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I ndependent Auditors Report

Board of Directors
Harris County Improvement District No. 1
Houston, Texas

We have audited the accompanying general purpose financial statements of Harris County Improvement District
No. 1, as of June 30, 2002, and for the year then ended, as listed in the table of contents. These general purpose
financial statements are the responsibility of the District’s management. Our responsibility is to express an
opinion on these general purpose financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. These standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general purpose financial statements are free of material misstatement. An audit includes examining,
on atest basis, evidence supporting the amounts and disclosures in the genera purpose financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall general purpose financial statement presentation. We believe that our audit
provides areasonable basis for our opinion.

In our opinion, the genera purpose financia statements referred to above present fairly, in all materia respects,
the financial position of the Harris County Improvement District No. 1, as of June 30, 2002, and the results of its
operations for the year then ended, in conformity with accounting principles generally accepted in the United
States of America

Letl - Fairioee, AL.

Houston, Texas
October 17, 2002
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HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

COMBINED BALANCE SHEET -
ALL FUND TYPESAND ACCOUNT GROUPS

June 30, 2002
Governmental Fund Types
Debt Capital
General Service Projects
Assats and Other Debits
Assets
Cash and temporary investments $ 1,597,194 $ 856,288 $ 657,158
Property taxes receivable 58,409 36,481
Due from others 19,878 200,000
Prepaid expenditures
Physica facilities
Didrict organizationd costs
Other Debits
Amount available in debt service fund
Amount to be provided for retirement of genera
long-term debt
Total Assetsand Other Debits $ 1675481 $ 892,769 $ 857,158
Liabilities, Equity, and Other Credits
Liabilities
Accounts payable $ 80,659 ¢ $ 350,851
Accrued compensated absences 15,106
Deferred revenue 58,409 36,481
Bonds payable
Total Liabilities 154,174 36,481 350,851
Equity and Other Credits
Investment in generd fixed assets
Fund Balances.
Reserved for debt service 856,288
Unreserved:
Designated for authorized capitd projects 506,307
Undesignated 1,521,307
Total Equity and Other Credits 1,521,307 856,288 506,307
Total Liabilities, Equity, and
Other Credits $ 1,675,481 $ 892,769 $ 857,158

See Notes to Financia Statements.



Account Groups

(Memorandum Only)

General General Long-

Fixed Assets Term Debt June 30, 2002 June 30, 2001
$ $ $ 3,110,640 $ 4,073,968
94,890 87,847

219,878
338,424
12,787,527 12,787,527 12,162,762
503,166 503,166 503,166
856,288 856,288 757,744
10,278,712 10,278,712 10,712,256
$ 13,290,693 $ 11,135,000 $ 27,851,101 $ 28,636,167
$ $ $ 431,510 $ 315,629
15,106 6,864
94,890 137,847
11,135,000 11,135,000 11,470,000
11,135,000 11,676,506 11,930,340
13,290,693 13,290,693 12,665,928
856,288 757,744
506,307 1,081,358
1,521,307 2,200,797
13,290,693 16,174,595 16,705,827
$ 13,290,693 $ 11,135,000 $ 27,851,101 $ 28,636,167




HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

COMBINED STATEMENT OF REVENUES, EXPENDITURES AND

CHANGESIN FUND BALANCES- ALL GOVERNMENTAL FUND TYPES

Revenues
Property taxes
Interest income
Other

Total Revenues

Expenditures
Current:

Maintenance and beauttification
Traffic control
Panning and engineering
Marketing and communi cations
Generd and administrative
Capital Outlay
Debt Service
Principa
Interest and fiscal charges
Total Expenditures

Revenues Over (Under) Expenditures

Other Financing Sour ces (Uses)
Interfund transfers

Re mbursement from TIRZ

Total Other Financing Sour ces

Revenues and Other Financing
Sources Over (Under) Expenditures
and Other Financing (Uses)

Fund Balances - Beginning

Fund Balances - Ending

See Notesto Financid Statements.

Year Ended June 30, 2002

Governmental Fund Types

Debt Capital
General Service Projects
$ 2,110,159 $ 975456 $
45,244 12,521 22,053
12,414 1,012
2,167,817 988,989 22,053
709,657
343,990
196,782
961,610
1,124,881
40,202 597,104
335,000
641,445
3,377,122 976,445 597,104
(1,209,305) 12,544 (575,051)
(86,000) 86,000
615,815
529,815 86,000
(679,490) 98,544 (575,051)
2,200,797 757,744 1,081,358
$ 1,521,307 $ 856,288 $ 506,307




Totals
(Memorandum Only)

June 30, 2002 June 30, 2001
$ 3,085,615 $ 2,829,077
79,818 161,599
13,426
3,178,859 2,990,676
709,657 654,383
343,990 301,996
196,782 263,757
961,610 250,644
1,124,881 1,046,887
637,306 1,002,192
335,000 280,000
641,445 692,881
4,950,671 4,492,740
(1,771,812) (1,502,064)
615,815 1,109,229
615,815 1,109,229
(1,155,997 (392,835)
4,039,899 4,432,734

$ 2,883,902 $ 4,039,899




HARRISCOUNTY IMPROVEMENT DISTRICT NO. 1

STATEMENT OF REVENUES, EXPENDITURES, AND
CHANGESIN FUND BALANCE -
BUDGET AND ACTUAL - GENERAL FUND

Year Ended June 30, 2002
with compar ative actual amountsfor the Year Ended June 30, 2001

2002
Variance
Favorable 2001
Budget Actual (Unfavorable) Actual
Revenues
Property taxes $ 2128289 $ 2,110,159 % (18,130) $ 1,888,969
Interest income 75,000 45,244 (29,756) 69,421
Other 200,000 12,414 (187,586)
Total Revenues 2,403,289 2,167,817 (235,472) 1,958,390
Expenditures
Current:
Maintenance and beautification 762,200 709,657 52,543 654,383
Traffic control 315,000 343,990 (28,990) 301,996
Planning and engineering 100,000 196,782 (96,782) 263,757
Marketing and communications 700,000 961,610 (261,610) 250,644
General and administrative 1,178,698 1,124,881 53,817 1,035,881
Capital Outlay 25,000 40,202 (15,202) 35,887
Total Expenditures 3,080,898 3,377,122 (296,224) 2,542,548
Revenues (Under)
Expenditures (677,609) (1,209,305) (531,696) (584,158)
Other Financing Sour ces (Uses)
Interfund transfers (86,000) (86,000)
Reimbursement from TIRZ 736,400 615,815 (120,585) 1,109,229
Total Other Financing Sour ces (Uses) 736,400 529,815 (206,585) 1,109,229
Revenues and Other Financing
Sources Over (Under) Expenditures
and Other Financing (Uses) 58,791 (679,490) (738,281) 525,071
Fund Balance - Beginning 2,200,797 2,200,797 1,675,726
Fund Balance - Ending $ 2259588 $ 1521307 $ (738,281) $ 2,200,797

See Notesto Financial Statements.



HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 1- CREATION OF DISTRICT

Harris County Improvement District No. 1 (the District) was organized, created, and established pursuant to
an act of the Texas State Legidature, effective under the terms and provisions of Article Il1, Section 52 and
Article XV1, Section 59 of the Texas Constitution. The Board of Directors held its organizational meeting on
July 18, 1987. The first bonds were sold on June 23, 1993. See Note 7 for additional disclosure regarding
significant legal provisions contained in the legidlative act creating the District.

NOTE 2- SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting policies of the District conform with accounting principles generally accepted in the United
States of America. Thefollowing is asummary of the most significant policies.

A. Reporting Entity

The Didtrict is a political subdivision of the State of Texas, governed by an appointed board, and is
considered a primary government. As required by accounting principles generally accepted in the United
States of America, these general purpose financial statements have been prepared, based on considerations
regarding the potential for inclusion of other entities, organizations, or functions, as part of the District's
financia reporting entity. Based on these considerations, no other entities, organizations, or functions
have been included in the District’s financial reporting entity. Additionally, as the District is considered a
primary government for financial reporting purposes, its activities are not considered a part of any other
governmental or other type of reporting entity.

Considerations regarding the potential for inclusion of other entities, organizations, or functions in the
District’s financial reporting entity are based on criteria prescribed by accounting principles generaly
accepted in the United States of America. These same criteria are evaluated in considering whether the
Didtrict is a part of any other governmental or other type of reporting entity. The overriding elements
associated with prescribed criteria considered in determining that the District’s financia reporting entity
status is that of a primary government are; that it has a separately elected governing body; it is legally
separate; and it is fiscally independent of other state and local governments. Although not considered
significant in the District’s reporting entity evaluation, other prescribed criteria under accounting principles
generally accepted in the United States of America include considerations pertaining to organizations for
which the primary government is financially accountable; and, considerations pertaining to other
organizations for which the nature and significance of their relationship with the primary government are
such that exclusion would cause the reporting entity’s financial statements to be misleading or incomplete.

The Didtrict's primary activities include managing and financing improvement projects and/or services
benefiting the District. These activities include maintenance and beautification of the area, traffic control
and transportation projects, specia events for the holiday seasons, general planning and engineering, area
marketing, major capital improvements, and general and administrative services.

B. Fund Accounting
The accounts of the District are organized on the basis of funds and account groups, each of which is
considered to be a separate accounting entity. The operations of each fund are accounted for by providing

a separate set of self-balancing accounts, which comprise its assets, liahilities, fund equity, revenues, and
expenditures. The following is adescription of the various funds and account groups:
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HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 2- SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Governmental Fund Types

General Fund

The General Fund is used to account for the operations of the District and all other financial
transactions not properly includable in other funds. The principal source of revenue is provided
by property taxes assessed to and paid by property owners within the District. Expenditures
include al costs associated with the District’s operating activities.

Debt Service Fund

The Debt Service Fund is used to account for the payment of interest and principal on the
Disdtrict's general long-term debt. The primary source of revenue for debt service is property
taxes levied pursuant to requirements of the District's bond resolution. Expenditures include
costs incurred in assessing and collecting these taxes.

Capital Projects Fund
The Capital Projects Fund is used to account for the expenditure of bond proceeds used in the
construction of authorized improvement projects.

Account Groups

General Fixed Assets Account Group

Fixed assets purchased by the District are shown at origina cost. Costs related to the
organization of the District are also included. Costs associated with fixed asset purchases and
District organization are recorded as expenditures in the General and Capital Projects Funds;
and, are capitalized in the General Fixed Assets Account Group. No depreciation has been
provided on general fixed assets. The District's asset capitalization policies include
capitalization for infrastructure assets.

General Long-Term Debt Account Group
This account group is used to account for the District’s bonds.

C. Basisof Accounting

Revenues and expenditures are recognized under the modified accrual basis of accounting. Revenues are
recognized in the accounting period in which they become both available and measurable (see discussion
below regarding property taxes). Expenditures are recognized in the accounting period in which the
liability is incurred, if measurable, except for unmatured interest on general long-term debt, which is
recognized when due.

Property tax revenues are generally recognized in the period for which the tax levy was made. Property
taxes receivable at the end of the fisca year are treated as deferred revenue because they are not
considered available to pay liabilities of the current period.

D. Budget

A non-appropriated budget is adopted for the General Fund. The budget is prepared using the same method
of accounting as for financial reporting. Encumbrance accounting is not utilized.

8



HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 2- SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

E. Cash and Temporary Investments

Cash and temporary investments consist of interest bearing money market accounts. Money market
accounts are stated at cost, which approximates their fair value.

F. Compensated Absences

The District’s employees earn vacation leave, which may either be taken or accumulated, up to certain
amounts, until paid upon termination or retirement. The amounts are recorded as a liability of the General
Fund.

G. Short-Term Interfund Receivables/Payables

During the course of operations, transactions occur between individual funds for making expenditures.
These receivables and payables are classified as due from other funds or due to other funds on the balance
sheet.

H. Fund Equity

Reserved equity balances represent those portions of fund balance not appropriable for expenditure or
legally segregated for a specific future use. Designated fund balances represent tentative plans for future
use of financial resources. Undesignated fund balances represent available balances for the Didtrict's
future use.

|. Total Columnson Combined Statement

Total columns on the combined statements are captioned “(Memorandum Only)” to indicate that they are
presented only to facilitate financial analysis. Data in these columns do not present financial position or
results of operations in conformity with accounting principles generally accepted in the United States of
America. Interfund eliminations have not been made in the aggregation of this data.

J. Useof Estimates

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



HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 3- CASH AND TEMPORARY INVESTMENTS

Investment Policies

Applicable statutes allow the District to invest its funds in direct or indirect obligations of the United States,
the State, or any county, city, school district, or other political subdivision of the State. Funds may also be
placed in certificates of deposit of the State or national banks or savings and loan associations (depository
ingtitutions). Related state statutes and provisions included in the District’s bond resolutions require that all
funds invested in depository institutions be covered by federal depository insurance and/or be secured in the
manner provided by law for the security of public funds. Balances in the District’s depository accounts were
not entirely covered by federal depository insurance, or security, as provided by statutes and bond resolutions
at June 30, 2002.

The District’s governing board and administration have enacted policies to ensure compliance with state laws
regarding deposit of District funds and maintain a formal depository agreement with their depository bank.
The depository agreement provides for proper collateralization of funds, in accordance with state and federal
statutes.

Cash and temporary investments consist of money market accounts. Cash and temporary investments in the
Debt Service Fund of $856,288 is restricted for use in paying interest and principal on general long-term debt,
paying agent fees, and costs of assessing and collecting property taxes pursuant to the District's bond
resolution. The carrying amounts for cash and temporary investment balances, which approximate fair value,
at June 30, 2002, are as follows:

Money Market
Funds Accounts
Generd $ 159714
Debt Sarvice 856,288
Capitd Projects 657,158
$ 3,110,640

The cash deposits held at financia ingtitutions can be categorized according to three levels of risk. These
three levels of risk are:

Category 1 Deposits that are insured or collateralized with securities held by the entity or by its
agent in the entity’s name.

Category 2 Deposits that are collateralized with securities held by the pledging financia
institution’s trust department or agent in the entity’s name.

Category 3 Deposits that are not collateralized.

Based on these three levels of risk, at June 30, 2002, all of the Didtrict’s cash deposits are classified as
Category 1.

10



HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 4 - PROPERTY TAXES

On May 30, 1992, the voters of the District authorized the District’s Board of Directors to levy taxes annually
for use in financing general operations (maintenance tax) limited to $0.25 per $100 of assessed property
valuation. The Harris County Central Appraisa Disgtrict, if any, determines all property valuations and
exempt status. The District’s bond resolution requires that property taxes be levied for use in paying interest
and principal on long-term debt and for use in paying costs incurred in assessment and collection of these
taxes. Taxeslevied for debt service and related costs are without limitation as to rate or amount.

The Digtrict has contracted with the Harris County Tax Assessor/Collector for its tax levy and collection
functions. A tax lien attaches to properties within the District on January 1st of each year when property
valuations for use in levying taxes are established. Taxes levied are generaly billed in October and are due
upon receipt of the tax bill. Penalty and interest are charged if taxes are not paid by January 31st. Thereisan
additional fifteen percent penalty charged on accounts delinquent after July 1%, which generally is payable to
the District’s delinquent tax attorney.

For the current year, the District levied property taxes of $0.1435 per $100 of assessed valuation of which
$0.0978 was allocated to general operations and $0.0457 was allocated to debt service. Thetotal tax levy was
$3,045,359 based on an adjusted taxable property valuation of $2,123,938,780 for the 2001 tax year. The total
tax levy was alocated to general operations and debt service in the amounts of $2,075,730 and $969,629,
respectively.

Taxes receivable at June 30, 2002, consist of the following:

Debt
Tax Year General Service Totals

2001 $ 17,410 $ 8,135 $ 25,545
2000 10,316 5,120 15,436
1999 5,733 2,670 8,403
1998 3,879 1,980 5,859
1997 3,781 2,350 6,131
1996 3,850 3,619 7,469
1995 5,802 4,871 10,673
1994 5,733 4,074 9,807
1993 1,905 3,662 5,567

$ 58,409 $ 36,481 $ 94,890

11



HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 5- GENERAL FIXED ASSETS

A summary of changes in general fixed assets for the year ended June 30, 2002, follows:

Beginning Ending
Balance Additions Balance
Physical Facilities
Streets and amenities $ 10,395,301 $ 597,104 $ 10,992,405
Equipment 271,317 27,661 298,978
Engineering and design 1,496,144 1,496,144
12,162,762 624,765 12,787,527
District Organizational Costs
Legal fees 319,357 319,357
Other costs 183,809 183,809
503,166 503,166
Total General Fixed Assets $ 12,665,928 $ 624,765 $ 13,290,693

NOTE 6 - CHANGES IN GENERAL LONG-TERM DEBT, DEBT SERVICE REQUIREMENTS, AND
BOND RESOLUTION REQUIREMENTS

Payment of principal and interest on the bonds is to be provided from tax levies on properties within the
District. As the bonds are unlimited tax bonds, no other funds of the District have been pledged for debt
service requirements.  Investment income realized by the Debt Service Fund, from investment of excess
funds, will be used to pay outstanding bond principal and interest.

Summary of changes in general long-term debt for the year ended June 30, 2002, follows:

Outstanding balance, beginning of year $ 11,470,000
Retirements (335,000)
Outstanding Balance, end of year $ 11,135,000

Information pertaining to bonds payable at June 30, 2002, follows:

Series 1993 Series 1999
Origind issue amount $ 11,000,000 $ 2,000,000
Amount outstanding $ 9,180,000 $ 1,955,000
Interest rates 5.25%10 7.25% 5.00%to 7.00%
Maturity detes September 1, 1995 September 1, 2001
2019 2023

Interest payment dates March I/September 1 March 1/September 1
Cdlable date* September 1, 2003 September 1, 2009

* Or any interest payment date thereafter at par value plus accrued interest from the
most recent interest payment date to the date fixed for redemption.

12



HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 6 - CHANGES IN GENERAL LONG-TERM DEBT, DEBT SERVICE REQUIREMENTS, AND
BOND RESOLUTION REQUIREMENTS (continued)

As of June 30, 2002, the debt service requirements on bonds outstanding are as follows:

Y ear Principal I nterest Totals
2003 $ 345000 $ 616,908 $ 961,908
2004 375,000 590,926 965,926
2005 400,000 562,958 962,958
2006 415,000 536,785 951,785
2007 435,000 512,580 947,580
Thereafter 9,165,000 3,859,154 13,024,154
$11,135000 $ 6,679,310 $ 17,814,310

At June 30, 2002, the District had $137,000,000 of authorized but unissued bonds, as follows:

Unlimited Tax Bonds

Stimulation, expansion, and development of transportation $ 62,995,000
Conservation and preservation of natural resources 24,005,000
Tourism 25,000,000
112,000,000

Bonds payable from assessments 25,000,000

$ 137,000,000

The District is in compliance with al significant requirements and restrictions contained in its bond
resolution.

NOTE 7- SIGNIFICANT LEGAL PROVISIONSOF LEGISLATIVE ACT CREATING THE DISTRICT

As discussed in Note 1 above, the District has been established pursuant to an act of the Texas State
Legislature. Significant legal provisions of this act are summarized below.

A. District Boundaries

The act provides specifically for boundaries of the District, which includes the Uptown Houston area. The
Uptown Houston area is a'so known as the Galleria-Post Oak area in Houston, Texas. The District may
annex additional land area in accordance with Chapter 54 of the Texas Water Code.

B. TexasNatural Resource Conservation Commission | nvolvement

The act provides that the Texas Natural Resource Conservation Commission is to appoint District
Directors. The Directors are to serve staggered four-year terms.  Additionally, the Texas Natural
Resource Conservation Commission must approve the issuance of any bonded indebtedness for the
purposes of providing water, sewer, or drainage facilities within the District. No other District activities
are subject to the jurisdiction of the Texas Natural Resource Conservation Commission.

13



HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 7 - SIGNIFICANT LEGAL PROVISIONSOF LEGISLATIVE ACT CREATING THE DISTRICT
(continued)

C. General and Specific Powersof the District

The act provides general powers to the District subject to general laws and regulations of the state
applicable to conservation and reclamation districts created under Article XVI, Section 59 of the Texas
Constitution and road districts and road utility districts created pursuant to Article Il1, Section 52, of the
Texas Congtitution, including those conferred by Chapter 54 of the Water Code and Chapter 13, Acts of
the 68th legislature, 2nd Called Session, 1984 (Article 6674r-1, Vernon’s Texas Civil Statutes).

Additional specific powers and duties are provided for in the act, which include the financing of
improvement projects and/or services for the benefit of the District. Specific types of improvement
projects are provided for in the act and include the acquisition of land in connection with the
improvements. Eminent domain powers are specifically prohibited by the act. Improvement projects
and/or services may be financed in whole or in part by the levy and collection of special assessments or
property taxes on property in the area. The act also provides that maintenance taxes may be levied after
voter approval.

The act provides for the method by which the District must petition, provide notice, and hold public
hearings prior to the financing of the improvement projects and/or services.

The act also provides for the issuance of voter approved bonded indebtedness to finance improvement
projects and/or services. Specific guidelines in the act provide for the repayment of bonds, which might be
issued, as well as the use of bond proceeds, available security that can be pledged in issuing the bonds, and
refunding capabilities for outstanding bonds.

D. Director Bonds

The act requires that each Director appointed execute a bond for $10,000 payable to the District and
conditioned on faithful performance of his or her duties. All bonds of the Directors shall be approved by
the Board.

E. Other Provisions

Other significant provisions of the act include City of Houston approval requirements for issuance of
bonds for all improvement projects, bonded indebtedness limits, contracting powers, dissolution

procedures, director qualifications, and procedural requirements regarding Board meetings and District
business matters.
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HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 8 - OPERATING AGREEMENT - UPTOWN HOUSTON ASSOCIATION

The Disgtrict has entered into an operating agreement with Uptown Houston Association (the Association).
The Association is a non-profit corporation formed to carry on maintenance and improvements in the Uptown
Houston area. The governing boards of both the District and the Association have common members. It is
the intent of both governing boards to maintain separately controlled operating entities. The agreement calls
for the District to perform many of the functions previously performed by the Association, primarily the
maintenance, enhancement, and marketing of the Uptown Houston area. Additionally, the Association has
granted the District the use of Association assets without charge to the District.

A summary of the Association’s financial position as of March 31, 2002, is as follows:

Total Assets $ 7,189
Total Liabilities

Total Fund Equity $ 7,188
Total Revenues $ 105,331
Total Expenses (130,508)
Excess Revenues (Expenses) $ (25,177)

NOTE 9- LEASE OBLIGATIONS

The District is obligated under operating leases for office space, warehouse space, and equipment. Rental
expenditures under these leases totaled $104,459. The annual rental commitment for lease obligations is as
follows:

Year Ending
June 30th Amount
2003 $ 78,168
2004 65,289
2005 27,440

$ 170,897

NOTE 10 - PENSION PLAN

For the benefit of its employees, the District provides discretionary contributions to a simplified employee
pension plan, meeting the requirements of Internal Revenue Code Section 408(k). For the year ended June 30,
2002, the District contributed $49,891 to the plan.
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HARRIS COUNTY IMPROVEMENT DISTRICT NO. 1

NOTESTO FINANCIAL STATEMENTS

June 30, 2002

NOTE 11 - RISK MANAGEMENT

The District is exposed to various risks of loss related to torts; theft of, damage to, and destruction of assets;
errors and omissions; personal injuries, and natural disasters. The risk of loss is covered by commercial
insurance. There have been no significant reductions in insurance coverage. Settlement amounts have not
exceeded insurance coverage for current year or the three prior years.

NOTE 12 - TAX INCREMENT REINVESTMENT ZONE

During the current and prior years, the District incurred certain planning expenditures related to the
creation of Tax Increment Reinvestment Zone No. 16 of the City of Houston (TIRZ). The TIRZ is
located on property generally within the District’s service area. During the year ended June 30, 2002, the
District received $615,815 from the TIRZ for reimbursement of a portion of planning expenditures
incurred.

NOTE 13- CONTRACTUAL COMMITMENTS

Subsequent to year-end, the District entered into a contract with the Houston-Galveston Area Council
(“HGAC?) for a transit pilot project to provide convenient and frequent daytime internal transit service to add
mobility alternatives for Uptown workers and residents. Total value of the agreement is $288,800, whereas
HGAC will provide $231,040 and the District will match twenty percent, or $57,760 of the funding. This
contract expires on September 30, 2003, subject to renewal. The District has also entered into a five year
contract with Metro for shuttle services for this program.
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| ndependent Auditors Report
on Internal Control

Board of Directors
Harris County Improvement District No. 1
Houston, Texas

In planning and performing our audit of the general purpose financia statements of Harris County |mprovement
District No. 1 for the year ended June 30, 2002, we considered its internal control, in order to determine our
auditing procedures for the purpose of expressing our opinion on the general purpose financial statements and not
to provide assurance on the internal control. Our consideration of the internal control would not necessarily
disclose all matters in the internal control that might be material weaknesses under standards established by the
American Institute of Certified Public Accountants. A material weakness is a condition in which the design or
operation of the specific internal control components does not reduce to arelatively low level, the risk that errors
or irregularities in amounts that would be material in relation to the general purpose financial statements being
audited may occur and not be detected within a timely period by responsible parties in the normal course of
performing their assigned functions. However, we noted no matters involving the internal control and its
operation that we consider to be material weaknesses as defined above.

This report is intended solely for the use of the Board of Directors, management, and the Texas Commission of
Environmental Quality and is not intended and should not be used by anyone other than these specified parties.

We would like to thank the District's Board and administrative staff for their cooperation during the course of our

audit. Please feel free to contact us at your convenience to discuss this report or any other concerns that you may
have.

Houston, Texas
October 17, 2002
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