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EMPLOYLES' RETIREMENT SYSTEM OF THE GOVERNMENT
OrF TIIE COMMONWEALTII OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2006

Introduction

The Employees’ Retirement System of the Government of the Commonwealth ol Puerto
Rico (the System or ERS) administers retirement and other participant benefits, such as
persomal, cultural and mortgages loans, occupational and non-occupational disability
annuities and death benefits. The System is a pension trust fund of the Commonwealth of
Pucrto Rico. Pension Trust resources are only held in trust to pay retirement benelits to
participants. ‘The System presents the annual financial statements and provides a narrative
discussion and analysis of the financial activitics for the fiscal year ended June 30, 2006.
The financial performance of the System is discussed and analyzed within the context of
the accompanying basic {inancial statements and disclosures,

Overview of the Financial Statements

Management Discussion and Analysis introduces the ERS’ hasic financial statements. The
hasic [inancial statements include: 1) statements of plan net assels 2) statements of changes
in plan net asscts, and 3) notes lo the financial statements. ERS also includes additional
information to supplement the basic financial statcments,

Statement of Plan Net Assets and Statement of Changes in Plan Nei Assets

Both these statements provide information about the overall status of the System. The
System uses [ull acerual accounting.

The Statement of Plan Net Assets, includes all ol the System’s assets and liabilities, with
the difference reported as net assets. Overtime, increases or decrcases in net assets may
serve as a useful indicator of whether the financial position ol the System as a whole is
improving or deteriorating.

The Statement of Changes in Plan Net Assets, reporls changes in the System’s nel assets
held in trust for pension benelits during the year. All current year revenues and expenses

are included regardless of when cash is reccived or paid,

Nuoles fo Basic Financial Statements

The notes to the financial statement provide additional information that is essential for an
understanding of the data provided in the Statements of Plan Net Assets and Changes in
Plan Net Assets.

Supplementary Inlormation

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

(Continued)



EMPLOYEES® RETIREMENT SYSTEM OF TIIE GOVERNMENT
OF THE COMMONWEALTII OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2006

Finanecial Highlights

The System provides the retirement benelils lo employees of the Commonwealth of Puerto
Rico. The System has $2,776 million in total assets as of June 30, 2006. This amount
consists of the lollowing:

£1,531 million in marketable sceurities

$42 million in alternative invesiments

$495 million in the investment in PRTA Holdings Preferred Stock
$528 million in loans to participants

$8 million in real estate

$56 million in net cash and equivalents

$116 million in other net asscts
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The following provides a comparison of certain items within the financial statements:
e ERS asscts cxcceded liabilitics by $2,541,331,000 (net assets) lor the fiscal year

reported when compared to the prior year, for which assets exceeded liabilities by
$2,327.871,000,

{Continued)



EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF TILE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2006

o The fair value of CRS investments (excluding the Investment in PRTA Holdings
Preferred Stock and participants’ loans) at June 30, 2006 amounted to
$1,573,335,000 compared to $1,407,816,000 at Junc 30, 2005.

e FRS [unding ratio of the actuarial accrued liability at June 30, 2003 is 19%.

o Investment in PRTA Holdings Preferred Stock at June 30, 2006 amounted lo
$495,318,000 compared 1o $486,080,000 at June 30, 2005.

e Participants’ loans amounted to $328,552,000 at June 30, 2006 compared o
$465,247,000 at June 30, 2005.

The financial statement ol the System for the fiscal year ended June 30, 2000 presents an
increase in net assels as compared to the prior fiscal year ol approximately 5213 million,
This was mostly the result of an inercasc in the fair value o’ marketable securities ($165
million), increase in PRTA Iloldings Preferred Stock investment and loans portfolio ($72
million), increase in net cash ($12 million) and increase in accounts receivable ($24
million) offset by an inereasc in liabilities ($60) million.

The System’s nct assets held in trust for benefits include employer and employee
contributions as well as investment income. For fiscal year 2006, the employer and
employee contributions increased by approximately $34 million, from $707 during fiscal
year 2005 to $741 million during fiscal 2006. The System recognized a net appreciation n
the Fait Value of investments ol $2.8 million for fiscal year 2006.

Our invesiment portfolio was re-structured during fiscal year 2003, o implement an asset
allocation that would fulfill the System’s cash flow nceds as well as suslain an appropriate
growth and return. The new asset mix and investment management structure provided
assel growth, cash income and savings in management lees.

Budget IMighlights

Lot the fiscal year 2006, the Board ol Trustees approved a budget of $37.5 million for the
administrative and operational expenses of the System. For the fiscal year 2007 the budget
approved amounts to $38.3 million. In addition it also approved for a Construction Fund
the amount of $10.2 and §1.7 {or fiscal year 2005-2006 and 2006-2007 respectively.

Master Repurchase Agreement

The Board of Trustees approved on June 28, 2005 a Master Repurchase Agreement for the
amount of $150 million, As of Junc 30, 2006 the Repurchase Obligation was $139 million.

(Continued)



EMPLOYLEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2006

The transaction was rccommended because of good collateral pricing, casy collateral
transfer, weighted average rate cost less than L.LB.O.R. and the Callan Associate
Endorsement. ‘This alternative was used to cover the overdraft with the Department of
Treasury lor the fiscal year ended June 30, 2005. This overdrall was mainly caused by the
debt from Corporations, Municipalities and Central Government regarding cmployer’s
contributions to the Employces Retirement System.

‘The Repurchase Agrcement was dug on July 20" 2006 and was renewed for an additional
112 days.

Credit Agreement

On June 29, 2006, a linancial institution (Banco Santander) approved a line ol credit of
$112 million. The principal amount borrowed by the System as of June 30, 2006 was $60
million. The 6.1175% interesl rate under the Note will be made on the basis of 360 days a
year, The maturity date is December 30, 2006, renewable for an additional 6 months.

Invesiment in PRTA Holdings Preferred Stock

As further explained in Note 7 of the financial statements, on Junc 24, 1998, the Senale
and the Housc of Representatives issued Joint Resolution 209 Lo authorize the sale of 50%
plus one stock of the Puerto Rico Telephone Company (PRTC) stock o a joint venture
arranged by GTE Holdings (Puerte Rico) LLLC (now, Verizon Communicalions) and
Popular, Inc. (the Buyers). The Joint Resolution 209 further designated the use ol the
product of the Original Sale and ordered that the stock (hat was not sold on the Closing
Date of the First Salc, as defined by the Resolution, be transferred lo a subsidiary to be
created by the Government Development Bank (GDB), to be held and disposed for the
benefit of the Government Retirement System.

Subsequently, the GDR created a subsidiary, known as PRTA Holdings, to hold the
remaining stock on behalf of the Government Retirement System. On December 28, 2000,
PRTA Toldings issued and assigned its non-cumulative, non-voting prelerred stock fo the
System, entitling the System to receive all the future benefits generated by the Pucrto Rico
Telephone Company (TELPRI) stock retained by the Government. During the liscal years
ended June 30, 2006 and 2005, the System received $45.7 million and $14.9 million,
respectively, in dividends [rom TELPRL

lor financial statements purposes, the investment in PRTA Holdings Preferred Stock is
presented based on the cstimated value as of June 30, 2006 of the TLLPRI stock,
considering 6,999,975 sharcs at §70.76 per sharc for a total value of approximatcly $495
million,

(Continued)



EMPLOYEES’ RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2006

Financial Analvsis of the System

Facing an unstable market, in 2001 Management identified the need for a portfolio
restructuring.  The System’s portlolio moved from a very aggressive allocation (75%)
toward equilies 1o a controlled allocation of a maximum of 65% in equities. To enhance
the expecled annual return, the strategy concentrated in the allocation of a 28% of the total
portfolio to the participants’ loans program with only 7% assigned to a core fixed income
strategy. Those loans actually provide a higher return and lower risk in comparison to
bonds, mostly because the System has the abilily (o rise the interest rates charged, the
repayment comes from payroll deductions and the loans are guarantced by participants’
accumulated contributions.

The System’s [unding ratio is Management’s major concern. The System faces the reality
that benelils were enhanced for many years without the proper lunding. Morcover, the
System’s funding is an important element in our credit analysis for government’s bond
issues. In fact, the unfunded liability is indeed, a long-term obligation of the Government
of the Commonwealth of Pucrto Rico that needs lo be considered by the credit rating
agencies.

The asset mix of the {und generaled a positive gross return of approximately 10.32% for
the year ended June 30, 2006, The new asset allocation is the one that [ulfills the System’s
needs and since it is more adequately balanced, it provides protection in case of another
market downturn. The target asset mix for International Equity i1s 27.67%, Alternative
Investment is 23.21% and Domestic Equity is 9.75% as shown in the following chart:

Allernative Investment

1 Inbernational Equity

Domestic aguity

(Continued)



EMPLOYEES’ RETIREMENT SYSTEM OF TIIE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Manapement’s Discussion and Analysis
June 30, 2006

Other Investments and Transactions

At Junc 30, 2006 and 2005, the System held approximately $528.5 million and 4652
million in loans to participants, respectively, which represents 25% of the total investment
portiolio, excluding the investment in PRTA Holding Preferred Stocks. As of June 30,
2006 these loans consist of $97 million in mortgage loans, $406.5 million in personal loans
and $25 million in cultural loans including acerued interests receivable,

As ol June 30, 2006 the System has participation in Limited Partnership Investments for
approximate valuc of $41.6 million which represents 2% ol the investment portfolio.
These investments have a gross return of 23.21% for the fiscal year.

The System carns additional investment income by lending investment sccurities lo
brokers via ils custodian’s securities lending program. The brokers provide collateral to
the System and generally uscd the borrowed security to cover short sales and [ailed trades,
The cash collateral received from the brokers is invesied in order to earn interest. For
financial statements purposes, the amount of securities as ol June 30, 20006 that were
involved in the sceurities lending transactions was presented with the required disclosures,
according lo the current government accounting pronouncements, For the fiscal year 2006,
income from the custodian sccurities lending activity amounted lo approximately
$158,000.

Funding Status

The Employces Retirement System is the largest fund in the Island and it is the one facing
the most significant challenges. This system, created by Act 447 of May 15, 1951, had the
main purpose of attracting and retaining personnel in the government labor force.

Since ils inceplion, the System lacked proper planning and the levels of contributions were
relatively low (and still remain low in comparison to the level of benelits). Besides, all
retirement systems in place before 1951 were merged into the System, which then had to
ahsarb all their unfunded liabilitics,  Afterwards, m 1973, the benefits structure was
enhanced however, without the appropriate increase in the contribution levels. As more
people joined the government labor loree and then retired under the new cnhanced benefit
structure, the gap between the assels available to pay benefits and the actuarial obligation
started its steeping course.

Tn 1990, in an efforl to contain the increase in the unfunded liability, the benelil structure
was modilicd, basically o decrease the benefits and to postpone the retirement age from 35
to age 63 in order to provide a structure more affordable. Also, the level of contributions
was raised and tho Law 447 was amended to provide that any increase in benefits will
require actuarial studics and must state the financing source,

(Continued)



EMPLOYEES’ RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management's Discussion and Analysis
June 30, 2006

Ten years after, the steeping course of the unfunded liability required further action. Asa
result, the defined benefit plan was lotally closed to new participants joining the System on
or after January I, 2000. To provide a retircment alternative, the Government crealed a
defined contribution plan funded only by employces’ contributions. The new plan is
known as the Retiremenl Savings Account Program or System 2000, Under System 2000,
the employers’ contributions continue at the same level as the defined benefit plan, but are
being used (o capitalize the defined benelit plan that was closed. Also under System 2000,
the disability benefits are to be provided through a private insurance long term disability
program to those participants that voluntarily elect (o enroll in such program. Subsequent
to June 30, 2004, on Scptember 13, 2004, Law 296 was enacted o amend the dispositions
on Law 305 regarding disbursements and the disability benefits program. After the
amendment, any participant that leaves public service may request that the balance in
his/her savings account be transferred to a qualified retirement vehicle such as an
individual relirement account or a qualilicd retirement plan in Puerto Rico. Law 296 also
provides flexibilily on the cstablishment of the disability program; but still, the employees
must finance the program.

Presently, the Employees’ System consists of three dilferent benefit structures, which arc
administrated according to their specifications in the Law. Ior all participants in the
defined benefit plan, the level of contributions cstablished by law is 8.275% of the
employee salary, Under System 2000, employces’ contributions range from 8.275% to
10% of the salary, as specificd by the employee.  Under all structures, employers’
contributions arc stated by law at 9.275% of the employce salary.

The Project numhber 476 which contemplates the issuance ol $2,000 million in Pension
Obligation Bonds has been approved by the Scnate, but awails [or the louse of
Representative and finally the signature of the Governor. The System presented legislation
to increase the employers and employees contributions, This increase will be in a 2 year
scale level from $.275% thru 10% (or the cmployees and in a 5 year level from 9.275%
thru 12.50% for the employers. If implemented, those two steps will improve the System’s
capitalization and will provide additional cash flow for the upcoming years.

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

Market ovents plus the continuous increase in the actuarial liability have affected the
System’s capitalization. Based on the lasl actuarial valuation at June 30, 2005, the
System’s lunding ratio is 19%, the actuarial obligation is $12,284 million, total asscts
amount to $2.328 million and the unfunded liability is $9,956 million.

{Continued)



EMPLOYEES’ RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTI OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2006

‘The bottom linc is that the capital markels by themsclves, cannol sulve the System’s
funding problem. Somchow capital contributions must be incrcased and/or the liability
must be reduced, Management has come up with recommendations to improve the
Syslem’s financial health. Among those stands out the following:

e Increase in employees’ and employers’ contributions rales;

Increase in Economic Benefits for Retirces Established in Summer 2003 and for fiscal
yvear 2005, 2006 and 2007

For years 2003 thru 2007, the Government of Puerto Rico granted several benelits to the
System’s retirces to help them cope with the increase in the cost of living, which consisted
of:

o  Summer Bonus of $100 payable ammually cvery July, starting July 2003.
e Moedicine Bonus of $100 payable annually cvery July, starting July 2003.

e Increase in the Christmas Bonus from $300 to $400 annually every December,
starting December 2003,

o Increase in the minimum monthly pension benelit from $200 to $300, clffective
January 1, 2004,

e Increase in the monthly employer contribution for the medical plan from 340 to
$100, elfective January 1, 2004.

e Two increases of 3% in all pensions eflective on January 1, 2001 and January 1,
2004,

e Increase in the pension benefit for widows and/or beneliciaries from 30% lo 50%
of the benefit received by the deceased retiree, cffective January 1, 2004.

e [nerease in death benefit from $750 1o $1,000.

o Increase in the Christmas Bonus from $400 (o $500 annually every December,
starting, December 2005.

s On September 15, 2004 the Law 296 established that the refund paid to the
cmployees who resign from the Commonwealth and retirces who receives the
contribution plan would be deducted 10% for the Treasury Department.

o Increase from $300 to $550 and to $600 in the Christmas Bonus [or the retirce,
effective on December 2006 and 2007 respeetively.

Following the requirements established by Law 1 of Iebruary 16, 1990, these benelits arc
financed through legislative appropriations in the General Fund with respect lo Central
Government retirces and [inanced by the Municipalitics and public corporations with
respect to their corresponding relirecs.

{Continuad)



EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2006

‘The Legislature approved Law 98 on May 16 2000, in which the Office ol Management
and Budget transferred $42.9 million [rom Speeial Laws Funds to cover pension benelils

and medical serviees.

Initiatives to Provide Better Services to OQur Participants and Retirees

The System serves around 176,342 active participants and 95,221 retirees and beneficiaries
belonging o approximately 216 different employers. T provides a range of close to 50
different types ol services to its clientele, including pension applications, disability
benefits, mortgage and personal loans and the collection and application of unpaid
services, Because of that, our clientele [(requently demands fast services, access to
information and benefits oricntation.

During fiscal year 2003, the System launched several initiatives to improve ils services Lo
ils participants and retirees. These are:

o TELERTTIRO — a lelephone calls center to provide information aboul benelils and
services.  This service operates through a toll-free number, with extended hours
including Saturdays.

o Pre-Retirement Orientation Programs - a complete orientation [or candidates for
retirement through a two-days seminar where the candidales receive education
regarding pension benefits, linancial and legal matters, and motivation to plan and
face a new stage in their lives.

e Personal Loans Program that provides the granting of personal loans up to $5,000
with a 5 year term.

o On December 2005 a new office for the Government Retirement System of P.R.
was opened at Mayagitez, Pucrto Rico. It serves approximately 1,600 clientele per
month.

The System’s manapement has taken several sleps to improve the operational elficiency
and productiveness, including the compulerized information systems. With a strong
commitment, the System’s management continues ils eflorts to implement innovative
initiatives to provide even better scrvices to its clientele and protect the Sysiem’s financial
condition.

Personal T.oans Application

In 1998, as part of an cffort to comply with Year 2000 requirements, a personal loan
application was implemented. However, due to the magnitude of the personal loan
business, that application proved to be totally deficient, limited Lo loan origimation and
lacking intcpration with the rest ol the computerized applications.  As a resull, most

(Continued)
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EMPLOYELS' RETIREMENT SYSTEM OF TIIF, GOVERNMENT
OF TIHE COMMONWEALTH OF PUERTO RICO
Management Discussion and Analysis
June 30, 2006

administrative functions were unavailable making extremely difficull the accounting and
collection of loans.

In year 2003, Management started the design and implementation of a new personal loan
application, named “Aplicacion Integrada de Préstamos”™ (AIP), which was tailor-made
designed according to the System’s needs and integrated with the other computerized
applications. 1n June 2004, the new application was launched and the conversion of the
loans data took place. The System finally has the appropriate tools to administer the
personal loan portfolio, As of June 30, 2004 the personal loans portfolio subsidiary was
reconciled to the general ledger accounts and the neeessary adjustments were made to
provide fairly stated balances. With respect to any past duc loans, Management estimates
that no additional provision is necessary since all loans arc guaranteed with participants®
accumulated contributions and aggressive collection efforts have already starled.

Reguesis for Informaiion

The financial report is designed (o provide a general overview of the System’s finances,
comply with relaled laws and regulations, and demonstratc commitment to public
accountability. Questions concerning any of the information provided in this report or
requests for additional information should be addressed to the Commonwealth of Puerto
Rico Government Employees and Judiciary Refirement Systems Administration, 437
Ponce de Ledn Avenue, Hato Rey, Puerto Rico 00918,
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Certified Public Accountants, Tax & Business Advisars

Independent Audifors’ Report

The Board of Trustees

Employees® Retirement System of the Government of the
Commaonwealth of Puerto Rico

San Tuan, Puerto Rico

We have audited the accompanying statement of plan net assets of the Employees’ Retirement System of the
Giovernment of the Commonwealth of Pusrte Rico (the System) as of June 38, 2006 and the related stalement
of changes in plan net assets for the year then ended, This financial stalement is the responsibility of the
System’s management, Our responsibilily is Lo express an opinion on this financial statement based on our
audit. The financial statement of the System for the year ended June 30, 2005 was audiled by other auditors
whose report, dated December 21, 2005 expressed an unqualified opinion on that statemenl.

We conducted our audit in accordance wilh auditing standards generally accepted in the United States of
America. Those standards require that we plan and perfarm the audit Lo obtain reasonable assurance about
whether the financial stalcment is free of material misstatement. An andit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the [nancial statement. An audit also includes
assessing the accounting principles used and significant cstimates 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 financial statement referred Lo above presents fairly, in all material respects, the net assets
of the System at June 30, 2006, and the changes in its net assets for (he year then ended in conformity with
accounting principles generally accepted in the United States of America,

Our audit was conducied [or the purpose of forming an opinion on the basic financial stalement taken as a
whale. The accompanying Management’s Discussion and Analysis presented on pages | through 10 and
supplemental schedules of employers’ contributions and funding progress presented on pages 44 through 16
arc supplementary information required by the Governmental Accounting Standards Board, and are not a
required part of the basic {inancial statement. We have applied certain limited procedures, which consisted
principally of inquiries of management regarding the methods of measurement and presentation of the
supplementary information. However, we did not audit the information contained in the Management's
Discussion and Analysis and supplementary schedules and, therefore, express no opinion on them,

- S fASe

San Juan, Puerto Rico
Cetober 17, 2006, except for supplementary schedules of employers’
contributions and funding progress, as o which the date is February 12, 2007,

Stamp No. 2199159 was affixed to
the original of this report
License Exp. December |, 2008 | __,_ el
450 Muitoz Rivera Ave,, Suite 502, San Juan, PR 00018-4149 « PO Box 195607, Hato Rey Station, San Juan, PR 005919-5607
Phone T87.641.9801 « Fax TE7.641.980%9 » www parissicpa_com




EMPLOYEES! RETIREMENT SYSTEM OF TIIE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Statemcnts of Plan Net Assets

ASSETS

ash and investmonts
Cush and cash eyuivalents:
Depaosits at commercial banks
Dieposits with Treasury Department
of the Commonwealth

Deposits with Government Development

Bank of Puerto Rico:
Unrestricted
Restricied

Cash and cash equivalents

Marketable securities at fuir value:
Bonds
Stocks
Oher nvestments

[.oans and inferest reccivable rom
plan members, net of allowance for
adjustments and losses i realization

Ionvestment in PROUA Taldings, at
appraised value
Tuotal Cash and lnvestments

Aceounts receivable:

Hmployers

General Fund of the Commaonwealth
of Muerto [tico

The Commonwealth of Puerto fico
Judicimy Hetirement Systcm

Investment sales

Accrued interest

Accred dividend

Other

I'otal accounts receivable

Capital assels
Oiher assets

TO¥TAL ASSITS

June 30,
2006 2005
{in thousands)

27,5844 b} 13,1946
- 11,982
23,7TTR 17,195
2,156 1,578
27,934 1R, 773
35,783 43,951
154,825 166,440
1,376,4901 1,200,132
41,609 41,244
1,573,335 1,407,816
528,552 465,247
495318 486,080
2,652,988 2,403,084
431 343 34,655
10,4401 21,463
3,161 1,376
| 279 2,090
2,385 2,209
23,720 -
23,579 21,8494
107,808 83,689
7094 8,411
.52 7,764
2,776,142 1 2,502,958

The accompanying notes are an inlegral part of these financial statements.



EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTILI OF PUERTO RICO
Statements of Plan Nef Assets

June 30,
2006 2008

LIABILITIES {in thousands)
Securifies sold under agreements

to repurchase £ 139,074 § 138,000
l.ine of credit 60,000 -
Funds ol morlgape loans

and guarantee insurance reserve

for loans to plan members (note 4) 8.433 20,366
Investment purchases 1,179 2,079
Other liabilitics 20,125 14,642

Total liabllitics 234,811 175,087

NET ASSETS HELD IN TRUST

FOR PENSION BENEFITS $ 2,541,331 § 2327871

The accompanying notes are an integral parl of these financial statements.
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EMPLOYEES' RETIREMENT SYSTEM OF TTIE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Statements of Changes in Plan Net Assefs

ADDITIONS:
Contributions:
Employers
Participating employees
Other special laws

Investiment income:
Met appreciation on invesiments
Dividend income
Imerest income

Less: Invesiment expense

Insurance premiums on loans to plan members

Other income

Total additions

DEDUCTIONS:
Annuities
Benelils under other special laws
1Death benefits
Refunds:
Emplayers
Participating cmployees

Insurance claims on loans 1o plan members

Mddministrative expensc
Total deductions

Met increase inassets held in lrusl
for pension benefits

NET ASSETS HELD IN TRUST FOR
PENSION BENETITS:

Beginning of year

END OF YEAR

Years Ended
Junc 30,

2000

2005

{in thousands)

$ 398372 $ 374,823
342,697 332,376
16,684 14,731
757,753 721,930
189,515 186,643
49,938 19,112
63,486 49,917
302,939 255,672
10,123 3,750
292,816 251,922
14,492 i
8,778 7,925
1,073,839 u§1,777
772,647 713,814
16,684 14,731
14,984 10,894
1,666 1,734
20,707 17,047
22,373 19,681
1,216 !
32,475 36,228
860,379 795,348
213,460 186,429
2,327,871 2,141,442
§ 2,541,331 $ 2,327,871

The accompanying notes arc an integral part ol these financial statements,



EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
O THE COMMONWEALTII OF PUERTO RICO
Notes to Basie Financial Statements
Years Ended June 30, 2006 and 2005

(1) Organization and Summary of Significant Accounting Policies

The Employces’ Retirement System of the Government of Commonwealth of Puerto Rico
(the Syslem) was created by Act No. 447 on May 15, 1951, The System began operations on
January 1, 1952, al which datc, contributions by employers and participating employees
commenced. The System is considered an integral part of the Commonwealth of Puerto Rico
(the Commonwealth) financial reporling entity and is included in the Commonwealth’s
financial statements as a trust fund, The System, as a govermmental retirement plan, is
excluded from the provisions of the Employee Retirement Income Scecurity Act of 1974
(HRISA).

The responsibility for the proper operation and administration of the System is vesled in a
Board of Trustees, composed of two participaling employees and onc pensioner, who are
appointed by the Governor of the Commonwealth. Also, there arc four Commonwcalth
government agency representatives which are the Sceretary of the Treasury, the President of
the Government Development Bank, the Executive Director of the Commonwealth’s Human
Resources Oflice (ORHELA), and the Municipal Aflairs Commissioner.

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

Basis of Presentation

The accompanying financial stalemenis have been prepared on the accrual basis of
accounling in accordance with the provisions of Governmental Accounting Standards Board
No. 25 (GASB No. 25), "linancial Reporting for Defined Benefit Pension Plans and Note
Disclosures for Delined Contribution Plans”,  Participating cmployees and employer’s
contributions are recognized as revenues in the period in which the employee services are
rendered. Benefits and refunds are recognized when due and payable in accordance with the
lerms of the plan.

Use of Estimates

The preparation of linancial statements in conlormily with accounting principles generally
accepted in the United States of America requires management to makc cstimates and
assumptions that affect the reported amounts of net assels held in trust for pension benefits,
and disclosure of contingent assets and liabilitics at the date ol the linancial statements and
the reported amounts of additions and deductions to net assets held in trust lor pension
benefits during the reporting period. Actual results could differ from those estimales.
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes to Basic Financial Statements
Years Ended June 30, 20006 and 2005

(1) Organization and Summary of Significant Accounting Policies (Continued)
Cash and Cash Equivalents

Cash and cash cquivalents consist of "overnight deposits” guarantced by the cuslodian bank,
and certificates ol deposits in Government Development Bank (GDB) and a commercial
hank. Restricted cash deposited with GDR consists of payments received from mortgage
loan holders administered by the mortgage services in the servicing of loans and also expired
checks not ¢claimed by the participants.

Marketable Securities

Marketable securitics are carried al fair value, except lor cerlain mortgage noles, which do
not have readily determinable fair values. The fair value of notes, bonds and stocks is based
on guotations obtained from national securitics cxchanges. Securities transactions are
accounied for on the (rade data.

Mortpage notes acquired from third partics are held to maturity and are nol veadily
marketable. Consequently, these are carried at amortized cosl,

Loans to Plan Members

Mortgages, personal and cultural trip loans to plan members are stated at their outstanding
principal balance. Maximum amounts that may be granted to plan members for morigage,
personal and cultural trip loans are $100,000, $5,000 and $5,000, respectively.

The System services mortgage loans with aggregate principal balances of approximately
$14,174 and $16,994 million at June 30, 2006 and 2005, respectively, related to certain
morlgages loans sold to FNMA for a fee of 0.25%. The income for 2006, and 2005
amounted to $40,265, and $44,935 respectively, and is recognized as interest income in the
accompanying stalement of changes in plan net assets.

In addition, as of June 30, 2006 and 2005, the System repurchased approximately $98,721
and $80,000, respe ctively, in morlgage loans that were sold during fiscal year 1998 1o
Federal National Morigage Association (FNMA). ‘The sale contract stipulates that the
System must repurchase any loans with payments in arrcars over 90 days.

Insurance Premiums, Claims and Reserve for Life Insurance on Loans to Plan
Members

Premiums collected and benelils claimed are recorded as additions and deductions
respeetively. The guarantee insurance reserve for life insurance on loans to plan members is
revised cach year and adjusted accordingly based on the anmual higher claim amount of'a live
year period increased by a management determined percentage. As of Junc 30, 2006, the
reserve for life insurance on loans to plan members was adjusted by management based on
the outstanding loan balances.
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EMPLOYEES' RETIREMENT SYSTEM OF TIHE GOVERNMENT
O TIIE COMMONWEALTH OF PUERTO RICO
Notes to Basic Financial Statements
Years Ended June 30, 2006 and 2005

(1) Organization, and Summary of Significant Accounting Policics (Continued)
Capital Assets

Capital assets include building, furniture and equipment, capital leases and projects in
progress. The Syslem defines capital asscts as assets, which have an initial individual cost of
$500 or more at the date ol acquisition and have a uscful life of four or more years, Capital
assels are recorded at historical cost or al estimated historical cost if actual historical cost is
not available. Donated capital assets are recorded al (heir estimated fair value at time of
donation.

Capilal assets are depreciated on the straight-line method over the assets estimated uselul
life. There is no depreciation recorded for projects in progress. The estimated useful lives of
capital assets are as [ollows:

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

Long-Lived Assets

'The System reviews the carrying amount of its long-lived assets and identifics asscts for
possible impairment whenever events or changes in circumstances indicale that the carrying
amount of the assets may not be recoverable. Any long-lived asset held for disposal is
reported at the lower of their carrying amounts or fair valuc less cost to sell.

Future Adoption of Accountling Pronouncements

The GASD has issued (he [ollowing accounting standards thal have elfeclive dates after June
30, 2006:

e (GASB Statement No, 43, Financial Reporting for Posi-employment Benefit Plans
Other Than Pension Plans, which is effective for liscal years beginning after
December 15, 2005,

e  GASD Statement No. 45, Accounting and Financial Reporting by Employers for
LPost-employment Benefits Other than Pensions, which is elfective for fiscal years
beginning after December 15, 2006.

o  GASD Statement No, 48, Sales and Pledpes of Receivable and Fuiure Revenues and
Intra-Entity Transfers of Assets and Future Revenues, which is elfective for fiscal
years ending December 31, 2007,

The impact of these statements on the System’s basic linancial statcments has not yet been
determined.
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes to Basic Financial Statements
Years Ended June 30, 2006 and 2005

(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 Commonweallh and its
Tnstrumentalitics (Central Government Agencies, Municipalitics and Public Corporations,
including (he System) are covered by the System under the terms of the Act No. 447 of 1951,
All regular, appointed and temporary employces of the Commonwealth at the date of
employment become plan members of the System. The System is optional lor Government
olficers appointed by the Governor and Head of Agencies.

The figures represented below for fiscal year 2005 were updated during current fiscal year
based on improvements and thorough analysis made to the data basc which contains the
retirces, beneficiaries, and the current parlicipant employees’ information. At June 30, 20006
and 2005, membership consisted of the following:

2006 2005
Retirees and beneticiaries
currently receiving benefits 95,221 93,073
T . A o 5‘(*’
Current participating employces ~ 116,018 120,987 &°'-
Total membership '| G g 1,239 214,060

The plan members of the System, other than those joining the System after March 31, 1990,
arc eligible for the benefits described below:

Retirement Annuily

Plan members are clipible for a relirement annuity upon reaching the following age:

Policemen and Firemen:
S0 with 25 years of eredited service
58 with 10 years ol eredited service

Other Employees:
55 with 25 years of credited scrvice
58 with 10 years of credited scrvice

Plan members are eligible for monthly benefit payments determined by the application of
stipulated benefit ratios (o the plan member’s average compensation. Average compensation
is computed based on the highest 36 months of compensation recognized by the System. The
annuity, for which a plan member is eligible, is limited to a minimum of $300 per month and
a maximum ol 75% of the average compensation.

Merit Annuity

Plan members are cligible for merit annuity with a minimum of 30 years or more of credited
service. The annuity for which the plan member is cligible is limited to a minimum of 65%
and a maximum of 75% ol the average compensation,
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTIL OF PUERTO RICO
Motes to Basic Financial Statements
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(2) Plan Description (Continued)

Deferred Retirement Annuity

A participating employee who ceases to be an employce of the Commonwealth alter having
accumulated a minimum ol ten years of credited service qualifies for retirement benelils
provided his/her contributions lo the System are left within the System until attainment of 58
years of age.

Coordinated Plan

On the Coordinated Plan the participating cmployce contribules a 5.775% of the monthly
salary for the [irst $550 and 8.275% for the excess over $550. By the time the employce
reaches 65 years old and hegins to receive social security benefits, the pension benefits are
reduced by the following:

o %165 per month il retired with 535 years ol age and 30 years of credited service

o $110 per month if retived with less than 55 years of age and 30 years of credited service,

o All other between $82 and $100 per month

e Disability annuitics under the coordinated plan arc also adjusted at age 65 and in some
cases ¢an be reduced over $165 per month

Non-Coordinated Plan

On the Non-Coordinated plan the participating employee contributes an 8.275% of the
monthly salary and docs not have any change on the pension benelils upon recciving social
security benefits.

Reversionary Annuity

A plan member, upon retirement, could clect to receive a reduced retirement annuity giving
onc or more benefit payments to hisfher dependents. The life annuity payments would start
after the death of the retiree for an amount not less than $240 yearly or greater than the
annuity payments being received by the retiree.

Occupational Disability Annuity

A participating employee, who as a dircet result of the performance of his/her occupation is

totally and permancntly disabled is cligible for a disability annuity of 50% of the
compensalion received at the time of the disability.
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(2) Plan Description (Continued)
Non-occupational Disability Annuity

A participating employee totally and permanently disabled for causes not related to his/her
occupation, and with no less than 10 years of credited service, is eligible [or an annuity of
1.5% of the average compensation of the first 20 years of eredited services increased by 2%
for cvery additional year ol eredited service in excess ol 20 years,

Death Benefits

o Surviving spouse - annuity cqual to 50% of the participating employec’s salary at the date
of the death.

o Children - $10 per month for cach child, minor or student, up to a maximum benefit per
family of 100% of the participating employee’s salary at the date of the death. If no
spousc survives, or dies while recciving the annuity payments, cach child, apge 18 or
under, is cligible to receive an annuity of $20 per month up to the altainment of 18
years ol age or the completion ol his/her studies.

Non-oceupational:

o Beneliciary - the contributions and intercst accumulated as of the date of the death plus
an amount cqual to the annual compensation at the time of the death.

Post-retirement:

o Beneliciary with surviving spouse age 60 or over and child, age 18 or under, up to 50%
(60%, il not covered under Title 1T of the Social Security Act) of retiree’s pension or
otherwise the cxcess, if any, of the accumulated contributions at the time of retirement
over the total anmuity bencfits received before death, limited to a minimum of $750.

Refunds
A participating employce who ceases his/her employment with the Commonwealth without

right to a relirement annuity has the right to a refund of the contributions to the System plus
any interest earned thereon.
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OF TIHE COMMONWEALTH OF PUERTO RICO
Notes to Basic Financial Statements
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(2) Plan Description (Continued)

Amendments to Benefits Structure for Plan Members W ho Joined the System on or After
April 1, 1990

Act No. | of Lebruary 16, 1990 made certain amendments applicable to new participating
cmployees joining the System effective April 1, 1990. These changes consist principally of
an increase in the refitement age from 55 to 65, a decrease in the benelit percentage of the
average compensation in the oceupational disability and occupational death benelits annuities
from 50% to 40%, and the climination ol the Merit Annuity for participating employees
(except policemen and firemen) who have completed 30 years of creditable service.

Cost of Living Adjustment for Pension Benefits

Act No. 10 of May 21, 1992 provided for increases of 3% every three years, of the pensions
paid by the System to those plan members with thiee or more years of retirement. "The Acl
requires further legislation to grant this increasc cvery three years, subject to the presentation
of acluarial studics regarding its costs and the source of financing, Since fiscal year 1992 to
2004 there have been other acts addressing the cost of living allowance (C.O.L.AL) as Acl
No. 207 of August 13, 1995, Act No. 221 of August 9, 1998, Act MNo. 40 of June 13, 2001,
and Act No. 157 of June 27, 2003. To protect the financial health of the System, the
increases granted pursuant Lo the above laws are being financed through grants from the
General Fund of the Commonwealth and contributions from municipalitics and public
corporations.

Other Benefits Granted

Lor fiscal years 2003 to 2005 the Commonwealth of Puerto Rico granted additional henefits
to the System’s retirees, As of June 30, 2006 these increases are being funded through
special appropriations from the General Tund of the Commonwealth for the amount
corresponding to the Central Government agencies and by contributions from the public
corporations and municipalitics.

Incentive Retirement Programs

During fiscal year 2006 the Government of the Commonwealth of Puerto Rico issued
execulive order OF-2006-14 which establishes a voluntary incentive retirement program for
those employces that comply with the legal requircments ol years of services as ol September
30, 2006 and notify their intention to become retiree on or hefore June 15, 2006. The
ceonomic incentive would be three or four months of salary depending on age and years of
services. The executive order establishes that in order to avoid addilional cost to the System
{hal this program will be administered by the System, but will be funded with cach agency’s
approved budgpet for fiscal year 2007.
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(2) Plan Description (Continued)
Farly Retirement Programs

During fiscal year 2001 the Government granted three additional retivement programs
through Act No, 370, dated December 3 ¥, 1999, Act No. 119 dated July 13™ 2000, and Act
No. 174 dated August 12" 2000, These acts applicd to employees of the municipality of San
Tuan, employces of the Stale Insurance Fund Corporation and the employces within the three
branches ol the of the Government of the Commonwealth of Puerto Rico, respectively.
These carly retirement programs ended in fiscal year 2006, time in which the total employees
hecame fully beneliciarics of the System, To avoid any economic impact on the System, the
employer was responsible [or contributing to the System the amounts to cover the benefil
payments and the cmployer and cmployee contributions with respect Lo the participants
covered until the participants reach the normal retirement age.

Also during fiscal year 2006 the Government of the Commonwealth of Puerto Rico issued
the Act No. 143, dated November 22, 2005, which implemented an early retirement program
for the employees of the Puerto Rico Industrial Development Company ("PRIDCO”) and Act
No. 360, dated September 16", 2004 which provided also, an catly retirement program for
the employces of the Puerto Rico Trade and Export Corporation ("PRTLC”). The actuarial
cost of the implementation of the PRIDCO’s early retirement program would be paid by the
company priot to the implementation of the program as established in the act. The PRTEC
would reimbursed the annuities and other benefits paid by the System during a five year
period plus the employer and employee contributions with respect to the participants covered
until the participants reach the normal retirement age.  Actually, the System bills regularly
PRTEC all the amounts lor which the corporation is responsible for, As of June 30, 2006,
$15 million and $284 thousand have been received from PRIDCO and PRTEC respectively,
to amortize the increase in additional annuities paid by the System.

Amendment to Act No. 447 Effective January 1, 2000 to create a Defined Contribution Plan

On Seplember 24, 1999, Taw 303, an amendment to Act No. 447 ol May 15, 1951, which
created the System, was enacled o cstablish a delined contribution plan, known as System
2000 to cover employees joining the System on or after January 1, 2000.

Employces participating in the current system as of December 31, 1999, were allowed to
elect either to stay in the defined benefit plan or transfer to System 2000. People joining the
public sector on or after January 1, 2000, are only allowed to become cmbers of Syslem
2000. System 2000 is a hybrid defined contribution plan, also known as a cash balance plan.
Under this new plan, there will be a pool of plan asscts, which will be invested by the
System, together with those of the current defined benefit plan. The Commonwealth will not
guarantee benelfits al retircment age,

22
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(2) P'lan Description (Continued)

The annuity will be based on a formula which assumes that cach year the employee’s
contribution (with a minimum of 8,275% of the employee’s salary up to a maximum of 10%)
will be invested as instructed by the employee in un account which cither: (1) earns a fixed
rate based on the two-year Constant Maturity Treasury Notes or, (2) carns a rate equal to
75% of the return of the System’s investment portfolio (net of management fees), or (3) earns
a combination of both alternatives, Participants receive periodic account slatements similar
to those of defined contribution plans showing their acerued balances. Disability benefits are
not granted under System 2000 rather should be provided to thosc parlicipants that
voluntarily elect to participate in a private insurance long-term disabilily program. The
employers’ contributions (9.275% of the cmployee’s salary) with respect Lo employces under
System 2000 will continue but will be used to fund the defined bencfit plan. System 2000
will reduce the retirement age from 65 years to 60 for those employces who joined the
current plan on or alter January 1, 2000.

The figures represented below for fiscal year 2005 were updated during current fiscal year
bascd on improvements and thorough analysis made to the data base which contains the
retirces, beneliciarics, and the current participant employees’ information. At June 30, 2006
and 2005, System 2000 membership within the System’s total membership consisted of the
following:

2006 2008
Current participating employees 74 60,324 54517

(3) Funding Policy

The contribution requirement to the System is established by law and is not actuarially
determined. Required employers’ contributions consist of 9.275% of applicable payroll in
(he cases of municipalities, central povernment and public corporations. Required employee
contribution consists of 5.775% of the first $550 of the monthly salary with the excess at
8.275% for the coordinated plan and 8.275% of the total monthly salary for participating
cmployees’ contributions for the non-coordinated plan. Commaonwealth contributions should
ultimately cover any deficiency between the participating employers’ und employees’
contributions and the System’s pension benefit obligations and administrative costs,

The System received grants [rom the General Fund of $113.6 million in 2006 and in 2005 to
cover special laws. 'The grants arc accounted as reduction of benelits payments, excepl for
approximately $16.7 and $14.7 million in 2006 and 2005, respectively, which are granted
under the provisions of Law No. 127 of 1958 that covers the occupational disability of
firemen, policemen and other personncl disabled during high risk circumstances.

The System, besides the contributions received from participants and employers, also
reccives legislative appropriations from special laws to cover additional bencfits and the
increase in benefits to retired cmployees. In the past years there have been laws that granted
additional benelits: such as, summer and Christmas bonuses, medical plan contributions, and
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(3) Funding Policy (Continued)

various incrcases in cost of living allowances (3%), among others. Most of the funds used to
cover these benelits arc budgeted by the Commonwealth of Puerlo Rico through legislative
appropriations,

As of June 30, 2006 the System believes that they had 1o cover approximately $73.9 millions
of costs from its resources that should have been reccived through special laws. Irom these
costs, as ol June 30, 2006 and 2005 there were $4.1 and $17.5 million, respectively, included
in the financial statements as reccivables from the Commonwealth of Puerto Rico; the
remaining amount has not been accrued pending a final review by the System and the
acceptance by the Office of Management and Budget of the Commonwealth.

Actuarial information

Calculations of the present value of benefits under the System were made by consulting
acluaries as of June 30, 2005, using the projected unil credit actuarial cost method.
Significant assumplions underlying the actuarial computations include: (&) assumed ratc of
return on investments ol” 8.5%, (b) assumed compound rate of wage increases of 5% per year,
and (¢) assumed mortality rate based on the Group Annuily Table for 1983,

As of June 30, 2005 the actuarial accrued Hability and the unfunded actuarial acerued
liability were approximately $12,284 and $9,956 millions, respeetively.

The Legislative Assembly of the Commonwealth enacted Act No. | of February 16, 1990 to
improve the solvency of the System lor the next 50 years. Among other provisions, the
legislation increased the level of contributions to the System, reduced the benefits for new
participating employees and increased the retirement age from 55 (o 65 years. Further,
through Act 305 ol September 24, 1999, the defined benefit plan was closed and a defined
contribution plan was created (as described in Note 2) for all participants who started
working for the Commonwealth cffective January 1, 2000 or after.

As an employer, the System has contributed $1,536,000 and $1,506,000 which represented
its contractually required contribution for the years ended Jume 30, 2006 and 2005,
respectively.

(4) Change in Accounting Estimate

During liscal year ended June 30, 2006 the System changed its estimate of the reserve for life
insurance on loans to plan members, The system provides life insurance that guarantees the
payment of the outstanding principal balance ol personal and cultural trip loans in casc of a
plan member's death, Previous management approach was to record as additions and
deductions of the reserve for lifc insurance on loans lo plan member’s total premiums
collected and total benefits claimed, respectively. The System’s management decided to
establish a reserve based on the insurance claims on loans to plan member’s behavior for the
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(4) Change in Acecounting Estimate (Continued)

last five years. As a result the System adjusted the amount reserved for lile insurance on
Joans to plan members during fiscal year ended June 30, 2006 to reflect the most adequate
liability that the System believes it would fulfill in the events of ¢laims duc to plan member’s
deaths. The effect of this change in estimate was a decrcase of the guarantce insurance
resetve for loans to plan’s members by $13.3 million, an increasc of the insurance premiums
on loan to plan’s members by $14.5 million and an increase of the insurance claims on loans
to plan’s members by $1.2 mullion.

(5) Cash and Investments
Cash Deposits

At June 30, 2006, the apgregate carrying amount of cash deposits and cash equivalents held
by the System was approximately $55.7 million, which includes $27.8 million at commercial
banks and $27.9 million at Government Development Bank lor Puerto Rico (GDB) which
includes an overdraft of $9.2 million at Treasury Department ol the Commonwealth ol
Puerto Rico. Al Junc 30, 2005, the aggrepate carrying amount of cash deposits and cash
equivalents held by the System was approximately $44.0 million, which included $13.2
million at commercial banks, $18.8 million at Government Development Bank for Puerto
Rico (GDB) and $12.0 million at Treasury Department of the Commonwealth of Puerto
Rico.

The following table presents the carrying amount and the correspanding depository bank
balances as of June 30, 2006 and 2005 (in thousands):
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(5) Cash and Investments (Continued)

2006
Carrying Deposilory
Amounl Bank Balance
Deposits at commercial banks 5 27,849 £ 27,849
LIeposits with Treasury Diepartment - (T0,812)
Deposits with G
Tinrestricted 23,778 41,896
Restricted 2.1 56 2,156
27.934 44,052
$ 55783 1,089
2005
Carrying Depository
Amount Bank Balance
Deposits al commercial banks 5 13,196 13,196
Depuosils with Treasury Department | 1,982 (93,540
Deposits with GIDH:
Unrestricted 17,195 11,414
Restricted . 1,578 1,578
18,773 15,992

5 43951 (66,352

The $27.8 million and the $13.2 million deposited at commercial banks for years 2006 and
2008, respectively, are insured by the Federal Deposit Insurance Corporation up to $100,000
or collateralized with securitics held on behalf of the System by the Scerctary of the Treasury
of the Commonwealth of Puerto Rico, or the Secrctary’s agent in the name of the Secrelary.
As of June 30, 2006 and 2003, lunds deposited at GDB for $44.0 million and $16.0 million,
respectively, are uninsured and uncollateralized. On June 29, 2006, the System borrowed $60
millions dollars to cover the overdrall on the Treasury Department.

Pursuant lo present statules, deposits of financial institutions, other than with GDB, shall be
in banks designated by the Puerto Rico Secretary of the Treasury as depository institution of
public funds. Such deposils are guaranteed by sufficient collateral under the name and
custody of the Secrctary of the Treasury.

Deposits with financial institutions are subject to custodial credit risk when they are not

covered by deposilory insurance and have one ol the three following characteristics
(GASB-40, paragraph 8):
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I, Uncollateralized (no securities are pledped to the depositor government).

2. Collateralized with sccurities held by the pledging financial instilution.

3. Collateralized with securities held by the pledging financial institution, or by ils trust
department or agent, but not in the depositor government’s name.

Custodial Credit Risk Related to Deposits

Custodial credit risk is the risk that, in the event of & bank failure, the System’s deposils
might not be recovered. As of June 30, 2006 and 2005, $44.0 million and $16.0 million,
respectively, of the System’s deposits balance were cxposed to custodial credit risk since 1t
were uninsured and uncollateralized.

Invesiments

The following table shows the fair valuc of the investments in marketable securities held by
the System as ol Junc 30, 2006 and 2005 (in thousands):
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(5) Cash and Investments (Continued)

2006 2005
(in thousands)

1§ Government and agencies' securitics

Under Repurchase Agreement $ 91.504 $ 93,041
Others 202 6,421

Total US Government and agencies' securilies 91,706 09,462

LS Corporate bonds

Under Repurchase Agreement 56,654 52,613
Others 6.465 14,365
Total US Corporate bonds 63,119 66,978

Total Bonds 154,825 166,440

US Corporate stocks 048,269 865,857
Non-US Corporate stocks ~ 428.632 334275
Total Stocks 1,376,901 1,200,132
Private equity investments 41,609 41,244
Total Investments § 1,573,335 § 1,407,816

Cash and cquivalents and marketable sceuritics include approximately $148.2 and $145.7
million as of June 30, 2006 and 2005, respectively, held as pledged collateral by a custodian
bank in connection with a master repurchase agreement entered into as of the bonds payable
{sce Note 11).

The System’s investments arc exposed to custodial credit risk, eredit risk, concentration of
credil risk, forcign currency risk and interest rate risk. Following is a description of these
risks as of June 30, 2006,

Custodial Credit Risk - Investments

Custodial credit risk for investments is the risk that, in the event of the failure ol the
counterparly to a transaction, the System may not be able (o recover the value ol the
investment or collateral securities that arc in the possession of an oulside party. At June 30,
2006 sceurities investments were regisiered in the name of the System and were held in the
possession of the Syslem’s custodian banks, Statc Streel Bank and Trust, Citibank N.A., and
Morgan Stanley,
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(5) Cash and Investments (Continued)
Credit Risk

All fixed income securilies at the time of purchase must be of investment grade quality. All
issues shall be rated investment grade by at least two of the nationally recognized rating
ageneics. The portfolio is expected to maintain a minimum weighted average eredit quality of
either “A” or better using cither Standard and Poor’s or Moody’s credit ratings. The
following table presents the bonds and notes Moody’s ratings as of June 30, 2006 and 2005,
respectively (in thousands):

Marlket Value

Muoody's
Rating Investment Type 2006 2005
AAA US Government Bonds b ¥4,702 $ §9.678
AAA Corporate Bonds 1,045 2,167
A Corporate Bonds - 3,042
AAL Corporate Bonds 2,710 4,752
AA3 Corporate Bonds 11,508 11,678
Al Corporate Donds 5420 -
A2 Corporate Ronds 2,574 2,678
Ad Corporaie Bonds 6,820 6,094
BAA Corporate Bonds - 3,819
RAAI Corporate Donds 5,429 5,841
BAAZ Corporate Bonds 12,584 8,031
BAAZ Corporate Donds 4,264 5.518
BAL Corporate Bonds 2,130 6,480
B1 Corporate Bonds 3,810 1,708
32 Corporate Bonds 1,125 L1172
B3 Corporate Bonds 3,694 -
AGY GNMA - 1,419
NR GNMA 1,004 _ B363
Total bond and notes B 154,825 5 166 440

Concentration of Credit Risk

No investment in marketable sccurilies in any organization represents 5% or more of the
System’s net assets held in trust for pension hencfits,
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(5) Cash and Tnvestments (Continued)
Interest Rate Risk

In accordance with its investment policy, the System manages its exposure to declines in fair
values by structuring the investment portlolio so that securitics mature lo meet cash
requirement for benefit payments, thereby avoiding the need to scll securities on the open
market prior to maturity. Investments in cquity securitics are not subject to the maximum
maturity policy since they do not carry @ maturity date. The System is expected to achieve
capital preservation and income generation by investing in diversi fied portfolio of
markectable, investment grade core [ixed income securitics.

The following table summarizes the investments on debl sccurities ol the System at June 30,
2006 (in thousands):

Investment Maturities (In Years)
Mare than 5= More than

Maturily from  Foir Value Less than 1 1-5 1 i
VS Covernment and sgencies
seCnTilies
REPL Agreciment (2006-2033) 5 9L 3 TR 8 4987 & - £ 11588
CHirer (2030} = - M. o= - = - 22
Sub-Total 1,706 71,829 4,987 - 11,890
Corporiste Donds
REPC Agrecment (20062035} 50,054 1,574 £, 744 29 63 17,707
Other (2007-2027) H65 - _ AW I 523
Sueh-Tusal 61119 257 I 554 11,759 18232
Total Muods and Notes O T R L . 77,403 5 15,541 0 3.7 5 30H22

As ol June 30, 2006, investments maluritics are as follows:

MMaximum

Maturity Maturity
Less than one year 50%
One to five years 10%
More than five to ten ycars 21%
More than fen years 19%
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(5) Cash and Investments (Continued)

Foreign Currency Risk

As ol June 30, 2006, the System owned approximately $428 million in an international
cquity commingled fund under the custody of Morgan Stanley investment bank, which

represented approximately 74.03% ol the total commingled fund. This pooled trust has an
asset mix and country allocation as shown in the following table:
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(5) Cash and Investments (Continued)

Aszets Mix Percent
Cash and cquivalents .94
Future coniracts 8.76
Equily securitics 20,39
Total 100,00
Country Allocation Currency Cluraney Portfolio %

i Code

EnT] .60
EMU 0.60
South Africa Rand ZALRL .45
Adriva 45
Paland Llotych PLM 0.49
Russia Rubles LI 1.51
Eastern Enrope .00
Austria luro EUR 0.78
Belgium Euro LR (.63
Finland Eurd EUR 1.22
France Faurn ELH 831
Cicrimany Furn L D48
Groecus Eurp LT 0.24
Metherlands Lo EUR 251
PPortugal Fura LEUR 014
Spain Eurc IR 2.27
Euro Europe 2608
Hrazil Iteal (LY 1.27
Mloxico PFecsns MXMN A0
Latin America 1.77
Turkey l.ira TRY 0.71
Middle Eanst 0,71
Dremmark Kruner DEEK (.40
Morway Foroner NOK 0.5
Swidlen Kronu SEK 13
Switeeriand Fromes CHF 5.23
1nited Kingdom Pounds oBe 20.27
Non-Euro Eurepe 28.48
Avastralia Doblars AL 145
I long Kong 1ollars HEIDY 338
Tapan Yon 1y 2970
Mew Lealand Dollars HNZD .01
Singaporc allars SGD .80
Thailand Baht ANIH 0.43
Pacific 38.97
(Cash 0,94
Cnash 594
Total 100,00
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(58) Cash and Investments (Continued)
Investments in Limited Partnerships

The fair value of investments in limited partnerships amounted to approximately $41.6
million and is presented within investments in the statements of nel assets. The allocations of
net gain and net loss to limited partners are based on certain pereentages, as established in the
limited partnership agreements. The distributions for these investments were as [ollows:

o During fiscal year 2006 there were no contributions to Guayacan Fund ol Funds, L.P., a
Delaware limited partnership created by Grupo Guayacén, Inc. as General Partner in which
the System has a total commitment of $25 million. The Fund has commitments to invest
in fiftcen (15) US based and international venture partnerships and familiarizes the local
pension funds with the private equily asset class withoul the risks inherent in
geographically constrained investments,

e During fiscal year 2006 there were no contributions to Guayacan Fund of Funds 11, L.P., a
Delaware limited partnership created by Grupo Guayacan, Inc. as General Parlner in which
the System has a total commiiment of $25 million. The Fund sccks to provide mvestors
with a superior investment return and extensive diversilication by Investing in nineteen
(19) Private Equity investment partnerships in the United Stales and LEurope. The Fund
also invests a portion ol its assets in a Puerlo Rico based Private Equily investment entity.

o During fiscal year 2006, §476,758 were invested in Guayacan Private Equily Fund, a
limited partnership organized pursuant to the laws of the state of Delaware and authorized
lo cngage in business in the Commonwealth of Puerto Rico, in which the System has a
tolal commitment of $5 million. The purposc of the Partnership is to make equily
investments in privately held companies as established in its charter,

o During fiscal year 2006 there were no additional contributions to Venture Capital Fund,
Ine. (the Fund), a Puerto Rico corporation organized pursuant to Act Number 3 ol October
6, 1987, as amended, known as the Puerto Rico Capital Tnvestment Funds Act that is
managed by Advent-Morro Equity Partners (“Advent-Morro™), in which the System has a
total commitment of $800 thousand. Advent-Morro is a Puerto Rico based private cquity
firm, The Fund was created to make private equily investments in operating companics
which are based, or arc operating or a combination both in Puerto Rico. Since inception,
the Fund has invested in 25 companies some of which it continuous to provide capital for
their expansion.
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(5) Cash and Investments (Continued)

o During [iscal year 2006 $1,266,323 were invested in Chase Capital Pariners Private Equity
lund of Funds 11, LTD a limited partnership, organized by Chase as General Partner in
which the System has a total commitment of $20 million. The Fund’s invesiment strategy
is to capitalize on a globally diversified porifolio of private cquity investment
opporlunitics across various sectors including buyouts, growth equity, venture capital and
other special situations through partnership and dircet investments.

As of June 30, 2006, the System had capital commitments and contributions as follows (in
thousands):

Alternative investments include the lollowing:

Mate af Tuotal FY 06 Contributions

Commitment Commitment  Contribuliois o Uate Cost Fair Yalue

Grupo Guayaedn, Inc.,

Cuayacin Fund of Funds, LT Sepl, 1996 525,000 - £23.279 §47,045 39,246

Gyacan Fend of Funds 1L LP A 1594 25,000 - 19,639 14,290 16,716
Advent-Morro Equity Partner, Inc,

Ciuayacin Private Equity Fund, LP Jam. 1997 5,000 471 4,407 2,038 5.0

Venture Copttal Fund, Inc. Moy, 1995 &00 - L &0 117
Clhnse Capital Partoers Private

Equity Fund of Fumls Corporate

Investors 1L, LTD Jul. 2000 2,40 1,266 16,307 12,160 4474
Martinean Bay Resort, 5. en e (5.0, Jul. 1998 |, 790 - 1,796 1,796 .
Total alternative investments 877,590 51,743 566,228 553,029 41,609

The investment in Mattincau Bay represents an investment in a hotcl resort that filed under
Chapter 11 of the Uniled States Bankruptey Code.

‘Ihe alternative investments have as assets sceurities whose values have been estimated by
the corresponding peneral partner or fund manager. Market values are not available. The
cstimated values may difler significantly from the amounts that could be obtained from
dispositions or [ormal active markets if were available.

Securities Lending Transactions

The System cntered into scourities lending transactions. 'The System’s sceurities custodian,
as agent, manages the securitics lending program and receives liquid collateral. Al June3do,
2006 and 2005, the collateral reccived represents 103.23% and 103.27%, respectively, ol the
[air valuc of the securities lent.
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(5) Cash and Investments (Continued)
Securitics lending obligations for which collateral was received at June 30, 2006 and 2003

consisted of the following (in thousands):
Fair Value

2006 2005
Seeurities Lent
LS. Equity $ 35,885 $ 63,150

‘'he underlying collateral for these securities had a market value of approximutely $37.0 and
$65.2 million as of June 30, 2006 and 2003, respectively, and was invested as follows (in
thousands):

2006 2005
Aszet Backed Commercial Paper 3 937 2.53% $ 19,037 29.19%
Reverse Repo ULS. Agency Delivered 5,191 14.01% 6,680 10.24%
Certificate of Deposits 2,811 7.59% - 0.00%
Reverse Repo Mortgage Backed Tri-party _ 28,108 15.87% 39,501 60.57%
Total $ 37,047 100%0 $ 65,218 100%

The System has very Jow credit risk exposure to borrowers. The System’s rights to collateral
are delined in the contractual apreement. There is collateral in excess of 100%. In case of
horrower delault, the System has immediate rights to collateral. Borrower's creditworthiness
is also proactively reviewed by the Lending Agent.

(6) Loans and Interest Receivable from Plan Members

The loans receivable from participants are guaranteed by the contributions of participants and
by other sources, including mortgage deeds and any unrestricted amount remaining in the
escrow funds. T addition, collections on loans reccivable are reccived through payroll
withholdings.

The allowance for loan losses is considercd a general allowance for all categorics of loans

and interest receivable except mortgage loans, and also a specific allowance [lor the special
collection project loans balances.

35



EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTIIL OF PUERTO RICO
Notes to Basic Financial Statements
Years Ended June 30, 2006 and 2003

(6) Loans and Interest Reccivable from Plan Members (Continued)

The composition of loans and inferest reccivable from plan members is summarized as
[ollows (in thousands):

206 s
Loans receivable:
Morlgage 506544 $ B2,295
Personal 405,756 362,668
Cultural trips 23,762 19,750
Total loans to plan members 526,002 464,713
Accrued interest receivable 16,727 14,771
542,789 479484
Less: Allowance for adjustments
and losses in realization {14,237 (14,2370
Total lpans receivable, net § 528,552 $ 465,247

(7) Investment in PRTA Iloldings

On August 4, 1997, the Senale of Puerto Rico approved Law No. 54, which authorized the
(Government to commence negotiations to sell the Puerto Rico Telephone Company (PRTC
or TELPRIL). On June 24, 1998, the Senate and the [louse ol Representatives issued Joint
Resolution 209 to authorize the final sale ol 50% plus one share of the stock of TELPRI to a
joint venture created between GTL [loldings (Puerto Rico) LLC (a subsidiary of Verizon
Communications) and Banco Popular de Puerto Rico (the Buyers) and to designate the use of
the sale proceeds.

In the same resolution, it was established that the shares of TELPRI's commeon stock that
were nol sold on the Closing Date of the First Sale, as defined in the Resolution, should be
transferred to the GDB, and further, it also instructed GDB to create & subsidiary to hold and
dispose of that stock for the benefit of the System. The First sale took place on March 2,
1998, After the First salc, the Government retained 43% ol TELPRI’s stock.

Subsequently, GDB created a subsidiary, known as PRTA Holdings and transferred the
TELPRI’S stock retained by the Government to that subsidiary, On December 28, 2000,
PRTA Holdings issued and assigned its non-cumulative, non-voting prelerred stock to the
System, entitling the System to reccive the benelits that the TELPRI's stock would
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(7) Investment in PRTA Holdings (Continued)

generale in the future, PRTA lloldings’ capital structure consists ol 100 shares of common
stock at $0.01 cach owned by GDI and 100 shatcs of non-convertible, non-voting preferred
stock, owned by the System. As cstablished by the Articles of Incorporation of PRTA
Holdings, the product of the fulure salc of any shares of the TELPRI stock and any dividends
declared by TLELPRI will benefit the System. During the years ended June 30, 2006 and
2005, the System received $40.7 and $14.9 million, respectively, consisting of the dividends
declared and paid by TELPRI.

In connection with the First Sale of TELPRI's stock on March 2, 1998, the Buyer was
eranted an option, to purchase an additional 15% of the TELPRI's stock at a fixed price of
$45.94 per share, cxpiring on March 2, 2002. The Buyer exercised the option on January 25,
2002. The total proceeds from the exercise of this option amounted to $172 million.

As of Tune 30, 2006, the PRTA Toldings Preferred Stock is presented based on its estimated
value per the most recent certified appraisal made by an independent firm as of March 2006.

As of June 30, 2006 2005

MNumber of shares _ 6,999,975 6,999.075
Fstimated prices per share $ 70.76 $ 69.44
Total value (in thousands) 5 495,318 3 486,080

Generally accepted accounting principles require presentation of this invesiment based on its
estimated value, Estimated values are characterized by greater subjectivity and imprecision
than conventional historical cost information. Furthermore, amounts ultimately realized by
the System from the disposal ol the subject asset may vary significantly from the estimate
presented.

(8) Accounts Receivable lrom Employers

Accounts receivable from employers consist of contributions and loan repayments due [rom
municipalities and public corporations. The employers, other than Central Government
agencies, must pay dircetly o the System. According to Act 447, each employer musl pay
on & monthly basis, the amounts regarding contributions and loan repayments, on or before
the fifleenth day of the following month. After that date, interests arc charged, as established
by the Bouard Resolution number 91-05, As of June 30, 2006 and 2005, the receivable from
employers amounted to $43.3 million and $34.7 million, respeetively.
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(9) Capital Assets

Capital assets activity for the year ended June 30, 2006 was as follows (in thousands):

Heginuing IEnding
Balance Increases Decreises Balanee

Capital ussels,

not being depreciated;

Land b G069 5 - 8 - b 969
Capital assels,

being depreciated:

Building and improvements 7.631 - - 7.631

Fauipment 12,697 B 186 83 12,780
Tolal capital assets,

being depreciated 20,308 186 83 20411
| .ess accuniudaled deprecialion for:

Byilding and improvements 32249 113 - 1,142

Liguipment G037 _ o0 83 10,34
Total accumulaled depreciation 12,860 G003 L] | 368G
Tolul capital assets,

being depreciated, nel 7442 _{m - 04,7253
Capital assets, not 5 8411 5 (MUn 5 - § 7.694

(1) Other Assets

At June 30, 2006 and 2005, other assets consisted ol the lollowing (in thousands):

2006 2005
Repossessed and foreclosed propertics $ 2,893 § 3,065
Exccuted land 4,699 4,699
Total § 7592 % 7764

Repossessed and  foreclosed propertics consist mainly ol propertics acquired through
foreclosure proceedings related to delinguent mortgage loans.  Foreclosed properties are
valued at the outstanding principal balance of the related morlgage loan upon foreclosure.
These propertics will be sold under a bidding process intended o recover the outstanding
principal balance of the related mortgage loan, Gain or loss is recognized al the time of sale,
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(10) Other Assets (Continued)

Differences resulting from recognition of losscs at the point of sale rather than upon
forcelosure, as required by accounting principles generally accepted in the United States of
Amecrica, are not material. Management believes thal the carrying value of these properties
approximates its fair value,

On February 19, 1991, the Metropolitan Bus Authority (MBA), a component unit of the
Commonwealth ol Pucrto Rico, transferred to the System a piece of land localed in Hato
Rey, as a settlement for its debt with the System related (o cmployer and participants’
contributions and loans payments withholdings from June 1985 through December 1988,
Since then, the System lcases this land 1o a third party that operates il as a parking lacility.
Rental income for 2006 and 2005 amounted Lo approximately $144.000 (based on a monthly
payment of $12,000) for each year and is reflecled as part of other income in the
accompanying statements of changes in plan net assets.

In 1998, part of the land was expropriated by the Commonwealth of Puerto Rico to be used
as a construction site for the Coliscum of Puerto Rico, and was financed by the Infrastructure
Financing Authority (IFA), Tn May 2002, IFA made an economic compensation to the
System by $10 million on behalf of 23,308 square meters of the land used. As a resull, the
System recognized a gain of $2.5 million.

During fiscal year 2004, the Pucrto Rico llighway and Transportation Authority, a
component unit of the Commonwealth ol Pucrto Rico, compensated the System for 7,179
square melers of the land used for the construction of a section of the *“Tren Urbano™. Total
compensation amounted to $3.4 million; as a result, the System recognived a gain of $1.1
million.

As of June 30, 2006, a total of 14,618 square melers ol land remained under the possession ol
the System. According 1o an independent appraisal as of June 8. 2005, the cstimated market
value of this land approximates $22.8 million,

(11) Securities Sold Under Agreements to Repurchase

Nuring liscal year 2005, securities underlying agreements o repurchase were delivered to,
and are being held by, the counterparties with whom the repurchasc agrecments were
transacted. The counterparties have agreed Lo rescll to the System the same sceuritics at the
maturity of the agreements. The System may be required to provide additional collateral
based on the fair value of the underlying securities.
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(11) Securitics Sold Under Agreements to Repurchase (Continued)
The following table presents the liability associated with the repurchase transactions, the

amortized cost and market value of the collateral as of June 30, 2006 and 2005 respectively
(in thousands):

Fiseal Year 2006
Amortized Markel
Repurchase cost of value of
Liability collateral collateral
LLS. Treasury securities $ 63,944 04,528 i, B39
U.S. Government agencies
seeuritics 19,362 19,987 19,863
Collateralized mortgage
obligations 7,200 T.007 6,802
Corpurate bonds 48,568 53,379 56,654
Total F 139,074 § 144,911 $ 148,158
Fiscal Year 2005
Amortized Market
Repurchase cost of value of
Liability collateral collateral
U.S. Treasary securilics $ 64,299 64,528 64,552
11.8. Government agencies
seeurities 159,391 19,987 20,126
Collateralized mortgage
nbligations 8,087 8171 $,363
Corporate bonds 46,223 46,112 52,613
Total % 138,000 $ 139,398 § 145,634

The System initiated these repurchase agreements on June 29, 2005 with a maturity date ol
90 days and therealler had been rencwed quarterly since its inception. The System believes
that one of the options for the repurchase of securitics previously sold would be obtained
from a Pension Obligation Bonds issuance, which as of June 30, 2006 is still pending for
approval from the Legislative Assembly for which the final outcome is undeterminable. As
of June 30, 2006, the weighted average interest rate of the System’s repurchase agreement
was 5.07%.
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(12) Line of Credit

The System entered into a credit agreement with a financial institution (Banco Santander) as
of June 29, 2006 in which loans could be made from time to time in the aggregate principal
amount not exceeding $112 million at any time outstanding, at a variable rate subject to
LIBOR plus the Applicable Margin (50 basis points in the casc of LIBOR rate or 0 basis
points in the case of Basc Rate Advances). Total unpaid balance is duc as of December 30,
2006 and is guaranieed by a pool of investments of the System. As of Junc 30, 2006 the
autstanding balance of the line of credit was approximately 300 million.

(13) Guarantee Insurance Reserve for Louans to Plan Members

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

(14) General Workers Union

On December 3, 2002 the Government Employees and Judiciary Retivement Systems signed
an agreement with the General Workers Union, This collective agreement empowers the
Administrator and the Union to establish and negotiate an agreement thal applies to all
employees, except dircctors, chiels, supervisors and all personnel that manages conlidential
information. The collective agreement expired on November 30, 2003, since negotiations for
renewal of the agreement were nol in place as of the expiration datc of the original
agreement, a waiver was granted by both partics up to September 29, 2006, day in which the
new agreement was signed with an effective period from September 29, 2006 up to June 30,
2009.

(15) Reimbursement Claim

The System, besides receiving contributions from participants and the plan sponsor, also
receives legislative appropriations from special laws to cover the increase in benefits fo
retivees, There have been several acts which established an increase of 3% in pension
annuitics every three years for those members who meet the requircments outlined by these
acts (Act No. 10 of May 21, 1992, Act No. 207 of August 13, 1995, Act No. 221 of August 9,
1998, Act No. 40 of June 13, 2001, and Act No. 157 of June 27, 2003). Also there have been
other laws that granted additional benelits, such as, summer and Christmas bonuses, and
medical plan contributions, among others. Most of the funds needed Lo cover these benefils
are budgeted by the Commonwealth through legislative appropriations, Nevertheless, the
System believes that the costs of pension benefits from 1992 to June 30, 2004 pursuant to the
above laws were not reecived in full by the System from legislative appropriations. The
System had to cover approximately $73.9 million from its resources that the System believes
should have been received through special laws appropriations. As of June 30, 2006 the
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(15) Reimbursement Claim (Continued)

System has filed 2 reimbursement claim with the Office ol Management and Budgel ol the
Commonwealth to colleet this amount. The final outcome of this claim cannot be presently
determined, therefore no aceruals has been made in the System’s financial statcments.

(16) Commitments and Contingent Liabilities

T.oss Contingency

The System is defendant or co-defendant in various lawsuits resuiting [rom the ordinary
conduct of its operations. Based on the advice of legal counsel and considering insurance

coverage, management is of the opinion that the ultimate liability, if any, will not have a
significant cffeet on the linancial status of the System,
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWLEALTII OF PUERTO RICO
Schedule of Employers’ Contributions
{in thousands)

June 30, 2006

Year Ended Annual Reguired Percentage (Lixcess)/

June 30 Contrilnrtions Contributions Confribated Deliciency
2006 $ 564217 NA NIA N/A
2005 578,387 374,823 65% (203,564)
2004 578,387 330,336 5% (248,051)
20013 802,536 330,404 41% (472,132)
2002 802,536 308,228 8% (494,308)
2000 890,800 549,855 62% (340,945)
1999 845,000 491 800 58% (353,200)

Annual Required Contribution for the year ended June 30, 2001 is not available.
Tnformation prior to June 30, 2001 is from June 30, 2001 Audited Financial Statements.

Sce notes lo supplementary schedule of employers” contributions and funding progress.
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(in thousands)

Schedule of Funding Progress

June 30, 2006
Actuurial UAALus o

Aciuarial Accrued Percenlige
Actuarial Wilue 1izbility Unfunded Annuul of Anneal
Valuation ol Plan = Unit Credil AAL Funded Covered Covercd

[ate Assels (AAL) {UAAL) Ranig Puyroll Payroll

GIADF2005 ITRTL O3 12,283,865 Q935 %04 9% & 4125860 240%
GI02004 2,141 442 A A MiA MEA NIA
BI3NA2003 1,947,402 103357 0,243,955 17% 333044 1%
AA0A002 1979677 BA MIA MIA MIA MFA
B30 001 2428 n6d 0,881,181 1452 k17 25% 2,549 446 292%
G000 2,041,800 G450300 717,500 22% 2,463,400 J01%
GA01999 L3R, N #,308,000 &4 50,000 22% 2,575.0400 250%

Annual Required Contribution for the year ended June 30, 2001 is not available.

Information prior to June 30, 2001 is from June 30, 2001 Audited Financial Statements,

See notes to supplementary schedule of employers’” contributions and funding progress.
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(1) Schedule of Contributions

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

The System’s Schedule of Contributions includes both Commonwealth’s and
participating employee’s contributions as the Commonwcealth’s contributions,
ultimately, should cover any deliciency between the participating employees’
contributions, the pension benefits and the System’s administration costs.

The information was oblained from last actuarial report as of June 30, 2005.

(2) Schedule of Funding Progress

'T'he Schedule of Funding Progress provides information about the funded status of the
System and the progress being made in accumulating sullicient assets to pay benefits
when due. The information was obtained from the last actuarial report as ol June 30,
2005.

(3) Actuarial Data

The information presented in the required supplementary schedules was determined as
part of the actuarial valuations at the dates indicated. Starting JTuly 1, 2001, the
actuarial valuation is being performed every two years. Additional information as of
the latest actuarial valuation follows:

Valuation Date June 30, 2005
Actnarial Cost Method Projected unit eredit cost method
Amortization Method level pereent of pay
Remaining Amortization Period 21 years
Asset Valuation Method Market value
Actuarial Assumptions:
Investment rate of return® B.50%
Projected salary increases® 5.00%
Mortality rate Group Annuoity Mortality Table for 1983
Cost of living adjustment Mone

* Includes inflation at 3.50%
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