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Report of mdependent Auditors

T the Board of Trustees of the
Employees™ Retivement System of the
Government of Puerto Rico and its Insteumentalittes

We have audited the accompanying stutements of plan net assels of the Employees’ Retirement
System of the Government of Puerto Rico und its Tnstrumentulitics (the System) as of Junc 30,
2003 and 2002, and the related statements of changes in plan not assets for the years then ended.
‘These financial statements ate the responsibility of the System's management, Our responsibility
is Lo express an opinion on these linancial statements based on our audits.

We conducted our audily in accordance with auditing standards generally accepted in the Uniled
States, Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the finuncinl statements are [ree ol material misstatement. An audit includes
examining, on a lest basis, cvidence supporting the wmounts andd disclosures in the fimancial
statements. An audit also includes assessing the accounting principles used and significant
estimates mude by munagement, as well as evaluating the overull financial statement
presentation, We belicve that our audits provide a veasonable basis for our opinion,

As discussed in Note | to the financial statements, in 2002 the System adopted Governmental
Accounting Standards Doud No. 34, “Basic Financial Statements - and Management's
Discussion and Analysis — For State and Local Governments.”

Tn our opinion, the financial statements referred to above present fairly, in ull material respeets,
the net assets of the System at June 30, 2003 and 2002, and the changes in its net nssets for the
years then ended in conformity with accounting principles generally accepted in the United

States.

Our audits were conducted for the purpose of forming an opinion on the hasic [inancial
statements taken as a whole. The accompanying Manuagement's Discussion and Analysis
resented on pages 2 through 6 and supplemental schedules of employer contributions and
unding progress presented on pages 27 and 29 are supplementary infurmation requived by the
Governmental Accounting Standards Board, and ave nol s required part of the basic lnanciul
statenents. We have applied cerlain limited procedures, which consisted principally of inquirics
of management regarding the methods of measurement and presentation of the supplementary
information. llowever, we did not audit the information contained in the Management's
Discussion and Analysis and supplemental schecules and, therefore, express no opinion on them.

Gt LLP

September 26, 2003
San Juan, Puerto Rico

Stamp No. 1920983
affixed to the original copy of this repoit,

A Ml Pt of Dol d Young Global



Employees' Retirement System of the
Government of Pucrto Rico and its Instrumentalities
For fiscal year ended June 30, 2003

MANAGEMENT'S DISCUSSION AND ANALYSIS

Within this section of the Employees' Retivement System of the Government of Puerto Rico and
its Insttumentalities (the System or ERS) annuul financial statements, the System's management
provides a nurrative discussion and analysis of the financial uclivities for the fiseal year ended
June 30, 2003, The (inancial performance of the System is discussed and analyzed within the
context of the accompanying financial statements und disclosures following this section.

Overview of the Financlul Statements

Management Discussion and Analysis introduces ERS' basic finuncial statements. The basie
financial statements include: 1) statements of plan nct asscts 2) statements of changes in plan net
assets, and 3) notes to the financia! statements, BRS alse includes additional information lo
supplement the basic financial statements.

Basic Financial Stalements

The System’s financial stalements consist of two basic financial statements, Thiese statements
provide information about the averall status of the System. The System uses full accrual

accounting.

The first of the busic financial statements is the Statement of Plan Net Asxety. This stutement
includes all of the System's assets and liubilities, with the difference reported as net assels,
Overtime, increases or decreases in nel assets may serve us a uselul indicwtor of whether the
financial position of the System as 4 whole is improving or deteriorating,

The second of the basic financinal statcments is the Starement of Changey in Plun Net Assets, This
statement reporls changes in the System's assels during the year. All current year rovenues and
expenses are included regardless of when cash is received or paid,

‘The System is a pension trust fund of the Commonwealth of Puerlo Rico. Pension trust tesources
are only held in trust to pay retirement benefits Lo participants,

[Financinl Highlights

As of June 30, 2003, the System has $1,989 million in total assets consisting, in summary of the
following:

. $1,163 million in marketable sccurities

- $34 million in alternative investments

$363 million in the investment in PRTA Holdings Preferred Stock
- 3282 million in louns to putticipants

. S8 million in real estate

« 564 million in net cash and equivalents

- 376.3 million in other nel axséls



The lollowing provides a comparison of certain items within the Hinancial statements:

= ERS assets exceeded liabilities by $1,947,402,000 (net assets) for the Tiscol year reported
when compared to the prior year which assets exceeded liabilitics by $1,979,677,000,

s The fair vilue of ERS investments (cxcluding the Tnvestment in PRTA Lloldings Preferred
Stock and participants’ loans) at Jupe 30, 2003 amounted o 51, 197,086,000, compared o
$1,166,862,000 at June 30, 2002,

»  BERS funded ratio of the setuarial accrued lability at June 30, 2001 and 2000 was 25 % und
22%, respactively.

*  [pvestment in PRTA Holdings Prefevred Stock at June 30, 2003 amounted to $362,670,000
compared o $383, 180,000 aL June 30, 2002,

»  Participants” loans amounted to $281,796,000 at June 30, 2003 compuared o $268,675,000 at
Tune 30, 2002,

The linancial statcments of tho System lor the fiscul year ended June 30, 2003 present a decrease
in net assels as compared to the prior fiseal year of approximately $32.3 million. This decrease
wag mostly the resull of the decrease in net cash and cash cquivalents of $51 million plus the
reduction of $21 million in the fair value of the Tnvestiment in PRUA Lloldings Preferred Stock,
offset by the $43 million aggregate lncrease in the investmenl porlfolio and the participants’
louns.

Our investment portfolio was re-structured during fiscal year 2003, by implementing a new assel
allocation to fulfill the System's cagh Mow needs us well s 10 sustain an approprinte growth anc
retumn. In addition, the new asset mix and investment management strueture provided savings in
munagement fees,  TFor the fisenl year 2003, the poutfolio experienced an increase of
approximately $43 million. During fiscal years 2001, 2002 and beginning of fiscal yeac 2003,
“the System’s investment portfolio experienced several losses as a diveet result of the market
conditlons prevailing during that period that were mainly caused by the adjustments in stock
prices, especinlly those in the lechnology sector, followed by the terrorist attacks on September
[T, 2001 and corruption cases in large ULS. companies.  Finully, during the semester ended
June 30, 2003 the murket sustained a recovery and the System experieneed posilive returng of

B.84% (net of fees).

For linuncial statememts purposes, the amount of securities that as of June 30, 2003 were
involved in the securitics lending transactions was presented wilh the required diselosuces,
tccording o the cwrrent government accounting pronouncements. For the fiscal year 2003,
income [rom the custodian sccurities lending activily smounted to approximitely 538,000, In
addition, the System invests in a commingled fund, which cngages in securitics lending
transyctions that resulted in carning 38,731 as securities lending income.

Budget Highlights

For the fiseal year 2003, the Board of Trustees approved n budget of $33.3 million for the
administrative and operationnl expenscs of the System. The actual expenses amounted o 531
million. In December 2002, the Bourd of Trustess upproved a budget increuse of 502 thousand,
For the fiscal year 2004, the budget approved amounts Lo 334 million.



Investment in PRTA Holdings Preferved Stock

As further explained in Note 3 of the linancial stalements, on June 24, 1998, the Senate and the
House of Representatives issucd Joint Resolution 209 o authorize the sale ol 509 plus one stock
of the Puerto Rico Telephone Company (PRUC or TELPRI) stock to a joint venture mvanged by
(7IE lloldings (Pucito Rico) LLC (now, Verizon Communications) and Popular, Tne, (the
Buyers). The Joint Resolution 209 further designated the use of the product of the Original Sale
and ovdered that the stock thal was not sold on the Closing Date of the Fivst Sale, us defined by
the Resolution, be transterred to a subsidiary to be created by the Government Develapment
Bank (GDB), 1o he held snd disposed lor the benefit of the Employees’ System.

Subsequuently, the GDB created a subsidiary, known as PRTA lloldings, to hold the emuning
stock on behalf of the Employces® Systemn. On December 28, 2000, PRTA Holdings issued und
nssigned ity non-cumulutive, non-voting prefencd stock to the System, entitling the System (o
receive all the future henelits generated by the Puerto Rico Telephone Company (TELPRT) stoek
retained by the Government, During the fiscal years ended June 30, 2003 and 2002, the System
received $38 million and $17.5 milhon, respectively, in dividents from TELPRL

In conncetion with the st sale, an option was grunted o the Buyers o aq:cLL:lin: an additional
L3¢ of the preferred stock at a fixed price of $45.94 per shove expiving on March 2, 2002, In
Tanuary 23, 2002, GLE Holdings (Puerto Rico) LLC and Popular, Inc, exercised the option and
acquired the additional [53% of the prefered stock, As a resull ol that ransaction, the System
received approximately $172 million,

For financial statements purposes, as of June 30, 2003, the investment in PRTA Holdings
Preferved Stock was presented based on the estimated value us of June 30, 2003 of the TELPRI
stock, considering 7,000,000 shares at 351.81 per share lor a total value of approximately $363
million,

Funding Stalus

According 10 our last certilied actuarial valuation as of June 30, 2001, the System's unfunded
liability amounted o 37,453 million for a capitalization level of 25%. The actuarial valuation at

Tune 30, 2003 is in process.

Since 1990, the Government has taken steps to improve the System's finuncial condition us
ol o

“ Law | of February 16, 1990 changed the benefits structure for employces joining the
Government workforee on or after April 1, 1990, The changes in the structure consisted of:

* Increase contributions rates: employers' from 8% to 9.275% and employees’ from 7% to
8.2754%;

Elimination of the merit pension (except for policemen and firemen);

Increase retirement age from 35 to 65 years old;

Annuity bused on 1.5% of sulm-y for each year of service;

Decrease in the disability benefits,

Establish that any increase in benefits will require uctuarial studies and the law must state
the finaneing source.



» Law 305 of September 24, 1999 closed the defined benetit plan and created a defined
contribution plan (System 2000) with only employee contributions, Under System 2000,

= The participant purchises with (he balince in his/her savings account, an annuity at the
time he or she reaches the retirement ayge.
The employer contributions continue but are used to capitalize the defined henefit plan,
The disability benefits must be provided through a private insurance long term disubility
program to those participants that volunturily elect to enroll in such program.

Also, as explained hereby in the section: Tnvestment in PRITA Holdings Preferred Stock, the
System received a contribution from the Government.

[ncrease in Keonomic Benelits for Retivees Granted In Summer 2003

I sumimier 2003, the Governor of Puecto Rico, Sila M. Calderdn pranted six new benefits to the
System's retivces to help them cope wilh the inerease in the cost of living, which consisted of:

Mechicine Bonus ol $100 payable annually every July, sturting Tuly 2003;

Tnerease in the Christmas Bonus to $400 annually every Decembey, starting December 2003,
Lnerease in the minimum monthly pension benefit o $300, effective Tanuary 1, 2004,
Tnerease in the monthly employer contribution for the medical plan to 5100, effective Junuary
L, 2004,

n Increase of 3% in all pensions granted betore January 1; 2001, effective January 1, 2004;

v [nerease in the pension benefit for widows und/or beneficiaries to 50% of the benefit received
by the deceased retiree, cffective January 1, 2004,

Following the requitements estublished hy Taw 1 of Pebruary 16, 1990, these benelils are
financed through lcgislative assignments in the General Fund with respect to Central
Clovernment retirees nnd financed by the Munisipalitics and public corporntions with respect to
their retirecs.

Initintives to Provide Better Services fo Our Participants and Retlrees

The System scrves around 170,000 active participants and 90,000 retirces and beneficiarics
belonging to 140 different employers, It provides a range of close to 50 different types of
services (o ils clientele, including pension applications, disability bencfits, morlgage and
personal loans and the payment of unpaid services. Because of that, owr clientele frequently
demands Fast services, access to information and benefits orientation.

During fiscal yeur 2003, the System launched several initiatives lo improve ils services (o its
pacticipants and retirces. They arc:

s TELERETIRO - a telephone calls center to provide information about benefits and seivices.
TELEREIIRO operates through o toll-free number, with extended hours inchuding
Saturdays.

= Pre-Retirement Orientation Program -~ a complete orientation for candidates for retirement
through o two-days seminar where the candidates veceive education regarding pension
benefits, financial and legal matters, and motivation to plan and face 1 new stage In their
lives.

»  New Personal Loans Program — o program (o be launched in November 2003) that
contemplates the granting of personal loans up to $3,000 with a 5 year term.



During fiseal years 2001 and 2002, the System's management alveady took steps to improve the
processing time for service requests. As u result of those cefforts, now personal loans ae granted
within three to five busincss days, pensions and other services alike are granted within one
month. The System’s management has nlso taken other steps to improve the operational
efficicney and productiveness. With a strong commitment, the System's management conlinues
ils efforts to implement innovative initiatives to provide even better services Lo its clientele and

protect the System’s Mnancial condition.

Requests For Information

‘'he financial report is designed o provide a general overview of the System'’s finances, comply
with relualed laws and regulations, and demonstrate commitment to public accountability,
Questions cuncerning any of the information provided in this report or requests fur additional
information should be addressed 1o the Commonwenlth of Puerto Rico Government Employees
anel Judiciavy Retitoment Systems Administeation, 437 Ponce de Tedn Avenue, [ato Rey, Pucito

Rico, DUYIE.

O



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

Statcments of Plan Net Assets (continued)

Linbllitics

Book pverdiatt

Short-term obligations

Escrow funds of mortgage loans and guarantee
insurance reserve for loans to plan members

Investment purchascs

Other liabilities

Taotal liubilitics

Met assels held in trust for pension benefits

See accompanying noles.

June 30,
2003 2002
T {in Thousands)
- 31,627
- Leb 000
15,231 17,290
1,349 1,281
22,363 20438
41,943 95,636
y 81,947,402 __.5'- 1,979,677




Fmployees’ Retirement System of the Governiment
of Pucrto Rico and its Instrumentalitics

Statements of Changes in Plan Net Asscts

Additions:
Contributions:
Employeis
Participating employces
legistative Assignments for Law 127

Investment incomea:
Net depreciation on investments
Dividend income
Interest income

Less investmenl expense

Other income
Totel ndditions

Deductions:
Annuilies
Benctits under Law 127
Tleath benefits
Relunds:
Employers
Patticipating employees

Administrative cxpenses

Total deductions

Net decrease in ussels held in trust
for pension benelits

Nel assets held in trust Tor pension benefits:

Beginning of year

Cnd of year

See accompanying neres.

Year ended June 30,

2003

2002

{In T.‘;r:}lf.mmfs} )

$ 312,473 $ 203,601
276,34 259,203
17,931 14,627
606,751 567,431
(36,440) (380,518)
42,561 21,792
43,309 43,500
19,430 (315,217)
3,425 4,887

46,005 (320,104)
11,127 14,096
663,883 761,423
614,500 621,021
17,931 14,627
12,370 12,616
2,728 1,390
19,861 33,452
72,580 34,842
28,768 27,304
696,158 710,410
(32,275) (448,987)
LY79,677 2,428,664
$1,947,402 $1,979,671




Cmployces' Retirement Systern of the Government
ol Pucrto Rico and its Instramentalities

MNotes to Financial Statements

June 30, 2003

1, Ovganization and Summary of Signilicant Accounting Policies

Ovpanlzation

The Employees' Reticement System of the Govermment of Pucrto Rico and its Instrumentalities
(the System) was created by Act No, 447 on May 15, 1931, The System began opergtions on
Tanuwary 1, 1932, at which date contibulions by employers and participaling  employees
comnicneed. The System is considered an integral part of the Commonwealth of Puerto Rico (the
Commonwealth) financial reporting entity and is included in the Commomwealth's financial
statements us o lrust fund. The System, ns a governmental vetireinent plan, is excluded from the
provisions of the Bmployee Retirement Tneome Security Act of 1974 (ERTSA).

The responsibility lor the proper operation and udministration of the System is vested in n Bouard
of ‘Tustees, composed ol Lwo participating employees and one pensioner, who are appointed hy
the Clovernor of the Commonwealth, and four Commonwealth government agency

representatives.

The following ave the significant accounting policies followed by the Syster in the preparation
ol its financial statements:

Basis of Presentation

The sccompanying tinancial statements have been prepared on the acerual basis of accounting in
necordance with the provisions of Governmental Accounting Standards Board No. 25 (GASB
Mo, 25), "Finunciu] Reporting lor Defined Benelit Pension Plans and Note Disclosures [or
Deflined Conttibution Plans.” Participating cmployces and employers’ contributions arc
recognized as revenues in the period in which the employee services nre rendered. Benefits and
refunds are recognized when due and payable in accordance with Lhe lerms of the plan.

Change In Accounting Principle

The System adopted the provisions o GASB No. 34 in fiscal year 2002, elfective Tuly 1, 2001,
GASH No. 34 established financial and reporting standards for all state and local governmenta
and related entities. GASH No, 34 did not have a significant effect on the Syslem’s [inancial
position or changes in net assels. The only significant effect of the implementation of (GASB
No, 34 relates to the inclusion of Management's Discussion and Analysis as supplemental

information.



Employees’ Retivement System of the Government
ol Pucrto Rico and its Instrumentalities

Notes to Financial Stalements (continued)

1. Organization and Summary ol Significant Accounting Policies (continued)

Use of Estimates

The prepacation of financial statements in conformity with accounling principles generally
accepted in the United States requires management to make estimates and asswinptions (hat
uffect the repurted amounts of net assets held in rust Tor pension benefits, and disclosure ol
contingent assets and liabitities al the date of the financial statcments and the reported amounts
of additions and deductions to net assets held in trust for pension benefits during the reporting
periad. Actual results could differ from those estimates,

Cash und Cash lquivalenis

Cash and cash cquivalents consist of “overnight deposits” guaranteed by the custodian bunk, und
cerlificales of deposits in Governmenl Development Bank (GL13B) and a commercial bank.
Restricted cash deposited with GDB consists of payments received from mortguge loan holders
administered by the mortgage servicer, in the servicing of loans.

Tnvestments

Investments are cactied at foir value, except for certain morlgage notes, which do not have
reudily determinable fair values. The fair value of notes, bonds and stocks is bascd on quotlativns
obtained Irom national sccwritics cxchanges. Securities lramsactions are accounted for on the
trade date,

Mortgage noles acquired from third patties are held o matwity and are not readily marketable.
Consequently, these are cavried at amortized cost,

No investment in any organizalion represents 3% or more of the System's net assets held in trust
for pension benefits. «

Loans to Plun iviembers

Mortgage, personal and cultural tip loans to plan members are stated at their outstanding
principal balance. No allowance for uncollectible amounts has been established since personal
and cultural trip loans o plan members e secured by plan members' contributions and
mortgage louny are secured by mortgage deeds and any unrestricted amount remaining in the
escrow funds. Maximum amounts that may be granted to plan members for mortgage, personal
and cultuval trip loans are $100,000, $3,000 ﬂﬂd%S.[}l}ﬂ. tespectively.

The System services mortgage loans with aggregale principal balances of approximately
524,462,000 and $29,384,000 ot June 30, 2003 and 2002, respectively, relaled o certain
mortgages loans sold to FNMA for u fee of 0.25%. The income for 2003 and 2002 amounted (o
$58,001 and $70,073, respectively, and is recognized as inlerest income in the accompanying
stutement of changes in plan net assels.

L1



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

Notes o Financial Statements (continued)

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

Loans (o Plan Members (continued)

In addition, t Junc 30, 2003 and 2002, the System repurchused approximately $123,000 and
$110,000, respectively, in mortgage loans that were sold during fiscal i.rcnr 1998 1o Federal
Natlonal Mortgage Associution (FNMA) The sale conlract stipulates that the System must
repurchase any loans with payments in airears oyer a0 days.

Reserve for Life Insurance on Loans to Plan Members

Premiums collected and benefits claimed are recorded as additions and deductions ol the
guarantee insurance reserve for life insurance on loans to plan members, respectively.

2. Plan Description

The System is a cost-sharing multi-employer defined benefit plan sponsored by the
Commonwealth. Substantially all full-time employees of the Commonwenlth and  its
Instrumentalities (Central Clovernment Agencies, Municipalitics and Public Corporations,
including the System) are covered by the System under the terms of the Act No. 447 ol 1951, All
regular, appointed and temporary cmployces of the Commanwealth at the date of employment
become plan members of the System. The System is optional for Government officers appointed
by the Governor and Head of Agencies. Al June 30, 2003 and 2002, membership consisted of the

following:

2003 2002
Retirees and beneficiaries currently receiving henefils H7,6:48 86,020
Current participating employces 166,914 156,009

Total membership 254,562 242 029

The plan members of the System, other thun those joining the System after March 31, 1990, arc
eligible for the benelits deseribed helow:



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

Notes to Financial Statements (continued)

2. Plan Description (continued)

Retirement Annuity

Plan members are eligible for a retivernent annuity upon reaching the following nge:

Policemen and Liremen: Other Employeca:
50 with 25 years ol credited service 55 with 23 years of credited service
58 with 10 yems of erediled service 58 with 10 years of credited service

Plan members are eligible for monthly benefit payments determined by the upplication of
stipulated benefit rations o the plan member's average compensation, Average compensation is
computed hused on the highest 36 months of compensation recognized by the System. The
annuity, for whieh a plan member is eligible, is limited to a minimum of 3200 per month
(increased to $300 effective January [, 2004 - see Note 12) and a maximum of 75% of the

average compensation,

Merit Annuity

Plan members ave eligible for merit annuity with a minimum of 30 years or more of credited
service, e annuity for which the plan member is cligible is limited to a minimum of 65% und o
maximum of 75% of the average compensation,

Deferred Retivement Annnity

A parlicipating employee who ceases w be an employee of the Commonwealth after having
accumulated a minimum of ten years of crediled service qualifies for retirement benefits
provided his/er contributions to the System are left within the System until attainmient of 58
years ol nge.

Coordinuted Plan

On the Coordinated plan the participating employee contributes & 5.775% of the monthly salary
for the first $550 and 8.2759% for the excess over $350. By the time the employee reuches 65
years old and begins Lo receive social security benefits, the pension benefits are reduced by the
following:

$165 per month if retired with 55 years of age and 30 years of credited service
S110 per month if retired with less than 55 ycars of age and 30 years of credited service

All other between $82 and $100 per month,
Disability annuities under the coordinated plan are also adjusted at age 65 und in some

cuses can be reduced over 3165 per month,

13



Employees’ Retirement System of the Governmenl
of Puerto Rico and 115 Instrumentalitics

Notes to Financial Statements (continued)

2. Plan Deseription (continued)
Non-Coorvdinated Plan

On the Non-Coordinated plan the patticipating employee contributes an 8.275% of the monthly
snlary and does not have any change on the pension benefits upon receiving social seeurily

bhenetits.
Reversionary Annuily

A plan member, upon retivement, could cleet to receive u reduced relirement annuily giving onc
or more benelil payments o hisfher dependents. The life annuity payments would starl ufter the
death of the retiree for an amount not less than $240 yearly or greater than the annuity payments
being received by the retires.

Occupational Disability Annuity

A patticipating employee, who as a dircet vesult of the performance of histher veeupation is
wtally and permanently disubled is eligible for u disability annuity of 50% of the compensution
received al the fime of the disability,

Nonoccupational Disability Annuily

A patticipating employee totally and permanently disabled for causes not related to hisfher
aceupation, and with no less than 10 years of crediled service, is eligible for un anmuity of 1.5%
of the average compensation of the first 20 years of eredited services increased by 2% for every
additionyl yenr of credited service in cxeess of 20 years,

Death Renefits
Qccupational:

®  Surviving spouse - anmuity equal to 50% of the participating cmplo s¢'s salary at the
ing spo ¥ p pating cmployc
date of the death.

o Children - $10 per manth for each child, minor or student, up to a maximum benefit per
fumily of lt}l}‘;’!; of the participating employee’s salary at the date of the death, [f no
spouse survives or dies while receiving the annuity payments, ench child, 18 or under, is
eligible to receive an annuity of $20 per month up to the atlainment of 18 years of uge or
the completion of his/her studies.

Nonoccupational:

»  Beneliciary - the contributions and interest accumulated as of the date of the death plus
an amount equal to the annual compensation ut the time of the death.

14



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

Notes to Financial Statements (continucd)

2. Plan Description (continuaid)
Depth Benetits (conlinued)
Past-retivement:

»  DBeneliciary with surviving spouse age 60 or over and child, 18 or under, up o 30%
(60%, if not covered under Title 1T of the Social Security Act) (increased to 50%
effective Tanuwmy 1, 2004) of retiree’s pension or otherwise (he oxcess, i any, of the
accumulated contributions at the time of celivement over the total annuity benchis
received before death, limited to a minimum of 3750,

Refunds

A parlicipating employee who ccases hisfher employment with the Commonwenlth without right
to a retirement annuity has the right to a refund of the contributions o the System plus any
interest earned thercon.

Amendments to Benefits Strueture for Plan Members Who Jolned the System on
or Alter April L, 1990

Act No.l of February 16, 1990 made certain amendments upplicable to new participating
cmployees joining the System cffective :"april [, 1990. These changes consist principully of an
incrense in the retirement age from 58 o 65, a decrcase in the benefit percentuge of the average
compensation in the occupational disability and occupational death benefits annuities from 50%
to 40%, and (he elimination of the Merit Annuity for participating cmployecs (except policemen
and firemen) who have completed 30 years of credituble service,

Cost of Living Adjustment T'or Pension Benefils

Act No. 10 of May 21, 1992 provided lor increnses of 3% every three yeurs, of the pensions paid
by the System to those plan members with three or more years of retirement. The Act requires
further legislation to grmt this increase every three years, subject to the presentation of actuarial
studies regarding its costs and the source of linancing, To protect the financial health of the
System the increuse aranted during 2001 and the one to be granted on January 1, 2004 ave heing
financed through grants from the General Fund and contributions from municipalilies and public

corporations,
Early Retirement Frograms

During fiscal years 1999 and 2001, the Government provided two garly relivernent programs. 1o
avoid any economic impact on the System, the employer is responsible for contributing to the
System the amounts to cover the benefit puyments und the employer and employee contributions
with respect 1o the patticipants covered until the paticipants reach the normal retirement age.
Presently, the System hills regularly all the umounts for which the employers are responsible.
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Bmployees’ Retirement System of the Government
ol Pucrto Rico and its Instrumentalities

Notes to Financial Statements (continued)

2. Plan Deseription (continued)
Amendment to Act No. 447 Effective January 1, 2000 to ereate a Defined Contribution Plan

On September 24, 1999, Law 305, an amendment Lo Act No. 447 of May 15, 1951, vieated the
System, was enacted 1o establish a defined contribution plun, known as System 2000 to cover
employees joining the System on or after January 1, 2000,

Employees parlicipating in the current system us of December 31, 1999, may elect either to stay
in the defincd benefit plan or Wansfer to System 2000. Persons joining the Government on or
atter January 1, 2000, will only be allowed to become members of System 2000.

Systern 2000 is a hybrid defined contribution plan, ulso known as a cash balanee plan. Undev this
new plan, there will be a pool of plan asscts, which will he invested by the System, together with
ihose of the current defined benefit plan, The Commonwealth will nol guarantee benetits at
retirement age, The annuity will be based on formula which assumecs that each year the
employee's contribution (with 4 minimum of 8.275% of the employee's salary up to a maximum
of 10%) will be invested as instructed by the employee in a accounl which either: (1) earns a
fixed rate based on the two-yenr Constant Maturity Treasury Notes or, (2) cains a rate equal 1o
75% of the return of the System’s investment portfolio (net of management fers), or (3) carns &
combination of both alternatives. Participants receive periodic account statements similar to
those of defined contribution plans showing their acerucd hulances, Tisability benefits are not
pranted under System 2000, rather should be provided to those participants that voluntirily slect
to participate in a private insurance long term disubility program. ‘Lhe employers® contributions
(9.273% of the employee’s salury) with respect to employces under Systerm 2000 will continue
and will e used to fund the defined benelil plan,

System 2000 will reduce the retirement age from 63 years to GO for those employces who juined
the curcent plan on or alter Januiry 1, 2000,

At June 30, 2003 and 2002, System 2000 membership within the Syslem's total membership
consisted of the following:

2003 2002
Current participating employees 28,859 21,758
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Employees” Retirement System of the Government
of Puerto Rico and ity Instrumentalitics

Notes to Financial Stuteiments (continued)

3, Funding Policy

''he contribution requirement to the System is cstablished by law aned is mot setuacially
determined, Required employers’ contributions consist of 9.275% of applicable payroll in the
cases of municipalities, Central Government and public corporations. Required cmployce
contribution consists of 5.773% of the first $550 of the monthly salary with the excess at 8.275%
for the coordinated plan and 8.275% of the total monthly salary for pacticipating employees’
contributions for the non-coordinated plan. Commonweulth contributions should ultimately
cover any deficiency hetween the participating employers’ and employees’ contributions and the
System's pension benefit obligations and administrative cosls,

The System received grants trom the General Fund of $96.7 million and $71.7 million in 2003
anel 2002, reapectively to cover special luws, The grants are accounted, net of benetits paymunts
oxcept for approximately $17.9 million and $14.6 million in 2003 and 2002, respectively, which
are granted under the provisions of Law No, 127 of 1958, that covers the occupational disahility

of firemen, policemen and other personnel disubled during high risk circumstimees.

Calculations of the present value of benefits under the System were made by consulting actuarics
as of June 30, 2001, using the projected unit credit sctuarial cost method, Significant
assumptions underlying the ncluarial computations include: (a) assumed rale ol relurn on
investiments of 8.5%, () assumed compound rate of wage increuses of 5% per year; and (¢)
assumed mortality rute based on the Group Annuity Table for 1951,

The acluarial gecrued liability was approximatcly $9,381 481,000 as of June 30, 2001, At
June 30, 2001, the unfunded newwarial acerued linbility was approximately $7,452,817,000.

The Legislature of the Commonwenlth enacted Act No. | of February 16, 1990 to improve thu
solvency of the Systemn lor the next 50 years. Among other provisions, the legislation increascs
the level of contributions to the System, reduces the benefits Tor new parlicipating employees
and increases the relivement age from 55 to 65 years. Further, through Act 305 of September 24,
1999, the detined benefit plan was closed and 4 defined contribution plan was creuted (as
deseribed in Note 2) for il[i participants who stait working for the Commonwealth effective
Tanuary 1, 2000.

As an enmployer, the System has contributed $1,171,000 and $1,252,000 which represented its
contructunlly required contribution for the years ended June 30, 2000 and 2002, respectively.



Employees’ Retirement System of the Governiment
of Puerto Rico and ils Instrumentalitics

Notes to Financial Statements (continued)

4, Cash and Investmenls
Cash Deposits

At June 30, 2003, the aggregate carrying amount of eash deposits and cash equivalents held by
the System was approximately $63.8 million, which includes $35 million at commeycial banks,
528.8 million at GDB, At Junc 30, 2002, the aggregate carvying amount of cush deposils and
cash equivalents held by the System was approximately $137.3 million, which includes $59.6
million at commercial banks, $109.3 million ul G1B reduced by an averdraft of $31.6 million,

The $35 million and the $59.6 million deposited at commercial banks for years 2003 and 2002,
respectively, are insuted by the Federal Deposit Tnsurunce Corporation up 1o $100,000 or
collnteralized with securities held on behalf of the System by the Scerctary of the Treasury of the
Commonwealth of Puerto Rico, or the Scerctary's agent in the name of the Secretary,

Pursuant to present statutes, deposits of financial institutions, other than with GDI3, shall be in
banks designated by the Puerto Rico Scerctary of the Treasury as depository institution of public
funds. Sueh deposits are guaranteed by sulficient collateral under the name and custody of the

Securetary of the Treasury.

At June 30, 2003, cash consists of deposits in banks and is catezorized following the "Guide to
Implementation of GASI No. 3, “Deposits with Finaneial Tnstitutions, Investments (including
Repurchase Agreements), und Reverse Repurchase Agreements.” "The categories for deposits are
the Tollowing:

Catggory | - insured or collateralized with sceuritics held by the financial institution or by its
agent in the System’s name,

Category 2 - colluteralized with' securities held by the pledging finaucial institution's trusl
department or its agent in the System’s name,

Category 3 - uncollutleralized,

The carrying smount of the deposits approximate their fair value. The tollowing presents the
deposits catcgorized (in millions):

Category Fulbry

.. 2 3 _ Value
Deposits in commercial banks $33.0 $- $- $35.0
Deposits in GDB - : 288 25.8
‘Total $35.0 b $28.8 $63.8
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Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalities

Notes to Financial Statements (continued)

J. Cash and Investments (contined)
Iivestnients

The follawing table shows the fair
System g of June 30, 2003 and 2002 (in thousands):

value of the investments in marketable securities held by the

2003 2002
__liair Value Pair Value
U.8. Government and ngeneies, seeurilies §  ddd2s $ 20,993
Corpuritle bonds 173,668 31,620
Totil bonds and notes 218,093 102,613
Domestic corparate stocks 719,525 812,389
Tuternativnul corporate stocks 225,079 217,636
Total stocks 944,904 1,030,025
Allernnlive invesiments i 3080 14,012
Total luvestmenls 1,107,086 $1,166,862
Alternative Investments include the following:
Tatal Confributions
Commitment o Date Cust Fulr Value

trupn Guayacin, Ine.

Cuaynefin Fund of Funds, T.e SI5.000000 522,779,099 220,570.959 512,958,554

Guayaean Fund of Funds T, P 25,000,000 15,203,983 14,233,710 0,308,088
Advent-Morro Foauily Pactners Tng,

Cuayacdn Private Equily Fumd, LP 5,000,000 3,890,032 4,831,702 3,704 88

Ventia Capital und, Tie BOO, 600 ¥00,000 BO0,000 451,200
Chase Capital Pactners lquity Fund

of Funids Corporate Investor ITLTD 20,000,000 0,540,273 8,813,732 T.577,182
Martinenu Bay Resort, S.en G, (5.E) __ L79s5,750 1,795,750 1,795,750 e
Tutal slicrantive investinents $771,595,750 554,049,137 580,647,943 534,089 407

The Credit Risk categories for investments are:

Category - Insured of registe
in the entity's name.

red in the entity's name, or securities held by the entity or its agent
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limployces’ Retirement System of the Government
of Puerto Rico and its mstrumentalities

Notes to Financial Statements (continued)

4. Cash and Investments (continued)

Investmenls (contimed)

Category 2 Uninsured and unregistered, with sceurities held by the counter party's (rust
department or agent in the citily’s name.

Category 3- Uninsured and unregistered, with securities held by the counterparty, or by its trust
department or agent bul not in the ciitity's name.

Credit Risk Classification s as follows (in thousands):

Culegovy Ifair
e B 2 3 _ Value
Bonds and noles $- 4= $ 218,003 § 218,003
Stocks - - 9, 904 V44,904
Allernative investments g - 34,080 34,089
$- g - $1,197,08  _ $1,197,086

‘he investment in Martineau Bay represents an investment in n hotel resort that filed Chapter 11
under the Bankruptey Comt.

Securities Lending Transactions

The System entered into sceurities lending wansactions. 'The System's sceuritics custodian, as
agent, munages the securities lending program and receives liguidl collatecal, At June 30, 2003,
Uie collateral received represents 102,55% of the faiv value of the sceuritics lent.

Sceurities lending obligations lfor which colluteral was reccived at June 30, 2003 and 2002
. consisted of the following (in thousands):

Fair Value of Securlties

2003 2002
Securitles Lent
11.S. Corporate Bonds $ 8,446 $ 3,953
1.5, Governimenl 13,479 -
UJ.S. Fyuity 13,680 36,257
Total 435,605 $39,850_
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Hmployees® Retirement System ol the Government
of Puerto Rico and its Instramentlalities

Notes to Financial Statements (continued)

4. Cash and Investments (continued)

‘I'ie underlying collateral for these securitics had o markel value of approximately $36,512 and
$40,864 thousand ag of June 30, 2003 und 2002 and was invested as follows (in thousands):

200 2002
Assel Backed Commercinl Paper 3 4,843 87,23
Reverse Repo ULS, Apency Delivered 25,015 797
Reverse Report Muortgage-backed Tn-party -
Certilicate of Deposit 951 .
T'ime Deposit 1,901 .
Promissory Mote 2,852 -
Total $36,512 —

w credil risk exposure to borrowers. The System rights to collateral arc
reement. There is excess collateral above 100%. In case of hurrower
o collaternl, Borrower's creditworthiness 18 also

The System hus very lo
defined in the contractual ag
dofault, the System has immediate rights
progictively revicwed by the Lending Agent.

5, Investment in PRTA Holdings

On Angust 4, 1997, the Senate ol Puerlo Rico approved Law No. 34, which anthorized the
Covernment lo commence negotiations to sell the Tuerlo Rico ‘lelephone Company (PRTC or
TRIPRD. On June 24, 1998, the Senate and the House of Representatives issued Joint
Resolution 209 to authorize the final sale of 50% plus one sharc of the stock of TELPRI Lo a
joint venture created between GTL Holdings (Puerto Rico) TI.C (u subsidiary of Verizon
Communications) and Banco Popular de Puerto Rico (the Buyers) and 1o designale the use of the

siile procecds.
In the same resolution, it was cstablished that the shares of TELPRL's commion stock that were
not sold on the Closing Date of the First Sale, as detined in {he Resolution, should be tansfered

to the GD13, and further, it also instructed CGIDH 1o create a subsidiary to hold and disposc of that
stock for the henefit of the System. The First sale Lok place on March 2, 1998, Alter the Fiust

sale, lhe Government retained 43% of THLPRI's stock.
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Employees’ Retirement System ol the Government
of Puerto Rico und its Instrumentalities

Notes to Linancial Statements (continued)

5. Investment in PRTA oldings (continued)

Subscquently, GDB created a subsidiary, known ns PWIA lloldings and transferred the
TLELPRI's stock retsined by the Govermnent (o that subsidiary. On December 28, 2000, PRTA
Holdings issued and assigned its non-cumulative, non-voting prefereed stock to the System,
entitling the System Lo receive the benefits tiat the TELPRI's stock would generute in the futuie,
PRTA lloldings’ capital structure consists of 100 shates of common stock at $0.01 cach owned
by GDB and 100 shares of non-convertible, non-voling preferred stock, owned by the System.
As establishcd by the Artieles of Incorporation of PRTA Holdings, the product of the lulure stlc
of uny shares of the TELPRI stock and uny dividends declared by TELPRL will benefit the
System.

During the yeurs ended June 30, 2003 and 2002, the System rece ved £38 und $17.5 million,
respectively, consisting of the dividends declaved und paid by THLPRI.

In conncction with the First Sule of the TELPRL's stock on March 2, 1998, the Buyer wus
wantexd an option, to purchase an additional 15% of the TELPRI's stock at a fixed price of
45.94 per share, expiring on March 2, 2002. The Buyer exercised (he option on Twnuary 23,
2002: The total proceeds rom the exercise of this option amounted to $172 million.

As of June 30, 2003, the PRTA Holdings Preferred Stock is presented bascd an an estimaled
value as of June 30, 2003, of the TELPRT's stock, which consisted of an update of the certificd
appraisal made by an independent firm as of December 31, 2002,

As of Tune 30, 2003, the PRTA lloldings Preferved Stock is presented hased on the estimated
value of the TELPRT's stock as lollows:

Ay of June 30, 2003 2002
Number of shares 7,000,000 7,000,000
Price per share : §51.81 $54.74
‘L'otal value (in thousandy) __ $302,670 $383,180
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Cmployees’ Relirement System of the Government
ol Pucrto Rico and its lnstrumentalities

Notes to Financial Statements (continued)

6. Capital Assets

Clapita) nssets include properly and equipment. Purchased capital assets are valued at historicul
cost. Capitil vssets are dopreciated based on the straight-line method over the assets’ estimated
useful lte. There is no depreciation recorded Tor tunid, Generally, estimated usclul fives e us

follows:

Building and Improvements
Equipment

50 years
5-10 years

Capital assets activily lor the year ended June 30, 2003 was us follows (in thousunds):

Capital assets, not being depreciated:
Tand

Tatal capital assels, not being depreciated
(Capital assets, being depreciated:
Building and Tinprovements
Fyuipment
Tatal capital assets, being depreciated
Less accumulated depreciation for
Building and Improvements
FEquipment
Total accumulnted depreciation

Total capital assets, being depreciated, net

Crapital asscts, nel

Beginning Ending
Ralance Increnses  Deercuses Balance
5 Yoy 5 - _ % - 5 99
U6y - - 069
7,631 1,631
10,0069 S 10,143
17,700 431 357 17,774
2,892 1173 3,004
7.940 572 357 _ BISS
10,832 63 e Y 11,159
6,868 {254) - 6615
$ 1837 $(254) $ - _§ 1543
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of Puerto Rico aud its Instrumentalities

Notes 1o Financial Statements (continued)

7. Other Asscls
At June 30, 2003 snd 2002, other asscts consisted of the following:

2003 2002
{In Thouxands)

Repossessed and foreclosed propertics $2,805 52,569
Executed land 007 71007
S9.812  $9.576

Repossessed and forcelosed propertics consist mainly of properties acquired through foreclosure
proccedings related lo delinquent mortgage loans. DPorcelosed propertics are valued at the
outstanding principal balance of the related mortgage loan wpon toreclosure. These propertics
will be sold under a bidding process intended to recover the outstanding principal hulunce of the
velated mortgage loan. Gain or loss is recognized at the time of sale. Ditferences resulting from
recognition of losscs at the point of sule rather than upon foreclosure, as required by genetally
accepled accounting principles, ate not material, Management belicves that the carrying value ol
these properties approximates its [air value,

On February 19, 1991, the Metrgpolitan Bus Authority (MBA), a government ngency transferred
to the System a lot of land located in Hato Rey, as settlement for its debt with the System related
to employer and participants’ contributions and loans payments withholdings from Junc 1985
theough Decembor 1988, Since then, the System leases this land Lo a third parly thal operates it
as a parking {ucility, Rental income for 2007 and 2002 amounted to approximately $132,000 and
$81,000, respectively, and is rellected us putl of other income in the accompanying stutements of
changes in plan net asscts. According (o an independent appraisal dated August 1, 2001, the
market value of this land-upproximates $22,550,000.

Inn 1998, purt of the land was taken by the Goyernment tor the construction of n coliseum, and
was financed by the Tnfrastructure Financing Authority (THA). In May 2002, TFA compensated
the System for 23,308,397 squure meters of the land with $10 million, As a resull, the System
vecoghized a guin of $2.5 million.

8. Guarantee Insurance Reserve tor Loans to Plan Members
The System provides life insurance thal guarantees the payment of the outstanding prineipal
balance of mottgage, personil and cultural tip loans in case of death of a plan member. The plan

niembers who oblain these loans from the System pay fhe coverige in its entirety, The life
insurunee rates are actuarially determined and do not vary by age, sex or health status,
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Employces’ Retiremnent System of the Government
ol Pucrto Rico and ity Instumentalities

Notes to Financial Statements (continued)

9. Conimitments and Contingent Linbilities

The System s defendant or co-delendanl in various lawsuits resulting from the ordinary conduct
of its operations. Hased on the advice of legal counsel and considering insurance coverage,
management is of the opinion thal the ultimate liability, il any, will not have a significant effect
on the lnancial status of the System.

10, Aceounts Receivable from Employers

Accounts reccivable from employers consist of contributions ind loan cepayments due (rom
municipalities and public corporations. The employers, other than Central Govermment ngencics,
have to pay directly o the System. According Lo Act 447, ench employer must pay on a monthly
basis, the amounts related to contributions and loan repayments, on or hefore the tifteenth day of
the following month, After that date, interest is charged, as established by the Board Resolution
number 91-03.

As of June 30, 2003 and 2002, the reccivable rom employers amounted to $31.2 million und
$28.3 million, respeetively,

11, Unlon of General Worlkers

On December 3, 2002 the Government Fmployees and Judiciary Retivement Syslems signed an
agreement with the Union of General Workers. This collective ngreement cmpowers the
Administrator and the Union 1o estublish and negotigte an agreement that applies to all
cmployees except directors, chicfs, supervisors and wll personnel that manages coufidentinl
information. The collective agreement expires on December 2, 20035,

12. Subsequent Fyents

In June and Tuly 2003, the Governor signed six luws that provided certain benefils to relirees as
follows:

Medicine bonus forv $100 paid in July 2003, payuble annually every July.

Tncrease in Christmas Bonus to $400 to be paid in December 2003, payable unnually every
December.

Tnerease in minimum pension payment to 3300 monthly, effective Tunuary 1, 2004,

Tncrense in employer contribution for medical plan to $100, effective January 1, 2004,
‘Triconial 3% increase in all pensions, effective Tanuary 1, 2004,

Tnerease in widow and/or beneficiaries benefit to 50% of the benefit reccived hy the decensed
pensionor, effective January 1, 2004,
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Employees’ Retirement System of the Government
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Notes to Financial Statements (continucd)

12, Subsequent Events (conlinued)

All the benelits granted will be fanded through legislative assignments in the General Fund with
respect to Central Govemment's vetired employees and by the Municipalities and Public
Corpurations with respect to their retired employees.

Tn August 2003, the System sold for $3.4 million 9,173.2698 square meters of the lund it
reccived in seltlement of o debt, as explained in Note 7. As a vesult, the System will recognize o
gain of approximately $500.000 during fiscul year 2004,

The Board of Trustees approved effective November 17, 2003 an increase in the amount granted

on personal loans from $3,000 o $5,000. The System expucts that this increase m loan limils
will increase the loun portfolio to $400 million.
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Employees’ Retirement System ol the Government
of Puerto Rico and its Instramentalitics

Schedule of Contributions
(Dollar amounts in Thousands)

June 30, 2003
Annual
Year Ended Required Percentage
June 30 Contributions Contributions Contributed
2001 $802,500 $347,400 68%
2000 890,300 527,400 59
1999 843,000 491,800 38
1908 777,800 02,100 65
1997 722,300 454,600 62
1996 671,200 102,200 5V

See nolex o schedules of trend information,
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Employees’ Retirement System ol the Governiment
ol Pucrto Rico and its Tnstrumentalities

Schedule of Funding Progress
(Dollar amounts in Thousands)

June 30, 2003
DAL osa
Actuaril Actunelal Percentuge
Yalue Averiwl Unfunded Annual ol Anntisl
of Plun Liubility AAL Funpelind Civerial Coveryld
CAssels [AAL) (UAAL) Rutio Payroll Payrall
52028, 00) 5988140 S7.52.817 255 52,549,447 202%
2,04 1,800 9,430,300 ToH 2,300 22 2,163 400 ol
1,838,000 8,102,000 Gueb50.000 22 2,573,000 250
LGTS 0 7,638,000 5.963.000 22 2,366,000 252
L 44,600 0,014,000 5470000 2 2,367 ) 231
1,230,000 6,320,000 5000000 19 2,223,000 29

see notes to sehedules of trend informetion.
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Employees’ Retirement System ol the Government
of Pucrto Rico and its Tnstrumentalities

Motes to Schedules of 'T'rend Information

Tune 30, 2003

L. Schedule of Funding Progress

The Schedule of Funding Progress provides information about the funded status of the System
and the progress being made in aceumulating sufficient assets Lo puy benelits when due.

2, Schedule of Contribulions

The Schedule of Contribulions provides information obout the annual required contributions
(ARC) und the extent to which contributions made cover the ARC. The ARC is the annual
required contribution for the yewr calculated in accordance with certain parameters, which
mclude actoarial methods and assumplions.

The System’s Schedule of Contributions includes both Commonwealth’s and participating
employee's contributions as the Commonwealth contributions, ullimalely, should cover uny
deficiency helween the putticipating employees' contibutions, the pension benefits and the
System's administration costs.

3. Actuaris] Datu

The information presented in the required supplementary sehedules was determined as parl of the
actuarial valuations al the dates indicated. Additional information as of the latest actuarial

valuntion follows:

Vuluation Date Tuly 1, 2001
Actiarial Cost Method Projected unit credit cost methed
Amortization Methad Tevel pereentage of the projected payroll
Remmining Amwrtizition Period 25 years
Asset Valuation Method Macket vitbue
Actuarial Assumptions:
Investment ele of return® 8.5%
Projected salury increases™ 5k
Mortalily Rale Group Amuily Table for 1951
Cost of living adjustment J6h, every three years for those incranses granted in

1992 and 19948

FTncludes inlhtion w 3,35
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