assistance 13,930 22,275 (8,345) (37%)
Interest on line of credit 25,737 25,979 (242) (1%)
(Credit) provision for losses on
mortgage loans receivable 379 132 (511) (387%)
Total expenses 41,671 53,283 (11,612) (22%)
Change in net deficit (11,361) (18,858) 7,497 (40%)
Net deficit — Beginning of year (244,290) (225,432) (18,858) 8%
Net deficit — End of year $ (255,651) $ (244,290) $ (11,36]) 5%

Analysis for the Years Ended June 30, 2012 and 2011:

Decrease in revenues was mainly due to a lower contribution from the Commonwealth in fiscal
year 2012, which were used for principal and interest payment on the non-revolving line of credit
with GDB. While interest income on deposits decreased by approximately $100 thousand mainly
due to the decrease in interest rates during fiscal year 2012 coupled with the decrease in the
balance of restricted assets as a result of the disbursements for construction expenditures.

Decrease in public works and housing assistance expenses was mainly due to a decrease in the

number of projects under construction because most of them are in advanced stages or completed
at June 30, 2012.

Aquino, De Cordova, Alfaro & Co., LLP
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

MANAGEMENT’S DISCUSSION AND ANALYSIS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

4.

Governmental Funds Results-continued:

The Trust has two governmental funds which are the general fund and the debt service fund.
Overall, the funds’ total assets decreased due to the payments of project expenditures.

According to Rule No. 6839 (Reglamento del Programa de Préstamos para la Rehabilitacion y
Construccion de Vivienda para Nuestras Comunidades Especiales) issued on July 13, 2004, the
Trust has the faculty to issue mortgage loans to participants of the housing program. As of
June 30, 2012, the outstanding balance of the mortgage loans receivable has been fully reserved.
During the year ended June 30, 2012, fees on mortgage loans amounted to $18,539.

Note Payable:

The Trust maintains a ten (10) year non-revolving line of credit with GDB. The outstanding
balance as of June 30, 2012 amounted to $363,638,549. There were principal repayments
totaling approximately $4.3 million on the credit line during fiscal year 2012.

Requests for Information:

This financial report is designed to provide a general overview of the Trust’s finances for all
those with an interest in the government’s finances. Questions concerning any of the information
provided in this report or request for additional financial information should be addressed to the
Special Communities Perpetual Trust’s Executive Director, Government Development Bank for
Puerto Rico, P.O. Box 42001 San Juan, P.R. 00940-2001.

Aquino, De Cordova, Alfaro & Co., LLP
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

STATEMENT OF NET ASSETS (DEFICIT)
AS OF JUNE 30, 2012

ASSETS

Due from Commonwealth
Restricted assets:
Cash and cash equivalents
Time deposit with Government
Development Bank for Puerto Rico
Interest receivable

Mortgage loans receivable
Less allowance for losses on mortgage
loans receivable

Mortgage loans receivable-net

Total assets

LIABILITIES

Payable from restricted assets:
Contracts payable
Retainage payable
Other payables

Accrued interest payable
Note payable

Total liabilities

NET ASSETS (DEFICIT)

Restricted for low income housing
and public works assistance
Unrestricted

Net deficit

See notes to basic financial statements.

Aquino, De Cérdova, Alfaro & Co., LLP
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$ 568,522
2,998,145

132,305,075
151,078

7,936,338

(7,936,338)

136,022,820

8,492,363
16,171,239
1,957,549
1,414,150
363,638,549

391,673,850

108,277,520
(363,928,550)

$ (255,651,030)




SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

STATEMENT OF ACTIVITIES
FOR THE YEAR ENDED JUNE 30, 2012

Functions/Programs

GOVERNMENTAL ACTIVITIES:
Professional services and general government
Public works
Housing assistance
Interest on line of credit

- Credit for losses on mortgage loans

Total governmental activities and change in net deficit

NET DEFICIT — Begnning of year

NET DEFICIT — End of year

See notes to basic financial statements.

Program
Revenue, Net (Expense)
Operating Revenue
Grants and  and Changes in
Expenses Contributions Net Deficit

b 171,812 § - $ (171,812)
2,211,361 - (2,211,361)
13,930,357 937,219 (12,993,138)
25,736,568 29,372,890 3,636,322
(378,987) - 378,987

§ 41671111 3 30.310.109 (11,361,002)

(244,290,028)

$(255,651,030)

-10 -
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

BALANCE SHEET — GOVERNMENTAL FUNDS

AS OF JUNE 30, 2012
Debt
General Service
Fund Fund Total
ASSETS
Due from Commonwealth $ 568,522 - $ 568,522
RESTRICTED:
Cash and cash equivalents 2,998,145 2,998,145
Time deposit with Government Development
Bank for Puerto Rico 132,305,075 - 132,305,075
Interest receivable 151,078 - 151,078
Mortgage loans receivable 7,936,338 - 7,936,338
Less allowance for losses on mortgage
loans receivable (7,936,338) - (7,936,338)
Mortgage loans receivable—net - - -
TOTAL ASSETS $136,022,820 - $136,022,820
LIABILITIES AND FUND BALANCE
LIABILITIES:
Payable from restricted assets:
Contracts payable $ 8,492,363 - $ 8,492,363
Retainage payable 16,171,239 - 16,171,239
Interest payable - 1,414,150 1,414,150
Other payables 1,667,548 - 1,667,548
TOTAL LIABILITIES 26,331,150 1,414,150 27,745,300
FUND BALANCE — Restricted for low income
housing and public works assistance 109,691,670 (1,414,150) 108,277,520

TOTAL LIABILITIES AND
FUND BALANCE

See notes to basic financial statements.

$136,022,820

$136,022,820

Aquino, De Cérdova, Alfaro & Co., LLP
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

RECONCILIATION OF THE BALANCE SHEET OF GOVERNMENTAL FUNDS TO THE
STATEMENT OF NET ASSETS (DEFICIT)
AS OF JUNE 30, 2012

FUND BALANCE PER GOVERNMENTAL FUNDS BALANCE SHEET $ 108,277,520

AMOUNTS REPORTED FOR GOVERNMENTAL ACTIVITIES
IN THE STATEMENT OF NET ASSETS (DEFICIT) ARE DIFFERENT
BECAUSE:

Note payable and reserve for legal claims are not due and payable
- currently and, therefore, not reported in the governmental finds
balance sheet (363,928,550)

NET ASSETS (DEFICIT) OF GOVERNMENTAL ACTIVITIES $ (255,651,030)

See notes to basic financial statements.

-12-
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

STATEMENT OF REVENUES, EXPENDITURES, AND CHANGES IN
FUND BALANCE — GOVERNMENTAL FUNDS
FOR THE YEAR ENDED JUNE 30, 2012

Debt
General Service
Fund Fund Total
REVENUES:
Interest income $ 753,625 % - $ 753,625
. Fees on mortgage loans 18,539 - 18,539
Contributions from the Commonwealth of
Puerto Rico and agencies 165,055 29,372,890 29,537,945
Total revenues 937,219 29,372,890 30,310,109
EXPENDITURES:
Professional services and general government 171,812 - ; 171,812
Public works 2,211,361 - 2,211,361
Housing assistance 14,605,357 - 14,605,357
Interest on line of credit - 25,736,568 25,736,568
Principal payment on line of credit - 4,263,570 4,263,570
Credit for losses on mortgage loans receivable (378,987) - (378,987)
Total expenditures 16,609,543 30,000,138 46,609,681
NET CHANGE IN FUND BALANCE (15,672,324) (627,248) (16,299,572)
. FUND BALANCE — Beginning of year 125,363,994 (786,902) 124,577,092
FUND BALANCE — End of year $ 109,691,670 $ (1,414,150 $ 108,277,520
See notes to basic financial statements.
. r - 13 -
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RECONCILIATION OF THE STATEMENT OF REVENUES, EXPENDITURES, AND
CHANGES IN FUND BALANCE OF GOVERNMENTAL FUNDS TO THE STATEMENT OF
ACTIVITIES — GOVERNMENTAL ACTIVITIES

FOR THE YEAR ENDED JUNE 30, 2012

NET CHANGE IN FUND BALANCE — GOVERNMENTAL FUNDS $ (16,299,572)

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

Principal payment to line of credit is an expenditure in the Governmental
Fund, but it reduces the note payable in the statement of net assets : 4,263,570

Legal claim expenditures reported in the governmental funds that were
reported as legal claim expenses in the statement of activities
of the previous year 675,000

CHANGE IN NET ASSETS (DEFICIT) OF GOVERNMENTAL ACTIVITIES 3 (11,361,002)

See notes to basic financial statements.

-14 -

Aquino, De Coérdova, Alfaro & Co., LLP

CERTIFIED PUBLIC ACCOUNTANTS & BUSINESS ADVISORS




SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

1. ORGANIZATION

The Special Communities Perpetual Trust (the “Trust”), was created through Law 271 of
November 21, 2002, and is a component unit of the Commonwealth of Puerto Rico (the
“Commonwealth”). It is governed by a board of directors composed of eleven (11) members: the
Secretary of the Department of Housing (the “Housing Department™) of the Commonwealth, the
Secretary of the Department of Transportation and Public Works (“DOT”) of the
Commonwealth, the Coordinator for the Social and Economic Financing of the Special
Communities, one mayor of a municipality of the Commonwealth, one community leader
resident in a special community, two public officers of the Commonwealth and four private
citizens representing the public interest. All members of the board of directors are designated by
the Governor of the Commonwealth.

The Trust was created to improve the quality and conditions of life for seven hundred and forty-
two (742) special communities in Puerto Rico (the “Special Communities”) with an investment
of one billion dollars for the construction and rehabilitation of housing, construction and
improvements of electric, water and sewage systems, repair and improvement of streets and
sidewalks, construction and improvement of recreational facilities and to encourage the attempts
to develop initiatives for economic auto-sufficiency for the residents of Special Communities.
From the one billion dollars, $560 million were designated for the rehabilitation and construction
of 20,000 housing units; $130 million for the construction of new public facilities and
$310 million for other construction, improvement and rehabilitation projects of Special
Communities.

The Trust’s board of directors approved through Resolution Number 2004-030 on December 30,
2004, and based on Executive Order No. 2004-96 approved by the Governor of Puerto Rico on
December 21, 2004, the creation of the Irrevocable Trust for the Benefit of the Special
Communities Perpetual Trust (the “Irrevocable Trust™). The objective of the Irrevocable Trust is
to guarantee the accomplishment of the contractual commitments entered into by the Puerto Rico
Department of Transportation and Public Works (“DOT”) and the Puerto Rico Department of
Housing (“DOH”) on behalf of the Trust for the construction of the projects referred to above.

The total source of funding was required to be provided by the Government Development Bank
for Puerto Rico (“GDB”) with a line of credit for $500 million, approved through Legislative
Resolution No. 1028, and from an operating contribution of another $500 million, approved
through Legislative Resolution No. 1027. Both resolutions were approved on November 21,
2002. As established in the Executive Order No. 2004-96, the proceeds of the line of credit and
the operating contribution were transferred from GDB to the Irrevocable Trust acting as fiscal

agent of the Trust.
Aquino, De Cordova, Alfaro & Co., LLP “h
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

1. ORGANIZATION - CONTINUED

In accordance with Rule No. 6839 (Reglamento del Programa de Préstamo para la Rehabilitacion
y Construccion de Viviendas para Nuestras Comunidades Especiales), effective July 13, 2004,
the Trust has the faculty to grant mortgage loans to participants of the housing program.

On September 3, 2010, the Trust’s management signed an agreement with Puerto Rico
Infrastructure Financing Authority (“PRIFA”), in which PRIFA agrees to provide the Trust
administrative and technical assistance to complete the Trust’s projects. The projects will be
completed with the Trust’s resources and PRIFA will be allowed to charge certain management
and administrative fees to the Trust, as agreed by the parties.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

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 changes
in net assets during the reporting period. Actual results could differ from those estimates.

The accounting and reporting policies of the Trust conform to accounting principles generally
accepted in the United States of America, as applicable to governmental entities. The Trust
follows Governmental Accounting Standards Board (“GASB”) guidelines under the hierarchy
established by Statement No. 55, “The Hierarchy of Generally Accepted Accounting Principles
Jor State and Local Governments”, in the preparation of its basic financial statements.

Following is a description of the Trust’s most significant accounting policies:

Basic Financial Statements GASB Statement No. 34 — The Trust follows GASB Statement
No. 34 “Basic Financial Statements — and Management’s Discussion and Analysis — for State
and Local Governments”. GASB No. 34 establishes two bases for reporting financial
information: government-wide financial statements and fund financial statements. The
government-wide financial statements are reported using the economic measurement focus and
accrual basis of accounting. The basis for preparing fund financial statements is similar to
conventional governmental financial statements except that the focus for presentation is on major
funds rather than fund types. The management’s discussion and analysis information precedes
the basic financial statements but is considered required supplementary information.

- 16 -

Aquino, De Cordova, Alfaro & Co., LLP

CERTIFIED PUBLIC ACCOUNTANTS & BUSINESS ADVISORS




SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES- CONTINUED

Government-Wide Financial Statements:

The focus of the government-wide financial statements is on the overall financial position and
activities of the Trust as a whole.

The government-wide financial statements include the statement of net assets (deficit) and the
statement of activities.

Statement of Net Assets (Deficit):

Presentation of Assets and Liabilities — Assets and liabilities are presented in the statement of
net assets (deficit) based on their relative liquidity. The liquidity of the assets is determined
based on their ability to be converted into cash and the absence of any restriction that might limit
their conversion to cash. The liquidity of liabilities is based on maturity dates or expected
payment dates. :

Presentation of Component of Net Assets (Deficit) — Net assets (deficit) represent the difference
between the Trust’s total assets and its total liabilities.

Statement of Activities:

The focus of the statement of activities is on the net cost of the various activities conducted by
the Trust. The difference between the expenses and revenue related to the specific activities
identifies the extent to which each function of the Trust is related with its corresponding revenue
source.

Revenue and Other Financing Inflows — A fundamental concept in the presentation of the
statement of activities is the identification of resources inflows to the Trust that are related to
specific programs and those that are general in nature. Revenues of the Trust consist of program
revenue.

Program revenues are those that are identified with a specific function, otherwise the revenue
would not flow to the Trust. As established before, program revenue are presented in the
statement of activities as a subtraction of related program expenses in order to identify the net
cost or benefit of a particular program.

Expenses — The Trust reports expenses by function. Direct expenses are those that are
specifically associated with a service, program or department and are clearly identifiable to a
particular function.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES -CONTINUED

Fund Financial Statements:

Fund based financial statements are included in order to demonstrate that restrictions imposed by
statutes, regulations, or contracts have been followed. The Trust fund includes the following
financial statements of its general and debt service funds:

Balance Sheet — reports information about the current financial resources (assets, liabilities and
fund balance).

Statement of Revenues, Expenditures, and Changes in Fund Balance — reports information
about the inflows, outflows and fund balance of current financial resources.

Basis of Accounting — the basis of accounting determines when the Trust recognizes revenue
and expenditures/expenses and related assets and liabilities.

Governmental funds follow the modified accrual basis of accounting. Under this basis of
accounting, revenues are recorded in the accounting period in which they become susceptible to
accrual, that is, when they become both measurable and available. Available is defined as
expected to be collected within the current period or soon enough thereafter to be used to pay
liabilities of the current period. For this purpose, the Trust considers revenues to be available if
they are collected within 120 days after the end of the fiscal year.

In applying the susceptible to accrual concept to the Trust’s governmental revenue, there are
essentially two major types of revenue: monies received through operating contributions from
the Commonwealth and agencies, and interest earned on cash accounts and time deposits.
Monies must be expended on the specific purpose or project established by the applicable laws,
regulations and contractual agreements. These resources are reflected as operating revenue, at the
time of receipt or when being collectible within a relatively short period, because the susceptible
to accrual criteria are met.

Expenditures and related liabilities are generally recorded in the accounting period in which the
liability is incurred, except for certain expenditures for public works and housing assistance,
which are recorded in the period the approved invoice is received. There may be cases where
there is a significant lag between the time the services are rendered and the time when the Trust
is notified of the pending invoices. Any such cases are accounted for in subsequent fiscal year(s)
upon notification.

Cash Equivalents — Cash equivalents are defined as highly liquid investments (time deposits
held with Governmental Development Bank (“GDB”) with original maturities at the inception
date of three months or less.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES — CONTINUED

Due from Commonwealth — The Housing Department collects the monthly payments of
mortgage loans and leases due from participants on behalf of the Trust. These funds are
deposited temporarily in the accounts of the Commonwealth until their transfer to the Trust.

Custodial Credit Risk Related to Deposits — Custodial credit risk is the risk that in the event
of a bank failure, the Trust’s deposits may not be returned to it. The Trust does not have a
deposit policy for custodial credit risk. As of June 30, 2012, all of the Trust’s bank balance,
aggregating approximately $135.3 million, was exposed to custodial credit risk since such
deposits, all of which are maintained at GDB, are uninsured and uncollateralized.

Mortgage Loans and Cost Recovery Method — The Trust grants mortgage loans to
participants of the housing program in exchange for housing benefits received. Loans are stated
at unpaid principal balances reduced by an allowance for loan losses. Loans are measured for
impairment when it is probable that all amounts, including principal and interest, will not be
collected in accordance with the contractual terms of the loan agreement. Due, among other, to
the housing assistance nature of this social program, and the high proportion of mortgage loans
that are delinquent, management of the Trust believes that amounts to be ultimately collected
will be minimal and, to that effect, adopted the cost recovery method for the accounting of
mortgage loans. Under the cost recovery method, the Trust records all mortgage payments
received as a reduction of the principal, therefore delaying recognition of interest income until
the principal of the mortgage loans has been collected in its totality. Accordingly, the balance of
mortgage loans receivable as of June 30, 2012 has been fully reserved.

Recently Issued Accounting Pronouncements — The GASB has issued the following accounting
pronouncements that have effective date after June 30, 2012:

e GASB Statements No. 65, Jtems Previously Reported as Assets and Liabilities, which is effective
for periods beginning after December 15, 2012.

¢ GASB Statements No. 66, Technical Corrections-2012 - an amendment of GASB Statements No. 10
and No. 62, which is effective for periods beginning after December 15, 2012.

e GASB Statements No. 67, Financial Reporting for Pension Plans — an amendment of GASB
Statement No. 25, which is effective for periods beginning after June 15, 2013.

e GASB Statements No. 68, Accounting and Financial Reporting for Pensions — an amendment of
GASB Statements No. 27, which is effective for periods beginning after June 15, 2014.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

2.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES — CONTINUED

The impact of these pronouncements in the Trust’s basic financial statements has not yet been
determined.

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 the
financial statements. Actual results could differ from those estimates.

RESTRICTED CASH

The Trust maintains all of its deposits at GDB, which are restricted principally for Special
Communities projects. These are unsecured and uncollateralized since, by law, GDB is exempt
from the requirement of insuring the deposits of funds of the entities of the Commonwealth.
Restricted cash consists of the proceeds of the line of credit and the operating contribution that
were transferred from GDB to the Irrevocable Trust for the benefit of the Trust. These funds
were deposited in a restricted account in GDB' bearing monthly interest based on the monthly
floating London Interbank Bid Rate (LIBID Rate) at the last day of every month.

MORTGAGE LOANS

Effective July 13, 2004, the Trust has the authority to grant mortgage loans to participants of the
housing program. The eligibility requirements are the following:

e Personal status — Single or head of household.
e Be aresident in a Special Community before November 26, 2002.

e Did not own another real property during the last two (2) years preceding the application
date.

The Housing Department evaluates the houses identified as eligible and determines the
improvements required. The improvements are classified as follows:

e Minor improvements — Improvement costs that do not exceed $15,000.
e Major improvements — Improvement costs that are over $15,000 but are less than $25,000.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

4. MORTGAGE LOANS-CONTINUED
e New construction.
The financing alternatives for the participants are the following:

e Minor improvements — Six (6) years non-interest bearing loan up to $15,000 amortizing
based on the years the participant lives the property.

e Major improvements:

i. Six (6) years non-interest bearing loan for $15,000 amortizing based on the years the
participant lives the property.

ii. Thirty (30) years 5% interest bearing loan for the excess of $15,000 up to $25,000.

o New construction — Acquisition cost of the participant’s previous residence will be
deducted from total construction cost to be financed.

a. Thirty (30) years loan for $15,000 bearing 5% annual interest.

b. Thirty (30) years loan for the remaining balance, non-interest bearing, and amortizing
based on the years the participant lives the property.

The Trust will forgive the monthly payments on loans associated with major improvements and
new construction as it relates to the following participants:.

e Low income handicapped participants unable to work.
e Low income primary care giver to handicapped person.
e Low income senior citizens, 65 years or older.
Mortgage loans receivable represent secured loans with a first lien on real estate property.

5. CONTRIBUTIONS FROM THE COMMONWEALTH OF PUERTO RICO AND
AGENCIES

The Housing Department grants leases to the participants of the housing program of the Trust
when circumstances cause a delay in the process of granting the mortgage loans. Once the
circumstances preventing the granting of the mortgage are resolved, the lease granted by the
Housing Department is terminated and a mortgage loan is granted by the Trust.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

5. CONTRIBUTIONS FROM THE COMMONWEALTH OF PUERTO RICO AND
AGENCIES - CONTINUED

The revenue generated by the Housing Department for the leases is passed on from the Housing
Department to the Trust. In connection with this, for the year ended June 30, 2012, the Trust
recognized operating contributions amounting to approximately $165,000.

The Housing Department collects lease and mortgage payments from the program participants
and charges the Trust a fee of 15% of the collections processed. This fee amounted to
approximately $93,000 for the year ended June 30, 2012.

Contributions from the Commonwealth totaling approximately $29.4 million were received
throughout fiscal year 2012, which partially repaid interest and principal owed on the line of
credit in the amounts of approximately $24,322,000 and $4,264,000, respectively. Such amount
has also been included as an operating contribution.

6. NOTE PAYABLE

The Trust maintains a ten (10) year non-revolving line of credit with GDB. The outstanding
balance as of June 30, 2012 amounted to $363,638,549.

Legislative Resolution No. 1762 of September 18, 2004 amended Legislative Resolution
No. 1028 to establish that the principal plus accrued interest of this line of credit that matures on
June 30, 2018 will be repaid in annual installments each June 30, from a contribution of the
Public Improvements Fund of the Commonwealth to be appropriated by the Office of
Management and Budget (OMB), during the next ten (10) years, effective on fiscal year 2003-
2004. Contributions were determined by OMB taking into consideration the principal balance
and accrued interest. Variable interest is calculated based on the average cost of funds of GDB
plus twenty five (25) basis points each ninety (90) days. Interest is accumulated daily and is also
payable annually. During the year ended June 30, 2012, approximately $29.4 million were
appropriated by the Commonwealth for the repayment of principal and interest of the line of
credit.

The Commonwealth’s general fund budget for fiscal year 2013 includes an appropriation for the
payment of the line of credit annual installment for the year ended June 30, 2013. This
appropriation was based on a schedule proposed by the Bank to the OMB to repay principal of,
and interest on public sector loans whose repayment source was originally from, among other,
future issuances of Commonwealth’s general obligation bonds for public improvements. The
schedule provides for a period of amortization of thirty (30) years, at contractual interest rates.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

6.

NOTE PAYABLE-CONTINUED

The Bank will annually submit to the OMB, to be included in the Commonwealth’s budget for
legislative approval, the amount established in the schedule for each subsequent fiscal year and
expects that future appropriations will be approved by the legislature of the Commonwealth to
comply with such schedule.

On June 30, 2006, the terms of the non-revolving line of credit were modified. Interest rate from
May 25, 2006 to November 30, 2006 was the All-Inclusive True Interest Cost of the Medium
Term Notes of the series B issued by GDB plus 125 basis points. Subsequently, every December
1%, the interest rate will be adjusted based on the All-Inclusive True Interest Cost plus 125 basis
points or the interest rate negotiated by the GDB’s president or his designee. Effective October
2009, a minimum interest rate of 7% will be charged on the line of credit. As of June 30, 2012,
the interest rate was 7%.

On June 30, 2012, the terms of the non-revolving line of credit were again modified. The
maturity date was extended to June 30, 2040; GDB will accept partial or full payment of the
current balance without penalties; the annual payment will be determined using a 30-year
amortizations table based on the principal and interest balance as of December 31 of each year;
the annual payment should be made on or before June 30 of each year; and there will be a 4%
interest penalty on late payments.

COMMITMENTS

The Trust has financial assistance agreements with several municipalities of the Commonwealth
to provide funding for the construction, improvement and rehabilitation of certain projects of the
Special Communities. At June 30, 2012, the Trust’s commitments with the municipalities for
housing assistance projects amounted to approximately $107.8 million, from which a total of
approximately $94.7 million had been disbursed.

CONTINGENCIES

The Trust is a defendant in numerous legal proceedings pertaining to matters incidental to the
performance of its normal operations. The Trust recorded approximately $290,000 to cover for
awarded and anticipated unfavorable judgments at June 30, 2012. This amount was presented as
reserve for legal claims in the accompanying statement of net assets (deficit), and represents the
amount estimated as probable liability that will require future available financial resources for its
payment. The amounts claimed approximate $13 million; however, the ultimate liability cannot
be presently determined. It is the opinion of management that the claims are excessive and
exaggerated.
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SPECIAL COMMUNITIES PERPETUAL TRUST
(A Component Unit of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS-CONTINUED
AS OF AND FOR THE YEAR ENDED JUNE 30, 2012

9. TRANSACTIONS WITH GOVERNMENT DEVELOPMENT BANK FOR PUERTO
RICO

The Trust is an affiliate of GDB. During the year ended June 30, 2012, GDB provided certain
management and administrative services to the Trust at no cost.

10. DATE OF MANAGEMENT’S REVIEW

Subsequent events were evaluated through December 28, 2012, the date the financial statements
were available to be issued, to determine if any such events should either be recognized or
disclosed in the 2012 financial statements.

* % ok ok ok ok
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