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Audited Financial Statements and Certain Other Information

In connection with the continuing disclosure obligations of the Employees
Retirement System of the Government of the Commonwealth of Puerto Rico
(“System”) under Rule 15c2-12(b)(5){(i)(A) under the Securities Exchange Act of
1934, as amended, we hereby file with you, on behalf of the System, its audited
financial statements for the fiscal year ended June 30, 2009, along with certain
financial and operating information.
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EMPLOYEES RETIREMENT SYSTEM OF THE GOVERNMENT OF THE COMMONWEALTH
OF PUERTO RICO

ANNUAL FINANCIAL INFORMATION
Fiscal Year 2009

Introduction

In connection with the issuance by the Employees Retirement System of the Government
of the Commonwealth of Puerto Rico (the “System”) of its Senior Pension Funding Bonds (Base
CUSIP No. 29216M) and in compliance with Rule 15¢2-12, as amended, of the Securities and
Exchange Commission (the “SEC"”), the System has covenanted to file within 305 days after the
end of each fiscal year with the Municipal Securities Rulemaking Board ("MSRB”) through the
Electronic Municipal Market Access (“EMMA") System:

e Core financial information and operating data for the prior fiscal year, including
audited financial statements, prepared in accordance with generally accepted
accounting principles in effect from time to time.

e Material historical quantitative data, including financial information and operating
data on the System and information as to revenues, expenditures, financial
operations, and indebtedness generally found in the Official Statements prepared in
connection with the issuances described above.

Appendix I

Included as Appendix I is the Corporation’s Audited Financial Statements for the fiscal
year ended June 30, 2009.

Appendix II

Included in Appendix II is the Corporation’s Annual Financial Information and
Operating Data Report containing data for the past five fiscal years ending on June 30, 2009,
consisting of material historical quantitative data, including financial information and operating
data on the Corporation. The financial and operating data in Appendix II sets forth only the
results of actual operations and does not reflect demographic information or forecasts regarding
operations, except when necessary to place operating results and other information in context.

Information herein should be read in conjunction with the Official Statements prepared
in connection with the issuance of said Bonds. The headings in this report are the same as the
headings in the corresponding sections and subsections of the Official Statements. All terms not
otherwise defined herein shall have the respective meanings given to them in said Official
Statements.
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Deloitte & Touche LLP
Torre Charddn
350 Chardén Ave, Suite 700

San Juan,, PR 00918-2140

INDEPENDENT AUDITORS’ REPORT USA
Tel: +1 787 759 7171
To the Board of Trustees of the m L:Ii?ift:':i:::m

Employee’s Retirement System of the Government of the
Commonwealth of Puerto Rico

We have audited the accompanying statement of plan net assets of the Employee’s Retirement System of
the Government of the Commonwealth of Puerto Rico (the “System’™), a pension trust fund of the
Commonwealth of Puerto Rico, as of June 30, 2009, and the related statement of change in plan net assets
for the year then ended. These financial statements are the responsibility of the System’s management.
Our responsibility is to express an opinion on these financial statements based on our audit.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the net
assets of the System as of June 30, 2009, and the change in its net assets for the year then ended in
conformity with accounting principles generally accepted in the United States of America.

The management’s discussion and analysis and the supplemental schedules listed in the table of contents
are not a required part of the basic financial statements but are supplementary information required by the
Governmental Accounting Standards Board. This supplementary information is the responsibility of the
System’s management. We have applied certain limited procedures, which consisted principally of
inquiries of management regarding the methods of measurement and presentation of the supplementary
information. However, we did not audit such information and do not express an opinion on it.

As discussed in Note 1 to the basic financial statements, the System held investments valued at
approximately $948,544,000 (18.91% of total assets) as of June 30, 2009, whose fair values have been
estimated in the absence of readily determinable fair values. This estimate is based on information
provided by the underlying fund managers.

As discussed in Note 1 to the basic financial statements, the System’s unfunded actuarial accrued liability
and funded ratio as of June 30, 2009, were approximately $17,101 million and 9.7%, respectively. In the
opinion of management, based on information prepared by consulting actuaries, the System will not be
able to fully fund pensions after the fiscal year 2020, if measures are not taken to reduce the unfunded
actvarial accrued liability and increase the funded ratio of the System.

Dl B § Tocche LLP

April 26, 2010

Stamp No. 2524613
affixed to original.

Member of
Deloitte Touche Tohmatsu



EMPLOYEE'S RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO

(A Pension Trust Fund of the Commonwealth of Puerto Rico}

MANAGEMENT'S DISCUSSION AND ANALYSIS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2009

Introduction

The Employee’s Retirement System of the Government of the Commonwealth of Puerto Rico (the “System™)
administers retirement and other plan member benefits, such as personal, cultural and mortgages loans,
occupational and non-occupational disability annuities and death benefits. The System is a pension trust fund
of the Commonwealth of Puerto Rico (the “Commonwealth™). Pension trust resources are only held in trust to
pay retirement benefits to plan members. The System presents in the Management’s Discussion and Analysis
an overview of the annual basic financial statements and provides a narrative discussion and analysis of the
financial activities for the fiscal year ended June 30, 2009. The financial performance of the System is
discussed and analyzed within the context of the accompanying basic financial statements and disclosures.

Overview of the Basic Financial Statements

The Management’s Discussion and Analysis introduces the System’s basic financial statements, The basic
financial statements include the following: (1) Statement of Plan Net Assets, (2} Statement of Changes in Plan
Net Assets, and (3) Notes to the Basic Financial Statements. The System also includes additional information
to supplement the basic financial statements.

Statement of Plan Net Assets and Statement of Changse in Plan Net Assels

Both these statements provide information about the overall status of the System. The System uses accrual
basis accounting to prepare its basic financial statements.

The statement of plan net assets includes all of the System’s assets and liabilities, with the difference reported
as net assets held in trust for pension benefits. Over time, increases or decreases in net assets may serve as a
useful indicator of whether the financial position of the System as a whole is improving or deteriorating.

The statement of changes in plan net assets reports the change in the System’s net assets held in trust for
pension benefits during the year. All current year additions and deductions are included regardless of when
cash is received or paid.

Notes to Basic Financial Statements

The notes to the basic financial statements provide additional information that is essential for an
understanding of the data provided in the statements of plan net assets and change in plan net assets.

Required Supplementary Information

The required supplementary information consists of two schedules and related notes concerning the funded
status of the pension plan administered by the System.



Financial Highlights

The System provides retirement benefits to employees of the Commonwealth. The System’s total assets as of
June 30, 2009 and 2008 amounted to $3,007 million and $5,772 million, respectively.

As of June 30, 2009, the System’s total assets consist of the following:

¢ $1,675 million in cash and short-term investments, and accounts receivable, excluding an investment
in a short-term investment fund

o $1,097 million in loans and accrued interest receivable from plan members
¢  $35 million in private equity investments

¢ $2,043 million of investments in bonds and stocks

s  $53 million in bond issue costs, capital and other assets

¢  $104 million in a short-term investment fund
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As of June 30, 2008, the System’s total assets consist of the following:
¢ $2,012 million in cash and short-term investments, and accounts receivable, excluding an investment
in a short-term investment fund
e $927 million in loans to plan members
e $42 million in private equity investments
e $2,565 million of investments in bonds and stocks
¢  $54 million in capital and other assets

¢ $172 million in a short-term investment fund

The following provides a comparison of certain items within the financial statements:
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The following schedules present comparative summary financial statements of the System’s plan net assets
and change in plan net assets for fiscal years 2009 and 2008:

Summary Comparative Statements of Plan Net Assets

Total
_ Total Dollar  Percentage
2009 2008 Change Change
(in thousands}
Assets:

Cash and short-ferm investments, and
total accounts receivable $ 1,778,965 $ 2,183,642 § (404,677) -18.5%
Investments 2,078,233 2,607,798 (529,565) -20.3%
Loans to plan members 1,097,444 926,831 170,613 i8.4%
Capital assets and other 52,425 53,595 (1,170) -2.2%
Total assets 5,007,067 5,771,866 (764,799 -13.3%

Liabilities:
Accounts payable and accrued liabilities 14,228 9,310 4,918 52.8%
Book overdraft 37,961 37,961 100.0%
Payables for securities lending 103,527 171,600 (68,073) -39.7%
Bond interest payable 13,876 12,181 1,695 13.9%
Insurance reserve for loans to plan members

and investment settlements 20,298 16,559 3,739 22.6%
Bond payable 2,961,359 2,942,184 19,175 0.7%
Other liabilities 13,675 12,946 729 5.6%
Total liabilitics 3,164,924 3,164,780 144 0.0%

Total net assets held in trust
for pension benefits $ 1842143 $ 2607086 § (764,943) -29.3%




Summary Comparative Statements of Change in Plan Net Assels

Total
Tofal Dollar Percentage
2009 2008 Change Change
{In thousands)
Additions:

Contributions:
Employers $ 400,405 $ 380,833 $ 19,572 5.1%
Participating employees 362,040 345,614 16,426 4.8%
Special laws 192,254 177,867 14,387 8.1%
Early retirement 47,146 141,724 (94,578) -66.7%
Investment loss (351,633} (93,910} (257,723) 274.4%
Other 35,878 31,007 4,871 15.7%
Total additions 686,090 983,135 (297,045) -30.2%

Deductions:

Retirement and other benefits 1,174,629 1,129,280 45,349 4.0%
Refunds of contributions 34,530 40,366 (5,836) -14.5%
Interest on bonds payable 186,869 46,996 139,873 297.6%
General and administrative 32,590 31,610 9380 3.1%
Other ) 22,415 19,298 3,117 16.2%
Total deductions 1,451,033 1,267,550 183,483 14.5%
Decrease in plan net assets $ (764943) $ (284,415) § (480,528) 169.0%

» The System total assets exceeded total liabilities by $1,842 million (plan net assets) for the fiscal year
reported compared to the prior year, for which assets exceeded liabilities by $2,607 million.

¢ Based on the last actuarial valuation as of June 30, 2009, the System’s funding ratio of the actuarial
accrued liability is 9.7%.

» Loans to plan members amounted to $1,097 million as of June 30, 2009, compared to $927 million as of ‘
June 30, 2008. :

The basic financial statements of the System for the fiscal year ended June 30, 2009 present a decrease in plan
net assets of $765 million as compared to the prior fiscal year. This was mostly the result of a decrease in cash
and short-term investments of $422 million and a decrease in investments of $530 million, which was
partially offset by an increase in loans and interest receivable from plan members of $171 million and an
increase in accounts receivable of $17 million.

During fiscal year 2009, the plan member and employer contributions, including early refirement
contributions, decreased by approximately $58 million, from $868 million during fiscal 2008 to $810 million
during fiscal year 2009. The System recognized a net depreciation in the fair value of investments of

$559 million during 2009, which represents an increase of $346 million or 162% from the $213 million
recognized in 2008,

Issuance of Bonds Payable
During fiscal year 2007, the Board of Trustees approved the issuance of bonds payable to increase the funds

currently available to pay pension benefits to certain of its beneficiaries and to reduce its unfunded accrued
actuarial pension liability. As of June 30, 2009, bonds payable amounted to $2,961 million.

-6-




Financial Analysis of the System

Facing an unstable market, in 2001 management identified the need for a portfolio restructuring, The
System’s portfolio moved from a very aggressive allocation of 75% toward equities to a controlled allocation
of a maximum of 65% in equities. To enhance the expected annual return, the strategy concentrated in the
allocation of a 28% of the total portfolio to the plan members’ loans program with only 7% assigned to a core
fixed income strategy. Those loans provide a higher return and lower risk in comparison to bonds, mostly
because the System has the ability to increase the interest rates charged, the repayment comes from payroll
deductions, and the loans are guaranteed by plan members’ accumulated contributions.

The new asset allocation of the System’s investment portfolio is the one that fulfills the System’s needs, and
since it is more adequately balanced, it provides protection in case of a market downturn, As of June 30,
2009, the asset allocation of the System’s investment portfolio is 36.13% in fixed-income investments,
including loans receivable, 32.10% in equity securities, 31.01% in cash and short-term investments, and
0.76% in alternative investments as shown in the following chart:

Cash and Short-
Term Investmenls,
Equity Securities, 311 %
2.10%

Alternative
Investments,
0.76%

Fixed Income,

36.13%

Other Investmenis and Transactions

As of June 30, 2009 and 2008, the System held approximately $1,097 million and $927 million, respectively,
in loans and interest receivable from plan members, which represents 35% and 26%, respectively of the total
investment portfolio. As of June 30, 2009, loans and interest receivable from plan members consist of

$128 million in mortgage loans, $911 million in personal loans, $49 million in cultural trips [oans, and

$20 million in accrued interest receivable, less $10.5 million in allowance for adjustment and losses in
realization. As of June 30, 2008, loans and interest receivable from plan members consist of $116 million in
mortgage loans, $782 million in personal loans, $37 million in cultural trips loans, and $18 million in accrued
interest receivable, less $27 million in allowance for adjustment and losses in realization. As of June 30, 2009
and 2008, the fair value of the System’s investment in limited partnerships amounted to $34.9 and

$42.3 million, respectively, which represents approximately [% of the investment portfolio for each year.




The System earns additional investment income by lending investment securities to brokers via its custodian’s
securities lending program. The brokers provide collateral to the System and generally used the borrowed
security to cover short sales and failed trades. The cash collateral received from the brokers is invested in a
short-term investment fund in order to earn interest. For financial statements purposes, the amount of
securities as of June 30, 2009 that was involved in the securities lending transactions was presented with the
required disclosures, according fo the current government accounting pronouncements. For the years ended
June 30, 2009 and 2008, net income from the securities lending activity amounted to approximately $247,000
and $349,000, respectively.

Funding Status

The System was created by Act 447 of May 15, 1951, and since its inception it lacked proper planning and the
levels of contributions were relatively low (and still remains low in comparison to the level of benefits).
Besides, all retirement systems in place before 1951 were merged into the System, which then had to absorb
all their unfunded liabilities. Afterwards, in 1973, the benefits structure was enhanced, however, without the
appropriate increase in the contribution levels. As more people joined the government labor force and then
retired under the new enhanced benefit structure, the gap between the assets available to pay benefits and the
actuarial obligation started its steeping course,

In 1990, in an effort to withstand the increase in the unfunded liability, the benefit structure was modified,
basically to decrease the benefits and to postpone the retirement age from 55 to 65 in order to provide a more
affordable benefit structure. Also, the level of contributions was raised and Act No. 447 was amended to
provide that any increase in benefits will require actuarial studies and must state the financing source.

Ten years later, the continuing increase in the unfunded liability required further action. As a result, the
original defined benefit structure was closed to new plan members joining the System on or after January 1,
2000. To provide a retirement alternative, the System benefit structure was further amended to provide for a
cash balance program, similar to a cash balance plan, to be funded only by employees’ contributions. The new
program is known as the Retirement Savings Account Program (“System 2000”). Under System 2000, the
employers’ contributions continue at the same level as the original defined benefit structure, but are being
used to fund the accrued actuarial liability of the original defined benefit structure that was closed. Also under
System 2000, the disability benefits are to be provided through a private insurance long term disability
program to those plan members that voluntarily elect to enroll in such progtam. On September 15, 2004, Act
No. 296 was enacted to amend the dispositions of Act No. 305 regarding disbursements and the disability
benefits program. After the amendment, any plan member that leaves public service may request that the
balance in his/her savings account be transferred to a qualified retirement vehicle such as an individual
retirement account or a qualified retirement plan in Puerto Rico. Act No. 296 also provides flexibility on the
establishment of the disability program; but still, the employees must finance the program.

Presently, the System consists of three different benefit structures, which are administrated according to their
speciftcations in the Act. For all plan members, excluding System 2000 program participants, the level of
contributions established by law is 8.275% of the employee salary. Under System 2000, employee’s
contributions range from 8.275% to 10% of the salary, as specified by the employee. Under all structures,
employers’ contributions are stated by law at 9.275% of the employee salary.

On the other hand, the System’s actuarial obligation continues its increasing trend as a result of the
continuous increase in the pensioners’ population and its longevity and the fact that incoming pensioners have
higher salaries and consequently, they are entitled to even higher annuities. Since 1990, there have been no
other increases in the employers or employees contributions to cope with those factors and, therefore, the
level of contributions remains low in comparison to the level of pension benefits.




Market events plus the continuous increase in the actuarial liability had a negative effect over the System’s
actuarial unfunded liability. Based on the last actuarial valuation at June 30, 2009, the System’s funded ratio
is 9.5%, the actuarial obligation is $18,944 million, total actuarial value of plan assets amounted to

$1,811 million, and the unfunded actuarial accrued liability amounted to $17,132 million.

The bottom line is that the capital markets by themselves cannot solve the System’s funding problem.
Somehow capital contributions must be increased and/or the liabilities must be reduced. Management has
come up with recommendations to improve the System’s financial health. Among those, the increase in
employees’ and employers’ contribution rates stands out.

On Febroary 27, 2007, the System’s administration and the Government Development Bank for Puerto Rico,
acting as the System’s fiscal agent, presented to the Board of Trustees, a financial transaction for the issuance
of pension funding bonds in order to reduce the System’s unfunded actuarial accrued liability. The System
has authorized the issuance of one or more series of bonds (the “Bonds™) in order to increase the funds
currently available to pay pension benefits to certain of its beneficiaries and reduce its unfunded accrued
actuarial pension liability. The System will pledge future employer contributions to the payment of the Bonds,
invest the proceeds of the Bonds and use these investments and the earnings thereon to provide such pension
benefits to its beneficiaries. On January 31, 2008, the System issued the first series of the Bonds, which
consisted of approximately $1,589 million aggregate principal amount of Senior Pension Funding Bonds,
Series A. On June 2, 2008, the System issued the second of such series of Bonds, which consisted of
approximately $1,059 million aggregate principal amount of Senior Pension Funding Bonds, Series B.
Finally, on June 30, 2008, the System issued the third and final of such series of Bonds, which consisted of
approximately $300 million aggregate principal amount of Senior Pension Funding Bonds, Series C.

Increase in Benefits for Retirees Established for 2009, 2008, and 2007

For the years 2009, 2008, and 2007, the Government of Puerto Rico granted several benefits to the System’s
retirees to help them cope with the increase in the cost of living, which consisted of:

e Increase in the minimum monthly pension benefit from $300 to $400, effective July 1, 2007,

» Increases of 3% in all pensions effective on July 1, 2007, but computed retroactively to January 1,
2007,

¢ Increase from $500 to $550 and to $600 in the Christmas Bonus for the retiree, effective in December
2006 and 2007, respectively.

e Increases of 3% in all pensions lower than $1,250 effective on July 1, 2008. This increase could not
exceed the amount limit of $1,250.

Following the requirements established by Act 1 of February 16, 1990, these benefits are financed through
legislative appropriations from the Commonwealth with respect to Central Government retirees and financed
by the municipalities and public corporations with respect to their corresponding retirees. There were no
additional benefits granted for fiscal year 2009.



Capital Assefs

The System’s investment in capital assets as of June 30, 2009 and 2008 amounted to approximately $9.2
miliion and $9.8 million, respectively, net of accumulated depreciation. Capital assets inclhude land, building
and improvements, construction in progress, and equipment. The building and improvements consists of the
facilities in which the System has its operations,

Requests for Information

The financial report is designed to provide a general overview of the System’s finances, comply with related
laws and regulations, and demonstrate commitment to public accountability. Questions concerning any of the
information provided in this report or requests for additional information should be addressed to the
Commonwealth of Puerto Rico Government Employees and Judiciary Retirement Systems Administration,
437 Ponce de Ledn Avenue, Hato Rey, Puerto Rico 00918.

* ok ok ok K %
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EMPLOYEE’S RETIREMENT SYSTEM OF THE GOVERNMENT

OF THE COMMONWEALTH OF PUERTO RICO
(A Pension Trust Fund of the Commonwealth of Puertoc Rico)

STATEMENT OF PLAN NET ASSETS
JUNE 30, 2009
(In Thousands)

ASSETS:
Cash and short-term investments:

Deposits at commercial banks

Deposits with Government Development Bank of Puerto Rico:
Unrestricted
Restricted

Deposits with Bank of New York

Short-term investment fund

Total cash and short-term investments

Investments:
Bonds and notes
Stocks
Private equity investments

Total investments
Total cash and investments

Loans and interest receivable from plan members — net of allowance
for adjustments and losses in realization

Accounts receivable:
Employers — net
Commonwealth of Puerto Rico
Due from the Commonwealth of Puerto Rico Judiciary Retirement System
Investments sold

Accrued investment income
Other

Total accounts receivable
Capital assets — net
Bond issue costs
Other assets

Total assets
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2009

§ 21,792

79,500
1,028,878
193,537
103,527
1,427,234
565,366
1,477,945
34,922
2,078,233

3,505,467
1,097,444

289,427
7,833
17,942
24,509
6,939

5,081
351,731
9,171
34,362
8,892

5,007,067

(Continued)




EMPLOYEE’S RETIREMENT SYSTEM OF THE GOVERNMENT

OF THE COMMONWEALTH OF PUERTO RICO
(A Pension Trust Fund of the Commonwealth of Puerto Rico}

STATEMENT OF PLAN NET ASSETS
AS OF JUNE 30, 2009
{In Thousands)

LIABILITIES:

Accounts payable and accrued liabilities, including book overdraft
of $37,961

Payables for securitics lending

Investments purchased

Bonds interest payable

Funds of mortgage loans and guarantee insurance reserve for loans
to plan members

Bonds payable

Other liabilities

Total tiabilities

CONTINGENCIES (Note 12)

Net assets held in trust for pension benefits (Schedule
of Funding Progress is presented on page 42)

See notes to basic financial statements.

-12 -

$ 52,189
103,527
13,926
13,876

6,372
2,961,359
13,675

3,164,924

$ 1,842,143

(Concluded)



EMPLOYEE’S RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO

(A Pension Trust Fund of the Commonwealth of Puerto Rico)

STATEMENT OF CHANGES IN PLAN NET ASSETS
FOR THE YEAR ENDED JUNE 30, 2009
(In Thousands)

ADDITIONS:
Contributions:
Employers
Participating employees
Early retirement
Special laws

Total contributions -

Investment income (loss):
Net depreciation of investments
Dividend income
Interest income

Total investment loss
Less investment expense
Net investment loss
Other income
Total additions

DEDUCTIONS:
Annuities
Benefits under special laws
Death benefits
Refunds of contributions:
Employers
Participating employees
Interest on bonds payable
General and administrative
Other expenses

Total deductions

NET DECREASE IN NET ASSETS HELD IN TRUST FOR
PENSION BENEFITS

NET ASSETS HELD IN TRUST FOR PENSION BENEFITS:

Beginning of year

End of year

See notes to basic financial statements.
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$ 400,405
362,040
47,146
192,254

1,001,845

(558,552)
15,774
198,734

(344,044)
7,589

(351,633)
35,878
686,090

970,843
192,254
11,532

2,013
32,517
186,869
32,590
22,415

1,451,033

(764,943)

2,607,086
$1,842,143



EMPLOYEE’S RETIREMENT SYSTEM OF THE GOVERNMENT OF THE
COMMONWEALTH OF PUERTO RICO

(A Pension Trust Fund of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2009

I.. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The Employee’s Retirement System of the Government of the Commonwealth of Puerto Rico (the
“System”) is a defined benefit pension plan administered by the Puerto Rico Government Employees
and Judiciary Retirement Systems Administration and was created by Act No. 447 on May 5, 1951.
The System began operations on January 1, 1952, at which date, contributions by employers and
participating employees commenced. The System is a pension trust fund of the Commonwealth of
Puerto Rico (the “Commonwealth™). The System, as a governimental retirement plan, is excluded from
the provisions of the Employee Retirement Income Security Act of 1974 (ERISA).

The responsibility for the proper operation and administration of the System is vested on the board of
trustees, composed of two participating employees and one pensioner, who are appointed by the
Governor of the Commonwealth. Also, there are four Commonwealth government agency
representatives, which are the Secretary of the Treasury, the President of the Government Development
Bank for Puerto Rico, the Executive Director of the Commonwealth’s Human Resources Office, and the
Municipal Affairs Commissioner.

As of June 30, 2009, the System has an unfunded actuarial accrued liability of approximately $17,101
million, representing a 9.7% funding ratio. In the opinion of management and based on information
prepared by consulting actuaries, if measures are not taken now to deal with this situation, the System
will not able to fully fund pensions in the fiscal years starting after 2020. This situation could have a
direct negative effect on the Commonwealth’s general fund, since most of the employers under the
System are government agencies obligated to make actuarial contributions to fund the System.

To attend to these issues immediately, the Governor of the Commonwealth (the “Governor™), by
Executive Order OE-2010-10 daied March 12, 2010, created the Special Commission cn the Retirement
Systems Reform (the “Commission™), as an instrument for its members to provide individual and/or
group recommendations on actions that the executive and legislative branches can execute to provide
immediate alternatives to ease the current crisis and long term solutions that will help the System.

The Administrator of the Puerto Rico Government Employees and Judiciary Retirement Systems
Administration will provide technical support to the Commission and its members. After receiving all
available data, the Commission must present a report to the Governor, no later than September 30, 2010,
which must include specific recommendations addressing the current fiscal crisis and cash flow
problems of the System.

The following are the significant accounting policies followed by the System in the preparation of its
financial statements:

Basis of Presentation — The accompanying basic financial statements have been prepared on the
accrual basis of accounting in accordance with the provisions of Governmental Accounting Standards
Board (GASB) Statement No. 25, Financial Reporting for Defined Benefit Pension Plans and

Note Disclosures for Defined Contribution Plans, as amended by GASB Statement No. 50, Pension
Disclosures — an amendment of GASB Statements No. 25 and No. 27. Participating employees and
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employer’s contributions are recognized as additions in the period in which the employee services are
rendered. Annuities, benefits, and refunds are recognized as deductions when due and payable in
accordance with the terms of the plan.

Use of Estimates — The preparation of financial statements in conformity with accounting principles
generally accepted in the United States of America (GAAP) requires management to make estimatesand
assumptions that affect the reported amounts of net assets held in trust for pension benefits, disclosure of
contingent assets and liabilities at the date of the financial statements, and the reported amounts of
additions and deductions to net assets held in trust for pension benefits during the reporting period.
Actual results could differ from those estimates.

Cash and Short-Term Investments — Cash and short-term investments consist of overnight deposits
with the custodian bank, securities lending collateral, money market funds, and certificates of deposits in
Government Development Bank for Puerto Rico (GDB) (a component unit of the Commonwealth) and a
commercial bank, Restricted cash deposited with GDB consists of payments received from mortgage
foan holders administered by the mortgage servicers in the servicing of loans (escrow accounts), expired
checks not claimed by the plan members, restricted for repayments, and proceeds of the issuance of the
Series A and B Bonds restricted for investment purchases.

Investments — Investments are carried at fair value. The fair value of investments is based on quoted
prices, if available. The System has investments valued at approximately $948,544,000 or 18.91% of
total assets as of June 30, 2009, whose fair values have been estimated in the absence of readily
determinable fair values. This estimate is based on information provided by the underlying fund
managers. Such investments include private equity investments and nonexchange traded mutual funds.

Securities transactions are accounted for on the trade date. Realized gains and losses on securities are
determined by the average cost method and are included in the statement of change in plan net assets.

Loans to Plan Members — Mortgage, personal, and cultural trip loans to plan members are stated at
their outstanding principal balance. Maximum amounts that may be granted to plan members for
mortgage, personal, and cultural trip loans are $100,000, $15,000, and $10,000, respectively.

The System services mortgage loans with aggregate principal balances of approximately $8.6 million at
June 30, 2009 related to certain mortgages loans sold to Federal National Mortgage Association
(FNMA) for a fee of 0.25%. The income for 2009 amounted to $21,484 and is recognized as interest
income in the accompanying statement of change in plan net assets.

During 2009, the System repurchased approximately $56,641 in mortgage loans that were sold during
fiscal year 1998 to FNMA. The sale contract stipulates that the System must repurchase any loans with
payments in arrears over 90 days.

Insurance Premiums, Claims, and Reserve for Life Insurance on Loans to Plan Members — Premiums
collected and benefits claimed are recorded as additions and deductions, respectively. The guarantee
insurance reserve for life insurance on loans to plan members is revised each year and adjusted
accordingly based on the annual higher claim amount of a five-year period increased by a management
determined percentage.

Capital Assets — Capital assets include building, building improvements, and fumiture and equipment.
The System defines capital assets as assets, which have an initial individual cost of $500 or more at the
date of acquisition and have a useful life equal to or in excess of four years. Capital assets are recorded
at historical cost or at estimated historical cost if actual historical cost is not available. Donated capital
assets are recorded at their estimated fair value at time of donation.

-15-




Capital assets are depreciated on the straight-line method over the assets estimated useful life. There is
no depreciation recorded for construction in progress, The estimated useful lives of capital assets are as
follows:

Years
Building 50
Buildings improvements . 1]
Equipment, furniture, fixtures, and vehicles 5-10

The System evaluates capital assets under the provisions of GASB Statement No. 42, Accounting and
Financial Reporting for Impairment of Capital Assets and for Insurance Recoveries, which establishes
that, generally, an asset is considered impaired when its service utility has declined significantly and
unexpectedly, and the event or change in circumstances is outside the normal life cycle of the assef.
Management is then required to determine whether impairment of an asset has occurred. Impaired
capital assets that will no longer be used by the System are reported at the lower of carrying value or fair
value. hmpairment losses on capital assets that will continue to be used by the System should be
measured using the method that best reflects the diminished service utility of the capital asset.
Impairment of capital assets with physical damage generally should be measured using a restoration cost
approach, an approach that use the estimated cost to restore the capital asset to identify the portion of the
historical cost of the capital asset that should be written off. During the year ended June 30, 2009,
management assessed and determined that no impairment adjustment was deemed necessary.

Future Adoption of Accounting Pronouncements — The GASB has issued the following accounting
standards that have effective dates after June 30, 2009:

» GASB Statement No. 51, Accounting and Reporting for Intangible Assefs, which is effective for
fiscal years beginning after June 15, 2009.

e GASB Statement No. 53, Accounting and Financial Reporting for Derivative Instruments, which is
effective for fiscal years beginning after June 15, 2009.

The impact of these statements on the System’s basic financial statements has not yet been determined.

PLAN DESCRIPTION

The System consists of different benefit structures pursuant to Act No. 447 of 1951, as amended,
including a cost-sharing multi-employer confributory defined benefit program and a cash balance
program, similar to a cash balance plan. The System is sponsored by the Commonwealth, public
corporations, and municipalities of Puerto Rico. Substantially all full-time employees of the
Commonwealth and its instrumentalities (Commonwealth Agencies, Municipalities, and Public
Corporations, including the Systemn) are covered by the System. All regular, appointed, and temporary
employees of the Commonwealth at the date of employment become plan members of the System. The
System is optional for Commonwealth officers appointed by the Governor and Head of Agencies.

At June 30, 2009, membership of the System consisted of the following

Retirees and beneficiaries currently receiving benefits 104,971
Current participating employees 160,053
Total membership 265,024
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Plan members, other than those joining the System after March 31, 1990, are eligible for the benefits
described below:

Retirement Annuity — Plan members are eligible for a retirement annuity upon reaching the following
age:

Policemen and Firefighters Other Employees
50 with 25 years of credited service 55 with 25 years of credited service
58 with 10 years of credited service 58 with 10 years of credited service

Plan members are eligible for monthly benefit payments determined by the application of stipulated
benefit ratios to the plan member’s average compensation. Average compensation is computed based on
the highest 36 months of compensation recognized by the System. The annuity, for which a pian
member is eligible, is limited to a minimum of $400 per month and a maximum of 75% of the average
compensation.

Merit Annuity — Plan members are eligible for merit annuity with a minimum of 30 years or more of
credited service. The annuity for which the plan member is eligible is limited to a minimum of 65% and
a maximum of 75% of the average compensation.

Deferred Retirement Annuity — A participating employee who ceases to be an employee of the
Commonwealth after having accumulated a minimum of 10 years of credited service qualifies for
retirement benefits provided his/her contributions to the System are left within the System until
attainment of 58 years of age. '

Coordinated Plan — On the coordinated plan, the participating employee contributes a 5.775% of the
monthly salary for the first $550 and 8.275% for the excess over $550. By the time the employee
reaches 65 years old and begins to receive social security benefits, the pension benefits are reduced by
the following:

o $165 per month if retired with 55 years of age and 30 years of credited service
o $110 per month if retired with less than 55 years of age and 30 years of credited service
o All other between $82 and $100 per month

¢ Disability annuities under the coordinated plan are also adjusted at age 65 and in some cases can be
reduced over $165 per month

Noncoordinated Plan — On the noncoordinated plan, the participating employee contributes an 8.275%
of the monthly salary and does not have any change on the pension benefits upon receiving social
security benefits.

Reversionary Annuity — A plan member, upon retirement, could elect to receive a reduced retirement
annuity giving one or more benefit payments to his/her dependents. The life annuity payments would
start after the death of the retiree for an amount not less than $240 yearly or greater than the annuity
payments being received by the retiree.
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Occupational Disability Annuity — A participating employee, who as a direct result of the performance
of his/her occupation is totally and permanently disabled, is eligible for a disability annuity of 50% of
the compensation received at the time of the disability.

Nonoccupational Disability Annuity — A participating employee totally and permanently disabled for
causes not related to his’her occupation, and with no less than 10 years of credited service, is eligible for
an annuity of 1.5% of the average compensation of the first 20 years of credited services increased by
2% for every additional year of credited service in excess of 20 years.

Death Benefits:
Occupational:

Surviving Spouse — annuity equal to 50% of the participating employee’s salary at the date of the
death,

Children — $10 per month for each child, minor or student, up to a maximum benefit per family of
100% of the participating employee’s salary at the date of the death. If no spouse survives, or dies while
receiving the annuity payments, each child, age 18 or under, is eligible to receive an annuity of $20 per
month up to the attainment of 18 years of age or the completion of his/her studies.

Nonoccupational —

Beneficiary — the contributions and interest accumulated as of the date of the death plus an amount
equal to the annual compensation at the time of the death.

Postretirement — Beneficiary with surviving spouse age 60 or over and chitd, age 18 or under, up to
50% (60%, if not covered under Title IT of the Social Security Act) of retiree’s pension or otherwise the
excess, if any, of the accumulated contributions at the time of retirement over the total annuity benefits
received before death, limited to a minimum of $750.

Refunds — A participating employee who ceases his/her employment with the Commonwealth without
right to a retirement annuity has the right to a refund of the contributions to the System, plus any interest
earned thereon.

Amendments to Benefits Structure for Plan Members who Joined the System on or After April 1, 1990 —
Act No. | of February 16, 1990, made certain amendments applicable to new participating employees
joining the System effective April 1, 1990. These changes consist principally of an increase in the
retirement age from 55 to 65, a decrease in the benefit percentage of the average compensation in the
occupational disability and occupational death benefits annuities from 50% to 40%, and the elimination
of the merit annuity for participating employees (except policemen and firemen) who have completed

30 years of creditable service.

Cost of Living Adjustment for Pension Benefits — Act No. 10 of May 21, 1992, provided for
increases of 3% every three years, of the pensions paid by the System to those plan members with three
or more years of retirement. The Act requires further legislation to grant this increase every three years,
subject to the presentation of actuarial studies regarding its costs and the source of financing. Since
fiscal year 1992 to 2007 there have been other acts addressing the cost of living atllowance (C.0.1..A.) as
Act No. 207 of August 13, 1995; Act No. 221 of August 9, 1998; Act No. 40 of June 13, 2001; Act

No. 157 of June 27, 2003; and Act No. 35 of April 24, 2007.
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On April 24, 2007, the Governor signed the Act No. 35 to provide for an increase of 3% of the pension
paid by the System to those plan members whose monthly pension is less than $1,250, effective on
July 1, 2008. _

To protect the financial health of the System, the increases granted pursuant to the above laws are being
financed through annual appropriations from the Commonwealth and contributions from municipalities
and public corporations.

Other Benefits Granted — For fiscal years 2003 to 2007, the Commonwealth granted additional
benefits to the System’s retirees. As of June 30, 2009, these increases are being funded through special
appropriations from the Commonwealth for the amount corresponding to the Commonwealth agencies
angd by contributions from the public corporations and municipalities.

Early Retirement Programs — During fiscal year 2001, the Commonwealth granted three additional
retirement programs through Act No. 370 of December 31, 1999, Act No. 119 of July 13, 2000, and Act
No. 174 of August 12, 2000. These acts applied to employees of the Municipality of San Juan,
employees of the State Insurance Fund Corporation and the employees within the three branches of the
Commonwealth, respectively. These early retirement programs ended in fiscal year 2006, at which time,
these employees became fully beneficiaries of the System, In order to avoid any economic impact on the
System, the employers were responsible for contributing to the System the amounts to cover the benefit

. payments and the employer and employee contributions with respect to the plan members covered until
the attainment of the normal retirement age.

During fiscal year 2006, the Puerto Rico Industrial and Development Company (PRIDCO) implemented
an eatly retirement program for its employees under Act No. 143, dated November 22, 2005. PRIDCO
will reimburse the annuities and other benefits paid by the System during a five-year period, plus the
employer and employee contributions with respect to the plan members covered until the attainment of
the normal retirement age.

During fiscal year 2008, the Commonwealth issued Act No. 70, dated July 13, 2007, to implement an
early retirement program for the employees of the Puerto Rico National Parks Company. The
Municipality of San Juan issued the Resolution No. 41, dated May 5, 2008, which provided an early
retirement program for the municipalities® employees. Also, GDB implemented an early retirement
program for its employees under the Act No. 188 of December 12, 2007. The Puerto Rico National
Parks Company has already made two payments and would reimburse the remaining balance on
annuities and other benefits paid by the System in three installments on each July 31 starting on 2009
through 2011. The Municipality of San Juan will reimburse the annuities and other benefits paid by the
System during a five-year period, plus the employer and employee contributions with respect to the plan
members covered until they reach the normal retirement age.

The Land Autherity of Puerto Rico (the “Land Authority™) implemented an early retirement program for
its employees under Law No, 59 of January 31, 2008. The Land Authority has already made the initial
payment and would reimburse the remaining balance on annuities and other benefits paid by the System
in four installments on each July 31 starting on 2009 through 2012,

The Right to Employment Administration (the “Administration”) implemented an carly retirement
program for its employees under Law No. 275 of December 31, 2008. The Administration already made
the initial payment and would reimburse the remaining balance on annuities and other benefits paid by
the System in four installments on each July 31 starting on 2009 through 2012,

The Puerto Rico Environmental Quality Board (the “EQB”) implemented an early retirement program
for its employees under the Law 224 Act No. 7 dated August 9, 2008. The EQB already made the initial
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payment and would reimburse the remaining balance on annuitics and other benefits paid by the System
in four installments on each July 31 starting on 2009 through 2012,

The Puerto Rico Department of Labor and Human Resources (the “Department of Labor”) implemented
an early retirement program for its employees under the Law 136 dated July 29, 2008. The Department
of Labor already made the initial payment and would reimburse the remaining balance on annuities and
other benefits paid by the System in four installments on each July 31 starting on 2009 through 2012.

Amendment to Act No. 447 Effective January 1, 2000, to Create System 2000 — On September 24,
1999, Law 305, an amendment to Act No. 447 of May 15, 1951, which created the System, was enacted
to provide for a new benefit structure, similar to a cash balance plan, known as System 2000, to cover
employees joining the System on or after January 1, 2000.

Employees participating in the System as of December 31, 1999, were allowed to elect either to stay in
the defined benefit structure or transfer to System 2000, People joining the public sector on or after
January 1, 2000, are only allowed to become members of System 2000. Under System 2000,
contributions received from participants are pooled and invested by the System, together with the assets
corresponding to the defined benefit structure. There are no separate accounts for System 2000
participants. Future benefit payments under the original defined benefit structure and System 2000 will
be paid from the same pool of assets. As a different benefit structure, System 2000 is not a separate plan,
and as such, is not presented separately from the original defined benefit structure, pursvant to the
provisions of GASB Statement No. 25, The Commonwealth does not guarantee benefits at retirement
age.

The annuity benefits to participants is based on a formula which assumes that each year the employee’s
contribution (with 2 minimum of 8.275% of the employee’s salary up to a maximum of 10%) will be
invested as instructed by the employee in an account which either: (1} earns a fixed rate based on the
two-year Constant Maturity Treasury Notes or, (2) earns a rate equal to 75% of the return of the
System’s investment portfolio (net of management fees), or (3) earns a combination of both aliernatives.
Plan members receive periodic account statements similar to those of defined contribution plans
showing their accrued balances. Disability benefits are not granted under System 2000 rather should be
provided to those plan members that voluntarily elect to participate in a private insurance long-term
disability program. The employers’ contributions (9.275% of the employee’s salary) with respect to
employees under System 2000 will continue but will be used to fund the defined benefit plan, System
2000 reduced the retirement age from 65 years to 60 for those employees who joined the current plan on
or after January 1, 2000.

At June 30, 2009, System 2000's membership consisted of 64,813 current participating employees.
FUNDING POLICY

The contribution requirement to the System is established by law and is not actuarially determined.
Required employers’ contributions consist of 9.275% of applicable payroll in the cases of municipalities,
central government, and public corporations. Required employee contribution consists of 5.775% of the
first $550 of the monthly salary with the excess at 8.275% for the coordinated benefit structure and
8.275% of the total monthly salary for participating employee’s contributions for the noncoordinated
benefit structure. If necessary, additional non payroll related contributions from the Commonwealth
should ultimately cover any deficiency between the participating employers’ and employee’s
contributions and the System’s pension benefit obligations and general and administrative deductions.
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The System, besides the contributions received from plan members and employers, also receives
legislative appropriations from special laws to cover additional benefits and the increase in benefits to
retired employees. In the past years, there have been laws that granted additional benefits, such as,
summer and Christmas bonuses, and various increases in cost of living allowances (3%), among others.
Most of the funds used to cover these benefits are budgeted by the Commonwealth through legislative
appropriations.

Actuarial Information — Calculations of the present value of benefits under the System were made by
consulting actuaries as of June 30, 2009, using the projected unit credit cost method, with straight
proration based on service to decrement. The significant assumptions underlying the actuarial
computations include: (a) assumed rate of return on investments of 7.5%, except for System 2000, which
is 4.5%, (b) assumed compound rate of wage increases of 3% per year, (c) assumed inffation rate of
2.5%, (d) assumed cost of living adjustment of 0.99% annual COLA to approximate 3% triennial
increases, and (&) assumed mortality as follows:

» Preretirement Mortality — For general employees and mayors, RP-2000 Employee Mortality Rates,
with white collar adjustments for males and females, projected on a gencrational basis using Scale
AA. For members covered under Act No. 127, RP-2000 Employee Mortality Rates, with blue collar
adjustments for males and females, projected on a generational basis using Scale AA.

¢ Postretirement Healthy Mortality — Gender-specific mortality rates were developed based on a
study of the plan’s experience from 2003-2007. ‘

e Postretirement Disabled Mortality — RP-2000 disabled annuitant mortality rates, without
projection.

As of June 30, 2009, the actuarial accrued liability and the unfunded actuarial accrued liability were
approximately $18,944 million and $17,101 million, respectively.

The Legislature of the Commonwealth enacted Act No. 1 of February 16, 1990, to improve the solvency
of the System for the next 50 years. Among other provisions, the legislation increased the level of
contributions to the System, reduced the benefits for new participating employees, and increased the
retirement age from 55 to 65 years. Further, through Act 305 of September 24, 1999,the original defined
benefit structure was no longer available to new employees and System 2000 was created (as described
in Note 2) for all plan members who started working for the Commonwealth effective January 1, 2000,
or after. '

As an employer, the System contributed $1,734,000, which represented its contractually required
contribution for the year ended June 30, 2009.

FUNDED STATUS AND FUNDING PROGRESS

The System’s funded status as of June 30, 2009, the most recent actuarial valuation date, is as follows
(in thousands):

Unfunded
Actuarial Actuarial Actuarial UAAL as a
Actuarial Value Accrusd Accrued Percentage
Valuation of Plan Llabllity Llabillty Funded Annual of Annual
Date Assets {AAL) {UAAL) Ratio Salary Salary
June 30, 2009 §$1,842,143 $18,943,586 $17,101,443 9.7 % $4,292,552 398.4 %
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The schedule of funding progress (see page 42), presented as required supplementary information (RSI)
following the notes to the financial statements, present multilayer trend information about whether the
actuarial values of plan assets are increasing or decreasing over time relative to the AALs for benefits.

Additional information as of the latest actuarial valuation is as foflows:

Valuation date June 30, 2009
Actuarial cost method Projected unit credit cost method, with straight
proration based on service to decrement
Amortization method 30 years closed, level dollar
Remaining amortization period 28 years
Asset valuation method Market value of assets
Actuarial assumptions:
Investment rate of return ' 7.50%
Projected salary increases 3.00% (no increase in 2009-10 and 2010-11)
Projected payroll growth 2.5%
Inflation 2.5%
Mortality rate Preretirement Mottality — For general employees

and mayors, RP-2000 employee mortality rates,
with white collar adjustments for males and
females, projected on a generational basis using
Scale AA. For members covered under Act

No, 127, RP-2000 employee mortality rates,
with blue collar adjustments for males and
females, projected on a generational basis using
Scale AA.

Postretirement Healthy Mortality — Gender-specific
mortality rates were developed based on a study of
the plan’s experience from 2003-2007.

Postretirement Disabled Mortality — RP-2000
disabled annuitant mortality rates, without
projection.

Cost of living adjustment 0.99% annual COLA to approximate 3%
triennial increases.

CASH AND INVESTMENTS

Custodial Credit Risk Related to Deposits — Custodial credit risk is the risk that, in an event of a
bank failure, the System’s deposits might not be recovered. The Commonwealth requires that public
funds deposited in Puerto Rico commercial banks must be fully collateralized for the amount deposited
in excess of federal depository insurance. All securities pledged as collateral are held by the Secretary of
the Treasury of the Commonwealth, Deposits with GDB, Bank of New York, and with other non-Puerto
Rico commercial banks are uninsured and uncollateralized, as these entities are exempt from compliance
with the collateralization requirement.

-27 -




As of June 30, 2009, depository bank balances of approximately $1,428 million were uninsured and
uncollateralized as follows (in thousands):

Amount
Depository Uninsured
Carrying Bank and
Amount Balance Uncollateralized
Deposits at commercial banks hY 21,792 $ 21,792 $ 21,792
Deposits with GDB 1,108,378 1,109,013 1,109,013
Deposits with Bank of New York 193,537 193,537 193,537
Short-term investments 103,527 103,527 103,527
Total $ 1,427,234 $ 1,427,869 $ 1,427,869

Investments — The fair value of investments in marketable securities held by the System as of June 30,
2009, is as follows (in thousands):

Bonds:
U.S. government and sponsored agencies’ securities $ 323,553
Municipal bonds 35,405
U.S. corporate bonds 206,408
Total bonds 565,366

Stocks:
U.S. corporate stocks 564,323

Non-exchange traded mutual funds:

U.S. 488,698
Non-U.S. 424,924
Total stocks 1,477,945
Private equity investments 34,922
Total investments $2,078,233

The System’s investiments are exposed to custodial credit risk, credit risk, concentration of credit risk,
foreign currency risk, and interest rate risk. Following is a description of these risks as of June 30, 2009:

Custodial Credit Risk Related to Investments — Custodial credit risk for investments is the risk that,
in the event of the failure of the counterparty to a transaction, the System may not be able to recover the
value of the investment or collateral securities that are in the possession of an outside party. At June 30,
2009, securities investments were registered in the name of the System and were held in the possession
of the System’s custodian banks, State Street Bank and Trust and Bank of New York, except for
securities lent.
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Credit Risk — All fixed-income securities at the time of purchase must be of investment grade quality.
All issuances shall be rated investment grade by at least two of the nationally recognized rating agencies.
The portfolio is expected to maintain a minimum weighted-average credit quality of either “A” or better
using either Standard and Poor’s or Moody’s Investor Service credit ratings.

The System’s U.S. government and sponsored agencies’ securities portfolio includes approximately
$83,024,000 of U.S. Treasury notes and approximately $35,619,000 of mortgage-backed securities
guaranteed by Government National Mortgage Association (GNMA), which carry the explicit guarantee
of the U.S. government. The Moody’s ratings of bonds as of June 30, 2009, excluding U.S. Treasury
notes and mortgage-backed securities guaranteed by GNMA are as follows (in thousands):

Fair

Moody's Rating Investment Type Value
Aaa U.S. government and sponsored agencies securities $204,209
Aaa U.S. corporate bonds 19,040
Aal U.S. corporate bonds 1,146
Aa2 U.S. corporate bonds 15,672
Aal LLS. corporate bonds 4,834
Al U.S. corporate bonds 30,579
A2 U.S. corporate bonds 51,097
A3 U.S. corporate bonds 13,883
Baal U.S. corporate bonds 32,438
Baa2 U.S. corporate bonds 17,938
Baa3 U.S. corporate bonds 14,822
Ba3 U.S. corporate bonds 533
Bl U.S. corporate bonds 294
B3 U.S. corporate bonds 694
NR U.S. corporate bonds 3,345
WR U.S. corporate bonds 92
Al Municipal bonds 1,679
Baal Municipal bonds 4,943
Baa2 Municipal bonds 6,553
Baa3 Municipal bonds 20,258
Bal Municipal bonds 1,974

Total bonds $446,723

Concentration of Credit Risk — No investment in marketable securities in any organization represents
5% or more of the System’s net assets held in trust for pension benefits. The System owns shares in the
State Street Bank and Trust Company S&P 500 Flagship Securities Lending Fund (the “S&P 500
Fund™). As of June 30, 2009, the fair value of the System’s investment in 2,648,352 shares of the S&P
500 Fund amounted to approximately $488.7 million. The investment objective of the S&P 500 Fund is
to match the return of the Standard & Poor’s 500 Index.

Y.



As of June 30, 2009, the investments underlying the S&P 500 Fund had the following sector allocations:

Sector Percentage
Information technology 18.38 %
Health care 14.00
Financial 13.58
Energy 12.41
Consumer staples 11.99
Industrials 9.85
Consumer discretionary 8.96
Utilities 4,08
Telecommunication services 3.53
Materials 3.22

Interest Rate Risk — In accordance with its investment policy, the System manages its exposure to
declines in fair values by structuring the investment portfolio so that securities mature to meet cash
requirements for benefit payments, thereby avoiding the need to sell securities on the open market prior
to maturity. Investments in equity securities are not subject to the maximum maturity policy since they
do not carry a maturity date. The System is expected to achieve capital preservation and income
generation by investing in a diversified portfolio of marketable, investment grade core fixed-income
securities.

Investments in debt securities as of June 30, 2009, are as follows (in thousands):

Investment Maturities {In Years})

Maturity Less Between Between More Than
From Fair Value Than 1 1-5 5-10 10
U.S. government and
agencies securilies (2009-2039) $323,552 $10,548 $ 94,204 $ 45,242 $173,559
Corporate bonds (2009-2044) 206,407 5,932 89,569 59,214 51,692
Municipal bonds (2011-2032) 35,407 - 4,713 8,395 22,299
Total bonds $565,366 $16,480 $188,486 $112,851 $247,550

As of June 30, 2009, investment maturitics as a percentage of total debt securities are as follows:

Maturity Maximum
Maturity
Less than one year 3%
One to five years 33
More than five to ten years 20
More than ten years 44

Foreign Currency Risk — As of June 30, 2009, the System owned approximately $371 million, in an
international equity commingled fund under the custody of Morgan Stanley investment bank, which
represented approximately 96.8% of the total commingled fund. Also, for the year ended June 30, 2009,
the System owned approximately $71 million, in an international equity commingled fund under the
custody of Invesco International Equity Trust, which represented approximately 10.13% of the total
commingled fund.
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As of June 30, 2009, these pooled trusts had an asset mix and country allocation as shown in the

following tables:

Morgan Stanley:

Assots Mix

Cash and equivalents
Future contracts
Equity securities

Total

Country Allocation

Poland
Russia

Eastern Europe

Auslria
Belgium
Finland
France
Germany
Grecce
Tialy
Netherlands
Portugal
Spain

Euro Europe
[ndia

Brazil
Mexico

Latin America
Turkey

Denmark
Norway

Sweden
Switzerland
United Kingdom

Non-Euro Europe

Auslralia
China

Hong Kong
Indonesia
Japan
Malaysia
New Zealand
Singapore
Taiwan

Pacific
Cash

Total

Curroncy

Zlotych
Rubles

Euro
Euro
Euro
Euro
Euro
Euro
Euro
Euro
Euro
Euro

Rupees

Real
Pesos

Lira

Kroner
Kroner
Krona
Francs
Pounds

Dollars
Yuan Renmimbi
Dollars
Rupiahs
Yen
Ringgits
Dollars
Doliars
New Dollars

Currency Code

PLN
RUB

DKK
NOK
SEK
CHF
GBP

AUD
CNY

IDR
PY

NZD
SGD
TWD

Percent

0.51 %
12.49
87.00

100.00 %

Portfolio %

0.48 %
0.65

1.13

0.26
0.38
1.15
839
7.82
0.36
2.22
224
0.24
4.44

27.50
1.08
1.35
0.14

1.49
0.84

0.58
0.92
2.17
6.26
i8.79

28.72

316
2.25
4,05
0.64
25.61
0.02
0.01
2.24
0.75

38.73
0.51

100.00 %




Invesco:

Assets Mix Percent
Short-term investments 3.12%
Foreign stock 96.88
Total 100.60 %
Country Allocation Currency Currency Code Portfolio %
Canada Dollars CAD 2.69
Finland Euro EUR 1.98
France _ Euro EUR 9.05
Germany Euro EUR 4.27
Netherlands Euro EUR 8.92
Italy Euro EUR 2.25
Spain Euro EUR 3.82
Euro Europe : 30.29
Norway Kroner NOK 0.91
Sweden Krona SEK 1.40
Switzerland Francs CHF 6.63
United Kingdom Pounds GBP 19.85
Non-Euro Eurepe 28.79
Australia 2.30
Hoeng Kong Dollars HKD 4.08
Japan Yen JPY 22.24
Pacific 28.62
Other Countries Invesco — Emerging Markets
Equity Trust 6.49
Total 96.88 %

Investments in Limited Partnerships — The fair value of investments in limited partnerships as of
June 30, 2009, amounted to approximately $34.9 million and is presented within private equity
investments in the statements of plan net assets. The allocations of net gain and net loss to limited
partners are based on certain percentages, as established in the limited partnership agreements, The
investments in limited partnerships were as follows:

¢ During fiscal year 2009, approximately $249,000 were invested in Guayacan Fund of Funds, L.P., a
Delaware limited partnership, created by Grupo Guayacén, Inc. as General Partner in which the
System has a total commitment of $25 million. This fund has commitments to invest in fifteen
(15) U.S. based and international venture partnerships and familiarizes the local pension funds with
the private equity asset class without the risks inherent in geographically constrained investments.

¢ During fiscal year 2009, approximately $142,000 were invested in Guayacén Fund of Funds II, L.P.,
a Delaware limited partnership created by Grupo Guayacén, Inc., as General Partner, in which the
System has a total commitment of $25 million. This fund seeks to provide investors with a superior
investment return and extensive diversification by investing in nineteen (19) private equity
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investment partnerships in the United States and Europe. This fund also invests a portion of its
assets in a Puerto Rico based private equity investment entity.

During fiscal year 2009, approximately $238,000 were invested in Guayacan Private Equity Fund,
L.P., a limited partnership organized pursuant to the laws of the State of Delaware and authorized to
engage in business in the Commonwealth of Puerto Rico, in which the System has a total
commitment of $5 million. The purpose of this partnership is to make equity investments in
privately held companies as established in its charter.

During fiscal year 2009, approximately $3 million were invested in Guayacén Private Equity Fund
II, L.P., a limited partnership organized in April 2007, pursuant to the laws of the State of Delaware,
in which the System has a total commitment of $15 million. This partnership intends to seek out,
invest in, and add value to companies, which will be based or operating in Puerto Rico or in
companies whose products or services are targeted at the U.S.-Hispanic market, with specific
interest in those companies where Advent-Morro’s Equity Partners, Inc. Puerto Rico contact,
know-how and track record can be leveraged to enhance investment selection and post-investment
value-add. Guayacan Private Equity Fund II, LP will strive to have a balanced mix of portfolio
investments primarily focusing on later stage opportunities such as: expansion financing, leveraged
buyouts, management buyouts, and recapitalizations. This partnership may invest in de-novo
companies that are being set up to enter established industries via market consolidation opportunities
and/or internal growth.

During fiscal year 2009, there were no additional contributions to Venture Capital Fund, Inc., a
Puerto Rico corporation organized pursuant to Act No. 3 of October 6, 1987, as amended, known as
the Puerto Rico Capital Investment Funds Act, which is managed by Advent-Morro Equity Partners
(Advent-Morro), in which the System has a total commitment of $800 thousand. Advent-Morro is a
Puerto Rico based private equity firm. This fund was created to make private equity investments in
operating companies, which are based, are operating, or a combination of both, in Puerto Rico. Since
inception, the fund has invested in 25 companies some of which it continues to provide capital for
their expansion.

During fiscal year 2009, approximately $389,000 were invested in GF Capital Private Equity Fund,
L.P., a limited partnership organized under the laws of the State of Delaware, in which the System
has a total commitment of $25 million. The purpose of this partnership is to make private equity
investments in a variety of industries, including media and entertainment, branded consumer
products, and software for media and telecommunications applications. This partnership’s initiatives
are focused on companies capitalized at between $20 to $400 million with a representation of
buy-outs, growth capital, and recapitalizations.

During fiscal year 2009, approximately $372,000 were invested in Chase Capital Partners Private
Equity Fund of Funds Corporate Investors II, LTD, a limited partnership, organized by Chase as
General Partner, in which the System has a total commitment of $20 million. This fund’s investment
strategy is to capitalize on a globally diversified portfolio of private equity investment opportunities
across various sectors, including buyouts, growth equity, venture capital, and other special situations
through partnership and direct investments.

The investment in Martineau Bay represents an investment in a hotel resort that filed under
Chapter 11 of the United States Bankruptcy Code.
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As of June 30, 2009, the date of commitment, total commitment, 2009 contributions, contributions to
date at cost, and estimated value of investments in limited partnerships are as follows (in thousands):

Date of Total FY 0% Confributions Esfimated
Commitmenf Commliment Contributions to Date at Cost Value

Grupo Guayacén, Inc.:

Guayacdn Fund of Funds, L.P. Sept. 1996 $ 25,000 5 249 $23,637 $ 3,178

Guayacan Fund of Funds 1T, L.P. Aug. 1999 25,000 142 23,666 8,939
Advent-Morro Equity Partner, Inc.:

Guayacén Private Equily Fund, L.P. Jan. 1997 5,000 238 4,407 3,824

Guayacén Private Equity Fund T¢, L.P. Apr. 2007 15,000 3.036 9,933 7,342

Venture Capital Fund, Tne. Nov, 1995 800 - 800 721
GF Capital Management & Advisors, LLC —

GF Capital Private Equity Fund L.P. Dee. 2066 25,000 389 6,182 2,717
Chase Capital Partners Private:

Equity Fund of Funds Corporate

Investors II, LTD. Tul. 2000 20,000 3n 18,759 8,141
Martineau Bay Resort, s. en ¢. (s.¢.) Jul. 1998 1,796 - 1,796
Total alternative invesiments $117,596 34,426 589,187 $34,922

Securities Lending Transactions — The System participates in a securities lending program, whereby
securities are transferred to an independent broker or dealer in exchange for collateral in the form of
cash, government securities, and/or irrevocable bank letters of credit equal to approximately 102% of the
market value of the domestic securities on loan and 105% of the market value of the international
securities on loan, with a simultaneous agreement to return the collateral for the same securities in the
future. Collateral is marked to market daily and the agent places a request for additional collateral from
brokers, if needed. The custodian bank is the agent for the securities lending program.

At the end of the year, there was no credit risk exposure to borrowers because the amounts the System
owes the borrowers (the “collateral”) exceeded the amounts the borrowers owe the System (the “loaned
securities™). At June 30, 2009, the collateral received represented 102.27% of the fair value of the
domestic securities lent and 109.40% of the fair value of the infernational securities lent.

The securities on loan for which collateral was received as of June 30, 2009, consisted of the following:

Securities Lent Fair Value
U.S. government and sponsored agencies’ securities $ 72,239
U.S. corporate stocks 20,109
U.S. corporate bonds 5,941
Non-exchange traded mutual funds:

U.s. 2,266

Non-1.8. 630
Total $ 101,185
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The underlying collateral for these securities had a fair value of approximately $103,527,000 as of
June 30, 2009. The collateral received was invested in a short-term investment fund sponsored by the
custodian bank and is included as part of cash and short-term investments in the accompanying 2009
statement of plan net assets. As of June 30, 2009, the distribution of the short-term investment fund by
investment type is as follows:

Investment type Percentage
Securities bought under agreements to resell 53.67 %
Commercial paper 20.01
Certificates of deposit 15.50
Floating rate notes ' 8.05
Time deposits 277

Under the terms of the securities lending agreement, the System is fully indemnified against failure of
the borrowers to return the loaned securities (to the extent the collateral is inadequate to replace the
loaned securities) or failure to pay the System for income distributions by the securities’ issuers while
the securities are on loan. In addition, the System is indemnified against loss should the lending agent
fail to demand adequate and appropriate collateral on a timely basis.

LOANS AND INTEREST RECEIVABLE FROM PLAN MEMBERS

Loans receivable from plan members are guaranteed by the contributions of plan members and by other
sources, including morigage deeds and any unrestricted amount remaining in the escrow funds. In
addition, collections on loans receivable are received through payroll withholdings. The maximum
amounts that may be granted to plan members for personal and cultural trip loans are $15,000 and
$10,000, respectively.

The allowance for loan losses is considered a general allowance for all categories of loans and interest
receivable except mortgage loans, and also a specific allowance for the special collection project loans
balances.

As of June 30, 2009, the composition of loans and interest receivable from plan members is summarized
as follows (in thousands):

Loans receivable:

Personal $ 910,704
Morlgage 128,366
Cultural trips 48,983
Total loans to plan members 1,088,053
Accrued interest receivable 19,902
Total loans and interest receivable from plan members 1,107,955
Less allowance for adjustments and losses in realization (10,511)
Total foans and interest receivable from plan members — net $1,097.444
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7. ACCOUNTS RECEIVABLE FROM EMPLOYERS

As of June 30, 2009, accounts receivable from employers consisted of the following (in thousands):

Early retirement programs

Special laws

Employer and employee contributions
Interest on late payments

Total accounts receivable from employers

Less allowance for doubtful accounts recejvable

Accounts receivable from employers — net

3

121,610
92,709
76,688

12,951

303,958

(14,531)
$ 289427

According to Act No, 447, each employer must pay on a monthly basis, the amounts corresponding to
contributions and loan repayments, on or before the fifteenth day of the following month. After that

date, interests are charged as established by the System.

The accounts receivable from employers related to special laws of $92.7 million as of June 30, 2009,
include approximately $18.7 mitlion, which were billed to employers during 2007, The System has
entered into installment payment agreements with approximately 71% of these employers, while the

remaining 29% of employers have not accepted or rejected the amounts billed by the System.

An allowance for doubtful accounts receivable of $5.5 million has been established for the amounts
billed to these employers, which as of end of fiscal year have not replied to the System, either accepting
or rejecting the amount billed to them, including a $3.4 million allowance on the amounts receivable
from Medical Service Administration. It is the System’s management understanding that the remaining

receivable balances do not need an allowance for doubtful accounts since these employers have
consistently showed an acceptable payment history toward the System.

As of June 30, 2009, accounts receivable from employers include accounts receivable from the Medical
Service Administration (ASEM, by its Spanish acronym) of approximately $45.2 million from as follows

(in thousands):
Employer and employee contributions
Special laws

Early retirement program
Interest

Total accounts receivable from ASEM

Less allowance for doubtful accounts receivable

Accounts receivable from ASEM — net
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32,419
10,969
5,160

9,080

57,628

(12,465)

$

45,163




ASEM has not paid the System the corresponding employer contributions, early retirement program
contributions, special taws contributions, and contributions withheld from employees since fiscal year
2005. The System has made all the necessary efforts to collect the amounts owed by ASEM. These
efforts include meetings with the Executive Officer of ASEM, the Legislature and the Senate of the
Commonwealth, in order to establish a possible payment plan. Nevertheless, the System believes that
eventually it will collect the majority of these receivables from ASEM or by legislative appropriations.
As of June 30, 2009, the System has established an allowance for doubtful accounts receivable from

ASEM of $12.5 million.

8. CAPITAL ASSETS

Capital assets activity for the year ended June 30, 2009, was as follows (in thousands):

Capital assets, not being depreciated:
Land
Construction in progress

Total capital assets, not being depreciated

Capital assets, being depreciated:
Building and improveinents
Equipment .

Total capital assets, being depreciated

Less accumulated depreciation for:
Building and improvements
Equipment

Total accumulated depreciation
Total capital assets being depreciated — net

Total capital assets — net

9. OTHER ASSETS

As of June 30, 2009, other assets consist of (in thousands):

Executed land
Repossessed and foreclosed properties

Total

Beginning Ending
Balance Increases Decreases Balance
£ 969 $ - $ - § 969
3,075 - - 3,075
4,044 - - 4,044
7,631 - - 7,631
11,904 [00 1,156 10,848
19,535 100 1,156 18,479
3,568 113 - 3,681
10,171 1,075 1,575 9,671
13,739 1,188 1,575 3,352
5,796 (1,088) 419 5,127
$ 9,840 5(1,088) $ (419 $ 917
$ 4,699

4,193

$ 8,892

-32-



10.

Repossessed and foreclosed properties consist mainly of properties acquired through foreclosure
proceedings related to delinquent mortgage loans, Foreclosed properties are valued at the outstanding
principal balance of the related mortgage loan upon foreclosure. These properties will be sold under a
bidding process intended to recover the outstanding principal balance of the related mortgage loan. A
gain or loss is recognized at the time of sale.

Differences resulting from the recognition of losses at the point of sale rather than upon foreclosure, as
required by GAAP in the United States of America, are not material. Management believes that the
carrying value of these properties approximates fair value.

As of June 30, 2009, a total of 14,618 square meters of land remained under the possession of the
System. According to an independent appraisal performed as of June 8, 2005, the estimated market
value of this land was approximately $22.8 million.

BONDS PAYABLE

Senior Pension Funding Bonds — On February 27, 2007, the System’s administration and GDB,
acting as the System’s fiscal agent (the “Fiscal Agent™), presented to the board of trustees, a financial
transaction for the issuance of pension funding bonds in order to reduce the System’s unfunded actuarial
accrued liability. The System authorized the issuance of one or more series of bonds (the “Bonds”) in
order to increase the funds available to pay pension benefits to certain of its beneficiaries and reduce its
unfunded accrued actuarial pension liability. The System pledged future employer confributions to the
payment of the Bonds, invested the proceeds of the Bonds, and used these investments and the earnings
thereon to provide pension benefits to its beneficiaries.

On January 31, 2008, the System issved the first series of Bonds, which consisted of approximately
$1,589 million aggregate principal amount of Senior Pension Funding Bonds, Series A (the “Series A
Bonds™). On June 2, 2008, the System issued the second of such series of Bonds, which consisted of
approximately $1,059 million aggregate principal amount of Senior Pension Funding Bonds, Series B
(the “Series B Bonds™). Finally, on June 30, 2008, the System issued the third and final of such series of
Bonds, which consisted of approximately $300 million aggregate principal amount of Senior Pension
Funding Bonds, Series C (the “Series C Bonds™).
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As of June 30, 2009, the outstanding balance of the Bonds is as follows (in thousands):

Description

Series A Bonds:

Capital Appreciation Bonds, maturing in 2028, bearing interest at 6.20% $ 49,105
Term Bonds, maturing in 2023, bearing interest at 5.85% 200,000
Term Bonds, maturing from 2031 through 2038, bearing interest at 6.15% 679,000
Term Bonds, maturing from 2039 through 2042, bearing interest at 6.20% 332,770
Term Bonds, maturing from 2055 through 2058, bearing interest at 6.45% 332,000
Total Series A Bonds outstanding 1,592,875
Series B Bonds:

Capital Appreciation Bonds, maturing from 2028 through 2030, bearing
interest at 6.40% : 151,006

Capital Appreciation Bonds, maturing from 2031 through 2034, bearing
interest at 6.45% 108,668
Term Bonds, maturing in 2031, bearing interest at 6.25% 117,100
Term Bonds, maturing from 2036 through 2039, bearing interest at 6.30% 270,000
Term Bonds, maturing from 2055 through 2058, bearing interest at 6.55% 429,000
Total Series B Bonds outstanding 1,075,774

Series C Bonds:

Capital Appreciation Bonds, maturing in 2030, bearing interest at 6.50% 2,349
Term Bonds, maturing in 2028, bearing interest at 6.15% 110,000
Term Bonds, maturing in 2038, bearing interest at 6.25% 45,000
Term Bonds, maturing in 2043, bearing interest at 6.30% 143,000
Total Series C Bonds outstanding ‘ 300,349
Total bonds outstanding 2,968,998
Less bonds discount (7,639
Bonds payable — net $ 2,961,359
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Series A Bonds — The aggregate principal amount of the Series A Bonds issued amounted to
approximately $1,589 million of which $1,544 million were issued as term bonds (the “Series A Term
Bonds”) and $45 million were issued as capital appreciation bonds (the “Series A Capital Appreciation
Bonds”). Interest on the Series A Bonds accrues, or compounds (in the case of the Series A Capital
Appreciation Bonds), from their date of delivery. Interest in the Series A Term Bonds are payable
monthly on the first day of each month, commencing on March [, 2008. Interest on the Series A Capital
Appreciation Bonds are not payable on a current basis, but are added to the principal of the Capital
Appreciation Bonds on each Januvary 1 and July 1, commencing on July 1, 2008 (“Compounding
Dates™), and are treated as if accruing in equal daily amounts between Compounding Dates, until paid at
maturity or upon redemption. Interest shall be computed on the basis of a 360-day year consisting of
twelve 30-day months. The Series A Bonds are subject to redemption at the option of the System from
any source, in whole or in part at any time on or after July 1, 2018, at a redemption price equal to the
principal amount (in the case of Series A Capital Appreciation Bonds, the accreted amount) of the
Series A Bonds, plus accrued interest to the redemption date, and without premium. The Series A Bonds

have the following debt service requirements (in thousands):

Year ending June 30, Principal Interest
2010 - § 95504
2011 95,504
2012 95,504
2013 95,504
2014 95,504
2015-2019 477,522
2020-2024 200,000 467,576
2025-2029 45,041 530,660
2030-2034 11,500 418,375
2035-2039 667,500 333,382
2040-2044 332,770 144,907
2045-2049 107,070
2050-2054 107,070
2055-2059 332,000 74,278
Principal outstanding and interest 1,588,811 3,138,360
Add (deduct) accreted value on bonds outstanding 4,064 (4,064)
Total Series B Bonds $1,592,875 $3,134,296
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. Series B Bonds — The aggregate principal amount of the Series B Bonds amounted to approximately
$1,059 million of which $816 million were issued as term bonds (the “Series B Term Bonds”) and

$243 million were issued as capital appreciation bonds (the “Series B Capital Appreciation Bonds™).
Interest on the Series B Bonds accrues, ot compounds (in the case of the Series B Capital Appreciation
Bonds), from their date of delivery. Interest in the Series B Term Bonds are payable monthly on the first
day of each month, commencing on July 1, 2008. Interest on the Series B Capital Appreciation Bonds
are not payable on a current basis, but are added to the principal of the Series B Capital Appreciation
Bonds on each January 1 and July 1, commencing on July 1, 2008 (“Compounding Dates™), and are
treated as if accruing in equal daity amounts between Compounding Dates, until paid at maturity or upon
redemption. Interest shall be computed on the basis of a 360-day year consisting of twelve 30-day
months. The Series B Bonds are subject to redemption at the option of the System from any source, in
whole or in part at any time on or after July 1, 2018, at a redemption price equal to the principal amount
(in the case of Series B Capital Appreciation Bonds, the accreted amount) of the Series B Bonds, plus
accrued interest to the redemption date, and without premium. The Series B Bonds have the following
debt service requirements (in thousands):

Year ending June 30, Principal Interest
2010 $ - $ 52,428
2011 52,428
2012 52,428
2013 _ 52,428
2014 52,428
2015-2019 262,141
2020-2024 262,141
2025-2029 34,028 348,683
2030-2034 ' - 299,144 823,871
2035-2039 228,963 324,907
2040-2044 67,500 144,750
2045-2049 © 140,498
20502054 140,498
2055--2059 429,000 102,671
Principal outstanding and interest 1,058,635 2,812,301
Add (deduct) accreted value on bonds outstanding 17,139 (17,139}
Total Series B Bonds $1,075,774 $2,795,162
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Series C Bonds — The aggregate principal amount of the Series C Bonds amounted to approximately
$300 million of which $298 million were issued as terim bonds (the “Series C Term Bonds™) and

$2 million were issued as capital appreciation bonds (the “Series C Capital Appreciation Bonds™),
Interest on the Series C Bonds accrues, or compounds (in the case of the Series C Capital Appreciation
Bonds), from their date of delivery. Interest in the Series C Term Bonds are payable monthly on the first
day of each month, commencing on August 1, 2008. Interest on the Series C Capital Appreciation Bonds
are not payable on a current basis, but are added to the principal of the Series C Capital Appreciation
Bonds on each January | and July 1, commencing on July 1, 2009 (“Compounding Dates”), and are
treated as if accruing in equal daily amounts between Compounding Dates, until paid at maturity or upon
redemption. Interest shall be computed on the basis of a 360-day year consisting of twelve 30-day
months. The Series C Bonds are subject to redemption at the option of the System from any source, in
whole or in part at any time on or after July 1, 2018, at a redemption price equal to the principal amount
(in the case of Series C Capital Appreciation Bonds, the accreted amount) of the Series C Bonds, plus
accrued interest to the redemption date, and without premium. The Series C Bonds have the following
debt service requirements (in thousands):

Year ending June 30, Principal Interest
2010 b - $ 18,638
2011 - 18,587
2012 - 18,587
2013 - 18,587
2014 18,587
20152019 - 92,935
20202024 - 92,935
20252029 110,000 78,455
2030-2034 10,683 65,553
20352039 36,520 53,430
2040-2044 143,000 27,026
Principal outstanding and interest 300,203 503,320
Add (deduct) accreted value on bonds outstanding 146 (146)
Total Series C Bonds $ 300,349 § 503,174
Total bonds $2,968,998 $6,719.490
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11.

Activity of bonds payable during the year ended June 30, 2009, is as follows:

December 31, December 31, Current
2008 Issuances Accretion Payments 2009 Portion
Series A Bonds:
Capital appreciaiion bonds $ 46,197 $ - $ 2,508 $ - $ 49,105 $ -
Term bonds 1,543,770 - - - 1,543,770 -
Total Series A Bonds 1,589,967 - 2,908 - 1,592,875 -
Series B Bonds:
Capital appreciation bonds 243,711 - 15,903 - 259,674 -
Term bonds 816,100 - - - 816,100 -
Tolal Series B Bonds 1,059,871 - 15,903 - 1,075,774 -
Series C Bonds:
Capital appreciation bonds 2,203 - 146 - 2,349 -
Term bonds 298,000 - - - 298,000 -
Tofal Series C Bonds 300,203 - 146 - 300,349 -
Total bonds outstanding 2,950,041 - 18,957 - 2,968,998 -
Less bond discounts {7.857) - 218 - {7,639 -
Total bonds payable — net § 2,942,184 $ - $19,175 $ - $ 2,951,359 $ -

Pledge of Employer Contributions Pursuant to Security Agreement — The System entered into a
Security Agreement with the Fiscal Agent for the benefit of the bondholders, pursuant to which the
System pledged to the Fiscal Agent, and granted the Fiscal Agent a security interest in employer
contributions made after January 31, 2008, which was the date of issuance of the first series of bonds,
and the funds on deposit with the Fiscal Agent under the various accounts established under the Pension
Funding Bond Resolution (the “Resolution™).

The Resolution and the Security Agreement constitute a contract between the System and the Fiscal
Agent, on behalf of the owners of the bonds. The pledge, covenants and agreements of the System set
forth in the Resolution and the Security Agreement shall be for the equal benefit, protection and security
of the owners of the bonds, regardless of time or times of their issuance or maturity, and shall be of
equal rank, without preference, priority or distinction of any of the bonds over any other bond, except as
expressly provided in or permitted by the Resolution. The pledge by the System of the pledged funds,
which consist of all employer contributions that are made after January 31, 2008, which was the date of
issuance of the first series of bonds, in accordance with the Act and amounts on deposit in the different
accounts created pursuant to the Resolution for the benefits of the owners of the bonds, is irrevocable so
long as any bonds are outstanding under the terms of the Resolution.

GUARANTEE INSURANCE RESERVE FOR LOANS TO PLAN MEMBERS

The System provides life insurance that guarantees the payment of the outstanding principal balance of
mortgage, personal and cultural trip loans in case of death of a plan member, The plan members who
obtained these loans from the System pay the coverage in its entirety. The life insurance rates are
actuarially determined and do not vary by age, sex, or health status,
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12. CONTINGENCIES

Loss Contingencies — The System is a defendant or co-defendant in various lawsuits resulting from the
ordinary conduct of its operations. Based on the advice of legal counsel and considering insurance
coverage, management is of the opinion that the ultimate liability, if any, will not have a significant
effect on the financial status of the System. ‘

Gain Contingency — The System, besides receiving contributions from participants and employers,
also receives legislative appropriations from special laws to cover the increase in benefits to retirees.
There have been several acts, which established an increase of 3% in pension annuities every three years
for those members who meet the requirements outlined by these acts (Act No. 10 of May 21, 1992, Act
No. 207 of August 13, 1995, Act No. 221 of August 9, 1998, Act No. 40 of June 13, 2001, and Act

No. 157 of June 27, 2003). Also, there have been other laws that granted additional benefits, such as,
summer and Christmas bonuses, and medical plan contributions, among others. Most of the funds
needed to cover these benefits are budgeted by the Commonwealth through legislative appropriations.
Nevertheless, the costs of pension benefits that increased from 1992 to 2004 were not received in full by
the Systetn from legislative appropriations. The System had to use approximately $34.7 million from its
resources that should have been received from legislative appropriations.

In June 30, 2007, the System filed a reimbursement claim with the Office of Management and Budget of
the Commonwealth to coltect the remaining unfunded special laws appropriations. The final outcome of
this claim cannot be presently determined; therefore, no receivable has been recorded in the System’s
financial statements.

H ok ok ok ok ok
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REQUIRED SUPPLEMENTARY SCHEDULES OF EMPLOYERS’
CONTRIBUTIONS AND FUNDING PROGRESS
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EMPLOYEE’S RETIREMENT SYSTEM OF THE GOVERNMENT

OF THE COMMONWEALTH OF PUERTO RICO
{A Pension Trust Fund of the Commonwealth of Puerto Rico)

SCHEDULE OfF EMPLOYERS' CONTRIBUTIONS
AS OF JUNE 30, 2009
(In thousands)

Years Ended Actual Employer Annual Required Percenfage
June 30 Contributions Contributions Contributed
2010* $590,742 $1,459,774 40.47 %
2009 594,509 1,258,695 47.23
2008 . 581,285 1,191,275 48.80
2007 566,524 816,472 69.39
2006 559,198 816,472 68.49
2005 374,823 578,387 64.80
2004 330,336 578,387 57.11

* Actual employer contributions for the year ended June 30, 2010, assumes:
Contribution of 9.275% of expected payroll for the basic system benefits, plus
Contribution of $149.9 million for special law pension benefits, plus
Contribution of $42.7 million for early retirement incentives.

The above labilities are for basic System benefits and selected System administered benefits.

See notes to supplementary schedule of employers’ contributions and funding progress.
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EMPLOYEE'S RETIREMENT SYSTEM OF THE GOVERNMENT

OF THE COMMONWEALTH OF PUERTO RICO
(A Pension Trust Fund of the Commonwealth of Puerto Rico)

SCHEDULE OF FUNDING PROGRESS
AS OF JUNE 30, 2009
{In thousands)

Actuarial
Actuarial Accrued Liability UAAL as a

Actuarial Value of Plan Unit Credit Unfunded AAL Annual Covered Percentage
Valuation Date Assels (AAL) (VAAL) Funded Ratio Payroll Covered Payroll
June 30, 2009 £ 1,842,143 $ 18,943,586 $ 17,101,443 9.7% § 4,292,552 398.4 %
June 30, 2008 2,607,086  WNot determined Not determined  Not determined Not determined Not determined
June 30, 2007 2,891,501 16,769,512 13,878,011 17.2 4,246,409 326.8
June 30, 2006 2,541,331 Not determined Not determined  Nol determined  Not determined Not determined
June 30, 2005* 2,327,871 13,969,000 11,641,129 16.7 4,125,866 282.2
June 30, 2004 2,141,442 Not determined Not determined  Not determined Not determined  Not determined

The above liabilities are for basic System benefits and selected System administered benefits,

See notes to supplementary schedule of employers’ contributions and funding progress.
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EMPLOYEE’'S RETIREMENT SYSTEM OF THE GOVERNMENT OF THE

COMMONWEALTH OF PUERTO RICO
(A Pension Trust Fund of the Commonwealth of Puerto Rico)

NOTES TO SUPPLEMENTARY SCHEDULES OF
EMPLOYERS' CONTRIBUTIONS AND FUNDING PROGRESS
AS OF JUNE 30, 2009

1. SCHEDULE OF CONTRIBUTIONS

The schedule of employers’ contributions provides information about the annual required contributions
(ARC) and the extent to which contributions made cover the ARC. The ARC is the annual required
contribution for the year calculated in accordance with certain parameters, which include actuarial
methods and assumptions.

The System’s schedule of employers’ contributions includes both Commonwealth’s and participating
employees’ contributions as the Commonwealth’s contributions, ultimately, should cover any deficiency
between the participating employees” contributions, pension benefits, and the System’s administration
costs,

The information was obtained from the last actuarial report as of June 30, 2009.

2.  SCHEDULE OF FUNDING PROGRESS

The schedule of funding progress provides information about the funded status of the System and the
progress being made in accumulating sufficient assets to pay benefits when due. The information was
obtained from the last actuarial report as of June 30, 2009.
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APPENDIX IT

EMPLOYEES RETIREMENT SYSTEM OF THE GOVERNMENT OF THE
COMMONWEALTH OF PUERTO RICO

ANNUAL FINANCIAL INFORMATION AND OPERATING DATA REPORT



THE EMPLOYEES RETIREMENT SYSTEM OF THE GOVERNMENT OF THE
COMMONWEALTH OF PUERTO RICO

General

The System is a trust created by the Legislature of Puerto Rico in 1951 pursuant to the
Act to provide retirement and disability annuities, death benefits, and loans to Puerto Rico’s
public employees. Persons eligible to become members of the System (the “Members”) include:
(i) all persons holding regular employment positions in any executive department, agency,
administration, board, commission, committee, office or instrumentality of the Executive Branch
of the Government of the Commonwealth; (ii} all members and regular employees of the
Legislative Branch of the Government of the Commonwealth; (iii} all officers and regular
employees of the municipalities of the Commonwealth; and (iv) all officers and regular
employees of most public corporations. As of June 30, 2009, the System had 265,024 Members,
104.971 of which were retirees and beneficiaries currently receiving benefits and 160,053 of
which were current active participating employees.

The System administers two separate retirement plans: a defined benefit plan and a
defined contribution plan. In the defined benefit plan, participants are entitled to retirement
benefits which are defined and determinable. Members who entered the System on or before
December 31, 1999 participate in the defined benefit plan. The purpose of this financing is to
increase funds available to pay beneficiaries of the defined benefit plan. The defined contribution
plan, on the other hand, is a retirement plan that provides for an individual account for each
participant of the plan and for benefits based solely upon the amounts contributed to such
participant account. Members who entered the System on or after January 1, 2000 participate in
the defined contribution plan.

As of June 30, 2009, the System had total assets of $5.0 billion, total liabilities (not
including actuarial liabilities) of $3,165 billion, and net assets held in trust for pension benefits of
$1.842¢ billion. For the fiscal year ended June 30, 2009, the System’s net assets held in trust for
pension benefits decreased by approximately $765 million. This includes the net effect of
employer, employee and special contributions of $1,002 million (This amount includes funds
received from Early Retirement), net investment loss of $352 million, benefits paid of $971
million, and administrative expenses of $33 million.

The System has the authority to transact all of its business, invest its funds and hold its
securities and other properties in its own name. The Act authorizes the System to borrow money,
including through the direct placement of debt, and secure any such borrowing with its assets.

Governance

Control of the governance and operation of the System is vested in the Board of Trustees
(the “Board”), which sets policy and oversees the operations consistent with applicable laws. The
members of the Board include the Puerto Rico Secretary of the Treasury (or his appointee), the
President of Government Development Bank for Puerto Rico (or his appointee), the
Commissioner of Municipal Affairs (or his appointee) and the Director of the Office of Human
Resources of the Government of Puerto Rico (or his appointee), as ex officio members, and three
Members appointed to three year terms by the Governor of Puerto Rico, two of whom must be
Members of the System or the Judiciary Retirement System, with at least ten years of credited
service. The other member is a pensioner of the System or the Judiciary Retirement System. The

Board is also responsible for appointing the Administrator of the System (the “Administrator’).
(1) This includes a Debt Service of 2.9 billion.



The Board currently consists of the following members:

Carlos M .Garcia (Chairman) Ex-officio President, Government Development Bank for
Puerto Rico

Omar Negron Judice (Vice Chairman} Ex-officio Commissioner of Municipal Affairs of Puerto
Rico

Juan Carlos Puig Ex-officio Acting Secretary of the Treasury of Puerto
Rico

Samuel G. Dévila Cid Ex-officio Director, Office of Human Resources of the

Commeonwealth of Puerto Rico

Jos¢ L. Carrasquillo Member Chairman of the Board, Puerto Rico Retirees
Association

Emilio Torres Member Auxiliary Inspector, Inspector for Cooperatives
of Puerto Rico

Management

Hector M. Mayol Kauffmann is the Acting Administrator of the System. Mr. Mayol was
appointed by the Board as Acting Administrator on March 2009. Prior to his appointment,
Mr. Mayol was acting as Managing Director of the San Juan office of Ramirez & Co., the
nation’s premier Hispanic-owned full-service investment banking and broker-dealer firm.

A graduate of Rensselaer Polytechnic Institute with both Bachelor’s and Master’s
degrees, he has held many positions in the financial industry, including in institutional brokerage,
banking and asset management. He is also a recognized authority in regulatory matters, having
served as Puerto Rico’s Financial Institutions Commissioner, during which tenure the local
mutual-fund market came into being.

Other accomplishments and positions include working as managing director of San Juan
Capital Partners, a registered investment-advisory firm for institutional clients, of which he was a
founding partner. He also founded for the Santander Group its San Juan registered investment
advisory and fund-administration division, which grew to ten mutual funds comprising $2 Billion
in client assets under administration. At Santander, he also worked as president and vice-
chairman of Santander Asset Management.

Before joining Santander, he was senior vice president at Eagle Asset Management and
Raymond James & Associates Puerto Rico.

Earlier in his career, he was appointed president of Credit Suisse First Boston Puerto
Rico.

Mr. Mayol is past president of the Puerto Rico Financial Analysts Association and of the
Securities Industries Association of Puerto Rico, which he helped found. He is also a member of
the National Advisory Council of the Small Business Administration.



Other principal officers of the System include the following:

Manuel Iglesias-Beléndez is the Deputy Administrator of the System. Mr. Iglesias was
appointed to this position in March 2009. Prior to his appointment Mr. Iglesias worked as Branch
Manager of Prudential Securities from April 1998 through June 2003 and Wachovia Securities
from July 2003 through December 2006). He was also a Financial Consultant with Popular
Securities, Smith Barney, Merrill Lynch {1982-1997) and AG Becker. He also worked with IBM
(1977-1981) and Electronics of P.R. Mr. Iglesias received a Bachelor’s degree in Business
Administration with a major in Management from Texas A&M University.

José Luis Villafafie is one of three Auxiliary Administrators of the System. Mr. Villafafie
was appointed to this position in July 2006. Prior to his appointment as Auxiliary Administrator,
Mr. Villafafie served as the System’s Comptroller from September 2005 through June 2006. He
also served as the Operational Auditing Manager of the Office of Management and Budget of the
Commonwealth of Puerto Rico (2005) and as Internal Audit Director and Director of the Office
of the Comptroller and Ethics Affairs of the Puerto Rico Department of Education (2001-2005).
Mr. Villafafie received a Bachelor's degree as well as a Master's degree in Business
Administration with a major in accounting from the Metropolitan University, San Juan campus.

Ramon Joel Miranda, CFE (2001), is an Auxiliary Administrator of the System.
Mr. Miranda was appointed to this position in October 2008. Prior to her appointment as
Auxiliary Administrator, Mr. Miranda worked as a Fiscal Director for the Teachers Retirement
System from September 2004 up to September 2008, also as a Manager for the OMB from 2002
up to 2004. Mr. Miranda has also work as an auditor for a local accounting firm and as an auditor
for the Office of the Comptroller of Puerto Rico. Mr. Miranda received a Bachelor’s degree in
Business Administration with a major in Accounting from the University of Puerto Rico, Cayey
Campus.

Luis I. Garcia Lépez is an Auxiliary Administrator of the System and the acting Chief
Investment Officer and Director of Actuarial Studies of the System. Mr. Garcia was appointed to
this position in March 2010 November 2007. Prior to his appointment, Mr. Garcia worked as the
Chief Investment Officer and Director of Actuarial Studies of the System and as a special
assistant to the Systermn’s Administrator in actuarial and investment matters. Mr. Garcia, who has
over 15 years of experience in the financial industry, has also worked as a trust officer for
Banco Popular de Puerto Rico, investment consultant for Wilshire and Associates and portfolio
manager for several insurance companies in Puerto Rico and abroad. Mr. Garcia received a
Bachelor’s degree in Business Administration with a major in finance and a minor in economics
from the University of Puerto Rico, Mayagiiez Campus.

Miriam Rivera Padilla, Esq. is the Director of Legal Affairs of the System. Ms. Rivera
was appointed to this position in March 2009. Prior to this appointment, Ms. Rivera served as
Deputy Director for the Legal Office of the ERS (1994-2009). Her experience in the public
sector also includes tenures at the Puerto Rico Justice Department (1990-1994). Ms. Rivera
received a Juris Doctor degree from the School of Law of the Interamerican University of Puerto
Rico. She is admitted to practice in local and federal courts in the Commonwealth.

The administrative offices of the System are located at 437 Ponce de Leon Ave., 15"
Floor, Hato Rey, Puerto Rico 00918.



Other post-employment benefits

Commencing with fiscal year 2008, which began on July 1, 2007, the Commonwealth
will be required, pursuant to Government Accounting Standards Board (“GASB™) Statement
Number 45, to calculate and record for financial accounting purposes the cost of non-pension
post-retirement benefits provided to former government employees using actuarial principles, in
substantially the same way that it calculates and records pension benefits provided to such
employees. These benefits currently include, per employee, an annual $100 reimbursement to
cover pharmaceutical costs, a $100 per month reimbursement to cover medical insurance
premiums, an annual Christmas bonus of $600, a bonus of $100 payable each July, and various
death and disability benefits for certain employees of the Police Department, the Firefighters
Corp, the Administration of Correctional Facilities, the Puerto Rico National Guard and the
Treasury Department. Currently, the Commonwealth records these costs on a cash basis.
Although this required calculation will not have a cash impact on the Commonwealth beyond
what it currently pays, it will be reflected in the financial statements of the Commonwealth and
may highlight the long term costs of providing these benefits.

GOVERNMENT EMPLOYERS CONTRIBUTING TO THE SYSTEM

Currently, there are 214 Government Employers that are required by the Act to contribute
to the System for the benefit of their employees. These are classified by the System into three
categories on the basis of whether their Employer Contributions are made by the Treasury
Department or by the Government Employer itself: (i) agencies and departments of the central
government (excluding the Police Department), which make their Employer Contributions
through the Treasury Department, (ii) public corporations and the Police Department (an agency
of the central government), which make their Employer Contributions directly, and (iii)
municipalities, which also make their Employer Contributions directly. These represented 50%,
35% and 15%, respectively, of total Employer Contributions in fiscal year 2009.

The following table shows Employer Contributions, net of contributions made in
connection with early retirement programs, for the five-year period ended June 30, 2009.

Central
Government* $189,659,899 $190,910,430 $186,015,082 $190,367,601 $198,761,286

Public Corporations* 127,349,701 135,429,468V 133,143,747® 133,959,669  138.445,153®

Municipalities 54 906,625 56,537,016 55,235,260 56,506.135 63,198.173

Total $371,916,225  $382,876914  $374,394,089Y $380,833,4057 $400,404,614

Source: Employees Retirernent Systemn.

(1)  Excludes (i) $15 million contributed by PRIDCQ, (ii) $284,000 contributed by the Pucrto Rico Trade and Export Corporation,
and (iii) $211,242 contributed by several public corporations, in connection with the implementation of early retirement

programs. For further discussion on PRIDCO’s early retirement program, see pages 20 and 2] of the System’s Audited



Financial Statements as of and for the years ended Jupe 30, 2007 and 2006, a copy of which has been attached herew as
Appendix 11,

(2) Excludes (i) $18,936,295 contributed by PRIDCO in coanection with an early retircment program approved and implemenced
during fiscal ycar 2006 and (i) $23,100,627 contributed by the Puerto Rico Tourism Company in connection with an early
retirement program approved and implemented during tiscal year 2007,

(3)  Excludes $27 million contributed by the Municipality of San Juan in connection with an early rerirement program approved and
implemented during fiscal year 2007,

(4)  The decrease in Employer Contributions in fiscal year 2007 from fiscal year 2006 is attributed primarily w: (i) the
implementation of early retirement programs by several governmen! instrumentalities, and (if} a reduction in the number of
participating employees of over 4,000 during the period.

{5) Bxcludcs (1) $i5.4 million conrributed by Puerto Trade Company, (i) $29.6 million contribuled by the Govermment
Development Bank, and (iiiy and $6.3 contributed by Puerto Rico Trade Company , all in connection with the implememation
of early retiremenc programs.

(6) Excludes (i) $12.1 million contributed by Environmental Quality Board, (ii) $3 million contributed by the Land Authority, (i1}
$357 thousands coniributed by Puerto Rico Recreation Development, (iv) $445 thousand in Puerto Industrial and Development
Company, (v) $27 million in the Department of Labor and Human Resources and (vi) $4 million in The Administration of
Labor all in connection with the implementation of early retirement programs.

(7)  The increase in Employer Contributions in fiscal year 2008 from fiscal year 2007 is atuributed primarily to: the increase in

average salary even though the implementation of early retirement programs by several government instrumentalities.

(*)  Ewven though the Police Department is an agency of the central government and not a public corporation, the System has
historically accounted for the Employer Contributions made by the Police Depantment as Employer Contributions made by

public eorporations. This table reflects that custom and includes the Police Department with public corporations.

Participating Government Employers are funded from several sources: Commonwealth
income and other taxes deposited in the Commonwealth’s General Fund. funds provided by the
Federal government, internally generated funds (in the case of public corporations) and other
sources.



Government Employers with Highest Covered Payroll

The table below shows the 10 Government Employers with the highest covered payroll as
of June 30, 2009. The table sets forth (i) whether the entity is an agency or department of the
central government, a public corporation, or a municipality, (ii) the total number of covered
employees, (iii) the covered payroll, (iv) Employer Contributions for fiscal year 2009, and (v) the
share of total Employer Contributions represented by such instrumentality.

Police Department
Education
Department'”

Correctional
Facilities
Administration

State Insurance
Fund Corporation

Health Department

Administration of
Court Facilities®

Municipality of
San Juan

Treasury
Department

Justice Department

Aqueduct and
Sewer Authority

Sub-total
Other Government

Employers

Total

Central Government

Central Government

Central Government

Public Corporation

Central Government

Central Government

Municipality

Central Government

Central Government

Public Corporation

$ 573,129

$ 53,158

25,340 480,342 44,552
9,059 198,207 18,384
3,936 217,206 20,146
7,787 176,527 16,373
6,114 130,823 12,134
6,520 152,400 14,135
3,730 93,940 8,713
2,618 92,727 8,600
5,195 155.840 14,454
BOTIR  $2271,141 $210,649
20335 $2,045890 $189,756

160053  $4,317,031 $400,405°

13.28%

11.13

4.59

5.03

4.09
3.03

3.53

100.0%

Source: Employees Retirement System

m Education Department employees who parlicipale in the System are those who are not teachers. Teachers participate in the Teachers

Retireinent System.

2) Judges are not Members of the System but of the Judiciary Retirement Systemn.

3 Excludes (1) $12.1 million contributed by Environmental Quality Board, (ii) 3 million contributed by the Land Authority, (iiiy $357

thousands contributed by Puerto Rico Reereation Development, (iv) $445 thousand in Puerto Industrial and Development Company,

(v) $27 million in the Department of Labor and Human Resources and (vi) $4 million in The Administration of Labor all in

connection with the implementation of early retirerment programs




The Puerto Rico Treasury Department makes Employer Contributions on behalf of the
agencies and departments of the central government, except the Police Department, and on behalf
of certain public corporations. The Police Department, the remaining public corporations and the
municipalities pay their Employer Contributions to the System directly.

The System normally receives approximately 95% of Employer Contributions within 13
days of the date due and in excess of 97% of Employer Contributions within the year the
contribution is due. The Act grants the System the authority to compel payments from
Government Employers and provides that failure to remit the Employer Contributions on time
constitutes a misdemeanor. Over the past two years, four employers, two municipalities and two
public corporations have consistently failed to make their Employer Contributions to the System
in a timely manner. As of June 30, 2009, these employers’ aggregate unpaid obligations totaled
approximately $17.7 million, or 73.15% of all Employer Contributions due. The System
continues to pursue the collection of outstanding amounts and to ensure that future payments are
made in a timely manner,

Puerto Rico Police Department

The Puerto Rico Police Department (the “Police Department™) is the official territorial
police force of the Commonwealth. As of June 30, 2009, the Police Department had 19,419
participating employees, with an average annual salary of $30,685. For fiscal year ending
June 30, 2009, the Police Department’s average monthly contribution to the System for the
benefit of its employees was approximately $4.4 million.

Puerto Rico Education Department

The Puerto Rico Education Department (the “Education Department™) is responsible for
the administration and funding of the public school system of the Commonwealth. The Secretary
of Education, a member of the Governor’s cabinet, is the head of the Education Department.

As of JTune 30, 2009 the Education Department had 71,635 employees. Of the total
headcount, 46,295 were teachers. Public school teachers do not participate in the System but
rather in the Teachers Retirement System, one of the other four retirement systems that cover
Puerto Rico’s public employees. Only those employees of the Education Department who are not
teachers. or as they are known in Spanish “empleados no docentes,” are members of the System.
As of the above date, the Education Department had 25,340 participating employees, with an
average annual salary of $19,990 and its average monthly contribution to the System for the
benefit of its employees was approximately $3.7 million.

Administration of Correctional Facilities

The Administration of Correctional Facilities of Puerto Rico (the “Administration of
Correctional Facilities”) regulates and oversees the operation and administration of the
Commonwealth’s correctional and penitentiary system.

As of June 30, 2009, the Administration of Correctional Facilities had 9,039 participating
employees, with an average annual salary of $25,495. For fiscal year ending June 30, 2009, the
Administration of Correctional Facilities” average monthly contribution to the System for the
benefit of its employees was approximately $1.5 million.



State Insurance Fund Corporation

The State Insurance Fund Corporation (“SIFC”) is a public corporation created to
administer the Workmen’s Compensation Act of Puerto Rico. SIFC provides medical services to
public and private employees who have suffered occupational injuries. SIFC has broad powers,
including the authority to conduct all of its business, invest its funds and own real estate.

As of June 30, 2009, SIFC had 3,936 participating employees, with an average annual
salary of $54,203. For fiscal year ending June 30, 2009, SIFC’s average monthly contribution to
the System for the benefit of its employees was approximately $1.7 million.

Health Department

The Puerto Rico Health Department (the ‘‘Health Department”) is responsible for
promoting and ensuring the health and well-being of all residents of Puerto Rico. The Health
Department is headed by the Secretary of Health, who is also a member of the Governor’s
Cabinet. Among the powers granted to the Health Department are (i) the authority to regulate all
medical facilities in the Commonwealth; (ii) the administration and operation of public health
facilities, including the Commonwealth’s biggest medical facility, the Medical Center in San
Juan; (iii} the administration of financial and nutritional assistance programs; and (iv) the funding
and administration of the public health insurance system.

As of June 30, 2009, the Health Department had 7,787 participating employees, with an
average annual salary of $26,190. As of the above date, the Health Department’s average
monthly contribution to the System for the benefit of its employees was approximately $1.4
million.

Administration of Court Facilities

The Office of Administration of Court Facilities (the *“Administration of Court
Facilities™) is a governmental entity that assists the Chief Justice of the Puerto Rico Supreme
Court in the administration of the Judicial System of the Commonwealth. The Commonwealth’s
Constitution grants the Chief Justice of the Supreme Court of Puerto Rico authority over the
Judicial System of the Commonwealth. In order to carry out his responsibilities, the Chief Justice
may delegate some of his powers to the Executive Director of the Administration of Court
Facilities. The Executive Director of the Administration of Court Facilities is responsible for the
daily operations of the Judicial System.

As of June 30, 2009, the Administration of Court Facilities had 6,458 participating
employees, of this total headcount, 344 were judges. The total average annual salary of the
employees is $31,556 and the judge’s annual salary is $87,874. Of the total headcount, 344 were
judges. Judges do not participate in the System. For fiscal year ending June 30, 2009, the
Administration of Court Facilities” average monthly contribution to the System for the benefit of
its employees was approximately $1.8 million.

Municipdlity of San Juan
The Municipality of San Juan (“San Juan”) is the capital of the Commonwealth and the

most populous of the 78 municipalities. San Juan is the economic center of the Commonwealth.
Most major local banks’ headquarters, as well as many hotels, are located at San Juan.



As of June 30, 2009, San Juan had 6,520 participating employees, with an average annual
salary of $25,761. As of the above date, San Juan’s average monthly contribution to the System
for the benefit of its employees was approximately $1.2 million.

Department of Treasury

The Puerto Rico Treasury Department (the “Treasury Department™) is the governmental
entity responsible for the Commonwealth’s financial and fiscal matters. The Secretary of the
Treasury, who is also a member of the Governor’'s cabinet, is the head of the Treasury
Department. Along with other governmental entities, the Treasury Department actively
participates in the implementation of the Commonwealth’s financial and economic policies.
Within the powers granted to the Treasury Department is the power to collect taxes and enforce
tax laws. Pursuant to the Act, the Treasury Department is the fiscal agent of the System.

As of June 30, 2009, the Treasury Department had 3,730 participating employees, with
an average annual salary of $28,757. For fiscal year ending June 30, 2009, the Treasury
Department’s average monthly contribution to the System for the benefit of its employees was
approximately $726,080.

Justice Department

The Puerto Rico Justice Department (the “Justice Department”) is the governmental
entity responsible for enforcing the laws of the Commonwealth. The Secretary of Justice, who is
also a member of the Governor’s cabinet, is the head of the Justice Department. The Secretary
oversees the work of all district attorneys across the Commonwealth. The Justice Department is
also responsible for defending the interests of the Commonwealth in courts of law.

As of June 30, 2009, the Justice Department had 2,618 participating employees, with an
average annual salary of $38,794. For fiscal year ending June 30, 2009, the Justice Department’s
average monthly contribution to the System for the benefit of its employees was $716,705.

Puerto Rico Aqueduct and Sewer Authority

The Puerto Rico Aqueduct and Sewer Authority (“PRASA™) owns and operates the
Commonwealth’s public water supply and sanitary sewer systems.  Similar to other
Commonwealth public corporations, PRASA has broad powers, including the authority to invest
its funds and own real estate.

As of June 30, 2009, PRASA had 5,195 participating employees, with an average annual
salary of $30,371. For fiscal year ending June 30, 2009, PRASA’s average monthly contribution
to the System for the benefit of its employees was approximately $1.2 million.



The following table shows the number of participating employees of each of the 10 major
contributors to the System for the five-year period ended June 30, 2009:

JEEiEee ) Entity D ~ ssificati , 2 e 2008. 2009
Puerto Rico Police Department Central Govt 20,584 20,145 21,318 22,201 19,419
Puerto Rico Education Department Central Govt 27,086 26,407 26,027 25,851 25,340
Correctional Facilities Administration Central Govt 9,456 0,211 8,678 0418 9,059
State Insurance Fund Corporation Public Corp 4,056 4,010 4,129 4,288 3936
Administration of Court Facilities Central Govt 4,629 4,768 4,971 5,919 6,114
Health Department Central Govt 6,364 6,974 7.178 8.067 7,787
Municipality of San Juan Municipality 6,649 6,525 6,326 6,311 6,520
Treasury Department Central Govt 3,775 3,582 3,606 3,812 3,730
Justice Department Central Govt 2,451 2,440 2,519 2,633 2,618
Agueduct and Sewer Authority Public Corp 5,181 5,352 5,413 5,697 5,195

Source: Employees Retirement System

ADDITIONAL INFORMATION RELATING TO THE SYSTEM
General

The System is a trust created by the Legislature of Puerto Rico in 1951 pursuant to the
Act to provide retirement and disability annuities, death benefits, and loans to certain of Puerto
Rico’s public employees. Persons eligible to become members of the System (the “Members’™)
include: (i) all persons holding regular positions in any execulive department, agency,
administration, board, commission, committee, office or instrumentality of the Executive Branch
of the Government of the Commonwealth; (ii) all members and regular employees of the
Legislative Branch of the Government of the Commonwealth; (iii) all officers and regular
employees of the municipalities of the Commonwealth; and (iv) all officers and regular
employees of participating public corporations. As of June 30, 2009, the System’s active
membership totaled approximately 160,053 participating employees, with a total of 104,971
retirees and beneficiaries as of such date.

As of June 30, 2009, the System owned net assets held in trust for pension benefits
totaling $1,842,142,000. The System has the authority to transact all of its business, invest its
funds and hold its securities and other properties in its own name. The Act specifically authorizes
the System to borrow money, including through the direct placement of debt, and secure any such
borrowing with its own assets.

Changes in the structure of the System

At its inception, the System was structured as a defined benefit plan. In a defined benefit
plan, the members of the plan are entitled to retirement benefits which are defined and
determinable. Those retirement benefits could be, as it was the case of the System prior to the
1999 amendments, previously defined by a statute. As of June 30, 2009, 200,211 Members were
participating employees, retirees and beneficiaries of the defined benefit plan, and, therefore,
entitled to receive retirement benefits that were expressly defined in the Act.

In February 1990, the Act was amended to reduce future pension liabilities of the System.

Said amendments provided, among other things, for an increase in the level of contributions to
the System and limited the retirement benefits for new Members by increasing the number of
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years of service required for vesting certain benefits and reducing the level of benefits in the case
of early retirement. Disability and death benefits were also reduced for new Members as a result
of these amendments.

In 1999, the Act was further amended to provide that all persons who became Members
of the System on or after January 1, 2000, would no longer be entitled to participate in the defined
benefit plan, and would instead participate in a defined contribution plan established by such
amendment to the Act. A defined contribution plan is a retirement plan that provides for an
individual account for each participant and for benefits based solely upon the amount contributed
to the participant’s account and any income, expenses, gains and losses, and any forfeiture of
accounts of other participants which may be allocated to such participant’s account. This change
in the structure of the System responded primarily to the need of the System to address its large
actuarial deficit. At June 30, 2009, defined contribution membership within the System’s
consisted of 64,813 active participating employees.

Among the factors that contributed to the deficit were: (i) the historical
undercapitalization of the System, (ii) increases in certain post-employment benefits were not
properly funded and (iii) the System assets have consistently been insufficient to satisfy the
System’s obligations. By converting the System into a defined contribution plan, the System
would no longer be responsible for covering future deficits. Under the defined contribution plan,
each Member would have an individual account, in which the contributions made by such
Member will be deposited into. When the Member retires, the Administrator disburses the
amount deposited in such Member’s account in accordance with the provisions of the Act.

SUMMARY OF HISTORICAL ACCOUNTING DATA
(dollars in thousands)

Additions'" $ 981,777 $1,073,839 $1,253,124 $822,057 $686,089
Deductions?’ 795,348 860,379 902,954 1,106,471 1.451,033
Net (Decrease) Increase™ 186,429 213,460 350,170 (284,414) (764,944)
Net Assets 2,327.871 2,541,331 2,891,501 2,607,086 1.842.142
Total Assets 2,502,958 2,776,142 2,931,300 5,600,266 5.007.067
Total Cash and Investments™® 2,403,094 2,652,988 2,778,189 5,247,110 4.637.272

Source: Audited Financial Statements of the Employees Retirernent Sysiem

)

insurance premiums on loans to members and other income.

@

Additions consist of employer and employee contributions, investment income, special law contributions,

Deductions include retirement and disabilily annuities, death and other benefits, refunded employer

contributions, refunded participating employee contributions, insurance claims on loans to plan members and

general, administrative and interest expenses.
@

other retirement systems.
ey

loans. This amount reflects the fair market value of investments, net of premiums and discounts.
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Investments are comprised of interest bearing accounts, marketable securities, Bond issue Costs and Member




Benefits to Members

The System provides retirement and other benefits to its Members under various plans,
the requirements and benefits of which are described below.

Normal and Deferred Retirement Benefits

The following table sets forth the various age and years of service requirements for the
normal and deferred retirement benefits available to Members who fulfill each of those
requirements. The minimum pension benefit set by the Puerto Rico Legislature is $400 per
month. Only those Members who entered into the System prior to January 1, 2000 are entitled to
receive the retirement benefits described below. Other benefits such as loans and life insurance,
however, are available to all Members. For purposes of computing retirement and disability
benefits, the term “average compensation™ shall mean the average salary for the three highest
paid years of employment.

BENEFIT VESTING TABLE

Not less than 30 55 75% of the average compensation.
Not less than 30 Less than 55 65% of the average compensation.
Less than 30, but 55 The average compensation multiplied by a factor of 1.5% and by
not less than 23 the number of years of service credited up to 20 years, plus the

average compensation multiplied by a factor of 2% and by the
number of years of services credited in excess of 20 years.
Less than 23, but 58 The average compensation multiplied by a factor of 1.5% and by
not less than 10 the number of years of service credited up to 20 years, plus the
average compensation multiplied by a factor of 2% and by the
number of vears of services credited in excess of 20 years.

A Member who terminates service before the age of 58 and who has completed 10 but
less than 25 years of service is vested in a deferred retirement annuity payable beginning at least
at age 58. Those Members of the System who were employed by the Puerto Rico Police
Department or the Puerto Rico Firefighters Corp have the option to receive a deferred annuity if
they are at least 50 years old and have completed at least 25 years of service.

Retired Members are free to work with private entities but cannot work on a full-time
basis with the Commonwealth.

After resignation or removal from service, Members may request immediate
reimbursement of all contributions made by them. Members are required by the Act to contribute
a percentage of their salary to the System. Members must effectuate such statutory contributions
until they retire or resign. The Act grants the Secretary of the Treasury or any paying agent of the
System the authority to withhold a portion of each Member’s salary and transfer the amount so
withheld to the System. Any outstanding debt of such Member with the System is deducted from
such contributions prior to making the reimbursement. The vested right to receive a deferred
annuity is forfeited if the Member’s accumulated contributions are refunded upon such Member’s
request.
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Disability Retirement Benefits

Disability retirement benefits are available to Members who have made contributions to
the System for at least 10 years. Disability retirement annuities are computed as follows: the
average compensation multiplied by a factor of 1.5% and by the number of years of service
credited up to 20 years, plus the average compensation multiplied by a factor of 2% and by the
number of years of service credited in excess of 20 years. Members who elect to receive benefits
under this plan are severely restricted from seeking employment.

Pre-Retirement Death Benefits

Beneficiaries of a Member who dies prior to retirement are entitled to a refund of such
Member’s accumulated contributions, plus a lump sum payment equal to one year’s salary for the
position that the Member was holding at the time of death.

Post-Retirement Death Benefits

Beneficiaries of a Member who dies while receiving retirement benefits will receive all
contributions not received by the Member, to the extent the survivors of the Member are not
entitled to receive an annuity from the System. The minimum post-retirement death benefit set
by the Puerto Rico Legislature is $750.00.

Summary of Benefits Paid by the System

The following table sets forth the amounts and types of benefits paid by the System
during the five-year period ended June 30, 2009:

BENEFITS SUMMARY

s

i i ‘ 2l ol Al U

Annuity Benefits'" $713,814 $772,647 $800,786 $932,701 570,343

Death Benefits 10,894 14,984 13,872 18,712 11,532

Benefits under Law 127 14,731 16,684 17,000 16,789 17,000
Total $739,439 $804,315 $831,658 $968,202 $999,375

— Source: Audited Financial Statements of the Employees Retirement System
€3]

Annuity Benefits consist of the original retirement, merit and disability annuities.
@)

Law 127 provides for the payment of death and disability benefits for certain employees of the
Police Department, the Firefighters Corp, the Administration of Correctional Facilities, the Puerto
Rico National Guard and the Treasury Department.

Loans

The System offers Members mortgage, personal and cultural trip loans and personal loans
for mortgage down payment purpose.

The System may grant a Member a mortgage loan if the following conditions are met: (i)
the mortgage loan is for the purpose of building, acquiring, expanding or refinancing such
Member’s home; (i1) the mortgage loan is not greater than three times the combined annual salary
of Member and such Member’s spouse; (iii) the mortgage loan does not exceed 90% of the value
of the real estate property to be acquired or built and the maximum amortization term may not
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exceed 30 years; and (iv) the mortgage loan is secured by a first mortgage on the real property
which is being built, acquired, expanded or refinanced. The Board has the responsibility of
setting the maximum amount that the System may lend to a Member.

The Act provides that the System may invest its assets by means of granting personal
loans to its Members. Personal loans are granted for the benefits of the members. These loans
can not exceed 80% of the total individual accrued contributions or a ceiling amount. Also, these
types of loans are subject to a payment capability test in order to be approved. In the case of
retirees, the loans are only subject to the capability test.

Cultural trip loans are low interest loans granted to Members who have worked for one of
the Government Employers for at least one year. Members who comply with this requirement
may borrow up to the total amount contributed by them to the System to cover the cost incurred
in connection with cultural travel.

Personal loans for mortgage down payments purpose may only be granted to provide
retirees with a source of financing the down payment for a home, the property shall be for the
exclusive use of the retiree to whom the personal loan was granted.

Insurance

The Systemn provides life insurance that guarantees the payment of the outstanding
principal balance of mortgage, personal and cultural trip loans in case of the death of a Member.
Members who obtained these loans from the System pay the coverage in its entirety. The life
insurance rates are actuarially determined and do not vary by age, sex or health status.

Investments

The Act provides that the System may invest all its assets not used to cover operational
and administrative expenses. Said investments may be made in certain types of securities. The
Act authorizes the System to invest in fixed income securities, in capital stock of any corporation
organized under the laws of the Commonwealth, any state of the United States of America or any
foreign jurisdiction and in risk capital. The Act also provides that the System may invest up to
15% of its assets in income-yielding real estate and restricts the amount of assets which the
System may invest in foreign jurisdictions. At present, the System may only invest up to 30% of
its assets in foreign jurisdictions.

The System's Board of Trustees has investment authority and sole fiduciary
responsibility for the management of the System’s assets. The Board is guided by the System’s
Investment Committee, management, and the staff in the Actuarial Studies and Investments
Office who carry out the daily activities of the investment program.

The System’s goal is to efficiently and effectively manage investments to achieve the
highest possible return at an acceptable level of risk. The System’s investment portfolio is
diversified into several asset classes, so that over the long run any weaknesses in one area are
offset by gains in another. The Board follows a strategic asset allocation policy that targets the
percentage of funds to be invested in each asset class.

The System’s investments are managed in accordance with the Statement of Investment
Guidelines for Public Plans set forth by the Government Development Bank.
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The table below describes the System'’s investment portfolio at fair value.

INVESTMENT PORTFOLIO

e

Fixed Income Securities

Bonds and Notes of the US $ 99,462 $ 91,706 $ 96,879 § 288,840 $ 358,958
Federal Government and
Municipal Bonds
Corporate Bonds 66,978 63,119 52,760 249,947 206,408
Capital Stock
US Equity 863,857 948,269 1,137,987 1,436,291 1,053,021
Non-US Equity 334,275 428,632 555,157 590,426 424,924
Alternative Investments
Private Equity Investments 41244 41.609 47,784 42,294 34922
Total $ 1,407,816 $ 1,573,335 $1,890,567 $2,607,798 $2,078,233

Source: Audited Financial Stateinents of the Employees Retrement System

Summary of Loan Portfolio

The following table sets forth by categories the principal amount of loans made by the
System to Members during the five-fiscal year period ended June 30, 2009:

LOAN PORTFOLIO

2006 1111172007

Mortgage Loans $ 827295 $ 96,544 $ 107,680 $116,02 $ 128,366
Personal Loans 362,668 405,756 439,854 782.234 918,761
Cultural Trip Loans 19.750 23,762 27813 37.379 50317

Taotal $ 464,713 $ 526,062 $ 575,347 $935635 $1,097,444

Source: Audited Fiuancial Statements of the Employees Retirement System

15



	Carta.pdf
	Retiro Empleados ELA FS 2009.pdf
	informe.pdf

