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1000 Scotiabank Plaza Fax:  (787) 753-0808
275 Ponee de Loon Avenue lass  (787) 7iof-0H13
Hato ey, 1Merto Rico QU7 -THEY WALV COM

Report of Independent Auditors

The Board of Truslees
Employees’ Retirement System of
the Government of Puerto Rico

and 1t mstrumentalities

We have audiled the accompanying stalement of plan net assets of the Gmployces’ Relirement
System ol the Government of Puerto Rico and its Instrumentalities (the System) as of Junc 30,
2001, and the related statement ol changes in plan net asscts for the year then ended. These
financial statements are the responsibility of the System’s management. Our responsibility is to
cxpress an opinion on these linancial statcments based on our audit. The [inancial statements of
the System as of June 30, 2000, were audited by other auditors whose report dated December 22,
2000, expressed an unqualified opinion on those statements,

We conducted our audit in accordance with auditing standards generally accepted in the United
Stales. Those standards require that we plan and perform the audit to oblain reasonablc
assurancc about whether the linancial statcments are frec of material misstatement. An audit
ncludes examining, on a test basis, evidence supporting the amounts and disclosurcs in the
financial statcments. An audil also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the 2001 financial statements referved to above present fairly, in all material
respects, the nel assets of the System at June 30, 2001, and the changes in its net assets for the
year then ended in conlormity with accounting principles generally accepted in the United States.

Our auwdit was conducled for the purpose of forming an opinion on the basic financial statements
taken as a wholc. The accompanying supplemental schedules of employer contributions and
funding progress are presented for purposcs of complying with requirements of the
Governmental Accounting Stundards Board, and arc not a required part of the basic financial
statements. We have applicd cerlain limited procedures, which consisted principally ol inquiries
of managemen! regarding the methods of measurement and presentation of the supplementary
information. However, we did not audit the mformation contained in the supplemental schedules

and, therefore, express no opinion on it
Snmat + LLP

October 4, 2001

Stamp No. 1770130
affixed to the
original copy
of this report.

Fenst & Young (0 is 2 member of Frost & Young Intermational, Ll



Employees’ Retirement System of the Government

of Puerto Rico and its Instrumentalities

Statements of Plan Net Asscts

Assets
{’ash and investments:
Cash and cash cquivalents

Cash deposited with Governinent Development Bank

for Puerto Rico:
Unresiricied
Restricled

Securties lending, collateral mvested
Marketable sceuritics at fair value:
Bonds and notes
Stocks
Morlgage noles acquired [rom third parlics
Alternative investments
Loans lo plant members:
Mortgage
Personal
Cultural trips

Investment in PRIUA Holdings, at appraissed valuc
Accounts reecivable:

Employers

General Fund of the Government of Puerto Raco

The Commonwealth of Puerlo Rico

Judiciary Retirement System

Investment sales

Accrued interest

Other

Froperty and equipment, net
Other assets
Toial assels

Liabilitics

Sceuritics lending, collateral duc (o borrowers

ook overdraft

Escrow funds of mortgage loans and guarantec
insurance reserve for louns Lo plan members

Investment purchases

Other liabilities

Total liabilities

Met assets held in trust for pension benefits

See qecompanying notes.

June 30
2001 2000
$ 32,932 $ 39177
79,211 45,455
489 61
112,632 85,265
69,866 -
110,364 93,313
1,265,391 1,560,035
6l 1,393
3314 37,622
63,662 65,561
191,586 181,085
11,129 10,407
266,377 257,053
701,000
29,735 27,043
9,259 4,499
1,908 1,751
5,134 2,494
2,527 3,247
8,049 11,724
56,012 0,758
8.267 8,151
16,586 16,402
2,644,020 2,109,992
69,866 -
02,8806 16,977
17,738 17,631
5812 8,170
29,054 25,448
215,350 68,226
52,428,604 $2,041,766




Employees’ Retircment System of the Government

of Puerto Rico and its Instrumentalities

Statements of Changes in Plan Net Assets

Additions:
Contribulions:
Employers
Parlicipaling employees
special Taws
Special Contribution - PRTA Holdings

Invesiment income:
Met (depreciulion) appreciation i investments
reported at fair value
Mividend income
Interest income

.53 invesiment expense

Other income
T'otal additions

Deductions:
Annuities
Special
[eath benelits
Refimds:
Employers
Participating employees

Administrative expenses
Other expenses

Total deductions

Met (deerease) increase in assets held in trust
for pension benefil

Met assets held in trust for pension benefits:
Beginning of year

I'nd of year

See deccompanying notes.

Year ended June 30

2001

2000

(In Thousands)

$ 342,767 $ 298,915
245,221 218,342
14,211 10,182
701,000 «
1,303,199 527,439
(301,872) 236,218
5,379 0,648
50,345 39,700
(246,148) 285,566
5,755 5,930
(251,903) 279,636
20,512 11,276
1,071,808 R18,351
606,589 562,309
14,211 10,182
10,773 9,811
1,223 1,226
22,622 21,937
23,845 23,163
28,404 27,562
1,088 1,089
684,910 634,116
386,808 184,235

2,041,766 1,857,531
_ $2,428,664 $2,041,766




Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalities

Notes to Financial Statements
June 30, 2001

L. Organization and Summary of Significant Accounting Policies

The Employees” Retirement System of the Government of Puerto Rico and its Instrumentalitics
(the System) was created by Act No. 447 on May 15, 1951. The System began operations on
January 1, 1952, at which date contributions by employers and parlicipating employees
commenced. The System is considered an integral part of the Commonwealth of Puerto Rico
(the Commonwecalth) [inancial reporting entity and is included in the Commonwealth’s financial
slatements as a trust fund. The System, as a governmental retirement plan, is excluded from the
provisions ol the Employee Retirement Income Security Act ol 1974 (ERISA).

The responsibilily for the proper operation and administration of the System is vested in 2 Board
of Trustees, composed of bwo participating employees and one pensioner, who are appointed by
the Govemor of the Commonwealth, and four Commonwealth government ageney
represenlalives,

The following are the significant accounting policics followsd by the System in the preparation
of its [inancial stalements:

Buasis of Prescentation

The accompanying financial statements have been prepared on the acerual basis of accounting in
accordance with the provisions of Statement of Governmental Accounting Standards No. 25
(SGAS No. 25), Financial Reporting for Defined Benefit Pension Plans and Note Disclosures
Jor Defined Contribution Plans.  Participating employees and employers' contributions arc
recognized as revenucs in the period in which the employee services arc rendered. Benefits and
relunds are recogmized when duc and payable in accordance with the terms of the plan,

Use of Estimates

The preparation of financial statements in conformily with accounting principles generally
accepled in (he United States requires management to make estimates and assumptions that
affect the reported amounts of net assets held in trust for pension benefits, and disclosure of
conlingent assets and liabilities at the date of the financial statements and the reported amounts
of additions and deductions to nct assets held in trust for pension benefils during the reporting
period. Actual results could differ from those estimates.

Cash and Cash Equivalents

Cash and cash equivalents consist of “overnight deposits” guaranteed by the custodial bank.
Restricted cash deposited with Government Development Bank for Puerto Rico (GDB) consists
of payments received from morigage loan holders to be used by Banco Popular de Puerto Rico,
the morigage service, in the servicing of loan escrows.



Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalities

Noles to Financial Stalements (continued)

. Organization and Summary of Significant Accounting Policics (continued)
Investments

Investments are camied at fair value, cxcept for cerlain mortgage notes, which do not have
readily determinable [air values. The fair value of notes, bonds and stocks is based on quotations
obtained from national sccurilies exchanges. Sccurities transactions are accounted for on the
trade date.

Mortgage noles acquired from third partics are held to maturity and are nol readily marketable.
Conscquently, these are carried amortized cost.

No investment in any organization represents 5% or more of the System’s nel assets held in trust
for pension benelits.

Loans to Plan Members

Mortgage, personul and cultural trip loans to plan members arc stated at their outstanding
principal balance. No allowance for uncolleetible amounts has been established since loans to
plan members arc sceured by mortgage deeds, plan members’ contributions and any unrestricled
amount remaining in the escrow funds. Maximum amounts that may be granted to plan members
for mortgage, personal and cultural trip loans are $100,000, $3,000 and $5,000, respectively.
The carrying value of these loans approximates their fair value.

On Scptember 30, 1999, the System sold mortgage loans with a principal balance of
approximately $9,766,000 Lo a commercial bank al a loss of approximately $63,000. The
agreement stipulates that if during the first 18 months any loan becomes delingquent for over 120
days, the System should repurchase from the buyer such mortgage loan. As of June 30, 2001,
the System had not repurchased any ol these loans. Tn addition, as of June 30, 2001 and 2000,
the System had repurchased approximatcly $168,000 and $48,000, respeclively, in mortpage
loans that were sold during fiscal year 1998 to Federal National Mortgage Association (FNMA).
The sale contract stipulates that the System must repurchase any loans with payments in arrears
over 90 days.

The System services mortgage loans with principal balances of approximately $35,410,000 and
$42,000,000 at June 30, 2001 and 2000, respectively, related to certain martgage loans sold to
FNMA for a fee of 0.25%. The Income for 2001 amounted $109,332 and is récognized as
Interest Tncomie in the accompanying Statement of Changes in Plan Net Assels.

Guarantee ITnsurance Reserve

Premiums collected and benefits claimed are recorded as additions and deductions of the
guaraniee insurance reservce, respectively.



Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalitics

Notes to Financial Statements (continued)

1. Organization and Summary of Significant Accounting Policies (continued)
Recelassifications

Certain amounts from fiscal year 2000 have been reclassilicd to conform with the current year's
presentation.

2.  Plan Description

The System is a cost-sharing multi-employer defined benefit plan sponsored by (he
Commonwealth. Substantially all full-time employees of the Commonwealth and its
Instrumentalitics (including the System) arc covered by the System under the lerms of the Act
No. 447 of 1951, All regular, appointed and temporary employees of the Commonwealth al the
datc of cmployment become plan members of the System. The System is optional for members
of the Cabinet of the Governor and Heads of Agencies. At June 30, 2001 and 2000, membership
consisted of the following:

2001 2000
Retirees and beneficiaries currently receiving benefits 87,086 82,000
Currenl parlicipating employees 151,060 150,000

The plan members of the System, other than those joining the System after March 31, 1990, are
cligible for the benefits deseribed below:

Retirement Annuity

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

Policemen and Firemen: Other Employees:
Age 50 with 25 years of credited service Age 55 with 25 years of credited scrvice,
30 years of credited service or age 58 30 years of credited service of age 58
with 10 years of credited scrvice with 10 years of eredited scrvice

Plan members arc cligible for monthly benefil payments determined by the application of
stipulated benefit rations to the plan member’s average compensation. Average compensation is
computed based on lhe highest 36 months of compensation recognized by the System. The
annuity, for which a plan member is eligible, is limited to a minimum of $200 per month and a
maximum of 75% of the average compensation.



Employees’ Retirement System of the Government
ol Puerto Rico and its Tnstrumentalities

Notes to Financial Stalements (continued)

2. Plan Description (continued)
Merit Aunuity

Plan members arc el gible for meril 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
& maximum ol 75% of the average compensation.

Deferred Retirement Annuity

A parlicipating employce who ceases to be an employee of the Commonwealth afier havin g
accumulaled a mimmum ol ten years of credited service qualifies for retirement benefit provided
his/her contributions to the System are left within (he System until attainment of 58 years of age.

Reversionary Annuity

A plan member, upon retirement, could elect (o receive a reduced retirement anmuity giving one
or more benefit payments to his/her dependents. The life annuily payments would start aller the
death of the retiree for an amount not less than $240 yearly or grealer than the annuily payments
being received by the retiree,

Occupational Disability Annuity

A participating employee, who as a direct result of the performance of histher occupation is
totally and permanently disabled is cligible for a disability annuity of 50% of the compensation
reccived at the time of the disability.

Nonoccupational Disability Annuity

A participating employee tolally and permanently disabled for causes not related to his/her
occupation, and with no less than 10 years of crediled service, is cligible for an annuity of 30%
of the average compensation of the first 10 years of credited services inereased by 1% for every
additional year of credited service in excess of 10 years up to a maximum ol 50% of the average
compensation.

Death Benefits:

Occupational;

*  Surviving spousc - annuily equal to 50% of the parlicipating employee's salary at the
date of the death.



Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalities

Notes to Financial Statements (continucd)

2. Plan Description (continued)

Occupational: (continued)

e Children - $10 per month [or each child, minor or studenl, up to a maximum benefit per
family of 100% of the participating employee’s salary al the datc of the death. Tf no
spouse survives or dics while receiving the annuity payments, each child, 18 or under, is
cligible to receive an annuity of $20 per month up to the attainment of 13 years of age or
the completion of his/her studics.

Nonoccupational:

*  Benefliciary - 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.

Post-retirement:

* Beneficiary with surviving spousc age 60 or over and child, 18 or under, up to 30%
(60%, if not covercd under Title 1l of the Social Security Act) of retirce’s pension or
otherwise the excess, if any, of the accumulated contributions at the {ime of retivement
over Lhe total annwily benelils received belore death, limited to a minimum of $500. On
September 2, 2000, an amendment to Article 2-113 of Act No. 447 of May 15, 1951 was
made to increase the minimum to $750 to all cascs in which the death date is on or after
July 1, 2000.

Retunds

A participating cmployee who ceases his/her cmployment with the Commonwealth without right
lo a retirement annuity has the right to a refund of the contribulions to the System plus any
Interest earned thereon.

Amendments to Benefits Payable to Plan Members Who Joined the System on or After
April 1, 1990

Act No.1 of 1990 made certain amendments applicable lo new participaling employees joining
the System effective April 1, 1990. These changes consist principally of an incrcase in the
retirement age from 58 fo 65, a decrease in the benelit percentage of the average compensation in
the occupational disability and occupational death benelits annuitics [rom 50% to 40%, and the
elimination of the Merit Annuity for participating employees who have completed 30 years of
creditable service.



Employecs® Retirement System of the Government
of Puerto Rico and its Instrumentalities

Notes to Financial Statements (continued)

2. Plan Description (continued)
Amendments to Benefits Payable to Plan Members Effective J anuary I, 1998

Act No. 10 of 1992 provides, subject to the approval of the Legislature, for increases of 3%
cvery three years, of the pensions paid by the System Lo those plan members with three or more
years of retiremenl.  On August 9, 1998, Act No. 221 was approved which provides,
retroactively to January 1, 1998, for increases of the pensions paid by the System to those plan
members with three or more years of refirement,

Early Retirement

On July 28, 1998 Act No. 182 was approved, which provides that effective March 31, 1998, plan
members are eligible for early retirement upon attaining age 55 with 25 year of service or 30
years of service bul under 55 years of age. Those who select early retirement under these
conditions will reccive monthly benefits cqual to 75% of their average compensation, which is
computed based on the highest 36 months of compensation recognized by the System. Plan
members may also elect an alternative carly retirement annui Ly upon alttaining 25 years ol service
but less than 35 years of age. Under this election, plan members will receive monthly benelits
cqual to 65% of their average compensation, Tn these cases, the employer will contribute to the
System an additional amount to cover the benefit payments until the participant rcaches the
normal retirement age.

On August 12, 2000, Act. No, 174 was approved (o allow certain participants lo be eligible for
early retirement upon atlaining at least age 55 with 25 years of service, provided they make their
clection on or before April 1, 2001. Those who clocted early retivement under this law will
receive monthly benefits of 75% (il 25 or more years of service and age 55, or 30 or more Vears
of services and age 50) or benefits of 65% (if 25 years of scrvice but less than age 55) if their
average compensation which is computed based on the highest 36 month of operation recognized
by the system. In these cases, the employer is responsible for contributing to the system amounls
to cover the benefit payments and the employer conlribution with respect to the parlicipants
covered until the participants reaches the normal retirement age.

Amendment to Act No. 447 Effective J anuary 1, 2000

On September 24, 1999, an amendment to Act No. 447 of May 15, 1951, which created the
System, was enacted with the purpose of establishing a new pension program (System 2000).

System 2000 became cffective on January 1, 2000. Employces participating in the current
system as of December 31, 1999, may elect either to stay in the defined benefit plan or transfer Lo
System 2000. Persons joining the governmen! on or afler January 1, 2000, will only be allowed
to become members of System 2000,



Employees’ Retirement System ol the Government
of Puerto Rico and its Instrumentalities

Notes to Financial Statements (continued)

2. Plan Description {(continued)

System 2000 15 a hybnd defined contribution plan, also known as a cash balance plan. Under
this new plan, there will be a pool of pension assets, which will be invested by the System,
together with those of the current delined benefit plan. Benefits at retirement age will not be
guaranieed by the Commonwealth. The annuity will be based on a formula which assumes that
cach year the employee’s contribulion (with a minimum of 8.275% of the employce’s salary up
to & maximum of 10%) will be invested in a account which either: (1) earn a fixed rate based on
the two-year Constant Maturily Treasury Note or, (2) carn a ratc cqual to 75% ol the retum of
the System’s investment portfolio (net ol management fees), or (3) eam a combination of both
allernatives. Participants receive periodic account statements similar to those of defined
contribution plans showing their accrued balances. Disability pensions are not granted under
System 2000. The employers’ contributions (9.275% of lhe employee’s salary) with respect to
employecs under system 2000 will continue and will be used to fund the current plan.

System 2000 will reduce the retirement age from 65 years to 60 for those employees who joined
the current plan on or aller January 1, 2000.

As of June 30, 2001 and 2000, membership consisted of the following:

2001 2000

Retirees and beneficianes currently receiving benelits 1 -

Current participating employces 9,604 1,898

Termination

Although the Commonwealth has not expressed any intent to terminate the plan, it may do so at
any time. In the event of termination of the plan, the rights of all affected plan members and
beneficianes to whom benefits have been acerued under the plan shall be no forfeitable to the
extent funded.

3. Funding Policy

The contribution requirement to the System is cstablished by law and is not actuarially
determined. Required employers contributions consist of 9.275% of applicable payroll in the
cases of mumeipalities, central government and public corporations. Required employee
contribution consists of 5.775% of (he first $550 of the monthly salary with the excéss at 8.275%
or 8275% of the total monthly salary [or parlicipating employees’ contribulions.
Commonwealth contributions should ultimately cover any deficiency between the participating
employees’ contributions and the System’s pension benefil obligations and admmnisirative costs.

-10-



Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalitics

Notes to Financial Statements (continued)

3. Funding Policy (continued)

The special contributions of approximately $14,211,000 and $10,182,000 in 2001 and 2000,
respectively, represent the reimbursement to the System of the bencfits paid on behalf of the
Ceneral Fund to the Commonwealth under the provisions of Law No. 127 of 1958, which covers
the oceupational disability of liremen, policemen and others, and under the provisions of Law
No. 23 of 1983, which covers half of the increase in pension benefit annuitics.

Calculations ol the present value ol henefits under the System were madc by consulling actuarics
as of June 30, 2000 and 1999, using the projected unit credit actuarial cost method. Sigmficant
assumptions underlying the actuartal computations include: (a) assumed rate of réturn on
investments of 8.5%, (b) assumed compound rale of wage ncreases of 3% per year; and (c)
assumed mortality rate based on the Group Annuity Table for 1951.

The actuarial accrucd liabilily as of June 30, 2000 and 1999 was approximately $9,459,300,000
and 58,308,‘]{}6,{}[]{}, respectively. At June 30, 2000 and 1999, the unfunded actuarial accrued
liability was approximately $7,417,500,000 and $6,450,000,000, respectively.

The Legislature of the Commonwealth enacted Act No. 1, effcctive Aprl 1, 1990, which is
dirccted to improve the solvency of the System for the next 50 years. Among other provisions,
the legislation incrcases the level of contribution to the System and limits benelits for new
participating employees by increasing the age from 58 to 65 years for the vesting of certain
benelits and reducing he level of benefits in the casc of early retirement. The legislation also
veduces the level ol occupational injury and death benefits received by new parlicipaling
cmployees from 50% to 40% (see Note 2). In addition, participation in System 2000 will be
required for all participants who start working for the Commonwealth cffeetive January 1, 2000
{see Note 2).

As an cmployer, the System has contributed $1,116,000 and $976,000, which represented its
contractually required contribution for the years ended June 30, 2001 and 2000, respectively.

4.  Cash and Investments

Cash Deposits

Al June 30, 2001, the aggregate carrying amount of cash deposits and cash equivalents held hy
the System was approximately $112.6 million, which includes $84.4 million at commereial
banks and an overdrafl of $92.8 million with the Government Development Bank for Puerto
Rico (GDB).

The remaining balance ol $28.2 million is insured by the Federal Deposit Insurance Corporation

or collateralized with securities held on behalf of the System by the Secretary of the Treasury of
the Commonwealth of Puerto Rico, or the Secretary’s agent in the name of the Sceretary,

-11-



Employges’ Retirement System of the Government
of Puerto Rico and its Tnstrumentalitics

Notes to Financial Statements (continued)

4, Cash and Investments (continued)
Cash Deposits (continued)

Pursuant to present statutes, deposits of financial institutions, other than with GDB, shall be in
banks designated by the Puerlo Rico Seerctary of the Treasury as depository institution of public
funds. Such deposits arc guaranteed by sufficient collateral under the name and custody of the
Scerctary of the Treasury.

As of June 30, 2001, cash consists of deposits in banks and is calegorized lollowing the "Guide
to lmplementation of GASD Statement 3 on Deposits with Financial Institutions. Investments
(including Repurchase Agreements), and Reverse Repurchase Agreements." The calegories for
deposits are the lollowing:

Category 1 - insured or collateralized with sccuritics held by the financial instilution or by ils
agent in the System's name.

Calegory 2 - collateralized with securities held by the pledging [inancial institution's trust
department or its agent in the System’s name,

Category 3 - uncollateralized.

The carrying amount of the deposits approximates their fair value. The following presents the
deposils calegonized (in millions):

Bank Carrying
Category Balance Amount
1 3
Deposils in commereial banks $28.2 $ - $ 28.2 § 282
Less: Overdrafl in GDB % 84 .4 84.4 244
$28.2 584.4 $112.6 F112.6

212«



Employees’ Retirement System of the Government

of Puerto Rico and its Instrumentalities

Notes to Financial Statements (continued)

4, Cash and Investments (continued)

Investments

The lollowing table shows the cost and market valuc of the investments in marketable securitics

held by the System as of Junc 30, 2001 and 2000,

2001 i N 2000
Cost Fair Value Cost Fair Value
(Tn Thousamnds)

U5, Government and agencies’ securilics § 20,958 § 21,382 S 20902 % 30,051
Corporale bonds 85,672 88,982 62,855 @ 03,262
Total Bonds and Notes 106,630 110,364 83,757 093313
Domestic corporate stocks 463,534 1,040,177 1,017,105 1,278,081
International corporate stocks 279,555 225,814 257,600 281,954
Total Stocks 1,243,089 1,265,391 1,274,705 1,560,035
Alternative investments 43,727 36,314 17,622 37.622
Total Investments $1,393,446  $1,412,069  31,367462  $1,690,970

Alternative nvestments include $30,837,210 and $34,357,000 as of June 30, 2001 and 2000,
respectively, in Guayacan Funds (the Funds). The Funds arc limited partnership that invesl in
United States and Tnlermational privale equity investmenl partnership, which in turn, invest in
cquity and equity related mvestments. The System’s commilmenl in the Funds amounts to

$55,000,000.

The Credit Risk catcporics lor investments are:

Category | - Insured or registered in the enlily’s name, or sceurities held by the entity or ils agent

in the entity's name.

Catcgory 2 - Uninsurcd and unregistercd, with securitics held by the counterpaly’s trust

department or agent n the entity’s name.

Category 3 - Uninsured and unregistered, with securities held by the counterparty, or by its trust

department or agent but not in the enlity’s name.

-13-



Employces’ Retirement System of the Government
of Puerto Rico and fts Instrumentalities

Notes to Financial Statements (continued)

4. Cash and Investments (continued)
Investments (continued)

Risk Classification is as follows:

Category Carrying

1-2-3  Amount
Bonds and Notes $ 110,364 $ 110,304
Stocks 1,265,391 1,265,391
Alfernative Investments 3 36,314 306,314

_ $1,412,069  $1,412,069

The System may issue Collatcralized Promissory Noles (the Noles) to generate additional funds
Lo carry out the mvestment objectives and to improve the investment portfolio. The Notes cannot
exceed, in an aggregate principal amount, $400,000,000 outstanding at any time, and a term lo
maturity up to 90 days so that at the end of each quarter the outstanding balance equals zero,
The Notes are secured by a pledge on the System’s sccurities. GDB acts as the System’s agent
for selling the Notes, cffecting the pledge on the sceurilies, sceuring them, investing their
procceds and acting as custodian of the securities purchased with the proceeds. GDB issues and
sells the Noles through brokers and rccords the transfer of and make payments of prineipal and
interest on the Noles, all under such terms and conditions, and at such inlerest rates and prices, us
the GDB shall consider to be in the best intercst of the System. In connection with such
issuance, GDB pays a commission from the proceeds of the Notes Lo these brokers. At June 30,
2001 there were no notes outstanding,

Securities Lending Transactions
During the year the System entercd into securitios lending transactions. The Citibank as agent
managces the securitics lending program and receives liquid collateral. The collateral requirement

is equal to 102.1% of the [air value of the security lent,

Securities lending obligations for which collateral was received as of Junc 30, 2001 consist of
(expressed in thousands):

Fair Value

Securities Lent ~of Securities

Corporate Bonds $ 4,205

Equity Securitics 64,204
_ 568,409

-14-



Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalitics

Notes to Financial Statements (continued)

4, Cash and Investments (continued)
Securities Lending Transactions (continued)

Collateral recerved amounted to 569,866 million and it was invested as (ollows, $19.3 million in
commereial paper and $50.5 million in repurchase agreements.

5. Investment in PRTA Holdings

On August 4, 1997, the Senate of Puerto Rico approved law No. 54 which authorized the
CGovernment to commence negotiations to sell the Puerto Rico Telephone Company (TELPRI).
On June 24, 1998, the Senate and the House of Representatives issued a Joint Resolution to
authonize the final sale of 50% plus one share of the stock of TELPRI to a joint venture created
between Verizen and Banco Popular de Pucrto Rico and, to destinate the use of the sale
proceeds.

In the same resolution, it was cstablished that the sharcs of TELPRIs common stock that was
nol gomg Lo be sold on Lhe closing datc of the first sale, as defined in the Resolution, should be
transferred to the Governmental Development Bank (GDB), and further, it also instructed GDBE
to create a subsidiary to hold and dispose of that stock for the benelil of the Puerlo Rico Public
Employee’s Retirement Syslem (PRPERS). The sale took place on March 2, 1998, After the
salc, the Government retained 43% of TELPRIs stock.

Consequently, GDB created a subsidiary, known as PRTA Holdings and transferred the shares
representing the interest in TELPRIT retained by the Governmenl to thal subsidiary. On
December 28, 2000, PRTA Holdings issued and assigned its non-cummulative, non-voting
preferred stock to the System, which entitles the System to receive the benefits that TELPRI's
stock would generate in the future. PRTA Holdings’ capital structure consist of 100 common
stock at $0.01 each owned by GDB and 100 preferred stock, non convertible, non voting, owned
by the System, As cstablished by the Articles of Incorporation of PRTA Ioldings, the product
of the future sale of any shares of the TELPRI stock and any dividends declared by TELPRI will
benefil the System.

During the quarters ended Junc 30, 2001 and September 30, 2001, the System reccived $7.6
million and $9.5 milhion, respectively, consisting of the dividends declared and paid by TELPRI
in thosc quarters.

The System estimates that as of June 30, 2001, the total estimated value of PRTA lloldings
approximates $701 million. The estimated valuc ol PRTA Holdings preferred stock was
recognived as a Special Contribution.
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™

ot Puerto Rico and its Instrumentalities

Noles to Financial Statements (continued)

5. Tnvestment in PRTA Holdings (continued)

The total value of PRTA Holdings preferred stock was estimated considering estimated value of

TELPRI stoek following two Ffactors:

a. In conncction with the first sale of the TELPRI's stock on March 2, 1998, an

oplion was granted to Verizon, to purchase an addilional 15% of the TELPRT's

stock at a fixed price of $45.94, expiring on March 2, 2002. The total procceds

that could be realized from the exercise of this option amounted $172 million,
b, The remaining 28% of TELPRI siock represents approximately 7 million sharcs at

$75.64 per share, according to the last stock valuation performed by an

independent appraiser for a total of $529,480.000.

6. Property and Equipment, Net

Froperty and equipment, net acquisilions are recorded at cost, Depreciation is provided using the

straight-line method over the useful life of the asset.

At June 30, 2001 and 2000, property and cquipment, net consisted of the following;

Estimated 2001 2000
Useful Life {In Thousands)
Land 0 $§ 969 § 969
Building 50 years 7.631 7,631
Furniture and equipment 5- 10 years 9. 771 8,957
18,371 17,557
Less accumulated depreciation ~ 10,104 9,406
_$ 8267 $ 8,151
7. Other Assets
At June 30, 2001 and 2000, other assets consisted of the following:
2001 2000
(Tn Thousands)
Repossessed and in-substance foreclosed properties 5 2,086 5 1,902
Excculed land 14,500 14,500
_ $16,586 516,402
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Employees’ Retirement System of the Government
ol Puerto Rico and its Instrumentalities

Notes to Financial Statements (continued)

7.  Other Assets (continued)

Repossessed and m-substance forcclosed properties consist mainly ol properlies acquired or to
be acquired upon loreclosure proccedings as collateral from delinquent mortgage loans.
Foreclosed propertics arc valued at the outstanding principal balance of the related mortgage
upon forcclosure. These will be sold under a bidding process intended to recover the outstanding
principal balance. Gam or loss is rccognived at the time of sale. Dillerences resulling from
recognition of losses at the poinl of sale rather than upon foreclosure, as required by generally
accepted accounting principles, arc not material. Management believes thal the carrying value of
Lhese properlies approximales ils fair valuc.

The executed land located in Ilato Rey was acquircd on February 19, 1991, from the
Metropolitan Bus Authority (MBA), a government agency, as settlement for the debt MBA had
with the System relative to cmployer and participants’ contribulions and loans payments
withheldings from June 1985 through December 1988, In 1999, the System rented this land to a
third party that operated it as a parking facility. Rental income for 2001 and 2000 amounted to
approximately $02,000 and $68,000, respectively, and is relecled as part of other income in Lhe
accompanying statements of changes in plan nel assets. According to an independent appraisal
dated Angust 1, 2001, the market value of this land approximates $22,550,000. The System has
been informed thal a substantial portion of this land will be acquired by other instrumentalities of
the Commonwealth.

8. Guoarantee Insurance Reserve Qver Loans to Plan Members

The System provides life insurance that guarantees the payment of the outstanding principal
balance of morlgage, personal and cultural trip loans in case of death of a plan member. The
coverage is paid in its entircty by the plan members who oblain these loans from the System.
The life insurance rales are actuarially delermined and do not vary by age, sex or health status.

9, Commitments and Contingent Liabilities
The System is defendant or co-defendant in various lawsuits resulting [rom the ordinary conduct
of ils operalions. Based on the advice of legal counsel and considering insurance coverage,

management is of the opinion that the ultimate liability, if any, will nol have a significanl effect
on the financial slatus of the System.
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Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalities

Notes to Financial Statements (continucd)

_Schedule of Contributions
(Dollar amounts in Thousands)

Annual

Year Ended Required Percentage

June 30 B Cuontributlon Contributions Contributed
2000 FEO0, 800 3327 400 59%
1999 845,000 491,800 38%
1998 TTTEO0 502,100 65%
1947 722,300 434,600 62%
1996 677,200 402200 9%
1995 618,800 380,700 63%
1944 566,900 353,900 62%

See notes to schedules of trend information.
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Employces’ Retirement System of the Government
ol Puerto Rico and its Instrumentalities

Schedule of Fundin% Progress
(Dollar amounts in Thousands)

UAAL asa
Actuarial Actirial Percentape
Actuarial Vilue Accrued Unfunded Annunal of Annual
Valuation of Plan Liability AAL Funded Covered Covered
Date Assets [AAL) (UAAL) Ratin Payrull __Payroll
L2000 52,041,800 59,459,300 57,417,500 22% £2.463,400 I01%
TrA19eg 1LESR, Q00 8308 000 6,450,000 22% 2,575,000 250%
T s 1,675,000 7,638,000 5,963,000 22% 2,366,000 252%
71997 1,444,000 6,914,000 A 470.000 21% 2,363,100 231%
199G 1,230 000 0,320,000 5,090,000 16%, 2,223,000 229%
TI1995 1,075,000 6,033,000 4,058 000 18% 2,087,000 238%
50 954,000 5,542,000 4,588,000 17% 1,867,000 246%,

See notes to schedules of trend information,
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Employecs’ Retirement System of the Government
of Puerto Rico and its Instrumentalitics

Notes to Schedules of Trend Tnformation

1. Schedule of Funding Progress

The Schedule of Funding Progress provides information about the funded status of (he System
and the progress being made in accumulating sulTicient asscts to pay benefits when due,

2. Schedule of Contributions

The Schedule of Contributions provides information about the annual required contributions
(ARC) and the cxtent to which contributions made cover the ARC. The ARC is the annual
requived contribution for the year caleulated in accordance with certain parameters, which
include actuarial methods and assumptions.

The System’s Schedule of Contributions includes both Commonwealth’s and participating
cmployee’s contributions as the Commonwealth contributions, ultimalely, should cover any
deficiency between the participating employees’ contributions, the pension henefits and the
Syslem’s adminisiration costs.

3. Actuarial Data
The mformalion presented in the required supplementary schedules was determined as part of the

actuarial valuations at the dates indicated, Additional information as of the latest actuarial
valuation follows:

Valuation Date July 1, 2000
Actuarial Cosl Method Projected unit credit cost method
Amortization Method l.evel percentage of the projected payroll
Remaining Amortization Pertod 20 years
Assel Valustion Method Market value
Actuarial Assumptions:

Investment rate of return® B.5%

Projected salary increases™ 5%

Cost of living adjustment 3%, every threc years

*Includes inflation at 3.5%
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