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Indapendant Aditoxrn' Reporb

The Hoard of Trusteca of the
Employess’' Retirement Systew
of the Government of Uhe
coumenwaalth of Puerko Rico:

We have audited the accompanying statements of plan nstb assets of the Employeas’
Retircment Syetem of ths Government of the Comnonweallh of Puerto Rico (formexly
Enployees’ Retivemsnt System of the Government of Pusrto Rico and its
Instrumentalities) (note 1) (the System) as of June 30, 2005 and 2004, and the
related statements of changes in plan net asssts [or Che years then snded. These
financial statements are the rssponsibility of the System's management. Qur
reaponaibility 13 to axpress an opinion on thene Einancial ntatemente based on

ouyr awdiiag,

e conductod our audits in accordance with audlting standards generally accepled
in the United States of America. Those standards requive that we plan and
perform the audit to ohtain reasonable aspurance about whether the Einancial
ntatementis are free of material misstatement. #An awdit includes examining, on a
besl hasis, evidence supporting Che amounts and disclosures in the finaneial
atakements. An audit aleo includes assesgsing the accounting principles used and
gignificant estimabtes made by management, as well as evaluating the overall
fipancial statement presantation, e balieve that our audits provide a reasonable
basgis for our opinion.

In our opinjon the Finangial statements referred Lo abovae present fairly, in all
material respacty, the net assets of the System at June 30, 2006 and 2004, and
the changes in its net assgets for the years then ended in conformity with
aceounting principles generally accepted in the United States of Emexica.

our audits were conducted For the purpose of forming an opinion on the basic
financial statements taken as a whole, The accompanying Managepont's Discussion
and Analyeis preseonted on pages 2 through 12 and supplemental schedules of
employera’ contributions and funding progress preacnted on pages 40 Lhrough 42
are supplementary knformation requived by the Uovernmental Accounting Standards
Board, and are not a reguired part of the basic financial statements. We hava
applied certain limited procedures, which consisted prineipully of inquivies of
wanagemant regarding the methods of measurement and progentation of the
supplementary information. Heowaver, we did not audit Che information contained
in the Management’s Discussion and Analysis and supplemental gchedules and,
therefore, express no opinion on them.

Bocomber 21, 2005 %ﬂfd‘-, /2}03{%&;{4' /J é:) ,

Stamp Mo, 2107163 of Ethe Puerlo
Rico Sociely of Certified Public
Accouwnlants was afFfized o oviginnl.



EMPLOYEES' RETIREMENT B8YEBTEM OF THE GQOVERNMBENRT
OrF THE COMMOMNWEALTH OF PUERTO RICO
Managemenk’s Discussion and Analyais
June 30, 2005

Intzoduction

viithin this section of the Employees' Retirvement System of the Government
of the Commonwealth of Puerto Rico (Lhe System or ERS) amual financial
statements, the System's management provides a narrvative discussion and
analyais of the financial activities for the flsecal year ended June 30,
2005, The fipancilal performance of the 8ystem is discusced and analyred
within the context of the accompanying finanecial statements and
digclosures following this section,

Overview of the Financial Statements

Management Digscusgion and Analypia dintreoduces ERS' basic [inancial
statements. The basic financial statements include: 1) statements of plan
net assets 2) staLemenis of changes in plan net assets, and 3) notes Lo
the fipancial statements, ERY also includes additional informalion ko
supplement the basic financial statements.

Bagic Financial Statementy

The System’s financial acatementa coneist of btwo hbasic Ffinaneial
statements. These statements provide information about Lhe overall status
of the System. The Syatem uses full accrual accounting,

The first of the basic financial statomonts is the Statement of Plan Net
Aagets. This staktement includes all of the S8ystem’s assets and
liabilities, with the difference reported as nelb assebs, Overbipe,
increases or decreases in net assets may serve as a useful indicator of
whathar the financial position of the System as a whole iz improving or

deteriorating.

The second ol Lhe basic¢ Financial statement is Lhe Statement of Changes
in Plan Nst Assets, This statement reports changes in the Hystem's assebs
during the year. All current year revenues and expenscs arce included

reqardleda of when cash is received or paid,

The S8ystem is a pension trust fund of the Commonwealth of Pusrto Rico.
Pension btrust resources ave only held in btruet to pay recirement benefitsg
Lo participants.

Zavas, Monearzax & Co., CERTINED PUBLIC ACLOUNTANTS



EMPLOYERS' RETIREMENT BYSTEM OF THE GOVERNWNWENT
OF THE COMMONMWEALTH OF PUERTO RICO
Management’'s Discuszion and Analysis
June 30, 2008

Financial Highlights

A of Junc 30, 2005, the System has 52,503 million in Lotal assels
consisting, in summary of the following:

8 £1,367 million in marketable securities
s 541 million in alternative investments
o 5486 million in Lhe invesgtment in PRTA Holdings Preferred Stock

o 2465 million in loans to participanks

o 58 million in real estakte

o 444 millien in net ¢ash and equivalenta

o $92 wmillion in other net asscts

The following provides a comparison of certain items within the financial
statemenlts;

o ERS asscts exceeded liabilities by $2,327,871,000 (net assets) for
Lhe fiseal year reported when compaved to the prior year, for which
apsets exceeded liabilities by 52,141,442,000,

° The fair value of ERS investments (excluding the Investment in PRTA
Holdings Preferred Stock and participaits’ loans) at June 30, 2004
amounted to 51,407,816, 000 compared bto 51,310,835,000 at June 30,

2004,

o ERS funding ratic of the actuarial accrued liability at June 30,
2003 18 17 %,

o Invostment in PRTA Holdings Ureferred Stock at June 30, 2005

amounted bo $486, 080, 000 compared to $404,390,000 at June 30, 2004,

o Participants' loans amounted to 5$465,247,000 at June 30, 2005
compared Lo 5369,203,000 abt June 30, 2004.

The financial statements of the System for the fiscal year ended June 30,
2005 present an increase in nel assels as comparcd to the prior fiscal
year of approximately 5186 million, This increage was mostly the result
of an increade in the fair value of marketable gecuribies of 597 million,
plun an increase in the fair value of the Investment in PRTA Holdings
Proferred Stock of $82 mwillion and an increase of $96 million in the
loana portfelio, offset by a reduction in nebt cash of %2 million, a
deorepaze of 55 million on account receiwvable and an incyrease of 582
million in the liabililies,

Favas, Momazzant & Cou CERTIFUD PULLIC ALCOUNTANTS



EMPLOYEES' RETIREMENT HYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysia
June 30, 2005

Our investmenlt portfolic was re-structured during Fiscal yeax 2003, to
implement an asset allocation that would fulfill the System’s cash flow
needs as well as sustain an appropriate growth and return, The new asset
mix and investment management structure provided asaet growkh, cash
income and savings in management fees.

For Einancial statemsnts purposes, Lhe amount of securities that as of
June 30, 2005 were involved in the securities lending Eransactions was
presented with the required disclosures, according to Lhe current
government accounting pronouncemenkts. For the fiscal year Z005, incomo
from the custodian scourities lending activity amounted to approximately
$124,000.

Rudget Highlights

For the Fiseal year 2005, the Board of Trustecs approved a budget of
£36.2 million for the adwinistrative and operational expenses of the
System. For Lhe fiseal year 2006 the budget approved amounts to $37.8
million,

Manter Repurxchase Agreenent

The Roard of Trustees approved on June 28, 2005 a Master Repurchase
Agreement for the amount of $150 million, of which only 5138 million were
uaed az of Juna 30, 2005.

This alternative reprosents a collateralized borrowing and was used to
cover Lhe overdraft with the Department of Treasury. The transaction waa
recommended because of geood cellateral pricing, easy collateral transfer,
weighted average rate cost less than L.I,B.0.R. and the Callan Ausnociate
Endorsement, This overdralfl was wmainly caused Dby the debt from
Corporations, Municipalities and Central Government Lo the Employees’
Retirement System.

The Repurchase Agreement was due on September 29" 2005, but it is
renewable for 90 days.

Investment in PRTA lloldings Preferved Stock

Mg Lurther explained in Note 6 of the financial statements, on Jung 24,
1998, the Benate and the lHouse of Reprepentatives issued Joint Resolubion
2093 to authorize the sale of 50% plus one stock of the Puerto Rico
Telephone Company (PRTC) stock te a joint wventure arranged by GTE
Holdings (Puerto Rico) LLC (now, Verizon Communications) and Popular,
Inc. (the Buyecrs). The Joint Resolution 209 further designated the use of
the product of the Original Sale and orxdered that the stock that was neot

Favas, MoRzant & Cos, CERTIFIED PUERELG ACCOUN AN TS



EMPLOYEES' RETIREMENT SY3STEM OF THE GOVERNMERT
oy THE COMMONWEALIH OF PUERTO RIQO
Management’s Digcusgszion and Analyais
June 30, 2005

sold on the Closing Date of the First Sale, as defined by the Resolution,
be Lraneferred to & subnidiary o be oreated by the Government
Dovelopment Bank (GDB), to be held and disposed for the benefit of the
Government Rebirement System,

Subsequently, the GDE created a subsidiary, known as PRTA Holdings, to
hold the remaining stock on behall of rthe Sovernment Rebivement Syslem,
On December 28, 2000, PRTA lioldingas issued and uasoeighied its non-
cumulative, non-veting preferred stock bo the System, entitling the
System Lo receive all cthe future benefits genervaled by the Puerto Rico
Telephone Company (TELPRI) steck retained by the Government.. During the
fiscal years ended June 30, 2005 and 2004, the System reoceived 514.9
million and %$3.4 million, respectively, in dividends from TELPRI,

For financial statements purposes, as of June 30 2005, the investment in
brYA Holdings Preferred Stock is presented based on Lhe estimated value
ay of PDecombor 31, 2004 of the TELPRI stock, considering 7,000,000 sharos
at $69.44 per share for a total value of approximately 5486 million.

Funding Statuy

The Employees System is the largeat fund in the Island and it ia the one
facing the most significant challengca. This system, created by Act 447
of May 15, 1851, had the main purpose of attracting and retaining
personnel in the government labor force,

Since its inception, the System lacked propey plamming and the levels of
contributions were yelatively low (and still remain low in cemparison to
the lovel of benefita)., Besides, all retirement gystems in place hefore
1951 were merged into Lhe Hystem, which then had Lo absorbh all their
unfunded liabilities, Afterwards, in 19873, the benefits structure was
enhanced however, without the appropriate increase in the contxibulion
levels. As more people joined the government labor Fforce and then
retived under the new enhanced benefit structure, the gap hetwoen the
assets avallable to pay benefits and the acbuarial obligation started its
sleeping course,

In 1%%0, in an effort to contain the increase in the wnfunded liabilivy,
tha heneflt zlructure was modified, bagically to decresase Lhe benefits
antl Lo postpone the robivement age from 55 to age 65 in ovder bo provide
a structurec more affordable. Also, the level of contributions was raiged
and the Law 447 was amended Lo provide thal any increass in benefits will
reguire actuarial studies and musk ntabe the Financing source.

Zavas, Momszeaxt & Coo, CERTIFED PUBLIEC AUCOUNTANTS



EMPLOYEEH' RETIREMENT 8YSTEM OF THE GOVERNMERT
OF THE CONMONWEALY'H OF PUBRTO RICO
Management’'s Discussion and Analyals
June 30, 2005

Ten years after, the sleeping course of the unfunded liability reguired
further action. As a result, the defined benefit plan was totally closed
to new participants joining the System on or alter January 1, 2000, To
provide a retirement alternative, the Government created a defined
conLribution plan funded only by employees’ contributieons. The new plan
is known as the Relivement Savings Account Program or System 2000, Under
System 2000, the employers' contributiona continue at Lhe dgame level as
the defined bensfit plan, but are being uged to capitalize the defined
henefit plan thal was closed. Alsc under System 2000, the disgability
henefits aro to be provided through a private insurance long kerm
disability program to those participanty thal voluntarily clect to enrell
in such program, Subsgequent to June 30, 2004, on September 15, 2004, Law
296 was enactod to amend the dispogitions on Law 305 regarding
dishursements and the disability benefits program. After the amendment,
any participant that leaves public service may request that Lthe balance
in his/her savings account be transferred Lo a gualified retirement
vehicle such as an individual retirement account or a qualitied
retirement plan in Puerto Rico. Law 296 also provides flexibility on tha
establighment of the disability program; but still, the cmployeecs must

finance the program,

Presently, the Employces' System consists of three different benefit
structures, which are administrated according ko their specifications in
the Law. For all participants in the defined benefit plan, the level of
contributions established by law is B8.275% of the empleoyce salary. Under
System 2000, employees’ contributions rvange from 8.275% to 10% of the
salary, as speccified by the employee, Under all structures, employers?
contributions are stated by law at 9.275% of the employes salary.

The System presented legislation on Lhe increase in the employers and
employees contributions. Thia incrcase will be in a 2 ysar scale level
from 8.275% thru 10% for Lhe employees and in a 5 year level Lrom 9.275%

thru 12.50% for the emplovers,

In Fimcal years 2000 and 2001, the System reached ite highest levael of
capitalization, having a 24% and 25%, respectively. Particularly in
2000, as the System marks its investments at marxket value, it recognized
the double-digit positive returns on ita investment portfolio that was
directly related to the market performunce during the years 1932 and
early 2000. In Fiscal year 2001, although alrcady impacted by Lhe markal
downturn phase that started in late 2000, Lhe System rccognized as part
of its assetz a conbribution of 8701 million consilating of the investment
owned by the Government in the Puerto Rico Talephone Company. The amount

Favas, Morazea & Cog, CERTIEID PURLIC ACCOINEAN IS



EMPLOYEES’ RETIREMENT BYBTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Managemenk's Discussion and Analysis
June 30, 20085

racognized was based on the appraisal wvalue of the PRTC stock at
December 31, 2000 as determined by an independent appraiser. AL June 30,
2001 the recognition of that contribution offast the significant decrease
in the Bystem's Lotal assets caused by the market downside.

An a yesull of the events of Scptomber 11, 2001 and afterwards, the
corporate corruption cases, the warket suffered further lossen,
Therefore, the System's investment portfolic market wvalue decreased
further as it happened to other reotirement plans. In February 2002, an
additional 15% of the DRIC stock was sold for 5172 million und the
product was used to cover tha System's cash flow needs for cocurrent
pendion payments, Meanwhile, the appraised value of Lhe remaining shares
of the PRTC stogk dropped fxrom $529 million at June 30, 2001 Lo 5383
million at June 30, 2002 and to 5363 million at June 30, 2003. As of
Peoamber 31, 2004, Telscomunicaciones de Puerto Rico, Inc. held by the
FSOP is reasonably stated in the amount of 369,44 per share, ay expreosed
on a marketable minority basis, based on 25,000,000 shares issued and
ocubpbtanding.

On the other hand, the System’s actuarlal obligation continues its
inereasing trend as a result of the continuous increass in the
pensioners’ populalion and ite longevity and the Ffaclt thal incoming
pensioners have higher salaries and consequently, they are entitled to
even higher annuities., Since 1990, thers have been no other increases in
the employers or employees contributions to cope with those factors and
therefore, the level of contributions remains Jow in comparizon to Lhe
level of pension benafits,

Market esvents plus the continuous increase in the actuarial liability
have affected the Syatem's capitalization., Hased on the last actuarial
valuation at June 30, 2003, the System’'s funding ratio is 17%, the
actuarial obligation ia 511,191 wmillion, total assets amount ko $1,247
million and the unfunded liability is %9,244 million,

Faging an unstable market, in 2001 Management ildentified the need For a
portfolic restructuring. The System’'s portfoclic moved from a wvery
aggrazsive allocation (75%) toward equities to a controlled alleocation of
a maximun of 65% in equities. To enhance the expected annual return, the
strategy concentrated in the allocation of a 28% of the tetal portfolic
to the participants’ loans program with only 7% assigned to a core fixed
incoms strategy, Those loans actually provide a higher reburn and loweyr
rigsk in comparison to bonds, mosLly because Lhe Systom has the ability to
rise the inkterest rates charged, the repayment comes from payroll

Zavas, Mowarzant & Co,, CERTIFIED PURLIC ACCOTNTANTS



EMPLOYEES' RETIREMENYT UYHTEM OF WTHE GOVERNMENT
OF ‘THE COMMONWEALTH OF PUERTQ RICO
Management's Discussion and Analysis
June 30, 3005

deductions and the loans are guarantesd by participants’ accumulated
contributions., With the new asset allocation, the ammual expected return
is $.81%, which adeguately sustains the B.5% discount rale used Lo

compul.e the actuarial obligation.

To contain investment management fees, '10% of the domestic equitien was
allogated to an index fund that mirrors the S&P 500. This was done
because that segment of the market 1is fairly efficient and it is more
difficult for active managers to add value. This girabegy has provided
savings in investment managewmenk Lees exceeding one million dollavs per
year. The remaining portion of the domestic equities was 20% assigned to
a largs cap core aclive manager, 5% ko a small cap value manager and 5%
to a small cap growth value,

The restyructuring was completed in late calendar year 2002, and by the
first and scoond quartera of 2003, Lhe portfolio finally accompliphed
encouraging returns. For the semester ended June 30, 2003, the
acoumulated return was 8.84%, for fiscal years 2004 and 2005, the return
wag 16.64% and 9,18%, respectively, ‘'he new aseet allocation is the one
that fulfills the System’s needs and since it is more adequately
balanced, it provides protection in case of another markeb dowmburn.

"he &System's funding ratio is Management’s major concern. The System
faces the realily that benefits wera onhanced for many yeara withoub the
proper funding. Moreover, the System’s funding 1s an important element
in our credit analysisz for government'a bond issues. In Fact, the
unfundad liability is indeed, a long-torm obligation of the government
that noods to be taken into conyideralion by ths credit rating agencies,

The hottom line is that the capital wmarkets by themselven cannot solve
cur funding proklem alone, Somehow capital contributions must be
increased and/or tha liability muat be reduced. Management has come up
with reocommendations to improve Lhe System's financial health. Among
thoge stands out the following:

a Inoercase 1n enployees’ and employers’ contributions;

L lesuance of Pension Obligation Bonde with debt szerviece being
provided by the Generasl rund.

Government hasg already contemplated and evaluated favorably the igsuance
of 52,000 million in Pennion Obligatlion Bonds and providing a atep
increase in the level of contributions te 10% Lo the employees in two
yvears and to 12.5% to the employers in the naxt five vyears. If
implemented, Lhose Lwo ataps will improve tho System’s capitalization and
will provide additional cash [low for the upcoming years.

A, Mugtnzgans & Con, CERUEED PUBLIC ACCOINTANTS



EMPLOYEES' RETIREMENT SYHTEM OF 'L'Hi GOVERNMBENT
OF THE COMMONWEALTH OF PURRTO RICO
Management’s Discuasion and Analyals
Juna 30, 2005

The budget of the government of the Commonwealth of Puerto Rico Lor the
fiscal wyear 2005-2006 was nolk approved. As established Iy the
Congtitution, the same amounts budgeted for Ffiscal yeay 2004-2005 s0ill
in force, However, the dystem has Lo comply with certain special laws
raguiring the payments of certain benefits which amounts increased for
2005-2006, Since the reguired resources were not budgeted it is
anticipated that the System will incurred in a defielt in the amount of
8329 million.

Increase in Econowic Benefits for Retirees Established in fincal years
2003, 2004 and 2005

Por Ffiseal years 2003, 2004 and 2005, the Government of Puerto Rico
granted several bonefilts and measures to the System's rebirees to help
Lthem cope with the increase in the cost of living, which consisted of:

e Summer Bonus of 4100 payable annually every July, starting July
2003;

8 Modicine Bonus of 5100 payable annually every July, gtarting July
2003;

o Increase in the Christmas Bonus from $300 to $400 annually avery

December, starting December 2003}

° Increase in the minimum monthly pension benefit frem $200 Lo 5300,
effective January L, 2004;

L Increase in the monthly cmployer contribution for the uwedical plan
from $40 to 3100, effective January 1, 2004;

L] Two increases of 3% in all pensions effective on January 1, 2001 and
January 1, 2004,

a Increase in the pension benefit for windows and/or benaficiaries
from 30% Lo 50% of Lhe benelil received by tho deceascd rotires,
effective January 1, 2004,

o Increage in death benefil f£rom $750 Lo 51,000

o Increase in the Christmas Bonus from $400 to 3500 annually every
December, stavting, December 2005,

Zavas, Meneavzan & Co,, CERTIFED PURLIC ACCONNTANTA



EMPLOYEES' RETIREMENT BYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysilo
June 30, 2005

o On September 15, 2004 the lLaw 2%6 established that Lhe refund paid
to the employees who resign from the Commonwealth and retirvees who
receive the contribution plan would be deducted 10% for the Treasury
Department.

o Increase from $500 to $550 and to £600 in the Christwas Ronus for
the retiree, effective on December 2006 and 2007 respectiwvely.

Following the requirements astablished by Law 1 of Pebruary 16, 1930,
these benefits are [inanced Lhrough legislative assignments in the
tieneral Fund with vespect to Central Government retivees and [{inanced by
the Municipalities and public corporations with respect to their
ratirees,

Initiatives to Provide Botter Sorvices to Our Participanks and Retirces

The System serves around 180,000 active participants and 93,000 retirees
and beneficiaries helonging to 140 different employers. Tt provides a
range of close to 50 diffsrenl Uuypes of services to 1ts clientele,
inoluding pension applications, disability bensfits, mortgage and
peracnal leoans and the collection and application of unpaid services,
Becauge ol Lhat, our clientele frequently demands fast scervices, access

to information and benefits orientation,

During fiascal year 2003, the 3ystem launched several initiatives to
improve its services to its participants and retirees. They are:

L] TRILERETIRO - a telephone calls center to provide information about
benefits and services. TELERETIRO cperates through a toll-frae
number, with extended hours including Saturdays,

o Pra Retirement Orientation Programs - s complete orientation for
candidates [or rebivemaenl through a Lwo-days geminar where the
candidates recelve education regarding pension benefits, finanecial
and legal matters, and motivation bo plan and face a new stage in
Lheir lives,

o Personal Loans Program that provides the granting of perscnal loans
up Lo 55,000 with a 5 year Lterm.

In Docomber 2005 a new office for the Government Retirement System of
P.R. was opened on Mayagilez.

“Afys
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EMPLOYEES! RETIREMENT SYSTEM OF THE GOVERNMENT
OF 'THE COMMONWEALTH OF PUERTC RICO
Management’s Discussion and Analysis
June 30, 2005

The System’'s management has taken several steps to improve the
cperational efficiency and producgtiveness, including ths computerized
information systems. With a strong comnibment, the Systen's management
continueas its efforts to implement immovabive inikialives Lo provide even
better services Lo iks clientela and protect the System's financial

condition.

Tn 1998, ap part of an effort to comply with Year 2000 regquirements, a
personal loan application was implemented. Howeveyr, due te the magnitude
of Lhe perscnal loan business, that application proved Lo be Ltotally
deficient, limited to loan oviginalion and lacking integration with the
rest of the computerized applications. As a result, most administrative
funetions were unavailable making extremely difficult the aceounting and
collection of leana,

In year 2003, Management started the design and jmplemsntation of a new
pernonal loan application, named Aplicacién Integrada de Préstamos (AIPR),
which was designed tailor-made according to the System’'s needs and
integrated with the other computerized applications. In 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 portfolic. ha of June 30, 2004 the pexsonal loans
portfolic subsidiary was reconciled to the general lcdger accounts and
the necessary adjustments were made to provide fairly stated balancas,
With vyespect to any past due loans, Management estimstes that no
additional provision is necessary since all loans are guarantoced with
participants’ accumulated contrxibutions and aguyressive collection efforts
htave already started,

Requests for Information

The financial report is demigned to provide a general overview of Lhe
System's finances, comply with felated laws and regulations, and
demenolrate commitment to publie aceountability. Questions concorning any
of the information provided in this report or reguests for additional
information should he addressed to the Commonwealth of Pusrbe Rico
Government Ewployess and Judiciary Retirement Systems Administration, 437
Ponce de Ledn Avenue, Hato Rey, Puerto Rico 00918,

Al
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EMPLOYRES' RETIREMENT SYSTEM OF THE GOVERWMENT
OF THE COMMONWEALTH OF PUERTO RICO
gtatements of Plan Hel Assaba
Juna 30, 2005 and 2004
(In Thousanda)

Augels 2005

Cash and invegtmenis
Cash and cash equivalenla:

Peppaita at commercial banks o] 13,196
Deposits with Treasury Department
of the Commonwealth 11,982

Reposils with Government Development
Bank of Puerto lico:

Unrestricted 17,185
Restricted 1,678
18,773
431,851

Marketable securitics at fair value:
RBonds and notes 166,440
Stocks 1,200,133
rher investments 41,244
1,407,816

Loans and inteorest recsivable Lrom
plan mambers, net of allowance for
losgesn AR5, 2479

inveatment in PRTA Holdings, at

appraised value 486,080
Total Cash and Investmenta 2,403,054
heocounts receivablo:

Employers 34,655

Genoral Fund of the Commonwealth

of Puerto Rico 21,463

The Commonwealth of Puerto Rico

Judiciary Retirement Syatem 1,376

Invastment salos 2,090

Acerued intervest 2,209

Other 21,896
Total accounts reeccivable 83,689
Property and equipment, net 8,411
Ocher assets 7,764

Total asscts g 2,502,958

See accompanying independent auditors' reporl
and nobtesa to financial statements.

-12-
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31,453

1,140
32,993
45,6606

L0E, 441
1,162,762

41,632
1,310,835

369,203

404,390
2,130,094
32,656
11,014
3,472

606

2,288
38,662
88,698

B, 330
7,825

2,234,947
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EMPLOYEES® RETIREMENT SYETEM OF THE GOVERMNMENT
OF THE COMMONWEALTH OF PUERTD RICOD
Htatenenlts of Plan Wet Assets
Juna 30, 2005 and 2004
{In Thoupanda)

lLiabhilities 2005 2004
Securilties aold under agresments
to repurchase 5 138,000 -
Book overdraft - 58,028

Escrow funds of morcgage loans
and guarantes insurande roscrve

for loans to plan memberg 20,366 19,887
Invostment purchases 2,049 1,202
Other liabilities 14,642 14,388

Total liabilities __4175,087 93,505

Wet a=z=zets held in truskt
for pension benefits § 2,327,891 2,141,442

fee accompanying independent auditors' report
and notes to finaneial statements.
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EMPLOYBES! RETIREMENT SYSTEM OF THE GOVERRMENT
OF THE COMMONWEALTH OF PUBRTO RICO
Statements of Changes in Plan Net Assaba
June 30, 2005 and 2004
{In Thousands)

2005 2004
Mditiong:
Contributions:
Enployers = 374,823 330,338
Participating employecos 332,376 294,013
Leginlative Assignments under Law 127 14,731 14,553
721,930 638,902
Investment income:
Malb apprecialion on investments 186,643 258,702
Dividend incoms 19,112 6,693
Interest income 49,317 A3, 794
255,672 309,190
Lesas: Inveaktment expenses 3,750 ... 3,058
251,922 306,132
Othey income 7,925 _ 6,860
Total additions 981,777 951,894
Deductions:
annuities 713,814 672,578
Banefits under Law 127 14,731 14,553
Death bhensfits 10,894 11,099
Rafunds:
Employers 1,734 1,220
Participating employeas 17,947 18,768
19,681 19,989
Bet adjustments in the conversion
to a new loan application [(note 5) * 7,107
Administrative cxpenses 36,228 31,528
Total deductions TUs, 348 157, 854
Hat incroase in asscts held in trust
for pension benefita 186,429 1494, 040
Met assets held in trust for pension
henefits:
Begimming of year 2,141,442 1,094,402
End of ycar 5 2,327,871 2:141,442

Hee accompanying independent aunditvers' veport
and notes to Financial statements,
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EMPLOYEES' RETIREMENT SYBTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes to Financial Stabementa
June 30, 2005 and 2004

organization, and Summary of Significant Accounling Policies

Crganization

The BEmployses' Helivemenlt System of the Government of Commonwealth
of Puerto Rico ({(formerly FEmployses’' Retirement System of Lhe
Qovernment of Puerto Rico and its Instrumentalities) (the System)
was created by Act Wo, 447 on May 15, 1951. The System began
oparations on January 1, 1952, at which date, ¢ontribubiona by
enployerd and parvbieclpating employees commenced, The System is
considered an integral part of Lhe Commonwealth of Puerto Rico (the
Commonwealth) financial reporting entity and ia inaluded in the
Commonvaalth’a financial statements as 3 trust fund., The System, as
& governmental retirement plan, is excluded from the proviszions of
the Employee Rotirement Income Security Act of 1974 (ERISA).

The responsibility For the proper operation and administration of
the System is vested in a Board of Trustees, composed of Lwo
participating employees and one pensioner, who are appointed by the
Governor of the Commonwsalth, and Ffour Commonwealth government
agency repregentatives.

The following are the significant accounting pelicies followed by
the 8System in the preparation of its financial statementa:

Basis of Progontation

The acconpanying Ffinancial satatements have been preparcd on the
accrual basis of accounting in accordance with the provisions of
Governmental AccounlLing Standarde Board No. 25 (GASE No. 25),
“Finaneial Reporting for Defined Renefit Pension Plana and Note
Digclosures for Defined Contribution Plans”, Participating employescs
and employer's contributions are recognized as revonues in the
pericd in which the employee perviges are renderad, Benefits and
refunds are recognized when due and payable in acvcovdance with the
termeg of the plan.

{Continued)
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EMPLOYEES' HEPTIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Notes Lo Financial Statemantn

Organization, and Summary of Significant Accounting Policies,
Continued

tise of BEstimatcs

The preparation of financial statements in conformity with
accounting principles generally accepted in the United States
requires management to make estimates and agsunptions that affect
ghe reported amounts of net asgets held in Ctrust for pension
beneFits, and disclosure of contingent assets and liabilities at
the date of the financial statements-and the reported amounts of
additions and deductions to net assets held in Lrust for pension
benafits during the reporting period. Actual results could differ
from those estimates,

¢ash and Cash Equivalents

cash and cash eqguivalents consist of ‘“overnight deposita”
guaranteed by the custodian bank, and certificates ol deposits in
Government Developuent Bank (GDB) and a commercial bank. Reslricted
cash deposited with GDB consists of payments recaived from mortgage
1oain holders administered by the mortgage servicer, in the
gervicing of loans.

Markctable Becuritics

Mavketable securities are carried at faly value, except for certain
mortgage notes, which do not have readily delerminable fair values.
The fair value of notes, bonds and stocks is based on quotatione
obtained from national securities  exchanges. Securities

Erangactions ars accounted for on the trade date,

(Continued)
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EMPLOYEES' RETIREMENT SYBTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO NICO
Notea to Financial Statements

Organization, and Suwmary of Significant Accounting Policies,

Continued
Marketable Hecurities, Continued

Moxtgage notes acquired from third parties dare held Lo maturity and
are not readily marketable, Consequently, these are carrvied at
amortized cost.

Loans to Plan Membery

Mortgage, personal and cultural trip loans to plan members are
stated at their outstanding principal halance. Maximum amounts
that may be granted to plan members L[or mortgage, personal and
cultural trip loans are §100,000, 45,000 and $5,000, regpactively,

The System services mortgage Jleoans with aggregate principal
balanges ol approximately 516,594,000 and 519,989,000 ab June 30,
2005 and 2004, respectively, related Lo certain mortgages loans
sold to FNMA for a fee of 0.25%. The income for 2005 and 2004
amounted to $44,935 and 549,571, reapectively, and is recognized as
interest income in the accompanying statement of changes in plan
nat asgets,

In addition, at June 30, 2005 and 2004, the System repurchased
approximately $80,000 and 5148, 000, respectivaely, in mortgage loans
that were sold during fiscal year 1998 to Federal NHatienal Mortgage
Asscciation (FHMA). The sale contract stipulates that the Systen
muslk repurchase any loans with payments in arrears over 90 days.

Reserve for Life Insurance on Loans te Plan Members

Premiums collected and benefits claimed are recorded as additions
and deductions of the guarantee insurance reserve for life
ingurance on loans to plan members, respechbiwvely,

{Continued)
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EMPLOYEES' RETIREMENT SYSTEM OF THE GQOVERNMENT
OF THE COMMONWEALTH OF PUEBRTO RICO
Notes Lo Financlial Statements

The System is a cost-sharing multi-employer defined benefit plan
sponsered by the Cowmmonwealth. Substantially all full-btime
employees of the Commonwealth and itas Instrumentalities (Central
Government Agencies, Municipalities and Public Corporations,
including the' Syntemn) are covered hy the System under the Lerms of
Lhe Act Ho. 447 of 1951. All regular, appointed and temporary
amployees ol the Commonwealth at the date of employment become plan
members of the #ystem, ‘The System is optional for Govermnsnt
officers appeointed by the Governor and Head of Agoncies. At
June 10, 2005 and 2004, membership consisted of the following:

2005 2004

Retirvecs and beneficiaries
currently receiving henefits 93,103 91,830
Current participating employees 138,089 126,297
Total membership 231,152 18,127

The plan members of the System, other Lhan those joining the System
after March 31, 1890, are eligible for the benefits describad

balow:
Retivement Annuity

Plan members are eligible for a retiremsnk amuity upon reaching
Bhe Following ages

Policemen and Firemen:

50 with 25 years of eredited service
58 with 10 ycars of credited service
Other Employaen:

55 with 25 years of credited spervice
58 wilkh 10 years of oredited service

(Continued)
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EMPLOVEES ' RETIREMENT BYSTEM OF THE GOVERNMENT
OF ''HE COMMONWEALTH OF PUBRTO RIGO
Motes tEo Financdial Statements

Plan Description, Contipued

Plan members are aligible for monthly benefit paymenbts determined
by the application of stipulated benefit rations te the plan
membear' s average compensation. Average compensation is computed
hased on the highest 36 moenths of compensation recognized hy bhe
Hyuten, The annuity, for which a plan member is ecligible, is
limited to a mindimum of 5300 per menth and a maximum of 75% of Lhe

average compomsation,

Merit Annuity

blan membeys arve eligible for merit annuily with a minimum of 30
years or more of credited service. The ammuity for which Lhe plan
menbar ia eligible iz limited bto a minimum of 65% and a maxdioum of
75% of the average compensabion.

peferred Retirement Annuity

A participating employee who ceases to ke an employee of the
CommonwWealth after having accumulated a wminimum of ten yoars of
credited service qualifisa for retirement bsnefits provided his/her
conbributions te the Hystem are left within the System until

attainment of 58 years of age.

Coordinated Plan

On the Cogrdinated Plan the participating employee conbtributes a
£.776% of the monthly salary for the first 3550 and 8.2758% For the
excesa over 5550, By the timo the employee reaches 65 years old
and beging Lo receive aocial security benefitsz, the pengion

benefites aro reduced by the Eollowing:

o 4165 per wmonth 1f retired with 55 years of age and 30 years
of oredited nmexvica

° 5110 per month if retired with less than 55 years of age and
30 years of credited service

8 All other between 582 and 5100 per month
o Digability annuities under the coordinated plan are also
adjusted at age 65 and in some cases can be reduced over 5165
por menth
(Continued)
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EMPLOYEES’' RETIREMENT BYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Nokag ko Finanagial Statements

Plan Description, Continued

Hon-Coordinated Plan

on the Non-Coordinated plan the participating employee contribules
an 6.275% of the monthly salary and does not have any change on the
pension benefits upon receiving social ascurity benefits.

Reversionatry Annulty

A plan member, upon retirement, could elect to receive a reduced
retirement annuity giving one or more benefit payments to his/her
dependents, ‘The life annuity payments would start after the death
of the retirvee for an amount nol less than $240 yearly on grealber
than the ammuity payments being received by the retiree.

Oc¢eupational Disability Annuity

A participating employee, who as a direct result of the performance
of hig/her occupation is totally and permanently digabled ia
eligible for a disability annuity of 50% of the compensation
receivad at Lhe btime of the disabilivy.

Hon-occupational Disability Annuity

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

{Continued)
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMBNT
OF THE COMMONWEALTH OF PUERTO RICO
Nokes to Financial Statements

Plan Description, Continued
beath penefita

Occupational:

o Surviving spouss - annuily egual to 50% of the participabing
employee’s salary at the date of the death.

e Children - $10 per month for each child, minor or student, up
to a maximum benefit por family of 100% of the participating
employee’'s salary at Lhe date of the death. If no spouse
gurvives, or dies while receiving the ammuity payments, esach
child, 18 or under, is cligible to receive an ammuity of 520
per month up to the attainment of 18 years of age or the
completion of his/her studies,

Non-occupational :

e Beneficiary - the contributions and interest accumulated as
of the date of the death plusa an amount egual to bthe annual
compensation at the time of Lhe death.

Pont-retirement :

o Beneficiary with surviving spouse age 60 or over and child,
18 or under, up Lo 50% (60%, if not covered undex Tiktle IY of
the Social Security Act) of retiree's pension or otherwise
the excesa, if any, of the accumulated contributions at the
time of retiremenl over the total annuity benefits received
before deach, limited to a minimum of $Y50.

Refunds

A participating employee who ceases hisg/her employment with the
Commonwealth without right to a retiremsnt ammuity has the right to
a refund of the contributions to the System plus any interest
earned therson.

{Contimued)
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EMPLOYERES' RETINEMENT ZYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTI OF PUERTO RICO
Noted Lo Finanoial Statemaenba

Plan Description, Continued

Amendments to Benefits Structure for Plan Members Who Joined the
System on or After April 1, 13950

Act No, 1 of February 16, 1920 made certain amendments applicable
to new participating employees joining the Hystem effective
April 1, 1980, ‘rhese changes consist principally of an increase in
the retirement age from 5% to 65, a decrease in the benefitc
percentage of the average compensation in the occupational
disability and occupational death benefits anmuities from 50% Lo
40%, and the climination of the Merit Annuity For participating
employees ({except policemen and firemen) whe have complcted 30
yvears of creditable nervice.

Cost of Living hdjustment for Pension Benefits

Act Mo, 10 of May 21, 19922 provided for increases of 3% every Chree
yeara, of the pensiona paid by the System to those plan members
with threec or more years of retircment. The Act requirves [urther
legislation to grant this increase every threce years, subject to
the presesntation of ackuarial studies regavding its costa and the
gource of financing. To protect the financial health of the System
the incyease granted during 2001 and ths one granted on January 1,
2004 are being Financed through grants Erom the deneral Fund and
contributions from municipalitics and public corporations,

Early Retirement Programs

During fiscal years 1999 and 2001, the Government provided two
early retirement programs, To avoid any economic impact on Lhe
system, the employer is vesponsible for contributing to the System
the amounts Lo cover the bhenefitc payments and the employer and
employee contributions with respect to the participants covered
until the participants roach the normal retirement age. Presently,
the System billa regularly all Lhe amounts for which the employers
ars responsible,

(Continued)
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EMPLOYEES' RETIREMENT BYSTEM OF THE GOVERWMENT
OF THE COMMONWEALTH OF PURERTO RICO
Notas to Pinanclal Statemenbs

Plan Description, Continugd

Amendment: to Aclk No. 447 Effective January 1, 2000 to oreste a

On Scptember 24, 1999, Law 305, an amendment Lo Act No. 44Y of
May 15, 1951, which crcated the System, was enacted to establish a
defined contribution plan, known as System 2000 Lo cover employees
joining the System on or after January 1, 2000,

Fmployees participating in the current system az of December 31,
1999, worc allowed to elent either Lo stay in the defined benefit
plan or transfer to System 2000. Persons joining the Government on
or after January 1, 2000, are only allowed to become members of
Syatem 2000.

System 2000 iz a hybrid defined contribution plan, also known as a
cash balance plan. Under this new plan, there will be a pool of
plan assets, which will be investad by Lhe Systom, together with
those of the current defined benefit plan. The Commonwealth will
not guarantee benefits at retirement age. The annuity will be
bagsed on & formula which assumes Chal each year the employco's
contribution (with a minimum of 8.275% of the employee’s salary up
to a maximum of 10%) will be invested as instructedi by Lhe suployes
in an account which either: (1) earns a fixed rate bascd on the
two-year Congbtant Maturity Treasury Notes ox, (2) earns a rate
egqual to 75% of the return of the System’s investment portfolio
{net of wmanagemant fees), or (3) carns a combination of both
alternatives. Participants veceive periodic account statements
gimilar to those of defined contribution plans showing their
accrued balanceg. Disability benefits are not granted under Sysbtem
2000, rather should be provided teo tchose participants that
voluntarily elect to participate in a priviate insurance long-texim
disability program, The employers’' contributions (9.2Y5% of the
cmployee’s salary) with respect to employess wndor System 2000 will
continue but will be used to fund the defined benefit plan.

Systen 2000 will reduce the retirement age from 65 yearn to 60 for
those employees who Joined the current plan on or after
January 1, 2000.

{Continued)
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EMPLOYREES’ RETINEMENT SYSBTEM OQF THE GOVERWMENT
OF THE COMMOWNWEALTH OF PUERYTO RICO
Hotes to Financial Statements

Plan Description, Centinued

At June 30, 2005 and 2004, System 2000 memborship within the
System’a total membership eonsisted of the Following:

20086 2004
Current participating smployess 41,545 31,463

Funding Policy

The contribulien reguirement to the System is established by law
and is not actuarially determined. Required employers'
contyributions consist of 9.275% of applicable payrell in Lhe cases
of municipalivies, Central Government and public corporations.
Required cmployes contribulion congists of 5.775% of the first 5550
of the monthly salary with the excess at 8,276% for the coordinated
plan and #.2%5% of the total monthly wmalary for participating
employecs’ contributions tor the non-coordinated plan. Commenwealth
contributions should ultimately cover any deficiency between Lhe
participating employers’ and employees' contributions and the
System’s pension benefit obligations and administrative costs.

The System received grants from the General Fund of $112.4 milllon
and $137.8 wmillion in 2005 and 2004, respeclively to cover special
laws . The grants are accounted as a reduction of benefits
payments, excopt for approximately $14.7 million and $14.6 million
in 2005 and 2004, respoctively, which are granted under the
provisions of Law No, 127 of 1958, that covers the occupational
disability of firemen, policemen and other personnel disabled
during high rigk circumstances.

The System, besides the contributions received from participants
and employers, also receives legislative appropriationa  from
apecial laws Lo cover additional benefils and the increase in
henefits to retired employees. In the past years there have beean
laws that granted additional benefita; such as, Summer and
Christmas bonuses, medical plan contributiona, and wvarious
{inereascs in cost of living allowances (3%), among others, Most of
Lthe Ffunds used to cover these benefits are budgeted by the
Ccommonwealth through leglslative appropriations,

{Continuad)
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EMPLOYEES' RETIREMENT BY¥STEM OF THE GOVERNMENT
OF THE COMMONWEALYTH OF PUERTO RICO
Wotes to Fipnancial Stabements

Funding Policy, Continued

Up te Junc 30, 2005, the Systom had to cover approximately $77.4
million Crom iLs resourcesn bhal should have been received through
special laws. Of thig amount $17.5 million are includsd in tho
financial statements as receivables from the Commonwealth, the
remsining amount. has not been acerued pending a final revieion by
the System and the acceptance by the 0ffice of Management and
Budget of the Commonweslth.

Calculations of the present value of benofits under the System were
made by consulting actuaries as of Junse 20, 2003, using the
projecled unit  eredit sctuarial  cvost  method, Sianirligant
assumptions underlying the actuarial computations include: (a)
assumed rate of return on investmants of &.5%, (b)) assumed compound
rate of wage increases of 5% per year, and (v) assumed wmortaliby
rate based on the Group Annuity Table for 1583,

The actuarial accrued liahility was approximately $11,181, 357,000
as of June 30, 2003. AL June 30, 2003, the unfunded actuarial

aceorued liahility was approximately $9,243, 955,000,

The Legislature of tha Commenwealth enacted Act No. 1 of
Felbruary 16, 19%20 to improve the solvency of the System Efor the
naxl 50 yeavs. Amnmorng other provisions, the legizlalion noreases
the level of contributions te the Syatem, reduces the benefits for
new parbieipaling employess and increases Lhe retirement age Lrom
55 bo 65 years. Further, throuwgh Act 305 of September 24, 1559,
the defined benefit plan was ¢losed and a defined contribution plan
was crealed (as described in Note 2] Ffor all parlicipanlsa who obart
working for the Commonwealth ecffective Januwary 1, 2000,

Ag  an euployer, Lhe Syatem hag  conbribuled §1,506,000 and
81,287,000 which represcenkbed its  conbtractually  required
contribuntion for the years ended June 30, 2005 and 2ﬁﬂ4,
respeabively.

{Conkinued)
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EMPLOYERY' WETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWHEALTH OF PUERTO RICO
Notea Lo Financial HBtatemenbta

Cash and Investments

Casgh Deposits

At Jupe 30, 2005, the aggregate carrying amount of cash deposits
and cash equivalents held by the System was approximately £44.0
million, which inecludes 513.2 million at commercial banks, $18.8
million at the Governmant Development Bank for Puerto Rico (GDB)
and $12.0 million at Treasury Department of the Commonwealth of
Puerto Rico. Al June 30, 2004, the aggregate carrying amount of
cash deposits and cash equivalents held by the System was an
overdralt of approximately $512.3 million, which includes £12.7
million at commercial banks, 533.0 million at GDB reduced by an
overdraft of %58.0 million at ‘I'veasury Dapartment,

The following Lable presents the carrying amount and the
corresponding depository bank balances as of June 30, 2005 and 2004
{in thousands) :

2005
Cavrying  DepesiLory
hmount Bank Ralance
Deposits at cdmmercial banks $ 13,196 13,198
Depogita with Treasury Department 11,982 (95,540)
Deposits with GDB:
Unrestricted 17,1956 14,414
Reugtrictad 1,578 1,578
18,773 15,992
$ 43,951 (6G.352)
2004
Carrying Depogitory
Amount Bank Balance
Lapoaits abt commercial banks 512,673 12,6713
Deposits with Treasury Department (58,028) 26,746
Deposits with GDB:
nrestricted 31,853 47,101
Restricted 1,140 1,136
32,993 18,237
$(12,362) 87,658
(Continued)
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EMPLOYEES® RETIREMENT HYSTEM OF THE GOVERMMENT
OF THE COMMONWEALTH OF PURRWO RICO
Motes to Financial Statements

Cash and Investmants, Continued

The &13.2 million and the $12.7 million depoaited at commercial
banks for yeavra 2005 and 2004, respectively, are insured by the
Federal Deposit Insurance Corporation up Gto $100,000 or
collnteralized with sccurities held on behalf of the System by the
Secretary of the T'reasury of the Commonwealth of Puexto Rico, or
Lhe Secretary's agent in the name of the Secretary.

As of June 30, 200% and 2004, funds deposited at GDR for 316.0
million and £48.2 million, respectively, are uninsured and
ungollateralized.

Pursuant to present stalutes, deposits of Financial institutions,
other bthanm with GDB, shall bs in banks designatad by the Puerto
Rico Secretary of the Treasury as depository institution of public
funds. Such deposits are guaranteed by sufficient collateral under
the name and custedy of the Secretary of the Treasury.

AL June 30, 2005 and 2004, cash conzists of deposits in banks and
ip categorized following the "Guide to lmplementation of GASE No,
3, "Deposits with Financial Institutions, Investments (including
Hepurchase Agreements), and Reversa Repurchase Agreements”, ad
amendead,

peposits with financial inptitutions are subject Lo custodial
credit risk when they are not covercd by depository insurance and
have one of the thras following characteristica (GABB-40,

paragraph 8):

k2% Uncollateralized (no securities are pledged to the depositor
governmenl) .

2. Collateralized with securities held by the pledging financ¢ial
ingtitutien.
a. Collateralized with securities held by the pledging financial

institution, or by its trust department or agent, bul neot in
the deposilor government's name.

{Continued)
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EMPLOYERE’ RETIREMENT SYSTEM OF THE COVERNMENT
OF THE COMMOMWEALTH OF BUERTO RICO
Notes to Financial Statements

Cash and Investments, Continued

Custodlal Credit Risk Relaled Lo Beposits

Custodial credit risk is the risk that, in the event of a bank
failure, the Bystem's deposits might nolL he rocovearad. A of
June 30, 2005 and 2004, $16.0 million and §75.0 million,
respectively, of the System’'s deposit balance of $(66,352) million
and $87,656 million, respectively, was exposed to custodial credit
risk since il was uninsured and uncellateralized.

Invostnents

The following table shows the fair walue of the investments in
markekable securities held by the 8ystem as of June 30, 2005 and
2004 (in thousanda):

2005

FWaighled

Average

Fairx Maturity

Investment Type Value AYears)
.4, Treasury esegurities 5 64,552 0.14
U.8. Government agencles securities 25,127 0.74
follateralized mortgage obligabions 9,783 0,22
Corporate bonda 66, 4748 4.46
Domestic mutual funds R0, 524 MR
International mutual funds 334,275 N/A
omestic corporatas stocke 285,333 H/A
Alterpative Investmonts 41,244 _H/A
Tatal 51,407,816 5.56

2004

Heighlod

RvVerage

Fair Maturicy

Invoeatnent Type Value (Years)
7.8, dovernmant agencies sccurities L 10, 087 1.41
Collateralized mortgage obligations 13,250 0,74
Corporate bonds B3,116 9,30
Domestic mutual funds G601, Bb3 H/h
Iinternational mutual funds 295,562 Y
bomeskic corporate stocks 264,347 M/in
Alternative Investmonts 41,632 _B/n
Total 3 1,}19,H3§ 11i.5Y1
(Continued)
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EMPLOYHES' RETIREMENT SYSTEM OF THE GOVERNMEHNT
OF THE COMMONWEALTH OF PUERTO RICO
Motes to Finanoial Statemenbs

cash and Imvestments, Continued

Investments, Continued

Alternative Investmenks include the following:

Cenlrk-
ralu of Tokal tationr
goncitrant Cobadtsent To Uata 1 Fair ¥aluo
Grups Uuayscan, Ioc.
Guayacdn Pond of Fumds, LP sepb. 1956 §a5.000,009 21,279,083 17,045,040 11, 49a onb
udyacan Fand of Funds 11, L0 fun. 1344 75,000,000 15; 639,468 18,330,495 14,913,034
Mivent-Morro Equily Partner, ina.
Guayacin Frivate rmiity Fuid, LP gon. 1339 E.000, DR B RAD, 022 2,337,817} 3,307 . 919
veneyura Capilal Fend, Ine, Wy, 1994 s, b 200,000 A0, k00 524,000
thase Capikal Farkners Equlty
Fund of Punda Cotrporate
Invesiors LI, LTID July 2000 0,900,000 ih, 0do,BES 1T, 180;234% 0,103,940
Haylipnesu Ray Homork, 8, en C. (3.E.} dely 1953 1,735, 188 1,798,780 1, an, a0 L
Tokal altormative (nvestmentcs 0,596, 750 G4.485.00% 63,080, 80 41.243.583

The inventment in Martipeau Bay represents an investment in a hotlel
resort that Ffiled Chapter 11 under the United States Bankruptcy
Cixde

Tha alternative investments have ag assets securities whose valves
have been estimated by the corresponding general partner or fund
manager., Market values are not available. tha estimated values
may differ significantly from the awounts that could ha obtalned
from dispositions or formal active markets if wore available.

interest Rats Risk

In accordance with its investment policy, the System manages its
exposurc to declines in fair valuea by gtructuring the investment
portfolioc so that securities mature to meot oash regquirements for
benefit payments, thereby avoiding the need to Bell segurities on
Lhe open market prior Lo maturity. Investments 1n eguity
securities are not subject to the maximum wabturity policy @ince
Lhey do mot carry a maturity date.

(Continued)
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EMPLOYERES! RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEARLTH OF PUERTO RICO
Notes o Finanoial Statements

Cash and lnvestments, Continued

Cracdit Risk

The System’'s inventment policy limits the invesLmenl in corporakte
debt securities to the top ratings iszsusd by nationally recognized
statistical rating organizations. The policy requires the debt
securities portfolic to maintain a minimum weighted average credit
guality of either “A" or better using either Standard & Poor's ox
Moody’s Credit Ratings.

Custodial Credit Risk Related to Investments

Investments held by Finaneial institutions are subject to custodial
eredil risk when they are uninsured or unregistered securities.
These may be classified in one of the following three categories:

Category A: Uninsured and unregistered investments held by the
governmental entity or held by the governmental
entity’s agent in the name of the governmental

entity.

Category B: Uninsurcd or unregistered investments held in the
name of tho governmental entity, but held by the
counterparty’s truskt departmont or the counterparclty’s
agent,

Catogory C: Uninsured and unregistered investments held by the
counterparty, the counterparty’s trust department, or
the counterparty’s agent, but not held in the

governmental snkity’s nane,

{Combinued)
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EMPLOYEEE' RETIREMENT SYSTEM OF THE GOQVERMNMERT
OF THE COMMONWEALYH OF PUERTO RICO
Notea to Financial Btatemonta

Cash and Investments, Continued

Custodial Credit Risk Related to Investwents, Continued

As of June 30, 2005 and 2004, the System’s investments held by
financial ipnstitutions were exposed to custodial credit risk as
followe:

2005 2004

Uninsured and unregisterad
investmenta held by the governmental
entity’s agent in Lhe name of the
govarnmantal entity, £ 1,366,572 1,269,203

Uninsured or unragigtared
investments held in the name of Lhe
governmental entity, but held by the
counterparty’'s trust depaviment or
the gounterparty’'s agent. =

Uninsured (5 unregistered
investments held by Lhe
counterparky, the gounterparty’'s
truat department, or the
counterparty’s agent, but not held
in the governmental entibty’s name. 41,244 41,632

$ ].407,816 1,310,035

Concentration of Credit Riak

No investment in marketable securities in any organization
represents 5% or more of Lhe System's net ansels hiald in trust for
pension benefibs.

Securities Lending Transactions

The System entered into securities lending Cransactions. The
System’a pecuritics custodian, as agent, manages the gsacurities
lending program and receives liguid collateral. At June 30, 2005
and 2004, the collateral received repreosents 103.27% and 103.15%,
respectively, of the fair value of the securities lent.

(Continuead)
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EMPLOYEES! RETIREMENT BYSTEM OF THE GOVEENMENT
gF THE COMMONWEALTH OF PUERTO RICO
Notes Lo Minancial Statements

Cash and Investments, Continued

decurities Lending Transactions, Centinued

Securities lending cbligations for which collateral was received al
June 30, 2005 and 2004 consisted of the following (in thousands):

Fair Value

2005 2004
Securities Lenb
U.58, Corporate Bonds S - 10,188
1,8, Equity 63,150 77,704
Total 2 63,150 87,892

The underlying collateral for these aecurities had a market value
of approximately $65,218 and $90,663 thousand as of June 30, 2005
and 2004 and was invested as follows (in thousands):

2005 2004
Buselt Backed Commercial Paper £ 19,037 14,3486
Reverse Repo U.H8. Agency Delivered B, 580 -
Reverse Repo Government Delivered g 66,680
Reverse Repo Mortgage Backed Tri-party 39,501 i
Master Note LEER 9,591
Tokal S 65,218 90,663

The System has very low credit risk exposure to borrowers. 'The
system’s rights to collateral are defined in the econtractual
agreement. There is excess collateral above 100%. 1In case of
borrower default, khe Zystem has immediate rights bto collateral.
Borrower’s creditworthincss is also proactively reviewed by the

Lending Agent,

{Continued)
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EMPLOYEES' REVIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
tiobtes bto Financial Statemesnbs -

Loans and Interest Receivable Lrom Plan Members

In June 2004, the System completed a significanL phase in the
development and implementation of a new computerized system for the
accounting and management of loana.

The process allowed the determipation ol the balance of interest
and charges receivable, For prior years the amount corvesponding Lo
intorest was not identifiable since the former system did not allow

guech determination.

The System was also invelved in the identification and validaktion
of a portfolic of loans that was not astivated in the former
system, but was part of the balance recorded in books,

The allowance for loan losses considersd Lhe results of the
updating of Files in the convergion to the new sysatem, in
management's judgment, it is more than adequate Lo absorb possibkle
credil losses and other adjustments ipherent in the loan portfolio.

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
funda. In addition, collections on lpang receivable are received
through payroll deductions.

The composition of loans and interest receivable from plan members
is summarized as follows (dollars in thousands):

2005 2004
Loans receivable;

Mortgage § 82,295 & 72,375
Peraonal 362,668 286,944
Cultural trips 19, 750 16,245
Potal loang Lo plan members 464,713 315,564
nceruved interest reccivable 14,771 7,876
479,484 383,440

Leust Allowance Lor adjustments
and losses in yeulizalbion (14,237) {14,237}

Takal loans and interest
veccivable, net 5 465 % 369,203

{Continued)
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENRT
OF THE COMMONWEALTH OF PURBRTO RICO
Hotes ko Financial Statements

Investuent in PRTA Heldings

On August 4, 1997, the Senate of Puerto Rico approved Law No. 54,
which authorized tlhe Government Lo commence negotiations to sell
the Puerto Rice Telephone Company (PRTC or TELPFRI). On June 24,
1998, the Senate and the House of Representatives issued Joint
Resolution 209 to authorize the [inal sale of 50% plus one share of
the stock of TRLERL to a joint venture created between G1l Holdings
(Puerto Rico) LLC (a subsidiary of Verizon Communications) and
Banco Popular de Puerto Rico (the Buyers) and to dausignate the use
of the sale proceeds,

In the same resolution, it was established that the shares of
TELPRL'B common stock that were not sold on the Closing Date of the
First Zale, ag defined in the Resolution, should be transferred to
the GDB, and further, lt also instructed GDB to create a subsidiary
Lo hold and dispose of that stock for the benefit of the System.
The Firat nale tcok place on March 2, 1998, After Lhe First sale,
the Government retained 43% of TELPRI's stock.

Subseguently, GUB created a subsidiaxy, known as FRIA Holdings aned
transferred the TELPRL's atocck retained by the Government to that
aubgidiary. on December 28, 2000, PFRTA Holdings issued and
assigned iks non-cumulative, non-voting preferved stock to the
gystem, cntitling the System to receive the benofits that the
TELPR1's stock would generate in the future, PRTA Heoldings'
capital struclLure consists of 100 shares of common etock at 50.01
each owned by GDB and 100 shares of non-convertible, mnon-voting
preferred stock, owned by Lhe Syatem. Az established by the
Articles of Incorporation of PRTA Holdings, the product of the
future sale of any shares of the TELPRI stock and any dividends
declared by TELPRI will benefit the Syatem.

puring the years ended June 30, 2005 and 2004, the Systom received
$14.9 and $3.5 million, respectively, conaisting of tha dividends
declared and paid by TELPRI.

In connection with the Tirst Sale of TRELPR1's stock on
March 2, 1998, the Buyer was granted an option, te purchase an
additional 15% of the TELPRI's stock at a fixed price of $45.94 per
share, explring on March 2, 2002, The Buyer cexercised the option
on January 25, 2002, ‘the total procceds from the oxercise of this
option amounted to $172 million,

({Continued)
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EMPLOYEES' RETIREMENT 8Sy¥8TEM OF THE GOVERNMENT
OF THE COMMOMNWEALTH OF PUERTO RICO
Hotes Lo Financial Statementsa

Tovestment in PRTA Holdings, Continued

As of June 30, 2005, the PRTA Holdings preferred ftock is presented
haged on its estimated wvalue per the most recent certified
appraisal made by an indspendent firm as of Recembear 31, 2004.

Ag of June 30, 2005 2004

Humher of shares 7,000,000 F,000,000
Estimataed price per share $ _69.44 g _67.77
Total value (in thousands) 5 486,080 § 404,390

Generally accepted accounting principles require pregentation ol
this investment based on its estimated value. Estimated valugs are
charactarized by greater subjectivity and imprecigion than
conventional historical cost informabion. Furbhermore, amounts
ultimately realized by the Syatem from the diaposal of the subject
asset may vary significantly from the nstimate presented.

Capital Assets

Capital assets include property and pquipment. Purchased capital
aasets are wvalued al historiecal cost. Capital asscts arec
depreciated based on the straight-line method over the assets!’
cstimated useful life. There is no depreciation recorded for land.
Generally, estimated useful livesa are as follows:

Building and Improvements 50 years
Egqulpment 5-10 yearu

{Conbinusd)
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EMPLOYEES’ RETIREMENT SBYHTEM OF THE COVERNMENT
OF YHE COMMONWEALTH OF PUERTO RICO
Notes Lo Finanddial Statementa

Capital Agszets, Continued

Capital assets activity for the year ended Juno 30, 2005 wag as
follows (in Lhousands):
Beginning Ending
Balanae Increages  Dedyansas Balance

Capital asmdsLy,

not heing depreciolad:

Tanacl 3 S0h9 - s 969
Total capital asseaks,

nol: baing depreciated . 9oy - o 965
Capltal azoets,

boing depreciated:

Duilding und improvemsnts 7,631 - = T, 831

Equipment 11,7931 __95p | 12.677
Total capital asdala,

being depreciated 19,362 __o5g 4 20,308
Leas scenpulabed depreciation for:

Building and juprovencnts 3,317 112 3,229

Equipment 8,404 _ 753 i 5,637
Tolal accumulatad depreciation 12,001 BRS == 12, 866
Total capital agsely,

balng depreciated, nwl 7,301 RS _4 7.442
Capital assebs, net g 8,330 _BS 4 B, 411

Othex Assels

At June 30, 2005 and 2004, other assets consisted of the Eollowing:

2005 2008
(In thousands)
Repossessed and foreclosed proporties § 3,085 3,126
Executed land 4,699 4,693
Tokal 5 7,764 ., B25
(Continued)
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EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT
OrF THE COMMOMWEALTH OF PUERTO RICO
Nokas ko Financial Statements

Other Assets, Continued

Reposgessed and Foreclosed properties consist mainly of properties
acquired through forocleosure proceedings related te delinguent
mortgage loans. Foreclosed properties are valued at the
outstanding principal balance of the related morlgage lean upon
foreclosure. These propertiss will be sold under a hidding process
intended Lo vrecover the outstanding principal balance of Cthe
related mortgage loan, Gain or loss is recounized at the tiwme of
sale. Differences resulting Evom recognition of losses at the
point of sale rather than upon forsclosure, as regquired by
accounting principles generally accepted in the Uniled Stales of
America, are not material, Management believes that the carrying
value of these properties approximates its Fair valua.

On February 19, 1991, the Matropolitan Bus Authority (MBEA}, a
government agency transferred to the System a lobL of land located
in Hato Rey, as gettlement for its debt with the System related to
employer and participants’ contributions and leoans payments
withholdings from June 1985 through December 1988. &ince them, the
gygtem leases thie land to a third party that operates it as a
parking Facility. Rental income For 2005 and 2004 amounted to
approximately $144,000 for each year and is reflectaed as part of
other income in the accompanying statemenlks of changes in plan net
agscts.

In 1998, part of the land was taken by the CGovernment for the
construction of a coliseum, and was financed by the Infrastructure
Finaneing Authority (IFA), In May 2002, IFA compensated the Syslem
for 23,308.3979 squarg mebers of the land with $10 million. As a
result, the Syatem recognized a gain of $2.5 million.

puring fiscal year 2004, the Highway Authority compensated the
gyscem for 7,179.21 square meters of Cthe land uaed for the
conatrustion of a section of the Tren Urbano. Total compensation
amounted to $3.4 million, as a resuli, rthe Hystem recognized a gain
of $1.1 million.

as of June 30, 2005, a total of 14,618,098 syuave meters of land
remind, According to an independent appraisal as of June 8, 2005,
the estimated mavket value of bthis land approximates $22,875,000,

{Continued)

_3']'_

A, Morazzawt & Co, CURTIWLED PUDLIC ACCOUNTANTS



(8)

(10)

EMPLOYEES" RETIREMENT BYSTEM OF THE GOVERNMENT
OF ‘HE COMMONWEALTII OF PUERRTO RICO
Notaes Lo Financial Statements

Securities Sold Under Agreements Lo Repurchase

At June 30, 2005, sacurities underlying agreements Lo repurchase
were delivered to, and are being held by, the countecrparties with
whem the repurchase agreements were transacted. The counterpariies
have agreed to resell to the System Lhe same sccurities at the
maturity of the agreementa. The System may bes reguired to provide
additional eollateral based on Lhe fair value of the underlying
securities, The following table presents the liability associated
with the repurchasze Uransactiona, the amortized cosab and market
value of che collateral as of Juna 30, 2005 (in thousands) :

Amprtized Marhkel
Repurchage cost of value of
Tidabiliky collateral gollateral
U.8, Treasury securilbies § 64,299 64,5248 64,552
.58, Government agencica
gsecurities 19,391 1%,987 20,128
Callateralized mortgage
obligations g, 087 8,171 8,353
Covporalbe bonds 46,223 46,712 G2,613
Total $ l3g, 000 139,398 145,654

The System initiated these repurchase agreecments on June 29, 2005
with a maturity date of September 292, 2005. Subsequent te the date
of the auditors’ reporlk these repurchase transactions were renewed
for ninety days with a maturity date of December 29, 2005. AL
June 30, 200%, Lhe welghted average interest rale of the System's
repurchase agreement was 3.44%,

Guaranitee Insurance Reserve for Loans to Plan Members

The Syetem provides 1ife insurance thal guayantees the payment of
the outatanding prinecipal balance of morkgage, personal and
cultural trip loans in case ol death of a plan mamber. The plan
members who ohtain these loans from the System pay the coverage in
its entirety. The life insurance rates are actuarially determined
and do not vary by age, sex ov health stabus.

{Continued)

-38-

Aavak, Momazean & Co., CURTIeID FUnLLIC ACCOUNTANTS



{11}

(12)

{13}

EMPLOYEEH' REVIREMBNT SYSITEM OF THE GOVERWNHMENT
OF THE COMMONWEALTH OF PUERTO RICO
Motes Lo Financial Statementa

Commitments and Contingent Liabilities

The System is defendant or co-defendant in wvarious lawsuits
resulting from the ordinary conduct of its cperations. Basod on
Lthe advice of legal counscl and conzidering insurance coverage,
management is of Lhe opinion that the ultimate liability, if any,
will not have a significant effect on the financial status of the

Byateam,

Accounts receivable from employars consist of conbributions and
lopan repayments due from munieipalities and public corporabions,
The employers, other than Central Government agenecies, have te pay
directly to the System. According to Act 447, each employsr wmuatb
pay on a monthly basis, the amounts related to contvibutions and
loan repaymenkts, on or balore Lhe fifteenth day of the following
monith. After that date, interest is charged, as established by the
Board Regolulion number %1-05.

As of June 30, 2005 and 2004, the receivable from employers
amounted to §34.6 million and 332.6 million, respectively,

Union of Genoral Workerz

On Decenmbey 3, 2002 the dovernment Employees and Judiciary
Retirement Systems signed an agreement with the Union of General
Workers. This collective agrcement ompowers the Administrator and
the Union ko establish and negotiate an agreement that applies to
all employees, except dirvectors, chiefs, supesyvisors and sll
personnel Lhabt manages confidential information. The collective
agreemont oxpired on Novemberx 30, 2005, As of the date of Lhe
auditora’ report the negotiations of a new agreement were in

process.
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EHPLOYEES'

Year Ended
dJune 10,

2003
2004
2000
1989
1924
19497
1988

EUPPLEMENTARY HCHEDULE

OF TREND INFORMATION

RETIREMENT BYSTEM QF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO

Bchedule of Contxibukions
{(Dollay amounts in Thousands)
Juna 30,

Annual

Required

ConLyibuliong

$ 802,500
802, 500
890, 800
845, 000
17, 800
722,300
677,200

2005

Bep notes Lo schedule of trend information.
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Parcenbage
Contributions Conkributed
5 330,404 d1%
308,228 g
549, B55 62
491,800 58
502,100 65
454, 600 62
402,200 59



Aobuarial
Valuation
Dato

tiif2u0s
7/1 2001
/12000
Wf1f1899
7/1 /1998
111997
Bf11996

EMPLOYEES'

SUPPLEMENTARY BCHEDULE

OF TREND INFORMATION

OF THE COMMOMNWEALTH OF PUERTO RICO
Schedule of Funding Progroas
{(Dellar amounts in thousands)

actuarial
Wi
of ¥lan
Easora

51,949,402
2,478,664
2,041,800
1,058,000
1,675,000
1,444,000
1,230,000

June 30, 2005

RETIREMENT SYSTEM OF THE GOVERNMENT

Unhl: as a
hctuarial Lercentage
Adcrued Unfunded Anninl of Anoual
Liability ART, Funded Covared Covarod
LAAL] lunnb) Rubic Payroll Payroll
5 11,191,357 $ 9,743,955 17% & 3,134,441 2%
9,881,481 T,a%2,01Y 25 2,549,447 252
9,459,300 7,417,500 2z A, 463,400 301
&,308,000 6,450,000 22 Z,57%,000 250
EFEL-FRL by 303,000 A2 2,366,000 2532
6,914,000 5,470,000 21 2,363,000 231
6,320,000 5,050,000 14 2,233,000 428

See noLes Lo schedule of trend informacien.
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SUPPLEMENTARY SCHEDULE
OF TREND INFORMATION

EMPLOYEES® RETIREMENT SYSTEM OF THE GOVERNMEHT
OF THE COMMOMWEALTH OF PUERTD RICO
Hotes te Hohoaduled of Trend Information
June 30, 2004

Echedule of Funding Progress

The Schedule of Funding Progress provides information aboul the
Funded wstatus of the 8ystem and the progress being made in
accumilating sufficlent asnetes to pay benefics when due. The
intermation was obtained from the last actuarial report as

of June 30, 2003,

Sghedule of Contribution

The Schedule of Contributions provides information about the annual
vegquired conlbvibutions (ARC) and the extent to which coentributions
made cover the ARC. The ARC is the annual reguired contribution
For Lhe vear caleuwlated in accordance with ¢ertain parvameters,
which include actuarial methods and assumptions.

The System’s Schedule of Contribubions includes both Commonwealth’s
and participating employee's contributions as the Commonweallth's
conLributions, ultimately, should cover any deficiency hetween tho
participating employees’ contribulions, the pension henefits and
the System’s administration costs,

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

Actuarial Data

The information presented in the required supplementary schedules
was determined as part of the actuarial valuations at the dates
indicated. StarLing July 1, 2001, the actuarial valuation is bheing
performed every two yearp, Additional information as of the latestL
actuarial valuation follows:

Vaiuation Dake July 1, 2003
Rotuarial Cost Method trojected unit credil gosl palhod
Amortization Method Level pereentage of the projected payioll
rRemaining Amortization Period 23 years
Avdget Valuation Method Harket valus
Actusria) Assumptions:

Investment vate of retwurn+ 8,5%

Projected salary inmcrcascst G%

Morlalily Rake Group Annoity Table for 1263

Coab of living adjustment Hone

* Tneludes inflavion at 3.5%
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