











Variable Rate Bonds and Mandatory Tender Bonds

As of December 31, 2008, the Commonwealth had approximately $1.6 billion of
outstanding variable rate general obligation bonds, which consist of approximately $1.4 billion
of variable rate demand bonds (“VRDO Bonds) and approximately $126.7 million of bonds
bearing interest at a rate that changes periodically based on changes in the United States
consumer price index (“CPI Bonds”). The Commonwealth has hedged its variable rate debt
exposure by entering into interest rate exchange agreements with certain swap providers with
respect to all VRDO Bonds and CPI Bonds. Pursuant to these agreements, the Commonwealth
receives a variable rate payment expected to approximate the costs of the variable rate bonds,
and pays a fixed rate. See “Interest Rate Exchange Agreements.”

The VRDO Bonds bear a floating interest rate adjusted at specified intervals (such as
daily or weekly) and provide investors the option to tender or put the bonds at par. The tendered
bonds are then resold by a remarketing agent in the secondary market to other investors. Most of
the VRDO Bonds are secured by letters of credit or other liquidity or credit facilities
(“credit/liquidity facilities”) that provide for the payment of the purchase price payable upon the
tender of the bonds. The credit/liquidity facilities expire prior to the final maturity of the bonds.
If upon the expiration or termination of any credit/liquidity facility with respect to a series of
VRDO Bonds, the Commonwealth is unable to renew or replace such facility with an alternate
credit/liquidity facility, the VRDO Bonds of such series are subject to mandatory tender for
purchase by the credit/liquidity facility provider and generally become subject to higher interest
rates and accelerated amortization schedules.

In the case of the VRDO Bonds for which the Commonwealth has entered into interest
rate exchange agreements, if the Commonwealth cannot renew or replace a credit/liquidity
facility upon its expiration and remarket the related series of bonds successfully upon their
mandatory tender as variable rate bonds, the Commonwealth may have to terminate the interest
rate exchange agreements associated with such series of bonds. Termination of the applicable
interest rate exchange agreement may result, depending on then current interest rate levels, in the
payment of a termination amount by the Commonwealth to compensate the counterparty for its
economic losses. If interest rate levels were then lower than the fixed interest rate swap rate paid
by the Commonwealth, the cost of termination to the Commonwealth could be substantial.

In April 2009, the liquidity facility with respect to approximately $96.8 million of VRDO
Bonds expired and, due to market conditions, the Commonwealth was not able to renew the
liquidity facility. These bonds were therefore purchased by the liquidity provider and became
subject to a higher interest rate and an accelerated amortization schedule beginning in October
2009. The Commonwealth expects to refinance these bonds on a fixed rate basis prior to this
date.

VRDO Bonds subject to mandatory tender upon expiration of the applicable
credit/liquidity facilities and for which there is a related interest rate exchange agreement amount
to approximately $100.0 million for fiscal year 2010, $472.9 million for fiscal year 2011 and
$769.7 million for fiscal year 2012.
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As of December 31, 2008, the Commonwealth also had outstanding approximately
$279.2 million of general obligation bonds bearing interest at a fixed rate but subject to
mandatory tender, payable from the remarketing of the bonds, on July 1, 2012 (the “Mandatory
Tender Bonds”). After the mandatory tender date, the Commonwealth may from time to time
change the method of determining the interest on the Mandatory Tender Bonds, which may be a
fixed or variable rate. The Commonwealth has not provided any liquidity facility for the
payment of the purchase price payable upon the mandatory tender, which purchase price is
expected to be obtained from the remarketing of the bonds.

With respect to approximately $69.2 million of the Mandatory Tender Bonds, the
Commonwealth has entered into forward starting interest rate exchange agreements that assume
that the Mandatory Tender Bonds will be remarketed as variable rate bonds after the mandatory
tender date of July 1, 2012. If the Commonwealth cannot remarket these bonds as variable rate
bonds at that time, the Commonwealth may have to terminate the forward starting interest rate
exchange agreements, which may result in the payment of a termination amount by the
Commonwealth.

In addition, several of the Commonwealth’s public corporations also have outstanding
variable rate bonds and bonds subject to mandatory tender.

Ratings of Commonwealth General Obligation Bonds

On September 3, 2008, Moody’s confirmed its “Baa3” rating on the Commonwealth’s
general obligation debt, and its stable ratings outlook thereon.

On September 3, 2008, S&P confirmed its “BBB—" rating of the Commonwealth’s
general obligation and appropriation debt, and its stable outlook thereon.

Commonwealth Guaranteed Debt

As of December 31, 2008, $3.05 billion of Commonwealth guaranteed bonds of the
Public Buildings Authority were outstanding. Maximum annual debt service on these bonds is
$236.2 million in fiscal year 2011, with their final maturity being July 1, 2037. No payments
under the Commonwealth guaranty have been required to date for these bonds.

As of December 31, 2008, $267 million of Commonwealth guaranteed bonds of GDB
were outstanding. No payments under the Commonwealth guaranty have been required for these
bonds.

As of December 31, 2008, GDB held approximately $154.8 million of the Port of the
Americas Authority’s outstanding bonds, which are guaranteed by the Commonwealth. The
Authority is authorized to issue and GDB is authorized to purchase its bonds guaranteed by the
Commonwealth in a maximum aggregate principal amount of $250 million. The proceeds from
these bonds will be used to continue the development of the Port of the Americas. No payments
under the Commonwealth guaranty have been required for these bonds. See “Other Public
Corporations—Port of the Americas Authority” under “Public Corporations” below
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As of December 31, 2008, the aggregate outstanding principal amount of obligations of
the Puerto Rico Aqueduct and Sewer Authority (“PRASA”) guaranteed by the Commonwealth
was $902.0 million. This amount consisted of $284.7 million in revenue bonds sold to the
public, $312.4 million in bonds issued to the United States Department of Agriculture, Rural
Development, and $304.9 million of loans by the State Revolving (Clean Water and Safe
Drinking Water Act) Funds for the benefit of PRASA. From January 1997 through fiscal year
2005, the Commonwealth made debt service payments under its guaranty. Beginning with the
debt service payment due January 1, 2006, the Commonwealth stopped making guarantee
payments on these obligations and PRASA resumed making payment on this debt. In the event
PRASA is unable to make any portion of the future debt service payments on its guaranteed
obligations, the Commonwealth would be required once more to make such payments from the
General Fund under its guarantee. See “Other Public Corporations—Puerto Rico Aqueduct and
Sewer Authority” under “Public Corporations” below.

Trends of Public Sector Debt

The following table shows the growth rate of short-term and long-term public sector debt
and the growth rate of gross national product (in current dollars) for the five fiscal years ended
June 30, 2008 and for the first six months of fiscal year 2009. As of December 31, 2008,
outstanding short-term debt, relative to total debt, was 12.6%.

Commonwealth of Puerto Rico
Public Sector Debt and Gross National Product
(dollars in millions)

Public Sector Gross National Product®
Short Term Rate of Rate of
June 30, Long Term®  Short Term® as % of Total Total Increase Amount Increase
$31,767 $2,1759 6.4% $33,942 14.3% $50,709 6.8%
34,789 1,914% 5.2 36,703 8.1 53,752 6.0
37,313 2,6209® 6.6 39,933 8.8 56,732 5.5
39,492 3,326 7.8 42,818 7.2 58,563 3.2
43,413 3,269 7.0 46,682 9.0 60,787 3.8
December 31, 2008.... 43,675 6,292 12.6 49,967 7.0 - -

*  Totals may not add due to rounding.

(1) In current dollars.

(2) Does not include the bonds identified in footnote 5 of the table above entitled “Commonwealth of Puerto Rico—Public Sector Debt,” which
would have been issued and outstanding at the time, all of which would be considered long-term debt.

(3) Obligations (other than bonds) issued with an original maturity of three years or less and lines of credit with a remaining maturity of three
years or less are considered short-term debt.

(4) Does not include the tax and revenue anticipation notes that were outstanding at the close of the indicated fiscal years because prior to the
end of said fiscal years sufficient funds had been set aside for the payment of such notes in full.

(5) Includes a $368 million line of credit from GDB to the Secretary of the Treasury, the proceeds of which were applied to pay debt service on
general obligation bonds.

Source: Government Development Bank for Puerto Rico

The following table shows the trend of public sector debt by major category for the five
fiscal years ended June 30, 2008 and for the first six months of fiscal year 2009.
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Commonwealth of Puerto Rico
Public Sector Debt by Major Category
(dollars in millions)

Commonwealth Municipalities Public Corporation” Total
Long Short Long Short Long Short Long Short
Term Term® Total Term Term® Total Term Term® Total Term Term® Total

$7,758  $761% $8,519 $1,820  $226  $2,046 $22,190 $1,187 $23,377 $31,767 $2,175 $33,942
8,761 2579 9018 1,927 254 2,181 24,101 1403 25,504 34789 1914 36,703
9,841 55299 10,393 2,037 293 2,330 25435 1,775 27210 37313 2,620 39,933
10,335 224 10,559 2,164 299 2463 26993 2803 29,796 39492 3326 42818
9,273 519 9,792 2,507 313 2,820 31,633 2437 34,070 43413 3269 46,682
9,525 2,809 12,334 2,550 288 2,838 31,599 3,195 34,794 43,675 6292 49,967

*  Totals may not add due to rounding.

(1) Includes Commonwealth guaranteed debt; does not include the bonds identified in footnote 5 of the table above entitled “Commonwealth of
Puerto Rico—Public Sector Debt.”

(2) Obligations (other than bonds) issued with an original maturity of three years or less and lines of credit with a remaining maturity of three
years or less are considered short-term debt.

(3) Does not include the tax and revenue anticipation notes that were outstanding at the close of the indicated fiscal years because prior to the end
of said fiscal years sufficient funds had been set aside for the payment of such notes in full.

(4) Includes a $368 million line of credit from GDB to the Secretary of the Treasury, the proceeds of which were applied to pay debt service on
general obligation bonds.

Source: Government Development Bank for Puerto Rico

PUBLIC CORPORATIONS

In Puerto Rico, many governmental and quasi-governmental functions are performed by
public corporations created by the Legislative Assembly with varying degrees of independence
from the central government to perform generally a single function or a limited number of
related functions. Most public corporations obtain revenues from rates charged for services or
products, but many are subsidized to some extent by the central government. Most public
corporations are governed by boards whose members are appointed by the Governor with the
advice and consent of the Senate, but some public corporations are attached to departments of the
central government. Capital improvements of most of the larger public corporations are financed
by revenue bonds issued under trust agreements or bond resolutions, or by notes issued under
loan agreements. The following table presents the outstanding bonds and notes of certain of the
public corporations as of December 31, 2008 (“notes” as used in this section refers primarily to
certain types of non-bonded debt regardless of maturity). Debt of certain other public
corporations is excluded from this table because such debt is payable primarily from funds or
grants provided by the federal government, is payable from sources other than Commonwealth
appropriations or taxes or revenues of public corporations, or is payable from revenues derived
from private sector services or products, such as industrial development bonds. Also excluded
from this table is debt of certain public corporations the inclusion of which would reflect double
counting. No deductions have been made in the table for debt service funds and debt service
reserve funds. More detailed information about the major public corporations is presented in the
following sections.
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Commonwealth of Puerto Rico
Outstanding Debt of Public Corporations
December 31, 2008
(in thousands)

Total Bonds and Notes

Bonds Notes
With Without With Without With Without
Guaranty Guaranty Total Guaranty  Guaranty Total Guaranty  Guaranty Total
Aqueduct and Sewer Authority ~ $ 597,142 $ 1,338,650 $1,935,792 $304,881 $586,288  $891,169  $ 902,023  $1,924,938 $ 2,826,961
Convention Center District
Authority - 461,800 461,800 - 150,930 150,930 - 612,730 612,730
Electric Power Authority - 6,031,091 6,031,091 - 1,257,605 1,257,605 - 7,288,696 7,288,696
Highway and Transportation
Authority - 6,344,134 6,344,134 - 671,096 671,096 - 7,015,230 7,015,230
Housing Finance Authority® - 541,392 541,392 - 53,924 53,924 - 595,316 595,316
Industrial Development
Company - 258,047 258,047 - 89,075 89,075 - 347,122 347,122
Infrastructure Financing
Authority - 1,853,083% 1,853,083 - 34,000 34,000 - 1,887,083 1,887,083
Port of the Americas Authority 154,840 - 154,840 - - - 154,840 - 154,840
Ports Authority - 58,5459 58,545 - 645,536 645,536 - 704,081 704,081
Public Buildings Authority 3,048,799 - 3,048,799 - 86,182 86,182 3,048,799 86,182 3,134,981
Public Finance Corporation - 1,635,1749 1,635,174 - 101,324 101,324 1,736,498 1,736,498
P.R. Sales Taxes Financing
Corp. (COFINA) - 5,237,749 5,237,749 - - - - 5,237,749  5237,749
University of Puerto Rico - 584,998 584,998 - 34,128 34,128 - 619,126 619,126
Others” - - - - 2,633,967 2,633,967 - 2,633,967 _ 2.633.967
Total® $3,800,781 $24,344,663  $28,145,444 $304,881 $6,344,055 $6,648,936  $4,105,662  $30,688,718 $34,794,380

(1) Excludes $153 million of Special Facilities Revenue Bonds issued by the Highway and Transportation Authority, which are payable from net toll revenues collected
from the Teodoro Moscoso Bridge.

(2) Excludes the $197 million of Housing Finance Authority bonds, which are payable solely from Puerto Rico Public Housing Administration’s annual allocation of
Public Housing Capital Funds from the U.S. Department of Housing and Urban Development.

(3) Excludes $1 billion of outstanding bonds of Infrastructure Financing Authority, which bonds are payable solely from the investment income of funds on deposit in
the Infrastructure Development Fund consisting of proceeds from the sale of a controlling interest in Puerto Rico Telephone Company. See “Puerto Rico
Infrastructure Financing Authority” under “Other Public Corporations” below.

(4) Excludes $155 million of Special Facilities Bonds issued by the Ports Authority, which bonds are payable solely from the pledge of certain payments made by a
private corporation under a special facilities agreement.

(5) Payable primarily from Commonwealth appropriations.

(6) Excludes $79.6 million of Educational Facilities Revenue Bonds, 2000 Series A (University Plaza Project) issued by AFICA, which bonds are payable from rent
payments made by the University of Puerto Rico.

(7) Includes lines of credit with GDB.

(8) Excludes accretion of interest from the respective issuance dates on capital appreciation bonds. Also excludes $1.4 billion original principal amount of Children’s
Trust Tobacco Settlement Asset-Backed Bonds, Series 2002, which bonds will be repaid from payments made by certain tobacco companies under a master
settlement agreement. See “Children’s Trust” under “Other Public Corporations” below.

Source: Government Development Bank for Puerto Rico
Government Development Bank for Puerto Rico

The principal functions of GDB are to act as financial advisor to and fiscal agent for the
Commonwealth, its municipalities and public corporations in connection with the issuance of
bonds and notes, to make loans and advances to public corporations and municipalities, and to
make loans to private enterprises to aid in the economic development of Puerto Rico.
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As of December 31, 2008, $1.76 billion of bonds and notes of GDB (excluding its
subsidiaries) were outstanding, consisting of $267 million in Commonwealth guaranteed bonds
and $1.5 billion of medium term senior notes. Act No. 12 of May 9, 1975, as amended, provides
that the payment of principal of and interest on specified notes and other obligations of GDB, not
exceeding $550 million, may be guaranteed by the Commonwealth, of which $267 million were
outstanding as of December 31, 2008. As of said date, GDB also had $6.1 billion in loans
outstanding to the central government of the Commonwealth and its public corporations and
municipalities.

Act No. 82 of June 16, 2002 (“Act 82”) amended GDB’s Charter to authorize GDB to
transfer annually to the General Fund, beginning with fiscal year 2001, up to 10% of its audited
net income or $10,000,000, whichever is greater. GDB is not required by Act 82 to transfer any
funds. GDB made payments to the General Fund of $11.6 million for fiscal year 2003 and $18.4
million for fiscal year 2004. GDB did not make a payment to the General Fund under Act 82 for
fiscal years 2005, 2006, 2007 and 2008 and does not expect to make a payment for fiscal year
20009.

Under Act No. 271 of November 21, 2002, GDB made a required special capital
contribution to the Special Communities Perpetual Trust (the “Perpetual Trust”) of $500 million
and provided the Perpetual Trust with a $500 million, non-revolving, line of credit. The amounts
transferred to the Perpetual Trust were deposited in two investment accounts held by GDB for
the benefit of the Perpetual Trust. As of December 31, 2008, the Perpetual Trust had repaid
$123.9 million of its line of credit and had an outstanding balance of $376 million and interest
due of $40 million. The line of credit is payable from legislative appropriations.

GDB has several subsidiaries that perform various functions. The principal subsidiaries
and their functions are listed below:

Puerto Rico Housing Finance Authority. Puerto Rico Housing Finance Authority
(“Housing Finance Authority”) (formerly known as Housing Finance Corporation) was created
to provide needed rental housing units and stimulate the construction industry under federally
subsidized programs. Effective February 8, 2002, Housing Finance Corporation became the
Housing Finance Authority and the Housing Bank and Finance Agency was dissolved and its
powers transferred to the Housing Finance Authority. Housing Finance Authority provides
financing for rental housing units, stimulates the construction industry under federally subsidized
programs and provides interim financing for low-income housing projects and single-family
homeownership programs. It is also engaged in insuring and servicing mortgages originated by
the former Housing Bank and Finance Agency. As of December 31, 2008, Housing Finance
Authority’s total outstanding loans to the private sector for development of housing projects
targeted to low and moderate income families were $109.7 million. The Authority’s mortgage
loans to low and moderate income homeowners represented an additional $117.5 million as of
the same date.

Housing Finance Authority has outstanding tax-exempt revenue bonds and notes that
were issued to finance the construction of housing units approved for federal rental subsidies and
to finance home ownership of single family housing units. Such bonds and notes are generally
limited obligations of Housing Finance Authority payable solely from revenues collected from
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such housing units, with certain exceptions. As of December 31, 2008, $1.118 billion of
Housing Finance Authority bonds were outstanding.

As of December 31, 2008, the Housing Finance Authority also had outstanding $527
million of bonds and notes issued to fund certain payments of the Commonwealth under its
mortgage subsidy and other programs for low and moderate income families, and to guarantee
certain insurance obligations of the former Housing Bank and Finance Agency.

As of December 31, 2008, the Housing Finance Authority had total notes and bonds
outstanding of $1.229 billion (including $53.9 million of debt outstanding under GDB lines of
credit, $4.8 million in notes payable and $52.4 million owed under repurchase agreements) and
total unrestricted net assets of $291.5 million.

Puerto Rico Tourism Development Fund. Puerto Rico Tourism Development Fund
(“TDF”) promotes Puerto Rico’s hotel and tourism industry by making available direct loans and
guarantees to secure the private financing for new hotel development projects. TDF is also
authorized to make capital investments in tourism related projects. As of December 31, 2008,
TDF had outstanding direct loans in an aggregate principal amount of $285.1 million and
guarantees issued in the outstanding amount of $117.7 million to finance several hotels and
tourism-related projects.

TDF has made payments under its guarantees and letters of credit in the aggregate
amount of approximately $313.4 million with respect to several projects, including $282 million
disbursed to pay in full the bonds issued to finance three projects, which bonds had been
declared due and payable at the direction of TDF due to the failure of the applicable borrowers to
comply with their obligations under the related reimbursement agreements. Of the total amount
disbursed, TDF has been able to recover approximately $199.7 million from the borrowers.
After taking these payments and all related recoveries into account, the unrestricted net assets of
TDF as of December 31, 2008, were approximately $153.4 million, and its allowances for losses
on guarantees, loans, other assets and letters of credit were approximately $37.4 million.

Government Development Bank for Puerto Rico Capital Fund. The Government
Development Bank for Puerto Rico Capital Fund (the “Capital Fund”) invests and trades in debt
obligations and publicly traded shares of domestic and foreign corporations separate from GDB’s
general investment operations. As of December 31, 2008, the Capital Fund had assets of $61.5
million, of which $27.7 million were invested in an equity index fund that invests mainly in
growth, value, small cap and international stocks. In addition, $23 million were invested in
structured notes.

Development Fund. The Puerto Rico Development Fund (the “Development Fund”)
provides an alternate source of financing to private enterprises in Puerto Rico that have
difficulties in obtaining financing from traditional sources. The Development Fund also
guarantees obligations of these enterprises and invests in their equity securities. As of
December 31, 2008, the Development Fund had an investment of $2.6 million in preferred shares
of a private entity. In addition, the Development Fund provided guarantees of $13.1 million, to
guarantee 33% of loans under the “Key to Your Business” program of the Economic

1-49



Development Bank. As of December 31, 2008, the allowance for losses on guarantees was
approximately $962,258.

Puerto Rico Public Finance Corporation. Puerto Rico Public Finance Corporation
(“PFC”) provides agencies and instrumentalities of the Commonwealth with alternate means of
meeting their financing requirements. PFC currently holds notes payable by the Commonwealth,
the Maritime Shipping Authority, the Office for the Improvement of Public Schools, the
Department of Health, and the Aqueduct and Sewer Authority, among others. As of December
31, 2008, it had $1.6 billion aggregate principal amount of bonds outstanding. All such bonds
are limited, non-recourse obligations of PFC payable from Commonwealth appropriations made
to pay the notes held by PFC. In addition, PFC had $101.3 million of notes outstanding under a
line of credit with GDB whose proceeds were used to pay fiscal year 2007 debt service on its
bonds due to the failure of the Commonwealth to make the required debt service appropriations
on account of its fiscal problems.

Puerto Rico Sales Tax Financing Corporation. COFINA is an independent governmental
instrumentality of the Commonwealth created by Act 91. COFINA was originally created for
the purpose of financing the payment, retirement, or defeasance of certain appropriation-
backed debt outstanding as of June 30, 2006, payable to GDB and PFC. As of December 31,
2008, COFINA had approximately $5.2 billion outstanding of its Sales Tax Revenue Bonds
(excluding all accretion on capital appreciation bonds).

Recently, the Legislative Assembly of Puerto Rico expanded the purposes for which
COFINA was created and, correspondingly, increased its revenues by increasing from 1% to
2.75% (one-half of the tax rate of 5.5%) the portion that is transferred to COFINA of the sales
and use tax imposed by the central government. As a result, COFINA was authorized to issue
bonds for the following additional purposes: (i) to pay, in whole or in part, the debt of the
Secretary of Treasury with GDB in the amount of $1 billion, the proceeds of which were used to
cover the budgetary deficit for fiscal year 2009, (ii) to pay, in whole or in part, certain financing
granted to the Secretary of the Treasury by GDB payable from future Commonwealth general
obligation bonds, and any debt of the Commonwealth outstanding as of December 31, 2008 that
did not have a source of repayment or was payable from budgetary appropriations, (iii) to pay, in
whole or in part, the accounts payable to suppliers of the Commonwealth, (iv) to pay or finance
operational expenses of the Commonwealth for fiscal years 2009, 2010, and 2011, (v) to pay or
finance operational expenses of the Commonwealth for fiscal year 2012, which would have to be
included in the annual budget of the Government of Puerto Rico, (vi) to fund the Puerto Rico
Economic Stimulus Fund, (vii) to fund the Commonwealth Emergency Fund in order to cover
expenses resulting from catastrophic events such as hurricanes or floods, and (viii) to generate
moneys to fund the Economic Cooperation and Public Employees Alternatives Fund. In March
2009, COFINA borrowed $500 million and $250 million from a local commercial bank and
GDB, respectively. These loans, which are subordinate to the outstanding bonds and will be
repaid from proceeds of future bonds issues, were used to make payments to the
Commonwealth’s suppliers of goods and services.

A description of certain other affiliates of GDB is provided in “Other Public
Corporations” below.
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Other Public Corporations

Puerto Rico Aqueduct and Sewer Authority. PRASA owns and operates Puerto Rico’s
public water supply and sanitary sewer facilities systems.

PRASA reported net operating losses of $103.4 million for fiscal year 2008, compared to
net operating income of $31.2 million for fiscal year 2007, and net operating losses of $220.4
million for fiscal year 2006. The total debt of PRASA was $2.8 billion as of December 31, 2008.
This debt includes outstanding bonds of $1.9 billion, interim financing for capital improvements
of $756.8 million and interim financing for operations of $134.4 million. PRASA’s senior debt
is rated Baa3, BBB— and BBB— by Moody’s, S&P and Fitch Ratings (“Fitch”), respectively.

As part of its efforts to regain fiscal independence, in 2005 PRASA approved the
implementation in two phases of a substantial increase of 128% in water and wastewater service
rates. The first phase took effect on October 10, 2005 and the second phase took effect on July
1, 2006. In addition, PRASA approved annual rate adjustments of up to 4.5% starting in fiscal
year 2010, up to a cumulative increase of 25%. Increases beyond the 4.5% annual adjustment or
the 25% limit are subject to public hearings.

The Commonwealth guarantees the principal and interest payments on the outstanding
revenue refunding bonds, 2008 Series A and B, any bonds issued on or before June 30, 2010 to
the United States Department of Agriculture, Rural Development, and the loans granted on or
before June 30, 2010 by the Clean Water and Drinking Water State Revolving Funds for the
benefit of PRASA. In the event that PRASA is unable to make all or any portion of the future
debt service payments on these guaranteed debts, the Commonwealth will be responsible for
covering such payments.

In June 2006, PRASA entered into an agreement to plead guilty to an indictment
charging 15 felony counts of violating the federal Clean Water Act through the illegal discharge
of pollutants from nine sanitary wastewater treatment plants and five drinking water treatment
plants. PRASA and the United States also reached a comprehensive civil settlement to resolve
repeated environmental violations of various wastewater treatment plants throughout the
Commonwealth. In December 2006, PRASA and the Commonwealth Department of Health
executed a settlement agreement superseding 180 administrative orders against, and three prior
settlement agreements with, PRASA. Under the terms of this agreement, PRASA agreed to
implement short, medium and long-term work plans, as well as interim mitigation and
preventative measures, all to bring PRASA’s water system into compliance with federal and
Commonwealth potable water regulations.

In March 2008 PRASA issued its 2008 Series A and B Senior Lien Bonds and Series A
and B Commonwealth Guaranteed Refunding Bonds for a total aggregate amount of $1.62
billion. The Senior Lien Bonds were issued under the provisions of its 2008 Master Agreement
of Trust and the Refunding Bonds were issued under the provisions of its 1995 Bond Resolution.
The proceeds of the Senior Lien Bonds were used mainly to refinance certain interim debts, to
partially cover its capital improvement program and to make a swap agreement termination
payment, among other uses. The Refunding Bonds were issued to refund its Series 1995
Commonwealth Guaranteed Bonds.
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Children’s Trust. The Children’s Trust is a not-for-profit corporate entity created in 1999
as a public instrumentality of the Commonwealth. The Commonwealth has transferred to the
Children’s Trust all of its rights, title and interest under the tobacco litigation Master Settlement
Agreement, including the Commonwealth’s right to receive initial, annual and strategic
contribution payments to be made by the participating cigarette manufacturers under the Master
Settlement Agreement.

Children’s Trust issued $1.2 billion Tobacco Settlement Asset-Backed Bonds in October
2002. The bond proceeds were used, among other things, to pay the cost of certain capital
expenses of the Commonwealth and certain capital and working capital expenses of PRASA. On
June 30, 2005, the Children’s Trust issued $108.2 million subordinate Tobacco Settlement Asset-
Backed Bonds to pay working capital expenses of the Commonwealth. On May 1, 2008,
Children’s Trust issued an additional $195.9 million of subordinate Tobacco Settlement Asset-
Backed Bonds. As of December 31, 2008, the Children’s Trust had outstanding bonds in the
principal amount of $1.4 billion. These bonds and any, other additional senior bonds issued by
Children’s Trust are payable solely from, and secured by a statutory pledge of, the payments
made and to be made by the participating cigarette manufacturers under the Master Settlement
Agreement. To date, all principal and interest payments required to be made by the Children’s
Trust on its outstanding bonds have been made on a timely basis from contribution payments
made by the participating cigarette manufacturers under the Master Settlement Agreement.

Puerto Rico Convention Center District Authority. The Puerto Rico Convention Center
District Authority (the “Convention Center District Authority”) was created to own, develop,
finance, plan, design, build, operate, maintain, administrate and promote a new convention center
and designated private parcels located within the Convention Center District in San Juan. The
convention center opened on November 17, 2005.

AFICA financed the construction of a multipurpose coliseum in San Juan, known as the
José Miguel Agrelot Coliseum, with a line of credit provided by GDB. The Coliseum was
transferred to the Convention Center District Authority along with the associated line of credit.
As of December 31, 2008, this line of credit with GDB had an outstanding balance of $150.9
million, which is expected to be paid from the proceeds of Commonwealth general obligation
bonds. The Convention Center District Authority’s debt as of December 31, 2008 was $612.7
million, including $461.8 million in outstanding bonds issued in March 2006 to finance the
Convention Center and payable from a portion of a hotel room tax.

Puerto Rico Electric Power Authority. The Puerto Rico Electric Power Authority
(“PREPA”) owns and operates Puerto Rico’s electric public system.

PREPA reported net operating income of $181.1 million, $370.9 million and $403.0
million during fiscal years 2008, 2007 and 2006, respectively. The total debt of PREPA was $7.3
billion as of December 31, 2008. This debt includes outstanding bonds of $6.0 billion, interim
financing for capitals improvements of $663.1 million and interim financing for operations of
$594.5 million. PREPA’s debt is rated A3, BBB+ and A— by Moody’s, S&P and Fitch,
respectively.
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As a means of reducing its dependency on oil, PREPA has entered into long-term power
purchase agreements with private operators of two co-generation plants that use fuels other than
oil. Currently, these two co-generation plants provide approximately 30% of PREPA’s energy
needs.

Health Insurance Administration. The Health Insurance Administration was created in
1993 to negotiate and contract for the provision of comprehensive health insurance coverage for
qualifying (generally low income) Puerto Rico residents. Under this system, the government
selects, through a bidding system, one private health insurance company in each of eight
designated regions of the island and pays such insurance company the insurance premium for
each eligible beneficiary within such region. The health insurance system covers the entire
island, and approximately 1.5 million persons were covered by the system during fiscal year
2008.

In January 2006, the Commonwealth entered into various contracts with several Medicare
Advantage Organizations for the provision of health coverage to approximately 200,000 eligible
beneficiaries. Pursuant to these agreements, the Commonwealth pays each Medicare Advantage
Organization a premium difference to cover services not included in their contracts with the
Center for Medicaid and Medicare Services.

The estimated total cost of the health insurance program for fiscal year 2009 is $1.88
billion, compared to $1.67 billion for fiscal year 2008 and $1.59 billion for fiscal year 2007. For
fiscal year 2009, the General Fund is expected to cover $1.50 billion of the total cost of the
health insurance program. The remaining $379 million will be paid from federal, municipal and
other sources. The fiscal year 2010 budget estimates the cost of the health insurance program at
$1.86 billion, of which the General Fund is expected to cover $1.0 billion, while the remaining
$860 million will be paid from federal, municipal and other sources. The expected decrease in
the cost of the health insurance program to the General Fund for fiscal year 2010, as compared to
fiscal year 2009, is due to funding expected to be received by the Commonwealth under ARRA
for the health sector. See “Budget of the Commonwealth of Puerto Rico.”

Puerto Rico Highways and Transportation Authority. The Puerto Rico Highways and
Transportation Authority (“PRHTA”) is responsible for highway construction in Puerto Rico.
Such construction is financed by debt (interim notes and revenue bonds), revenues of PRHTA,
and federal and Commonwealth grants.

PRHTA reported a net operating loss of $448.7 million for fiscal year 2008, compared to
net operating losses of $386.0 million and $56.7 million for fiscal years 2007 and 2006,
respectively.

Debt service on PRHTA’s revenue bonds constitutes a first lien on its gross revenues,
which consist currently of all the proceeds of the tax on gasoline, one-half of the proceeds of the
tax on gas oil and diesel oil, all the proceeds of the excise taxes on crude oil, unfinished oil and
derivative products, up to $120 million per fiscal year, highway toll revenues and the gross
receipts of $15.00 per vehicle per year from certain motor vehicle license fees. Such revenues
(except for toll revenues) may be applied first to the payment of debt service on general
obligation bonds and notes of the Commonwealth and to payments required to be made by the
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Commonwealth under its guarantees of bonds and notes, to the extent that no other revenues are
available for such purpose. The Commonwealth has never applied such revenues for such

payment.

As of December 31, 2008, PRHTA’s total debt was $7.0 billion, including $6.3 billion in
outstanding bonds and interim, subordinated financings with a private financial institution and
GDB. As of April 30, 2009, the financing with the private financial institution was in the
principal amount of $400 million and is due in August 2009, and the financings with GDB were
in the aggregate principal amount of $302.1 million and are due in June 2009. PRHTA’s Senior
Transportation Revenues Bonds are rated Baa3 and BBB by Moody’s and S&P, respectively.

PRHTA has a mass transit system, known as Tren Urbano, serving a portion of
metropolitan San Juan. It was constructed under several design/build contracts and is being
privately operated under a five-year contract with an additional five-year option at PRHTA’s
election. The cost of the project was $2.25 billion, which cost was financed by federal Transit
Administration grants, other federal funding sources and PRHTA’s own resources, including
revenue bonds. Tren Urbano commenced operations in June 2005.

PRHTA is a party to a concession agreement under which a private company designed,
constructed and currently is operating a toll bridge spanning the San José¢ Lagoon. The toll
bridge was financed with special facility revenue bonds of PRHTA, payable by the private
operator of the bridge principally from toll revenues. The concession is for a term of 35 years,
subject to earlier termination or extension. The bridge opened for traffic in February 1994. In
certain circumstances described in the concession agreement, including where toll revenues are
insufficient to generate certain rates of return to the private operator, the private operator may
require PRHTA, among other things, to assume the operator’s obligations with respect to the
special facility revenue bonds. Some of those circumstances, including low toll revenues, exist
at this time, but PRHTA does not currently anticipate that the operator will exercise its remedy
against PRHTA.

Puerto Rico Industrial Development Company. The Puerto Rico Industrial Development
Company (“PRIDCQO”) participates in the Commonwealth-sponsored economic development
program by providing physical facilities, general assistance, and special incentive grants to
manufacturers. PRIDCO reported consolidated net operating losses of $6.1 million for fiscal
year 2008, compared to consolidated net operating income of $2.1 million for fiscal year 2007
and consolidated net losses of $15.6 million for fiscal year 2006. The total debt of PRIDCO was
$347.1 million as of December 31, 2008. This debt includes outstanding bonds of $258.0 million
and interim financing for operations of $89.1 million. PRIDCO’s debt is rated Baal and BBB by
Moody’s and S&P, respectively.

During fiscal years 2006 and 2007 PRIDCO entered into a company reorganization plan
establishing an early retirement plan and a voluntary separation plan with the objective of
reducing workforce and to achieve expense reductions. This plan was financed by a line of credit
from GDB, which had an outstanding balance of $45.7 million as of December 31, 2008.

Puerto Rico Industrial, Tourist, Educational, Medical and Environmental Control
Facilities Financing Authority. AFICA was created to finance (through the issuance of its
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revenue bonds) industrial, tourist, educational, medical, and environmental control facilities in
Puerto Rico for the use of private companies, non-profit entities, or government agencies. The
bonds are payable solely from payments to be made to AFICA by such private companies, non-
profit entities, or government agencies, and do not constitute a debt of the Commonwealth or any
of its other public corporations or municipalities. As of December 31, 2008, approximately $1.5
billion of AFICA’s bonds were outstanding.

Puerto Rico Infrastructure Financing Authority. The Puerto Rico Infrastructure
Financing Authority (“PRIFA”) was created to provide financial, administrative, consulting,
technical, advisory, and other types of assistance to other public corporations, governmental
instrumentalities, political subdivisions and municipalities (collectively, “Benefited Entities”)
authorized to develop infrastructure facilities and to establish alternate means for financing those
facilities. PRIFA is authorized to issue bonds and provide loans, grants and other financial
assistance for the construction, acquisition, repair, maintenance and reconstruction of
infrastructure projects by Benefited Entities.

As of December 31, 2008, the PRIFA’s total debt was $1.89 billion. This debt includes
bonds outstanding of $1.85 billion and interim financing for capital improvements of $34
million. PRIFA’s debt is rated Baa3 and BBB+ by Moody’s and S&P, respectively.

PRIFA oversees the Puerto Rico Infrastructure Fund, which was funded with annual
fixed amounts from the first proceeds of federal excise taxes imposed on rum and other articles
produced in Puerto Rico and sold in the United States which are transferred to Puerto Rico
pursuant to the United States Internal Revenue Code of 1986, as amended. Currently, this
amount is $90 million through fiscal year 2009 and will then increase to $117 million annually
through fiscal year 2052. Rum is the only article currently produced in Puerto Rico subject to
federal excise taxes, the proceeds of which are required to be returned to the Treasury. The
Authority is using these amounts to provide financial support for various infrastructure and other
projects.

Pursuant to Act No. 8 of March 9, 2009, PRIFA also has the responsibility of
implementing in the Commonwealth the applicable provisions of ARRA. One of its main
responsibilities regarding ARRA 1is to maximize the flow of funds from the Federal Government
for the appropriate investment in qualified projects and activities. PRIFA also has the
responsibility for the receipt, administration and disbursement of such funds and of monitoring
those governmental agencies and entities that finally receive the funds under ARRA.

PRIFA is investing a portion of its resources in new infrastructure projects in connection
with the holding of the Central American and Caribbean Games in Mayagiiez, Puerto Rico, in
2010. In September 2006, the Authority issued $469.8 million of bonds to finance these and
other infrastructure projects.

Act No. 3, approved by the Legislature of the Commonwealth on January 14, 2009
(“Act 37), authorized the sale of the securities of the Corpus Account established under Act No.
92 of June 24, 1998, a perpetual account of the Infrastructure Development Fund, which, in turn,
is under the control and custody of PRIFA. The Corpus Account was initially funded with $1.2
billion of the proceeds of the sale of Puerto Rico Telephone Authority and the investment
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interest earned on such Account has been used to pay debt service on PRIFA’s $1.1 billion
Series 2000 A and B Bonds (limited obligations). Under the provisions of Act 3, PRIFA
redeemed the Corpus Account securities in January 2009 and used the proceeds of the sale to: (i)
make a deposit into an escrow account which is sufficient to retire the Series 2000 A and B
Bonds on October 1, 2010 as PRIFA currently intends, (ii) make a deposit to the General Fund to
be applied to the Commonwealth’s current budget deficit, (iii) make a transfer to GDB as a
capital contribution to GDB, and (iv) make a deposit to the Corpus Account to be invested in a
long-term investment agreement with GDB.

Puerto Rico Municipal Finance Agency. The Puerto Rico Municipal Finance Agency
(“MFA”) is the municipal “bond bank™ for Puerto Rico. MFA is authorized to issue bonds to
purchase general obligation bonds and notes of Puerto Rico municipalities and to fund a debt
service reserve. Debt service on MFA’s bonds is payable from debt service payments on
municipal bonds and notes held by MFA and from the debt service reserve, including investment
income thereon. The Commonwealth has agreed to pay such amounts to the debt service reserve
as may be necessary to maintain it at its required level, subject to appropriation by the
Legislative Assembly, which appropriation is authorized but not legally required to be made. To
date no such payments have been required. As of December 31, 2008, MFA had $1.26 billion of
bonds outstanding.

Port of the Americas Authority. The Port of the Americas Authority (“PAA”) is
responsible for the development and operation of the Port of the Americas (the “Port”), a deep
draft port on the south coast of Puerto Rico.

PAA is authorized to issue bonds guaranteed by the Commonwealth in a maximum
aggregate principal amount of $250 million. The proceeds from these bonds will be used to
continue the development of the Port. Currently, GDB is authorized by law to purchase bonds of
PAA in an aggregate principal amount not to exceed $250 million. As of December 31, 2008,
GDB held approximately $154.8 million of PAA’s outstanding bonds, which are guaranteed by
the Commonwealth. In August 2008, PAA made a partial payment of the interest due on these
bonds. GDB has not formally requested the balance to the Commonwealth under its guarantee
but is in conversations with OMB regarding such payment and the upcoming payment due in
August 2009.

The first phase of the Port was completed in fiscal year 2004. This initial phase included
the improvement of piers 4, 5, and 6 of the Port and the acquisition of heavy equipment at a cost
of $40 million. During calendar year 2005, the PAA began the second phase of the Port, which
phase will provide capacity to handle up to 250,000 Twenty-Foot Equivalent Units (“TEU”) per
year. This second phase includes (i) dredging the entrance channel and adjacent areas of the Port
to a depth of 50 feet, (ii) reconstructing the container terminals, (iii) commencing certain
required environmental risk mitigation procedures, and (iv) preparing final construction
schematics. The second phase is substantially complete, and the remaining items are expected to
be completed by May 2009.

A third phase, which will provide for the expansion of the Port’s capacity, was initiated

in May 2007. This phase includes (i) infrastructure improvements related to access roads, (ii) the
development of utility infrastructure, namely, a new storm canal and the relocation of electricity

I-56



lines and the water and sanitation system, (iii) additional dredging at certain pier locations, and
(iv) the expansion of the container terminal. The first expansion under this phase will provide
sufficient capacity to process 500,000 TEU annually and is expected to be finished in the second
half of 2011.

Puerto Rico Ports Authority. The Puerto Rico Ports Authority (‘“Ports Authority”) owns
and operates the major airport and seaport facilities in Puerto Rico. Ports Authority derives
revenues from a variety of sources, including charges on airplane fuel sales, air terminal space
rentals, landing fees, wharfage, dockage and harbor fees, and rentals for the lease of property and
seaport equipment. Ports Authority reported net operating losses of $34 million, $20.1 million
and $15.7 million during fiscal years 2008, 2007 and 2006, respectively. The total debt of PRPA
was $704.1 million as of December 31, 2008. This debt includes outstanding bonds of $58.5
million, credit facilities for capital improvements with GDB and private financial institutions of
$233.8 million and a loan for operational purposes with private financial institutions of $411.7
million. The loan for operational purposes and a portion of the credit facilities for capital
improvements are guaranteed by GDB. PRPA debt is rated Baa3 and BBB— by Moody’s and
S&P, respectively.

As of April 30, 2009, the outstanding balance of the credit facilities for capital
improvements with private financial institutions was $188.6 million, which is due on June 30,
2009. Of this amount, $92.1 million, plus interest, is guaranteed by GDB.

Puerto Rico Public Buildings Authority. The Puerto Rico Public Buildings Authority
(“PBA”) is authorized to construct, purchase or lease office, school, health, correctional and
other facilities for lease to departments, public corporations, and instrumentalities of the
Commonwealth. Bonds that have been issued by PBA to finance such facilities (through
retirement of interim notes or otherwise) are payable from lease payments, which are largely
derived from legislative appropriations and are secured by the Commonwealth’s guaranty. PBA
is authorized by law to have outstanding at any one time up to $3.325 billion of bonds
guaranteed by the Commonwealth. As of December 31, 2008, $3.049 billion of such bonds of
PBA were outstanding (not including accretion of interest from the respective issuance dates on
capital appreciation bonds). As of December 31, 2008, PBA’s line of credit with GDB had an
outstanding balance of $86.2 million. PBA debt is rated Baa3 and BBB— by Moody’s and S&P,
respectively.

Special Communities Perpetual Trust. The Perpetual Trust is a public corporation
created by law to be an irrevocable and permanent trust. The Perpetual Trust’s principal purpose
is to fund development projects that address the infrastructure and housing needs of
underprivileged communities. GDB has made a special capital contribution to the Perpetual
Trust of $500 million and provided the Trust with a $500 million, non-revolving, line of credit.
The amounts transferred by GDB were deposited in two investment accounts held by GDB for
the benefit of the Perpetual Trust, which generated interests ascending to $89 million as of
December 31, 2008. These additional funds were distributed among 56 new identified special
communities for the construction of new infrastructure projects in these communities. The
Perpetual Trust has disbursed the total amount of $833 million as of December 31, 2008. As of
December 31, 2008, the Perpetual Trust’s line of credit with GDB had an outstanding balance of
$376.1 million. The line of credit is payable from legislative appropriations.
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Puerto Rico Telephone Authority. The Puerto Rico Telephone Authority (“PRTA”) was
created in July 1974 when the Commonwealth purchased the Puerto Rico Telephone Company
(“PRTC”) from International Telephone and Telegraph Corporation. PRTC operates the
principal telephone system in Puerto Rico.

In 1999, PRTA sold a controlling interest in PRTC to a consortium led by a predecessor
of Verizon Communications, Inc (“Verizon”). The net proceeds of $1.2 billion, after PRTC’s
outstanding debt was retired and certain employee benefits were paid, was deposited into the
Infrastructure Development Fund held by PRIFA. In 2002, Verizon exercised an option to
purchase additional shares from PRTA for $172 million, leaving PRTA with a 28% ownership
interest in PRTC. In 2007, PRTA sold its remaining interest in PRTC to a subsidiary of América
Movil, S.A. de C.V. for $529 million, the proceeds from which were transferred to the
Employees Retirement System of the Commonwealth.

University of Puerto Rico. The University of Puerto Rico (the “University”), with
approximately 64,511 students in academic year 2008-2009, is by far the largest institution of
higher education on the island. Government appropriations are the principal source of University
revenues, but additional revenues are derived from tuition, student fees, auxiliary enterprises,
interest income, federal grants, and other sources. University capital improvements have been
financed mainly by revenue bonds. As of December 31, 2008, the University’s total debt was
$621.1 million, including $585.0 million of outstanding revenue bonds. The University’s debt is
rated Baa2 and BBB by Moody’s and S&P, respectively.

In 2000, AFICA issued its $86,735,000 Educational Facilities Revenue Bonds, 2000
Series A (University Plaza Project) for the purpose of financing the construction of additional
student housing and parking and office space for the University. The project was built, is being
operated by Desarrollos Universitarios, Inc., a Puerto Rico not-for-profit corporation, and is
leased to the University for a term equal to the term of the bonds, with University lease payments
being sufficient to pay debt service on said bonds as they become due. These bonds are not
included in the University’s total debt or outstanding revenue bonds set forth in the prior
paragraph.

In June 2007, the Board of Trustees of the University approved Certification No. 60
establishing a new policy and methodology for tuition fees structure. This new structure covers
the tuition fees to be charged to new students until academic year 2012-2013. This policy was
adopted to pursue continued development and financial stability of the University.

Other public corporations. Public corporations not described above have outstanding
debt in the aggregate amount of $2.0 billion as of December 31, 2008. Debt service on $912
million of such outstanding debt is being paid from legislative appropriations. The
Commonwealth is not, however, obligated to make any such appropriations. Additional
legislative appropriations are made to enable certain of such corporations to pay their operating
expenses.
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INSURANCE MATTERS

Government-owned property is insured through policies obtained by the Secretary of the
Treasury and through self-insurance, except for property owned by the Electric Power Authority
and the Puerto Rico Aqueduct and Sewer Authority, whose properties are insured through
arrangements and policies obtained by the respective Authorities. Personal injury awards against
the Commonwealth are limited by law to $150,000 per occurrence.

RETIREMENT SYSTEMS

General. Public employees of the Commonwealth and its instrumentalities are covered
by five retirement systems: the Employees Retirement System, the Puerto Rico System of
Annuities and Pensions for Teachers (the “Teachers Retirement System”), the Commonwealth
Judiciary Retirement System (the “Judiciary Retirement System”), the Retirement System of the
University of Puerto Rico (the “University Retirement System”), and the Employees Retirement
System of Puerto Rico Electric Power Authority (the “Electric Power Authority Retirement
System”).

The University Retirement System and the Electric Power Authority Retirement System
apply to employees of the University of Puerto Rico and Electric Power Authority, respectively.
The Commonwealth is not required to contribute directly to those two systems, although a large
portion of University revenues is derived from legislative appropriations.

Covered Employees. The Teachers Retirement System covers public school teachers and
certain private school teachers, as well as teachers working in administrative positions.
Substantially all active teachers of the Commonwealth’s Department of Education are covered
by Act No. 91 of March 29, 2004, which superseded Act No. 218 of May 6, 1951. The new law
establishes that: (i) the Teachers Retirement System’s active employees as of March 29, 2004
(not public school teachers or other Education Department employees) have the option to
participate in the Teachers Retirement System or in the Employees Retirement System;
(1) persons hired by Teachers Retirement System after the approval of the new law may only
become members of the Teachers Retirement System, (iii) active teacher employees of the
Department of Education are members of the Teachers Retirement System, and (iv) licensed
teachers working in private schools or other educational organizations may elect to become
members of the Teachers Retirement System as long as the required employer and employee
contributions are satisfied. The Judiciary Retirement System covers judges, and the Employees
Retirement System covers all other employees of the Commonwealth, its municipalities and
instrumentalities.

As of June 30, 2008, the total number of participants, including active participants and
retirees, in the three systems was as follows: Employees Retirement System, 278,732; Teachers
Retirement System, 77,840; and Judiciary Retirement System, 695. The three systems are
financed by contributions made by employers (the Commonwealth, public corporations, and
municipalities) and employees, and investment income.

Funding Requirements. The central government is responsible for approximately 64% of
total employer contributions to the Employees Retirement System, and the other 36% is the
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responsibility of public corporations and municipalities. The central government is also
responsible for 100% and 99% of total employer contributions to the Judiciary and Teachers
Retirement Systems, respectively. Retirement and related benefits provided by the systems and
required contributions to the systems by employers and employees are determined by law rather
than by actuarial requirements. For the Employees Retirement System, required employer
contributions are 9.275% of applicable payroll. Required employee contributions for the
Employees Retirement System vary according to salary and how the individual employee’s
retirement benefits are coordinated with social security benefits. For the Judiciary Retirement
System, required contributions are 30.34% of applicable payroll for the employer and 8% for the
employees. For the Teachers Retirement System, required contributions are 8.5% of applicable
payroll for the employer and 9.0% for the employees.

Actuarial Valuation of Employees Retirement System. According to the most recent
actuarial valuation of the Employees Retirement System submitted by a firm of independent
consulting actuaries, as of June 30, 2005, the total pension benefit obligations for the System
were $12.284 billion. The unfunded pension benefit obligations of the Employees Retirement
System as of the same date were $9.956 billion, representing a funding ratio of 19%. Any
amounts receivable from the Commonwealth with respect to benefits under special benefits laws
(discussed below) are considered in the actuarial evaluation process to determine the unfunded
pension benefit obligation of the Employees Retirement System to the extent receivables are
recognized as such by the System. The June 30, 2005 actuarial valuation was completed in
accordance with the “Projected Unit Credit” method and assumed an investment return of 8.5%
per year and a salary increase of 5% per year. Insofar as the statutorily mandated annual deposit
to the Employees Retirement System is insufficient to cover the actuarial pension benefit
obligation, the unfunded pension benefit obligation of the System will continue to increase in the
short term, and additional funding from the Commonwealth may ultimately be necessary to
cover such unfunded obligation.

Based on the preliminary figures for the actuarial valuation of the Employees Retirement
System as of June 30, 2007, the actuarial accrued liability was $16.770 billion and the actuarial
value of assets was $2.892 billion, representing a funding ratio of 17.2%, and the resulting
unfunded actuarial accrued liability was $13.878 billion.

Actuarial Valuation of Judiciary Retirement System. According to the most recent
actuarial valuation of the Judiciary Retirement System submitted by a firm of independent
consulting actuaries, as of June 30, 2005, the total pension benefit obligations for the System
were $174 million. The unfunded pension benefit obligations of the Judiciary Retirement
System as of the same date were $104 million, representing a funding ratio of 40%. The June
30, 2005 actuarial valuation was completed in accordance with the “Projected Unit Credit”
method and assumed an investment return of 8.5% per year and a salary increase of 5% per year.
Insofar as the statutorily mandated annual deposit to the Judiciary Retirement System is
insufficient to cover the actuarial pension benefit obligation, the unfunded pension benefit
obligation of the System will continue to increase in the short term, and additional funding from
the Commonwealth may ultimately be necessary to cover such unfunded obligation.

Actuarial Valuation of Teachers Retirement System. According to the most recent
actuarial valuation of the Teachers Retirement System submitted by a firm of independent
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consulting actuaries, as of June 30, 2007, the accrued actuarial liability of the system was $7.756
billion and the value of its assets amounted to $3.163 billion, representing a funding ratio of
41%, and the resulting unfunded accrued liability was $4.593 billion. The actuarial valuation
assumed an investment return of 8%, yearly salary increases of 3.5%, employee and employer
contributions of 9% and 8.5%, respectively, an inflation rate of 2.5%, and a remaining
amortization period of 30 years for the unfunded accrued liability. Under the same assumptions,
but without taking into account benefits paid under special benefits laws (described below) and
excluding the obligations with respect to the prospective payments under the special benefits
laws, the funding of which will originate from the Commonwealth’s General Fund, as of June
30, 2007, the accrued actuarial liability was $7.227 billion and the value of its assets amounted to
$3.163 billion, representing a funding ratio of 44%, and the resulting unfunded accrued liability
was $4.064 billion. Insofar as the statutorily mandated annual deposit to the Teachers
Retirement System is insufficient to cover the actuarial pension liability, and since the Teachers
Retirement System is a relatively mature retirement system with a significant retiree population,
the unfunded pension benefit obligation, according to the 2007 actuarial valuation, will continue
to increase, and additional funding from the Commonwealth may ultimately be necessary to
cover such unfunded liability.

Special Benefits. Various special benefits laws enacted in previous years provided
additional benefits for the beneficiaries of the Employees Retirement System, Teachers
Retirement System and Judiciary Retirement System. Specifically, in the case of the Employees
Retirement System, Act No. 10 of May 21, 1992 provided for special benefit increases of 3%
every three years. The first 3% increase was granted to retirees who had been receiving their
annuities for three or more years as of that date. The second 3% increase was granted to retirees
who had been receiving their annuities for three or more years as of January 1, 1995. This
increase is being financed by additional contributions from the employers. The third 3%
increase was granted to retirees who had been receiving their annuities for three or more years as
of January 1, 1998. This third increase is being partially funded with additional contributions
from some of the employers. In June 2001, the Legislative Assembly approved a fourth 3%
increase, effective as of January 1, 2001, in post-retirement annuity payments granted on or prior
to January 1, 1998. This increase will be funded by the General Fund for retirees who were
employees of the central government and by municipalities and public corporations for retirees
who were their respective employees. In June 2003, the Legislative Assembly approved a fifth
increase of 3% in post retirement benefits effective January 1, 2004. This increase will also be
funded by the General Fund for retirees who were employees of the central government and by
municipalities and public corporations for retirees who were their respective employees. In June
2007, the Legislative Assembly approved a sixth increase of 3% in post retirement benefits
effective January 1, 2007. This increase will also be funded by the General Fund for retirees
who were employees of the central government and by municipalities and public corporations for
retirees who were their respective employees. Subsequent increases will depend upon the
express approval of the Board of Trustees of the Employees Retirement System and the
Legislative Assembly, and must provide a funding source. In the case of the Judiciary
Retirement System, Act No. 41 of June 13, 2001 provided a 3% special benefit increase in
annuity payments, commencing on January 1, 2002 and every three years thereafter, to retirees
who have been receiving their annuities for three or more years as of that date. This increase
will be funded by the General Fund.
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The Teachers Retirement System is seeking reimbursement from the Commonwealth’s
General Fund in the amount of $119 million for special benefits paid by the System to its
beneficiaries through June 30, 2004 pursuant to special benefit laws enacted by the Legislative
Assembly. The Teachers Retirement System’s interpretation of these special benefit laws, to the
effect that the Commonwealth is required to reimburse the Teachers Retirement System for such
special benefits paid, is being disputed by the Office of Management and Budget. In March
2009 the Department of Education paid to the Teachers Retirement System the amount of $12
million as partial payment. The dispute for the pending amount of $107 million continues under
inter-agency arbitration proceedings. The Employees Retirement System is also seeking
reimbursement from the Commonwealth (in connection with other special benefits laws
applicable to its beneficiaries) in the amount of $73.9 million, representing cumulative benefits
paid to beneficiaries through June 30, 2005.

Amendments to Employees Retirement System. In February 1990, the enabling act of the
Employees Retirement System was amended to reduce the future pension liabilities of the
Employees Retirement System. Among other provisions, the legislation increased the level of
contributions to the Employees Retirement System and limited the retirement benefits for new
employees by increasing the length of employment required for the vesting of certain benefits
and reducing the level of benefits in the case of early retirement. The legislation also reduced the
level of occupational disability benefits and death benefits received by new employees.

In 1999, the organic act of the Employees Retirement System was further amended to
change it, prospectively, from a defined benefit system to a defined contribution system. This
amendment provides for the establishment of an individual account for each employee hired by
the Commonwealth after December 31, 1999 and for those current employees who elect to
transfer from the existing defined benefit system. The individual account of each current
employee that transferred to the defined contribution system was credited initially with an
amount equal to his aggregate contributions to the Employees Retirement System, plus interest.
Current employees who did not elect to transfer to the new defined contribution system will
continue accruing benefits under the current defined benefit system. The individual account of
each participant of the new defined contribution system is credited monthly with the participant’s
contribution and is credited semiannually with a rate of return based on either of two notional
investment returns. Such accounts are not credited with any contribution by the employer.
Instead, employer contributions will now be used completely to reduce the accumulated
unfunded pension benefit obligation of the Employees Retirement System.

Cash Flow Shortfalls. The Employees Retirement System’s disbursements of benefits
during fiscal years 2004 through 2007 exceeded contributions and investment income for those
years. The cash shortfall for fiscal year 2004 was covered with a loan received from the
Department of the Treasury. Balances owed to the Department of the Treasury and other
pending working capital needs through fiscal year 2005 were refinanced through a repurchase
agreement with a financial institution in an amount of $138 million collateralized with the assets
of the Employees Retirement System. The cash shortfall for fiscal year 2006 was approximately
$70 million. This shortfall was covered with a line of credit provided by a private financial
institution and collateralized with the assets of the Employees Retirement System. There was no
cash shortfall for fiscal year 2007 on account of the receipt of the proceeds from the sale of the
Puerto Rico Telephone Company stock that Puerto Rico Telephone Authority held for the benefit

1-62



of the Trust. Also with these proceeds the Employees Retirement System paid off the balances
of the 2005 repurchase agreement and the 2006 line of credit used to cover the respective year’s
cash shortfalls. For fiscal year 2008, the System experienced a positive cash flow due to various
non-recurring sources of income and a series of financings to increase the System’s funding ratio
and reduce its unfunded pension benefit obligation. The financings involved the issuance by the
Employees Retirement System of debt secured by a pledge of future employer contributions over
the next 50 years. All net cash generated by these financings was deposited into the Employees
Retirement System trust and invested along with its other assets. As of June 30, 2008, the
Employees Retirement System had issued three series totaling approximately $2.9 billion of its
Senior Pension Funding Bonds.

During fiscal year 2009, the Employees Retirement System expects to have a cash
shortfall of approximately $150 million to $250 million. Based on the Puerto Rico Employees
Retirement System’s estimates, it could have a $362 million cash flow deficit for fiscal year
2010. This negative trend is expected to continue partly due to possible future increases in the
cost of living adjustments, changes in demographics of retirees and beneficiaries, and possible
higher pension payments due to higher salaries of future retirees.

With respect to the Teachers Retirement System, the cash shortfalls for fiscal years 2006,
2007 and 2008 were $65 million, $40 million, and $75 million respectively. Investments were
liquidated to cover these shortfalls. For fiscal year 2009, the Teachers Retirement System
expects to have a cash shortfall of approximately $67 million. Based on the Teachers Retirement
System’s estimates, it could have an $81 million cash flow deficit for fiscal year 2010. This
negative trend is expected to continue given that Puerto Rico Teachers Retirement System is in a
relatively mature stage.

Based on the current statutory funding requirements, the annual benefit payments and
administrative expenses paid by the Teachers Retirement System are significantly larger than the
member and employer contributions made to the System. Thus, according to the 2007 actuarial
valuation, investment income must be used to cover this negative cash flow.

Efforts to Address Cash Flow Shortfall and Improve Funding Ratio. As stated above, the
Employees Retirement System anticipates that its future cash flow needs for disbursement of
benefits to participants are likely to exceed the sum of the employer and employee contributions
received and its investment and other recurring income. The Employees Retirement System is
evaluating measures to improve its cash flows and funding ratio. Some of these measures
include, but are not limited to, the establishment of a maximum salary to calculate pension
benefits and additional collection efforts with respect to employer contributions owed by the
Commonwealth, the municipalities, and public corporations.

Composition and Market Value of Investment Portfolios. The market value of the
investment portfolios (which excludes loans to plan members) held by the retirement plans has
been materially adversely affected by the global decline in value of equity securities. This
decline has had an adverse effect on the unfunded actuarial accrued liability of the retirement
systems.
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As of March 31, 2009, the market value of the Employees Retirement System’s
investment portfolio was $1.9 billion, compared to $2.6 billion as of June 30, 2008. As of that
date, the investment portfolio was comprised of approximately 66.8% of U.S. domestic and
international equity investments and 31.0% of fixed-income securities.

As of March 31, 2009, the market value of the Teachers Retirement System’s investment
portfolio was $1.6 billion, compared to $2.3 billion as of June 30, 2008. As of that date, the
investment portfolio was comprised of approximately 68.4% of U.S. domestic and international
equity investments and 31.6% of fixed income securities.

The following tables present the Statement of Plan Net Assets and Statement of Changes
in Plan Net Assets of the Employees Retirement System, the Judiciary Retirement System and
Teachers Retirement System, in each case for fiscal years 2006, 2007, and 2008 and for the first
six months of fiscal year 2009.
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The Commonwealth of Puerto Rico
Employees’ Retirement System
Statements of Plan Net Assets®
As of June 30, 2006, 2007, 2008 and December 31, 2008
(in thousands)

ASSETS December 31, 2008** 2008 2007 2006
CASH AND SHORT TERM

INVESTMENTS

Deposits at Commercial Banks $ 36,388 $ 84,439 $ 41,365 $ 27,849

Deposits with Treasury Department 55,595 23,099 -- -

Deposits with GDB:

Unrestricted 74,165 54,438 266,633 25,777
Restricted 1,147,407 1,320,224 2,310 2,156

Restricted Cash Bonds 315,573 194,819 -- --
Total Cash and Short Term Investment 1,629,629 1,677,019 310,308 55,783
SECURITIES LENDING, COLLATERAL

INVESTED
Marketable Securities:
Notes and Bonds 557,234 547,414 149,639 6,667
Stocks 1,436,051 2,018,090 1,693,144 1,376,901
Master Repo - - - 148,158
Private Equity Investments 40,752 42,294 47,784 41,609
Total Cash and Investments 2,034,037 2,607,798 1,890,566 1,573,336
LOANS TO PLAN MEMBERS
Mortgage 121,465 116,022 107,680 96,542
Personal 858,691 771,367 440,167 406,882
Cultural Trips 43,220 38,344 28,933 24,894
PEC 1,787 1,098 533 233
Total Loans to Plan Members 1,025,162 926,831 577,314 528,552
Investment in PRTA Holdings - -- - 495318
Total cash, investments and loans to plan
members 4,688,829 5,211,648 2,778,188 2,652,988
RECEIVABLES:
Employers 144,596 246,167 117,420 43,343
General Fund 319 854 4,615 10,405
Judiciary Retirement System 17,231 16,714 5,113 3,161
Investment Sales 8,196 9,800 2,470 1,279
Accrued Interest 9,315 3,279 3,119 2,385
Dividend Receivable - -- - 23,720
Other 99,362 58,210 4,527 23,575
Total Receivables 279,019 335,024 137,264 107,868
CAPITAL ASSETS 12,216 9,840 8,476 7,694
OTHER ASSETS 6,358 8,293 7,371 7,592
Prepaid Bond Cost 35,462 35,462 - -
Total assets 5,021,884 5,600,266 2,931,299 2,776,142
LIABILITIES
Book overdraft - - 1,566 -
Short Term Obligations -- -- - 139,074
Repurchase Obligations -- - -- 1,245
Funds of Mortgage Loans and Guarantee

Insurance Reserve for Loans 8,717 3,863 8,914 8,433
Investment Purchases 9,944 12,696 2,172 1,179
Accounts Payable and Accrued Liabilities 7,418 9,310 10,125 -
Line of Credit -- -- - 60,000
Bonds Payable 2,942,183 2,942,184 - -
Other Liabilities 150,296 12,946 17,022 24,880
Bonds Interest Payable - 12,182 - -
Total Liabilities 3,118,558 2,993,180 39,799 209,931
Net Assets Held in Trust for Pension

Benefits $1,903,327 $2,607,086 $2,891,501 $2,566,211

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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As of June 30, 2006, 2007, 2008 and December 31, 2008

ADDITIONS:
Contributions:

Employer

Participating employees

Early Retirement

Other Special Laws
Total Contributions

Investment (loss) Income:
Realized Gain or Loss
Unrealized Gain or Loss
Dividend Income
Interest Income

Total

Less Investment Expense
Insurance Premium
Other Income

Net Investment Income

Total Additions

DEDUCTIONS:
Annuities
Benefits Under Special Laws
Death Benefits
Refunds of Contributions:
Employers
Participating Employees
Personal Loans Adjustment
Insurance Claims on Loans
Other Expenses
Administrative Expenses
Interest on Bonds

Total Deductions

Net (decrease) Increase

The Commonwealth of Puerto Rico
Employees’ Retirement System
Statements of Changes in Plan Net Assets*

(in thousands)

Net Assets Held in Trust for Pension

Benefits:
Beginning of the Year
End of Year

December 31, 2008** 2008 2007 2006
$ 201,503 $ 380,833 $ 374,394 $ 398,521
183,040 345,614 338,791 342,830
22,326 141,724 69,097 -

- 16,789 17,000 -
406,869 884,961 799,282 758,035
(79,758) 25,129 74,304 33,023
(555,331) (238,509) 289,881 156,492
9,113 10,347 14,494 49,939
99,613 115,763 68,231 63,486
(526,363) (87,270) 446,910 302,939
(35) (6,664) (12,940) (10,123)

- 6,197 2,441 14,492

6,546 24,927 17,431 8,496
(519,853) (62,904) 453,841 315,804
(112,084) 822,034 1,253,124 1,073,839
481,867 932,701 793,883 772,647
- 16,789 17,000 16,684

2,684 18,712 13,872 14,984
966 3,020 5,296 1,666
13,367 37,346 28,009 20,707

- - - 1,658

- 1,092 2,118 1,216

5,865 18,204 13,569 -
16,581 31,610 29,207 30,817
69,445 46,996 - -
590,775 1,106,472 902,954 860,379
(703,759) (284,415) 350,170 213,459
2,607,086 2,891,501 2,541,331 2,327,871
$1,903,327 $2,607,086 $2,891,501 $2,541,331

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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The Commonwealth of Puerto Rico
Judiciary Retirement System
Statements of Plan Net Assets®
As of June 30, 2006, 2007, 2008 and December 31, 2008
(in thousands)

December 31,
ASSETS 2008%* 2008 2007 2006
Cash and Investments:
Cash and Cash Equivalents $ 2,590 $ 2,519 $ 2,735 $ 1,599
Cash Deposited with GDB or Treasury Department: 398 267 197 179
Total Cash 2,988 2,786 2,932 1,779
Receivables:
Accrued Interest 251 237 237 250
Investment Sales 250 196 179 561
Other 25 25 51 45
Total receivables 526 458 467 856
Marketable Securities:
Notes and Bonds 21,650 22,169 20,728 19,822
Stocks 42,626 61,377 68,654 56,108
Total Investments 64,276 83,546 89,382 75,929
Loans and Interest Receivable from Members:
Mortgage 15 8 17 34
Personal 425 394 195 191
Cultural Trips 41 45 44 49
Total Loans to Plan Members 482 448 256 274
Total cash, investments and loans to plan members 68,271 87,239 93,072 78,338
LIABILITIES
Due to Treasury Department 263 -- 5,415 1,902
Due to the Employee's Retirement System of the
Government of Puerto Rico 17,231 16,714 5,113 3,161
Escrow Funds to plan Members and Guarantee
Insurance 57 56 53 52
Investment Purchases 262 345 180 67
Other Liabilities 2,824 812 803 807
Total Liabilities 20,638 17,927 11,564 5,989
Net Assets Held in trust for Pension Benefits $47,633 $ 69,311 $ 81,473 $ 72,849

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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The Commonwealth of Puerto Rico
Judiciary Retirement System
Statements of Changes in Plan Net Assets*

As of June 30, 2006, 2007, 2008 and December 31, 2008

(in thousands)

December 31, 2008+ 2008 2007 2006

ADDITIONS:
Contributions:

Employer $ 3,484 $6,705 $6,632 $6,727

Participating employees 1,620 3,076 2,828 2,960
Total Contributions 5,104 9,781 9,460 9,687
Investment Income:

Realized Gain or Loss (1,909) 1,031 1,484 1,189

Unrealized Gain (17,926) (8,988) 10,954 4,630

Dividend Income -- 267 224 205

Interest Income 814 1,553 1,447 1,219
Total (19,020) (6,137) 14,110 7,243
Less Investment Expense - (197) (192) (279)
Other Income - - - 1
Net Investment Income (19,020) (6,333) 13,918 6,965
Total Additions (13,916) 3,448 23,378 16,652
DEDUCTIONS:
Annuities 7,244 14,419 13,461 12,273
Refunds to Participating Employees -- 169 38 130
Administrative Expenses 518 1,022 1,255 1,197
Total Deductions 7,762 15,610 14,754 13,600
Net Increase (21,678) (12,162) 8,624 3,052
Net Assets Held in Trust for Pension Benefits:
Beginning of the Year 69,311 81,473 72,849 69,797
End of Year $47,633 $69,311 $81,473 $72,849

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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The Commonwealth of Puerto Rico
Teachers Retirement System
Statements of Plan Net Assets*
As of June 30, 2006, 2007, 2008 and December 31, 2008

ASSETS
Cash:
Cash and cash equivalents
Cash with fiscal agent
Cash restricted
Cash deposited with Government
Development Bank for Puerto Rico
Total Cash
Investments, at fair value:
Bonds and notes
Stocks
Total investment at fair value
Other investments:
Mortgage notes acquired from third parties
Private equity investments
Total investments
Loan to plan members:
Mortgage
Personal
Cultural trips
Total loans to plan members
Total investments and loans
Accounts receivable:
Receivable for investments sold
Accrued interest and dividends receivable
Other
Total accounts receivable
Property and equipment, net
Other assets
Total Assets
LIABILITIES
Investments purchased
Cash overdraft in cash with fiscal agent
Accounts payable
Obligation under capital lease
Accrued expenses
Line of credit
Escrow fund of mortgage loans and guarantee
insurance reserve for loans to plan members
Bonds payable
Other liabilities
Total liabilities
Net Assets Held in Trust for Pension
Benefits

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.

(in thousands)

December 31.

2008** 2008 2007 2006
$27,981 $50,474 $33,542 $53,515
- 297 - -
-- - - 1,717
3,282 3,255 3,123 2,993
31,263 54,026 36,665 58,225
480,455 490,007 468,452 463,474
1,206,417 1,796,817 2,218,033 1,886,625
1,686,872 2,286,824 2,686,485 2,350,099
32,778 37,630 46,686 46,215
1,750,913 2,324,454 2,733,171 2,396,314
106,047 103,759 102,684 104,830
275,852 271,510 260,066 246,074
1,331 1,355 1,371 1,429
383,229 376,624 364,121 352,333
2,134,143 2,755,104 3,133,957 2,806,872
12,000 4,693 12,242 12,163
6,076 6,395 6,312 6,371
14,694 15,141 14,640 14,932
32,770 26,229 33,194 33,466
26,431 26,223 25,890 25,665
451 451 700 691
2,193,795 2,808,007 3,193,741  $2,866,694
8,738 7,952 11,258 $11,422
36,521 - 5,619 13,949
3,266 3,688 4,152 3,043
2 12 35 57
5,343 5,361 4,270 4,289
-- - 4 4
4,660 4,641 4916 5,988
- - - 20,430
953 1,007 567 625
59,483 22,661 31,021 59,807
$2,134,312 $2,785,346  $3,162,720  $2,806,887

1-69



The Commonwealth of Puerto Rico
Teachers Retirement System
Statements of Changes in Plan Net Assets*
As of June 30, 2006, 2007, 2008 and December 31, 2008
(in thousands)

December 31, 2008** 2008 2007 2006
ADDITIONS:
Contributions:
Participating Employees $ 67,763 $ 127,566 $ 127,809 $ 129,473
Employer 62,186 117,065 116,320 119,199
Contributions transferred from other
systems™** 644 4,181 12,396 921
Special 46,748 68,085 57,960 61,066
Total contributions 177,341 316,897 314,485 310,659
Investment Income:
Interest income 33,059 67,825 65,367 57,899
Dividend Income 5,640 15,629 13,654 14,684
Net appreciation (depreciation) in fair
value of investments (595,603) (276,573) 406,131 258,182
(556,904) (193,119) 485,152 330,765
Less investment expense 3,281 6,847 6,217 5,792
Net investment income (560,185) (199,966) 478,935 324,973
Other income 761 1,735 1,299 13,085
Total additions ($ 382,083) $ 118,666 $ 794,719 $ 648,717
DEDUCTIONS:
Benefit paid to participants:
Annuities and death benefits 217,300 414,334 364,998 332,425
Special benefits 37,264 49,742 45,564 42,837
Refunds of contributions 2,519 6,427 5,447 4,135
Administrative expenses 11,867 25,537 22,877 22,651
Total deductions 268,950 496,040 438,886 402,969
Net increase in net assets held in trust for
pension benefits (651,033) (377,374) 355,833 245,748
Net assets held in trust for pension
benefits
Beginning of year 2,785,345 3,162,720 2,806,887 2,561,139
End of year $2.134,312 $2,785,346 $3.162,720 $2.806.887

* Totals may not add due to rounding.

** Preliminary, unaudited numbers.
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COMMONWEALTH FINANCIAL STATEMENTS

For fiscal year 2007, the basic financial statements of the Commonwealth were audited
by KPMG LLP. KPMG LLP did not audit the financial statements of the Public Buildings
Authority capital project fund or The Children’s Trust special revenue funds (major funds), and
certain activities, funds and component units identified separately in its report. Those financial
statements were audited by other independent auditors whose reports were furnished to KPMG
LLP, and its opinion on the basic financial statements, insofar as it relates to the amounts
included in the basic financial statements pertaining to such activities, funds and component
units, is based solely on the reports of the other auditors.

The Comprehensive Annual Financial Report of the Commonwealth (“CAFR”) for fiscal
year 2007, which includes the basic financial statements of the Commonwealth for fiscal year
2007, was filed by the Commonwealth with each nationally recognized municipal securities
information repository (each, a “NRMSIR”) in June 2008.

PUERTO RICO TAXES, OTHER REVENUES, AND EXPENDITURES

The Secretary of the Treasury has custody of the funds of the central government and is
responsible for the accounting, disbursement and investment of such funds. Central government
funds are grouped into three major categories or “types” of funds, as follows: (i) Governmental
Fund Types, which include the General, Special Revenue, Debt Service (also referred to herein
as Redemption), and Capital Project Funds; (ii) Proprietary Fund Types, which include the
Enterprise and Internal Service Funds; and (iii) Fiduciary Fund Types, which include the Trust
and Agency Funds. These funds do not include funds of the municipalities, because the
municipalities are governmental entities with independent treasuries. The Special Revenue Fund
is incorporated into the General Fund for financial reporting purposes (but not for budgetary

purposes).

The General Fund is the primary operating fund of the Commonwealth. General Fund
revenues are broadly based and include revenues raised internally as well as those from non-
Puerto Rico sources. Internal revenues consist principally of income, excise and sales taxes.
Revenues from non-Puerto Rico sources are derived from federal excise taxes and customs
duties returned to the Commonwealth. The primary expenditures of the Commonwealth through
the General Fund are for grants and subsidies, and personal and other services.

Summary and Management’s Discussion of General Fund Results

The following table presents the actual revenues and expenditures of the General Fund on
a cash basis for fiscal years 2006 and 2007, the preliminary revenues and expenditures for fiscal
year 2008, and the projected revenues and expenditures for fiscal years 2009 and 2010,
respectively.

The amounts shown in the following table as expenditures may be different than those
reflected in the budget or in the Commonwealth’s financial statements because the table shows
only cash disbursements, while the budget includes all authorized expenditures, regardless of
when the related cash is actually disbursed. In addition, transfers to the Redemption Fund (used
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to pay debt service on the Commonwealth’s bonds), which are included in the budget under
“debt service,” are shown as a deduction from total revenues in calculating “adjusted revenues”
in the table and are not included under “expenditures.” Finally, certain expenditures incurred in
excess of budgeted amounts may not be reflected in the table as expenditures to the extent they
are paid from reserve funds, such as moneys in the Budgetary Fund. A discussion of the budget
for fiscal years 2009 and 2010 appears below under “Budget of the Commonwealth of Puerto
Rico.”

Amounts listed under “Other Income” represent recurring General Fund revenues not
appropriately attributable to other revenue line items, such as repayment of General Fund
advances to municipalities and government agencies and funds. “Other Expenditures” represent
recurring General Fund expenditures not appropriately attributable to other expenditures line
items, such as advances to government agencies and municipalities, which advances are to be
reimbursed to the General Fund by law. Amounts listed under “Capital Outlays and Other Debt
Service” represent debt service on obligations and capital expenditures for which the Legislative
Assembly has by resolution agreed to appropriate funds. General Fund revenues, expenditures,
and transfers as presented in the table differ from the General Fund revenues, expenditures, and
transfers as presented in the financial statements of the Commonwealth, as the financial
statements reflect an expanded General Fund entity in accordance with generally accepted
accounting principles.
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Commonwealth of Puerto Rico
General Fund Revenues, Expenditures, and Changes in Cash Balance
(in thousands)

2006 2007 2008 2009¢ 2010
Beginning cash balance $ 42,933 $ (0) $  (506,261) $ (1,100,044) $ (1,282,314)
Revenues from internal sources:
Income Taxes:
Individuals 3,087,748 3,071,655 2,793,198 2,555,000 2,614,000
Corporations 1,872,458 2,002,718 1,565,458 1,412,000 1,541,000
Partnerships 2,787 2,960 1,942 3,000 2,000
Withheld from non-residents 921,260 933,728 1,087,782 891,000 836,000
Tollgate taxes 27,396 25,083 21,610 5,000 5,000
Interest 11,536 12,112 13,657 12,000 11,000
Dividends 66,721 138.859 59,770 57.000 49,000
Total income taxes 5,989.906 6,187,115 5.543.417 4,935,000 5.058.000
Sales and use tax - 582,560 852,927 911,000 606,000
Commonwealth excise taxes:
Alcoholic beverages 292,180 279,028 268,095 282,000 288,000
Cigarettes 135,267 132,399 119,124 119,000 163,000
Motor vehicles 533,957 396,667 366,343 339,000 334,000
Other excise taxes 682,477 314,340 110,017 90,000 89.000
Total Commonwealth excise taxes 1,643,881 1,122,434 863.579 830,000 874,000
Property taxes 1,106 800 - - 230,000
Inheritance and gift taxes 9,466 4,663 6,600 5,000 5,000
Licenses 91,310 97,610 87,631 94,000 94,000
Other:
Lottery 62,729 73,014 46,636 59,000 63,000
Electronic lottery 55,212 71,815 105,346 89,000 95,000
Miscellaneous non-tax revenues 431,803 330,064 321,897 280,000 286,000
Total Other 549.744 474,393 473.879 428,000 444.000
Total revenues from internal sources 8,285.413 8,470,075 7.828.033 7,203,000 7.311,000
Revenues from non-Commonwealth sources:
Federal excise taxes" 346,272 377,872 361,827 394,000 356,000
Customs 9.553 14,504 4,796 3.000 3.000
Total revenues from non-Commonwealth sources 355,825 392.376 366,623 397,000 359.000
Total net revenues 8.641.238 8.862.451 8.194.656 7.600.000 7,670,000
Other Income (refunds)® 76,085 (8,335) 89,006® 44,907 -
Transfers to Redemption Fund® (484,812) (512,197) (202,954) (288,000) (520,600)
Proceeds of notes and other borrowings® 4,115,8977 1,872,096 2,710,000 4,529,000 2,500,000
Repayment of notes and other borrowings® (3.005,838) (1,926,273) (2,580,764) (2,872,384) (2,557,664)"”
Adjusted revenues 9.342.570 8,287,742 8,209,944 9.013.523 7.091.736
Expenditures:
Grants and subsidies 3,944,349 3,387,199 3,429,217 3,239,855 3,211,852
Personal services 4,796,382 4,590,962 4,630,589 5,277,864 2,758,907
Other services 525,377 594,345 583,897 421,386 494,524
Materials and supplies 50,227 79,186 99,307 106,641 82,402
Equipment purchases 19,378 27,965 49,495 45,123 35,775
Capital outlays and other debt service 49,789 21,576 11,222 104,924 508,276
Transfers to agencies - 92,770 -
Other disbursements - - - - -
Total expenditures 9.385.503 8,794,003 8,803,727 9,195,793 7.091,736
Adjusted revenues less expenditures (42.933) (506,261) (593.783) (182.270) -
Ending cash balance $ 0) $  (506.261) $ (1,100,044) $ (1,282,314) $ (1.282,314)
(p) Preliminary.
(e) Estimated.
(b) Budget, as proposed.

M

@
3

Excludes transfers by the Commonwealth to the Conservation Trust Fund and amounts deposited by the Secretary of the Treasury into a separate account for the promotion of
Puerto Rico rums in foreign markets.

Consists of net revenues from the General Fund’s non-budgetary funds plus a reserve for future tax refunds reduced by estimated tax refunds.

Consists of amounts to pay principal of and interest on general obligation bonds and notes of the Commonwealth. Does not include amounts deposited directly into the
Redemption Fund from non-General Fund revenues.

Consists of proceeds of borrowings from GDB and a syndicate of commercial banks, and proceeds from Commonwealth’s Tax and Revenue Anticipation Notes.

Consists of repayments of borrowings from GDB and a syndicate of commercial banks, and repayments of Commonwealth’s Tax and Revenue Anticipation Notes.

Includes proceeds of $100 million generated by the issuance of the Commonwealth’s Public Improvement Refunding Bonds, Series 2006 A, which were privately placed.

Includes $50 million from the Emergency Fund used for operating expenses.

Includes $147 million related to the sale of properties.

Includes $1 billion loan from GDB to the Commonwealth secured by an assignment of tax receivables, $750 million borrowed by COFINA and transferred to the Commonwealth,
and $169 million transferred to the Commonwealth from the sale of securities in PRIFA’s Corpus Account.

(10) Estimated $57.6 million in interest expense related to the Commonwealth's Tax and Revenue Anticipation Notes was included in the 2010 operational budget.

Source: Department of the Treasury
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Projected Fiscal Year 2010 Compared to Estimated Fiscal Year 2009

It is projected that General Fund total revenues for fiscal year 2010 will be $7.670 billion,
representing an increase of $70 million, or less than 1%, from estimated fiscal year 2009
revenues. The major changes in revenues from fiscal year 2009 are expected to be a projected
decrease in the sales and use tax received by the General Fund of $305 million (due to the
increased allocation of this tax to COFINA), partly offset by a projected increase in property
taxes and excise taxes on cigarettes and alcoholic beverages of approximately $230 million and
$50 million, respectively, as a result of the increases in tax revenues imposed under Act 7.

Proposed General Fund expenditures for fiscal year 2010 total $7.670 billion, which is
$1.814 billion or 19% lower than the $9.484 billion budgeted for fiscal year 2009. This amount
does not include an additional estimated $2.5 billion in expenses to be paid from a Stabilization
Fund to be funded from proceeds of COFINA bond issues. These additional expenses, which are
included in the consolidated budget of the Commonwealth, include $1 billion of expenses related
to the implementation of the payroll reduction plan under Act 7, $1 billion in expenses which
will be incurred in fiscal year 2010 but will not be incurred in subsequent fiscal years as a result
of the expense reduction plan under Act 7, and a resulting $500 million of expenses constituting
a structural deficit for fiscal year 2010.

Estimated Fiscal Year 2009 Compared to Fiscal Year 2008

Total estimated General Fund revenues for fiscal year 2009 are $7.6 billion, representing
a decrease of $594.7 million, or 7.3%, from preliminary fiscal year 2008 revenues. The major
changes from fiscal year 2008 are expected to be: (i) decreases in income taxes from individuals
of $238.2 million and in corporate income taxes of $153.5 million, (ii) a decrease of $196.9
million in income taxes withheld from non-residents, (iii) a decrease of $33.6 in excise taxes, (iv)
a decrease of $41.9 million in miscellaneous non-tax revenues, and (v) an increase of $58 million
in the sales and use tax revenues. The estimated decrease in revenues for fiscal year 2009
reflects the acceleration of the economic recession during this fiscal year.

Total estimated General Fund expenditures for fiscal year 2009 are $9.484 billion, which
represents an increase of $257 million over the original budget for 2008 and an increase of $477
million over the expenditures for 2008.

The approximately $1.884 billion difference between estimated General Fund revenues
and estimated General Fund expenditures for fiscal year 2009 was covered principally by a $1
billion loan from GDB to the Commonwealth secured by an assignment of tax receivables, a
transfer of $750 million from COFINA to the Commonwealth, and a transfer of $169 million to
the Commonwealth from the sale of securities in PRIFA’s Corpus Account.

In addition, during the government transition process, the administration identified
additional expenses of $1.349 billion that were not included in the fiscal year 2009 budget.
These additional expenses are not included in the General Fund revenues and expenditures table
above. These expenses will be budgeted and paid by the Commonwealth in subsequent fiscal
years.
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Fiscal Year 2008 Compared to Fiscal Year 2007

Preliminary total General Fund revenues for fiscal year 2008 were $8.195 billion,
representing a decrease of $399 million, or 4.6%, from actual revenues for fiscal year 2007
(excluding the collection of $269 million from special temporary tax measures in fiscal year
2007). The major changes from fiscal year 2007 were: (i) decreases in income taxes from
individuals of $278 million and in corporate income taxes of $437 million, (ii) a decrease of
$259 million in excise taxes, and (iii) an increase of $270 million in the sales and use tax
revenues, which was only in effect for seven and a half months of fiscal year 2007. The decrease
in 2008 revenues was principally due to the ongoing economic recession and high oil prices,
which directly affected income and excise tax collections.

Preliminary total General Fund expenses for fiscal year 2008 amounted to $9.007 billion,
which is composed of $8.804 billion of operational expenses and $203 million transferred to the
redemption fund. The difference between preliminary revenues and expenses for fiscal year
2008 of $812 million was covered principally by cash-management procedures such as delaying
payments to certain vendors and a GDB loan of $190 million.

Fiscal Year 2007 Compared to Fiscal Year 2006

General Fund total revenues for the fiscal year 2007 were $8.862 billion, an increase of
$221 million, or 2.5%, from fiscal year 2006. This amount includes (i) $5.074 billion in
individual and corporate income taxes, (ii) $934 million in non-resident withholding taxes, (iii)
$1.122 billion in excise taxes, (iv) $583 million of sales and use tax revenues, and (v) $269
million from special temporary tax measures. A decrease of $521 million in excise taxes was
offset by revenues from the sales and use tax, as the repeal of the general excise tax on imported
goods and goods manufactured in Puerto Rico was replaced with the sales and use tax
commencing on November 15, 2006.

General Fund expenses for fiscal year 2007 were $9.306 billion. This amount does not
include $522 million of debt service payments on a portion of the Commonwealth’s outstanding
appropriation debt, which debt service was excluded from the budget based on the provisions of
Act 91, which created the Dedicated Sales Tax Fund to service in part the repayment of such
appropriation debt.

The difference between revenues and expenses for fiscal year 2007 of $444 million was
covered by a $240 million transfer of funds from GDB that was originally set aside from General
Fund appropriations to cover a portion of debt service payments on the Commonwealth’s
appropriation debt, which set-aside was no longer needed on account of the passage of Act 91.
The remaining shortfall was covered principally by cash-management procedures such as
delaying payments to certain vendors (carrying over into fiscal year 2008).

Major Sources of General Fund Revenues
Income Taxes

The Commonwealth’s income tax law, the Internal Revenue Code of 1994, as amended
(the “PR Code”), imposes a tax on the income of individual residents of Puerto Rico, trusts,
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estates, and domestic and foreign (if engaged in a trade or business in Puerto Rico) corporations
and partnerships at graduated rates. A flat tax is imposed on certain payments made to non-
residents of Puerto Rico, which is collected through an income tax withholding.

Individuals. Resident individuals are subject to tax on their taxable income from all
sources. The PR Code has four tax brackets for individuals with tax rates of 7%, 14%, 25%, and
33%. Dividend income from Puerto Rico corporations and certain qualifying foreign
corporations is taxed at an income tax rate of 10%.

Gain realized from the sale or exchange of a capital asset by resident individuals, if held
for more than six months, is taxed at an income tax rate of 10%.

Interest income in excess of $2,000 on deposit with Puerto Rico financial institutions is
taxed at an income tax rate of 10%; the first $2,000 of interest income from such institutions is
exempt from taxation. Interest income on certain qualifying debt obligations issued by Puerto
Rico corporations and certain qualifying foreign corporations and paid to resident individuals,
trusts, estates, corporations and partnerships qualifies for an income tax rate of 10%.

Corporations and Partnerships. Puerto Rico corporations and partnerships are subject to
tax on income from all sources; foreign corporations and partnerships that are engaged in a trade
or business in Puerto Rico are subject to tax on their income from Puerto Rico sources and on
income from sources outside Puerto Rico that is effectively connected with the conduct of their
trade or business in Puerto Rico. Unless a corporation or partnership qualifies for partial
exemption from corporate income and other taxes under the industrial incentives program (see
“Tax Incentives” under “The Economy” above), it is subject to tax at graduated rates.

In general, the PR Code provides for six income tax brackets for corporations and
partnerships, with the highest rate (39%) applicable to net taxable income in excess of $300,000.
Gains realized from the sale or exchange of a capital asset, if held for more than six months, are
taxed at a maximum regular income tax rate of 15%. Dividends received by Puerto Rico
corporations and partnerships from foreign corporations and partnerships engaged in trade or
business in Puerto Rico are subject to general income tax rates. A dividends received credit may
be available when the corporation or partnership making the distribution is organized in Puerto
Rico. Interest income on certain qualifying debt obligations issued by Puerto Rico corporations
and certain qualifying foreign corporations and paid to corporations and partnerships qualifies
for a special tax rate of 10%.

In general, corporations and partnerships operating under a new grant of tax exemption
issued under the Economic Incentives Act are subject to a maximum income tax rate of 4%
during their basic exemption period. Corporations and partnerships covered by the Tourism
Incentives Act are subject to a maximum tax rate of 42% on their taxable income after applying
the 90% exemption granted under the Tourism Incentives Act, which results in a maximum
effective tax rate of 4.2% on their net tourism development income. The PR Code also provides
for an alternative minimum tax of 22%.

The PR Code generally imposes a branch profits tax on resident foreign corporations
whose gross income qualifies as income effectively connected with a Puerto Rico trade or
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business. The branch profits tax is 10% of an annual dividend equivalent amount, and it applies
without regard to the Puerto Rico source of income rules.

Interest from Puerto Rico sources paid to non-resident non-affiliated corporate recipients
is not subject to any income or withholding tax. Interest paid to certain related non-resident
recipients is subject to a withholding tax of 29%. Dividends paid to non-resident corporate
recipients are subject to a withholding tax of 10%. Dividends distributed by corporations
operating under new grants of tax exemption issued under the Economic Incentives Act are not
subject to Puerto Rico income tax. However, royalty payments made by such corporations to
non-resident recipients are subject to an income tax withholding of 2% or 12%, depending on
certain elections made by the grantee.

Subject to certain exceptions, payments in excess of $1,500 during a calendar year made
by the Commonwealth and persons engaged in a trade or business in Puerto Rico in
consideration of the receipt of services rendered in Puerto Rico are subject to a 7% income tax
withholding.

Act 7. Act 7, which was enacted on March 9, 2009 as part of the new administration’s
Fiscal Plan, seeks, among other things, to increase the tax revenues of the Puerto Rico
government by imposing certain permanent and temporary tax increases.

With respect to income taxes, Act 7 includes the following temporary measures that are
applicable for taxable years commenced after December 31, 2008 and before January 1, 2012:

(1) taxable corporations and individuals whose adjusted gross income equal or
exceeds $100,000 (for single individuals) or $150,000 (in the case of married
persons filing jointly) would be subject to a surtax of 5% on their total tax
liability;

(i1) international banking entities that do not operate as bank units will be subject
to a 5% income tax on their entire net income computed in accordance with
the PR Code (international banking entities operating as bank units will be
subject to this 5% tax on their net income that does not constitute excess net
income);

(ii1) credit unions, their subsidiaries, and affiliates will be subject to a 5% tax on
the amount of net taxable income in excess of $250,000 (these entities were
totally exempt before the enactment of Act 7);

(iv) the Cooperative Bank, its subsidiaries, and affiliates will be subject to a 5% tax
on the amount of net taxable income in excess of $250,000 (these entities were
totally exempt before the enactment of Act 7);

(v) insurance cooperatives will be subject to a 5% tax on the amount of net taxable

income in excess of $250,000 (these entities were totally exempt before the
enactment of Act 7); and
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(vi) international insurers and holding companies of international insurers will be
subject to a 5% tax on their net income (these entities were totally exempt
before the enactment of Act 7).

Act 7 also provides as a permanent measure a change in the method of computing the net
income subject to alternative minimum tax (“AMT) in the case of individuals by including in the
computation various categories of exempt income and income subject to preferential tax rates
under the PR Code, such as: (a) dividends distributed by companies covered under the Economic
Incentives Act, the 1998 Tax Incentives Act, and the Tourism Incentives Act; (b) long-term
capital gains, which enjoy a preferential tax rate of 10% under the PR Code; (c) dividends that
are taxable at the rate of 10% under the PR Code; (d) interest on bank deposits and individual
retirement accounts subject to the special 10% and 17% preferential income tax rates,
respectively; and (e) interest from notes or bonds eligible for the special 10% tax rate provided
by the PR Code.

Another change introduced by Act 7 is an adjustment to the calculation of the net income
subject to the AMT in the case of entities taxed as corporations that denies a deduction for
expenses paid or accrued for services rendered outside of Puerto Rico. Lastly, different income
tax credits awarded to investors under certain special laws for activities such as revitalization of
urban centers, venture capital, solid waste, housing infrastructure, and rehabilitation of social-
interest housing, among others, may not be claimed or granted for taxable years commenced
after December 31, 2008 and before January 1, 2012. However, tax credits associated to
manufacturing, tourism, and cinematographic projects are not affected by Act 7.

Sales and Use Taxes

Act No. 117 of July 4, 2006 (“Act 117”) amended the PR Code to provide, among other
things, for a general sales and use tax of 5.5% to be imposed by the central government (the
“Commonwealth Sales Tax”). Act 117 also authorized each municipal government to impose a
municipal sales and use tax of 1.5% (the “Municipal Sales Tax” and, together with the
Commonwealth Sales Tax, the “Sales Tax™). In general, the Municipal Sales Tax has the same
tax base, exemptions (except for unprocessed foods) and limitations as those provided for the
Commonwealth Sales Tax. Act 117 also provides certain income tax reductions to address the
regressive effect of the Sales Tax on taxpayers in lower income tax brackets.

The Sales Tax is imposed on the sale, use, consumption and storage of taxable items,
which include tangible personal property, taxable services, admission rights and certain other
types of transactions covering separable and identifiable taxable items which are sold for a single
price, subject to certain exceptions and limitations. The Sales Tax does not apply to, among
other things: (i) motor vehicles, (ii) non-prepared food, (iii) healthcare services and prescription
medicines, (iv) certain bakery goods, (v) crude oil and its derivatives, including gasoline, (vi)
hotel room charges, (vii) financial services, (viii) services provided by the Commonwealth,
including electricity and water, and (ix) local sales of goods to be used as content in a
manufactured good, whether or not bound for export.

Act 117 also repealed the 5% general excise tax imposed on imported goods and the
3.6% general excise tax imposed on goods manufactured in Puerto Rico. Other items, such as
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fuel, crude oil and petroleum products, and vehicles, however, remain subject to the excise tax
previously applicable to such items, and are not subject to the Sales Tax.

The Sales Tax became effective on November 15, 2006 and the effective date of the
repeal of the 5% general excise tax was October 16, 2006. Municipalities were authorized to
implement the Municipal Sales Tax starting on July 1, 2006. As stated earlier, the revenues
derived from the Sales Tax are distributed as follows: 5.5% goes to the central government and
1.5% to Puerto Rico’s municipalities. A portion of the 5.5% Commonwealth Sales Tax is
transferred to the Dedicated Sales Tax Fund, created by Act 91, as amended (effective July 1,
2009, one-half of the Commonwealth Sales Tax, which is the equivalent of a 2.75% tax, will go
to the Dedicated Sales Tax Fund), with the balance of the Commonwealth Sales Tax going to the
General Fund. The 1.5% Municipal Sales Tax is divided as follows: (i) a 1% tax goes to the
municipalities, and (ii) a 0.5% tax goes to the Municipal Improvements Fund. The increase in
revenues generated by the Sales Tax has been partly offset by the elimination of the 5% general
excise tax and the effect of the income tax reduction measures included in Act 117.

For fiscal year 2008, each percentage point of the Sales Tax generated annually
approximately $202 million of gross revenues. The Sales Tax generated total annual gross
revenues for the General Fund of approximately $853 million for fiscal year 2008.

Act 7 amended various provisions of the Sales Tax to streamline collection efforts and
reduce tax evasion. Most significantly, a so-called reseller’s exemption to the Sales Tax was
eliminated, and a credit for Sales Taxes paid was substituted therefor. This measure is expected
to increase Sales Tax collections at higher levels of the trade chain, and provide an incentive for
compliance with the Sales Tax at the lower levels (via the credit). However, under proposed
legislation being considered by the Legislature, the reseller’s exemption will be reestablished for
businesses with gross sales of $500,000 or more and other businesses will also be able to request
the exemption from Treasury, subject to compliance with certain requirements to be prescribed
in Treasury’s regulations.

Excise Taxes

The PR Code imposes an excise tax on certain articles and commodities, such as
cigarettes, alcohol, sugar, cement, motor vehicles and certain petroleum products, which are
taxed at different rates.

Under Act 7, the excise tax was increased on certain articles (cigarettes and certain
alcoholic beverages) and was expanded with respect to others (motor vehicles). With respect to
cigarettes, the increase was approximately 81% per taxable unit. For certain alcoholic beverages,
the increase ranges between $0.30 and $0.70 per standard gallon. In the case of motor vehicles,
motorcycles and “scooters,” which used to be subject to the Sales Tax, will now be taxable as
motor vehicles.

Other Taxes and Revenues

Motor vehicle license plate and registration fees comprise the major portion of license tax
receipts.
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Non-tax revenues consist principally of lottery proceeds, documentary stamps, permits,
fees and forfeits, proceeds of land sales and receipts from public corporations in lieu of taxes.

Revenues from Non-Commonwealth Sources

Revenues from non-Commonwealth sources include customs duties collected in Puerto
Rico and excise taxes on shipments of rum from the island to the United States mainland. The
customs duties and excise taxes on shipments are imposed and collected by the United States and
returned to the Commonwealth. The excise tax on shipments of rum from Puerto Rico and other
rum producing countries is $13.50 per gallon. Of this amount, the lesser of $13.25 per proof
gallon and the actual excise tax imposed is currently returned to the Commonwealth.

Property Taxes

Personal property, which accounts for approximately 46% of total collections of taxable
property, is self-assessed. Real property taxes are assessed based on 1958 property values. No
real property reassessment has been made since 1958, and construction taking place after that
year has been assessed on the basis of what the value of the property would have been in 1958.
Accordingly, the overall assessed valuation of real property for taxation purposes is substantially
lower than the actual market value. Also, an exemption on the first $15,000 of assessed
valuation in owner-occupied residences is available.

Property taxes are assessed, determined and collected for the benefit of the municipalities
by the Municipal Revenues Collection Center (“CRIM”), a government instrumentality of the
Commonwealth. However, 1.03% of the property tax based on the assessed value of all property
(other than exempted property) is used for purposes of paying the Commonwealth’s general
obligation debt and is deposited in the Commonwealth’s Redemption Fund.

One of the amendments incorporated in Act 7 was that, for fiscal years 2010 through
2013, the appraisal values of real property in Puerto Rico were increased tenfold and the real
personal property tax rates applicable to such values were reduced tenfold so as to offset any
increased tax that would have otherwise been applicable due to the increase in appraisal values.
This temporary amendment, which is expected to be revenue neutral, was intended to increase
the borrowing capacity of Puerto Rico’s municipalities.

Act 7 did impose, however, an additional real property tax on residential real properties
with appraised values in excess of approximately $210,000 during fiscal years 2010, 2011, 2012
and 2013. The additional real property tax, to be collected by the Treasury, will be equal to
100% of the existing real property tax collected by CRIM over such properties.

The following table presents the assessed valuations and real and personal property taxes
collected for fiscal years 2004 to 2008.
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Commonwealth of Puerto Rico
Assessed Valuations and Real and Personal Property Taxes
(Commonwealth and Municipalities Combined)
(in thousands)

Fiscal Years

Ended Assessed Taxes Collections Collections of Total
June 30, Valuations” Levied of Current Year  Previous Years Collections®
2004 23,841,557 874,294 706,677 79,772 786,449
2005 25,277,795 899,893 738,074 50,751 788,825
2006 25,606,121 925,618 801,497 70,908 872,405
2007 26,898,519 982,400 813,700 79,720 893,420
2008° 27,941,285 1,031,277 788,364 119,062 907,426

(1) Valuation set as of July 1 of each fiscal year.

(2) During fiscal year 2004 a property tax amnesty was approved by the Legislative Assembly and implemented by
CRIM. In addition to the amounts shown, under the amnesty program a total of $105.3 million was collected in
fiscal year 2004 and $21.1 million in fiscal year 2005.

* Valuations and taxes levied as of December 31, 2008.

Source: Municipal Revenues Collection Center.

Measures to Increase Collections of Income, Sales, and Excise Taxes

Treasury has elaborated a strategic plan designed to improve tax collections. The plan
includes initiatives to foster tax compliance, implement effective enforcement measures, and
attack tax evasion. To promote taxpayers’ compliance, Treasury has liberalized the procedures
to enter into payment plans, offers-in-compromise agreements, and encourage voluntary
disclosures agreements.

In addition, Treasury has developed initiatives focused on effective enforcement
methods, such as improving the efficiency of its audit selection process, the creation of
technological solutions to improve collections, and the establishment of cooperation agreements
with federal and local governmental agencies. Treasury is also integrating its databases and
establishing a tax intelligence project to identify tax evasion and improve its audit selection
process. Moreover, the amendments to the sales and use tax legislation, previously discussed, are
designed to improve the collection efficiency of the system, by reducing the amount of taxpayers
entitled to a resale exemption certificate and providing a credit in lieu of such resale exemption.

Transfers to General Obligation Redemption Fund
These consist of transfers from the General Fund to the Redemption Fund for the

amortization of the principal of and interest on general obligation bonds and notes of the
Commonwealth.
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Components of General Fund Expenditures
Grants and Subsidies

This category includes grants and contributions to municipalities, public corporations
with independent treasuries, and charitable institutions. It also includes items for or included in
court awards, damage awards for personal injury or property damage, and payment of taxes and
payments in lieu of taxes.

Personal Services

This category includes compensation paid for personal services rendered to the
Commonwealth and its public instrumentalities by individuals or firms in the form of salaries,
wages, per diems, fees, commissions, or other forms of compensation.

Other Services

This category includes compensation for services other than the services referred to
above, including advertising, printing, communications, legal expenses, utilities, building and
equipment rental and maintenance expenses, insurance premiums and miscellaneous services.

Materials and Supplies

This category includes all articles that ordinarily have a short life and durability, lose
their characteristic identity in the process of use, have only nominal value ($25 or less), or are
not otherwise chargeable as equipment.

Equipment Purchases

This category includes items that have three special characteristics distinguishing them
from materials: durability, long useful life, and high unit cost. In addition, these items are
subject to centralized inventory control as fixed assets.

Capital Outlays and Other Debt Service

Capital outlays are made primarily for land acquisition or interests in land, construction
of buildings, roads, bridges and other structures, and permanent improvements and additions.
Other debt service includes payments on notes held by GDB to be paid from the General Fund
and payments for the amortization of the principal of and interest on non-general obligation debt
payable from Commonwealth appropriations.

Transfers to Agencies

These transfers include the repayment of loans and advances to other funds, certain
refunds, advances from other funds and other receipts, repayment of advances from other funds,
grants and contributions to other funds under the custody of the Secretary of the Treasury and
other items. The major portion of grants and contributions in recent fiscal years has consisted of
transfers to cover the costs of health reform and advances to the municipalities.
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Other Expenditures

This category represents recurring General Fund expenditures not appropriately
attributable to other expenditure line items, such as advances to government agencies and
municipalities, which advances are to be reimbursed to the General Fund by law.

Federal Grants

Puerto Rico receives grants under numerous federal programs. Federal grants to the
agencies and instrumentalities of the Commonwealth government are estimated to be $5.750
billion for fiscal year 2010, an increase of $1.097 billion, or 23.5%, from fiscal year 2009. The
following table presents revenues from federal grants by broad program areas, which are
accounted in the central accounting system of the Treasury. The figures for fiscal years 2006
through 2008 are actual figures. The figures for fiscal year 2009 are estimates based on the
information submitted by each agency to OMB, and the figures for fiscal year 2010 are the
amounts included in the recommended budget.

Puerto Rico expects to receive approximately $5 billion in stimulus funds from ARRA, of
which $229.6 million and $1.332 billion are expected to be received by the government during
fiscal years 2009 and 2010, respectively. Such amounts are reflected in the table below.

The Commonwealth of Puerto Rico
Federal Grants*
(in thousands)

2006 2007 2008 2009 2010?
Education $1,004,138 $ 986,574 $ 992,087 $1,050,756 $1,789,484
Social Services 1,888,150 1,923,845 2,054,897 2,206,944 2,452,216
Health 432,868 436,892 465,466 539,633 545,405
Labor and Human Resources® 197,296 183,228 140,186 216,809 224,302
Crime 41,461 29,631 20,319 28,394 58,158
Housing" 371,104 375,581 363,589 490,852 504,955
Drug and Justice 36,979 35,321 19,394 37,164 46,200
Agriculture and Natural Resources 11,402 12,484 11,054 17,867 45,198
Contributions to Municipalities 53,744 48,531 49,543 48,414 60,495
Other 18,251 17,095 15,782 16,422 23,760
TOTAL $4,055,393 $4,049,182 $4,132,317 $4,653,255 $5,750,173

* Does not include grants received by agencies whose accounting systems are not centralized in the Treasury.

(1) Approved budget.

(2) Estimated.

(3) Amounts include grants to the Right to Work Administration and the Occupational Development and Human
Resources Council.

(4) Amounts include grants to the Public Housing Administration.

Source: Office of Management and Budget
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BUDGET OF THE COMMONWEALTH OF PUERTO RICO
Office of Management and Budget

OMB’s predominant mission is to assist the Governor in overseeing the preparation of
the budget of the Commonwealth and supervise its administration in the agencies of the
Executive Branch. In helping to formulate the Governor’s budget, OMB evaluates the
effectiveness of agency programs, policies, and procedures, assesses competing funding
demands among agencies, and sets funding priorities.

In addition, OMB oversees and coordinates the administration’s initiatives in financial
management, information technology, general management and organizational structure, and
supervises the agencies’ compliance with the Governor’s program and regulatory policies. In
each of these areas, OMB’s role is to help improve administrative management, develop better
performance measures and coordinating mechanisms, and promote efficiency in the use of public
funds.

Budgetary Process

The fiscal year of the Commonwealth begins each July 1. The Governor is
constitutionally required to submit to the Legislative Assembly an annual balanced budget of
revenues, capital improvements, and operating expenses of the central government for the
ensuing fiscal year. The annual budget is prepared by OMB, in coordination with the Planning
Board, the Treasury, and other government offices and agencies. Section 7 of Article VI of the
Constitution provides that “The appropriations made for any fiscal year shall not exceed the total
revenues, including available surplus, estimated for said fiscal year unless the imposition of taxes
sufficient to cover said appropriations is provided by law.”

The annual budget, which is developed utilizing elements of program budgeting, includes
an estimate of revenues and other resources for the ensuing fiscal year under (1) laws existing at
the time the budget is submitted, and (ii) legislative measures proposed by the Governor and
submitted with the proposed budget, as well as the Governor’s recommendations as to
appropriations that in his judgment are necessary, convenient, and in conformity with the four-
year investment plan prepared by the Planning Board.

The Legislative Assembly may amend the budget submitted by the Governor but may not
increase any items so as to cause a deficit without imposing taxes to cover such deficit. Upon
passage by the Legislative Assembly, the budget is referred to the Governor, who may decrease
or eliminate any item but may not increase or insert any new item in the budget. The Governor
may also veto the budget in its entirety and return it to the Legislative Assembly with the
Governor’s objections. The Legislative Assembly, by a two-thirds majority in each house, may
override the Governor’s veto. If a budget is not adopted prior to the commencement of a fiscal
year, the budget for such fiscal year shall be the annual budget for the preceding fiscal year as
originally approved by the Legislative Assembly and the Governor until a new budget is
approved. This permits the Commonwealth to continue making payments of its operating and
other expenses until a new budget is approved.
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Financial Control and Adjustment Procedures

Revenue estimates for budgetary purposes are prepared by the Treasury, except for
estimates of federal grants, which are prepared by OMB based on information received from the
various departments and other recipients of such grants. Revenue and federal grant estimates are
under continuous review and, if necessary, are revised at least quarterly during the fiscal year.
Fiscal control over expenditures is exercised by the Governor, through the Director of OMB, and
the Secretary of the Treasury.

During any fiscal year in which the resources available to the Commonwealth are
insufficient to cover the appropriations approved for such year, the Governor may take
administrative measures to reduce expenses and submit to both houses of the Legislative
Assembly a detailed report of any adjustment necessary to balance the budget, or make
recommendations to the Legislative Assembly for new taxes or authorize borrowings under
provisions of existing legislation or take any other necessary action to meet the estimated
deficiency. Any such proposed adjustments shall give effect to the “priority norms” established
by law for the disbursement of public funds in the following order of priority; first, the payment
of the interest on and amortization requirements for public debt (Commonwealth general
obligations and guaranteed debt for which the Commonwealth’s guarantee has been exercised);
second, the fulfillment of obligations arising out of legally binding contracts, court decisions on
eminent domain, and other unavoidable obligations to protect the name, credit and good faith of
the Commonwealth; third, current expenditures in the areas of health, protection of persons and
property, education, welfare, and retirement systems; and fourth, all other purposes.

A Budgetary Fund was created by Act No. 147 of June 18, 1980, as amended (the
“Budgetary Fund”), to cover the appropriations approved in any fiscal year in which the
revenues available for such fiscal year are insufficient, to secure the payment of public debt, and
to provide for unforeseen circumstances in the provision of public service. An amount equal to
one percent of the General Fund net revenues of the preceding fiscal year is required to be
deposited annually into the Fund. In addition, other income (not classified as revenues) that is
not assigned by law to a specific purpose is also required to be deposited in the Budgetary Fund.
The maximum balance of the Budgetary Fund may not exceed 6% of the total appropriations
included in the budget for the preceding fiscal year. During the last two fiscal years, the
Legislative Assembly approved joint resolutions to halt temporarily the deposit of funds into the
Budgetary Fund, and such funds were used instead to cover the budgetary deficits. As of April
30, 2009, the balance in the Budgetary Fund was $0.

An Emergency Fund was created by Act No. 91 of June 21, 1966, as amended (the
“Emergency Fund”), to cover unexpected public needs caused by calamities, such as wars,
hurricanes, earthquakes, droughts, floods and plagues, and to protect people’s lives and property
and the public sector credit. The Emergency Fund is capitalized annually with an amount
totaling no less than one percent of the General Fund net revenues of the preceding fiscal year.
Act No. 91 was amended in 2003 to set an upper limit to the Emergency Fund of $150 million at
the beginning of the fiscal year and was further amended in 2005 to authorize the disbursement
of funds from the Emergency Fund to cover certain General Fund expenditures and operational
costs of the State Emergency Management Agency. The 2005 amendment also authorizes GDB
to lend to the Commonwealth up to $150 million to replenish the Emergency Fund to provide
funding for emergency and disaster needs. As of April 30, 2009, the balance in the Emergency
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Fund was $3.6 million and $31.9 million is still available to be borrowed from GDB pursuant to
said 2005 amendment.

Appropriations
Appropriations in the central government budget of Puerto Rico consist of the following:

(1) General Fund appropriations for recurring ordinary operating expenses of the
central government and of the Legislative Assembly are made by a single annual law known as
the Joint Resolution of the General Budget.

(i1)  General Fund appropriations for special operating expenses, for contributions to
municipalities, the University of Puerto Rico and the Judicial Branch and for capital expenditures
are authorized by separate law for one or more years for special programs or activities, which
may be permanent or transitory.

(iii)  Disbursements of Special Funds for operating purposes and for -capital
improvements. For the most part, such disbursements do not require annual legislative
authorization, because they are authorized by previous legislation or by the United States
Congress. Federal grants constitute the major part of the resources of the Special Funds.

(iv) Bond Fund appropriations for capital expenditures financed by bonds. Such
expenditures occur in one or more years.

In Puerto Rico, the central government performs many functions, which in the fifty states
are the responsibility of local governments, such as providing public education, police and fire
protection. The central government also provides significant annual grants to the University of
Puerto Rico and to the municipalities. In addition, the Commonwealth appropriates annually to
the Judicial Branch an amount equal to 4% of the average annual revenue from internal sources
for each of the two preceding fiscal years. This percentage may be increased upon review, with
scheduled reviews every five years.

For each of fiscal years 2008 and 2009, approximately 23% of the General Fund was
committed to the payment of fixed charges such as municipal subsidies, grants to the University
of Puerto Rico, mandated funding for the Judicial Branch, rent payments to the Public Buildings
Authority, and debt service on the direct debt of the Commonwealth. This proportion will
increase to 36% in fiscal year 2010 since the Government of Puerto Rico is pledging additional
resources to cover outstanding debts.

For fiscal years 2008 and 2009, over 60% of the controllable funds portion of the General
Fund was committed for the payment of the central government payroll (not including the
University of Puerto Rico and the Judicial Branch). Commencing with fiscal year 2010, the
Commonwealth expects to reduce this proportion to 46% due mainly to the savings in
operational expenses of $2.0 billion expected from the implementation of the Fiscal Plan. The
following table shows a breakdown between controllable and non-controllable General Fund
expenses.
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General Fund Expenses Breakdown
(in millions)

2008 2009 2010+
Non-Controllable Expenses
Mandated Expenses (Formula)
Contributions to Municipalities $ 350 § 368 § 308
University of Puerto Rico 808 835 729
Judicial Branch 323 348 348
Rent Payments to Public Buildings Authority 259 206 312
General Obligation Debt Service 203 288 521
Other Debt Service 103 105 566
Total of Non-Controllable Expenses $ 2,046 $ 2,150 $ 2,784
Percent of Total General Fund Expenses 23% 23% 36%
Controllable Expenses $ 7,041 $ 7,334 $ 4,903
Payroll and Related Costs'" 4,244 4,695 2,260
Payroll as a Percentage of Controllable Expenses 60% 64% 46%
Total General Fund Expenses § 9,087 $ 9.484 $ 7,670

*  Estimated.
+ Projected.
(1) Excludes University of Puerto Rico and Judicial Branch.

Source: Office of Management and Budget

Projected Budget for Fiscal Year 2010

On April 29, 2009, the Governor of Puerto Rico submitted a proposed budget for fiscal
year 2010 to the Legislative Assembly. The administration expects the budget to be approved
before June 30, 2009. The following table presents a summary of the Commonwealth’s central
government proposed budget for fiscal year 2010.
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Commonwealth of Puerto Rico

Summary of Central Government Annual Budget

Fiscal Year Ending June 30, 2010
(in thousands)*

General Fund Bond Fund Special Funds Total
Revenues from internal sources:
Property taxes $ 230,000 $ - $ 121,585 $ 351,585
Personal income taxes 2,614,000 - - 2,614,000
Retained non-resident income tax 836,000 - - 836,000
Corporate income taxes 1,541,000 - - 1,541,000
Partnership income taxes 2,000 - - 2,000
Tollgate taxes 5,000 - - 5,000
17% withholding tax on interest 11,000 - - 11,000
10% withholding tax on dividends 49,000 - - 49,000
Inheritance and gift taxes 5,000 - - 5,000
Sales and use taxes 606,000 - 606,000
Excise taxes:
Alcoholic beverages 288,000 - - 288,000
Motor vehicles and accessories 334,000 - - 334,000
Cigarettes 163,000 - - 163,000
Other (excise taxes) 89,000 - 670,082 759,082
Licenses 94,000 - - 94,000
Miscellaneous non-tax revenues:
Contributions from lottery fund 63,000 - - 63,000
Electronic lottery 95,000 - - 95,000
Registration and document certification fees 143,000 - - 143,000
Other 143,000 - 331,308 474,308
Total revenues from internal sources 7,311,000 - 1,122,975 8,433,975
Revenues from non-Commonwealth sources:
Federal excise taxes on off-shore shipments 356,000 - - 356,000
Federal grants" 0 - 5,750,173 5,750,173
Customs 3.000 - - 3,000
Total revenues from non-Commonwealth sources 359,000 - 5,750,173 6,109,173
Total revenues 7,670,000 - 6,873,148 14,543,148
Other:
Balance from previous year 0 - 556,629 556,629
Bonds authorized 0 0 -
Total other sources 0 0 556.629 556.629
Total resources 7,670,000 0 7,429,777 15,099,777
Appropriations:
Current expenses:
General government 807,739 - 69,952 877,691
Education 2,907,209 - 2,045,171 4,952,380
Health 1,341,463 - 573,049 1,914,512
Welfare 239,678 - 2,808,173 3,047,851
Economic development 119,244 - 131,078 250,322
Public safety and protection 424,076 - 127,827 551,903
Transportation and communication 53,166 - 80,823 133,989
Housing 7,982 - 481,542 489,524
Contributions to municipalities 369,277 - 13,693 382,970
Special pension contributions 313,626 - 0 313,626
Debt service 520,600 - 121,585 642,185
Other debt service (appropriations) 565,940 - 609,000 1,174,940
Total appropriations — current expenses 7,670,000 - 7,061,893 14,731,893
Capital improvements 0 - 84.480 84,480
Total appropriations 7,670,000 - 7,146,373 14,816,373
Year-end balance 0 - 283.404 283,404
Total appropriations and year-end balance $ 7,670,000 - $ 7.429.777 $15,099.777

* Totals may not add due to rounding.
(1) Does not include grants received by agencies whose accounting systems are not centralized in the Treasury.

Sources: Department of the Treasury and Office of Management and Budget
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Projected revenues for fiscal year 2010 total $15.1 billion and projected General Fund
Revenues total $7.7 billion. The major changes in general fund revenues are accounted mainly
by increases in property taxes (up $230.6 million), corporate income tax (up $129 million),
personal income taxes (up $59 million), and excise taxes on cigarettes and alcoholic beverages
(up $50 million) and decreases in the sales and use tax (down $305 million, due principally to the
increase in the portion of the tax transferred to COFINA), retained non-resident income tax
(down $55 million), federal excise tax on offshore shipments (down $38 million), interest on
dividends subject to tax (down $9 million), and excise tax on motor vehicles and accessories
(down $5 million).

Estimated expenses for the central government of all budgetary funds total $14.8 billion,
a decrease of $66.8 million from fiscal year 2009. The major changes in general fund
expenditures by program in fiscal year 2010 are mainly due to increases in general obligation
bonds debt service (up $232.6 million) and other debt service appropriations (up $450.9 million)
and decreases in public safety and protection (down $1.273 billion), education (down $527.2
million), health (down $217.5 million), general government (down $88.1 million), welfare (down
$255.5 million), economic development (down $61.2 million), transportation and
communication (down $44.3 million), housing (down $21.2 million), and contributions to
municipalities (down $9.1 million).

For fiscal year 2010, the government expects to incur an additional $2.5 billion in
expenses, for a total of $10.1 billion in expenses. Approximately $2 billion of this amount is
related to (i) transitory expenses related to the implementation of the expense-reduction measures
in the Fiscal Plan ($1 billion) and (ii) additional expenses ($1 billion) which will be incurred in
fiscal year 2010 but will not be incurred in subsequent fiscal years as a result of the expense
reduction plan being implemented under Act 7. This additional amount of expenses is included
in the consolidated budget of the Commonwealth and expected to be covered from the proceeds
of COFINA bond issues.

Budget for Fiscal Year 2009

The consolidated budget for fiscal year 2009 totals $27.4 billion. Of this amount, $14.9
billion is assigned to the central government. This includes General Fund total resources and
appropriations of $9.484 billion, which represents an increase of $396.5 million over approved
expenditures for fiscal year 2008. The increase in expenditures is mainly due to University of
Puerto Rico, judiciary, and municipal formula increases and salary increases mandated by law or
collective bargaining agreements. Due to the fact that general elections were held in November
2008, which fell within fiscal year 2009, an additional $42.3 million was budgeted for the State
Elections Commission.

The General Fund revenue projection for fiscal year 2009 was $8.488 billion, an increase
of $235 million, or 2.8%, from estimated net revenues for fiscal year 2008 of $8.253 billion. The
Commonwealth’s budgeted expenditures for fiscal year 2009 of $9.484 billion exceed projected
revenues of $8.488 billion by approximately $1 billion. The gap was covered by a $1.0 billion
loan from GDB to the Commonwealth secured by certain tax receivables. This loan is expected
to be repaid during fiscal year 2009 from COFINA bond issues.
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Estimated expenses and capital improvements of all budgetary funds for fiscal year 2009
total $14.9 billion, an increase of $713.8 million from fiscal year 2008. The major changes in
General Fund expenditures by program in fiscal year 2009 are mainly due to increases in welfare
(up $112.6 million), education (up $92.9 million), debt service on Commonwealth’s general
obligation and guaranteed debt (up $85.0 million), general government (up $75.1 million), health
(up $46.3 million), special pension contribution (up $17.5 million), other debt service (up $12.1
million), contributions to municipalities (up $3.7 million), transportation and communication (up
$2.1 million), public safety and protection (up $1.2 million), housing (up $0.6 million) and a
decrease in economic development expenses of $28.5 million.

The following table presents a summary of the Commonwealth’s central government
budget appropriations for the fiscal year ending June 30, 2009.
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Commonwealth of Puerto Rico

Summary of Central Government Annual Budget

Revenues from internal sources:
Property taxes
Personal income taxes
Retained non-resident income tax
Corporate income taxes
Partnership income taxes
Tollgate taxes
17% withholding tax on interest
10% withholding tax on dividends
Inheritance and gift taxes
Sales and use taxes

Excise taxes:
Alcoholic beverages
Motor vehicles and accessories
Cigarettes
Other (excise taxes)
Licenses

Miscellaneous non-tax revenues:
Contributions from lottery fund
Electronic lottery

Registration and document certification fees

Other

Total revenues from internal sources

Fiscal Year Ending June 30, 2009

(in thousands)”

General Fund

$ - $
2,555,000
891,000
1,412,000
3,000
5,000
12,000
57,000
5,000
911,000

282,000
339,000
119,000
90,000
94,000

59,000
89,000
137,000
143.000
7,203,000

Revenues from non-Commonwealth sources:

Federal excise taxes on off-shore shipments

Federal grants"
Customs

Total revenues from non-Commonwealth sources

Total revenues
Other:
Other Income
Balance from previous year
Bonds authorized
Total other sources
Total resources
Appropriations:
Current expenses:
General government
Education
Health
Welfare
Economic development
Public safety and protection

Transportation and communication

Housing

Contributions to municipalities
Special pension contributions
Debt service

Other debt service (appropriations)
Total appropriations — current expenses

Capital improvements
Total appropriations
Year-end balance

Total appropriations and year-end balance

*  Totals may not add due to rounding.

394,000

0

3,000
397,000
7,600,000

1,000,000
0
0
1,000,000
8,600,000

896,345
3,434,366
1,558,940

495,172

180,454
1,696,771

97,515
29,240

378,342

313,641

288,000

115.006
9,483,792

0
9,483,792
(883,792)

$8,600,000

Bond Fund

Special Funds Total
$ 120,981 $ 120,981
- 2,555,000
- 891,000
- 1,412,000
- 3,000
- 5,000
- 12,000
- 57,000
- 5,000
911,000
- 282,000
- 339,000
- 119,000
41,605 131,605
- 94,000
- 59,000
- 89,000
- 137,000
320,552 463,552
483,138 7,686,138
- 394,000
4,653,255 4,653,255
- 3,000
4,653.255 5,050,255
5,136,393 12,736,393
1,000,000
819,573 819,573
- 0
819,573 1,819,573
5,955,966 14,555,966
65,934 962,279
1,277,693 4,712,059
562,478 2,121,418
2,550,514 3,045,686
103,089 283,543
78,456 1,775,227
69,289 166,804
473,418 502,658
1,764 380,106
0 313,641
120,981 408,981
0 115,006
5,303,616 14,787,408
95,721 95,721
5,399,337 14,883,129
556,629 (327,163)
$ 5,955,966 $14.,555,966

(1) Does not include grants received by agencies whose accounting systems are not centralized in the Treasury.

Sources: Department of the Treasury and Office of Management and Budget
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Given the expected reduction in revenues due to current economic conditions, the
General Fund revenue projection for fiscal year 2009 was adjusted in January 2009 to $7.6
billion, a reduction of $884 million from the original budgeted revenues. For fiscal year 2009, in
order to cover a budgetary imbalance between projected revenues of $8.5 billion and budgeted
expenditures of $9.5 billion, the original budget included a $1 billion loan from GDB to the
Commonwealth secured by an assignment of tax receivables. In addition, non-budgeted
expenses in the amount of $1.349 billion were identified in the government transition process.
The projected revenue shortfall of $884 million, plus the $1 billion GDB financing and the
additional non-budgeted expenditures of $1.349 billion result in an aggregate structural deficit
for fiscal year 2009 of approximately $3.233 billion. These are preliminary figures and are
subject to final revision by OMB.

The following table shows a breakdown of these non-budgeted expenses:
Budgeted and Non-Budgeted Expenses for Fiscal Year 2009

Fiscal Year

2009 Expenses
(in millions)
Budgeted Expense Base $ 9484
Non-Budgeted Expenses
Public Health Plan and Education Department Deficit 500
Non-budgeted debt service of Public Improvement Fund
payable to GDB 175
Non-budgeted debt service of other entities payable to
GDB 174
Non-budgeted rent payable to PBA 145
Financing and collateral expenses related to swap
transactions 111
Deficits attributed to other agencies 88
Non-budgeted utilities payments 60
Non-budgeted financing expenses related to TRANs 54
Interest payments for Treasury line of credit 27
Environmental Quality Board Early Retirement Plan
without repayment source 15
Total of Non-Budgeted Expenses $ 1,349
Total Expenses $ 10.833

Act 7, in conjunction with Act 91 and Act 1, allocates to COFINA, commencing on July
1, 2009, a total of one-half of the 5.5% Commonwealth Sales Tax (the equivalent of a 2.75%
tax), thus expanding COFINA’s capacity to issue bonds. These laws allow for the use of these
funds to cover operational expenses of the Commonwealth between fiscal years 2009 and 2012.
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During the second half of fiscal year 2009, the Governor of Puerto Rico has issued
several Executive Orders to implement measures of austerity, fiscal control and expense
reduction. Among these initiatives, the Governor ordered government agencies to reduce their
operational costs by an amount equal to ten percent (10%) of half of their total budgeted
expenses for fiscal year 2009, eliminate thirty percent (30%) of authorized government non-
career positions, institute a hiring freeze of government employees, eliminate government credit
cards, strictly control travel expenses, and impose limitations on the use of cellular phones and
PDAs, agency vehicles, and electric power usage. These measures are currently being
implemented by every agency and firmly monitored by OMB.

Expense Reduction Plan to Achieve Fiscal Balance

The Commonwealth’s economic team is working together to enforce spending control
measures that have been established to attempt to minimize the budget risk. Payroll expense
reduction measures already implemented include: salary reduction of non-career employees and
agency heads, salary freezes, ban of new positions, and the elimination of vacant positions. The
executive and legislative branches also worked together to approve the legal framework for
implementing the expense-reduction plan. As described above, Act 7 established a multiphase,
mandatory expense-reduction program of $2 billion from the General Fund for fiscal year 2010.
These expense-reduction measures are an important component of the Fiscal Plan and are
expected to play a significant part in balancing the budget for subsequent fiscal years. Act 7 also
provides for additional tax revenue generation and tax revenue enforcement measures and
provides for a number of financial measures intended to eliminate the Commonwealth’s
recurring structural budget deficit on or before fiscal year 2013. See “Fiscal Stabilization and
Economic Reconstruction — Fiscal Stabilization Plan” under The Economy.

OMB will also establish a “Continuous Government Reform Agenda” with the objective
of reducing Government’s size through the implementation of a zero-based budgeting approach
for fiscal year 2010. OMB plans to review programs and activities with a “grassroots” approach,
rank activities by priority and social impact, and find synergies and efficiencies between
programs as the Government merges activities in order to eliminate duplicative efforts.

Differences between Budget and Basic Financial Statements

Revenues and expenditures, as reported by the Treasury in its Basic Financial Statements,
may differ substantially from resources and appropriations in the annual budget for a number of
reasons, including the following:

(1) The budgetary accounts are on a cash basis, while financial statements prepared by
the Treasury include accruals and other adjustments as required by government accounting
standards.

(i) Expenditures for current purposes in a particular fiscal year may include amounts
appropriated for earlier periods but not previously expended and, conversely, may exclude
amounts appropriated for such fiscal year but not expended until later periods.

(i11) Bonds are authorized by the Commonwealth in accordance with a four-year capital
improvement program. Since bond sales are determined by bond market conditions and other
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factors, the amounts of bonds sold for these improvements are financed by advances from the
General Fund to the Capital Projects Fund, which are later reimbursed from proceeds of bond or
notes sales.

LITIGATION

The Commonwealth is a defendant in numerous legal proceedings pertaining to matters
incidental to the performance of routine governmental operations. Under Act No. 104 of June
25, 1955, as amended (“Act 104”), persons are authorized to sue the Commonwealth only for
causes of actions specified in said Act. The Commonwealth may be liable under Act 104 for
damages up to a maximum amount of $75,000, or $150,000 if the suit involves actions for
damages to more than one person or where a single injured party is entitled to several causes of
action.

Under certain circumstances, as provided in Act No. 9 of November 26, 1975, as
amended, the Commonwealth may provide its officers and employees, including directors of
public corporations and government instrumentalities and mayors of the municipalities of the
Commonwealth, with legal representation, as well as assume the payment of any judgment that
may be entered against them. There is no limitation on the amount of the judgment that may be
paid under the act in cases before federal court, but in all other cases the Puerto Rico Secretary of
Justice may determine whether, and to what extent, the Commonwealth will assume payment of
such judgment.

With respect to pending and threatened litigation, as of June 30, 2007, the
Commonwealth has included in its financial statements reported liabilities of approximately
$950 million for awarded and anticipated unfavorable judgments. While amounts claimed
exceed $6 billion, such amount represents the amount estimated at the time as a probable liability
or a liability with a fixed or expected due date, which would require future available financial
resources for its payment. The Commonwealth believes that the ultimate liability in excess of
amounts provided in the financial statements, if any, would not be significant.

On April 13, 2009, a group of government employees along with labor organizations that
represent governmental employees filed a complaint in the U.S. District Court for the District of
Puerto Rico against the Governor of Puerto Rico and several agency heads. In the Complaint,
the plaintiffs seek, among other relief, an injunction to stop the Government of Puerto Rico from
implementing the cost-cutting provisions of Act 7, described above in “Fiscal and Economic
Reconstruction—Expense Reduction Measures” under “The Economy.”

The main legal basis to seek the injunction is that the referenced Act 7 provisions
allegedly violate United States and Puerto Rico law prohibitions on impairment of contracts and
retroactive application of laws. Plaintiffs are seeking to have such provisions declared
unconstitutional and thus legally unenforceable. The administration intends to defend vigorously
the constitutionality of Act 7 and continues with its implementation.

The Commonwealth is a defendant in two lawsuits filed, one in Commonwealth court and
one in the U.S. District Court for the District of Puerto Rico, by an association of primary care
health centers seeking to recover from the Commonwealth $800 million of Medicaid funds
retained by the Department of Health since 1997. In June 2004, the Superior Court of the
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Commonwealth in San Juan determined that the Commonwealth must return those funds. The
Supreme Court of Puerto Rico, however, upheld a partial ruling allowing the Commonwealth to
deduct from the payments due to the centers certain of the payments received by the centers from
the federal government. Currently, audits are being carried out on the plaintiff centers. As of
June 30, 2007, the Commonwealth has accrued $50 million for this legal contingency. With
respect to the federal case, the Commonwealth disbursed approximately $18 million between
April 2004 and January 2007 in compliance with a preliminary injunction issued by the U.S.
District Court for the District of Puerto Rico.

The Commonwealth is also a defendant in a class action presented by parents of special-
education students before Commonwealth courts alleging that the Puerto Rico Department of
Education had failed to provide legally required special education and related services. In
October 2006, the San Juan Court of Appeals decided in favor of the parents’ request to include
damage claims in the same class-action case, and the court may now award damages to the
members of the class. When awarding damages, the court may consider the claims in groups or
each case individually, and the parents must have proven the damages suffered. The
Commonwealth plans to defend vigorously each case. As of June 30, 2007, the Commonwealth
had accrued $450 million for this legal contingency.

In addition, the Commonwealth is a defendant in a lawsuit filed by a group of vehicle
owners in Commonwealth courts, which suit questions the legitimacy of Act No. 42 of August 1,
2005, as amended (“Act 42”). Act 42 imposes additional annual motor-vehicle fees on all
“luxury” motor vehicles that are used for private purposes. On March 15, 2007, the First Circuit
Court of San Juan ruled against the Commonwealth and ordered the Commonwealth to return the
funds collected. The Commonwealth appealed this decision to the Court of Appeals. On
January 29, 2008, the Court of Appeals upheld the decision of the First Circuit Court of San
Juan. The Supreme Court of Puerto Rico has granted the Commonwealth’s application for
certiorari and will hear an appeal of the decision of the Court of Appeals. As of June 30, 2007,
the Commonwealth had accrued $450 million for this legal contingency

The Commonwealth and various component units are defendants in other lawsuits
alleging violations of civil rights, breach of contract, and other damage claims. Preliminary
hearings and discovery proceedings are in progress. The amounts claimed exceed $5 billion;
however, the ultimate liability cannot be presently determined. It is the opinion of the
Commonwealth that the claims are excessive. No provision for any liability that may result upon
adjudication of these lawsuits has been recognized by the Commonwealth. The Commonwealth
believes that the ultimate liability, if any, would not be significant.
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APPENDIX II

FORM OF OPINION OF BOND COUNSEL

GreenbergTraurig

[Closing Date]

Secretary of the Treasury of the
Commonwealth of Puerto Rico
Department of the Treasury
San Juan, Puerto Rico

Re:  $3,425,000 Commonwealth of Puerto Rico Public Improvement Refunding Bonds, Series
2009A (General Obligation Bonds)

Dear Mr. Secretary:

We have acted as bond counsel to the Commonwealth of Puerto Rico in connection with
the issuance of the above-captioned bonds, dated the date of delivery thereof (the “Bonds”). In
such capacity we have examined Act No. 33 of the Legislature of Puerto Rico, approved
December 7, 1942, as amended (the “Act”), such other law and such certified proceedings and
other documents as we have deemed necessary to render this opinion, including a resolution
adopted by the Secretary of the Treasury of the Commonwealth of Puerto Rico (the “Secretary”)
and approved by the Governor of the Commonwealth of Puerto Rico (the “Resolution”). We
also have examined one of the Bonds as executed and authenticated.

The Bonds are issued pursuant to the Act and the Resolution. The Bonds mature on July
1 of the years and in such principal amounts and bearing interest at the rates, all as set forth in
the Resolution. The Bonds are issuable as registered Bonds without coupons in the manner and
in accordance with the terms and conditions of the Resolution.

Regarding questions of fact material to our opinion, we have relied on representations of
the Secretary contained in the Resolution, and the certified proceedings and other certifications
of public officials and others furnished to us without undertaking to verify the same by
independent investigation.

Based on the foregoing, we are of opinion that, under existing law:

1. The Act is valid.
2. Said proceedings have been validly and legally taken.

3. The Act and such proceedings and certifications show lawful authority for the
issuance and sale of the Bonds, and the Bonds constitute valid and binding general obligations of
the Commonwealth of Puerto Rico for the payment of the principal of and the interest on the
Bonds, to which the good faith, credit and taxing power of the Commonwealth of Puerto Rico
are pledged.

GREENBERG TRAURIG, LLP = ATTORNEYS AT LAW - WWW.GTLAW.COM
One International Place * Boston, MA 02110 = Tel. 617.310.6000 = Fax 617.310.6001



Secretary of the Treasury of the
Commonwealth of Puerto Rico

[Closing Date]

Page 2

4. Under the provisions of the Acts of Congress now in force and under existing
regulations, rulings and court decisions, (i) subject to compliance with the covenant referred to
below and requirements of the Internal Revenue Code of 1986, as amended (the “Code”), and the
Resolution regarding the use, expenditure and investment of Bond proceeds and the timely
payment of certain investment earnings to the Treasury of the United States, if required, interest
on the Bonds is not includable in gross income for federal income tax purposes, and (ii) the
Bonds and the interest thereon are exempt from state, Commonwealth of Puerto Rico, and local
income taxation.

Interest on the Bonds will not be an item of tax preference for purposes of the federal
alternative minimum tax imposed on individuals and corporations and will not be taken into
account in determining adjusted current earnings for purposes of computing the alternative
minimum tax imposed on corporations. The Code contains other provisions that could result in
tax consequences, upon which we express no opinion, as a result of (i) ownership of Bonds, or
(i1) the inclusion in certain computations of interest that is excluded from gross income.

The Commonwealth of Puerto Rico has covenanted to comply with the requirements of
the Code, to the extent permitted by the Constitution and laws of the Commonwealth of Puerto
Rico, so that interest on the Bonds will remain exempt from federal income taxes to which it is
not subject on the date of issuance of the Bonds. We are not aware of any provisions of the
Constitution or laws of the Commonwealth of Puerto Rico which would prevent the
Commonwealth of Puerto Rico from complying with the requirements of the Code.

The opinions expressed herein are for the benefit of the addressees only and may not be
quoted, circulated, assigned or delivered to any other person or for any other purpose without our
prior written consent. The opinions expressed herein are based on an analysis of existing laws,
including regulations, rulings, official interpretations of law issued by the United States Internal
Revenue Service, and court decisions on or prior to the date hereof. Such opinions may be
adversely affected by actions taken or events occurring, including a change in law, regulation or
ruling (or in the application or official interpretation of any law, regulation or ruling) after the
date hereof. We have not undertaken to determine, or to inform any person, whether such
actions are taken or such events occur, and we have no obligation to update this opinion in light
of such actions or events.

Respectfully submitted,

Greenberg Traurig, LLP
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APPENDIX III

BOOK-ENTRY SYSTEM
The Depository Trust Company

DTC will act as securities depository for the Bonds. The Bonds will be issued as fully-
registered securities registered in the name of Cede & Co. (DTC’s partnership nominee) or such
other name as may be requested by an authorized representative of DTC. One fully-registered
Bond certificate will be issued for each stated maturity of the Bonds, each in the aggregate
principal amount (initial principal amount in the case of the Capital Appreciation Bonds and the
Convertible Capital Appreciation Bonds) of such maturity, and will be deposited with DTC. SO
LONG AS CEDE & CO. IS THE REGISTERED OWNER OF THE BONDS, AS NOMINEE
FOR DTC, REFERENCES HEREIN TO BONDHOLDERS OR OWNERS OF THE BONDS
(OTHER THAN UNDER THE CAPTION “TAX MATTERS”) SHALL MEAN CEDE & CO.
AND SHALL NOT MEAN THE BENEFICIAL OWNERS OF THE BONDS. If, however, the
aggregate principal amount of any issue exceeds $500 million, one certificate will be issued with
respect to each $500 million of principal amount, and an additional certificate will be issued with
respect to any remaining principal amount of such issue.

DTC, the world’s largest securities depository, is a limited-purpose trust company
organized under the New York Banking Law, a “banking organization” within the meaning of
the New York Banking Law, a member of the Federal Reserve System, a “clearing corporation”
within the meaning of the New York Uniform Commercial Code, and a ‘“clearing agency”
registered pursuant to the provisions of Section 17A of the Securities Exchange Act of 1934, as
amended (the “Exchange Act”). DTC holds and provides asset servicing for over 3.5 million
issues of U.S. and non-U.S. equity issues, corporate and municipal debt issues, and money
market instruments (from over 100 countries) that DTC’s participants (“Direct Participants”)
deposit with DTC. DTC also facilitates the post-trade settlement among Direct Participants of
sales and other securities transactions in deposited securities, through electronic computerized
book-entry transfers and pledges between Direct Participants’ accounts. This eliminates the need
for physical movement of securities certificates. Direct Participants include both U.S. and non-
U.S. securities brokers and dealers, banks, trust companies, clearing corporations, and certain
other organizations. DTC is a wholly-owned subsidiary of The Depository Trust & Clearing
Corporation (“DTCC”). DTCC is the holding company for DTC, National Securities Clearing
Corporation and Fixed Income Clearing Corporation, all of which are registered clearing
agencies. DTCC is owned by the users of its regulated subsidiaries. Access to the DTC system is
also available to others such as both U.S. and non-U.S. securities brokers and dealers, banks,
trust companies, and clearing corporations that clear through or maintain a custodial relationship
with a Direct Participant, either directly or indirectly (“Indirect Participants”). DTC has S&P’s
highest rating: AAA. The DTC Rules applicable to its Participants are on file with the Securities
and Exchange Commission (“SEC”). More information about DTC can be found at
www.dtcc.com and www.dtc.org.

Purchases of the Bonds under the DTC system must be made by or through Direct
Participants, which will receive a credit for the Bonds on DTC’s records. The ownership interest
of each actual purchaser of the Bonds (“Beneficial Owner”) is in turn to be recorded on the
Direct and Indirect Participants’ records. Beneficial Owners will not receive written confirmation
from DTC of their purchase. Beneficial Owners are, however, expected to receive written



confirmations providing details of the transaction, as well as periodic statements of their
holdings, from the Direct or Indirect Participant through which the Beneficial Owner entered into
the transaction. Transfers of ownership interests in the Bonds are to be accomplished by entries
made on the books of Direct and Indirect Participants acting on behalf of Beneficial Owners.
Beneficial Owners will not receive certificates representing their ownership interests in the
Bonds, except in the event that use of the book-entry system for the Bonds is discontinued.

To facilitate subsequent transfers, the Bonds deposited by Direct Participants with DTC
are registered in the name of DTC’s partnership nominee, Cede & Co., or such other name as
may be requested by an authorized representative of DTC. The deposit of the Bonds with DTC
and their registration in the name of Cede & Co. or such other DTC nominee do not effect any
change in beneficial ownership. DTC has no knowledge of the actual Beneficial Owners of the
Bonds; DTC’s records reflect only the identity of the Direct Participants to whose accounts such
Bonds are credited, which may or may not be the Beneficial Owners. The Direct and Indirect
Participants will remain responsible for keeping account of their holdings on behalf of their
customers.

Conveyance of notices and other communications by DTC to Direct Participants, by
Direct Participants to Indirect Participants, and by Direct Participants and Indirect Participants to
Beneficial Owners will be governed by arrangements among them, subject to any statutory or
regulatory requirements as may be in effect from time to time. Beneficial Owners of Bonds may
wish to take certain steps to augment the transmission to them of notices of significant events
with respect to the Bonds, such as redemptions, tenders, defaults, and proposed amendments to
the Bonds documents. For example, Beneficial Owners of Bonds may wish to ascertain that the
nominee holding the Bonds for their benefit has agreed to obtain and transmit notices to
Beneficial Owners. In the alternative, Beneficial Owners may wish to provide their names and
addresses to the registrar and request that copies of notices be provided directly to them.

Redemption notices shall be sent to DTC. If less than all of the Bonds within an issue are
being redeemed, DTC’s practice is to determine by lot the amount of the interest of each Direct
Participant in such issue to be redeemed.

Neither DTC nor Cede & Co. (nor any other DTC nominee) will consent or vote with
respect to Bonds unless authorized by a Direct Participant in accordance with DTC’s MMI
Procedures. Under its usual procedures, DTC mails an Omnibus Proxy to the Corporation as
soon as possible after the record date. The Omnibus Proxy assigns Cede & Co.’s consenting or
voting rights to those Direct Participants to whose accounts the Bonds are credited on the record
date (identified in a listing attached to the Omnibus Proxy).

Redemption proceeds, distributions, and dividend payments on the Bonds will be made to
Cede & Co., or such other nominee as may be requested by an authorized representative of DTC.
DTC’s practice is to credit Direct Participants’ accounts upon DTC’s receipt of funds and
corresponding detail information from the Corporation or the Trustee on payable dates in
accordance with their respective holdings shown on DTC’s records. Payments by Participants to
Beneficial Owners will be governed by standing instructions and customary practices, as is the
case with securities held for the accounts of customers in bearer form or registered in “street
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name,” and will be the responsibility of such Participant and not of DTC, the Trustee, or the
Corporation, subject to any statutory or regulatory requirements as may be in effect from time to
time. Payment of redemption proceeds, distributions, and dividend payments to Cede & Co. (or
such other nominee as may be requested by an authorized representative of DTC) is the
responsibility of the Corporation or the Trustee, disbursement of such payments to Direct
Participants will be the responsibility of DTC, and disbursement of such payments to the
Beneficial Owners will be the responsibility of Direct and Indirect Participants.

DTC may discontinue providing its services as depository with respect to the Bonds at
any time by giving reasonable notice to the Corporation or the Trustee. Under such
circumstances, in the event that a successor depository is not obtained, Bond certificates are
required to be printed and delivered.

The Corporation may decide to discontinue use of the system of book-entry only transfers
through DTC (or a successor securities depository). In that event, Bond certificates will be
printed and delivered to DTC.

The information in this section concerning DTC and DTC’s book-entry system has been
obtained from sources that the Corporation believes to be reliable, but the Corporation takes no
responsibility for the accuracy thereof.

NONE OF THE CORPORATION, THE TRUSTEE OR THE UNDERWRITERS WILL
HAVE ANY RESPONSIBILITY OR OBLIGATION TO DIRECT PARTICIPANTS,
INDIRECT PARTICIPANTS OR ANY BENEFICIAL OWNER WITH RESPECT TO (I) THE
ACCURACY OF ANY RECORDS MAINTAINED BY DTC, ANY PARTICIPANT OR
INDIRECT PARTICIPANT; (II) THE PAYMENT BY DTC OR ANY DIRECT
PARTICIPANT OR INDIRECT PARTICIPANT OF ANY AMOUNT WITH RESPECT TO
THE PRINCIPAL OF, OR PREMIUM, IF ANY, OR INTEREST ON, THE BONDS; (III) ANY
NOTICE WHICH IS PERMITTED OR REQUIRED TO BE GIVEN TO BONDHOLDERS;
(IV) ANY CONSENT GIVEN BY DTC OR OTHER ACTION TAKEN BY DTC AS A
BONDHOLDER; OR (V) THE SELECTION BY DTC OR ANY DIRECT PARTICIPANT OR
INDIRECT PARTICIPANT OF ANY BENEFICIAL OWNERS TO RECEIVE PAYMENT IN
THE EVENT OF ANY PARTIAL REDEMPTION OF THE BONDS.
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