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INDEPENDENT AUDITORS’ REPORT

To the Board of Directors of
Automobile Accidents Compensations Administration
San Juan, Puerto Rico

We have audited the accompanying financial statements of Automobile Accidents Compensations
Administration, a component unit of the Commonwealth of Puerto Rico, as of and for the years
ended June 30, 2010 and June 30, 2009, as listed in the table of contents. These financial statements
are the responsibility of the Automobile Accidents Compensations Administration’s management,
Our responsibility is to express an opinion on these financial statements based on our audits.

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 consideration of internal
control over the financial reporting as a basis for designing audit procedures that are appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Automobile Accidents Compensations Administration’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation, We believe that our audits provide a reasonable basis for
our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Automobile Accidents Compensations Administration as of June 30, 2010
and June 30, 2009, and the changes in its financial position and its cash flows for the year then
ended in conformity with accounting principles generally accepted in the United States of America.

In accordance with Government Auditing Standard, we have also issued our report dated September
27, 2010, on our consideration of the Automobile Accidents Compensations Administration’s
internal control over financial reporting and our tests of its compliance with certain provisions of
laws, regulations, contracts, and grant agreements and other matters. The purpose of that report is to
describe the scope of our testing of internal control over financial reporting and compliance and
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 audits.
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The accompanying management’s discussion and analysis is not a required part of the basic
financial statements, but is supplementary information required by the Governmental Accounting
Standards Board. We have applied certain limited procedures, which consisted principally of
management inquiries regarding the methods of measurement and presentation of the required
supplementary information. However, we did not audit the information and express no opinion on
it.

September 27, 2010

Stamp number 2572414
has been affixed to the
original report
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MANAGEMENT’S DISCUSSION AND ANALYSIS
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS
JUNE 30, 2010

_ This section of the financial report of the Automobile Accidents Compensations Administration
(hereinafter referred to as “the Administration™) represents a narrative overview and analysis of
the financial performance and activities for the fiscal years ended June 30, 2010 and 2009, The
information presented herein should be read in conjunction with the attached Financial
Statements, including the notes thereto.

Summarized financial statement information, relevant financial and operational indicators,
operational budgets and other management tools were used for purpose of this analysis.

FINANCIAL HIGHLIGHTS

¢ The loss from insurance operations decreased $51.6 million, 85% less than the previous
year ($9.4 million in 2010 vs. $61.0 million in 2009). This is mainly due to an increase of
$51.2 million in the Reserve for Future Benefits in 2009 because of a change from a
discounted reserve to an undiscounted method as recommended by our actuary.

¢ The total operating expenses decreased by $55.3 million, 38% less when compared with
prior year total expenses incurred ($90.3 million in 2010 vs. $145.6 miilion in 2009).

¢ General and administrative expenses (including depreciation and amortization) are $1.6
million less than previous years ($16.4 million in 2010 vs. $18.0 million in 2009);
partially due to implementation of a Reduction in Force (RIF) in March 2010.

» Gross insurance premiums earned decreased by $3.8 million, 4%, when compared with
prior fiscal year ($82.7 million in 2010 vs. $86.5 million in 2009).

e Total assets increased by $11.9 million ($193.3 million in 2010 vs, $181.4 million in
2009).

e The Administration’s liabilities exceeded assets by $67.6 million as of June 30, 2010.
Total net deficit decreased $366,372 when compared with the end of prior fiscal year
(-$67.6 million in 2010 vs. -$67.9 million in 2009),

" e Total liabilities increased $11.6 million ($260.9 million in 2010 vs. $249.3 million in
2009).

e Investments and the collateral received under the securities lending program increased
$14.5 million (50%).

e The investments portfolio experienced a realized gain of $1.8 million and an unrealized
gain of $5.1 million during the year ended June 30, 2010,

OVERVIEW OF THE FINANCIAL REPORT

The Administration is a component unit of the Commonwealth of Puerto Rico (hereinafter
referred to as the “Commowealth™) and is presented in the Commonwealth’s government-wide
financial statements as an enterprise fund.

The Administration’s financial statements are presented, attached to this document, and represent
the financial position and results of operations of the Administration as of June 30, 2010 and
2009, and for the fiscal years then ended.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

OVERVIEW OF THE FINANCIAL REPORT - CONTINUED

The financial statements include a Balance sheets, Statements of revenues, expenses and changes
in net (deficit) assets, cash flows, and the notes to such {inancial statements.

BALANCE SHEETS

The Balance sheets present the Administration’s statement of position as of June 30, 2010 and
2009, showing information that includes all of the Administration’s assets and liabilities, as well
as the net deficit. An evaluation of the overall financial health of the Administration would
extend to other external factors, such as the quality of the portfolio of investments and their
related market conditions, the experience of gains and losses that may be affected by
demographic variables, and the inflationary increase of medical costs.

STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN NET (DEFICIT)
ASSETS

The statements of revenues, expenses and changes in net assets (deficit) shows how the
Administration’s net assets changed during the fiscal year. All current fiscal year revenues and
expenses are included regardless of when the cash is received or paid. An important purpose of
the design of this statement is to show the financial reliance of the Administration’s functions on
premium revenues earned.

STATEMENTS OF CASHII FLOWS

The statements of cash flows presents the sources and uses of cash flows divided in categories:
operating activities, capital and related financing activities, and investing activities. The
statements reconciles net cash and cash equivalents at the beginning and end of the year and
reconciles the net income (loss) with the cash provided by (used in) operating activities to
provide an explanation of cash and non-cash activities within the statements of revenues, benefits
and expenses, and net assefs.

NOTES TO FINANCIAL STATEMENTS

The notes to the financial statements provide information required and necessary fo the
understanding of material information of the Administration financial statements. The notes
present information about the Administration’s significant accounting policies, significant
account balances and activities, risk management, obligations, commitments and contingencies.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

DETAILED FINANCIAL ANALYSIS

The Administration was created in 1968 by virtue of Law 138 as a public corporation of the
Government of Puerto Rico. It operates a system of compulsory insurance for vehicles licensed
for the use within in Commonwealth of Puerto Rico. The insurance covers bodily injuries caused
by automobile accidents and has an annual premium, which was established back in 1968, of $35
per motor vehicle. The Administration, therefore, is responsible for managing the risks of
insurance established in the Law and provides adequate resources for insured beneficiaries by
managing premiums, claims and expenses.

The financial position of the Administration as of June 30, 2010, changed with respect to that of
the prior year as follows:

Variance
2010 2009 Dollars Percent

Cash and cash equivalents $ 5993647 $ 0409787 § (416,140) -6.49%
Collateral received under

securities lending program 43,222,484 28,723,099 14,499,385 50.48%
Investments, at fair value 131,258,860 119,429,306 11,829,560 9.91%
Accounts receivable 3,920,874 17,564,085 (13,643,211) -77.68%
Capital assets 8,895,346 9,218,892 (323,546) -3.51%
Other assets 311406 26,064 5,042 19.34%
Total Assets $193,322,323 § 181,371,233 $§ 11,951,090 6.59%
Reserves for future benefits $ 165,926,782 $ 166,351,764 $  (424,982) -0.26%
Deferred premiums revenue 37,770,335 39,106,307 (1,335,972) -3.42%
Obligation to return collateral

under securities lending program 43,222,484 28,723,099 14,499,385 50.48%
Payable for acquisition of investments 357,013 4,699,213 (4,341,300) -92.38%
Accounts payable, including

insurance premiums in advance 9,563,047 5,362,821 4,200,826 78.33%
Accrued liabilities 4,052,524 5,065,763 (1,013,239)  -20.00%
Total liabilities 260,893,685 249,308,967 11,584,718 4,.65%
Net assets invested in capital assets 8,895,346 9,218,892 (323,546) -3.51%
Unrestricted net assets {76,466,708) (77,156,6206) 689,918 -0.89%
Net deficit (67,571,362) (67,937,734) 366,372 -0.54%

Total Liabilities and Net Deficit $193,322,323 $ 181,371,233 § 11,951,090 6.59%

@Aquino, DeCordova, Alfaro & Co., LLP




AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

TOTAL ASSETS
Total assets increased by $11.9 million or 6.59% due to the net effect of the following:
CASH AND CASH EQUIVALENTS

Cash and cash equivalents decreased $416 thousand for the year ended June 30, 2010. It should
be noted that the net cash provided from operating activities amounted to $2 million during the
fiscal year 2010 vs. $7.5 million used the year before. The increase of $9.6 million in the net cash
provided by operating activities was due to an increase of $3.3 million in cash received from
insured and a reduction of $4.9 million in payments for benefits and expenses and employees for
service ($86.6 million in 2010 vs. $91.5 million in 2009) which had a significant impact in the
reduction of the cash used in operating activities. Management performed a strict strategic and
financial planning of withdrawals needed for operating activities.

Terminating with prior fiscal years practices during the fiscal year ended June 30, 2010 no
withdrawals were made from the investment portfolio, to financed current operating activities.

INVESTMENTS

During the last twenty years, the premium income received has been insufficient to cover the
operating expenses of the Administration. As a result, withdrawals from the investment portfolio
were frequently made to cover operating funding needs. During the fiscal year ended June 30,
2010, no withdrawals were made from the portfolio compared to last year’s $15.8 million.

The Administration experienced an increase of the fair value of its investments amounted to 11.8
million. The increase of $14.5 million in collateral received under the securities lending program
is offset by the corresponding obligation to return it (see liabilities), and both of them are
dependent on the amount of instruments that are delivered to satisfy the needs of the program.

The following are the rational for the increase of $11.8 million in the fair market value of the
investments portfolio:

o Realized gains in the sale of investments were $1.8 million vs. $13 million of realized
losses; last year, an increase of $14.8 million or 114%.

e Unrealized gains on investments amounted to $5.1 million, while last year experienced an
unrealized losses of $12.6 million, This represents a net change of $17.7 million, or 140%.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

INVESTMENT MARKET CONDITIONS

The market conditions during this year were favorable, leading to a net increase of $12 million in
the investments portfolio at fair market value. Like every investor, the Administration is subject
to the market risk, which consists of changes in market rates and prices that may adversely affect
the financial condition of the results of its operations.

Favorable market conditions for investment Fiscal Year 2009-2010 were experienced as a result
of market stabilization. There were some indicators that confirm and give support to our
argument:

* The United States Government has passed a regulatory reform bill in order to ameliorate
the effect of the financial crisis, as well as various stimulus packages.

e Growth Domestic Price (GDP) Index and Employment have started to rise.

¢ Commodities’” prices have started to recover,

In the third quarter of fiscal year, the Administration changed two of its money managers, one of
which held the largest part of the portfolio. In order to reduce the pre existing risk of asset
management concentration the administration hired three new investment portfolio manager.

The Administration will continue to evaluate very closely the performance of the investments’
money managess in Fiscal Year 2010-2011.

ACCOUNTS RECEIVABLE

The decrease in accounts receivable of $13.6 million was mainly caused by fluctuations in the
premiums due from the Puerto Rico Treasury Department at year end. Premiums receivable are
estimated based on information provided by the Puerto Rico Treasury Department, and are
subject to change if new information is provided.

CAPITAL ASSETS

The decrease shown in the net capital assets was $324 thousand ($8.9 million in 2010 vs. $9.2
million in 2009), and was directly related to the net effect of acquisitions and depreciation
charges during the fiscal year. The few property acquisitions made by the Administration during
the year were made to maximize the services and enhance the efficiency of operations. The
Administration has been working on new software and technology developments designed to
help speed up the claims processing area, as well as control the disbursement pracedures in the
years (o come.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT"’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

LIABILITIES AND NET DEFICIT

Below is a general discussion of the liabilities and net asscts section of the Administration’s
financial position.

RESERVES FOR FUTURE BENEFITS

The composition of the reserves for future benefits as of the end of the last six fiscal years was as

follows:

Description 2005 2006 2007 2008 2009 2010
Death $ 9668 § 13,171 $ 12424 $§ 13249 $ 17988 $ 16,488
Funeral 651 8l6 409 362 360 369
Disability 5,342 5,942 5,310 6,337 5,548 5,791
Medical hospital:

Basic 40,089 41,265 44,671 35,788 42,124 44,515
Extended Benefit 51,872 52,903 55,132 59,024 99,944 98,371
Dismemberment 194 291 327 325 388 392

Total $ 107,816 § 114388 $ 118273 § 115085 § 166,352 § 165926
Total Reserve for Future Benefits
(Thousands)

$1820,000

$160,000

$140,000

$120,000

$100,000

$80,000

560,000

$£0,000

$20,000

5-
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

DECREASE IN RESERVES FOR FUTURE BENEFITS

A reserve for future benefits is an estimate of unpaid benefits on any given date. The estimate of the
Reserve for Future Benefits is an actuarial function involving the current financial evaluation of
future contingent events. The total reserve figure for Fiscal Year ended June 30, 2010 shows a
decrease of $425 thousand or 0.26% ($165.9 million in 2010 vs. $166.3 million in 2009).
According to the actuarial report, the Reserve for Future Benefits is segregated into six major areas:
benefits for Death, Funeral, Disability, Dismemberment and Medical Hospital Benefits, basic and
extended. Each major area is evaluated separately and a reserve is estimated for each of them.

The main reason for this decrease was the reduction of automobile accidents during Fiscal Year
June 30, 2010, as well as new medical provider agreements with lower service fees, that will
result in lower benefit expenses.

It should be noted that most payments for Funeral and Dismemberment benefits are settled
within two years while the Disability benefits may perhaps run for two years. Other benefit
seitlements may depend on the composition and age distribution of the beneficiaries.

OBLIGATION TO RETURN COLLATERAL UNDER THE SECURITIES LENDING
PROGRAM

The increase of $14.5 million or 50% in the obligation of collateral o be returned under the
securities lending program was due to the same reasons as explained above for the collateral
received.

PAYABLE FOR ACQUISITION OF INVESTMENT

Payable for the acquisition of investments decreased by $4.3 million when compared the prior
year ($358 thousand on 2010 vs. $4.7 million on 2009). The reason for this variation depends on
the transactions pending settlements in the investment portfolio.

ACCOUNTS PAYABLE

Accounts payable (excluding insurance premiums in advances) increased by $3.6 million or 75%
when compared to prior year ($8.6 million on 2010 vs. $4.9 million on 2009). The main reason
for this increment is the accrual of pending invoices corresponding to vendors of medical
services and expenses for the beneficiaries of the Administration. In 2009, the pending invoices
not recorded were considered as part of the Reserve for Future Benefifs.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

ACCRUED LIABILITIES

Accrued liabilities decreased by $1 million or 20% when compared to prior year ($4.1 million on
2010 vs. $5.1 million on 2009). This reduction was do by to employee’s use of their excess
accrued vacation time, the reduction in payroll expenses and as well as a reduction of
approximately 90 employees to the total Administration’s headcount due to a RIF and
retirements.

NET ASSETS (DEFICIT) AT END OF YEAR

The net deficit for the Fiscal Year ended June 30, 2010 decreased by $366 thousand. This
decrease in the net deficit was related to all management actions here in before stated.

It should be noted that, as requited by the Law that created the Administration, the excess of
revenues collected during any fiscal year over the payment of benefits and operational expenses
must be kept by the Administration to cover all unanticipated claims. Also, if in any year the
receipts and the reserves accrued are not sufficient to cover the losses and the expenses incurred,
the Secretary of the Treasury shall provide, as an advance to the Administration, the sums
required to cover the deficiency. Such advance would be obtained from any funds available in the
general Government fund.

STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN NET (DEFICIT) ASSETS

The following statements presents a detail of the Administration’s revenues, expenses and
change in net (deficit) assets (000’s omitted).

2010 2009 Dollars Percent
Net insurance premiums earned $ 78609 $ 82,730 §$ (4,121) -4.98%
Benefits incurred 49,631 102,928 (53,297) -51.78%
Beneficiaries' services 24,247 24,624 37N -1.53%
General and administrative expenses 16,377 18,022 (1,645) -9.13%
Total operating expenses 90,255 145,574 (55,319) -38.00%
Other income - net 2,251 1,855 396 21.35%
Loss from insurance operations (9,395) (60,989) 51,594 -84.60%
Interests and dividends - net 3,922 4,504 (582) -12.92%
Realized gain (loss) on sales of investments 1,816 (12,994) 14,810  -113.98%
Unrealized gain (loss) on investments 5,099 (12,584) 17,683  -140.52%
Transfers to other governmental agencies (1,076) (1,041) (35) 3.36%
Net income (loss) $ 366 $ (83,104) $ 83470 -10044%
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

REVENUES FROM INSURANCE PREMIUMS

The premiums are earned ratably over the one-year term of coverage, and it is anticipated to
remain in-line with the prior year if no significant change in premiums collected is established.
The insurance premium rate per vehicle per year is $35 and has remained the same for over 40
years. Net revenues from insurance premiums experienced a decrease of $4.1 million or 5% over
last year ($78.6 million in 2010 vs. $82.7 million in 2009). The decrease resulted from estimates
based on information provided by the Puerto Rico Treasury Department which is subject to
future changes based on new information that may be provided.

SERVICE FEES

Law No. 233 was enacted during Fiscal Year ended June 30, 2004. This Law allows the Puerto
Rico Treasury Department to charge a fee of 5% over all revenues collected by the Puerto Rico
Treasury Department for collection expense purposes. On a full year basis, this charge reached an
amount of $4.1 million for the fiscal year 2009-10 in comparison to $3.8 million charged on fiscal
year 2008-09. This amount is also estimated from information provided by the Puerto Rico
Treasury Department which is subject to future changes based on new information that may be
provided.

BENEFITS EXPENSES INCURRED

During Fiscal Year ended June 30, 2010, the benefits incurred experienced a combined 51.2%
decrease or $53.3 million ($49.6 million in 2010 vs. $102.9 million in 2009). 'This is mainly due
to an increase of $51.2 million in the Reserve for Future Benefits in 2009 because of a change
from a discounted reserve to an undiscounted method as recommended by our actuary. An
aggressive cost reduction plan was implemented as well as instructional letters and sound
approval procedure. A change in the Prescription Benefit Manager and the implementation of
new pharmacy policies contributed to a reduction of the actual benefits paid.

BENEFICIARIES’ SERVICES

The beneficiaries’ services expense experienced a decrease of $377 thousand or 1.5% ($24.2
million in 2010 vs. $24.6 million in 2009), This is mainly due to the invoice payment process
which includes a new Review and Utilization Program for hospital claims.

GENERAL AND ADMINISTRATIVE EXPENSES

The general and administrative expenses (including depreciation and amortization) experienced a
decrease of $1.6 million when compared with the previous year ($16.4 million in 2010 vs. $18.0
million in 2009). The main cause for this decrease was a reduction in the payroll expense. This
reduction was the result of a Reduction in Force (RIF) plan that was 1mplemented during this
fiscal year; as well as the retirement of employees.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

DISTRIBUTION OF TOTAL OPERATING EXPENSES

In summary, as previously explained, the Total Operating Expenses (including transfers to
another governmental agency) incurred during the year ended June 30, 2010 decreased by $55.3
million when compared with the prior year ($91.3 million in 2010 vs. $146.6 million in 2009).
The composition of the Administration’s Total Operating expenses (including transfer to another
governmental agency) as compared with the previous five fiscal years is as follows:

2005 2006 2007 2008 2009 2010
Death & funeral benefits $ 2585 $ 7335 § 2230 $ 4087 § 7907 $ 1310
Disability benefits 5,802 5,491 4,150 5,061 2,778 2,891
Accident & health benefits 49,984 52,010 56,426 45,352 92,243 45,430
G&A 15,908 18,240 19,889 17,638 19,063 17,452
Beneficiaries' services 20,826 22,033 22,180 24,028 24,624 24,247
Total Expenses $ 95105 $ 105109 § 104,875 $ 96,166 §$ 146,615 § 91,330

In order to reduce benefits expenses, the Administration negotiated with private entities that in
turn will rent space and establish a radiology center, orthopedist and physical therapy facilities at
the Administration’s main office premises. These private entities will provide various services
such as X-ray, MR, CT-Scan, orthopedist and physical therapy to beneficiaries, as well as to
private patients. In return of the Administration providing the volume of patients, the private
entities reduced the actual pricing rates for those services by range between 20 % to 30%. These
initiatives will generate savings of fluctuating between $4 and $6 million and generate an annual
rental income of approximately $250 thousand.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

STATEMENTS OF CASH FLOWS

The Administration’s cash flow for the year resulted in a net decrease in cash and cash
equivalents of $416 thousand, as shown below (000’s omitted):

Variance
2010 2009 Dollars Percent
Cash flows provided by (used in) operating
activities:
Cash received from insured % 86,808 $ 83,571 % 3,297 3.95%
Cash patd for benefits and expenses (52,276) (58,159) 5,883 -10.12%
Cash paid to employees for services
and accumulated benefit (34,354) (33,419) (935) 2.80%
Other operating receipts 1,919 554 1,365 246.39%
Net cash provided by operating activities 2,157 (7,453) 9,610 -128.94%
Cash flows from non-capital financing activities:
Transfer to governmental agency (1,076) (1,040) (36) 3.46%
Increase (decrease) in securities lending
obligations 14,499 (18,320) 32,819  -179.14%
13,423 (19,360) 32,783  -169.33%
Cash flows used in capital and related
financing activities - capital expenditures (402) (784 382 -48.72%
Cash flows from investing activities:
Proceeds from sale of investments 115,535 164,245 48,710y  -29.66%
Purchase of investinents {119,165) (152,742) 33,577 -21.98%
Contributions on investments in real estate, net (1,300 (3,207 1,907 -59.46%
Purchase of securities, net of collections of
interest dividend income, and non-cash collateral :
received on securities lending transaction (10,664) 22,980 33,644 140.41%
Net cash (used in) provided by investing
activities (15,594) 31,276 (46,870) -149.86%
Net (decrease) increase in cash and
cash equivalents $ 416}y $ 3679 $ (4,095 -111.31%
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
MANAGEMENT’S DISCUSSION AND ANALYSIS - CONTINUED
JUNE 30, 2010

CASH FLOWS PROVIDED BY (USED IN) OPERATING ACTIVITIES

The cash received from insurance premiums during the fiscal year increased by $3.3 million or
3.9% over the same period last year ($86.9 million in 2010 vs. $83.6 million in 2009). We must
remember that on 2004 the collections were reduced by 5.0% due to the implementation of Law
No. 233 which resulted in a service charge by the Puerto Rico Treasury Department for the
collection of the premiums. The fees charged amounted to $4.1 million in 2010, $3.8 million in
2009, $4.3 million in 2008, $4.2 million in 2007, $4 million in 2006, and $3.9 million in 2005,
and $965 thousand in 2004.

Other areas affecting the cash from operating activities included payments for benefits and
expenses and employees for services. During the year, a decrease of $5 million or -5.30% was
experienced in the payments for Benefits and Expenses and employees for service ($86.6 million
in 2010 vs. $91.6 miltion in 2009). On the other hand, the interest and dividend receipts and
other operating activities experienced a decrease and increase of $825 thousand and $1.4 million,
respectively, due to the changes in interest rates and companies retaining their earnings.

CONTACTING THE ADMINISTRATION’S FINANCIAL MANAGEMENT

This financial analysis (including the financial statements and notes thereto) is designed to
provide a general overview of the Administration’s finances and to comply with the financial
reporting guidelines established by the Commonwealth of Puerto Rico, as well as to demonstrate
the Administration’s commitment to public accountability. For questions regarding this analysis
and/or to request additional information, contact the Administration’s Finance Department at
Chardon Ave. #249, Arterial Hostos Square, Hato Rey, PR, 00918 or by calling 787-753-8495.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION

BALANCE SHEETS
JUNE 30, 2010 AND 2009

2010 2009
ASSETS ,
Cash and cash equivalents $ 5,993,647 $ 6,409,787
Coliateral received under securities lending program 43,222,484 28,723,099
Investments, at fair value 131,258,866 119,429,306
Accounts receivable:
Premiums - 8,998,191
Accrued interest and dividends 753,272 781,848
Receivable from sale of investimentis 338,644 4,548,663
Other, net 2,828,058 3,235,383
3,920,874 17,564,085
184,395,871 172,126,277
CAPITAL ASSETS _
Being depreciated, net 4,854,066 5,364,018
Not being depreciated 4,040,380 3,854,874
8,805,346 9,218,892
Other assets 31,106 26,064
$ 193,322,323 $ 181,371,233

See accompanying notes to financial statements.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
BALANCE SHEETS - CONTINUED
JUNE 30, 2010 AND 2009

2010 2009
LIABILITIES AND NET ASSETS (DEFICIT)
LIABILITIES
Reserves for future benefits:
Accident and health $ 142,885,882 $ 142,456,207
Death and funeral 16,857,337 18,347,683
Disability 6,183,563 5,547,874
165,926,782 166,351,764
Deferred premiums reserve 37,770,335 39,106,307
Obligation to return collateral under securitics
lending program 43,222,484 28,723,099
Payable for acquisition of investments 357,913 4,699,213
Accounts payable 8,587,950 4,901,257
Insurance premiums advance from Puerto Rico
Treasury Department 597,078 -
Due to Puerto Rico Traffic Safety Commission 378,619 461,564
Accrued liabilities 4,052,524 5,065,763
TOTAL LIABILITIES 260,893,685 249,308,967
COMMITMENTS AND CONTIGENCIES
NET ASSETS (DEFICIT)
Invested in capital assets 8,895,346 9,218,892
Unrestricted (76,466,708) (77,156,626)
(67,571,362) (67,937,734)

$ 193,322,323

$ 181,371,233

See accompanying notes to financial statements.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
STATEMENTS OF REVENUES, EXPENSES, AND CHANGES IN NET (DEFICIT) ASSETS

YEARS ENDED JUNE 30, 2010 AND 2009

PREMIUMS
Gross insurance premiums earned
Less services fee

NET INSURANCE PREMIUMS EARNED

OPERATING EXPENSES
Death and funeral benefits
Disability benefits
Accident and health benefits
Beneficiaries services
General and administrative expenses
Depreciation and amortization expense

TOTAL OPERATING EXPENSES

OTHER OPERATING INCOME, mainly recovertes of benefits

LOSS FROM INSURANCE OPERATIONS

NON-OPERATING REVENUES (EXPENSES)
Interest and dividends, net of administration costs
Interest - securities lending
Interest, fees and other expenses of security lending
Realized gains (losses) on sales of investments
Unrealized gains (losses) on investments

TOTAL NON-OPERATING
REVENUES (EXPENSES)

TRANSFERS TO OTHER GOVERNMENTAL AGENCY
CHANGE IN NET ASSETS (DEFICIT)

NET (DEFICIT) ASSETS AT BEGINNING OF YEAR

NET DEFICIT AT END OF YEAR

See accompanying notes to financial statements.

2010 2009
82,752,675 § 86,494,398
(4,143,630) (3,764,246)
78,609,045 82,730,152
1,309,792 7,906,945
2,890,694 2,778,132
45,430,378 92,242,415
24,247,435 24,624,022
15,651,112 17,178,304
725,430 843,565
90,254,841 145,573,383
2,251,024 1,854,948
(9,394,772) (60,988,283)
3,860,770 4,291,573
116,101 672,982
(54,495) (460,517}
1,816,219 (12,994,483)
5,098,664 (12,584,379)
10,837,259 (21,074,824)
1,076,115 1,040,471
366,372 (83,103,578)
(67,937,734) 15,165,844

$ (67,571,362)

$ (67,937,734)
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION

STATEMENTS OF CASH FLOWS
YEARS ENDED JUNE 30, 2010 AND 2009

CASH FLOWS PROVIDED BY (USED IN)
OPERATING ACTIVITIES
Cash received from insured
Cash paid for benefits and expenses
Cash paid to employees for services
and accumulated benefits
Other operating receipts
NET CASH PROVIDED BY (USED IN)
OPERATING ACTIVITIES

CASH FLOWS FROM NON-CAPITAL FINANCING
ACTIVITIES

Transfer to governmental agency
Increase (decrease) in securities lending obligations

CASH FLOWS USED IN CAPITAL AND
RELATED FINANCING ACTIVITIES
Capital expenditures

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from sales of investments
Purchases of investments
Contributions on investments in real estate, net of

gross income

Purchase of securities, net of collections of interest
dividend income, and non-cash collateral received

on securities lending transactions
NET CASH (USED IN) PROVIDED BY
INVESTING ACTIVITIES

NET (DECREASE) INCREASE IN CASH AND
CASH EQUIVALENTS

CASH AND CASH EQUIVALENTS AT
BEGINNING OF YEAR

CASH AND CASH EQUIVALENTS AT
END OF YEAR

See accompanying notes to financial statements,

2010 2009
80,868,342 83,571,367
(52,276,523) (58,159,352)

(34,354,648)

(33,419,810)

1,919,694 554,085
2,156,865 (7,453,710)
(1,076,115) (1,040,471)
14,499,385 (18,320,720)
13,423,270 (19,361,191)
(401,884) (783,581)

115,535,357 164,245,366

(119,165,053)

(152,741,690)

(1,299,975) (3,206,831)
(10,664,720) 22,980,548
(15,594,391) 31,277,393

(416,140) 3,678,011
6,409,787 2,730,876
5,993,647 6,409,787
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
STATEMENTS OF CASHFLOWS - CONTINUED
YEARS ENDED JUNE 30, 2010 AND 2009

2010 2009
RECONCILIATION OF OPERATING LOSS
TO NET CASH PROVIDED BY (USED IN)
OPERATING ACTIVITIES
Loss from insurance operations $ (9,394,772) $ (60,988,283)
Adjustment to reconcile operating loss o net cash
provided by (used in) operating activities:
Depreciation and amottization 725,430 843,565
Provision for doubtful accounts 737,755 1,092,016
Changes in assets and liabilities:
Premiums receivable 8,998,191 3,047,226
Other accounts receivable (331,330) (1,300,863)
Other assets (5,042 (15,701)
Reserve for future benefits (424,982) 51,266,464
Deferred premium reserve (1,335,972) (2,206,011)
Accounts payable 3,686,093 1,224,569
Accrued liabilities (1,013,239) {560,638}
Insurance premiums advance from Puerto Rico
Treasury Department 597,078 -
Due to Puerto Rico Traffic Safety Commission (82,945) 143,946
NET CASH PROVIDED BY (USED IN)
OPERATING ACTIVITIES §$ 2,156,865 ~ § (7,453,710)
SUPPLEMENTAL DISCLOSURES OF NON CASH AND RELATED
FINANCING ACTIVITIES:
2010 2009
Retirement of fully depreciated propetty and equipment - $ 38,475
Account receivable written-off $ 904,680 $ -
Securities sold, but not yet delivered $ 4,210,019 $ 700,601
Securities purchased, but not yet received $ 4,225,013 $ 641,504

See accompanying notes to financial statements.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS
JUNE 30, 2010 AND 2009

NOTE A - ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization and Summary of Significant Accounting Policies

The Automobile Accidents Compensations Administration (the "Administration”) is a public corporation
and a component unit of the Commonwealth of Puetto Rico, created by Law No.138 of June 26, 1968 (as
amended). The Administration operates a system of compulsory insurance for vehicles licensed to be used
on public roads and highways in Puerto Rico. This insurance covers bodily injuries and compensation for
beneficiaries (and their dependants) caused by automobile accidents. The annual premium is $35 per
motor vehicle.

As a public corporation, the Administration is exempt from the payment of taxes, except on payroll.

A summary of the Administration’s significant accounting policies used in the preparation of the
accompanying financial statements follows:

Basis of Accounting

The Administration follows the provisions of GASB Statement No. 20, Accounting and Financial
Reporting for Proprietary Funds and Other Governmental Entities that Use Proprietary Fund
Accounting, as amended by GASB Statement No. 34, which requires proprietary activities to apply ail
applicable GASB pronouncements as well as all Financial Accounting Standards Board (FASB)
Statements and Interpretations, and Accounting Principles Board Opinions and Accounting Research
Bulletins issued on or before November 30, 1989, unless the pronouncements conflict or contradict GASB
pronouncements.

This pronouncement permits the adoption of all FASB Statements and Interpretations issued after
November 30, 1989, except for those that conflict or contradict GASB pronouncements. The
Administration, as allowed by GASB, has elected to apply the provisions of all relevant pronouncements
of the Financial Accounting Standards Board (FASB), including those issued after November 30, 1989,
that are not in conflict with GASB pronouncements.

Insurance Premiums

Insurance premiums are collected in advance by the Treasury Department and recognized ratably as
income during the policy year. As per Law No. 233 of September 2, 2003, the Puerto Rico Treasury
Department of the Commonwealth of Puerto Rico charges a 5% service fee over all revenue collected by
the Treasury Department. The service charges during the years ended June 30, 2010 and 2009, amounted
to approximately $4,144,000 and $3,764,000, respectively. The portion of premiums that will be earned in
the future is deferred and reported as Deferred Premiums Reserve.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE A - ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES -
CONTINUED

Cash and Cash Equivalents

For financial statement purposes, the Administration considers all highly liquid instruments purchased
with a maturity of three months or less to be cash equivalents. Cash equivalents as of June 30, 2010 and
2009, consist of funds invested in short term bills, notes and investments funds.

Investments

The Administration invest in marketable securities in order to shift the risks relating to uncertainty of the
possible liabilities regarding claims.

Investments are recorded at their fair market value in conformity with GASB Statement No. 31,
“Accounting and Financial Reporting for Investments and for External Investment Pools." The fair value
is based on quotations obtained from national securities exchanges. When securities are not listed in
national securities exchanges, quotations are obtained from brokerage firms. Changes in fair value are
reported in the Statements of Revenues, Expenses and Changes in Net Assets.

The Administration follows the provisions of GASB Statement No. 28, "Accounting and Financial
Reporting for Securities Lending Transactions.” This statement establishes standards of accounting and
financial reporting for securities lending transactions in which governmental entities (lenders) transfer
their securities to broker-dealers and other entities (borrowers) for collateral and simultaneously agree to
return the collateral for the same securities in the future, Cash collateral of securities received for which
the Administration has the ability to invest and pledge forward at their discretion is recorded as an asset
and a liability. Letters of credit and securities that cannot be pledged are not recorded as assets and
liabilities in the Administration's books of accounts.

Receivables or Pavables Resulting from the Sale or Acquisition of Investments

Investment transactions at or close to June 30, 2010 and 2009, for which the settlement date occurs after
the fiscal year ends, are recorded separately for financial statement purposes.

Accounts Receivable

Receivables from premiums collected are estimates based on the amounts reported by the Puerto Rico
Treasury Department, which could be subject to change. Any change is recorded when it is identified.

Receivables are unsecured and presented net of estimated allowances for uncollectible accounts. Such
allowances are determined based upon past collection experience and current economic conditions.

Accrued interest and dividends represent uncollected income earned on investments.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE A - ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES -
CONTINUED

Capital Assets

Capital assets are recorded at cost less accumulated depreciation and amortization. Depreciation and
amortization is provided using the straight-line method over the estimated useful life of the assets.
Leasehold improvements are amortized over the respective lease terms or the estimated useful life of the
improvements, whichever is shorter. Expenditures for maintenance and repairs that do not extend the life
of the assets are charged to operations, while those for renewals and improvements are capitalized. Capital
assets are defined by the Administration as assets which have a cost of $250 or more at the date of
acquisition and have an expected useful life of one or more years.

Estimated useful life is as follow:

Building 45 years

Equipment 10-20 years |
Computer and software 5-7 years |
Vehicles 4 years |

Office furniture and fixtures 5-10 years |

Accounting for the Impairment of Capital Assets

The Administration accounts for asset impairment under the provisions of GASB Statement No. 42,
Accounting and Financial Reporting for impairment of Capital Assets and for Insurance Recoveries. This
statement establishes accounting and financial reporting standards for impairment of capital assets. A
capital asset is considered impaired when its service utility has declined significantly and unexpectedly. A
capital asset generally should be considered impaired if both (a) the decline in service utility of the capital
asset is large in magnitude and (b) the event or change in circumstance is outside the normal life cycle of
the capital asset. Impaired capital assets that will no longer be used by the Administration should be
reported at the lower of carrying value or fair value.

Benefits Expenses and Change in Accounting Estimate

Benefits expenses are recorded when claims are incurred. In addition, management has established
reserves to cover the estimated cost of all future benefits related to claims incurred but not reported during
the year. These reserves are adjusted annually following the advice of an independent actuary.
Management believes that these reserves are reasonable and reflective of anticipated ultimate expetience,
Since the reserves are based on estimates, the net amounts that will ultimately be paid to settle the liability
may change from the estimated amounts provided for.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE A - ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ~
CONTINUED

Benefits Expenses and Change in Accounting Estimate - continued

Until June 30, 2008, certain items of the Reserve for future benefits were determined based on a
discounted method. However, based on the Actuary’s recommendation, the Adminisiration decided to
determine such amount based on an undiscounted method. Based on General Accepted Accounting
Principles the resulting difference during June 30, 2009 between both methods, was reflected in the resull
of the operations (see Note G).

The Law that created the Administration limits medical hospitalization benefits to a maximum of two
years after an accident, cxcept in severe trauma cases. The Law allows a Medical Committee (o extend
payment of medical benefits beyond the two-year period as deemed necessary.

In addition, the Law that created the Administration requires that the excess of revenues collected during
any fiscal year over the payment of benefits and operational expenses must be kept by the Administration
to cover all unanticipated claims, Also, if in any year the receipts and the reserves accrued are not
sufficient to cover the losses and the expenses incurred, the Secretary of the Treasury of Puerto Rico shall
provide, as an advance to the Administration, the sums required to remedy the deficiency. Such advance
would be obtained from any funds available in the General Fund of the Commonwealth of Puerto Rico.

Compensated Absences

The Administration accounts for compensated absences in accordance with the provisions of GASB
Statement No. 16, "Accounting for Compensated Absences”. GASB Statement No. 16 requires accrual of
the cost of the benefits through the years that employees provide services until the date of full eligibility
for such benefits.

The vacation policy of the Administration generally provides for the annual accumulation of thirty (30)
days of vacation and eighteen (18) days of sick leave. Vacation time and sick leave are fully vested to the
employees from the first day of work. The excess of accumulated vacation over thirty (30) days and over
three (3) days of sick leave is paid periodically to those employees as provided in the collective bargaining
agreement. For administrative employees, any excess over fifteen (15) days of sick leave is also paid
periodically. In addition, all employees with over ten (10) years of service are entitled, upon retirement, to
a lump-sum payment equal to $130 for each year of service.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE A - ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES -
CONTINUED '

Pension Cost

Pension cost is accounted for in accordance with the provisions of GASB Statement No. 27 "Accounting
for Pensions by State and Local Governmental Employers". This statement establishes standards of
accounting and financial reporting for pension expenditures/expenses and related pension liabilities,
pension assets, note disclosures, and required supplementary information in the financial statements of
state and local governmental employers.

This Statement defines that pension expense is equal to the statutory required contribution to the employee
retirement system. A pension liability or asset is reported equal to the cumulative differences between

statutory required contributions and actual contributions up to June 30, 2010 and 2009.

Termination Benefits

The Administration accounts for termination benefits in accordance with the provision of GASB
Statement No. 47, "Accounting for Termination Benefits". This Statement establishes accounting
standards for termination benefits. Pursuant to this Statement, the Administration should recognize a
liability and expense for voluntary termination benefits (for example, early-retirement incentives) when
the offer is accepted and the amount can be estimated. At June 30, 2010 and 2009, no formal voluntary
termination benefits were incuired,

Risk Management

The Administration is exposed to the risk of loss from torts, theft, damages to, and destruction of assets,
errors and omissions, employee injuries and illnesses, natural disasters, environmental and other losses.
Commercial insurance coverage is obtained for claims that may arise from such matters. The commercial
insurance coverage is negotiated by the Treasury Department of the Commonwealth of Puerto Rico, and
the cost is paid by the Administration. No additional payments were made after the annual insurance costs
were determined.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles in the
United States of America requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and the disclosure of contingent assets and liabilities and the reported
amounts of revenues and expenses during the reporting period. Actual results may differ from estimated
amounts. The accounts requiring the use of significant estimates include certain receivables, reserve for
future benefits, deferred premiums reserve, and useful lives of property and equipment.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE A - ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES -
CONTINUED

Reclassification

Certain amounts in the 2009 financial statements were reclassified to conform to the 2010 presentation.

Fair Value of Financial Instrunients

Financial instruments consist of cash, accounts receivable, accounts payable and debt. The cairying
amount of all significant financial instruments approximates fair value, principally due to length of
maturity.

NOTE B - CASH AND CASH EQUIVALENTS

As of June 30, 2010 and 2009, cash and cash equivalents mainly consist of deposits in banks and shott
term investments categorized as follows:

Category Description
1 Cash Deposits in local banks collateralized or insured by the Federal

Deposit Insurance Corporation.

2 Uncollateralized Deposits.

A summary of the Administration’s cash and cash equivalents by category of risk as of June 30, 2010 and
2009, are shown below: '

2010
Credit Risk Category Bank Carrying
1 2 Balance Amount
Unrestricted cash $ 4997291 $ - $ 4997291 $ 2,501,979
Restricted cash 1,398,408 - 1,398,408 378,619
Shott Term Investements - 3,113,049 3,113,049 3,113,049

$ 6,395,699 $ 3,113,049 $ 9,508,748 $ 5,993,647

2009
Credit Risk Category Bank Carrying
1 2 Balance Amount
Unrestricted cash $ 7,682,367 $ - $ 7,682,367 $ 3,831,866
Restricted cash 705,363 - 705,363 461,564
Short Term Investments - 2,116,357 2,116,357 2,116,357

$ 8,387,730 $ 2,116,357 $ 10,504,087 $ 6,409,787
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE B - CASH AND CASH EQUIVALENTS - CONTINUED

Deposits held in custody by financial institutions are either insured by the Federal Depository Insurance
Corporation (FDIC) up to $250,000, or collateralized with various financial instruments held by a trustee
of the Treasury Department of the Commonwealth of Puerto Rico. Based on these provisions, insured or
collateralized deposits are not considered to be subject to custodial risk, which is the risk that in the event
of a bank’s failure, the Administration’s deposits may not be returned.

The restricted cash represents funds of Puerto Rico Traffic Safety Commission held in custody the
Administration (see Note I).

NOTE C - INVESTMENTS

The Administration invests in stocks, bonds, real estate, United States obligations, and cash equivalents as
described more fully in its investment policy. Also, it can invest in international securities. As of June 30,
2010 and 2009, the credit quality rating for the investment securities portfolio was comprised of the
following:

2010
Credit Risk Rating

Investment Type: AAAto A BBB +io B CCC Not Rated Total
Corporate bonds $ 17,011470 § 7,034,504 & - $ 4,062,029 $ 28,108,063
U.S. sponsored agencies notes:

Federal Home Loan Bank (FHLB) 2,379,515 - - 1,355,027 3,734,542

Federal National Mortgage

Association (FNMA) 2,974,081 - - - 2,974,081

Federal Farm Credit Bank (FFCB) 1,542,291 - - - 1,542,291
U.S. Government bonds 26,123,127 - - - 26,123,127
Mortgage and assets-backed securities:

FNMA - - - 2,705,249 2,705,249

FHLMC - - - 1,699,547 1,699,547

Other fixed income - - - 12,588 12,588

Asset Backed Securities 555,334 75,111 1,796 - 632,241

Commercial Mortgage - Backed 3,142,059 76,250 - 497.642 3,715,951
Municipal/provincial bonds 2,341,060 - - - 2,341,060
U.S. corporate stocks - - - 38,802,060 38,802,060
Non U.S. corporate stocks - - - 13,276,714 13,276,714
Real Estate - - - 5,591,352 5,591,352

Total investments $ 56,068,937 § 7,185925 § 1,796  § 68,002,208  $131,258,866
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED

JUNE 30, 2010 AND 20409

NOTE C - INVESTMENTS - CONTINUED

Investment Type:

Corporate bonds
U.S. sponsored agencies notes:
Federal Home Loan Bank {FHLB)

Federal Home Mortgage
Corporation (FHLMC)

Federal National Mortgage
Association (FNMA)

Federal Farm Credit Bank (FFCB)

U.S. Government bonds

Mortgage and assets-backed securities:

Government National Mortgage
Association (GNMA)

FNMA
FHLMC
Other fixed income
Asset Backed Securities
Commercial Mortgage - Backed
Maunicipal/provineial bonds
U.S. corporate stocks
Non U.S. corporate stocks

Real Estate

Total investments

20069
Credit Risk Rating
AAAto A BBB+toB cCccC Not Rated Total
$ 19,831,360 § 6,989,255 § - $ 0,700,587 $ 33,527,202
3,921,112 - - - 3,921,112
2,252,690 - - - 2,252,690
3,635,607 - - - 3,635,607
1,592,820 - - - 1,592,820
8,358,672 - - 552,163 8,910,835
N ) - 52,780 52,780
- - - 3,574,119 3,574,119
N - - 2,169,864 2,169,864
- - - 11,198 11,198
324,017 - 5,987 198,240 528,244
3,598,101 - - - 3,598,101
1,788,703 1,127,975 - - 2,916,678
- - - 37,053,577 37,053,577
- - - 10,287,182 10,287,182
- - - 5,397,297 5,397,297
$ 45,303,082 § 8,117,230 % 5987 $ 606,003,007 $119,429306

The custody of these investments is held by a custodial bank in the name of the Administration, The
investments portfolio is managed by six asset management firms and external consultants, and internal
cash position is managed by the Assistant Executive Director for Finance, Planning and Budgeting.
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AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE C - INVESTMENTS - CONTINUED

The Administration's investment policy taken as a whole, requires money managers to maintain, with
certain limitations, the following composition of the assets: not more than 62% in 2010 and 2009 and not
less than 33% in fixed income securities, and not more than 62.5% and not less than 24% in 2010 and
2009 in equity securities. The equity securities position in the portfolio, no more than 17.5% in 2010 and
2009 may be invested in international markets. Investments in real estate should not exceed 7% of the
total investment portfolio.

Equity investments will not be considered speculative in nature and will be those traded on the major
national and international securities exchanges. Equity investments may only be acquired with a market
capitalization of more than $200 million and will not be wnduly concentrated in anyone industry or
economic sector, with the exception of Pueito Rico Stocks.

Except for instruments issued by the Commonwealth of Puerto Rico and its instrumentalities, fixed
income securities may only be acquired if they are rated, at the time of purchase, within the four highest
classifications designated by one of the major rating services, i.e., Standard and Poor's or Moody's
Investor Services. Not more than 5% of any single debt issue may be purchased as an investment, with the
exception of the US Government or its agencies’ paper. Not more than 10% of the assets of the fund at
market value may be invested in the securities of a single issuer, with the exception of the US Government
or its agencies. The bonds portfolio average duration shall not exceed seven years.

The Administration's investment in real estate consists of contributions to the Invesco Real Estate Fund I
and II, LP, which are a funds organized to invest in diversified real estate assets. The total commitment to
Fund I and II requires contributions that will amount to $10,000,000 for each fund. Total contributions to
the Fund I and II at June 30, 2010, amounted to $9,248,390 and $3,875,334, respectively, and none return
of capital were received during the year. At June 30, 2009, total contributions amounted to $8,248,389 and
$3,375,333, respectively, and total return of capital amounted to approximately $1,994,400 and $0,
respectively.

The cumulative unrealized gain (loss) for both Funds at June 30, 2010 were $896,618 and $(354,641)
respectively. At June 30, 2009, the cumulative unrealized loss for both funds were $2,469,184 and
$2,644,996, respectively. Fair value of the investments at June 30, 2010 and 2009, amounted to
$5,591,352 and $5,397,297, respectively. Off-balance-sheet derivatives, option contracts, commodities,
private placements, limited partnerships other than real estate, and venture-capital investments are among
the assets that are specifically prohibited. '

The Administration’s cash reserve should be invested in high quality, short-term investments including
commercial paper, US Treasury obligations, certificates of deposit, bankers' acceptances, and repurchase
agreements collateralized by US Government securities. ’

The Administration's Statement of Investment Policy, Objectives and Guidelines provides more specific
information regarding investiment requirements.

Aquino, De C(’)rclova, Alfaro & Co., LLP
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The estimated market value of debt securities at June 30, 2010 and 2009, by contractual maturity is shown
below. Expected maturities may differ from contractual maturities because borrowers may have the right
to call or prepay obligations with or without call or prepayment penalties:

Within Afteroneto  After Fiveto = After Ten Without

Investment Type: One Year Five Years Ten Years Years Maturity Total
Corporate bonds 5 103,556 § 10437133 § 16033715 5 1833659 § - § 28,108,063
U.S. sponsored agencies notes:

Federat Home Loan Bank (FHLB) 1,900,180 1,834,362 - - - 3,734,542

Federal National Mortgage

Association {RNMA) 201,488 2,430,322 342,271 - 2,974,081

Federal Farm Credit Bank (FFCB) 1,542,291 - - . 1,542,291
U.S. Government bonds ' 1,805,041 17,901,241 6,416,845 - 26,123,127
Morigage and assets-hacked securities:

FNMA g 54,565 110,999 2,539,677 - 2,705,249

FHLMC - 141,515 84,718 1,473,314 - 1,699,547

Other fixed income - - . - 12,583 12,588

Asset Backed Securities - 403,436 227,009 1,796 - 632,241

Commercial Mortgage - Backed - - - 3,715,951 - 3,715,951
Municipalfprovincial bonds - 478,601 500,772 1,355,687 - 2,341,060
U.S. corporate stocks - - - - 38,802,060 38,802,060
Non U.S. corporate stocks - - . - 13,276,714 13,276,714
Real Bstate - - - - 5,591,352 5,591,352

Total investments $ 5552564 $§ 3338L175 § 23722329 § 10920084 $ 57,682,714 $ 131,258,866

@Aquino, De Cérc]ova, Allaro & Co., LLP
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Within Afteroneto  Affer Five to 2(mgAt‘ter Ten Without
Investment Type: One Year Five Years Ten Years Years Maturity Total
Corporate bonds $ 301612 § 13,871,809 § 13930096 $ 5423685 § - $ 33,527,202
U.5. sponsored agencies notes:
Federal Home Loan Bank (FHLB) 200,456 3,720,656 - - - 3,028,112
Federal Home Mortgage
Corporation (FHLMC) 1,572,444 502,016 - 178,230 2,252,690
Federal National Mortgage .
Association (FNMA) - 3,300,827 325,780 - 3,635,607
Federal Farm Credit Bank (FFCB) - 1,592,820 - - 1,592,820
.S, Government bonds - 6,950,527 510,489 1,449819 8,910,835
Morligage and assets-backed securities:
Government National Mortgage
Association {(GNMA) - - 37,119 15,601 . 52,780
FNMA 1,092 0,074 439,035 3,124 918 - 3,574,119
FHLMC - 214,564 07,648 1,857,652 - 2,169,864
Other fixed income - - - - 11,198 11,198
Asset Backed Securities - 125428 396,829 5,987 - 528,244
Commercial Mortgage - Backed - - - 3,598,101 - 3,598,101
Municipal/provincial bonds 500,653 1,317,069 408,308 690,648 - 2,916,678
1.8, corporate stocks - - - - 37,053,577 37,053,577
Non U.S. corporate stocks - - - - 10,287,182 10,287,182
Real Estate - - - - 5,397,297 5,391,297
Total investments $ 2576257 $ 31613790 § 16145364 $ 16344641 $§ 52749254 $ 119,429,306
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31



AUTOMOBILE ACCIDENTS COMPENSATIONS ADMINISTRATION
NOTES TO FINANCIAL STATEMENTS - CONTINUED
JUNE 30, 2010 AND 2009

NOTE C - INVESTMENTS - CONTINUED

During the Fiscal Years ended June 30, 2010 and 2009, the Administration sold a number of investments
as pat of its implementation of its investment strategy. The results of said sales are as follow:

2010 2009
Net proceeds from sale of investments $ 114,235,382 $ 101,038,535 }
Amortized cost of investments and net effect of
receivable/payable on sale/purchase transactions 112,419,163 174,033,018
Realized gains (losses) in sales of investments $ 1,816,219 $  (12,994,483)

‘The accompanying financial statements were prepared on the basis of accounting policies required by
GASB Statement No. 31. Therefore all investment securities are accounted for at fair market value rather
than cost. Thus, the accompanying financial statements reflect changes in the market value as well as
realized gains (losses) of the Administration's investment portfolio as follows:

2010 2009
Realized gains (losses) in sales of investments $ 1,816,219 $ (12,994,483)
Change in fair value of investments securities 5,098,664 (12,584,379)
Net change in fair value of investments 3 6,914,883 $ (25,578,862)

Credit risk is the risk that an issuer or other counterparty to an investment will not fulfill its obligations.
At June 30, 2010 and 2009 the Administration has investments of approximately $131,259,000 and
$119,429,000, respectively, which are not insured by the Federal Deposit Insurance Corporation (FDIC).
‘The Administration mitigates this risk by maintaining a diversified investing portfolio.

Interest rate risk is the risk that changes in interest rates of debt investments will adversely affect the fair
value of an investment. The Administration manages its exposure to declines in fair values by (1)
maintaining a diversified portfolio of debt and equity investments and (2) diversifying the weighted
average maturity of its investments in debt securities.

@Aquino, DeCérdova, Alfaro & Co., LLP
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NOTE C - INVESTMENTS - CONTINUED

Foreign exchange risk is the risk that changes in exchange rates will adversely affect the value of an
investment or a deposit. According to the aforementioned investment guidelines the Administration’s
investing in foreign securities (or any other types of investments for which foreign exchange risk exposure
may be significant) is limited to 15% of the tota) portfolio. According, management has concluded that
the foreign exchange risk related to the Administration’s investments is considered low at June 30, 2010
and 2009.

NOTE D - SECURITIES LENDING PROGRAM

The Administration lends securities to brokers/dealers and other entities (borrowers) for collateral that
will be returned in the future as part of a securities lending program. The custodian bank manages the
securities lending program and receives cash, government securities and letters of credit as collateral. The
collateral received cannot be pledged or sold by the Administration unless the borrower defaults. The
program provides for an inifial minimum collateralization of 102 percent of the market value of the
securities lent, plus accrued income.

Additional collateral has to be provided by the close of the next business day if its value falls to less than
100 percent. The contract with the custodian bank requires that should a collateral deficiency occur
beyond custodian's responsibilities the deficiency should be allocated among all client lenders within the
program.

Either the custodian bank or the borrower can terminate all securities loans at any time. Cash collateral is
invested in the program's agent short-term investment pools, which at fiscal year end had a weighted
average maturity of 134 days. Cash collateral may also be invested separately in “term loans” in which
case the investments match the loan term. The relationship between securities of the investment pool and
Administration’s loans cannot be determined,

During 2009, the Administration incurred a collateral deficiency loss amounting to $205,219, of which
$88,931 and $116,288 were recognized as a realized and as unrealized loss, respectively. As of June 30,
2010, the Administration paid the total amount of $88,931, and the remaining $116,288 was condoned.

@Aquino, DeCordova, Alfaro & Co., LLP
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NOTE D - SECURITIES LENDING PROGRAM - CONTINUED

The following represents the balances relating to the securities on loan as of June 30, 2010 and 2009:

2010 2009
IFair Value of Fair Value of
Securities Amount of Cash Securities Amount of Cash
Lending Collateral Lending Collateral

Stocks $ 164557790 % 16,973,142 $ 10430940 $ 10,750,268
Corporate bonds 5,013,821 5,143,587 5,706,501 5,882,297
U.S. Treasury bills, _

bonds and notes 19,811,828 20,237,088 8,512,396 8,700,142
U.S. Agencies 852,265 868,667 3,309,907 3,390,392

$ 42,133,704 $  43,222.484 $ 27959804 $ 28,723,099

NOTE E - OTHER ACCOUNTS RECEIVABLE

Other accounts receivable consist of the following;

2010 2009
Commonwealth of Puerto Rico:
State Insurance Fund Corporation (related party) $ 1,073,597 $ 1,094,932
Government agencies and Puerio Rico
Safety Traffic Commission (related party) 669,910 1,553,737
Sub Total 1,743,507 2,648,669
Recovery from beneficiaries 7,604,885 6,229,583
Insurance companies 1,511,208 2,407,691
All others 55,083 202,090
10,914,683 11,488,033
Less allowance for doubtful accounts (8,085,725) (8,252,650)

$ 2,828958 § 3,235,383

@Aquino, De Cérc]ova, Alfaro & Co., LLP
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NOTE F - CAPITAL ASSETS

Capital assets activity for the years ended June 30, 2010 and 2009, were as follow:

2010
June 30, 2009 Additions Retirements June 30, 2010
Capital assets being depreciated
Building $ 6,975,930 $ - $ - $ 6975930
Equipment 938,250 - - 938,250
Computer and software 4,185,220 151,770 - 4,336,990
Motor vehicles 171,239 - - 171,239
Furniture and fixtures 2,051,880 5,535 - 2,057,415
Leasehold improvements 3,402,103 59,073 - 3,461,176
17,724,622 216,378 - 17,941,000
Less accumulated depreciation and
amortization:
Building and leasehold improvements (6,045,105) {340,550} - (6,385,655
Other {6,315,499) {384,880) - (6,700,379)
5,364,018 (509,052) - 4,854,966
Capital assets not being depreciated
Land 900,881 - - 900,881
Software being developed 2,953,993 185,506 - 3,139,499
3,854,874 __ 185,506 - 4,040,380
$ 9,218,892 $ (323,546) - $  8,895346

@Aquino, DeCérdova, Alfaro & Co., LLP
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2009
June 30, 2008 Additions Retirements June 30, 2009
Capital assets being depreciated
Building $ 6,975,930 $ - $ - $ 6975930
Equipment 038,250 - - 938,250
Computer and software 3,875,781 323,228 (13,789} 4,185,220
Motor vehicles 171,239 - - 171,239
Furniture and fixtures 2,061,194 15,372 (24.080) 2,051,880
Leasehold improvements 3,259,753 142,350 - 3,402,103
17,282,147 480,950 (38,475) 17,724,622
Less accumulated depreciation and
amortization:
Building and leasehold improvements (5,677,696) (367,409) - (6,045,105)
Other (5,877,818) {476,156) 38,475 (6,315,499
5,726,633 {362,615) - 5,364,018
Capital assets not being depreciated
Land 900,881 - - 500,881
Software being developed 2,651,362 302,631 - 2,953,993
3,552,243 302,631 - 3,854,874
$ 9,278,876 $ (59,984 $ - $ 9,218,892

NOTE G - RESERVES FOR FUTURE BENEFITS

The balance of the estimated liabilities for the payment of future benefits consists of the
following:

2010 2009

Death and funeral:

Death $ 16,488,032 $ 17,987,974

Funeral 369,305 356,709
Disability 5,791,456 5,547,874
Accident and health:

Medical hospitalization - basic 44,514,636 42,124,420

Medical hospitalization - extended benefits 08,371,246 99,944,281

Dismemberment 392,107 387,506

$ 165,926,782 $ 166,351,764

@\quino, De Cérdova, Alfaro & Co., LLP
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NOTE G - RESERVES FOR FUTURE BENEFITS - CONTINUED

The activity in the reserves for future benefits for the years ended June 30, 2010 and 2009, is as follows:

2010 2009

Reserves for future benefits at beginning of year,

presented based on undiscounted method $ 166,351,764 $ 115,085,300
Incurred claims;

Provision for insured events of current year 74,089,700 127,551,514
Payment of claims:

Current year insured events (27,114,858) (33,781,179)

Prior years insured events (47,399,824) (42,503,871)

(74,514,682) (76,285,050)

Reserves for future benefits at end of year, presented

based on undiscounted method 165,926,782 $ 166351764

The effect on June 30, 2009 operations of the change in the accounting estimate of the actuarial reserves
from the discounted to an undiscounted method is as follows:

Amount
Net loss $ 83,103,578
Approximate effect of the change
in accounting estimate 34,000,000
Losses before the effect of the change
in accounting estimates $ 49,103,578

@quino, De Cérdova, Alfaro & Co., LLP
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NOTE H - LEASE COMMITMENTS
The Administration leases certain facilities for its regional offices, as well as certain office equipment.
Office facilities are leased under non-cancelable lease agreements, which expire on various dates through

the year 2019.

Future minimum rental payments under non-cancelable operating leases in force are as follow:

Year ending June 30, Amount
2011 $ 1,193,351

2012 1,173,760

2013 1,007,053

2014 766,843

2015 489,422
2016-2019 1,004,250

$ 5.634.679

Rent expense for the years ended June 30, 2010 and 2009, was approximately $1,060,000 and $1,049,000,
respectively.

NOTE I - RETIREMENT SYSTEMS

Defined-Benefit Pension Plan

The Employee Retirement System of the Commonwealth of Puerto Rico and its Instrumentalities (also
known as the “Retirement System”), was created pursuant to Act. No. 447 of May 15, 1951, as amended,
and is a cost-sharing, multiple-employer, defined benefit pension plan sponsored by and reported as a
component unit of the Commonwealth of Puerto Rico. All regular employees of the Administration hired
before January 1, 2000, and less than 55 years of age at the date of employment, became members of the
Retirement System as a condition of their employment. No benefits are payable if the participant receives
a refund of his/her accumulated contributions.

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

Members who have attained 55 years of age and have completed at least 25 years of creditable service, or
members who have attained 58 years of age and have completed 10 years of creditable service, are entitled
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Defined-Benefit Pension Plan - Continued

to an annual benefit, payable monthly for life. The amount of the annuity shall be 1.5% of the average
compensation, as defined, multiplied by the number of years of creditable service up to 20 years, plus 2%
of the average compensation, as defined, multiplied by the number of years of creditable service in excess
of 20 years. In no case will the annuity be less than $200 per month.

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

Current legislation requires employees to contribute 5.775% of the first $550 of their monthly gross salary

and 8.275% of the excess over $550 of the monthly gross salary. The Administration is required by the
same statute to contribute an amount equal 10 9.275% of each participant's gross salary.

Defined Contribution Plan

The legislature of the Commonwealth of Puerto Rico enacted Act No. 305 on September 24, 1999, which
amends Act. No. 447 to establish, among other things, a defined contribution savings plan program (the
Program) to be administered by the Retirement System. All regular employees hired for the first time on
or after January 1, 2000, and former employees who participated in the defined-benefit pension plan,
received a refund of their contributions; and those rehired on or after January 1, 2000, became members of
the Program as a condition to their employment. In addition, employees who at December 31, 1999, were
participants of the defined-benefit pension plan had the option, up to March 31, 2000, to irrevocably
transfer their prior contributions to the defined-benefit pension plan plus interest thereon to the Program.

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

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

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

Total employee and employer's contributions to the above mentioned plans during the year ended June 30,
2010, was approximately $1,741,000 and $1,940,000, respectively, and the confributions for the year
ended June 30, 2009, amounted to approximately $1,764,000 and $1,973,000, respectively. Loans
repayments for the year ended June 30, 2010 and 2009, amounted to approximately $642,100 and
$473,000, respectively. These amounts represented 100% of the required coniribution for the
corresponding year, Individual information for each option is not available since the allocation is
performed by the Retirement System itself.

Additional information on the Retirement System is provided in its stand-alone financial statements for
the years ended June 30, 2010 and 2009, a copy of which can be obtained from the Employees’ Retirement
System of the Commonwealth of Puerto Rico and its Instrumentalities, PO Box 42005, San Juan, PR
00940-2005.

NOTE J - PUERTO RICO TRAFFIC SAFET Y COMMISSION

Act No. 33, "Prevention of Traffic Accidents” of May 25, 1972, as amended, provides that the
Administration should contribute to the Puerto Rico Traffic Safety Commission (the Commission) the
funds needed for the Commission's operational expenses. In addition, at June 30, 2010 and 2009 the
Administration held in custody cash of the Commission of $378,619 and $461,564 respectively (See Note
B). For the years ended June 30, 2010 and 2009, the Administration contributed to the Commission
approximately $1,076,100 and $1,040,000, respectively.

NOTE K - CONTINGENCIES

The Administration acts as defendant in various legal proceedings or claims in the ordinary course of its
operations. Most of these lawsuits principally involve claims on policies which are typical for the
Administration and for the insurance industry in general. At June 30, 2010 and 2009, the Administration
had an accrual of $555,000, respectively. Management, based on the opinion of its legal counsel, believes
that the ultimate liability resulting from these pending proceedings and legal actions in the aggregate will
not have a material effect on the Administration's financial statements.

NOTE L - DATE OF MANAGEMENT’S REVIEW

The Administration has evaluated subsequent events through September 27, 2010, the date the financial
statements were available to be issued.

@Aquino, De Cérdova, Alfaro & Co., LLP 40



Aquino, De Cérdova, Alfaro & Co., LLP

CERTIFIED PUBLIC ACCOUNTANTS & BUSINESS ADVISORS Jorge Aquino Barreto, CPA, CVA

Richard M. Alfaro, CPA {1951-1998) jerry De Cordova, CPA, JD
Miguel Angel Ortiz, CPA
Eduardo Gonzdlez-Green, CPA, CFE

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

To the Board of Directors of
Automobile Accidents Compensations Administration

We have audited the financial statements of the Automobile Accidents Compensations Administration as
of and for the year ended June 30, 2010, and have issued our report thereon dated September 27, 2010.
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 Compiroller General of the United States of America.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the Automobile Accidents Compensations
Administration’s internal control over financial reporting as a basis for designing our anditing procedures
for the purpose of expressing our opinion on the financial statements, but not for the purpose of
expressing an opinion on the effectiveness of the Automobile Accidents Compensations Administration’s
internal control over financial reporting, Accordingly, we do not express an opinion on the effectiveness
of the Automobile Accidents Compensations Administration’s internal control over financial reporting.

Our consideration of internal control over financial reporting was for the limited purpose described in the
preceding paragraph and would not necessarily identify all deficiencies in internal control over financial
reporting that might be significant deficiencies or material weaknesses.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the entity’s ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is a
more than a remote likelihood that a misstatement of the entity’s financial statements that is more than
inconsequential will not be prevented or detected by the entity’s internal control.
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A material weakness is a significant deficiency, or combination of significant deficiencies, that results in
more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the entity’s internal control.

We did not identify any deficiency in internal control over financial reporting that we consider to be a
significant deficiency or material weakness.

Our consideration of internal control over financial reporting was for the limited purpose described in the
first paragraph of this section and would not necessarily identify all deficiencies in internal control that
might be significant deficiencies and, accordingly, would not necessarily disclose all significant
deficiencies that are also considered to be material weaknesses.

Compliance and Other Matters

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

This repost is intended solely for the information and use of the Administration’s Board of Directors,
others with the Administration, and pass-through entities and is not intended to be and should not be used
by anyone other than these specified parties,

September 27, 2010
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