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Independent Auditors' Report

The Board of Trustees of the
Employveess’ Rebilromoenl Syzlem
ol the Government of the
Commonweallh of Puerteo Rico:

We have audiled Lhe accompanying statement of plan net azsets of Lhe
Enmploveses’ Retirement Sysboem of Lhe Government of the Commonwealth of
Puerlo Rico {([ermerly Employees’ Betirement Systoem of Lhe Government of
Fuerto Rico and iltg Instrumentalities) {note 1) {the System) as
ol June 30, 2004, and the rolatoed statemenlt of changes in plan net assets
for Lhe year then ended. These financial statemenls are  Lhe
responsibility of the Syslem's management. Our responsibility is to
expresg an opinion on these financial statomenks based on our audit. The
financial statomenbs as of and for the vear ended June 30, 2003 worco
audited by other independent auditors whose reporlk dated September 26,
2003 exprossed an ungualilfied opinion.

We conducted our audit in accordance with auditing standards generally
accepted in the United Stales ol America. Those standards reguire that
we plan and perform the audit to obtain roasonable assurance about

whether the financial statements are free of material misstatomonbt. An
audit includes examining, on a Lesl baslis, evidence supporting the
amountsz and disclosures in the financial stabomoenbs. An audit also

includeos asscasing Lhe accounting principles used and significant
estimates made by managemont, as woell as evaluating the overall financial
shalement pregentation. We beliewve that our audit provides a reazonable
basis for our opinion.

Tn our opinion the [inancial statements referred to above prosenk faircly,
in all material reospocts, Lhoe nel assebts of the System at June 30, 2004,
and Lhe changes in its net assete for the year Lhen ended in conlormity
with accounting principles generally accepted in the United States of
hmerica.



Cur audit was conducted for the purpose ol [orming an opinion on Lho
basic Financial statemonls Laken as a whole. The accompanying
Management's Discussion and Analysis presentod on pagoes 3 through 11 and
supplemental schedules of employers contributions and funding progress
presented. on pages 38 and 40 are supplomontary information reguirod by
the Govermmental Accounting Standards Board, and are nol a roguired part
of the basic financial stabomonbs. We have applied certain limited
procedures, which consisted principally of inguirios of managemont
regarding Lthoe metheds of measurement and presentatien of the
supplementary information. However, woe did nol audit the informabion
contained in the Management's Discussion and Znalysis and supplemental
schedulesz and, therelore, express no opinion on Chom.

Nocomber 17, 2004 | JW{ ; @“ .

Stamp No. 2009158 of Lhe Pucrto
Fico Society of Certified Public
Accountants was affixed to original.
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EMFLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT
QF THE COMMONWEALTH OQOF PUERTO RICO
Management’s Discussion and Analysis
Juna 30, 2004

Introduction

Within this section of the Employess’ Retirement System of the Covernment
of the Commonweallh of Puerto Rico (Lhe System or ERS) annual financial
statements, the System’s managoment providos a narrabive discussion and
analvszsis of the financial actiwvities for the fiscal wyear ended June 30,
2004 . The financial performance of Lhe Sysztem iz discussed and analyzed
within the context of the accompanying financial statemenbts and
dizclosures following this section.

Overview of the Financilal Statements

Managomoenlt Discussion and Analysis inbroduces  ERS' basice [inancial
statements. The basic financial statements include: 1) statomonts of plan
nel. assels 2) statements ol changes in plan net assets, and 3) notes to
the financial statementsz, FRS alsce includes addibional informalion Lo
supplement the basic financial statements.

Basic Financial Statements

The System’'s financial statements consizst of two baszic financial
glalements. These statements provide information about the overall status
of the System. Thoe System uses full aceorusl accounting.

The Firsl of Lhe basgsic [inancial statementz i2 the Statement of Plan Net
Aezels., This statoment 1ngcludes all of bthoe Sysbom's asscls and
liabilities, with the difference reported as net assets. Overtime,
Tnercases or decreases In nel assels may serve as a useful indicatbter ol
whether the financial position of the System as a wholoe is improving or
deteriorating.

The second of the basic financial statement 1s the Statement of Changes
in Plan Net Assets. This statement reports changes in the System’s assets
during the year. All currenl year rovenues and expengesg are incloded
regardless of when cash is received or paid.

The System 15 a pension trust fund of the Commonwealth of Puerbo Rico,

Pension trust resources are only held in trust to pay retirement benefits
to parbicipants,

Zavas, Morazzamt & Co., CERTIFIED FUBLIC ACCOUNTANTS



EMPLOYEES* RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERT(O RICO
Management’s Discussion and Analysis
June 30, 2004

Finaneial Highlights

Az of Juns 30, 2004, the System has 52,235 million in Lotal assels
congisking, in summary ol the [ollowing:

51,.26% million in marketakle securities
42 million in allernalive investments

s 4404 million in the investmont in PRTA IHoldings Preferred Stock
s 5369 million in loans to participants

o S8 millicm in real osbabe

L] 48 million in net cash and equivalonts

® 587 million in other net assets

The [ollowing provides a comparison of certain items wikthin Lhe financial
statemenls:

® ERS agsdets exceeded liabilities by £2,141,442,000 (net asscts) for
the fiscal yoar roporbed when compared Co the prior yvear, for which
acpets exceeded liabilities by 51,947,402,000.

° The fair wvalus of ERS investments (excluding Lhe Investment in PRTA
Holdings Preferred Stock and participants’' loans) at June 30, 2004
amounted to %1,310,835,000 compared Lo $1,197,086,000 at June 30,
2003 .

° ERES funding ratio of the actuarial accrued liability at June 30,
2003 ig 17 %.

° Investment in FPRTA Ioldings Proferred Slock alb June 30, 2004
amounted to 5404, 390,000 compared to $362,670,000 at June 30, 2003,

s Participants’ loans amounted to $369,203,000 &L June 30,2004
compared to $281,7Y96,000 at June 30, 2003.

The [inancial statements of the System for the figcal year ended June 20,
2004 prescnl an increase in net assets as compared to the prior fiscal
yvear of approximately %124 million. ‘Thig increase wag mostly the result
of an inerease in the fair value of the investments of 5114 million, plus
an increase in the fair wvalue of Lthe Investment in TPRTA Heoldings
Preferred Stock of 542 million and an increasce of 387 million in Lhe
loans portfolic, offset by a reduction in net cash of 576 million.

=
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EMPLOYEES " RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2004

DOur investment portfolioc was re-structured during fiscal year 2003, Lo
implement an assoeb allocalion Lhalt would [ullfill the System’'s cash flow
needs as well as sustain an appropriate growth and return. The hew aszel
mix and imvesbmenl management gtructure provided asset growth, cash
income and savings in management foos,

For financial statemonts purposes, Lhe amounl ol securities that as of
June 30, 2004 were invelved in the securities lending bransaclions was
prosonbed wilh the reguired disclosures, according te the current
government accounbting pronouncoements. For Lhe Fiscal year 2004, income
from the custodian securities lending activity amcunted Lo approximalely
578,000,

Budget Highlights

For the fiscal wyear 2004, the Board of Trusitces approved a budget of
534.5 million For the administrative and operational expenses of the
System. The actual oxpenses amounled Lo $29.8 million. For the fiscal
wear 2005 the budget approved amounts te $35.8 million.

Investment in PRTA Holdings Frefeorred Stock

As further explained in Note 6 of the financial statements, on June 24,
1998, the Senate and the House of Representatives issued Jointk Rescolubion
209 to auvthori=zc Lhe zale of 50% pluz one stock of the DPuerte Rico
Telephone Comparny (PRETC) stock to a Jjoink venbure arvanged by GLK
Holdings (Puerto Rico) LLC (now, Verizon Communications) and Popular,
Inc. (the Buyers). Thoe Joinl Resolulion 209 further designated the use
of the product of the Original Bale and ordered that the stock Lhal was
not s=old on Lhe (lozing Date of the First Sale, as defined by the
Resolution, be transforred Lo a subsidiary Lo be created by the
Government Development EBank (GDB), to be held and disposed for Lhe
bonefil of Lhe knployeez' System.

Subgequently, the GDB created a subsidiary, known as PRTA Iloldings, Lo
held the romaining sbock on behall of the Employees’ System. On December
28, 2000, DRETZ Holdings issued and assignod ibs non-cumdlalive, non-
voling preferred stock to the System, entitling the System to receive all
the future benefits agencralbed by Lhe Puerlo Rico Telephone Company
{(1I'ELPRI}) stock retained by the Government. During the fiscal years ended
June 30, 2004 and 2003, Lhe System received $3.4 million and $38 million,
respectively, in dividends from TEIPRT.
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EMPLOYEES ' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTOQ RICO
Managemsnt’=2 Dizcussion and Analysis
June 320, 2004

For financial statements purposcs, ag of June 30 2004, the investment in
ertA Holdings Preferred Stock is presented based on the estimated value
as of December 31, 2003 of the 'TELPRL stock, congidering 'V, 000,000 shares
alk %57.7Y per share for a total value of approximately 5404 million,

Funding Status

The Emplovocs Systom i bhe largest Cund in the Island and it is the one
lacing the most significant challenges. Thisz system, creabed by Ack 447
of May 15, 1951, had the main purpose of attracting and reotaining
persommel in the governmenl labor force.

Since ilg ineception, the Syvatem lacked proper plamnming and the levels of
contributions wore telatively low {(and sLill remain low in comparison to
the level of benefits). Besides, all retiroment systems in place before
1951 wore merged into Lhe System, which then had to absork all their
unfunded liabilities. Afterwards, in 19273, Lhe benelits structure was
cnhanced however, without the appropriate inecrease in the contribubtion
levels. Az morc pooploe doined Lhe govermment labor [orce and then
relired under the new enhanced benefit structure, tho gap bobween Lhe
assebs available Lo pay benefils and the actuarial obhligation started its
steeping course.

In 1990, in an effort to conkain Lhe increase in Lhe unflunded liability,
Lhe benelit structure was modified, hasically to decreasc bhoe benefils
and to postponoe Lhe reliremenl age [rom 55 to age 65 in order to provide
a structure more affordable. Also, tho leovel of conbribulbions was raised
and Lhe Law 447 was amended to provide that any increasc in bonefilks will
reguire actuarial studies and must state the [inancing source.

T'en years albter, the steeping course of the unfunded liability roguiroed
further action. fs oa roesull, Lhe delined benelit plan was totally clozged
to new participants Jjoining the Systom on or after January 1, 2000, To
provide a retirement alternatiwve, the Government oreated a deofined
contribution plan funded only by employees’ conbtributicons. The new plan
ig known as the Retirement Savings Account Program or Sysbom 2000, Under
Systom 2000, Lhe employers’ contributions continue at the same level as
the defined henefit plan, but are boing uged Lo capilalize the defined
benefil plan that was closed. Also under System 2000, the disabilibky
benefits arc to be provided Lhrough a private insurance long Eterm

disability program to theose participants that voluntarily ¢loect Lo enpoll
in such program. Subsequent Lo June 30, 2004, on September 15, 2004, Law
296 was enacted to amend the dispozilions on Law 305 regarding

disbursements and the disability benefits program. After the amendmoenl:,
any participant thal loaves public gservice may regquest that the balance

=
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EMPLOYEES Y RETIREMENT SYSTEHM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Rnalysis
Juna 30, 2004

in his/her savings accournt be transferrcd bto a qualified relbicement
vehicle such ‘as an  individual retirement account or a gualified
retirement plan in Puerto Rico. T§aw 296 also provides flexibilily on Lhe
pabablishment of the disability program; but still, the employvess must
finance the program.

Prosontly, the Employees’ System consists of three different benefit
structures, which are administraboed according Lo Lthelr specificalions in
Lhe Law. For all participants in the defined benefit plan, the level
of contributions csbablished by law iz 8.275% of the employee salary.
Under System 2000, emplovees’ contributions range from 8.275% Lo 10% of
Lhe =alary, as specified by the employves. Under all structures,
employers’ contribulbions are sglated by law at 9.275% of the employes
galary.

In fiscal years 2000 and 2001, Lhe SysLem reached its highest level ol
capitalization, having a 24% and 25%, rospoctively. Particularly in
2000, as the SysLem marks itz investments at market walue, it recognized
the double-digit positive returns on ks investmenl porlfolio Lhal was
direclly related to the market performance during the years 199% and
early 200G. In fiscal year 2001, although already impacted by the markel
downlturn phase that started in late 2000, the System reocognized as part
of 1ts asscts a conbribulion of 5701 million consisting of the investment
owned by the Government in the Puerto Rico Telophono Company. ‘he amount
rocognived was based on the appraisal walue of the PRTC stock at Decembsr
31, 2000 as determined by an indopendonl appraiser. AL June 30, 2001 the
recognition of that contribution offset the significant decroazc in the
Syvastom's Lobtal asszels caused by the market downside.

A a result of the events of September 11, 2001 and afterwards, the
corporaltc corrupbion cases, Lhe market suffered further losses.
Therefors, the System’s investmoent porbfolio markel wvalue decreased
Further as it happened to other retirement plans. In February 2002, an
additional 15% of the pPRIC slock waz sold [or 5172 million and the
product was used to cover the System's cash flow needs for current
pension payments. Meanwhile, the appraised value of the remaining shares
of the PRTC stock droppod from 5529 million ab June 30, 2001 to 5383
million at June 30, 2002 and to £363 million at June 30, 2003,

o
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EMPLOYEES ' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTQO RICO
Management’s Discussion and Analysis
June 30, 2004

On the other hand, the System’s actuarial obligation continues its
incroasing Lrend as a resull ol the conbinuous increase 1in  the
pensioners’ population and its lengevity and the fact that incoming
pensioners have higher salaries and consequently, they are entitled to
even higher annuities. Since 1990, thore have been no olher increaszos
in the employvers or employees contributions to cope with those factors
and thoerefore, Lhe level of conbribulions remains low in comparizon to
the level of pension benefits.

Markol ovenlbs plus the conlinuous increase in Lhe actbtuarial liability
have affected the System’'s capitalization. DRasod on the last actuarial
valuation at June 30, 2003, the System’'s funding ratic is 17%, the
actparial obligation is $11,191 million, Lotal assels amount to $1,947
million and the unfunded liability is 59,244 million.

Tacing an unstable markel, in 2001 Management Ltdentified Lhe need for a
portfelio restructuring. The System's portfclic moved from a wery
aggressive allocalion (75%) Loward equitiesz Lo a contrelled allocation
of a maximum of 65% in eguities. To enhance the oxpoctod annual roburn,
the strategy concentrated in the allocation of a 28% of the total
portfolio to the participants’ loans program wilh only 7% assigned Lo a
core fixed income stratedy. Those loans actually provide a higher return
and lowoer rizk in compari=zon Lo bonds, moslly because Lhe System has the
ability to rise the interest rates charged, the repayment comes from
payroll deductionz and the locans are guaranteed by participants’
accumulated contributions, With bLthe now assel allocalion, Lhe annual
expected return is %.81%, which adequately sustains the B.5% discount
rale used Lo compuble Lhe actuarial obligabion.

To contain investment management fees, 70% of the domestic eguities was
allocaled Lo an index [und Lhal mirrors the S&F 500. Thisz was done
because that segment of the market is fairly cfficient and il is more
difficult for active managers to add walue. This strategy has provided
savings in inveslmenl managemenlt fees exceeding one million dollars per
yvear. The remaining portion of the domestic oguitics was 20% assignod
to a large cap core actlve manager, 5% to a small cap wvalue manager and
5% ko a small dap growlkh valuac.

The reslrucluring wasz compleled in late calendar year 2002, and by the
first and second guartors of 2003, tho portfolio finally accomplishoed
encouraging returns. For the semester ended June 30, 2003, the
accumulalbed robturn was B.84% and for fizcal year 2004, Lhe relurn was
16.64%. The new asset allocation is the one that fulfills the System's
nesds and gince LL L8 more adeguabtely balanced, it provides protecticn
in caze of another market downturn.

=
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF BUERTO RICO
Managemant ‘=2 Discusslon and Analysis
June 30, 2004

The Syslem’s Funding ratio is Management's major concorn. The Systom
faces the reality that bencfits wore enhanced [or many yvears without the
propor Funding. Moreover, the System's funding is an important clemenl
in our credit analysis for government's bond issues. In fact, the
unfunded liability is indeed, a long-term obligation of Lhe govermment
that needs to bo baken inbo congideration by the credit rating agencies.

The bottom lino 1s thal bhe capital markets by themselves, cannct sclve

pur funding problem -alone, Somchow capilal conbributions must be
increased and/or the liability must be reduced. Managomenk has come up
with recommondations bto improve the System’s financial health. 2mong

Lhose stands out the following:
o Increase in omployoes' and employers' contributions;

° Tesuance of Pension Obligation Bonds with debt service being
provided by the General Fund.

Government has already contomplaled and evaluated favorably the issuance
of $2,000 million in Pension Obligation Bonds and providing an increase
in level of conbribul.ions Lo 10% f[or both the employers and the
enployees. If implamented, those two stops will improve the System's
capitalizalion and will provide additional cash flow for the upcoming
YVEATS.

Increase in Feconomic Benefits for Retirees Established in Summer 2003

Tn summer 2003, the Government of Puerto Rico granted now bonefils Lo Lhe
System’'s retirces ko help Lhem cope with the increase in the cost of
living, which consisted of;

° Summer Bonus of 5100 payable annmually every July, starting July
2003 ;

o Medicine Bonus of 5100 payable annually every July, starting July
2003 ;

L Increase in the Christmas Bonus from 5300 Lo 5400 annually every

Nocomber, slarvbing December 2003

L] Increage in the minimum monthly pension bencofib from 5200 Lo 5300,
aeffecbive January 1, 2004;

= <
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Managemant’s Discussion and Analysis
June 30, 2004

° Tnercase in Che monthly emplover contribution for the medical plan
from 540 to 5100, effectivo January 1, 2004;

L] Two increases of 3% in all pengions effoclive on Januwary 1, 2001 and
January 1, 2004

o Increase in the pension benefit for windows and/or beneficliarios
from 30% to 50% of the benefit received by the deceased retiree,
effoctive January 1, 2004.

» lnerease in death benefit from 5750 te 51,000,

Following the recuirements established by Taw 1 of TFobruary 16, 19980,
those benefils are [inanced through legislative assignments in  the
General Fund with respochk to Conbral Governmenlh relirees and [inanced by
Lhe Municipalities and public corporations with respock to  their
retiroes,

Initialives Lo Provide Better Services to Our Participants and Retirees

The System serves arcund 158, 000 active participants and 92, 000 retirees
and beneficiarics: belonging Lo 140 different employers. It provides a
range of close te 50 different types of services to its clientelo,
including pensgion applications, disability benefits, mortgage and
personal loans and the colleoction and applicalion of unpaid services.
Becausgse ol that, our clientele frecuuently demands fast services, access
to information and benefils orientatbion.

During FfFiscal wvear 2003, the System laounched several initiatives to
improve its servicoes Lo ils parlicipants and retirees. They are:

® PELERETIRG —- a telephone calls center to provide information about
benefits and services, PELERECLRD operatez through a toll-Lree
number, with extended hours including Saturdays.

° Pre-Retirement Oricntation Program:s — a complete orlentation for
candidates for retirement through a two-days sominar whoere the
candidates roccive oducalion regarding pension benefits, financial
and legal matters, and motivation to plan and faco a now slagoe in
Lheir Lives,

L] New Personal Loans DProgram that provides the granting of personal
Tpans up Lo 55,000 with a 5 year Lerm.

—10-
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EMFLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
QOF THE COMMONWEALTH QOF PUERTD RICO
Management ‘s Discussion and Analysis
Junea 30, 2004

The System’s management has taken several steps bto improve  the
oporal.ional efficiency and productivensss, including the computerized
information systems. With a strong commitmont, the System's managoment
contimies its efforts to implement immovative initiatives to provide even
better servicos Lo iks clientole and prolbecl Lhe Syslem’'s financial
condition.

New Perscnal Loans Applicabtion

Tn 1998, az parl of an effort Lo gomply with Year 2000 requirements, a
personal loan application was implemented. Iowovor, duc bo the magnitude
of the personal loan business, that application proved to bs totally
dofieiont, limiked bto lean originalion and lacking integration wikh the
rest of the computerized applications. &s a result, most administrative
Functions were unavailable making extremely difficult the accoumting and
collockion of loans.

In year 2003, Management started Cbhe design and implementation of a new
personal loan application, named Aplicacidon Intograda do Prosbtamos {ATP),
which waz designed tailor-made according teo the System’s needs and
integrated with the olbhor compuborized applicabion:s:. In June 2004, Lhe
new application was launched and the conversion of the loans data tock
place. The System finally han Lhe appropriate toeols bto adminizter Lhe
rersonal leoan portfolio. s of June 30, 2004 the persconal loans
portlolio subsidiary was reconciled to the general ledger accounts and
the necessary adjustments wore made to provide fairly skated balancos.
With respect to any past due loans, Management estimates that no
addilional provizion is necessary szince all loan=s are guaranteed with
participants’ accumulated contributions and aggressive collection offorts
have already started.

Fegquests for Information

The financial reporl ilg designed Lo provide a general overview ol Lhe
System’'s finances, comply with related laws and rogulations, and
demonskbrate commitment to public accountability. Questions concerning any
of the information provided in Lhis reporl or regquests for addilionagl
infermation should be addressed to the Commonwealth of Puertoc Hico
Governmenl Employeed and Judiciary ketiremenlt Systems Administration, 437
Tonce de Ledn Avenue, Hato REey, Puerto Rico 00918,

-311-
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EMPLOYEES! RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Statements of Plan Nat Assets
June 30, 2004 and 2003
{(In Thouszands)

Amsols 2004 2003

Cash and investments
Cash and cash eguivalents:
Deposits at commercial banks S 12,873 35,038
Deposits with Government Dovelopment
Bank of Puerbto Ricdo:

Unrestricted 31,853 28,112
Restricted 1,140 653
372,993 28,165
45,666 63,803

Marketable securities at fair valuc:
Bonds and noles 106,441 218,093
Stocks 1,162,762 944,904
OLher investments 41,632 34,089
1,310,835 1,197,086

Loans and interest recoivable from
plan memberszs, net of allowance for

losses in 2004 369,203 281,796
Investment in PRI'A Holdings, at
appralsed wvalue - 404,350 362,670
Total Cash and lovestments 2,130,094 1,%05;35%%
Accounts rococecivable:
Emplovers 32,;656 31,257
Coneral Fund of the Commonwealth
of Puerto Rico 11,074 10,967
The Commonwealth of Pucrbo Rico
Judiciary Rebirement System 3,472 Z,1%8
Investment salos 606 573
Accrued interest 2,288 4,052
Othoer 38,662 17,567
BB, 698 66,595
rroperty and eguipment, net 8,330 T, 583
Other asgols 7,825 i 9,812
Tobkal ansoels 502,234,947 1,989,345

(Continuoed)

Sco accompanying independent auditers' report
and notes to financial slabements.
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EMPLOYEES ' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMOMNWEALTH OF PUERTO RICO
Statements of Plan Net As=et=
June 30, 2004 and 2003
(In Thousands)

Liabilities 2004 2003
Book overdraft S 58,028 -
Fsorow funds of morlgage loans
and guarantee insurance reserve
for loans to plan members 19,887 18,231
Investment purchases 1,202 1,349
Other liabilities 14,388 22,363
Total liabililies 93,505 A1, 943
Net assets held in trust
For pension benebilsg 5 2,147,443 1,947,402

Soo accompanying indepondent auditors' roport
and notes to financial statements.

o e o
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT

OF THE COMNMONWEALTH OF PUERTO RICO

Statements of Changes in Plan Net Assets

Juna 30, 2004 and 2003
{In Thousands)

Additions:
Contributions:
Fmp ] oyt
Larticipating employvees

Legislative Assignmenls [or Law 127

Investment income:
Mot appreclalion/ (depreciabion)
on investments
Dividend income
Interoskh  Locomns

Tazss: Invesbmenl oxponso

Othor incomo

Tobal addilions
Deductions:
annuities
Benefits under Law 127
Neath honoefilks
Refunds:
Employers
Participating cmploycoos

Mel adjuslments in Lhe conversion
to a new loan application (nobe 5}
Administrative expenses
Tolkal deduclions

Net increase/ (decreass) in assets
held in Lrusl for pendgion benelfils

Net assets held in trust [or pension
binofits:

Heginning of year

Ericdk of wvear

See accompanying independent auditors!
and nolos o Financial shalomenls.
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2004

330,336
294,013

14,553

633,902

458,702
6,893
43,842
309,237

3,058
306,179

f,d113

951,894

672,578
14,553
11,099

1,220
18,769

19,985

8,107

31,528

757,854

194,040

1,947,402

2,141,442
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2003

302,473
276,347
17,4931
606,751

(36,440)
42,561
43,309
19,430

3,425
46,005

171,127

663,483

614,500
17,931
12,370

1,445
21,124
22,588

28,68
696,158

(32,275)

1,979,677

1,547,402
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EMPLOYEES* RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Statements
June 30, 2004 and 2003

Organization, and Summary of Significant Accounting Pelicies

Organization

The Fmployees' Retircomont System of the Govermment of Commonwaalth
of Puerte Rico (formerly Employvees’ Retirement System of the
Governmenl of Puerlo Rico and ilz Instrumenlalilies) (Lhe Syslom)
wazs created by Act MNe. 447 on May 15, 1951, The System began
operations on Jammary 1, 1852, at which date contributions by
cnployers and parlicipaling employvees commenced. The Syslem iz
considered an integral part of the Uommonwealth of Puerto Rico {(the
Commonwealth) financial reporting entity and is included in the
CommonwealLh's Ffinancial slalemenls as a Lrusl fund. The Syztom,
as a governmental retirement plan, is excluded from the provisions
ol the Emplovees Retirement Income Security Act ol 1974 (ERISA}).

The responsibility for the proper operation and administration of
the Syslem iz vested in a Board of Trustees, composed of Lwo
participating emploveses and one pensioner, who are appointed by the
Governor ol the Commonwealth, and [our Commonwesalbh governmenl
agoncy represontativos.

The following are Lhe significant dccounting policios followed by
the System in the preparation of its financial sStatements:

Dasis of Preosontation

The accompanying [inancial sglalemenls have been prepared on Lhe
accrual basis of accounting in accordance with the provizions of
CGovernmental Accounting Standards Board No. 25 (GRASE No. 25),
“I"inarncial Reporling [for Defined Benefil Pension Plans and Notcoc
Meclosures for Defined Contribution Flang®. Participating omployees
and emplovers contributions are recognized as revenues in the
period in which Lhe employee sorvices are rondered. Boenefils and
refunds are recognized when due and payable in accordance with the
terms ol the plan.

(Conbinued)
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EMPFLOYEES* RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMOWNWEALTH OF PUERTO RICO
Notas to Financial Statements

Organization, and Summary of Significant Accounting Policies,
Continuod

Usc of Hazlimales

“he preparabion of financial statements 1in conformity with
accounting principlies gonerally accepled in the United States
regquires management to make estimates and assumptions that affect
the reporled amounts ol neb assets held in trust for pension
benefits, and disclosurc of contingent assels and liabililies al
Lhe date of the financial statements and the reported amounts of
additions and deduclions Lo net assets held in trust for pension
benefits during the reporting period. Aclkual resulls could differ
from those estimates.

Cash and Cash Eguivalents

Cash and gash oguivalenls congisl ol ‘“overnight deposits?
guaranteed by the custodian bank, and certificates of doposits in
Govoernmenl Development Bank (GDB) and a commercial bank. Restricted
cash deposited with OGDB consists of paymenbs reccived from morbgage
loan holders administered by the mortgage servicer, in the
servicing of loans.

Invesitmonk:s

Inveslments are carried at fair value, éexcept for certain mortgage

notes, which do not have readily delerminable lalr walues. The
fair walue of notes, bonds and stocks is bascd on guotations
ohla ined Erom national securities exchanges. Securities

transactions arc accounted for on Lhe Lrade dale.

(*ontinued)
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EMPLOYEES ' RETIREMENT SYSTEM OF THE GOVERMMENT
OF THE COMMONWEALTH OF PUERTO RICO
NMotes to Financial Statements

Organization, and Summary of Significant Accounling Policies,
Continued

Investments, Conlinued
Mortgage notes acqguired Lrom third partics are hoeld to maturity and
are nol readily marketable. Consequently, these are carried al

amortized cost.

Mo investment Iin any organization represents 5% or more of Lheo
System’s net assets held in trust [or pension benefilbs.

Loans bo Plan Mombers

Mortgage, personal and cultural trip loans toe plan members are
stated at their outstanding principal balancde. Maximum amounbs
that may be granted to plan members For morlbgage, personal and
cullural Lrip loans are $100,000, 35,000 and §5, 000, respectively.

The Syztem sgervices morlgage Jloans with aggregate principal
balances of approximately 519, 389, 000 and $24,462, 000 at Junc 30,
2004 and 2003, respecbtively, relaled Lo corbain mortgages loans
gold Lo FPNMA for a fee of 0.25%. The income for 2004 and 2003
amounted to $49,5Y1 and 558,001, respectively, and is reocognized
as interest inecome in the accompanying statement of changes in plan
noet assats.

In addition, at Junc 30, 2004 and 2003, the System repurchaserd
approximately 5148, 000 and $128,000, respectively, Iin mortgage
loans that were =zold during flascal year 1998 to Federal National
Morktgage Azsociation (FNMA) . The sale contract stipulates thal Lhe
System must repurchase any leoans with paymenlts in arrcars ovor 20
davs.

Promiums collected and kbenefits claimed are recorded az addilions
and deductions of the guaranlee Lnsurance roscrve for 1life
insurance on loans bto plan members, respectively.

{Continued)
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT
QF THE COMMONWEALTH QF PUERTD RICO
Notes to Financial Statements

Plan Doscripkbion

The Sysbem iz a cost-sharing mulli-employer dofined benefile plan
sponsored by the Commonwealth. Substantially all full-time
cuployecs of Lhe Commonweallh and ils Instrumenlalilies (Cenlral
Covernment Agencies, Municipalities and Public Corporations,
ineluding the Svstem) are covered by the System under the terms ol
the Act No. 447 of 1951. A1l rogular, appointod and Lomporary
employess of the Commonwsalth at the date of employvment becoms plan
members ol Lhe System. The System is oplticnal L[or Governmenl
officers appointed by the CGovornor and JTlead of Agoncies.
At June 30, 2004, membership consisted of the fellowing:

Retirces and boneficiarics

currently receiving benefits 91,830
Current participating omployoos 135,088
Total momboership 226,918

The plan members of Lhe System, other Lhan Lhosge jolning Lhe Syalem
after March 31, 1990, are eligible for the benefits described
below:

Betirement Annuity

Clan members are eligible for a retirement annulty upon reaching
the following age:

Policemen and Firemen:

50 with 25 wears ol credited service
58 with 10 years of crodibod sorvico
OLher Emplovees:

55 with 25 years of credited servico
58 with 10 vears of credited service

{Continued)
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EMPLOYEES " RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Noteg to Financial Statemsnts

Blan Desgeription, Continued

Plan members are eligible for monthly benefit poyments determined
Ly the applicaltion of stipulabed benefil. ralions Lo Lhe plan
member’'s average compensation. Average compensation is computed
based on Lhe highesl 36 monlLhs of compensabion recognized by Lhe
Svstem. The annuity, for which a plan member is cligible, is
limited to a minimum of $300 per month and a maximum of 5% of the
avorage componsalion.

Merit Annuitbty

Plan members are eligible for merit annuity with a minimum of 30
vears or more of credited service. The annuity [or which the plan
member is oligible is limited to a minimum of 65% and a maximum of

‘'5% of the average compensation.

Deferred Retiromont Annuity

A parbicipating cmployee who ceasos Lo be an employee of tho
Commonwealth after having accumulated a minimum of ten years of
crediled service gualilies [or relirement benelils provided his/her
contributions to the System are left within the System until
abtaimnment ol 58 vears of age.

Coordinated Ilan

Un the Coeordinated Plan the participating omployoe contributes a
H.775% of the monthly salary for the first 5550 and 8.275% for the
excosas over 5550, By Lhe Lime Lhe employee reaches 65 years old
and beginz to receive social securlity bhenefits, the pension
benelits are reduced by the following:

® 2165 per month if retired with 55 vears of age and 30 years
of cradited gervice

® 5110 per month if retired with less than 55 vears of age and
A0 years ol credited sgervice

L Bl]l octher betwesen 582 and S100 per month

® Disability amnuities under the coordinated plan are also
adjusled al age 65 and in some caszes can be reduced over 31465
per month

{Continued)
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EMPLOYEES'™ RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notasg to Financial Statemeants

Plan Description, Continued

Non-Coordinated Plan

On the Non-Coordinated plan the participating employee contributes
an 8.295% ol the monthly salary and does nol have any changoe on the
pension benefits upon receiving scocial security benefits.

Reversionary Annuily

A plan member, upon retirement, could elect to receive a reducod
rebtiremenl annuily giving one or more benefil paymonts to his/her
dependents., The life annuity payments would start after the death
of the retiree for an amount not less than %240 vyearly or groalbor
Lhan Lhe annuily paymenls being recoived by the rotirvoe,

Cccupaticnal Disability Annuity

A participating emplovee, who as a direct result of the perlormance
of his/her occupalion is Lolally and pormancnbly disabled 1is
eligible for a disability annuity of 50% of the compensation
received at the time of the dizabilily.

Non-occupational Disability Annuity

& participating emploves totally and permanently disabled [or
causes not relabed to his/her occupalion, and wilh no loess than 10
yoears of crodited service, is eligible for an annuity of 1.5% of
the average compensation of the first 20 vears ol credited services
increased by 2% Lor every addilional year of credited scervice in
excess of 20 years.

{Continucd)
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EHMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT
QF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Statements

Flan Descriplbion, Conlinued

Death Bonefilss

Oocupalional:

® Surviving spouse - annuity ecual to 50% of the participating
cmployoe s salary al Lhe dale of Lhe death.

. Children - %10 per month for each child, minor or student, up
to a maximum benefil per family of 100% of Lhe participalting
employes’'s salary at the date of the death. Tf no spouse
survives, or dies while receiving the annuity payments, each
child, 18 ov under, iz eligible Lo receive an annuibty of 520

per month up to the attainment of 18 wyears of ago or Ehe
completion ol his/her studies.

Non-occupational ;

. Beneficiary - the contributions and interocst accumulatod as
of Lhe dale of the death plus an amount egqual teo the annual
compensation at the time of tho doath.

Post-retiroment:

® fonoficliary wilh surviving spouse age 60 or over and child,
18 or under, up teo 50% (60%, if not covercd under Tilklce T of
the Social Security Aet) of retiree’s pension or otherwise
the oxcess, 1F any, of Lhe accumulaled contributions ab the
time of retirement over the total annuity benefits roceived
belore death, limited to a minimum of §750.

Refunds

A participating ocmployoe who ceascs his/her employment wilh Lhe
Commonwealth without right to a retirement annuity has the right
bo a refund of Lhe contributions to the System plus any interest
earned thereon.

(ConlLnucd)
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EMPLOYEES® RETIREMENT ESYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTOD RICO
Notasz to Financial Statements

Plan Description, Continued

Amendments to Benefits Structure for Plan Members Who Joined thg
Sysbom on or Afbtor April 1, 1990

Aol No. 1 ol bebruary 16, 1990 made cerlain amendmenls applicablo
to new participating employees Jjoining the System effective
April 1, 1980. These changes consist principally of an increase
in Lhe relicemenl age from 55 ko 65, a decrcasc in Lhe benefit
percentage of the averages compensation in the ocoupational
disability and occupational death benelits annuities [rom 50% Lo
40%, and Lhe eliminabtion of the Moril Annuiby for participating
emplovees [(except policemen and firemen) who have completed 30
vears ol creditable service,

Cost of Living Adjustment for Pension Benefits

Act No. 10 of May 21, 1992 provided for increases of 3% overy three
vears, of the pensions paid by the System to those plan members
wilh Lhroo or more years of rotiremenlt.  The Act reguires further
legislation to grant this increase every three vears, subject to
Lhe presentalion of acluarial sludies regarding ils coslsz and Lhe
source of financing. To protect the financial health of the Syvstem
the increase granted during 2001 and the one granted on January 1,
2004 are being financed through grants from tho Coneral Fund and
contributions from municipalities and public corporations.

Farly Retirement Programs

During figcal years 1999 and 2001, Lhe Government providod btwo
ecarly retirement programs. To avold any economlc impact on the
Svstem, the amployer is responsible for contributing bto the System
Lhe amounbks Lo cover Lhe benefil paymenbs and Lhe employvor and
employee contributions with respect to the participants covered
until the participants reach the normal retiremenl age. Presenlly,
the System bills roegularly all tho amounts for which the omployers
are responsible.

{Continued)
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EMPLOYEES* RETIREMENT SYSTEM OF THE GOVERNMENT
QOF THE COMMONWEALTH OF PUERTO RICO
Notes to Pinancial Statements

Plan Description, Continued

Amendment to Act No. 447 Effective January 1, 2000 Lo c¢reate a
belined Contribution Plan

On  September 24, 192%, Law 305, an amendment to Act No. 447
of May 15, 19531, which crealed Lhe Syslem, was enacted to establish
a defined contributicon plan, known as System 2000 Lo cover
employvees joining the System on or after January 1, 2000.

Enplovees participating in the current system as of Necomber 31,
199%, were allowed to elect either to stay in the defined benefit
plan or transfor to System 2000. Persons jolning Lhe Governmenl
on or after January 1, 2000, are only allowed to bocomoe membors of
Syslem 2000.

System 2000 is a hybrid defined contributicn plan, alse known as
a cash balance plan. lUnder this new plan, there will be a pocl of
plan assets, which will be invested by the System, Logebhor with
Lhoge of the current delined benefit plan. The Commonwealth will
not guarantoc benefits alb rebiromenlt age. The annoily will be
based on a formula which assumes that each vyear the emplovee’s
conbribubion {wikh a minimum of B.275% ol Lhe employee’s =zalary up
te a maximum of 10%) will be invested as instructed by the cmploveo
inn an account which either: (1) earns a [ixed rate based on the
two—-vear Constant Matbturity Treasury Nobes or, (2) earng a rale
equal to 'Y5% of the return of the System’'s investment portfolio
{nct of managemenlk fees), or (3) earnz a combination of both
alternatives. Participants receive pericdic accounl statbomonts
gimilar to thoge of defined contributicon plans showing their
accrucd balanocos. Rizabililby benefils are nol granted under System
2000, rather should be preovided te those partbicipants that
voluntarily elect to participate in a private insurance long-term
disability program. ‘The employers’ conlribulions (9.275% of the
employes’s salary) with respect to employees under Systom 2000 will
conbinee bul will be uzed to fund the defined benefit plan.

Svastem 2000 will reduce the retirement age from 65 years to 60 for
those ocmployees  who joined Lhe ourrent plan on eor albter
January 1, 2000.

{Continued)
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMNMONWEALTH OF PUERTO RICO
Notes to Financial Statements

Plan Description, Continued

At June 30, 2004, System 2000 membership within the Systom’s botal
membership consisted of the following:

Current participating emplovees 2,678

Funding Policy

The contribution roguiromenl Lo bhe System s established by law
and. 1s not actuarially determined. Recuired omployvers'
conbribulions consist of 9.275% of applicable payroll in the cases
of municipalitios, Conbral CGovernmenl and public corporalion:s:.
Required emplovee contribution consists of 5.775% of the firzst 5550
of Lhe monlhly salary with the excess at 8.275% [for the coordinated
plan and 8.275% of tho total monbhly salary for parbicipabing
employees’ contributions for the non-coordinated plan. Commonwealth
contribultions should ultimately cover any deliciency between the
participating employers’ and employocos’ contributions: and the
Gystem’s pengion beneflit obligations and administrative costs.

The Syatem recelived grants from the General Fund of £137.8 million
and 596.7 million in 2004 and 2003, respeclively Lo cover special
laws. The grants are accounted, net of benefits payments except
for approximalely 514.6 million and $17.9 million in 2004 and 2003,
respectively, which are granted under the provisions of haw No. 127
of 14954, that covers the occupational disability of firemen,
policomen  and  olher personnel disabled during high rcisk
circumstances.

Calculation: of Lthe prosent value of benefils under Che System were
made by consulting actuaries as of June 30, 2003, using the
projecbted unit credit actuarial cost method. Significant
assumptions undorlying Lhe acluarial compulalions include: (a)
assumed rate of return on investments of §5.5%, (b) assumed compound
raboe of wage increasss ol 5% per vear, and (¢) assumed mortality
rate based on tho Croup Annuity Tablo for 1983.

{Conb inuad)
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EMPLOYEES " RETIREMENT ESYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Note® to Financial Statements

Funding Policy, Continued

The actuarial acerued liability was approximately $11,191,35%7, 000
asg of Junc 30, 2003, AL Juner 30, 2003, bthe unfunded acluarial
accrued liability was approximately 5%, 243, 955, 000.

The Legislature of the Commonwealth enacted Act No. 1 of
February 16, 1930 to improve the solwvency of the System for the
noext 50 yvears., Among olher provisions, the legislalion incroasos
the level of contributions to the System, reduces the benefits for
new participating employees and increases the retirsment age [rom
5% ko 65 years. TFurther, through Ack 305 of Soptembor 24, 1999,
the defined benefit plan was closed and a defined contributicn plan
was created (as described in Nobte 2) [or all participants who start
woerking for tho Commonwealbh offoctive Januarcy 1, 2000,

Az an employer, Lhe System has conlribulbed 91,287,000 and
51,171,000 which roprosentod its contractually requiraed
contribution for the vears ended June 30, 2004 and 2003,
respeckively.

Cash and lovestmenls

Cash Deposzits

At June 30, 2004, the aggregate carrving amount of cash deposits
and cash cguivalenks held by Lhe Syslem was an overdrafl of
approximately 512.3 million, which includes 3512.7 million at
commercial banks, %33 million at GDB reducsed by an overdraflt of
858.0 million, AL Juno 30, 2003, the aggregale carrying amounlk of
cash deposits and cash equivalents held by the System was
approximately 5$63.8 million, which includes 535 million at
commercial banks, 528.8 million at O3,

The $12.7 million and the $35 million deposited abt commercial banks
for years 2004 and 2003, respoctively, are insurcd by the Foderal
Deposit Insurance Corporation up to 3100,000 or collateralized with
socurilbies held on behalf of Che System by Lhe Secrelary of Lhe
Treasury of the Commonwealth of Puertoe Rico, or the Secretary's
agent in the name ol the Secretary.

{Continued)
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EMPLOYEES Y RETIREMENT SYSTEM OF THE GOVERMMENT
OF THE COMMONWEALTH OF PUERTO RICO
Note= to Financial Statements

Cash and Investments, Continued

Cash Deposits, Continued

Fursuant to present statutes, deposits of finanecial institutions,
olLher than with GDE, shall be in banks designaled by Lho Puerto
Rico Secretary of the Treasury as depository institution of public
funds., Such deposits are quaranteed by sulficient collateral undor
Lhe name and cuslody of the Scorctary of the Trecasury.

At June 30, 2004, cash consistz ol deposgits in banks and 1g
categorivzed following the "Cuide Lo Tmplementation of GASE No. 3,
“Deposits with Financial Institutions, Investments (including
Repurchase Agresments), and Reverse HRepurchase hgreemenlbs® . The
calbogorics for deposibs aro the following:

Category 1 - Insured or collaleralized wilh securilies held by the
financial institution or by its agont in the System’s name.

Calegory 2 — collalteralixzed with sccurilics held by the pledging
financial institution’s trust department or its agent in the
Syslem’s name,

Category 3 - uncollateralized

The carrving amounts of the deposits approximate their fair walue.
'he lollowing presenls Lhe depozils calegorized {(in millions)

Category Fair
T 2 3 Value
Deposits in commercial banks & 12.Y - - 12.7
Deposilbs in GDB - = 33.0 33.0
12.7 2 33.0 db 'Y

hegs: overdrafl in Treasury
Department Fund 28.0 58.0
Toatal $ 12.7 - (25.0) {12.3}

{Continued)
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EMPLOYEES® RETIREMENT SYSTEM OF THE GUVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Motes to Financial Statements

Cash and lnveslments, Continued

[Tiyosbmenls

The [ollowing table shows the fair walue of the investmenks in
marketable sccuritics held by Lhe System as of June 30, 2004 and

2003 (in thousands) :

U.5. Government and agencics,
Corporate bonds
Total honds and noles

DomeslLic corporate stocks

International
Total stocks

AlLernaltive investments

TolLal investments

corporale astocks

Fair Value

seourilies

2004 2003
23,325 d4 425
83,116 173,668

106,441 218,083
866, 200 719,535
296, b2 el i,
L, LG2R, TE G944, 904
41,632 34,089
1,310,835 1,197,086

Alternative Investments include the following:

Grups Guayacdn, Inc.

Cuayacdn Pund of Fuads, LP
Guayacan Fund of Foods I

ARdvaent-Morro Equity Partmar, Inc,
Guayacan Frivate Equity btund,
Wenbure Capilal Fund, Inc.

Chaga Capital Partners Egulby
Fund of Funds Corporata

Inveators II, LID

Martingau Bay Resort, 3. on .

Total alternative invastmonta

Data of
Cond Emant

Sepbember 1996
Mol 194%%

Janpary 1937
Howemler 195

July 2000

July 1998

27 -

Tokal
Commi tmant

520,000,000
dh, 000, 000

5,000,000
8O0, GO0

20,000, 000
(A0

& TH,5Y5, 150

Conkri-
buticna
To Date

g

Falr value

23,279,099 79,615,657 14, R18, 100
1V,663, 660 16,581,291 12,310,073

3930, 052 3.B3L,792 4,234,402
8O0, 900 BODL GO0 436, 494G
13,429,074 10,854,191 9,351,107

1,709,750

L,795,750

208,840 03,878,639 41.633.070
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERMNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Statements

Cash and Investments, Continued

Investments, Continued

The Credit Risk categories for investments are:

Catogory 1 - Insured or registered in the entity’'s name, or
securitises held by the entity or ils agenl in Lhe onbtity's name.

Category 2 — Uninsured and unregistersed, with sscurities held by
the counter party’'s trust deparbmenl or agent in the onbity’s name.

Category 3 — Uninsured and unregistersed, with securities held by
the counterparty, or by ilts Lrust department or agont but not in
Lhe enlkily’s namoe.

Credit Risk Classilicatlion is as follows (in thousands) :

Category Fair

1 2 3 Value
Bonds and noles 5 - - 106,441 106,441
Stocks - . 1,162,462 1,162,762
Alternative investments - - 41,632 11,632

Total § - 1,310,835 1,310,835

The invostment in Martineau Bay represents an investment in a holel
resort that filed Chapter 11 under Lhe Uniled SbLabos Rankruptoy
Code

Securities Lending Transactions

The System entered into securities lending transacLionsz. Thia
System’s sgecurities custodian, as agenl, managos tho saocurities
lending program and reococives liguid collateral. At June 30, 2004,
the collateral recelved represerits 103.15% of Lthe Fair wvaluc of the
gecuritiez lenl.

{Continued)
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNHENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Statemesnts

Cash and Investments, Continued

Securitlies Lending Transactions, Continued
Securities lending obligations for which cellateral was received
at Junc 30, 2004 and 2003 consisled of Lhe Following (in

thousands) :

Fair Valuc

2004 2003
Securities Lent
U.5. Corporabe Bonds 4 10,188 8,445
U.5. Government - 13,475
U.5. Eguity 204 13,680
Total 5 B7,B92 35,605

The underlying collateral for these securitics had a market value
ol approximately $90, 663 and $36,5%12 thousand as of June 30, 2004

and 2003 and was invested as follows (in GChousands)

2004 2003
Agset Backed Commercial Paper 5 14,386 4,893
REeversae Repo U.5. Agoncy Dolivoerod - 25,915
Reverse Repo Government Delivered o6, bBG -
Corlificale ol Deposil - 951
Time Deposit - 1,200
Promissory Note - 2,852
MaslLer Nole _9,59; -
Total S 80,663 36,512

(ConbLinued)
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EMPLOYEES ' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMOMNWEALTH OF PUERTO RICO
Notes to Financial Statemants

Cash and Investments, Continued

Securities Lending Transactions, Continued

The &Systom has very low crodit risk oxposure bo borrowers, The
System’s rights to c¢ollateral are defined in the contractual
agrecmenl. . There is excens collateral aboyve 100%, In casec of

horrower default, the System has immediate rights to collateral.
Borrower'sz creditworthiness iz als=zo proactively reviewed by Lhe
nending Agont,

Loans and interest receivable [rom plan members

In June 2004, the System completed a significant phase in the
development and implementaltion of a new compuleriszed szystem for Lhe
accounting and managomont of loans.

The process allowed Lhe delerminalion of Lhe balance of inlorost
and charges receivabple. The amount corresponding to interest as of
June 30, 2003 was not identiliable since the [ormer system did nol
alleow such determination.

The System was also invelved in the identification and validation
of a portfolio of loans that was not activated in the former
sy e Lem.

in allowance for doubtful accounts was established as of June 30,
2004 .

The net eflfect of the process in the [inancial statemenlkbs ol Lhe
Sysbom was recognixed in the currenlk yvear operabions and amounted
approximately 48,107,000,

The allowance for loan loszcs considored the results of the
updating of files in the conversion to the new system. In
management's judgment, il iz more Lhan adeguale Lo absorb pozsiblo
crodit leossos and other adjustments inhorent in the loan portfolio.

The loans receoivable from parlicipants are guaranbecd by tho
contributions of participants and by other sources, including
mortgage deeds and any unrestricted amount remaining in Lhe escrow

funds. In addition, colleoctions on loans reoceivable are received
through payroll deductions.

{Continuod)
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Statements

Loans and interest receivable from plan membors, Conbinooed

The composition of leans and inboresh rocoivable from plan memnbers
ig summarized azs feollows (dollars in thousands) :

2004 2003
Loans receivable:
Mortgago & 72,375 4 65,436
Peraonal 286,944 203,083
Cultural trips 16,245 2 . o L
Toktal leans to plan moembors 375,564 281,796
Acorucd inleresl receivable o BYE
383,440 281,796
Less: Allowance for
adjustmenbs and
losses in realization (14,237) =
Total loans and interest
receivable, net s 369,203 £ 281,796

Investment in PRTA Holdings

Un ABugust 4, 1997, the Senale of Puerbo Rico approved Law No. 54,
which authorized the Government to commence nogotiabions bo scll
Lhe Puerts Rico Telephone Company (PRTC or TELPEI). ©On June 24,
18998, the Scnate and the louse of Hepresentalives issued Jeint
Resolution 209 to authorize the final sale of 50% plus onc sharoc
of Lhe slock of TELPRI Lo a joint wenture coreated bhetween GTE
Holdings (Puerte Rico) TI4L {a subsidiary of Verizon Combunical ions)
and Banco Popular de Puerto Rico (the Buyers) and to designate the
usne of the salo proceeds.

{Continued)
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMHENT
OF THE COMMONWEALTH OF PUERTO RICO
Wotes to Financial Statements

Invesbtmoenl in PRIA Holdings, Conlinued

Tn Lhe =ame resolution, 1L was esLablished Lhal the shares of
TELFRI's common stock that were not sold on the Closing Date of the
Firsl Sale, as delined in the Resolution, should be translerred Lo
the GDE, and further, it also instructed CGDR to croate a subsidiary
to hold and dispose of that stock for the benefit of the Svstem.
The Firasb sale Look place on March 2, 1998, Afler Lhe PFirsl sale,
the Govermment retained 43% of TELPRI's stock.

Subsoguontly, GDE crealed a subsidiary, known as PRUOA Holdings and
transferred the TELPRI's stock retained by the Government to that
subsidiary. On December 28, 2000, PRTA Holding=s iszsued and
assignod its non-cumulabive, non-vobing proforred stock Lo tho
System, entitling the Svstem to receive the henefits that the
TELPRI's slock would generate in the [ubure. PRTA Holdings*
gapital structurc consists of 100 shares of common stock at $0.01
each owned by GDE and 100 shares of non-convertible, non-vobting
proforced stock, owned by Lhe System, Az eslablished by Lhe
Articles of Incorporation of PRTA Holdings, the product of the
fubure =ale of any shares ol the TELPRI stock and any dividends
declared by TELFRI will benefit the Systom.

Muring tho yoears ended Junc 30, 2004 and 2003, the Systom rocedived
53.5 and 538 million, respectiwvely, consisting of the dividends
declared and paid by TELERT.

In connection with the Firgt 8Sale of TELPRI's stock on
March 2, 1998, Lhe Buyer was granled an oplion, Lo purchaso an
additicnal 15% of the TELPRI's stock at a fixed price of 545.94 per
share, expiring on March 2, 2002. The Buyer exercised the opticn
on January 25, 2002, The Lobal procceeds from bhe oxorcisce of this
option amounted to 5172 million.

{(Continued)
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EMPLOYEESY RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Wotes to Financial Statements

Lonwesbmenl i PRTA Holdings, Conbinued

A ol June 30, 2004, Lhe PII'A Holdings Prelerred Slock iz presonboed
bazsed on its estimated wvalue per the most recent certified
appraizal made by an independent [irm as ol December 31, 2003.

Az of June 30, 2004, the PRTA Holdings Preferred Stock is presented

bazed on an ezslimaled value of Lhe THELPEL's slock az Follows:
A5 of June 30, 2004 2003
Number of shares 7,000,000 7,000,000
Brice por share & 57 T 5 51.81
Total walue (in thouszands) 4 404,390 $ 362,670

Capital Assets

Capital assets include property and ecuipment. Purchased capital
aszets are walued at histerical cosk. Capital assets are
depreciated based on the straight-line mothod over the assets’
estimated useful life. There is no depreciation recorded for land.
Goenerally, csbimated usceful lives arc as fol lows:

Building and Ifmprovemenls 50 years
Rouipment 5-10 vears

(Continucd)
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EMPLOYEESY RETIREMENT SYSTEM OF THE GOVERNMENT
QF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Statements

{7} €apital Ass=cts, Continued

Capital asscbs agbivity for the yvear ended June 30, 2004 was as
follows (in thousands) :

Baginning Ending
Balance Ingxeases Dacraases Balance
Capilal assels,
not baing depraciated:
Land b 969 ) 6D
Total capital asssts,
not hoing deopreciated 969 - Fi 1
Capital asssts,
boing deoprociatods
Building and improvemenbs 1631 - - 7,631
Eoquipment 10,143 1,599 10 11,731
Total capital asz=zebs,
heing depreciated 17,773 1,599 10 19,362
Tezg accomulated depreciation for:
miilding and improvencnts 3,004 113 3,177
Ecpueipmient 8,155 730 5F 5,884
Total accumilated depreciation 11,15% 843 1 12,001

Total capital assstbs,

being depreciated, net 6,614 756 ] T EET
Capital asmsets, net s _7.583 156 _5 _8,334

(Canl i nuaed)
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EMPLOYEESY RETIREMENT SYSTEM OF THE GOVERNMENT
QF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Statements

Other Azgohs

At Juno 30, 2004 and 2003, othor aszscts consisbed of Lhe following:

2004 2003
{In thousands)

Repossoessed and foreclosed proportics 5 32,126 2,800
Executed land 4,689 7,007
Tolal 4 7,825 9,812

Repossessed and foreclosed propertiss consist mainly of properties
acguired Lhrough [orecleosure procesdings relaled Lo delinguent
mortgage  loans. Toreclosed propertics are wvalued at the
outatanding principal balance of the related mortgage loan upon
forcolosure, ‘These properbics will be sold under a bidding procoess
intended to recover the outstanding principal balance of the
related mortgage loan. Gain or loss is recognized at the time of
salc. Differences resulting from fecognibion of losses at the
point of sale rather than upon foareclosure, as recquired hy
aocounling principles generally accepled in Lhe Uniled Skates of
2dmerica, are not material. Management believes that the carrying
value ol Lhese properlies approximalbes itsg fair wvalue,

On February 19, 19481, the Metropolitan Bus Authority (MBA), a
governmenk agoncy Lransferred o the Sysbem a lob of land leocated
in Hato Rey, as settlement for its debt with the System related to
employer and participantbs’ conlributions and loans paymenls
withholdings from Juns 1985 through Decomber 1988, Since thon, the
Syvstem leases this land to a third party that operates it as a
parking facilily. kental incoms For 2004 and 2003 amounted Lo
approximatbely 5144, 000 and 5132, 000, respoctively, and 1s reflected
as part of other income in the accompanying statements of changes
in plan nel asz=sels.

In 1998, part of the land was taken by the Govermment Lor the
conabruction of a colizcum, and was financed by thoe Infrasbructurc
Financing Authority (IFA). In May 2002, IFA compensated the System
For 23,308.3979 sguare melers ol the land with $10 millien. A= a
rosult, the Systeom recognized a gain of 52.5 million.

{ConLinued)
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EMPLOYEES’ RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Motes to Financial Statements

Other Asscls, Continued

During fiscal year 2004, the Highway Authorily compensated the
System for 7,179.21 asquare meters of the land used for the
conslruction of a section of the Tron Urbano. Total compensation
amounted to %3.4 million, ag a result, the Svstem recognized a gain
of $1.1 million.

aAs of June 30, 2004, a LoLal ol 14,618.05987 scuare meters of land
remind. According teo an indepondenl apprai=al as of May 17, 2004,
the markek wvalue of this land approximates $20,045,000.

Guarantee Insurance Reserveo for Twoans Lo Plan Members

The System provides 1ifoe insurance that guarantees the payment of
Lhe oulbstanding principal balance of morlgage, personal and
cultural trip loans in case of death of a plan membor. ‘The plan
members who cobtain thesc loans from the System pay the coverage in
its entirely. The life insurance rates arve actuarially determined
and do not wvary by age, =zex or health status.

Commitments and Conlingent Liakilities

The System is delendant or co-defendant in wvarious lawsults

resulting from the ordinary conduct of its operations. Based on
the advice ol legal counsel and considoring insurance coverage,
management is of the opinion that the ultimate liability, if any,

will not have a significant offccl on Lhe f[inancial status of the
aystom,

Accounts Receivable from Employcrs

Zocounts receivable from employers consist of contributions and
loan repayments due from municipalibics and public corporations.
The omployoers, obher than Central Govermment agencics, have Lo pay
directly to the Systeom. According Lo Aet 449, each employor must
pay on a monthly basis, the amounts relaled Lo conbtributions and
loan repayments, on or belore the fifteenth day of the following
month. After that date, intorost is charged, as established by the
Board Rosolulion number 91-05.

Ast of June 30, 2004 and 2003, tho receivable [rom employers
amounted to 532.6 million and %31.2 million, respectively.

(Continued)
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EMPLOYEES " RETIREMENT SYSTEM OF THE GOVERNHMENT
QF THE COMMONWEALTH OF PUERTO RICO
Notesgs to Financial Statements

Union of Genocral Workers

On  December 3, 2002 the Government Employess and Judiciary
Retirement Systems signed an agrecment with tho Union of Conoral
Workers., Thi=z collective agreement empowers the Administrator ancd

the Unicon to ostabliszh and negobialbe an agreoment Lhal applics Lo
all employess, except directors, chiefs, supervisors and all
poersonnel Lhal manages confidential infeormation. The collective

agreement explres on Novembor 30, 2005,

3
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SUPPLEMENTARY

EMPLOYEES’ RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Schedule of Contributions
{(Dollar amounts in Thousands)

June 30, 2004

Znnual

Year Ended Reguired Percentage
Junao 30, Conbribul ions Contributions Contributed

2003 S 802,500 S 330,404 41%

2002 802, 500 308,228 38

2000 890,800 549,855 62

1999 B45, 000 441,800 58

1998 777,800 502,100 65

199 122,300 454,600 62

1996 677,200 402,200 59

Soo nobon Lo schedole of trend information.

-8

Zoavas, Morazzan & Co., CERTIFIED PURLIC ACCOUNTANTS



EMPLOYEES

RETIREMENT

SYSTEM OF THE
OF THE COMMONWEALTH OQF PUERTO RICO

Schedule of Funding Progress
(Dollar amounts in thouzands)
June 30, 2004

SUPPLEMENTARY

GOVERNMENT

vAaAl. as a

hotuarial Actuarial Percenbages
Botuarial Valuac Accrned Unfunced Anmual of ‘Annual
Valuabion aof Plan Liabilivy BAL Fundod Covered Covered

llatce hz=ets [ART.) L TIRAT.) Rabio Payronll Payrall

TILL2003 5 1,947,402 5 11,191,357 5 9,243,055 178 5 3,334,441 277%
T/1/200L 2,428,664 9,881,481 v,452, 810 25 2,549,447 a3
TL2000 2,041,800 9,45%, 300 7,417,500 22 2,463,400 30L
T/ 190Y 1,858,000 8,308,000 6,450,000 22 2,575,000 2540
TS1/14958 1,675,000 7,638,000 G, 9463, 000 EA 203060, 000 ARZ
1411997 1,444,000 B,214,000 5,470,000 21 2,363,000 231
Ti1/1996 1,230,000 B, 320,000 5,090, 0600 19 2,223,000 229

See notes bto schodule of trend

irifFormal Lon.
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH QF PUERTO RICOD
Notes to Schedules of Trend Information
Juna 30, 2004

Sehedule of Funding Progress

The &chedule of Funding Trogress provides information about the
funded status of Lhe Sys=lem and Lhe progress being made in
accumulating sufficient assets to pay benefits when duc, The
information was obtained Ffrom the last actuarial report as
of June 30, 2003.

Schedule of Contributions

The Schedule of Contributions provides information about the annual
rogquired conlributions (ARC) and the extent to which contributions
made cover the ARC., Tho ARC is the annval required conlribulion
for the vear caleculated in accordance with certaln parameters,
which include acluarial methods and agsumpbtions.

T'he Sysgtem's Schedule of Contributions includes both Commonwealth's
and participating empleoyoc's conbribubions as Lhe Commonweallh's
contributions, ultimately, should cover any deficiency between the
participating omployees' conbribulions, Lthe pensicn benelits and
the System’'s administration costs.

The information was obtained from last actuarial report  as
ol June 30, 2003.

Actuarial Ddta

The informabion preseonted in Lhe required zupplementary schedules
was determined as part of the actuarial wvaluations at theo dates
indicaled. Starting July 1, 2001, the actuarial valuation is being
performed overy bwo years. Additional informalion as of Che lalesl
actuarial valuation follows:

Valuation Dake July 1, 2003
Actuarial Cost Method brojected unit oredit cost method
amortizalbion Melhod Lovel porcontage of the projected pavroll
Femaining Amortization Period 23 years
Aszgoel Valuation Mothod Market wvalue
Aotuarial Aszumphions:

Tnvesbment cale of celurn* B.5%

Projected zalary increasgs® 5%

Morkalily Rabe Croup Annuilky Tablce for 19B3

Cost ot living adjustment Hone

* Includos inflation at 3.5%
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