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INDEPENDENT AUDITORS' REPORT

Chairman

Board of Directors

Federated States of Micronesia
Development Bank:

We have audited the accompanying statements of net assets of the Federated States of Micronesia
Development Bank, a component unit of the National Government of the Federated States of
Micronesia, as of December 31, 2006 and 2005, and the related statements of revenues, expenses and
changes in net assets and cash flows for the years then ended. These financial statements are the
responsibility of the Federated States of Micronesia Development Bank's management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits 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 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 Bank’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, such financial statements present fairly, in all material respects, the financial position of
the Federated States of Micronesia Development Bank as of December 31, 2006 and 2005, and the
changes in its net assets and its cash flows for the years then ended, in conformity with accounting
principles generally accepted in the United States of America.

The Management Discussion and Analysis on pages 3-4 is not a required part of the basic financial
statements but is supplementary information required by the Governmental Accounting Standards Board.
This supplementary information is the responsibility of the Federated States of Micronesia Development
Bank’s management. We have applied certain limited procedures, which consisted principally of
inquiries of management regarding the methods of measurements and presentation of the supplementary
information. However, we did not audit the information and express no opinion on it.

]_ Member of
Deloitte Touche Tohmatsu



In accordance with Government Auditing Standards, we have also issued our report dated April 23,
2007, on our consideration of the Bank’s internal control over financial reporting and our tests of its
compliance with certain 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 the results of that testing, and not to provide an opinion on the internal control over
financial reporting or on compliance. That report is an integral part of an audit performed in accordance
with Government Auditing Standards and should be considered in assessing the results of our audit.

DA TR

April 23, 2007



FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Management Discussion and Analysis
Years Ending December 31, 2006 and 2005

The year 2006 was another difficult year for the private sector businesses in the FSM as they are affected
by the financial problems facing the state governments especially businesses in the goods and services
trading sector. These businesses that thrive on inflow of funds through the governments are easily
affected when governments have cash flow problems. As most of the private sector businesses are
clients of the bank, the bank performance is negatively impacted due to non-payment of loans when due.
The positive earnings is mainly due to better investment returns from funds invested in the financial
capital market in the U.S. Tourism still plays a minor role in income generation for the country, as
arrivals continue to be insignificant in 2006. The Bank ended the year with a total increase in net assets
of about $838 thousand or 2.6% increase over year-end 2005 registered net assets. Of this increase,
$660 thousand is from net earnings. Loan approvals for the year were $9.6 million for 71 projects; a 48
percent increase over 2005 loan approvals; however about $4.9 million was undisbursed at year end.
General loan loss provisioning was increased this year to ensure that the current allowance for doubtful
accounts is at a sufficient level to absorb any losses.

Summary Statements of Net Assets

2006 2005 2004
Assets:
Current assets $ 4,851,797 $ 5,095,055 $ 9,508,499
Noncurrent assets 29,656,248 28.628.431 23,119,518

Total assets

$ 34,508,045

$ 33,723,486

$ 32,628,017

Liabilities:

Current liabilities $ _ 515435 $ _ 568953 $ _ 938,598
Total liabilities 515.435 568.953 938,598
Net Assets:

Invested in fixed assets 254,438 123,127 107,588
Unrestricted 33,738.172 33.031.406 31,581,831
Total net assets 33,992,610 33,154,533 31,689,419

Total liabilities and net assets

$ 34,508,045

$ 33,723,486

$ 32,628,017



FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Management Discussion and Analysis
Years Ending December 31, 2006 and 2005

Earnings in 2006 decreased by 43% from $1,465,114 in 2005 to $838,077 in 2006. Provisioning for
doubtful loans this past year was increased by about $984 thousand due to increase risk of recovery of
loans classified as doubtful. The economic outlook appears promising as the flow of Compact funds
begins to pour in for major infrastructure projects.

At December 31, 2006, the market value of the BDLF stood at $10,641,131, an increase of 8% from
$9,883,134 at the end of $2005.

Summary of Statements of Revenues, Expenses and Changes in Net Assets

2006 2005 2004

Net operating revenues $ 1,912,513 $ 2,246,890 $ 1,131,153
Operating expenses 1,593.613 1,357.830 1,346.190
Earnings (loss) from operations 318,900 889,060 (215,037)
Non-operating revenues 519,177 576,054 1,036.186
Increase in net assets 838,077 1,465,114 821,149
Net assets at beginning of year 33,154,533 31.689.419 30.868.270
Net assets at end of year $ 33,992,610 $ 33,154,533 $ 31,689.419

The Bank manages three trust funds, namely the Investment Development Fund (IDF), Pohnpei
Development Loan Fund (PDLF) and Yap Development Loan Fund (YDLF). The total assets for each
of these funds at the end of 2006 were $13,451,173, $798,545, and $350,834, respectively. IDF ended
the year with an income of $259,442 whereas PDLF and YDLF earned incomes of $27,490 and $16,900
respectively. Kosrae State drew down $50,000 from their sub-account to help its operation needs.

The Bank was able to collect about $6.9 million in loan repayments from its regular loans, $800,000
from IDF and recovered $243,969 from charged off loans.

Management’s Discussion and Analysis for the year ended September 30, 2005 is set forth in the
FSMDB’s report on the audit of financial statements, which is dated April 15, 2006. That Discussion
and Analysis explains the major factors impacting the 2005 financial statements and can be viewed at
the Office of the Public Auditor’s website at www.fsmpublicauditor.fm




FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Statements of Net Assets

December 31, 2006 and 2005

ASSETS

Current assets:
Cash and equivalents
Accounts receivable
Receivable from trust funds
Prepaid expenses
Interest and other receivables
Current portion of loans receivable

Total current assets

Noncurrent assets:
Fixed assets, net
Investments
Equity investment, at cost

Loans receivable, net of current portion and allowance

for loan losses

Total noncurrent assets

Total assets

LIABILITIES

Current liabilities:
Accounts payable
Credit life payable
Payable to trust funds

Total liabilities
Commitments and contingencies

Net assets:
Invested in capital assets
Unrestricted

Total net assets

Total liabilities and net assets

See accompanying notes to financial statements.
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(Proprietary Fund Type)
FSMDB

2006

2005

$ 3,733,002 $ 3,444,057
5,533 1,611
205,827 219,516
2,500 2,000
122,262 95,733
782,673 1,332,138
4,851,797 5,095,055
254,438 123,127
10,606,544 9,885,832
662,188 662,188
18,133,078 17,957,284
29,656,248 28,628,431
$ 34,508,045 $ 33,723,486
$ 95318 $ 150,368
114,396 57,608
305,721 360,977
515,435 568,953
254,438 123,127
33,738,172 33,031,406
33,992,610 33,154,533
$ 34,508,045 $ 33,723,486




FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Statements of Revenues, Expenses and Changes in Net Assets

Years Ended December 31, 2006 and 2005

(Proprietary Fund Type)
FSMDB
2006 2005
Operating revenues:
Loan interest $ 1,737,372  $ 1,700,275
Investment income 1,061,913 613,309
Loan fees 72,649 144,840
Miscellaneous 24,892 24,214
Total operating revenues 2,896,826 2,482,638
Provision for doubtful loans 984,313 235,748
Net operating revenues 1,912,513 2,246,890
Operating expenses:
Personnel services 850,510 816,946
Rent 119,407 106,665
Contractual services 94,618 81,032
Travel 87,805 73,329
FSM retirement plan 52,597 47,096
Depreciation 49,666 30,226
Communication 40,744 41,199
Training 21,623 42,455
Supplies 16,332 14,305
Printing 6,067 6,217
Insurance 3,296 4441
Miscellaneous expenses 250,948 93,919
Total operating expenses 1,593,613 1,357,830
Earnings from operations 318,900 889,060
Non-operating revenues:
IDF reimbursement 250,000 250,000
Allocations from managed funds 35,940 28,470
Contributions 177,721 250,000
Other income 55,516 47,584
Total non-operating revenues 519,177 576,054
Increase in net assets 838,077 1,465,114
Net assets at beginning of year 33,154,533 31,689,419
Net assets at end of year $ 33,992,610 $ 33,154,533

See accompanying notes to financial statements.
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF FSM NATIONAL GOVERNMENT)

Statements of Cash Flows

Years Ended December 31, 2006 and 2005

Increase (decrease) in cash and equivalents
Cash flows from operating activities:
Cash received from customers
Cash paid to suppliers for goods and services
Cash paid to employees

Net cash provided by operating activities

Cash flows from capital and related financing activites:
Acquisition of fixed assets

Net cash used for capital and related financing activities

Cash flows from investing activities:
Loan origination and principal collection, net
Increase in investments

Net cash used for investing activities

Cash flows from noncapital financing activities:
Cash contribution from the FSM National Government

Net change in cash and equivalents
Cash and equivalents at beginning of year

Cash and equivalents at end of year

Reconciliation of operating earnings to net cash provided by
operating activities:
Earnings from operations
Other earnings from managed funds and other
Adjustment to reconcile earnings from operations
to net cash provided by operating activities:
Provision for doubtful loans
Depreciation
(Increases) decreases in assets:
Receivables
Prepaid expenses
(Decrease) in liabilities:
Accounts payable and other liabilities

Net cash provided by operating activities

Supplemental disclosure of non-cash financing activity:

(Proprietary Fund Type)
FSMDB

2006 2005

$ 3,207,831 $ 2,868,748

(733,766) (920,774)

(850,510) (816,946)

1,623,555 1,131,028
(3,256) (45,765)
(3,256) (45,765)

(610,642)  (3,246,836)
(720,712)  (2,185,911)

(1,331,354)  (5,432,747)

- 250,000

288,945 (4,097,484)
3,444,057 7,541,541

$ 3,733,002 § 3,444,057

$ 318900 $§ 889,060

341,456 326,054
984,313 235,748
49,666 30,226
(16,762) 20,585
(500) (1,000)
(53,518) (369,645)

$ 1,623,555 $ 1,131,028

During the year ended December 31, 2006, FSMDB received fixed assets valued at $177,721

as a contribution from the FSM National Government.

See accompanying notes to financial statements.
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

Summary of Significant Accounting Policies

Reporting Entities

The Federated States of Micronesia Development Bank (the Bank) was created in 1979 by Public
Law 1-37 of the First Congress of the Federated States of Micronesia. The FSM Development
Bank began its operations on October 1, 1980. The Bank was reorganized in January 1994 by
Public Law 8-47 of the Eighth Congress of the Federated States of Micronesia. The purpose of
the FSM Development Bank is to provide loans for economic development of the FSM. Such
loans may otherwise be too risky for commercial banks to underwrite. Additionally, the Bank’s
repayment terms tend to be longer than those offered by commercial banks.

The Investment Development Fund (IDF) was established by Public Law 5-122 in January 1989.
The purpose of the IDF is to finance projects which will (1) have their operations primarily
located within the FSM; (2) improve the balance of payments position of the FSM; (3) increase
the value of visible and invisible exports or result in import substitutions; (4) demonstrate
positive economic returns; (5) contribute to the furtherance of close economic relations with the
USA.

The Pohnpei Development Loan Fund (PDLF) and the Yap Development Loan Fund (YDLF) are
administered by the Bank in a Trust capacity. All loan decisions are made by executives of the
respective state governments.

The Bank is a component unit (a discretely presented proprietary fund type) of the FSM National
Government. The financial statements in this report do not represent the financial position,
results of operations or cash flows of the FSM National Government as a whole. The financial
statements of the Bank are not obligations of the FSM National Government unless specifically
authorized by the FSM National Government. To date, no such authorizations have been made.

The Bank has opted to establish itself more in line with a corporate model. The Bank, through
this process, hopes to be able to attract additional capital through non-FSM sources. To that end,
the Bank as of December 31, 2006, has issued 2,997,883 shares of common stock to the FSM
National Government (98.7%), Kosrae State (.3%) and Chuuk State (1.0%).

Fund Structure and Basis of Accounting

The accounts of the Bank are organized as a discretely presented component unit - proprietary
fund of the FSM National Government. Proprietary funds are used by governmental units to
account for operations that are financed and operated in a manner similar to a private business.
This accounting is appropriate when costs of providing goods or services to the general public
are to be financed primarily through user charges or where the periodic determination of net
income is appropriate for accountability purposes. The accrual basis of accounting is utilized by
proprietary funds. Under the accrual basis, revenues are recorded when earned, and expenses are
recorded at the time the liabilities are incurred.

The accounts of the IDF, PDLF and YDLF are accounted for as governmental fund types (capital
projects funds) as the amounts are to be reported on the respective entities' financial statements
(the FSM National Government, Pohnpei State and Yap State, respectively).



FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

(1) Summary of Significant Accounting Policies, Continued

Fund Structure and Basis of Accounting, Continued

The Bank utilizes the flow of economic resources measurement focus. Its financial statements are
prepared in accordance with accounting principles generally accepted in the United States of
America as applied to governmental units using the accrual basis of accounting. The
Governmental Accounting Standards Board (GASB) is the accepted standard-setting body for
establishing governmental accounting and financial reporting principles. GASB Statement No. 20,
“Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities that
Use Proprietary Fund Accounting” requires that proprietary activities apply all applicable GASB
pronouncements as well as Statements and Interpretations issued by the Financial Accounting
Standards Board (FASB), Accounting Principle Board Opinions and Accounting Research
Bulletins of the Committee on Accounting Procedures issued on or before November 30, 1989.
The Bank has implemented GASB 20 and elected not to apply FASB Statements and
Interpretations issued after November 30, 1989.

The Bank has adopted GASB Statement No. 34, “Basic Financial Statements and Management’s
Discussion and Analysis for State and Local Governments” (GASB 34) as amended by GASB
Statement No. 37 and GASB Statement No. 38. GASB Statement No. 34 established standards for
external financial reporting for state and local governments and requires that resources be
classified for accounting and reporting purposes into the following four net asset categories:

e Invested in capital assets, net of related debt:

Capital assets, net of accumulated depreciation and outstanding principal balances of debt
attributable to the acquisition, construction or improvement of those assets.

e Restricted:

> Nonexpendable — Net assets subject to externally imposed stipulations that require the
Bank to maintain them permanently. For the years ended December 31, 2006 and 2005, the
Bank does not have nonexpendable restricted net assets.

> Expendable — Net assets whose use by the Bank is subject to externally imposed
stipulations that can be fulfilled by actions of the Bank pursuant to those stipulations or that
expire by the passage of time.

s Unrestricted:

Net assets that are not subject to externally imposed stipulations. Unrestricted net assets may
be designated for specific purposes by action by management or the Board of Directors or may
otherwise be limited by contractual agreements with outside parties.

Proprietary funds distinguish operating revenues and expenses from nonoperating items.
Operating revenues and expenses generally result from providing services and producing and
delivering goods in connection with a proprietary fund’s principal ongoing operations. All
other revenues are reported as nonoperating. Operating expenses includes the cost of sales and
services, administrative expenses, and depreciation on capital assets. All revenues and
expenses not meeting this definition are reported as nonoperating revenues and expenses.



FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

(1) Summary of Significant Accounting Policies, Continued

Cash and Cash Equivalents

For the purposes of the statements of net assets and the statements of cash flows, cash and
equivalents are defined as cash in bank checking and savings accounts, money market funds, and
commercial paper with original maturities of three months or less from the date of acquisition.

Investments

Investments and related investment earnings are recorded at fair value. Fair value is the amount at
which a financial instrument could be exchanged in a current transaction between willing parties,
other than in a forced or liquidation sale.

Loans and Allowance for Loan I.osses

Loans are stated at unpaid principal balance less the allowance for loan losses.

Management maintains the allowance for loan losses at a level adequate to absorb probable losses.
Management determines the adequacy of the allowance based upon reviews of individual loans,
recent loss experience, current economic conditions, the risk characteristics of the various
categories of loans and other pertinent factors. Loans deemed uncollectible are charged to the
allowance. Provisions for losses and recoveries on loans previously charged off are added to the
allowance.

Interest on loans is accrued and credited to income based on the principal amount outstanding. The
accrual of interest on loans is discontinued when, in the opinion of management, there is an
indication that the borrower may be unable to meet payments as they become due. Upon such
discontinuance, all unpaid accrued interest is reversed.

Fixed Assets

Fixed assets are stated at cost, less accumulated depreciation. Depreciation is based on the straight-
line method over the estimated useful lives of the respective assets. All of the assets have an
estimated useful life of three to five years.

The Bank’s policy on fixed assets requires that assets with a purchase value of $5,000 and over are
capitalized and depreciated based on its useful life. Any asset with purchase value below $5,000 is
expensed fully in the year of purchase.

Off-Balance Sheet Financial Instruments

In the ordinary course of business, the FSM Development Bank has entered into off-balance sheet
financial instruments consisting of commitments to extend credit and loan guarantees. Such
financial instruments are recorded in the financial statements when they become payable.

Reclassification

Certain reclassifications have been made to the 2005 financial statements to correspond with the
2006 presentation.

10



FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

(1) Summary of Significant Accounting Policies, Continued

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 disclosures of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates. A material estimate
that is particularly susceptible to significant change in the near term relates to the determination of
the allowance for loan losses.

New Accounting Standards

During fiscal year 2006, the Bank implemented the following pronouncements:

o (GASB Statement No. 42, Accounting and Financial Reporting for Impairment of Capital Assets
and for Insurance Recoveries, which establishes standards for impairment of capital assets when
its serviced utility has declined significantly and unexpectedly.

o GASB Statement No. 44, Economic Condition Reporting: The Statistical Section, an
amendment to NCGA Statement 1, which improves the understandability and usefulness of
statistical section information and adds information from the new financial reporting model for
state and local governments required by GASB Statement No. 34.

e GASB Statement No. 46, Net Assets Restricted by Enabling Legislation (an amendment to
GASB Statement No. 34), which requires that limitations on the use of net assets imposed by
enabling legislation be reported as restricted net assets.

e GASB Statement No. 47, Accounting for Termination of Benefits, which establishes guidance
for state and local governmental employers on accounting and financial reporting for
termination of benefits.

e GASB Technical Bulletin No. 2004-2, Recognition of Pension and Other Postemployment
Benefits Expenditures/Expense and Liabilities by Cost-Sharing Employers, which clarifies the
requirements of GASB Statement Nos. 27 and 45 for recognition of pension and other
postemployment benefit expenditures/expense and liabilities by cost-sharing employers.

The implementation of these pronouncements did not have a material impact on the accompanying
financial statements.

In April 2004, GASB issued Statement No. 43, Financial Reporting for Postemployment Benefit
Plans Other Than Pension Plans, which establishes uniform financial reporting for other
postemployment benefit plans by state and local governments. The provisions of this Statement
are effective for periods beginning after December 15, 2007. Management does not believe that
the implementation of this Statement will have a material effect on the financial statements of the
Bank.

11
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

Summary of Significant Accounting Policies, Continued

New Accounting Standards, Continued

In July 2004, GASB issued Statement No. 45, Accounting and Financial Reporting by Employers
for Postemployment Benefits Other Than Pensions, which establishes standards for the
measurement, recognition, and display of other post employment benefits expense/expenditures
and related liabilities, note disclosures, and, if applicable, required supplementary information in
the financial reports of state and local governmental employers. The provisions of this Statement
are effective for periods beginning after December 15, 2008. Management does not believe that
the implementation of this Statement will have a material effect on the financial statements of the
Bank.

Deposits and Investments

GASB Statement No. 40 addresses common deposit and investment risks related to credit risk,
concentration of credit risk, interest rate risk and foreign currency risk. As an element of interest
rate risk, disclosure is required of investments that have fair values that are highly sensitive to
changes in interest rates. GASB Statement No. 40 also requires disclosure of formal policies
related to deposit and investment risks.

The deposit and investment policies of the Bank are governed by its enabling legislation. The
Board is required to engage one or more fund custodians to assume responsibility for the physical
possession of the Bank’s investments. Legally authorized investments are as follows:

(1) Government obligations - Obligations issued or guaranteed as to principal and interest by the
National Government and/or State governments of the Federated States of Micronesia or by
the Government of the United States, provided that the principal and interest on each
obligation are payable in the currency of the United States.

(i) Corporate obligations and mortgage-backed securities - Obligations of any public or private
entity or corporation created or existing under the laws of the Federated States of Micronesia
or of the United States or any state, territory or commonwealth thereof, or obligations of any
other government or economic community which are payable in United States dollars, or
other mortgage-backed securities provided that the obligation is an agency of the United
States Government, the National Government of the Federated States of Micronesia, or is
rated in one of the three highest categories by two nationally recognized rating agencies. No
investment under this heading shall exceed ten percent of the market value of the investment
fund or ten percent of the outstanding value of the issue at the time of purchase.

12



FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

(2) Deposits and Investments, Continued

(iii) Preferred and common stocks - Shares of preferred or common stocks of any corporation

(iv)

created or existing under the laws of the Federated States of Micronesia or under the laws of
the United States or any state, territory or commonwealth thereof provided that the purchase
of such shares shall be considered reasonable and prudent by the Bank’s investment advisor
at the time of purchase, that not more than five percent of the market value of its investments
shall be invested in the stock of any one corporation, and that not more than ten percent of the
market value of its investments shall be invested in any one industry group.

Insurance company obligations - Contracts and agreements supplemental thereto providing
for participation in one or more accounts of a life insurance company authorized to do
business in the Federated States of Micronesia or in any state, territory or commonwealth of
the United States provided that the total market value of these investments at no time shall
exceed ten percent of all investments.

Deposits:

GASB Statement No. 3 previously required government entities to present deposit risks in
terms of whether the deposits fell into the following categories:

Category 1 Deposits that are federally insured or collateralized with securities held by the
Bank or its agent in the Bank’s name;

Category 2 Deposits that are uninsured but fully collateralized with securities held by the
pledging financial institution’s trust department or agent in the Bank's name;
or

Category 3 Deposits that are collateralized with securities held by the pledging financial
institution’s trust department or agent but not in the Bank's name and non-
collateralized deposits.

GASB Statement No. 40 amended GASB Statement No. 3 to in effect eliminate disclosure
for deposits falling into categories 1 and 2 but retained disclosures for deposits falling under
category 3. Category 3 deposits are those deposits that have exposure to custodial credit risk.
Custodial credit risk is the risk that in the event of a bank failure, the Bank’s deposits may
not be returned to it. Such deposits are not covered by depository insurance and are either
uncollateralized, or collateralized with securities held by the pledging financial institution or
held by the pledging financial institution but not in the depositor-government’s name. The
Bank does not have a deposit policy for custodial credit risk.

As of December 31, 2006 and 2005, the carrying amount of the Bank’s total cash and cash
equivalents was $3,733,002 and $3,444,057, respectively, and the corresponding bank
balances were not materially different. Of the bank balance amounts, all are maintained in
financial institutions subject to Federal Deposit Insurance Corporation (FDIC) insurance. As
of December 31, 2006 and 2005, bank deposits in the amount of $200,000 were FDIC
insured. The Bank does not require collateralization of its cash deposits; therefore, deposit
levels in excess of FDIC insurance coverage are uncollateralized. Accordingly, these
deposits are exposed to custodial credit risk. Management's confidence in the financial
strength of their banking institutions was the basis of the decision to not require
collateralization. No losses as a result of this practice were incurred for the years ended
December 31, 2006 and 2005.

13



FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

(2) Deposits and Investments, Continued

B.

Investments:

GASB Statement No. 3 previously required government entities to present investment risks
in terms of whether the investments fell into the following categories:

Category 1

Category 2

Category 3

Investments that are insured or registered, or securities held by the Bank or its
agent in the Bank's name;

Investments that are uninsured and unregistered for which the securities are
held by the counterparty’s trust department or agent in the Bank's name; or

Investments that are uninsured and unregistered, with securities held by the
counterparty, or by its trust department or agent but not in the Bank's name.

GASB Statement No. 40 amended GASB Statement No. 3 to in effect eliminate disclosure
for investments falling into categories 1 and 2, and provided for disclosure requirements
addressing other common risks of investments such as credit risk, interest rate risk,
concentration of credit risk, and foreign currency risk. GASB Statement No. 40 did retain
and expand the element of custodial credit risk in GASB Statement No. 3.

As of December 31, 2006 and 2005, investments at fair value are as follows:

» 2006 2005
Fixed income securities:
Domestic fixed income $ 2,660,969 $ 2,532,476
Other investments:
Domestic equities 7.945.575 7,353,356
$ 10.606,544 $ 9.885.832
As of December 31, 2006 and 2005, the Bank’s fixed income securities had the following
maturities:
Less Than 1to5 6to 10 Greater Than Fair
2006 1 Year Years Years 10 Years Value
U.S. Treasury obligations $ - $ 928,597 §$ - $ - 8 928,597
U.S. Government agency obligations 403,068 870.821 458.483 - 1,732,372
$ 403068 $ 1.799.418 § 458.483 $ - 3 2,660,969
2005 Less Than 1to5 6to 10 Greater Than Fair
1 Year Years Years 10 Years Value
U.S. Treasury obligations $ - $ 834,447 § 191,398 § 431,564 § 1,457,409
U.S. Government agency obligations - 703,468 371,599 - 1.075.067
b - 3 1537915 § 562,997 § 431.564 $ 2.532.476
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

Deposits and Investments, Continued

B. Investments, Continued

Credit risk for investments is the risk that an issuer or other counterparty to an investment

will not fulfill its obligations.

The Bank’s exposure to credit risk at December 31, 2006 and 2005, was as follows:

2006 Total Domestic International
Moody’s Rating — AAA $ 2,660.969 $ 2,660,969 § -
Total credit risk debt securities $ 2,660,969 $ 2,660,969 $ -
2005 Total Domestic International
Moody’s Rating — AAA $ 2532476 $ 2.532.476 $ -
Total credit risk debt securities $ 2532476 $ 2532476 $ -

Custodial credit risk for investments is the risk that in the event of the failure of the counterparty to
the transaction, the Bank will not be able to recover the value of investment or collateral securities
that are in the possession of an outside party. The Bank’s investments are held and administered
by trustees. Accordingly, these investments are exposed to custodial credit risk. Based on
negotiated trust and custody contracts, all of these investments were held in the Bank’s name by
the Bank’s custodial financial institutions at December 31, 2006 and 2005.

Concentration of credit risk for investments is the risk of loss attributed to the magnitude of an
entity’s investment in a single issuer. GASB Statement No. 40 requires disclosure by issuer and
amount of investments in any one issuer that represents five percent (5%) or more of total
investments for the Bank. As of December 31, 2006, the Bank’s investment in agency obligations
of the Federal Home Loan Mortgage Corporation and the Federal National Mortgage Association
constituted 21% and 27%, respectively, of its total investments. As of December 31, 2005, the
Bank’s investment in agency obligations of the Federal Home Loan Mortgage Corporation and the
Federal National Mortgage Association constituted 14% and 28%, respectively, of its total
investments.

Interest rate risk is the risk that changes in interest rates will adversely affect the fair value of debt
instruments. The Bank has a formal investment policy that limits investment maturities as a means
of managing its exposure to fair value losses arising from increasing interest rates.

Equity Investment. at Cost

The equity investment in Bank of the FSM, carried at cost, represents 100,000 common shares and
approximately an 11% ownership interest. Since the book value of the shares exceeds the carrying
value, management believes that the equity investment has not become impaired.
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

Loans Receivable

A summary of loans receivable at December 31, 2006 and 2005 follows:

Unpaid principal balance
Allowance for loan losses

2006

$ 22,694,998
(3.779.247)

$ 18915751

2005

$ 22,424,442
(3.135.020)

$ 19,289,422

Movements in the allowance for loan losses during the years ended December 31, 2006 and 2005,

are as follows:

2006 2005

Balance at beginning of year $ 3,135,020 $ 5,124,655

Provision for loan losses 984,313 235,748

Loans charged off (744,149) (2,477,789)

Loan recoveries from previously charged off loans 243,969 109,421

Loan reactivations from previously charged off loans 160,094 142,985

Balance at end of year $ 3,779.247 $ 3,135,020
Fixed Assets
A summary of fixed assets as of December 31, 2006 and 2005, is as follows:

Beginning Ending
Balance Balance
January 1, December 31,
2006 Additions Deletions 2006

Office furniture, fixtures

and equipment $ 190,265 $ - $ (45,269) $ 144,996
Home furniture, fixtures

and equipment 13,608 - - 13,608
Vehicles 191,858 - (20,510) 171,348
Computers and software 294,782 180,997 (3.244) 472,535

690,513 180,997 (69,023) 802,487
Less accumulated depreciation (567.386) (49.666) 69.003 (548.049)
Net fixed assets $ 123127 § 131,331 $ ( 20) $ 254,438
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

Fixed Assets, Continued

Beginning Ending
Balance Balance
January 1, December 31,
2005 Additions Deletions 2005
Office furniture, fixtures
and equipment $ 191972 § - $ (1,707) $ 190,265
Home furniture, fixtures
and equipment 13,608 - - 13,608
Vehicles 170,961 20,897 - 191,858
Computers and software 268,207 26,575 - 294,782
644,748 47,472 (1,707) 690,513
Less accumulated depreciation (537.160) (30,226) - (567.386)
Net fixed assets $ 107,588 $ 17,246 $ _(1.707) $ _123.127
Related Party Transactions

As of December 31, 2006 and 2005, the Bank has direct loans with an outstanding balance of
$171,605 and $173,986, respectively, to employees of the Bank and project loans extended to
businesses owned by or affiliated with the employees with an outstanding balance of $3,268,519
and $3,227,274, respectively. These loans were made under similar terms and conditions as exist
with other borrowers. Officers and Board members are not eligible to borrow from the Bank.

Commitments and Contingencies

Guarani

The Bank, from time-to-time, is contingently liable on loan guarantees ranging from 50% to 90%
of the outstanding loan balances for commercial projects within the FSM. There were no
outstanding guaranteed loan balances as of December 31, 2006 and 2005.

Loan Commitments

The Bank has made loan commitments for loans approved but undisbursed in the amount of
$4,894,657 at December 31, 2006.

Litigation

The Bank is a party to various legal proceedings, the ultimate impact of which is not currently
predictable. Therefore, no liability has been recorded in the accompanying financial statements
due to management’s inability to predict the ultimate outcome of these proceedings.

Self Insurance

The FSM Development Bank carries insurance to cover its potential risks from vehicle usage.

FSM Development Bank is substantially self-insured for all other risks. Management is of the
opinion that no material losses have been sustained as a result of this practice.
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006 and 2005

Commitments and Contingencies, Continued

Lease Commitments

The Bank has six operating leases as of December 31, 2006. Two are residential real estate leases
for contract employees. Four leases are for the branch offices in each State (one with a lease term
of two years, two for five years and one for fifteen years). All leases have an attached option
allowing FSMDB to renew the lease upon expiration of the current term. It is likely that these
options will be exercised by the Bank and the leases renewed. The approximate future minimum
annual lease payments payable by the Bank, assuming all options are exercised, are as follows:

Fiscal year ending December 31, Total
2007 $ 108,660
2008 108,660
2009 108,660
2010 108,660
2011 86,930
2012 - 2015 434,640
2016 —2020 434,640
2021 —-2025 434,640
2026 — 2030 434,640
$ 2,260,130

Contribution From The FSM National Government

The FSM Development Bank receives periodic subsidies of its operations from appropriations
made by the Congress of the FSM. During the years ended December 31, 2006 and 2005, the Bank
received $0 and $250,000, respectively, from the FSM Congress and the Bank was reimbursed for
expenses incurred in administering the IDF program from the IDF Private Sub Account for
$250,000 in each of the years.

Retirement Plan

The Bank’s retirement plan (the Plan) is a self-administered program established to pay retirement,
disability and survivor income to employees and their survivors to supplement similar benefits that
employees received from the FSM Social Security System. The Plan is a contributory plan in
which the Bank matches 100% of the participants’ contributions up to a maximum of 10 percent of
the participant’s annual salary, if the participant contributes 3 or more percent from his or her
annual salary. Employee participation is optional. The Bank’s controller is the designated Plan
Administrator. Matching contributions to the Plan during the years ended December 31, 2006 and
2005 were $52,597 and $47,096, respectively. Management is of the opinion that the plan does not
represent an asset or a liability of the Bank.
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INDEPENDENT AUDITORS' REPORT

Chairman

Board of Directors

Federated States of Micronesia
Development Bank:

We have audited the accompanying statement of net assets of the Investment Development Fund (IDF),
the Pohnpei Development Loan Fund (PDLF), and the Yap Development Loan Fund (YDLF) (the
Funds) as of December 31, 2006, and the related statement of activities and changes in net assets for the
year then ended. The Funds are administered by the Federated States of Micronesia Development Bank
(FSMDB), a component unit of the National Government of the Federated States of Micronesia. These
financial statements are the responsibility of the Bank’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, 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 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 Funds’ 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 audit provides a reasonable basis for our opinion.

In our opinion, such financial statements present fairly, in all material respects, the financial position of
the Funds at December 31, 2006, and the changes in their net assets for the year then ended in
conformity with accounting principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have issued our report dated April 23, 2007, on
our consideration of the Funds' internal control over financial reporting and our tests of their compliance
with certain 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 the results of that testing, and not to provide an opinion on the internal control over financial
reporting or on compliance. That report is an integral part of an audit performed in accordance with
Government Auditing Standards and should be considered in assessing the results of our audit.

Dl D

April 23, 2007
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF FSM NATIONAL GOYERNMENT)

ASSETS
Current assets:
Held by FSMDB:
Cash in bank and on hand
Time certificate of deposits
Held by trustee:
Investments

Total cash and equivalents
Receivable from FSMDB

Interest and other receivables
Loans receivable, net

Total receivables

LIABILITIES AND NET ASSETS

Current liabilities:
Payable to FSMDB
Credit life payable

Total liabilities
Commitments

Net assets:
Restricted
Unrestricted

Total net assets

See accompanying notes to financial statements.

Trust Funds
Statement of Net Assets
December 31, 2006
(With Comparative Totals as of December 31, 2005)

Governmental Fund Types Totals

Trust Funds {(Memorandum Only)

IDF PDLF YDLF 2006 2005
3 - $ 193455 § 52397 § 245,852  § 234357
509,735 522,397 131,933 1,164,065 632,133
5,139,752 - - 5,139,752 5,743,084
5,649,487 715,852 184,330 6,549,669 6,609,574
305,721 - - 305,721 360,977
4,614 3,780 340 8,734 12,207
7,491,351 78,913 166,164 7,736,428 7,363,390
7,801,686 82,693 166,504 8,050,883 7,736,574
$ 13,451,173 $ 798,545 $ 350,834 § 14,600,552 § 14,346,148
3 - $ 78538 $127289 § 205,827 $ 219,516
- 92 2,182 2,274 2,073
- 78,630 129,471 208,101 221,589
7,491,351 78,913 166,164 7,736,428 7,363,390
5,959,822 641,002 55,199 6,656,023 6,761,169
13,451,173 719,915 221,363 14,392,451 14,124,559
$ 13,451,173 $ 798,545 $ 350,834 § 14,600,552  § 14,346,148
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(A COMPONENT UNIT OF FSM NATIONAL GOVERNMENT)

Trust Funds

Statement of Activities and Net Assets
Year Ended December 31, 2006

(With Comparative Totals for the Year Ended December 31, 2005)

Operating revenues:
Investment interest
Loan interest
Miscellaneous

Total operating revenues

Operating expenditures:
Doubtful loan expense

Total operating expenditures
Revenues over expenditures

Other sources (uses):
Investment management fee
Transfer to Kosrae State Government
Transfer to Pohnpei State Government
Transfers to FSMDB

Total other uses, net

Revenues and other sources over
expenditures and other uses

Net assets at beginning of year

Net assets at end of year

See accompanying notes to financial statements.

Governmental Fund Types Totals

(Trust Funds) (Memorandum Only)

IDF PDLF YDLF 2006 2005
$ 453050 $ 18347 $§ 3305 § 474702 $ 167,026
100,722 8,456 13,384 122,562 288,835
5,670 687 211 6,568 1,928
559,442 27,490 16,900 603,832 457,789
559,442 27,490 16,900 603,832 457,789
(250,000) - - (250,000) (250,000)
(50,000) - - (50,000) (293,708)
- - - - (1,000,000)
- (27,490) (8,450) (35,940) (28,471)
(300,000) (27,490) (8,450) (335,940) (1,572,179)
259,442 - 8,450 267,892 (1,114,390)
13,191,731 719,915 212,913 14,124,559 15,238,949

$ 13,451,173  $719,915  $221,363

$ 14,392,451

$ 14,124,559
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TRUST FUNDS ADMINISTERED BY THE
FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006

Purpose and Summary of Significant Accounting Policies

Purpose

The Investment Development Fund (IDF), the Pohnpei Development Loan Fund (PDLF), and the
Yap Development Loan Fund (YDLF), are administered by the Federated States of Micronesia
Development Bank (the Bank). The Bank utilizes the Funds to carry out its stated purpose of
providing loans for the economic development of the FSM. The specific purpose of each fund is
as follows:

IDF - IDF was created to finance projects which will (1) have their operations primarily located
within the FSM; (2) improve the balance of payments position of the FSM; (3) increase the value
of visible and invisible exports or result in import substitutions; (4) demonstrate positive economic
returns; (5) contribute to the furtherance of close economic relations with the USA. These funds
are administered by the Bank in a Trust capacity.

The Pohnpei Development Loan Fund (PDLF) and the Yap Development Loan Fund (YDLF) are
administered by the Bank in a Trust capacity. All loan decisions are made by executives of the
respective state governments.

Fund Structure and Basis of Accounting

The accounts of the IDF, PDLF and YDLF are accounted for as governmental fund types (capital
projects funds) as the amounts are to be reported on the respective entities' financial statements
(the FSM National Government, Pohnpei State and Yap State, respectively).

Cash

For the purposes of the statement of net assets, cash are defined as cash in bank checking and
savings accounts, and commercial paper with original maturities of three months or less from the
date of acquisition. Deposits maintained in time certificates of deposit with original maturity dates
greater than three months are separately classified.

Loan and Allowance for Loan Losses

Loans under the trust funds are usually reported at gross unpaid principal balances, without an
allowance for loan losses. The loans are reserved in fund balance as a reserve for related assets.
Loans are written off directly against income based on discussions with the owners of the managed
funds. When the loans are recorded in the respective owner’s financial statements, the owners of
these funds will bear responsibility for establishing the related loan loss reserve.

Interest on loans is accrued and credited to income based on the principal amount outstanding. The
accrual of interest on loans is discontinued when, in the opinion of management, there is an
indication that the borrower may be unable to meet payments as they become due. Upon such
discontinuance, all unpaid accrued interest is reversed.
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TRUST FUNDS ADMINISTERED BY THE
FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006

Purpose and Summary of Significant Accounting Policies, Continued

Totals - Memorandum Only

The "Totals-Memorandum Only" column represents an aggregate of the individual financial
statements. The total column is presented only for information purposes and does not represent
consolidated financial information.

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 disclosures of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates.

Deposits and Investments

GASB Statement No. 40 addresses common deposit and investment risks related to credit risk,
concentration of credit risk, interest rate risk and foreign currency risk. As an element of interest
rate risk, disclosure is required of investments that have fair values that are highly sensitive to
changes in interest rates. GASB Statement No. 40 also requires disclosure of formal policies
related to deposit and investment risks.

The deposit and investment policies of the Funds are governed by their enabling legislation. The
Bank is required to engage one or more fund custodians to assume responsibility for the physical
possession of the Funds’ investments. Legally authorized investments are as follows:

(i) Government obligations - Obligations issued or guaranteed as to principal and interest by the
National Government and/or State governments of the Federated States of Micronesia or by
the Government of the United States, provided that the principal and interest on each
obligation are payable in the currency of the United States.

(i)) Corporate obligations and mortgage-backed securities - Obligations of any public or private
entity or corporation created or existing under the laws of the Federated States of Micronesia
or of the United States or any state, territory or commonwealth thereof, or obligations of any
other government or economic community which are payable in United States dollars, or
other mortgage-backed securities provided that the obligation is an agency of the United
States Government, the National Government of the Federated States of Micronesia, or is
rated in one of the three highest categories by two nationally recognized rating agencies. No
investment under this heading shall exceed ten percent of the market value of the Funds’
investments or ten percent of the outstanding value of the issue at the time of purchase.

(iii) Preferred and common stocks - Shares of preferred or common stocks of any corporation
created or existing under the laws of the Federated States of Micronesia or under the laws of
the United States or any state, territory or commonwealth thereof provided that the purchase
of such shares shall be considered reasonable and prudent by the Funds’ investment advisor
at the time of purchase, that not more than five percent of the market value of its investments
shall be invested in the stock of any one corporation, and that not more than ten percent of the
market value of its investments shall be invested in any one industry group.
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TRUST FUNDS ADMINISTERED BY THE
FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006

(2) Deposits and Investments, Continued

(iv) Insurance company obligations - Contracts and agreements supplemental thereto providing
for participation in one or more accounts of a life insurance company authorized to do
business in the Federated States of Micronesia or in any state, territory or commonwealth of
the United States provided that the total market value of these investments at no time shall
exceed ten percent of all investments.

A. Deposits:

GASB Statement No. 3 previously required government entities to present deposit risks in
terms of whether the deposits fell into the following categories:

Category 1 Deposits that are federally insured or collateralized with securities held by the
Funds or its agent in the Funds’ name;

Category 2 Deposits that are uninsured but fully collateralized with securities held by the
pledging financial institution’s trust department or agent in the Funds’ name;
or

Category 3 Deposits that are collateralized with securities held by the pledging financial
institution’s trust department or agent but not in the Funds’ name and non-
collateralized deposits.

GASB Statement No. 40 amended GASB Statement No. 3 to in effect eliminate disclosure
for deposits falling into categories 1 and 2 but retained disclosures for deposits falling under
category 3. Category 3 deposits are those deposits that have exposure to custodial credit risk.
Custodial credit risk is the risk that in the event of a bank failure, the Funds’ deposits may not
be returned to it. Such deposits are not covered by depository insurance and are either
uncollateralized, or collateralized with securities held by the pledging financial institution or
held by the pledging financial institution but not in the depositor-government’s name. The
Funds do not have a deposit policy for custodial credit risk.

As of December 31, 2006, the carrying amount of the Funds’ total cash and cash equivalents
and time certificates of deposits was $900,182 and the corresponding bank balances
approximated the same amount. All of the bank balances are maintained in financial
institutions subject to Federal Deposit Insurance Corporation (FDIC) insurance. As of
December 31, 2006, bank deposits in the amount of $200,000 were FDIC insured.  The
Funds do not require collateralization of its cash deposits; therefore, deposit levels in excess
of FDIC insurance coverage are uncollateralized. Accordingly, these deposits are exposed to
custodial credit risk. Management's confidence in the financial strength of their banking
institutions was the basis of the decision to not require collateralization. No losses as a result
of this practice were incurred for the year ended December 31, 2006.
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TRUST FUNDS ADMINISTERED BY THE
FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Notes to Financial Statements
December 31, 2006

(2) Deposits and Investments, Continued

B.

Investments

GASB Statement No. 3 previously required government entities to present investment risks
in terms of whether the investments fell into the following categories:

Category 1 Investments that are insured or registered, or securities held by the Funds or
its agent in the Funds’ name;

Category 2 Investments that are uninsured and unregistered for which the securities are
held by the counterparty’s trust department or agent in the Funds’ name; or

Category 3 Investments that are uninsured and unregistered, with securities held by the
counterparty, or by its trust department or agent but not in the Funds’ name.

GASB Statement No. 40 amended GASB Statement No. 3 to in effect eliminate disclosure
for investments falling into categories 1 and 2, and provided for disclosure requirements
addressing other common risks of investments such as credit risk, interest rate risk,
concentration of credit risk, and foreign currency risk. GASB Statement No. 40 did retain
and expand the element of custodial credit risk in GASB Statement No. 3.

As of December 31, 2006, investments at fair value are as follows:

Fixed income securities:

Domestic fixed income : $ 4,694,825
Other investments:

Money market funds 444907

$ 5.139.752

As of December 31, 2006, the Funds’ fixed income securities had the following maturities:

Less Than 1to5 6to 10 Greater Fair
1 Year Years Years 10 Years Value
U.S. Government agency
obligations $4.694.825 § - ¥ - § - $4,694,.825

Credit risk for investments is the risk that an issuer or other counterparty to an investment
will not fulfill its obligations.

The Funds’ exposure to credit risk at December 31, 2006, was as follows:

Moody’s Rating Total Domestic  International

AAA $ 4.694.825 $ 4,694,825 § -

Total credit risk debt securities $ 4694825 §$ 4694825 $_ -
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Notes to Financial Statements
December 31, 2006

(2) Deposits and Investments, Continued

B.

Investments, Continued

Custodial credit risk for investments is the risk that in the event of the failure of the
counterparty to the transaction, the Funds will not be able to recover the value of investment
or collateral securities that are in the possession of an outside party. The Funds’ investments
are held and administered by trustees. Accordingly, these investments are exposed to
custodial credit risk. Based on negotiated trust and custody contracts, all of these
investments were held in the Funds’ name by the Funds’ custodial financial institutions at
December 31, 2006.

Concentration of credit risk for investments is the risk of loss attributed to the magnitude of
an entity’s investment in a single issuer. GASB Statement No. 40 requires disclosure by
issuer and amount of investments in any one issuer that represents five percent (5%) or more
of total investments for the Bank. As of December 31, 2006, the Funds’ investment in
agency obligations of Federal Home Loan Mortgage Corporation, Federal National Mortgage
Association constituted 16% and 84%, respectively, of its total investments.

Interest rate risk is the risk that changes in interest rates will adversely affect the fair value of
debt instruments. The Funds do not have a formal investment policy that limits investment
maturities as a means of managing its exposure to fair value losses arising from increasing
interest rates.

(3) Loans Receivable

)

The following is a schedule of loans receivable as of December 31, 2006:

Loan Balance Allowance Net Amount

State Development Funds (Pohnpei and Yap) $ 245,077 § - $ 245,077

IDF

7,493,551 2,200 7,491,351
$ 7,738,628 $ __ 2200 $ 7,736,428

Management is of the opinion that since these are trust funds, they are unable to provide against
these balances, and therefore these loans have been presented as restricted net assets.

Commitments

Loan commitments for loans approved but undisbursed approximated $652,517 at December 31,
2006.
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INDEPENDENT AUDITORS' REPORT ON INTERNAL CONTROL OVER FINANCIAL
REPORTING AND COMPLIANCE AND OTHER MATTERS BASED UPON THE AUDIT
PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

The Board of Directors
Federated States of Micronesia Development Bank:

We have audited the financial statements of the Federated States of Micronesia Development Bank, as of
December 31, 2006, and for the year then ended, and have issued our report thereon dated April 23,
2007. 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.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the Bank’s internal control over financial reporting
in order to determine our auditing procedures for the purpose of expressing our opinion on the financial
statements and not to provide an opinion on the internal control over financial reporting. Our
consideration of the internal control over financial reporting would not necessarily disclose all matters in
the internal control over financial reporting that might be material weaknesses. A material weakness is a
reportable condition in which the design or operation of one or more of the internal control components
does not reduce to a relatively low level the risk that misstatements caused by error or fraud in amounts
that would be material in relation to the financial statements being audited may occur and not be
detected within a timely period by employees in the normal course of performing their assigned
functions. We noted no matters involving the internal control over financial reporting and its operation
that we consider to be material weaknesses.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Federated States of Micronesia
Development Bank’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 an opinion. The results of our tests disclosed no instances of
noncompliance that are required to be reported under Government Auditing Standards.
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This report is intended for the information of Board of Directors and management of the Federated
States of Micronesia Development Bank, federal awarding agencies, pass-through entities, the cognizant
audit and other federal agencies, and is not intended to be, and should not be used by anyone other than
those specified parties.

O ST

April 23, 2007
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INDEPENDENT AUDITORS' REPORT ON COMPLIANCE WITH REQUIREMENTS
APPLICABLE TO EACH MAJOR PROGRAM AND INTERNAL CONTROL OVER

COMPLIANCE AND ON THE SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS

The Board of Directors
Federated States of Micronesia Development Bank:

Compliance

We have audited the compliance of the Federated States of Micronesia Development Bank with the
types of compliance requirements described in the U.S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that are applicable to its one major federal program for the year
ended December 31, 2006. Federated States of Micronesia Development Bank’s major federal program
is identified in the Schedule of Expenditures of Federal Awards (page 32). Compliance with the
requirements of laws, regulations, contracts and grants applicable to its one major federal program is the
responsibility of Federated States of Micronesia Development Bank’s management. Our responsibility
is to express an opinion on Federated States of Micronesia Development Bank’s compliance based on
our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States, and OMB Circular A-133, Audits of
States, Local Governments and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance about whether noncompliance
with the types of compliance requirements referred to above that could have a direct and material effect
on a major federal program occurred. An audit includes examining, on a test basis, evidence about
Federated States of Micronesia Development Bank’s compliance with those requirements and
performing such other procedures as we considered necessary in the circumstances. We believe that our
audit provides a reasonable basis for our opinion. Our audit does not provide a legal determination on
Federated States of Micronesia Development Bank’s compliance with those requirements.

In our opinion, the Federated States of Micronesia Development Bank complied, in all material respects,
with the requirements referred to above that are applicable to its one major federal financial assistance
program for the year ended December 31, 2006.

Internal Control OQver Compliance

The management of the Federated States of Micronesia Development Bank is responsible for
establishing and maintaining effective internal control over compliance with requirements of laws,
regulations, contracts and grants applicable to federal programs. In planning and performing the audit,
we considered the Federated States of Micronesia Development Bank’s internal control over compliance
with requirements that could have a direct and material effect on a major federal program in order to
determine our auditing procedures for the purpose of expressing our opinion on compliance and to test
and report on internal control over compliance in accordance with OMB Circular A-133.
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Our consideration of the internal control over compliance would not necessarily disclose all matters in
the internal control that might be material weaknesses. A material weakness is a reportable condition in
which the design or operation of one or more of the internal control components does not reduce to a
relatively low level the risk that noncompliance with applicable requirements of laws, regulations,
contracts and grants caused by error or fraud that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. We noted no matters involving the internal control over
compliance and its operation that we consider to be material weaknesses.

Schedule of Expenditures of Federal Awards

We have audited the financial statements of the Federated States of Micronesia Development Bank, as of
and for the year ended December 31, 2006, and have issued our report thereon dated April 23, 2007.
Our audit was performed for the purpose of forming an opinion on the basic financial statements taken
as a whole. The accompanying Schedule of Expenditures of Federal Awards is presented for purposes of
additional analysis as required by OMB Circular A-133 and is not a required part of the basic financial
statements. This schedule is the responsibility of the management of the Federated States of Micronesia
Development Bank. Such information has been subjected to the auditing procedures applied in the audit
of the basic financial statements and, in our opinion, is fairly stated, in all material respects, in relation to
the basic financial statements taken as a whole.

This report is intended for the information of Board of Directors and management of the Federated
States of Micronesia Development Bank, federal awarding agencies, pass-through entities, the cognizant

audit and other federal agencies, and is not intended to be, and should not be, used by anyone other than
those specified parties.

AR

April 23, 2007
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FEDERATED STATES OF MICRONESIA DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Schedule of Expenditures of Federal Awards
Year Ended December 31, 2006
CFDA #15.875 - Department of the Interior

The Bank receives funds in a subrecipient capacity through the FSM National Government. The loan
portfolio established through Section 111 of the Compact of Free Association and the loan portfolio
established through Section 211 of the Compact of Free Association were selected for detailed
compliance testing in accordance with applicable OMB Circular A-133 requirements. The following
sets forth these contributions, by Sections, which are administered by the Bank.

Section 211 Compact Capital Total funding received through December 31,

2006 $ 25,700,000
Section 111 IDF Funds Total funding available through December 31,
2006 $ 13,191,731

Amount of revenues and other sources over
expenditures and other uses during year ended

December 31, 2006 259,442
Fund balance as of December 31, 2006 $ 13,451,173
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FEDERATED STATES OF MICRONESIA
DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Schedule of Findings and Questioned Costs
Year Ended December 31, 2006

Part I - Summary of Auditors’ Results

1.
2.
3.

The Independent Auditors’ Report on the financial statements expressed an unqualified opinion.
Reportable conditions in internal control over financial reporting were not identified.

No instance of noncompliance considered material to the financial statements was disclosed by the
audit.

Reportable conditions in internal control over compliance with requirements applicable to major
federal awards programs were not identified.

. The Independent Auditors’ Report on compliance with requirements applicable to major federal

award programs expressed an unqualified opinion.
The audit disclosed no findings required to be reported by OMB Circular A-133.
The Organization’s major program is:

Name of Federal Program or Cluster CFDA Number

Compact of Free Association 15.875

No Type B programs as those terms are defined in OMB Circular A-133 are administered by the
Organization.

The Organization did qualify as a low-risk auditee as that term is defined in OMB Circular A-133.

Part II - Financial Statement Findings Section

No matters are reportable.

Part III - Federal Award Findings and Questioned Cost Section

No matters are reportable.
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FEDERATED STATES OF MICRONESIA
DEVELOPMENT BANK
(A COMPONENT UNIT OF THE FSM NATIONAL GOVERNMENT)

Schedule of Prior Year Findings and Questioned Costs
Year Ended December 31, 2006

There are no prior audit findings relative to Federal awards.
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