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INDEPENDENT AUDITORS REPORT

Board ot Directors
Marshalls Energy Company. Inc.:

We have audited the accompanying balance sheets of the Marshalls Fnerey Company, ine, (MEC),
a component unit of the Repubiic of the Marshall [slunds. as of September 30, 2002 and 2001, and
the related statements ot carnings (loss) and retained carmnings and cash Hows for the vears then
cnded. These financial statements are the responsibility of MEC™s management. Qur responsibility
1s 0 express an opinion on these financial statements based on our audits,

We conducted our audits in accordance with auditing standards generally aceepted 1 the United
States of America and the stundards applicable to tinancial audits contained in Govermment
Auditing Standards, issued by the Comptroller General of the United States. Those standards
require that we plan and pertorm the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining. on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
cvaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basts for our epinion.

In our opinion. the financial statements referred to above present fairly, in all material respects, the
financial position of MEC as of September 30, 2002 and 2001, and the resuls of its operations and
its cash flows for the years then ended in conformity with accounting principles gencrally accepted
in the United States of America.

Our audits were conducted tor the purpose of forming an opinion on the basic Hnancial statements
of MEC taken as a whole. The accompanying Schedule of Revenues. Expenscs and Net Earnings
(Loss) by Source for the year ended September 30, 2002 (page 15) is presented for purposes of’
additional analysis and is not a required part of the basic financial statements of MEC. This
schedule is the respousibility of the management of MEC. Such intormation has been subjected to
the auditing procedures applied in our audit of the basic financial statements and. in our opinion, is
tairly stated in all materiat respects when considered in relation to the basic tinancial statements
taken as a whole,



Inaccordance with Government Auditing Srandards. we have also rssued a report dated November
2202002 on our consideration of MECT s internal control over financial reporting and our tests of its
compliance with certain provisions of aws, regulauons, contracts, and grants.  That report s an
mntegral part ot an audit performed in accordance with Government Auditine Stancdards and <hould
be read in conjunction with this report in considering the results of our audit,

Loty | Trache

November 22, 2002




MARSHALLS ENERGY COMPANY,

Balance Sheets
September 300 2002 and 2601

ASSETS (note 7)

Utility plant (note 4):
Electric plant in service
Constraction work in progress
Total unlity plant
Less accumulated provisien for depreciation and amortization

Net utility plant

Other assets:
Nonutility property. net

Current assets:

Cash

Accounts recetvable:
Electricity
Affiliates (note 8)
Other

Total accounts receivable

[ess allowance tor uncollectibie accounts

Net accounts receivable

Materials and supplies (note 3)
Prepayments

Total current assets

Total assets

Sce accompanying notes to financial statements,

INCL

2002

S 18.675.036
20.000

18.695.056
{3.033.5348)

13.641.708

2001

S ISA417.459

[8.417. 456

(4.019.620)

14,39

|

8539

2 430,302
1.113.386
414,04

2.151.848 2,433,242
1,784,400 1.344 786
39.600 27800
4.593.253 4.469.084
S18,313,588  $18,92],408
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MARSHALLS ENERGY CONMPANY . INC.

Balunce Sheets, Continued
September 30, 2002 and 2001

STOCKHOLDER'S EQUITY AND LIABILITIES

2002
Stockholder™s equity:
Common stock. 81 par value, 100,000 shares
authorized and paid-in. 73,000 shares outstanding S 100000
Retamed carnings A 128,500

Treasury stock. at cost. 25,000 shares (25,000
Total stockholder™s equity ~3.203.500

Long-term debt:
RUS morigage notes less current maturities (note 7) 10,234,294

2001
As Restated
note 11}

S 100,000
_3.052.406
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10,567,717

Current hiabilitres:

Short-term borrowings {note 0} - 1.200.000
Current maturities ot long-term debt (note 7) 431.240 504718
Accounts payable 2.120.750 3.085.894
Payable to attiliates (note §) 171051 241.627
Accrued taxes (note 5) 82.5360 106975
Other current and accrued habilities 70217 87.131

Total current habilities 2.875.794 5.2260.345

Commitment and contingencey (note 9)
Total stockholder’s equity and labilities S 18,313,588  §18,921.468

See accompanying notes to financial statements.
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MARSHALLS ENERGY COMPANYLINC.

Statements of Farnings (1oss) and Retained Earnings
years Fnded Sepremiber 20, 2002 and 2001

Operating revenues
Operating expenscs:
Cost of power
Administrative and veneral
Depreciation and amortization
Distribution operations
Consumer accounts
Taxes
Distribution maintenance
Total operating expenses
Operating deficiency before interest expense
[nterest expense
Operating detictency after interest expense
Non-operating income (Cxpensc):
Fuel and gas sales
Cost ot sales

Gross profit on sales

Compact funding (note &)
Other, nct

Total non-operating mncome. net
Net carnings (loss)
Retained earnings at beginning of year

Retained earnings at end ot year

See accompanying notes to financial statements.

Lh

S 8.289.970

2061

As Restated

S_.TT

noie 1)

-1 ¥
723

R

1

5.722.355 6.477.003
1.033.773 023,236
Y97.333 1.006.721
718.373 1,330,730
320332 -
160.058 33,639
144371 8,603
19.133.995 0,982,024
(816.023)  (2.744.683)
764.650 741.982
(1.610,673) 3.486.663)
7.660.469 6.122.021
(5.530.080)  (4.723.555)
2,130.389 1.398.460
1.866,667 ;
(310.287) 316.761
3.686.769 1.915.227
2,076,094 (1.571.438)
3,052.406 4,623,844
S 5,128,500 S 3,052,306




VIARSHALLS ENERGY COMPANY . INCL

Sratements of Cash Flows

Years Faded September 30, 2002 and 2001

Cash flows trom operating acuvities:
Net carnings (loss)
Adjustments to reconctle net earnings {loss) to net cash
provided by (used for) operating activities:
Depreciation and amortizaton
Prosvision for uncollectible accounts receivable
Recovery of bad debts
NOn-operating mterest expense
(Increase) decrease mn assets:
Accounts receivable:
Flectricity
Afhlates
Other
Materials and supplics
Prepuyments
increase (deerease) in liabilities:
Accounts pavable
Payable to affiliates
Accrued taxes
Other current and accrued iabilities

Net cash provided by (used for) operating activities
Cash tlows from noncapital {inancing activities:
Net (repayment) borrowings under bank credit line
aereement (note 6)

Interest paid on short-term borrowings

Net cash (used for) provided by noncapital
financing activities

Cash flows from capital and related financing activities:
Acquisition and construction of capital asscts
Principal paid on long-term debt
Interest paid on long-term debt
Net cash used for capital and refated financing activities
Net decrease in cash

Cash at beginning ol year

Cash at end of year

See accompanying notes to tinancial statements.
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(965,144
(70.576)
(24.439)
(16.914)

2.638.237

(1.200.000)
(76.433)

(1.276.435)

(312,597)
(406.901)
(688.193)

2001

S(1A37143%)

1.049.762

(743.73%)
711982

260.259
253710
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1.200.000
(14.916)

1,185,034

(399.,750)
(382.746)
(713,223)

(1,407.693)

(1,495.719)

(45,911)

663256
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VARSHALLS ENERGY COMPANY, INCL

Sratements ot Cash Flows, Continued
years Ended September 30,2002 and 2001

2002 200
Suppiemental schedule of noncash capital and related financing activities:

Transter of completed project 1o electric plant:

Electric plant in service S - S 439540
Construction work in progress - _(439.54Y9)
S - S -
Transter of electric plant to materials and supplies:
Flectric plant in service S - S (IS1.239)
Materials and supplies - ~I81.259

See accompanying notes to financial statements.
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VARSHALLS ENERUY O INVIPANY L INC,

Notes to Financial Statements
September 3 20012 and 20e]

(1) _Organization

The Marshalls Energy Company. Inc. (MIFCY was granted a corporate charter by the Cabinet
of the Republic of the Viarshalt [slands (Rephiur) on Fehruary 2. 1984, MECTs principal lines
of business are predominantly the generation and (ransmission of clectricity and the buying
and sclling of petroleum products, Other lines o f business include the rental of equipnient and
accommodation tacilities.  The principal markets for the generation and ransmission of
electricity are government agencics. businesses and residential customers located on the atoils
of Majuro and Jaluit. Petroleum products are sold primarily to toreign and domestic fishmg
vessels.

VMEC's articles ol incorperation have quthorized the issuance of’ 100.000 shares ot S1 par
value common stock. RepMar owns 75.000 ot these shares and MEC retaing the remaining
25,000 shares in treasury.

An exclusive franchise to construct, maintain and operate a distribution system tor furnishing
clectrical power within Majuroe Atoll was granted to MEC by RepMar on March S, 1983,
Simultaneously. RepMar leased to VEC. for a nominal amount, a [ 2-megawatt power plant, a
¢ix miltion gallon capacity fuel storage factlity, clectrical transmission systems and related
Facilitics on Majuro Atoll. The term oi both the lcase and the franchise is tor a htty year
period commencing on December 1, 1996,

pPursuant to Cabinet Minute C M. 162(93). RepMar leased to MEC, for a nominal amount, the
richt to operate and manage the power generating and distribution system in Jaluit Atoll
effective November 1. 1993, The term of the lease 1s for a fifty vear period commeneing on
December 1L 1996,

MEC’s financial statements are incorporated into the general purposc financial statements ot
RepMar as a component unit.

{2)  Summary ot Significant Accounting, Policics

The accounting policics of MEC conform to accounting principles senerally accepted in the
United States of Amenca as applicable to governmental entitics, specifically proprietary
funds., Governmental Accounting Standards Board (GASB) Statement No. 20, dccounting
and Financial Reporting for Proprictary Junds and Other Governmental Eniities that Use
Proprietary Ifund Accounting, requires that proprictary activities apply all applicable GASB
pronouncements as well as Statements and [nterpretations issued by the Financial Accounting
Standards Board (FASB), Accounting Principles Board Opinions, and Accounting Research
Bulletins of the Comnuttee on Accounting Procedures issued on or betore November 30,
1989, MEC has implemented GASB 20 and clected not to apply FASB Statements and
Interpretations issued after November 30, 1989.

Estimates

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

- 8-




VIARSHALLS ENERGY COMPANYLINC.

Notes to Financial Statements
September 30. 2002 and 2001

(2 Summary of Significant Aceounting Policics. Continued

Basis el Accounting

Proprietary funds are accounted for on u How of cconomic resources measurement focus.
With this measurement focus. all assets and Tabilities associated with the operation of the
fund are included in the balance sheets.  Proprictary fund operating statements present
imereases and decrcases in net total assets. The accrual basis of accounting is utilzed by
proprictary tunds. Under this method. revenues are recorded when earned and expenses are
recorded at the time liahilities are incurred.

Caxsh

For purposes of the balance sheets and the statements of cash flows. cash s defined as cash on
hand and cash held in demand accounts.  As of September 30. 2002 and 2001, cash was
$617.345 and $663.236. respectively, and the corresponding bank balance was $1.584.038
and S761.615. respectively. Of the bank balance amount as of September 30. 2002 and 2001,
$1 468943 and $579.000. respectively, are maintained in financial institutions subject 10
Federal Deposit Insurance Corporation (FDIC) insurance.  As of September 30, 2002 and
2001, bank deposits in the amount of $100,994 and $100,000. respectively, were FDIC
insured. MEC does not require collateralization ot its cash deposits; therefore, deposit levels
in excess of FDIC coverage arc uncollateralized.

Receivables

All receivables are due from government agencies, businesses and individuals located within
the Republic of the Marshall Islands and are interest tree and uncollateralized. The allowance
for uncollectible accounts is stated at an amount which management belicves will be adequate
to absorb possible losses on accounts receivable that may become uncollectible based on
evaluations of the collectibility of these accounts and prior collection experience.  The
dilowance is established through a provision for bad debts charged to expense.

Materials and Supplies

Fuel and supplies are valued at the lower ot cost (first-in, first-out) or market (net realizable
value). Bulk fuel inventorics held on consignment for power plant use and for resale are not
reflected in the accompanying balance sheets.

Plant and Nonutility Property

Plant and nonutility property are stated at cost. Depreciation of plant and nonutility property
and amortization of leasehold land and residences are calculated on the straight-linc method
based on the estimated useful lives of the respective assets. Costs pertaining to distribution
and line supplies are expensed during the year ot installation as MEC considers the estimated
usetul lives of these supplies are less than one year.

VS



VIARSHALLS ENERGY COMPANY . INC,

Notes to Financial Statements
Seprember 30, 2002 and 2001

(£3)  Materials and Supplics

Materials and supplies at September 30, 2002 and 2001, consist ot the following:

2002 2001
Distribution and pewer plant supplics S 1602911 5 1201104
Lubricants 162.801 63439
Fuel _ IR.0683 20,243

S 1I84400 S 134780

() Utilitv Plant
Ltility plant at September 30. 2002 und 2001, consists of the following:
Fstimated
Useful Lives 2002 2001
Power plant engines 20 years S 14,720,739 §14,720.739
Plant and machinery 3 - 10 years 1,416,381 [.400.943
Vchicles 2 - 4 years 781.038 679.691
Residences 20 vears 548.284 320.3061
Fences and scawalls 10 vears 371.702 272876
Leaschold improvements 20 years 356.059 350.559
Leaschold land 20y vears 330,000 330,600
Furniture and tixtures 3 - 3 vears 150,833 136,290
18,673.056 18.417.459
Less accumulated provision for depreciation and amortization (5.053.348) {4.019.620)
13,621,708 14,397,839
Construction work in progress 20,000 -
$13.641,708  $ 14,397,859
{3) Taxes Pavable

Pursuant to the Income Tax Act of 1989, as amended by the Income Tax Amendment Act of
1991, sales of clectricity by public utility companies arc cxempt from gross revenue tax.
Accordingly, MEC is required to pay gross revenue tax on all revenue with the exception of
electricity sales at the rate of 3%. As of September 30. 2002 and 2001, MEC is lable for
gross revenue tax to RepMar amounting to $60.230 and $57,078, respectively.

Pursuant to the Import Duties Act of 1989, as amended by the Import Duties (Amendment)
Act of 1996, no import duty shall be levied on residual fuel oils and diesel o1l imported by
MEC solely for the purpose of power generation. MEC is, however, required to pay import
duty on diesel oil imported for resale subject to certain exemptions.  As of September 30,
2002 and 2001, MEC is liable for import duty to RepMar amounting to $22,306 and 349,897,
respectively.

- 10 -



MARSHALLS ENERGY COMPANY. INC.

Notes to Financial Statements
September 30, 2002 and 200

(6)  Shoert-Term Borrowings

On August 31 20001 MEC entered into a loan agreement with an atfiliated financial
mstitution m the amount of 51.200.000. The loan bore interest at 12.93% per annum. pavable
m monthly installments of S116.404, including nterest. commencing November 1. 2001, and
was due September 120020 RepMar has cuaranteed this loan pavable through an assignment
of future payments refating to RepMar's government clectric billings. This loan was paid in

fult on July 4. 2002,

Notes Pavable

On November 180 1997 MEC entered into a loan agreement
with the Federal Financing Bank (FFB) in the amount of
512.5 miilion tor the construction ot a new power plant, with
loan repayments guaranteed by the Rural Urilities Service
(RUS). MEC is required to submit drawdown requests to
RUS for approval of loan advances. Inferest rates are
calculated based on the FFB rates at the date of the loan
advances and range from 5.49% to 7.25% per annum.
Principai and interest arc payable in quarterty installments of
5273.770 through January 2, 2018, The mortgage notes have
been unconditionally guaranteed by RepMar, under which
RepMar will make debt service pavments to RUS in the
event ot detault by MEC. and have been collateralized by a
leasehold mortgage and security agreement over the assets of
MEC.  These notes are subject to certain coverage ratio
requirements.  MEC is not in compliance with these ratio
requireinents as of September 30, 2002 and 2001.

I.ess current installments
Long-term debt
Future repayment commitments are as follows:

Year ending

11 -

September 30, Principal Interest Total
2003 ) 431,240 5 663,852 $ 1,095.092
2004 458,581 636,517 1.095.098
2005 488.979 606,115 1,095,094
2006 388124 433,196 821,520
2007 330,389 559 987 1,110,376

Thereafter 8,348,221 3.135.006 11,483,227
S 10,663,534 5 6.034.673 $ 16,700,207

2001




VARSHALLS ENERGY O IWPANYL INC

Notes to Financial Statements
September 30, 2002 and 2001

(8)  Related Party fransactions

MEC s wholly-owned by RepMar and is therefore affiiiated with all RepMar-owned and
atfiliated entities. RepMar subscribes for electrieity aenerated by MEC and 1s charged for
clectricity usage based ona turith rate of SO.11 cents per kilowatt hour for monthly bills less
than 300 kilowatt hours. or SL13 cents per kilowatt hour for bills greater than 500 Kilowatt
hours. Effective June 1. 2001, the aridt rate was increased to S0.12 cents and S0.16 cents pet
Kilowatt hour. respectively. In addition. RepMar purchases tuel from MEC at the same
commercial terms and conditions as Afforded to third parties. MECTS receivables from related
parties are atlorded more favorable payment terms than those extended to unrelated partics.

Total transactions for the vears ended  September 300 2002 and 2001, and the retated
receivables from and pavables to atfiliates. are as follows:
- ¢! LS
Revenues  Expenses  Receivables Pavables
RepMar § 1.547.220 S 437.546 S 330081 S 101,994
Majuro Water and Sewer Company, Inc. 201,249 3352 171.627 -
Marshail Islands Social Security
Administration 34.880 279.12 5,550 60,057
Majuro Resort. Inc. 294211 3.63 20.463 -
Other 744,347 B2, 2 236,143 -
$ 2,821,907 § 859,584 $1.033.766 3 171031
- 2001 o -
Revenues  _Expenses Receivables Pavables
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RepMar $ 1,001,443 § 451.207 5 284,000 S 168195
Majuro Water and Sewer Company, Inc. 223.77% 2,489 631,939 8
Marshail Islands Social Sceurity

Administration 32,896 126,858
Majuro Resort, Inc. 374,741 100

Other 703,249 60,285 1
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As of September 30. 2000. MEC’s allowance for uncollectible accounts included certan
receivable balances from Majuro Water and Sewer Company, Inc. (MWSC). As of
September 30, 2001, management has reassessed the collectibility of these receivable balances
from MWSC and determined that the total balance is fully collectible, which has resulted in
the recognition of recovery of bad debts of approximately $450,000, that is included in other
income for the vear ended September 30. 2001.
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MARSHALLS ENERGY COMPANY | INC,

Notes to Financial Statements
September 300 2002 and 2001

Related Party Transactions, Continued

On October 20. 2000, the Cabinet of RepMar approved MEC as the contract manager for the
construction of a power plant. power distribution and cable facility on Wotje Atoll m the
amount of $2.023.800. The Cabinet turther approved the establishment of an escrow account
ta facilitate the receipt and disbursement ot funds relating to this project. During the vears
ended September 30, 2002 and 2001, MEC received STT7.830 and 5903950, respectively.
from RepMar relating to this project. The unexpended amounts of S92.724 and ST103.714 us
of September 30, 2002 and 2001. respectively. are recorded as payables to RepMar and
inchuded in payable to attiliates.

FFor the years ended September 30, 2002 and 2001, MEC received Compact Section 214()
Funding of $1.866.667 and S-0-, respectively, passed through RepMar. Management believes
that MEC will continue to receive such funding through fiscal year 2003.

As of September 30, 2002 and 2001, MEC muaintained a demand deposit account with an
affitiated financial institution. amounting to $113.095 and S169.225, respectively. MEC had a
loan payable to an atfiliated financial institution amounting to $1,200,000, which was paid in
full on July 4, 2002 (see note 6).

Commitment and Contingency

(10}

Commitment

MEC purchases petroleum products from Mobil Oil - Micronesia, [nc. (Mobil) on a
consignment basis whercby Mobil continues to hold ownership and title to the product while
it is held in storage at the MEC terminal storage tanks. Title and risk on the product remains
with Mobil until the product passes the boundary of the MEC terminal. The value ot
consignment petroleum products as ot September 30. 2002 and 2001 is approximately
$2.283.316 and $1.320,018. respectively. MEC assumes responsibility tor the proper and safe
storage/handling of the product while under MEC storage. However, MEC carries insurance
coverage on such consigniment inventories.

Contingency

Management of MEC acknowledges that it is currently dependent on RepMar and its affiliates
to pay for actual services rendered in order to maintain MEC as a going concern. Should
RepMar and its affiliates choose to discontinue payment for services rendercd, MEC
management may have to consider alternative measures including, among other possibilities,
an increase in electricity and fuel rates to maintain MEC as a going concern.

Risk Management

MEC is exposed to various risks ot loss related to torts; thett of, damage to, and destruction of
assets: errors and omissions, injuries to emplovees: and natural disasters. MEC has elected 1o
purchase commercial insurance from independent third parties for the risks of loss 10 which it
is exposed. Settled claims from these risks have not exceeded commercial insurance coverage
tor the past three vears.



VIARSHALLS FNERGY COMPANY. INC.

Notes to Financial Statements
September 30, 2002 and 2001

(1) Restatement

Eftective October 1. 2001 MEC implemented GASB Statement No. 33, dccounting and
Financial Reporting for Nonexchange Transactions, The provisions of this statement require
capital vrants and contributions to be recognized as non-operating revenue on the Statements
of Farnings (Loss) and Retained Earnings. In prior periods. capital grants and contributions
had been recorded as a direct inerease to contributions in aid in the equity section ot the
Balance Sheet. As a result. contributed capital and retained camings as of October 1. 2000
have been restated from the amounts previously reported as follows:

As Previously As
~ Reported __Restated
At October 1. 2000:
Contributed capital S 873408 S -
Retained camings § _3,748370 S _4.023.844

_14-



MARSHALLS ENERGY COMPANY, INC.

| Schedule of Revenues, Expenses and
Net Famings (Loss) by Source
vear Ended September 30, 2002
(With comparative information for the year ended September 30, 2001)
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See accompanying independent auditors' report.
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