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Organization

NADB is a binational financial institution that is capitalized and governed
equally by the United States and Mexico. Its headquarters are located in San
Antonio, Texas. In addition, it has established a non-regulated, multi-purpose
financial institution in Mexico—known by its acronym as COFIDAN—to
channel its loans to state and local public entities in that country.

It is governed by a ten-member Board of Directors comprised of three
representatives from each federal government, a representative of a border
state from each country, and a representative of the general public who resides
in the border region from each country. The chairmanship alternates between
the U.S. and Mexico each year.

Under the direction of the Board, the business of the Bank is conducted
by the Managing Director and Deputy Managing Director, who oversee
development of its current and long-range objectives, policies and procedures.
They are assisted by a compact staft of 50 employees who carry out the day-to-
day operations of the Bank.

Capitalization

Total capital authorized for NADB is US$3 billion with equal commitments
from the United States and Mexico. Each country has authorized the
subscription of 150,000 shares of the Bank’s capital stock with a par value
of US$10,000 per share: US$225 million in paid-in capital in installments as
agreed by the two countries and US$1.275 billion in callable capital.

Board of Directors in 2008

United States

Secretary of the Treasury*
Henry M. Paulson, Jr.

Secretary of State
Condoleezza Rice

Administrator of the Environmental
Protection Agency
Stephen L. Johnson

U.S. Border State Representative
Lorenzo A. Larranaga

U.S. Border Resident Representative
Jacob M. Monty

Mexico

Secretary of Finance and Public Credit
Agustin Guillermo Carstens Carstens

Secretary of Foreign Relations
Patricia Espinosa Cantellano

Secretary of the Environment and
Natural Resources
Juan Rafael Elvira Quesada

Mexican Border State Representative
Governor José Guadalupe Osuna Millan

Mexican Border Resident Representative
Roberto Zambrano Villarreal

* Board chair, 2008

Fifteen percent of NADB’s authorized capital is in the form of paid-in capital, with the remaining

eighty-five percent being callable capital. Paid-in capital (US$450 million) consists of cash funds
to be contributed to NADB after appropriation by the two governments. Callable capital (US$2.55
billion) is composed of funds which must be provided to NADB by the two governments if required
to meet its own outstanding debt obligations or guaranties on project loans. Callable capital may not
be used to make loans and constitutes, in effect, backing for the Bank’s outstanding indebtedness and
guaranties.

As set forth in its charter at inception, 90% of NADB’s authorized capital is used to finance
environmental infrastructure projects in the border region, and 10% of the capital subscribed by
each country went to finance community adjustment and investment throughout the United States
and Mexico in support of the purposes of the North American Free Trade Agreement (NAFTA) (the
“domestic programs”).

During the course of 2008, the United States and Mexico each made capital contributions
to NADB totaling US$22,985,357. Consequently, as of December 31, 2008, NADB had received
a total of US$422.0 million in paid-in capital with US$2.39 billion in associated callable capital,
which represent 93.8% of its total subscribed capital. Of the paid-in capital, US$377.0 million relates
to NADB’s environmental financing program and US$45.0 million to the domestic programs for
community adjustment and investment.

The paid-in capital for the domestic programs was divided equally between the two countries
with each receiving US$22.5 million for its respective program. The balance of paid-in capital and
related earnings for the Mexican domestic program was subsequently transferred to the Mexican




federal government as of June 1999. In the case of the U.S. domestic program, NADB continues to
hold and administer the balance of its paid-in capital, related earnings and grant appropriations, and,
therefore, its accounts are reported and included with those of NADB’s environmental program.

Financial Operations

NADB’s capital resources include paid-in and callable capital stock, the proceeds of any NADB
borrowings, and funds derived from its loan operations. NADB currently has no outstanding
borrowings in the form of debt on its balance sheet.

NADB has established a Special Reserve and a General Reserve. The General Reserve is funded
in an amount equal to the net income of NADB, after any required deposit to the Special Reserve, plus
transfers from paid-in capital for the U.S. domestic program. As of December 31, 2008, the General
Reserve balance was US$63.210 million, with US$52.119 million relating to NADB’s environmental
program and the remaining balance of US$11.091 million relating to the U.S. domestic program.

The Special Reserve is available to offset losses on any loan or guaranty and to pay expenses
relating to the enforcement of the Bank’s rights under outstanding loans and guaranty agreements.
As of December 31, 2008, the Special Reserve balance was US$5.978 million, with US$5.863 million
relating to NADB’s environmental program and the remaining balance of US$0.115 million relating
to the U.S. Domestic Program.

NADB’s administrative operations are financed with income from lending operations and
earnings on investments from paid-in capital, while its program activities are financed from
designated retained earnings accumulated in past years. Operating income for the environmental
program before program activities for the financial year ended December 31, 2008 was US$13.209
million. Net income for the same period was US$9.488 million after all operating and program
expenses.

Operational Expenditures

The annual operating budget for the environmental program is developed by Bank staft and
reviewed and approved by the Board of Directors. For fiscal year 2008, the Board authorized an
operating budget of US$6.376 million. Actual operating expenditures for the year ended December
31, 2008, including capitalized fixed assets and foreign currency translation adjustments, totaled
US$6.353 million. A breakdown of operational expenses by category is shown in Table 6.

TABLE 6

OPERATIONAL EXPENDITURES FOR THE ENVIRONMENTAL PROGRAM*

(U.S. dollars)

For the Years Ended
12/31/2008 12/31/2007
Expense Category

Personnel $4,218,188 $4,305,563
General and administrative 822,947 688,738
Operational travel 240,264 202,126
Equipment, furniture and leasehold improvements 129,106 113,621
Consultants and contractual services 942,837 964,139
Total $6,353,342 $6,274,187

* These figures are prepared in accordance with budgetary accounting of expenditures.




Program Expenditures

NADB uses a portion of its retained earnings to finance its grant and technical assistance
programs. These funds are designated by the Board as needed and subject to availability. As of
December 31, 2008, retained earnings totaled US$52.119 million for the environmental program,
of which US$22.333 million was designated to specific grant programs. Program disbursements
for studies, training and project implementation for the year ended December 31, 2008, came to
US$3.721 million, as shown in Table 7.

TABLE 7

PROGRAM EXPENDITURES FOR THE ENVIRONMENTAL PROGRAM

(U.S. dollars)

For the Years Ended
12/31/2008 12/31/2007

Program
Institutional Development Cooperation Program $848,267 $1,793,482
Project Development Program 348,103 1,291,733
Utility Management Institute 448,358 389,957
Solid Waste Environmental Program 585,278 1,106,588
Water Conservation Investment Fund 1,491,287 833,054
Total $3,721,293 $5,414,814

Domestic Programs

As outlined in the Charter, 10% of the NADB’s capital is designated for community adjustment
and investment programs in the two countries. Each country has independently developed a domestic
program within this framework to address its specific needs. Unlike the environmental program, the
projects funded under these programs are not limited to communities located within the border
zone and do not require BECC certification.

Mexico

The Mexican domestic program, which is entitled Programa Complementario de Apoyo a
Comunidades y Empresas (Mexican CAIP), is designed to support basic infrastructure development
throughout Mexico, as well as to help communities and businesses benefit from NAFTA. In June
1996, the Mexican federal government, through the Ministry of Finance and Public Credits (SHCP),
entered into a mandate agreement with the Mexican federal development bank, Banco Nacional
de Obras y Servicios Publicos, S.N.C. (Banobras) to operate the program and administer its funds.
Consequently, NADB does not track or report on Mexican CAIP activities. To learn more about the
Mexican CAIP program, contact the state office of Banobras in your area.

United States

The US. domestic program, which is entitted Community Adjustment and Investment
Program (USCAIP), is designed to assist communities and the private sector in creating new jobs
and preserving existing jobs in areas adjusting to changes in their economies as a result of NAFTA.
USCAIP operates under the direction of a Finance Committee that is comprised of representatives




The Coffee Place

of the U.S. Departments of the Treasury, Agriculture (USDA), and Housing and Urban Development
(HUD), and the U.S. Small Business Administration (SBA), along with other agencies selected by the
Department of the Treasury, which serves as Finance Committee chair.

NADB invests and disburses USCAIP funds under the direction of the Finance Committee,
which is responsible for endorsing all financing decisions under USCAIP. In addition to making
direct loans from its capital, the U.S. government expanded the program in October 1998 to include
grants funded with Congressional appropriations totaling US$13.4 million, all of which were fully
allocated to projects in 1999 and 2000.

During 2008, the USCAIP Finance Committee
determined that there were sufficient grant funds
from the remittance and recapture of the unused
proceeds from previous grantawards to provide some
additional financing in the form of continuation
grants. Continuation grants may be awarded to
past grantees that have successfully completed a
project with grant funding and have demonstrated
the capacity to create or preserve additional private
sector jobs in designated eligible areas.

Six grants totaling US$1.06 million were
awarded under the USCAIP Continuation Grant
Program in 2008. A summary of these grant awards
is provided in Table 8. As a result of this activity,
all CAIP appropriated grant funds have been fully
allocated. Since its inception, more than US$7
million in loans and US$13.4 million in grants have been authorized under USCAIP and disbursed
by NADB to 50 projects in over 40 communities in 19 states.

USCAIP also supports qualifying loans and loan guarantees provided by the SBA and USDA for
businesses in USCAIP-eligible communities. Through these agency programs, USCAIP has helped
support more than US$500 million in loan transactions, which are contributing to the creation or
preservation of more than 15,000 jobs.

Expenditures directly related to the operation of the Los Angeles and San Antonio offices of the
U.S. domestic program are paid out of its capital funds. Actual expenditures for the fiscal years ended
December 31, 2008 and 2007 totaled US$509,704 and US$495,471, respectively.




TABLE 8

2008 GRANT AWARDS UNDER THE USCAIP CONTINUATION GRANT PROGRAM

Grant Recipient

Amount

Projected Job Creation
or Preservation

$200,000 43 full-time, private-

Eastern New Mexico University at Roswell
Roswell, New Mexico

To acquire specified equipment for a local company in the DEA
of Chaves County and provide pre-employment training, unpaid
internships, and paid apprenticeships for dislocated workers to
become employed with the company.

sector jobs created and 46
jobs retained

Linn County Business Development Center
Lebanon, Oregon

To support its business development program, which provides
loans and technical assistance to existing businesses seeking to
expand or start-up businesses located in the DEA of Linn County,

$60,000

39 full-time, private-
sector jobs created

NC Real Enterprises
Waynesville, North Carolina

To assist dislocated workers in the DEA of Rutherford County
make the transition from factory and other related jobs in
decline, to entrepreneurial careers in the small business economy
by providing entrepreneurship education courses, one-on-one
technical assistance and access to additional resources. The Coffee
Place (photo) is one on the program’s success stories.

$200,002

60 full-time, private-
sector jobs created

Northern Economic Initiatives Corporation
Marquette, Michigan

To expand a special-purpose revolving loan fund (RLF) for
financing higher risk business development in the DEA of
Ontonogan, Gogebic and Iosco Counties.

$200,000

10 full-time, private-
sector jobs created and 20
jobs retained

University of Texas Pan American
Edinburg, Texas

To provide training and technical assistance to dislocated workers,
manufacturing entities, agricultural industry businesses, and
small businesses in the DEA of 37 counties along the U.S.-Mexico
border, through tailored counseling for access to capital and other
resources for small businesses, as well as through one-on-one
entrepreneurship counseling in various locations.

$200,000

200 full-time, private-
sector jobs created and
200 jobs retained

Valley Initiative for Development and Advancement (VIDA)
Weslaco, Texas

For assistance in the implementation of its Community-Based
Workforce Development Project, a three-tiered job training,
education, and job placement program for dislocated, low-to-
moderate income workers in the DEA of Cameron, Hidalgo,
Willacy, and Starr Counties.

$200,000

77 full-time, private-
sector jobs created

* DEA = Designated Eligible Area(s)

For more information on USCAIP projects and funding, visit www.nadbank-caip.org.
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Ell ERNST & YOUNG

Quality In Everything We Do

The Board of Directors
North American Development Bank

We have audited the accompanying consolidated balance sheets of North American
Development Bank (the Bank) as of December 31, 2008 and 2007, and the related
consolidated statements of income, changes in equity, and cash flows for the years then
ended. 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 audits.

We conducted our audits in accordance with auditing standards generally accepted
in 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. We were not engaged to perform an audit of the Bank’s internal control over
financial reporting. Our audits included 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, and evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the consolidated financial position of North American Development Bank at
December 31, 2008 and 2007, and the consolidated results of its operations and its cash flows
for the year then ended in conformity with U.S. generally accepted accounting principles.

Our audits were conducted for the purpose of forming an opinion on the financial statements
taken as a whole. The supplemental information is presented for purposes of additional
analysis and is not a required part of the financial statements. Such information has been
subjected to the auditing procedures applied in our audits of the financial statements and,
in our opinion, is fairly stated in all material respects in relation to the financial statements
taken as whole.

ERNST & YOUNG LLP

San Antonio, Texas
March 31, 2009
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December 31

2008 2007
Assets
Cash and cash equivalents:
Held at other financial institutions in demand deposit accounts $ 60,057 $ 87,546
Held at other financial institutions in interest bearing accounts 55,614,248 50,230,902
Repurchase agreements 13,300,000 5,000,000

68,974,305 55,318,448

Held-to-maturity investment securities, at amortized cost 3,129,660 3,396,022
Available-for-sale investment securities, at fair value 192,603,451 185,732,610

Loans outstanding, net of allowance for loan losses of $4,104,161
at December 31, 2008 and 2007, and net of effect of foreign
currency exchange rate adjustments of $33,132,496 and

($1,427,737) at December 31, 2008 and 2007 153,031,533 149,118,103
Interest receivable 2,719,379 2,932,951
Grant receivable 352,928 331,486
Furniture, equipment, and leasehold improvements, net 188,089 164,349
Other assets 56,509,353 1,543,793

Total assets

Liabilities, minority interest, and equity
Liabilities:

Accounts payable

Accrued liabilities

Undisbursed grant funds
Total liabilities

Minority interest

Equity:
Total paid-in capital
Scheduled
Net funded paid-in capital
General reserve:
Allocated paid-in capital
Retained earnings:
Designated
Undesignated
Special reserve
Accumulated other comprehensive income
Total equity

Total liabilities, minority interest, and equity

See accompanying notes.

$ 477,508,698

$ 398,537,762

328,607 $ 704,906
586,002 635,982
677,253 861,613
1,591,862 2,202,501
5,996 5,830
405,000,000 405,000,000
(27,996,786)  (73,967,500)
377,003,214 331,032,500
10,935,510 10,935,510
22,488,849 25,628,092
29,786,101 18,653,569
5,978,361 4,603,188
29,718,805 5,476,572
475,910,840 396,329,431

$ 477,508,698 $ 398,537,762




Consolidated Statements of[mme

Years Ended December 31
2008 2007
Income:
Interest:
Investment income $ 10,051,592 $ 11,692,619
Loan income 8,527,538 5,431,910
Gain on sales of available-for-sale investment securities 611,783 435,726
Fee income 25,182 42,004
Other 798,146 -
Total revenues 20,014,241 17,602,259
Operating expenses:
Personnel 4,218,188 4,305,563
Consultants 997,837 964,139
General and administrative 883,862 860,004
Operational travel 240,264 202,126
Depreciation and amortization 50,796 83,131
Provision for loan losses - 444,707
Relocation 23,802 72,623
Other - 235,090
U.S. Domestic Program 509,571 495,471
Total operating expenses 6,924,320 7,662,854
Income before program activities 13,089,921 9,939,405
Program activities:
U.ii.clzrrlgeironmental Protection Agency (EPA) grant 1,763,730 2.503.776
EPA grant administration expense (1,763,730) (2,503,776)
Technical assistance and training program expense (1,644,728) (3,475,172)
Solid Waste Environmental Program expense (585,278) (1,106,588)
Water Conservation Investment Fund expense (1,491,287) (833,054)
Net program expenses (3,721,293) (5,414,814)
Income before minority interest 9,368,628 4,524,591
Minority interest 166 205
Net income $ 9,368,462 $ 4,524,386

See accompanying notes.
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Consolidated Statements gf Cash Elows

Years Ended December 31
2008 2007
Cash flows from operating activities
Net income $ 9,368,462 $ 4,524,386
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation and amortization 50,796 83,131
Amortization of net premium (discount) on investments (44,273) (91,071)
Other noncash items (875,258) 1,556,408
Minority interest 166 205
Gain on sales of available-for-sale investment securities (611,783) (435,726)
Provision for loan losses - 444,707
Change in other assets and liabilities:
(Increase) decrease in interest receivable 213,573 (92,691)
(Increase) decrease in receivable and other assets 86,288 (2,486,683)
Increase (decrease) in accounts payable (376,299) 158,635
Increase (decrease) in accrued liabilities (49,980) 93,703
Net cash provided by operating activities 7,761,692 3,755,004
Cash flows from lending, investing, and development activities
Capital expenditures (74,536) (45,757)
Loan principal repayments 10,781,961 8,154,422
Loan disbursements (49,255,624)  (75,031,697)
Purchase of investments (54,971,662)  (90,536,834)
Proceeds from sales and maturities of investments 53,627,672 144,828,298
Net cash used in lending, investing, and development activities (39,892,189)  (12,631,568)

Cash flows from financing activities

Capital contributions 45,970,714 27,282,500
Transfer to U.S. Treasury — U.S. Domestic Program - (2,501,435)
Grant funds from the Environmental Protection Agency (EPA) 91,044,686 75,109,803
Grant disbursements — EPA (91,045,368)  (75,108,705)
Grant activity — U.S. Domestic Program (183,678) 1,972
Net cash provided by financing activities 45,786,354 24,784,135
Net increase in cash and cash equivalents 13,655,857 15,907,571
Cash and cash equivalents at January 1, 2008 and 2007 55,318,448 39,410,877
Cash and cash equivalents at December 31, 2008 and 2007 $ 68,974,305 $ 55,318,448

See accompanying notes.
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Notes to Consolidated Ernancial Statements
December 31, 2008 and 2007

1. Organization and Purpose

The North American Development Bank (the Bank) was established by an agreement between
the governments of the United States of America (the United States or U.S.) and the United
Mexican States (Mexico) that was signed by their respective Presidents on November 16 and
18, 1993 (the Charter). The Bank was created to finance environmental infrastructure projects
in the U.S.-Mexico border region (the International Program) and community adjustment and
investment projects throughout the U.S. and Mexico in support of the purposes of the North
American Free Trade Agreement (NAFTA) (the Domestic Programs). On March 16, 1994, the
President of the United States issued an Executive Order designating the Bank an International
Organization under the International Organization Immunities Act.

The Bank began its operations on November 10, 1994, with the initial capital subscriptions by
the United States and Mexico. The Bank is governed by a Board of Directors appointed by the
two countries. The Bank’s operations are subject to certain limitations outlined in the Charter,
as amended on August 6, 2004. The amended charter includes expanding the geographic
jurisdiction of the International Program from 100 to 300 kilometers in Mexico, as well as
allowing the Bank to provide a limited amount of grants from its paid-in capital.

Under its International Program, the Bank provides loan and grant financing and technical
assistance for environmental infrastructure projects certified by the Border Environment
Cooperation Commission (BECC), as appropriate, and administers grant funding provided
by other entities. Under the Domestic Programs, the Bank contributed funds from its equity
to establish the program of each country and continues to administer the funds of the U.S.
Domestic Program (see Note 7).

On June 2, 1998, the Bank’s Board of Directors adopted a resolution authorizing the Bank to
establish a Sociedad Financiera de Objeto Limitado (SOFOL) for the purpose of facilitating Bank
lending to the Mexican public sector. In January 1999, the Corporacién Financiera de América
del Norte, S.A. de C.V. SOFOL (COFIDAN) began operations in Mexico City, and in October
2006, COFIDAN was converted from a SOFOL to a non-regulated, multipurpose financial
institution (SOFOM, E.N.R.), and its name was modified to Corporacion Financiera de América
del Norte, S.A. de C.V. SOFOM E.N.R. As of December 31, 2008, COFIDAN is 99.88% owned
by the Bank and .12% owned by the Mexican government. The accounts of COFIDAN are
consolidated with the Bank. All material intercompany accounts and transactions are eliminated
in the consolidation. The minority interest reflected in the balance sheet and income statement
represents the ownership of the Mexican government through the Ministry of Finance and
Public Credit (SHCP).

The Bank is located in San Antonio, Texas. An additional office has been established in Los
Angeles, California, to assist the United States in administering the U.S. Domestic Program.

2. Summary of Significant Accounting Policies

Basis of Presentation and Use of Estimates in Financial Statements

The financial statements have been prepared in conformity with accounting principles generally
accepted in the United States of America (GAAP). The financial statements are presented in
a manner consistent with that of an international organization. The preparation of financial
statements in conformity with GAAP requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities at the date of the financial statements and
the reported amounts of revenues and expenses during the reporting period. These estimates
include investments, allowance for loan loss and other assets. Actual results could differ from
those estimates.




Notes to Consolidated Ecnancial Statements
December 31, 2008 and 2007

2. Summary of Significant Accounting Policies (continued)

Principles of Consolidation
The consolidated financial statements include the accounts of the Bank and its subsidiary
(COFIDAN). All significant intercompany accounts and transactions have been eliminated.

Cash and Cash Equivalents
For purposes of the statement of cash flows, all highly liquid investments with an original
maturity of three months or less are considered to be cash equivalents.

Repurchase Agreements

The Bank has entered into agreements with two major financial institutions to purchase various
U.S. government and federally sponsored agency securities under an agreement to resell. The
purchase and resale of these securities occur daily and the obligation to repurchase is backed by
the assets of the related financial institutions. The underlying securities related to the repurchase
transaction are held in the possession of the respective financial institutions.

Investment Securities
The Bank’s investments are classified into the following categories:

Held-to-maturity - This category is composed of those debt securities for which the
Bank has the positive intent and ability to hold to maturity. These securities are carried at
amortized cost.

Trading - This category is composed of debt and equity securities that are bought and held
for resale in the near term. These securities are carried at fair value, and changes in market
value are recognized in the income statement.

Available-for-sale - This category is composed of debt and equity securities that are not
classified as either trading or held-to-maturity securities. These securities are carried at
fair value, with unrealized holding gains and losses excluded from earnings and reported
as a net amount in a separate component of comprehensive income or loss until realized.

The accretion of discounts and the amortization of premiums are computed using the interest
method. Realized gains and losses are determined using the specific identification method.
Investments in a loss position are reviewed in order to determine whether the unrealized loss,
which is considered an impairment, is temporary or other-than-temporary. In the event of
other-than-temporary impairment, the cost basis of the investment would be written down to
its fair value, and the loss would be included in current earnings.

Taxation

As an international organization, the Bank is exempt from all federal, state, and local taxation
to the extent implemented by law under the U.S. International Organizational Immunities Act
of 1945.

Furniture, Equipment, and Leasehold Improvements
Furniture and equipment are recorded at cost and depreciated over their estimated useful lives
using the straight-line method. The estimated useful life is three years for computers and five
years for furniture and equipment. Leasehold improvements are recorded at cost and amortized
over five years, or the life of the lease, whichever is less.

General Reserve
The Board of Directors of the Bank defines the general reserve as retained earnings plus allocated
paid-in capital for the Domestic Programs as described in Note 7.
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2. Summary of Significant Accounting Policies (continued)

Special Reserve

The Board of Directors defines the special reserve in the equity section to be 3% of the balance of
disbursed loans, 1% of the undisbursed loan commitments, and 3% of the balance of guaranties,
if any. The special reserve is established by transfers-in from retained earnings. Amounts in the
special reserve are to be used to pay costs associated with the enforcement of the BanK’s rights
under its loan and guaranty agreements, and to offset losses on any loan or guaranty.

Loans and Allowance for Loan Losses
Loans are reported at the principal amount net of allowance for loan losses. Interest income on
loans and commitment fees are recognized in the period earned.

Loans that are past due 90 days or more as to principal or interest, or where reasonable doubts
exist as to timely collection, including loans that are individually identified as being impaired, are
generally classified as nonperforming loans unless well secured and in process of collection.

Loans are generally placed in nonaccrual status when principal or interest is delinquent for 180
days (unless adequately secured and in the process of collection) or circumstances indicate that
full collection of principal and interest is in doubt. When a loan is placed in nonaccrual status,
accrued interest deemed uncollectable is either reversed (if current year interest) or charged
against the allowance for loan losses (if prior year interest).

Payments received on nonaccrual loans are generally applied to the recorded investment in
the loan asset. If collection of the recorded investment in the loan is fully expected and the
loan does not have a remaining unrecovered prior charge-oft associated with it, payments
are recognized as interest income. Nonaccrual loans may be returned to accrual status when
contractual principal and interest are current, prior charge-offs have been recovered, the ability
of the borrower to fulfill the contractual repayment terms is fully expected, and the loan is
not classified as “doubtful” or “loss” If previously unrecognized interest income exists upon
reinstatement of a nonaccrual loan to accrual status, interest income will only be recognized
upon receipt of cash payments applied to the loan.

In cases where a borrower experiences financial difficulties and the Bank makes certain monetary
concessions to the borrower through modifications to the contractual terms of the loan, the loan
is classified as a restructured loan. If the borrower’ ability to meet the revised payment schedule
is uncertain, the loan is classified as a nonaccrual loan.

The allowance for loan losses is a valuation account used to reasonably estimate loan losses
incurred as of the financial statement date. Determining the appropriate allowance for loan
losses involves significant judgment about when a loss has been incurred and the amount of
that loss. The determination of the allowance for loan losses is based on management’s current
judgments about the credit quality of its loan portfolio. A specific allowance may be established
for impaired loans under Statement of Financial Accounting Standard (FAS) No. 114, Accounting
by Creditors for Impairment of a Loan, an amendment of FAS Nos. 5 and 15. Impairment of these
loans is measured based on the present value of expected future cash flows discounted at the
loan’s effective interest rate or fair value of the collateral if the loan is collateral dependent.

The allowance for loan losses is maintained at a level considered adequate by management
to provide for probable and estimable losses inherent in the loan portfolio. The allowance is
increased through provisions for loan losses and is decreased through reversals of provision for
loan losses and loan charge-offs.




December 31, 2008 and 2007

2. Summary of Significant Accounting Policies (continued)

Program Activities

Program income represents reimbursed administrative expenses associated with the
disbursement of grant funds. Such amounts are earned and recognized as program income in
the accompanying statement of income as the associated expenses are incurred.

Program expenses include grants made by the Bank and administrative costs associated with
grant activities. Grants are recognized at the date the Bank becomes obligated under the terms
of the grant agreements and associated costs are recognized as incurred. The U.S. Environmental
Protection Agency (EPA) and U.S. Domestic Program grant receipts and disbursements reflected
in the statement of cash flows are not reflected in the accompanying statement of income, as
these grants are approved and funded by the respective entities noted above. The Bank’s role is
to administer these funds.

Foreign Currency

COFIDAN is located in Mexico and operates primarily using the local functional currency.
Accordingly, all assets and liabilities of COFIDAN are translated using the exchange rate in
effect at the end of the period, and revenues and costs are translated using average exchange
rates for the period. The resulting cumulative translation adjustment is included in accumulated
other comprehensive income (loss).

The Bank’s lending activities include making loans that are denominated in Mexican pesos.
For such loans, the Bank enters into cross-currency interest rate swaps (swaps) which mitigate
its exposure to fluctuations in foreign currency exchange rates and interest rates. The swap
counterparty is Fondo de Apoyo a Estados y Municipios (FOAEM), a fund owned by the
government of Mexico and administered by the federally run development bank, Banco Nacional
de Obras y Servicios Publicos, S.N.C (Banobras). The foreign currency translation adjustment on
loans denominated in Mexican pesos for the years ended December 31, 2008 and 2007, was a
decrease of $33,132,496 and an increase of $1,427,737, respectively, which economically was
offset by cross-currency interest rate swaps.

In accordance with FAS 133, Accounting for Derivative Instruments and Hedging Activities,
all swaps are recognized in the accompanying balance sheet at their fair value and have been
designated as cash flow hedges of the Bank’s lending activities. Changes in the fair value of the
swaps are reported in other comprehensive income, and are reclassified to earnings at the time
of the hedged loan repayment. At December 31, 2008 and 2007, the fair value of the swaps was
reported as other assets of $55,539,274 and $465,511, respectively, in the accompanying balance
sheet.

The Bank discontinues hedge accounting prospectively if it determines that the derivative is no
longer highly effective in offsetting changes in the fair value or cash flows of the hedged item
or if it is no longer probable that the hedged loan repayment will occur. If hedge accounting is
discontinued because the hedge ceases to be effective, the Bank will continue to record the swap
at fair value with changes in value reflected in earnings. If it is probable that the hedged loan
repayments will not occur, gains and losses accumulated in other comprehensive income (loss)
are recognized immediately in earnings.

Fair Value

Effective January 1, 2008, the Bank adopted FAS 157, Fair Value Measurements, and FAS 159,
The Fair Value Option for Financial Assets and Financial Liabilities, Including an Amendment of
FASB Statement No. 115. Under FAS 157, fair value is defined as the exchange price that would
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Notes to Consolidated Etnancial Statements
December 31, 2008 and 2007

2. Summary of Significant Accounting Policies (continued)

be received for an asset or paid to transfer a liability (an exit price) in the principal or most
advantageous market for the asset or liability in an orderly transaction between market
participants on the measurement date. FAS 159 allows an entity the irrevocable option to elect
fair value for the initial and subsequent measurement for certain financial assets and liabilities
on a contract-by-contract basis. The adoption of FAS 157 and FAS 159 did not have a material
impact to the 2008 Bank consolidated financial statements.

The Bank carries cross-currency interest rate swaps and available-for-sale debt securities at
fair value. Effective January 1, 2008, the Bank determines the fair market values of its financial
instruments based on the fair value hierarchy established in FAS 157, which when measuring
fair value requires an entity to maximize the use of observable inputs based on market data
obtained from sources independent of the reporting entity and minimize the use of unobservable
inputs based on the reporting entity’s own assumptions about market participant assumptions
developed on the best information available in the circumstances. The standard describes three
levels of inputs that may be used to measure fair value as follows:

Level 1 - Quoted prices in active markets for identical assets or liabilities that the reporting
entity has the ability to access at the measurement date. This category generally includes
U.S. government securities.

Level 2 - Observable inputs other than Level 1 prices, such as quoted prices for similar
assets or liabilities, quoted prices in markets that are not active, or other inputs that
are observable or can be corroborated by observable market data for substantially the
full term of the assets or liabilities. This category generally includes agency securities,
corporate debt securities, other fixed income securities, United Mexican States (UMS)
securities, and mortgaged-backed debt securities, which are classified as available-for-
sale investments.

Level 3 - Unobservable inputs that are supported by little or no market activity and that are
significant to the fair value of the assets or liabilities. Level 3 assets and liabilities include
financial instruments whose value is determined using pricing models, discounted
cash flow methodologies, or similar techniques, as well as instruments for which the
determination of fair value requires significant management judgment or estimation.
This category includes cross-currency interest rate swaps where independent pricing
information is not available for a significant portion of the underlying assets.

More information on the fair value of the Bank’s financials instruments is provided in Note 11.
Other Comprehensive Income

The components of comprehensive income have been reported in the accompanying statement
of changes in equity for all periods presented and in Note 6.

Reclassifications
Certain amounts in the prior year’s consolidated financial statements have been reclassified to
conform to the current year consolidated financial statement presentation.
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3. Investments

All investments held by the Bank are classified as either held-to-maturity or available-for-sale
securities. The following schedule summarizes investments as of December 31, 2008 and 2007.

Gross Unrealized

Amortized Fair
Cost Gains Losses Value
December 31, 2008
Held-to-maturity:
U.S. government and agency
securities $ 3,129,660 $ 82,612 $ - $ 3,212,272
Total held-to-maturity investment
securities 3,129,660 82,612 - 3,212,272
Available-for-sale:
U.S. government and agency
securities 84,710,196 6,818,542 - 91,528,738
Corporate debt securities 48,756,253 681,374 (991,576) 48,446,051
Other fixed income securities 14,782,575 72,714 (147,440) 14,707,849
UMS securities 14,037,369 1,370,131 - 15,407,500
Mortgage-backed securities 21,943,671 576,557 (6,915) 22,513,313
Total available-for-sale investment
securities 184,230,064 9,519,318 (1,145,931) 192,603,451
Total investment securities $ 187,359,724 $ 9,601,930 $ (1,145,931) $ 195,815,723
December 31, 2007
Held-to-maturity:
U.S. government and agency
securities $ 3,396,022 $ 47,629 $ - $ 3,443,651
Total held-to-maturity investment
securities 3,396,022 47,629 - 3,443,651
Available-for-sale:
U.S. government and agency
securities 104,643,417 3,147,635 (12,180) 107,778,872
Corporate debt securities 40,291,824 501,075 (120,263) 40,672,636
Other fixed income securities 16,521,870 167,358 (5,270) 16,683,958
Mortgage-backed securities 20,506,545 203,353 (112,754) 20,597,144
Total available-for-sale investment
securities 181,963,656 4,019,421 (250,467) 185,732,610

Total investment securities $ 185,359,678 $ 4,067,050 $ (250,467) $ 189,176,261
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3. Investments (continued)
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The following schedule summarizes unrealized losses and fair value of investments aggregated
by category and length of individual securities that have been in a continuous unrealized loss

position, as of December 31, 2008.

Less Than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses

U.S. government and

agency securities $ - $ -$ -$ - $ =
Corporate debt

securities 25,114,688 973,830 675,227 17,746 25,789,915 991,576
Other fixed income

securities 5,657,878 147,440 - 5,657,878 147,440
UMS securities - - - - -
Mortgaged-backed

securities 1,372,522 6,915 - 1,372,522 6,915

Total temporarily
impaired securities

$32,145,088 $ 1,128,185 $ 675227 $

17,746 $32,820,315 $ 1,145,931

None of the declines identified above are considered to be other-than-temporary since the Bank
has the ability and general intent to hold these investments until a recovery of fair value or

maturity.

Contractual maturities of U.S. government and agency securities, corporate debt securities, and

other fixed income debt securities as of December 31, 2008, are as follows:

Held-To-Maturity Securities Available-For-Sale Securities

Fair Value =~ Amortized Cost Fair Value Amortized Cost

Less than 1 year $ 447,546  $ 436,036 $ 29,552,010 $ 29,380,601

1-5 years 2,764,726 2,693,624 98,722,886 93,277,211

5-10 years - - 41,815,242 39,628,580

Over 10 years - - - -
Mortgage-backed

securities - - 22,513,313 21,943,672

$ 3212272 $ 3,129,660 $192,603,451 $ 184,230,064

Actual maturities may differ from contractual maturities because borrowers may have the right
to call or prepay obligations with or without call or prepayment penalties.
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3. Investments (continued)

The following summarizes sale, call, and maturity activity of investment securities for the years
ended December 31, 2008 and 2007.

Years Ended December 31
2008 2007

Held-to-maturity investment securities:

Proceeds from maturities $ 1,427,000 $ 2,920,731
Available-for-sale investment securities:

Proceeds from sales 52,200,672 141,907,567

Gross realized gains 611,783 848,812

Gross realized losses - 413,086

The following table sets forth the unrealized gains (losses) on securities available-for-sale and
the reclassification adjustments required for the years ended December 31, 2008 and 2007.

Years Ended December 31
2008 2007

Unrealized holding gains (losses) on investment securities

available-for-sale, beginning of year $ 3,768,954 $ (2,224,302)
Unrealized holding gains on investment securities

available-for-sale, arising during the year 5,216,217 6,428,982
Reclassification adjustments for gains on investment

securities available-for-sale included in net income (611,783) (435,726)
Unrealized holding gains on investment securities

available-for-sale, end of year $ 8,373,388 $ 3,768,954

4. Loans

The following schedule summarizes loans outstanding as of December 31, 2008 and 2007:

Loan Allowances for Net Loan
Balance Loan Loss Balance

December 31, 2008
International Program $ 153,280,891 $ (4,016,671) $ 149,264,220
U.S. Domestic Program 3,854,803 (87,490) 3,767,313

$ 157,135,694 $ (4,104,161) $ 153,031,533
December 31, 2007
International Program $ 148,693,298 $  (4,016,671) $ 144,676,627
U.S. Domestic Program 4,528,966 (87,490) 4,441,476

$ 153,222,264 $  (4,104,161) $ 149,118,103
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Notes to Consolidated Etnancial Statements
December 31, 2008 and 2007

4. Loans (continued)

At December 31, 2008, the Bank has outstanding loan commitments on signed loan agreements
totaling $27,031,491 and $-0-, for the International Program and U.S. Domestic Program,
respectively. The Board has also approved an additional $89,996,447 in loans for the International
Program for which loan agreements are in development.

Consistent with its development nature, the Bank under certain circumstances offers below-
market-rate loans. As of December 31, 2008 and 2007, the Bank had below-market-rate loans
outstanding for the International Program of $70,738,483 and $63,158,684, respectively, and for
the U.S. Domestic Program of $2,175,908 and $2,195,567, respectively.

At December 31, 2008 and 2007, the International Program had one nonaccrual loan with
an outstanding balance of $6,516,672. The average impaired loan balance for the years ended
December 31, 2008 and 2007, totaled $6,516,672. No interest income was recognized on this
impaired loan for the years ended December 31, 2008 and 2007. During November 2007, the
U.S. Domestic Program foreclosed on the collateral of one loan in the amount of $836,870. At
December 31, 2008, the foreclosed property was reported as other assets of $836,870 in the
accompanying balance sheet.

The following schedule summarizes the allowance for loan losses as of December 31, 2008 and
2007.

December 31
2008 2007
Beginning balance $ 4,104,161 $ 3,659,454
Provision for loan losses - 444,707
Loan charge-offs (recoveries) - -
Ending balance $ 4,104,161 § 4,104,161

5. Furniture, Equipment, and Leasehold Improvements

Furniture, equipment, and leasehold improvement balances consist of:

December 31
2008 2007
Furniture and equipment $ 571,195 § 571,041
Computers 823,739 749,357
Leasehold improvements 413,022 413,022
1,807,956 1,733,420
Less — accumulated depreciation and amortization (1,619,867) (1,569,071)

$ 188,089 $ 164,349
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6. Equity

Subscribed Capital

At December 31, 2008 and 2007, the Bank had authorized and subscribed 300,000 shares of
capital stock with a par value of $10,000 per share. As defined in the Charter, capital includes
unqualified and qualified subscribed shares. Unqualified subscribed shares have either been
funded or authorized for purchase by the subscribing country. Capital is further classified as
callable or paid-in as follows.

Mexico United States Total
Shares Dollars Shares Dollars Shares Dollars

December 31, 2008
Subscribed capital 150,000 $ 1,500,000,000 150,000 $1,500,000,000 300,000 $ 3,000,000,000
Less — callable

subscribed capital (127,500) (1,275,000,000) (127,500) (1,275,000,000) (255,000) (2,550,000,000)
Paid-in capital 22,500 225,000,000 22,500 225,000,000 45,000 450,000,000
Less — transfer to

general reserve for

Domestic Programs = (22,500,000) - (22,500,000) = (45,000,000)
Paid-in capital

(net of transfers) 22,500 202,500,000 22,500 202,500,000 45,000 405,000,000
Less scheduled (1,399.8393) (13,998,393) (1,399.8393) (13,998,393) (2,799.6786) (27,996,786)
Total funded paid-in

capital 21,100.1607 $ 188,501,607 21,100.1607 $ 188,501,607 42,200.3214 $ 377,003,214
December 31, 2007
Subscribed capital 150,000 $ 1,500,000,000 150,000 $ 1,500,000,000 300,000 $ 3,000,000,000
Less — callable

subscribed capital (127,500) (1,275,000,000) (127,500) (1,275,000,000) (255,000) (2,550,000,000)
Paid-in capital 22,500 225,000,000 22,500 225,000,000 45,000 450,000,000
Less - transfer to

general reserve for

Domestic Programs - (22,500,000) - (22,500,000) - (45,000,000)
Paid-in capital

(net of transfers) 22,500 202,500,000 22,500 202,500,000 45,000 405,000,000
Less scheduled (3,698.375) (36,983,750)  (3,698.375) (36,983,750) (7,396.75) (73,967,500)
Total funded paid-in

capital 18,801.625 $ 165,516,250 18,801.625 $ 165,516,250 37,603.25 $ 331,032,500

The callable portion of the subscription for capital shares of the Bank will be subject to call only
when required to meet obligations as outlined in Article II, Section 3(d) of Chapter II of the
Charter.

On May 24, 2001, the Board of Directors of the Bank concluded that the timing and amounts
of the capital contributions in the amount of $101,250,000 would be conditional upon the
future capital needs of the Bank. For the year ended December 31, 2008, Mexico and the
United States, each made contributions of unqualified paid-in capital totaling $22,985,357, or
2,298.5357 shares. For the year ended December 31, 2007, Mexico and the United States, each
made a contribution of unqualified paid-in capital of $13,641,250, or 1,364.125 shares. As of
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6. Equity (continued)

December 31, 2008 and 2007, the remaining scheduled contributions totaled $27,996,786 and
$73,967,500, respectively.

On June 21, 2006, the Board of Directors authorized the development of a program to use up to
$50 million of the Bank’s paid-in capital for stand-alone grants and for grants that subsidize the
interest rates on loans. The Board will approve all proposals for use of the Bank’s paid-in capital
for individual projects under this program. The guidelines for the program are currently under
development. Therefore, net funded paid-in capital is further classified as:

December 31
2008 2007
Designated for grant program $ 50,000,000 $ 50,000,000
Undesignated 327,003,214 281,032,500
Total net funded paid-in capital $ 377,003,214 $ 331,032,500

Retained Earnings
Retained earnings are further classified as designated by program and undesignated as follows:

December 31
2008 2007
Designated retained earnings
International Program:
Water Conservation Investment Fund (WCIF):
United States $ 7,519,540 $ 9,010,827
Mexico 9,593 9,593
Total WCIF 7,529,133 9,020,420
Water Conservation Technical Assistance (WCTA) 2,321 422,321
Technical Assistance Programs:
Institutional Development Cooperation Program (IDP) 1,513,696 1,708,987
Project Development Program (PDP) 4,427,965 4,776,068
Total Technical Assistance Programs 5,941,661 6,485,055
Solid Waste Environmental Program (SWEP) 8,860,179 9,445,457
Total International Program 22,333,294 25,373,253
U.S. Domestic Program 155,555 254,839
Total designated retained earnings 22,488,849 25,628,092
Undesignated retained earnings
International Program 29,786,101 18,653,569
Total undesignated retained earnings 29,786,101 18,653,569
Total retained earnings $ 52,274,950 $ 44,281,661

Additional information regarding each program listed above is provided in Note 8.
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6. Equity (continued)

Accumulated Other Comprehensive Income
Accumulated other comprehensive income as of December 31, 2008 and 2007, is comprised of:

December 31
2008 2007
Unrealized gain on available-for-sale
investments securities $ 8,373,387 $ 3,768,954
Foreign currency translation adjustment 86,247 107,612
Unrealized gain on hedging activities 21,259,171 1,600,006
Total comprehensive income $ 29,718,805 $ 5,476,572

7. Domestic Programs

As specified in the Charter, 10% of each country’s paid-in capital is to be set aside to finance
community adjustment and investment programs in support of the purposes of NAFTA. In
accordance with the Charter, the Board of Directors approved transfers in the prior years of
$45,000,000, equal to 10% of paid-in capital of $450,000,000, to the general reserve to support
these programs. To further clarify operations related to these programs, the Bank entered into a
Memorandum of Understanding (MOU) with each country. In accordance with the MOU?s, the
U.S. and Mexican programs are administered independently.

Mexico

The MOU with Mexico indicates that 10% of paid-in capital from Mexico and the related
earnings be set aside for the community adjustment and investment program endorsed by
Mexico. The Mexican federal government instituted its domestic program, entitled Programa
Complementario de Apoyo a Comunidades y Empresas (Mexican Domestic Program), through
the offices of the SHCP. In June 1996, the SHCP entered into a mandate agreement with the
federally run development bank, Banobras, to receive and administer the Bank’s funds allocated
for this program. The Mexican Domestic Program funds were fully transferred to Mexico as
of June 1999. Accordingly, the activities of the Mexican Domestic Program are not reflected as
operations of the Bank since they are administered and accounted for by Banobras.

United States

The MOU with the U.S. government specifies that 10% of the paid-in capital from the United
States and the related earnings be set aside for the U.S. Community Adjustment and Investment
Program (U.S. Domestic Program). Additionally, the MOU specified that the Los Angeles
office of the Bank be formed to administer the U.S. Domestic Program. The Bank provides
financing endorsed by the Finance Committee appointed by the U.S. government for that
purpose. Upon written endorsement from the U.S. government, U.S. Domestic Program funds
can be transferred to the U.S. government. During the years ended December 31, 2008 and
2007, $-0- and $2,501,435, respectively, were transferred to the U.S. Treasury for U.S. Domestic
Program activities. As a return of capital to the U.S. government, such payments are reported as
a deduction from allocated paid-in capital.

In accordance with the Charter and MOU with the U.S., assets of the Bank in the amount
of $10,935,510 were designated for the U.S. Domestic Program at December 31, 2008 and
2007. The revenues related to these amounts for the years ended December 31, 2008 and
2007, were $390,195 and $484,280, respectively. Additionally, expenses directly related to the
U.S. Domestic Program operation incurred by the Los Angeles and San Antonio offices of
the Bank of $509,704 and $495,471 are included in the Bank’s operations for the years ended
December 31, 2008 and 2007, respectively. All expenses and disbursements are paid out of the
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7. Domestic Programs (continued)

U.S. Domestic Program funds. Earnings accumulated on the U.S. Domestic Program capital
funds as of December 31, 2008, were $155,555. Under the U.S. Domestic Program, $4,122,219
was set aside awaiting disbursement as of December 31, 2008. These funds are included in cash
and cash equivalents on the balance sheet.

8. Program Activities

Program activities are comprised of:

Years Ended December 31
2008 2007

Program income

EPA grant $ 1,763,730 $ 2,503,776
Total program income 1,763,730 2,503,776
Program expenses

EPA grant administration (1,763,730) (2,503,776)
Technical assistance and training programs (1,644,728) (3,475,172)
Solid Waste Environmental Program (585,278) (1,106,588)
Water Conservation Investment Fund (1,491,287) (833,054)
Total program expenses (5,485,023) (7,918,590)
Net program expenses $ (3,721,293) $ (5,414,814)

EPA Grants
The Bank administers grant funds from EPA through the Border Environment Infrastructure
Fund (BEIF). Total EPA grant awards as of December 31, 2008, were as follows:

Grants awarded

April 1997 $ 170,000,000
July 1999 41,000,000
August 2000 41,000,000
September 2001 84,000,000
May 2003 102,629,000
March 2004 21,624,623
October 2004 39,815,869
July 2005 41,914,100
February 2006 1,000,000
August 2006 26,357,846
March 2007 13,576,998
January 2008 23,400,000
February 2008 19,214,000
October 2008 9,920,866

Total $ 635,453,302




Notes to Consolidated Ernancial Statements
December 31, 2008 and 2007

8. Program Activities (continued)

Under the terms of the grants, the Bank finds and submits prospective projects to EPA, which
approves the projects. EPA then disburses funds to the Bank, who directs the grant monies to
the specified project. The Bank also oversees progress and compliance requirements for EPA
and receives an allocation of the EPA grant funds for administrative expenses incurred.

Since April 1997, EPA has approved project funding proposed by the Bank totaling $543,894,429,
of which $452,981,819 has been disbursed through the Bank. The Bank recognized $1,763,730
and $2,491,353 as reimbursement of expenses incurred for the years ended December 31, 2008
and 2007, respectively, which have been recorded as program revenues and expenses in the
statement of income.

U.S. Domestic Program - Grant Program

During June 1999, the U.S. government authorized the U.S. Department of the Treasury to
transfer all or part of a $10,000,000 appropriation to the Bank and also authorized the U.S.
Treasury department to transfer to the Bank other monies from time to time to fund the U.S.
Domestic Program’s grant activities. As of December 31, 2008, the Bank has received a total
of $13,430,402 from the U.S. Department of the Treasury. Accumulated undisbursed interest
earnings on the grant funds were $22,115 and grant disbursements totaled $12,776,775 yielding
undisbursed grant funds of $675,742 at that date. Direct grant receipts and disbursements are
not reflected in the statement of income because the Bank serves in a fiduciary capacity and acts
at the direction of the U.S. Treasury. The U.S. Domestic Program’s grant program is operated out
of the San Antonio office.

Technical Assistance and Training Programs

The Bank uses a portion of its retained earnings to offer technical assistance and training
to project sponsors through three separate programs aimed at strengthening the financial
performance of utilities and ensuring the long-term sustainability of their infrastructure.

The Institutional Development Cooperation Program (IDP) was established in 1997
to provide assistance to border communities for studies aimed at enhancing the
financial performance and managerial efficiency of public utilities, to better enable the
communities to develop infrastructure projects.

The Utility Management Institute (UMI) was created in March 1998 as an extension
of the IDP to provide water utility managers and their staff with an opportunity for

on-going professional development aimed at enhancing their managerial and financial
skills.

The Project Development Program (PDP) was established in August 2002 to fund designs
and studies needed to plan and develop projects for construction.

In August 2002, the Bank’s Board of Directors designated $5 million of the Bank’s undesignated
retained earnings to be used as grants to finance water conservation technical assistance
(WCTA) projects in Mexico through its IDP or PDP program. These technical assistance funds
do not require BECC certification. As of December 31, 2008, $4,997,679 and $-0- of the WCTA
designated retained earnings have been transferred for use through IDP and PDP, respectively.

Disbursements related to technical assistance and training operations have been previously
designated from retained earnings and have been reported as a program expense.
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8. Program Activities (continued)

Disbursements for the years ended December 31, 2008 and 2007, were as follows:

Years Ended December 31

2008 2007
IDP $ 848,267 $ 1,793,482
PDP 348,103 1,291,733
UMI 448,358 389,957

$ 1,644,728 $ 3,475,172

Solid Waste Environmental Program (SWEP)

In October 1999, the Bank’s Board of Directors approved a $5 million pilot program for municipal
solid waste financing funded by a portion of the Bank’s net earnings. Under this pilot program,
projects eligible to receive SWEP assistance must involve a public entity and have been certified
by the BECC. In June 2006, the Board agreed to keep SWEP as a permanent program. Since the
initial funding, the BanK’s Board of Directors has designated an additional $8.5 million to the
SWEP program. For the years ended December 31, 2008 and 2007, $585,278 and $1,106,588,
respectively, were disbursed under this program. As of December 31, 2008, cumulative SWEP
disbursements total $4,639,821. These disbursements have been previously designated from
retained earnings and have been reported as a program expense.

Water Conservation Investment Fund (WCIF)

In August 2002, the Bank’s Board of Directors established the WCIF program to finance
water conservation projects in the U.S.-Mexico border region. The Bank’s Board of Directors
designated $80 million of the Bank’s undesignated retained earnings to the WCIF, of which $40
million is reserved exclusively for water conservation projects in each country. Under this fund,
projects eligible to receive WCIF assistance must be certified by the BECC. For the years ended
December 31, 2008 and 2007, $1,491,287 and $833,054, respectively, have been disbursed
under this fund. As of December 31, 2008, cumulative disbursements total $32,480,460 for the
U.S. and $39,990,407 for Mexico. These disbursements have been previously designated from
retained earnings and have been reported as a program expense.

9. 401(a) Retirement Plan
The Bank has a 401(a) Retirement Plan (the Plan) for its employees. The Plan provides for
employee and non-discretionary employer contributions. For the years ended December 31,

2008 and 2007, the Bank expended $536,018 and $528,611, respectively, relating to the Plan.

10. Commitments

In the normal course of business, the Bank has various outstanding commitments including
loan commitments, which are disclosed in Note 4. Under agreements with consultants and
contractors in effect at December 31, 2008, the Bank has obligations to pay amounts equal to
$1,286,340 over the next year. These payments are contingent upon the future performance of
the consultants and contractors under the terms of their respective contracts and, therefore, are
not recorded in the financial statements.




P s _—

Novth Amevican D
R T NP de OO LR SOV

Notes to Consolidated Ernancial Statements
December 31, 2008 and 2007

11. Fair Value of Financial Instruments

FAS 157 defines fair value as the exchange price that would be received for an asset or paid to transfer
a liability (an exit price) in the principal or most advantageous market for the asset or liability in an
orderly transaction between market participants on the measurement date. Additional information
on how the Bank measures fair value is provided in Note 2.

Cash and Cash Equivalents
The carrying amounts for cash and cash equivalents approximate their fair value.

Securities Available-for-Sale

Securities classified as available-for-sale are reported at fair value using Level 1 and 2 observable
inputs. For these securities, the Bank obtains fair value measurements from an independent
pricing service, which, in our understanding, are based on prices quoted for the exact or like
kind instrument.

Loans Receivable and Accrued Interest Receivable

The fair value of loans is estimated based on discounted cash flow analyses, using interest rates
currently being offered for loans made by the Bank with similar terms to borrowers of similar
credit quality, net of allowance for loan loss. The fair value of nonaccrual loans is estimated to
equal the aggregate net realizable value of the underlying collateral and guaranties. The carrying
amount of accrued interest approximates its fair value. This valuation does not consider liquidity
discounts currently being used by certain market participants, since measuring their impact
would not be cost-beneficial for the Bank given the nature of its loan portfolio.

Cross-Currency Interest Rate Swaps

The fair value of cross-currency interest rate swaps is estimated based on discounted cash flow
analyses, using loan amortization tables, stated and projected interest rates, and projected
exchange rates.

The carrying amounts and fair value of the Bank’ financial instruments are as follows:

December 31, 2008 December 31, 2007
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivalents $ 68,974,305 $ 68,974,305 $ 55,318,448 $ 55,318,448
Held-to-maturity securities 3,129,660 3,212,272 3,396,022 3,443,651
Available-for-sale securities 192,603,451 192,603,451 185,732,610 185,732,610
Loans, net of allowance 153,031,533 167,886,817 149,118,103 149,651,654
Accrued interest receivable 2,719,379 2,719,379 2,932,951 2,932,951

Cross-currency interest rate
Swaps 55,539,274 55,539,274 465,511 465,511
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Notes to Consolidated Ecnancial Statements
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11. Fair Value of Financial Instruments (continued)

The BanK’s financial assets and liabilities measured at fair value on a recurring basis as of
December 31, 2008, are summarized in the following table by the valuation level of the inputs
used in measuring fair value.

December 31, 2008
Fair Value Measurements Using
Level 1 Level 2 Level 3 Asaste ;S;il;_i%}; illlilteies
Available-for-sale (AFS) securities:
U.S. government and agency
securities $ 50,521,649 $ 41,007,089 $ - $ 91,528,738
Corporate debt securities - 48,446,051 - 48,446,051
Other fixed income securities - 14,707,849 - 14,707,849
UMS securities - 15,407,500 - 15,407,500
Mortgage-backed securities = 22,513,313 = 22,513,313
Total AFS securities 50,521,649 142,081,802 - 192,603,451
Cross-currency interest rate swaps - - 55,539,274 55,539,274
Total assets at fair value $ 50,521,649 $ 142,081,802 $ 55,539,274 $ 248,142,725

The following table summarizes the changes to the financial assets measured at fair value on a
recurring basis using unobservable inputs (Level 3) during 2008.

Cross-Currency

Fair Value of Level 3 Instruments Interest Rate Swaps
Beginning balance, January 1, 2008 $ 465,511
Total gains (realized/unrealized):
Included in earnings 854,368
Included in other comprehensive income 54,219,395

Purchases and settlements =
Transfers in/out of Level 3 -
Ending balance, December 31, 2008 $ 55,539,274

12. Credit Risk Associated with Financial Instruments

The Bank is subject to certain credit risk. Financial instruments that potentially subject the
Bank to significant concentrations of credit risk consist principally of cash, investments, and
loans receivable. The Bank maintains cash and cash equivalents, investments, and certain other
financial instruments with various major financial institutions. The Bank performs periodic
evaluations of the relative credit standing of these financial institutions and limits the amount
of credit exposure with any one institution. The Bank evaluates the creditworthiness of each
customer on a case-by-case basis and continually monitors the financial stability of each
borrower.
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13. New Accounting Standards

SFAS No. 161, Disclosures about Derivative Instruments and Hedging Activities, an Amendment
of FASB Statement No. 133. SFAS 161 amends SFAS 133, Accounting for Derivative Instruments
and Hedging Activities, to amend and expand the disclosure requirements of SFAS 133 to
provide greater transparency about (i) how and why an entity uses derivative instruments, (ii)
how derivative instruments and related hedge items are accounted for under SFAS 133 and its
related interpretations, and (iii) how derivative instruments and related hedged items affect
an entity’s financial position, results of operations and cash flows. To meet those objectives,
SFAS 161 requires qualitative disclosures about objectives and strategies for using derivatives,
quantitative disclosures about fair value amounts of gains and losses on derivative instruments,
and disclosures about credit-risk-related contingent features in derivative agreements. SFAS 161
is effective for the Bank on January 1, 2009, and is not expected to have a significant impact on
the Bank’s financial statements.

SFAS No. 160, Noncontrolling Interest in Consolidated Financial Statements, an amendment of ARB
Statement No. 51. SFAS 160 amends Accounting Research Bulletin (ARB) No. 51, Consolidated
Financial Statements, to establish accounting and reporting standards for the non-controlling
interest in a subsidiary and for the deconsolidation of a subsidiary. SFAS 160 clarifies that a
noncontrolling interest in a subsidiary, which is sometimes referred to as minority interest,
is an ownership interest in the consolidated entity that should be reported as a component of
equity in the consolidated financial statements. Among other requirements, SFAS 160 requires
consolidated net income to be reported at amounts that include the amounts attributable to
both the parent and the noncontrolling interest. It also requires disclosure, on the face of the
consolidated income statement, of the amounts of consolidated net income attributable to the
parent and to the noncontrolling interest. SFAS 160 is effective for the Bank on January 1, 2009,
and is not expected to have a significant impact on the BanK’s financial statements.
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Combining Balance Sheet by Program
December 31, 2008
International U.S. Domestic
Program Program (A) Eliminations Total
Assets
Cash and cash equivalents:
Held at other financial institutions in demand
deposit accounts $ 47,484 $ 12,573 $ - 60,057
Held at other financial institutions in interest
bearing accounts 51,528,859 4,085,389 - 55,614,248
Repurchase agreements 12,600,000 700,000 = 13,300,000
64,176,343 4,797,962 - 68,974,305
Held-to-maturity investment securities, at
amortized cost 3,129,660 - - 3,129,660
Available-for-sale investment securities, at fair value 190,213,183 2,390,268 = 192,603,451
Loans outstanding, net of allowance for loan losses 149,264,220 3,767,313 - 153,031,533
Interest receivable 2,612,500 106,879 - 2,719,379
Grant receivable 352,928 - = 352,928
Due from International Program 61,254 - (61,254) -
Furniture, equipment, and leasehold
improvements, net 183,422 4,667 = 188,089
Other assets 55,672,483 836,870 - 56,509,353
Total assets $ 465,665,993 $ 11,903,959 $ (61,254) $ 477,508,698
Liabilities, minority interest, and equity
Liabilities:
Accounts payable $ 328,607 $ - $ - $ 328,607
Accrued liabilities 569,779 16,223 - 586,002
Due to U.S. Domestic Program = 61,254 (61,254) -
Undisbursed grant funds 1,510 675,743 - 677,253
Total liabilities 899,896 753,220 (61,254) 1,591,862
Minority interest 5,996 - = 5,996
Equity:
Total paid-in capital 405,000,000 - — 405,000,000
Scheduled (27,996,786) - - (27,996,786)
Net funded paid-in capital: 377,003,214 - = 377,003,214
General Reserve:
Allocated paid-in capital - 10,935,510 - 10,935,510
Retained earnings:
Designated 22,333,294 155,555 - 22,488,849
Undesignated 29,786,101 - = 29,786,101
Special Reserve 5,862,717 115,644 = 5,978,361
Accumulated other comprehensive income (loss) 29,774,775 (55,970) - 29,718,805
Total equity 464,760,101 11,150,739 - 475,910,840

Total liabilities, minority interest, and equity $ 465,665,993

$ 11,903,959 $ (61,254) $ 477,508,698

Note A — The Mexican Domestic Program funds were fully transferred to Mexico as of June 1999.
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Year Endéd December 31, 2008
International U.S. Domestic
Program  Program (A) Total

Income:

Interest:

Investment income $ 9,836,195 $ 215,397 $ 10,051,592
Loan income 8,360,857 166,681 8,527,538

Gain on sales of available-for-sale investment securities 611,783 - 611,783

Fee income 24,815 367 25,182

Other 790,396 7,750 798,146
Total revenues 19,624,046 390,195 20,014,241
Operating expenses:

Personnel 4,218,188 - 4,218,188

Consultants 997,837 - 997,837

General and administrative 883,862 - 883,862

Operational travel 240,264 - 240,264

Depreciation and amortization 50,663 133 50,796

Relocation 23,802 - 23,802

U.S. Domestic Program - 509,571 509,571
Total operating expenses 6,414,616 509,704 6,924,320
Income before program activities 13,209,430 (119,509) 13,089,921
Program activities:

U.S. Environmental Protection Agency grant income 1,763,730 - 1,763,730

U.S. Environmental Protection Agency grant administration (1,763,730) - (1,763,730)

Technical assistance and training program (1,644,728) - (1,644,728)

SWEP (585,278) - (585,278)

WCIF (1,491,287) - (1,491,287)
Net program expenses (3,721,293) - (3,721,293)
Income (loss) before minority interest 9,488,137 (119,509) 9,368,628
Minority interest 166 - 166
Net income (loss) $ 9487971 $  (119,509) $ 9,368,462
General Reserve, January 1, 2008
Allocated paid-in capital $ - $ 10935510 $ 10,935,510
Retained earnings 44,026,822 254,839 44,281,661
Current period activity:
Net income (loss) 9,487,971 (119,509) 9,368,462
Transfer from retained earnings to special reserve (1,395,398) 20,225 (1,375,173)
General Reserve, December 31, 2008
Allocated paid-in capital = 10,935,510 10,935,510
Retained earnings 52,119,395 155,555 52,274,950

$ 52,119,395 $ 11,091,065 $ 63,210,460

Note A - The Mexican Domestic Program funds were fully transferred to Mexico as of June 1999.
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Cash flows from operating activities
Net income (loss)

Adjustments to reconcile net income (loss) to net cash
provided by operating activities:

Depreciation and amortization

Amortization of net premium (discount) on
investments

Other noncash items
Minority interest
Gain on sales of available-for-sale investment securities
Change in other assets and liabilities:
Decrease in interest receivable
Decrease in receivable and other assets

Increase in due from U.S. Domestic Program due to
International Program

Decrease in accounts payable
Decrease in accrued liabilities

Net cash provided by operating activities

Cash flows from lending, investing, and development
activities

Capital expenditures

Loan principal repayments

Loan disbursements

Purchase of investments

Proceeds from sales and maturities of investments

Net cash provided by (used in) lending, investing, and
development activities

Cash flows from financing activities
Capital contributions

Grant funds - EPA

Grant disbursements — EPA

Grant activity — U.S. Domestic Program

Net cash provided by (used in) financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents at January 1, 2008
Cash and cash equivalents at December 31, 2008

CW»W ' Jtatemem‘gf Elows by Program
Year Endéd December 31, 2008 /g

International U.S. Domestic

Program Program (A) Total
$ 9487971 $ (119,509) $ 9,368,462
50,663 133 50,796
(56,319) 12,046 (44,273)
(875,258) - (875,258)
166 - 166
(611,783) - (611,783)
75,560 138,013 213,573
86,288 - 86,288
(22,019) 22,019 -
(376,299) - (376,299)
(48,445) (1,535) (49,980)
7,710,525 51,167 7,761,692
(69,736) (4,800) (74,536)
9,977,732 804,229 10,781,961
(49,125,558) (130,066)  (49,255,624)
(54,971,662) - (54,971,662)
51,607,672 2,020,000 53,627,672
(42,581,552) 2,689,363 (39,892,189)
45,970,714 - 45,970,714
91,044,686 - 91,044,686
(91,045,368) - (91,045,368)
- (183,678) (183,678)
45,970,032 (183,678) 45,786,354
11,099,005 2,556,852 13,655,857
53,077,338 2,241,110 55,318,448

$ 64,176,343 $

4,797,962 $ 68,974,305

Note A - The Mexican Domestic Program funds were fully transferred to Mexico as of June 1999.
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Bovder Enveronment Infrastructure Fund (BEIF)
As gfmdﬁvfhe Year Ended December 31, 2008

BALANCE SHEET

Region 6 Region 9 Total
Assets
Cash $ 758 $ 751 $ 1,509
Total assets $ 758 $ 751 1,509
Liabilities
Undisbursed grant funds $ 758 $ 751 1,509
Total liabilities $ 758 $ 751 § 1,509

STATEMENT OF INCOME

Region 6 Region 9 Total
Income:

U.S. Environmental Protection Agency grant income  $ 1,064,494 $ 699,236  $ 1,763,730
Total income 1,064,494 699,236 1,763,730
BEIF operating expenses:

Personnel 521,251 381,423 902,674

Consultants 424,834 213,081 637,915

General and administrative 78,373 52,249 130,622

Operational travel 40,036 52,483 92,519
Total BEIF operating expenses 1,064,494 699,236 1,763,730
Net income $ - 5 - S =

STATEMENT OF CASH FLOWS
Region 6 Region 9 Total

Cash flows from operating activities

Net income $ - $ - $ =
Net cash provided by operating activities - - -
Cash flows from financing activities

Grant funds - EPA 44,890,105 46,154,581 91,044,686
Grant disbursements — EPA (44,891,538) (46,153,830) (91,045,368)
Net cash provided by (used in) financing activities (1,433) 751 (682)
Net increase (decrease) in cash and cash equivalents (1,433) 751 (682)
Cash and cash equivalents at January 1, 2008 2,191 - 2,191
Cash and cash equivalents at December 31, 2008 $ 758 $ 751 $ 1,509

Region 6: EPA Regional Office located in Dallas, Texas.
Region 9: EPA Regional Office located in San Francisco, California.
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