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Economy

Gross National Productin April 2012, the PuertoRic Pl anni ng Board (the 0
revised its gross national product estimates for fiscal years 2009 and 2010, released the corresponding
estimates for fiscal year 2011, revised its forecast for fiscal year 2012 and released its gross national
produd forecast for fiscal year 2013. For fiscal years 2009 and 2010, the Planning Board revised its gross
national product estimates to declines of 3.8% and 3.4%, respectively, from the prior estimates of declines
of 4.0% and 3.8%, respectively. For fiscahy 2011, based on the preliminary numbers for the accounts
corresponding to such fiscal year, the Planning Board estimates a decline of 1.5% in real gross national
product, compared to a decline of 1.0% in the projection made in February 2011. ThagPBuoard,
however, made an upward revision of its gross national product forecast for fiscal year 2012 by projecting
a base case scenario increase of 0.9% in constant dollars, compared to an increase of 0.7% in the February
2011 forecast. The Planning Bod 6 s revi sed forecast for fiscal
estimated effect on the Puerto Rico economy of th
and a significant increase in public and private construction and fixed investmerd. stimmary of the
principal provisions of the tax reforTma,x sRed off Maj
under PUERTO RICO TAXES, OTHER REVENUES AND EXPENDITURES in the Commonwealth
Report. The revised forecast also consideamong other thigs, the effecton the Puerto Rico economy
of general global economic conditions, tHeS. economypil prices, interest rates and the behavior of
local exports, including expenditures by visitors.

For fiscal year 2013, the real gross national productéecésted to grow by 1.1% in the base case
scenario.

Employment According to the Household Survey, total employment fell by 2.3% ialfiszar
2011 and by 0.4% in the first nine montbfsfiscal year 2012. The unemployment rate for figesr
2011 andor the first ninemonths of figal year 2012 was 15.9% and 1%.3respectively, slightly lower
than the average for fiscal year 2010 (16.0%).March 2012 the unemployment rate fell to 1449
According to the Establishment Survegtal payroll emplgmentfell by 2.0% in fiscal year 211 and
was virtualy unchanged, decreasing by 0.1%, during the first mieaths of fiscal year 2012March
2012yearoveryear total payroll employment decreased by 0.4%

Economic Activity Index The economic activityndex (EAI) prepared by the GDB reflected a
reductionof 2.7 in fisal year 2011. For the first eightonths of fiscal year 2012 the EAI showed a
yearoveryear reduction of 0%, compared to a reduction of 3.1% for the same pesfofiscal year
2011. In February 2012the yeatoveryear growth rate of #h EAl was 0.%, which represents the
second successiymsitive growth rate since March 2006.



Results for Fiscal Year 2011

On April 30, 2012, ta Commonwealth released its audited financial statements for fiscal year 2011.
General Fund total revenues for fiscal year 2011 were $8.199 billion, including (i) approximately $101.9
million of revenuesttributable to the electronic and traditional éoigsavailable to the General Fund but
t hat , for accounting purposes, are included in t
separate fund from the General Fund, and (ii) approximately $103.0 million of moneys transferred to the
General Fundduring fiscal year 2011 from the Puerto Rico Sales Tax Financing Corporation
(ACOFI NAO) consisting principally of sales and u!
service for that fiscal year. General Fund total revenues for fiscal @&ara $8.199 billion represent an
increase of $483 million, or 6.3%, compared to fiscal year 2010 revefhesincrease in General Fund
total revenuedor fiscal year 2011, compared to fiscal year 2010, were mainlytaa increase of
$170.1 million n tax withholdings from nomesidents and the collection of $677.8 million as a result of
the new temporary excise tax and the expansion of the taxation of certain foreign persons adopted as Act
No. 154 of October 2 5 ,) a2 fart @he taa reforma, weiah the Govefninént t 154
began collecting in February 201This increase was partially offset by a decrease of @4@ilion in
collectionsfrom income tax on individuals as a resultloé tax relief provided to individual taxpayers a
pat of the tax reform andcurrent economic conditions. Tde results are consistent with the
Gover nment Otkat tiperdeciease iniGeneral Fund net revenues as a result of the tax relief
provided to taxpayers as part of the tax reform would betdffsehe temporary excise tax imposed on
certain foreign persons bycA154

General Fund total expenses for fiscal year 2011 were $10.020 billion, consisting of $9.075 billion of
total expenditures and $945 million of other financing uses. Total expegsliof $10.020 billion
exceeded General Fund total revenues (including revenues from the lotteries and moneys transferred from
COFINA) by $1.821 bhillion, or 22.2%. Total expenditures of $10.020 billion include (i) $638.7 million
of debt service on theCmmonweal t hds gener al obligation bonds
Public Buildings Authority (APBAO) that were refi
approximately $123 million of nerecurring expenses that had been budgéiediscal year 2010 but
were incurred in fiscal year 2011 principally related to the fiscal stabilization plan. Excluding the debt
service that was refinanced and such-rexurring expenses, General Fund total expenses for fiscal year
2011 were $9.258ilkion and exceeded General Fund total revenues (including revenues from the
lotteries and moneys transferred from COFINA) by $1.059 billion, or 12.9%. The difference between
revenues and expenses for fiscal year 2011 was covered principally from prafc€&ISNA bonds.

For more information on the tax reform andtAt.1 5 4 , Majae Bourées of General Fund
Revenue§ Tax Ref or mo under PUERTO RICO TAXES, OTHER R
in the Commonwealth Report

Preliminary Results for the First Six Months of Fiscal Year 2012 and Projected Fiscal Year 2012
Deficit

RevenuesPreliminary General Fund net revenues for the $issmonhs of fiscal year 2012 (from
July1, 2011 toDecember 31, 20)Iwere $.542billion, an increase of 385.1million, or 10.%%6, from
$3207hbillion of net revenues for the same period in the prior fiscad. yEhese revenues represerfroddf
budgeted revenseof $8.650 billion for the fiscal year, an80million less than the budget for the period.

The increase in General Fund net revenues is mainly due to the collecti@®bd $illion as a
result of theAct 154excise tax which amount is consistent wthh e Gover nment 6 s proj ect
from the excise tax during this period. This increase was partially offset by (i) a decrease in collections of

$241.4 million from income tax on individuals181.4million from income tax on corporations, afi@éll.5
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million from withholdings from nowresidents, all of which were primarily a result of the tax relief provided

to individual and corporate taxpayers as part of the tax reform, (ii) the elimination in fiscal year 2011 of the
special property tax impogdeon residential and commercial real estate in fiscal year 2009 as part of the
temporary revenue raising measures included in the fiscal stabilization plan, and (iii) decreases in
miscellaneous netax revenues, excise taxes on tobacco products and tetimsrdue to current economic
conditions. The Government expects that the decrease in General Fund net revenues as a result of the
implementation of the tax reform will be offset by the temporary excise tax imposed on certain foreign
persons by Act No. 154

Preliminary sales and use tax collections for the Sistmonths of fiscal year 2012 wer&%6.4
million, an increase of $13Million, or 2.8%, from the sales and use tax collections for the same period
in the prior fiscal year. A portion of the saland use tax is allocated to COFINA and, thus, is not
available to the General Fund. S@eMaj or Sources of dGB8akesal aRdnUs eV
under PUERTO RICO TAXES, OTHER REVENUES AND EXPENDITURES in the Commonwealth
Report.

Expenses.Preliminary General Fund total expenses (on a cash basis) for the first six months of
fiscal year 2012 amounted to $3.73Bion. This amount excludes approximately $542.7 million in
expenses related to the Department of Education Schoolwide Program thabhheen included in the
central government accounting system. These expenses will be included in the central government
accounting system once they are allocated by school according to the matching formula approved by the
United States federal governmenlf the expenses related to the Department of Education Schoolwide
Program are included, preliminary General Fund total expenses (on a cash basis) for the first six months
of fiscal year 2012 amounted to $4.319 billion, or 47% of budgeted expendiburéschl year 2012,
which are $9.260 billion.

The deficit for fiscal year 201®as budgeted anid projected to be approximately $610 mitijo
excluding principal and interest payments on Commonwealth general obligation bands
Commonwealth guarante®BA Bondsthat were refinanced through GDB financings, which financings
were repaidfrom the proceeds of the Commonwealth general obligation bonds and PBA. Bbhes
Of fice of Ma n a g e me n t sindicagdthBt nabgdget ovdrriin@rigl Bndicjatedanad
that total expensdsr fiscal year 2012vill not exceed the budget of $9.260 billion.

Preliminary Revenues for the First EightMonths of Fiscal Year 2012

Prelimirary General Fundet revenues for the first eighmonths of fiscal year 201@om July1,
2011 to February 29, 2012) were $4.®llon, an increase of $65dillion, or 15.2%, from
$4.296hillion of net revenues for the same period in the prior fiscar.ydhese revenues represent
57.2% of budgeted revenues of $8.650ibil for the fiscal year, and 82million less than the budget for
the period.

Preliminary sales and use teallections for the first eighihonthsof fiscal year 2012 were $768
million, an increase of $19.3 million, or 26 from the sales and use tax collections for the same period
in the prior fiscal year.

Public Sector Debt

The following table presents a summary of public sector debt Baath 31, 2012This table
includes debt noprimarily payable from either Commonwealth or municipal taxes, Commonwealth
appropriations or rates charged by public corporations for services or products, some of which debt is set
forth in footnote 6 below. Excluded from the table is debt the irartusi which would reflect double



counting including, but not limited t§&988.4 nillion of outstanding bonds (as March 31, 201Rissued
by Municipal Finance Agency to finance its purchase of bohésierto Rico municipalities

Commonwealth of Puerto Rto
Public Sector Debt*

(in millions)
March 31, 2012

GENERAL FUND RELATED DEBT
Direct full faith and credit obligations $9,833
Puerto Rico guaranteed d€bt 5,483
Debt supported by Puerto Rico appropriations or taxes 3,819
Tax and Revenue Anticipation Not&s 900
Pension Obligation Bonéf 2,948

TOTAL GENERAL FUND RELATED DEBT $22,983
Sales Tax debt $15,224
Public corporations and agendeés 25,147
Municipal debt 3,658
Limited obligations/nofrecourse defft 2,264

TOTAL PUBLIC SECTOR DEBT $69,276

* Totals may not add due to rounding.

@ Consists of $658nillion of bonds issued by Aqueduct and Sewer Autiip$440million of State Revolving Fund Loans incurred und
various federal water ¥es, $215million of bonds issued by Port of the Americas Auttyoaind $4.70 billion of PBA bonds. Excludes $26°
million of GDB bonds payable from available moneys of GDB.

@ Represents bonds and notes payable from the Commonwealth General Fund andmpubliement Fund. Includes Public Financ
Corporation.

@ Includes related sheterm financings.

®  Represents Senior Pension Funding Bonds, Series A, B, and C issued by the Employees Retirement System, which areypéyable
employer contributns made to the Employees Retirement System by the Commonwealth and its instrumentalities after the issuai
bonds.

® Excludes $5.4 billion of notes issued by GDB, the proceeds of which have been principally used to fund loans to the Ctimrpabliea
corporations, agencies and municipalities. Loans made by GDB to the Commonwealth, public corporations, agencies afitlesianei|
includedin the table.

® | ncludes the following: $1.3 bill i olyfronfthe@dymehts to benrécaivedTpursuant to
tobacco litigation settlement; $17Million of Housing Finance Authority bonds, which are payable from Puerto Rico Hol
Admi ni strationds annual al |l ocat i ondStates Depatniernt of Hdtigi and Wrbaig De@gmiertt
$331.9million of Capital Fund Modernization Program Subordinate Bonds, Series 3088million of Special Facilities Revenue Bond
issued by Highways and Transportation Authority, which are payatne fiet toll revenues collected from the Teodoro Moscoso Bric
$155 million of Special Facilities Bonds issued by Ports Authority, which are solely payable from the pledge of certaitspagae by a
private corporation under a spal facilities agrement; $74.6million of Educational Facilities Revenue Bonds, 2000 Series A (Univer
Plaza Project) issued by Industrial, Tourist, Educational, Medical and Environmental Control Facilities Financing Adthory (C /
which are payable &m rent payments made by the University of Puertm;Rindapproximately $73.énillion of bonds issued by AFICA to
finance the construction of various government infrastructure projects, which are payable from rent payments made ggweariment
entiies.

Sour@: Government Development Bank for Puerto Rico

No deductions have been made in the table above for deposits on hand in debt service funds and debt
service reserve funds. The table above and the amounts shown throughout this section as representing
outstanding debt include outstanding capital appreciation bonds at their respective original principal
amounts and do not include any accretion thereon.



Financial Condition of Retirement Systems

The following tableses forth, according to the actuarial valuations of June 30, 201df the
three Government retirement systems (the Employees Retirement System, the Teachers Retirement
System and the Judiciary Retirement Systeallectively referred to astif@Ret i r e me hthat Sy st en
are funded principally with budget
value of assets, actuarial accrued liabilityp e unf unded actuari al
basic and systemdainistered benefits)funded ratio, covered payroll and UAAL as a percentage of
covered payroll. The ratio of the UAAL to covered payroll is a measure of the significance of the UAAL
relative to the capacity to pay it. The trend in the ratio providesnration as to whether the financial
strength of a pension plan is improgi or deteriorating over time.Based on the current statutory
employer and member funding requirements and disbursement projections (which reflect continued
funding shortfalls), tt UAAL of the Retirement Systesis expected to continue growirigr several

yearsinstead of being amortized.

Funding Status
Actuarial Valuations as of June 30, 201

a p.pghe acpuariblat i ons

accrued |

(in millions)
Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered of Covered
of Asset§?  Liability @ Liability ®  Ratio®  Payroll® Payroll©®
Employees Retirement System...........c...cceenee. $1,724 $23,267 $21,543 7.4% $3,666 587.6%
Teachers Retirement System...........ccccccevvvveeeee. 2,386 11,449 9,063 20.8 1,320 686.4
Judiiary Retirement System...........cccoooveeeriveenen 64 383 319 16.7 32 1,002.2
B 1] = | AT $4,174 $35,099 $30,925 11.9% $5018 616.3%0

(2)

3)

4)

(5)

(6)

The actuarial value of assets of each of the Retirement Systems is set forth in the actuarial velkiitipho each Retirement System and is equal to the full market value of
the assets held by the Retirement Systems, including expected receivable contributions from the Commonwealth, muaiaippéitiésipating public corporations, less

bonds payale and other liabilities.

The actuarial accrued liability of each of the Retirement Systems is set forth in the actuarial valuation relating tdireastnR8ystem and is an estimate based on
demographic and economic assumptions of the present vahenefits that the Retirement System will pay during the assumed life expectancies of the applicable retired

members and active members after they retire.

The UAAL of each of the Retirement Systems is set forth in the actuarial valuation relating to gehd®e System and reflects the amount of the excess of the actuarial
accrued liability of a Retirement System over its actuarial value of assets. The indicated amounts reflect the UAALated qalzabant to the requirements of the

Government Accoumig St andards Board (AGASBO)CAFRr purposes

of

presentation

in the

The Funded Ratio of each of the Retirement Systems is presented in the actuarial valuation relating to each Retirememi 83f¢eta the quotient obtained by dividing
the actuariabalue of assets of the Retirement System by the actuarial accrued liability of the Retirement System. The indicategpeedlentathe Funded Ratio as

calculated pursuant to the requirements of GASBéoposes of presentation in the CAFR

The coveed payroll of each of the Retirement Systems is presented in the actuarial valuation reledicigRetirement System and is equal to the annual salaries paid to

active employees on which contributions to the Retirement System are made.

The UAAL as a peentage of covered payroll is presented in the actuarial valuation relating to each Retirement System and reflecentrebtguinéid by dividing the

UAAL of the Retirement System by the covered payroll of the Retirement System.

Source: Atuarial valuéion reports as of June 38011 for each of thRetirement Systems.

Because the statutory employer and member contrilsutiEne not adequate to fund the

Retirement Systemsbébybe¢rensSiot assehes

Rekei bemeatgt r& pi d

the currently scheduled future contributions will not be adequate to accumulate sufficient assets to make
future benefit payments when due. Based on the assumptions used in the latest actuarial valuations,
including the expected continued funding dfadls, and considering the increases in employer
contributions to the Employees Retirement System and the Teachers Retirement System adopted in July
2011 (i) the Employees Retirement System, the largest of the three retirement systems, would deplete its
net assets (total assets less liabilities, including the principal amount of certain pensiatioobtignds)

by fiscal year 201%nd its gross assets by fiscal yeaR2(ii) the Teachers Retirement System would
deplete its net and gross assets by figear 202; and (iii) the Judiciary Retirement System would



deplete its net angross assets by fiscal year 201Bhe estimated years for depletion of the assets could
vary depending on how actual results differ from the assumptions used in the actlaaitbns, as well
as based on any future changes to the contribution and benefitsregwitthe Retirement Systems.

Since the Commonwealth and other participating employers are ultimately responsible for any
funding deficiency in the thee Retiremen Systems, the depletion of the assets available to cover
retirement benefits will require the Commonwealth and other participating employers to cover annual
funding deficiencies. It is estimated that the Commonwealth would be responsible for apprgximatel
74% of the combined annualrfding deficiency of the three Retiremens&ms, with the balance being
the responsibility of the municipalities and participating public corporations.

The Commonwealth also provides Ao@nsion posemployment benefits thatonsist of a
medical insurance plan contribution. These benefits, which amounted to $114.2 million for fiscal year
2010 and $124 million for fiscal year 2011, are funded on a4aayou-go basis from the General Fund
and are valued using actuarial miples similar to the way that pension benefits are calculated. Based on
the latest actuarialaluations, as of June 30, 2011, the aggregate UbRAthesebenefits for the three
Retirement Systems was $aiflion.

For a detailed discussion of the fundireguirements and benefit structure of the Retirement
Systens, as well agheir financial and actuarial situation, funding shortfalls, and efforts to adtress
financial solvencyincluding the July 2011 increase in required employer contributiofget&mployees
Retirement System and the Teachers Retirement Sysee"RETIREMENT SSTEMSand A Over vi ew
of Economic and Fiscal Conditionh Unfunded Pension and Ndtension PosEmployment Benefit
Obligations and Funding Shortfalls of the Retirement Sysiemsu nd e r | NTROthéaJCTI ON
Commonwealth Report.
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INTRODUCTION
General

The financial and operatinghformation about the Commonwealth Btierto Rico (the
ACommondavealt t i Pu)aenclitded inRthiscRemort has been updated aduoke 30,
2011, except as otherwise provided herein. The mmo nwe al t h éussfrdmiJglyd a | yea
throughJune30 of the following year. References in this Report to a particular fiscal year are to
the year in which such fiscal year ends.

Forward-Looking Statements

The information included iardl olbks$ nBéepaorttat ect
These forward ooki ng statements may relate to the
condition, economic performance, plans, and objectives. All statements contained herein that are

not clearly historical in nature are forwaa@o ki n g, and the words dant
Acontinues, 0 Aexpects, 0 Aestimates, 0 Aintends
future or conditional verbs such as Awill , o0

or similar expessions, are generally intended to identify forwlaking statements.

These statements are not guarantees of future performance and involve certain risks,
uncertainties, estimates, and assumptions by the Commonwealth that are difficult to predict. The
economic and financial condition of the Commonwealth is affected by various financial, social,
economic, environmental, and political factors. These factors can be very complex, may vary
from one fiscal year to the next, and are frequently the resutttioiha taken or not taken, not
only by the Commonwealth and its agencies and instatiges, but also by entitiegich as the
government of the United States of America or other natiwaitsare not under the control of the
Commonwealth. Because of theacertainty and unpredictability of these factors, their impact
cannot, as a practical matter, be included i |
projections.

The projections set forth in thReportwere not prepared with a view toward comptyin
with the guidelines established by the American Institute of Certified Public Accountants with
respect to prospective financi al I nrésponsiblat i on,
officers were prepared on a reasonable basis, reflect thecbeently available estimates and
judgments, and present, to the best af ¢ h o Kndwiedge and lielief, the expected course of
action and the expected future financial performance of the Commonwealth. However, this
information is not fact and shlmlinot be relied upon as being necessarily indicative of future
results, and readers of tHeportare cautioned not to place undue reliance on the prospective
financi al information. Neit her t he Common we
indepeneént auditors, have compiled, examined, or performed any procedures with respect to the
prospective financial information contained herein, nor have they expressed any opinion or any
other form of assurance on such information or its achievability ancaiiseiny association



with the prospective financi al i nformation.
nor any other independent auditors, have been consulted in connection with the preparation of
the prospective financial information set fornththis Report which is solely the product of the
Commonwealth, and the independent auditors assume no responsibility for its.content

Overview of Economic and Fiscal Condition
Economic Condition

Pug t o Ri c o Oiscurerdlpimaorecgssionthat begann the fourth quarter of
fiscal year 2006. Al t hough P toehetUaitedRState® 6 s e «
economy,in recent fiscal years the performance of the Puerto Rico economy hagerot b
consistent with the performance of the United States econoroy.fideal years2007, 2008,

200 and 2010Puert o Rico0s real gr os s2%,289%, 4.0% and pr od
3.8% respectively, while the United Statesal gross domestic produgrew at a rate 01.8%

and 2.7% during fiscal years 2007 and 20@8pectivelycontracted during fiscal year 2009 at a

rate of 3.0%, and grew by 0.9% in fiscal year 2018ccording to the Puerto Rico Planning

Boar doés (t he )iatedt@ajentionsngde B dMarch @@l which take into account

the preliminary results for fiscal year 2010, the economic impact of the disbursement of funds
from the American Recovery and, aR otlernecoasnicme n t
factors, it is projected that the real gross national product for fiscal year 2011 contracted by
1.0%. The real gross national product for fiscal year 2012, however, is forecasted to grow by
0.7%.

Fiscal Condition

Fiscal Imbalance. Since 2000 the Commonwealth has faced a number of fiscal
challenges, includingn imbalance between its General Fuotl revenues andexperitures
The imbalance reached its highest level in fiscal year 2009, when the deficit was $3.306 billion,
consisting of te difference between total revenues from-financing sources of $7.583 billion
and total expenditures of $10.890 billion. The following table shows total revenues frem non
financing sources (which arevenues from taxes, licenses and other interneki@rnal source
receivedby virtue of existing lawsbut excluding proceeds from financings), total expenditures
(including debt service payments) and the ensuing imbalance for the last three fiscal years. Total
revenues from nofinancing sources, as @ln in the table, includes revenues from temporary
revenue raising measures taken by the Commonwealth to address this fiscal imbalance, some of
whi ch ar e described i n AFi scal Stabilizatio
ECONOMY bebw. Such temporg revenues should o t be considered #dArec
beyond the applicable period of such measur8anilarly, total expenditures, as shown in the
table, includes expenditures of a A@turring nature as a result of the implementation of

various expnser educt i on measures al so descri bed i n
Reconstructiono under THE ECONOMY bel ow.
Commonweal thdéds so called fistructur al deficit),

revenues andecurring expenditures, may differ from the amount of the deficit shown below.
Depending on the assumptions made as to what
this computation, such difference may be significant.



Deficit
Fiscal Years endetgune 30,

(in millions)
Total Total
Revenue§’ Expenditures Deficit
2009 7,583 10,890 (3,306)
2010 7,593 10,369% (2,775)
20112 8,063 9,798 (1,729)

@ ExcludesGeneral Fundevenues attributable to tleé¢ectronic andraditional lotteriesn the
amount of $126.7 million, $122.8 million and $101.9 million for fiscal years 2009, 201C
2011, respectively

@ preliminary, unaudited numbers.

@ Includes debt service of $677.4 million and $638.7 millonfiscal years 2010 and 201:
respectively, on the Commonweal thoés ge
Public Buildings Authority that was refinanced through the issuance of refunding bonds.

Source 20092010: Commonwealth of Puerto Rico @prehensive Annual Financial Repc
& Statement of Revenues and ExpenditdreBudget and Actuad Budget Basi®
General Fund
2011: Department of the Treasury.

Prior to fiscal year 2009he Commonwealth bridged such deficit through the useoo
reaurring measures, such as borrowing from Government Development Bank for Puerto Rico
(AGovernment Dev dlGDpna im the Hdrad miarket, mostponing the payment
of various government expenses,tsas payments to suppliers and utilities providarsl other
one time measures such as the use of derivatives and borrowings collateralized with government
owned real estatend uncollected General Fund revenues

In January 2009heGovernmentof PuerBi co (t he A Government o) &
a multiyear plan designed to achieve fiscal balamestoresustainableeconomic growthand
safeguard the investmegtade ratings of the Commonwealth bonds. This plan included certain
expense reduction meassithat, together with various temporary and permanent revenue raising
measures, have allowed the government to reduce the deficit. These measures are briefly
discussed below and are discussed in greater detdilkni s c a | Stabilization
Reconst ucti ono under THE ECONOMY.

As shown in the table abovduring the last three fiscal years, the Commonwealth has
been able to reduce the deficit by both increasing its revenues and reducing its experditures.
Commonwe al t hdrdinuea redudigithte efidit aill dependn part on its ability to
continue increasingevenues and reducingxkpenditureswhich in turn depends on a number of
factors, including improvements in general economic conditions

Fiscal Stabilization Plan The fiscal stabiliation plan which was generally contained in
Act No. 7of Mac h 9, 20009, & 9) soaghteo rachieve bufigétary lhalance, while
addressing expected fiscal deficits in the intervening years through the implementation of a
number of mitiatives, including: (ija gradualoperating expensesduction plarthrough reduction
of operating expenses, including payrolthich is the main component of government
expendituresand the reorganization of the Executive Bran@ha combination otemporary



and permanemntvenue raising measuremupled with additional tax enforcement measures; and
(i) certain financial measures.

The Government estimates that the fiscal S
measures have resulted amnual savings of approximately $837 million, and that the tax
revenue enforcement measures, and the temporary and permanent revenue raising measures have
resulted in additional revenues of $420 million during fiscal year 2011.

The principal financial mease taken has beea bondissuance program through the
Puerto Rico Sales Tax Fi byanSpanisHignguageragonymay toi on  (
which the Commonwealth allocated a portion of its sales and useTtex.proceeds from the
COFINA bond issuance prografsuch proceeds are deposited in an account (referred to herein
as the @St aprmanhageddy GDBnhave bewskd to repay existing government
debt (including debts with GDB), finang®vernmentbperating expenses for fiscal years 200
through 2011 (andill be usedin fiscal year 2012 tecover government expensesluded in the
government 6s annual budget for such fiscal y e
of a workforce reductioplan,and fundan economic stimulus plan, as described bel®wring
fiscal years 2009 and 2010, COFINA issued approximately $5.6 billion and $3.6 billion,
respectively, of revenue bonds payable from sales and use tax collections transferred to
COFINA. During fiscal year 2012, COFINA expects to issue approximately $2 billion of
revenue bonds payable from sales and use tax collections transferred to COFINA, the proceeds
of which wil!/l be mainly used to finaesdoe a po
fiscal year P12 refund outstanding debt obligationpayable from Commonwealth
appropriationsand refund certain outstanding COFINA bands

Another financial measure taken has been the restructuring of a portion of the debt
service on the Commonwleda hé6s gener al obligation bonds anc
Aut hor i t)ythat & Buaranteed by the Commonwealth and are payable from
Commonwealth budget appropriationBuring fiscal year 2010, the Commonwealth refinanced
$5129 m I I i on of interest accrued during such f
obligation bonds and $164.5 million of interest accrued during such fiscal year on PBA bonds.
During fiscal year 2011, the Commonwealth refinanced $490.9 million of insrested during
such fiscal year and principal due on July 1
bonds. During fiscal year 2011, PBA also used a line of credit from GDB to make payments of
approximately $147.8 million of interest accrued dursgh fiscal year on its Commonwealth
guaranteed bonds, which line of credit was refinanced with the proceeds of a series of
Commonwealth guaranteed bonds issued by PBA.

During fiscal year 2012, the Government expects to refinance approximately $537.4
milion of princi pal due in and interest to accr
general obligation bonds and approximately $153.8 million of interest to accrue during such
fiscal year on Commonwealth guaranteed PBA bonds.

The fiscal stabilizatin plan is discussed in more detailn A Fi s c al Stabil |
Economic Reconstructiondo under THE ECONOMY.



Results for Fiscal Year 2009General Fund total revenues for fiscal year 2009 were
$7.583 billion(this amount excludes approximately $12@nillion of revenues attributable to the
electronic and radtional lotteries, whichfor accounting purposesre included in the
Commonweal thdés audited financi al GepndrahFurement s
representing a decrease of $775.5 millior9.8f%6, from fiscal year 2008. Total expenditures for
fiscal year 2009 were $10.890 billion (consisting of $9.927 billion of total expenditures and $962
million of other uses) representing an increase of approximately $1.402 billion, or 14.8%, from
origind budgeted expenditures and exceeded General Fund total revenues (excluding other
financing sources) by $3.306 billion, or 43.6%.

During fiscal year 2009, the Government faced an aggregate cash shortfall of $1.153
billion that, when added to the Generahi deficit, represented approximately $4.459 billion in
excess expenditures and cash shortfall. The difference between General Fund revenues and total
expenditures for fiscal year 2009 was principally paid from proceeds of COFINA bond issues
and the resucturing of the corpus account of the Puerto Rico Infrastructure Financing Authority
(APRIFADYuUanNt to the fiscal stabilization pl:
Reconstructiofi Fi s ¢ a | Stabilization Pl ano under THE E

Results for Fiscal Year 2010General Fund total revenues for fiscal year 2010 were
$7.593 billion (this amount excludes approximately $122.8 million of revenues atbtidtaahe
electronic and raditional lotteries, which for accounting purposesre included in the
Commonweal thdés audited financi al GepndrahFuredment s
representing an increase of $9.8 million from fiscal year 2009 revenues. The principal changes
in sources of revenues from fiscal year 2009 includedceedse in the sales and use tax received
by the General Fund of $256.8 million due to the assignment to COFINA of an additional 1.75%
of the 5.5% Commonwealth sales and use tax. This decrease in the amount of sales and use
taxes allocated to the Generairfd was fully offset, however, by increases in property taxes and
excise taxes on cigarettes and alcoholic beverages of approximately $227.8 million and $60.5
million, respectively, as a result of the temporary and permanent revenue raising measures
implement ed as part of the Commonwealthés fiscal
taxes for fiscal year 2010 were approximately the same as in fiscal year 2009, reflecting the
continuing impact of the ongoing economic recession.

Total expenditures foridcal year 2010 were $10.369 billion (which ircda $173
million of expenditures related to a Government local stimulus program described below in
AFi scal Stabilizati oniEanodn oE och oRweicco nRset crouncstti rounc
ECONOMY), consiting of (i) $9.640 billion of total expenditures and (ii) $728 million of other
financing uses. Total expenditures of $10.369 billion exceeded General Fund total revenues
(excluding other financing sources) by $2.775 billion, or 36.6%. Excluding thesdelite
amounts that were refinanced, total expenditures for fiscal year 2010 were approximately $9.691
billion and exceeded General Fund total revenues (excluding other financing soyré2s098
billion, or 27.6% The difference between revenues axpenses for fiscal year 2010 was
covered principally by proceeds from a COFINA bond issue.

Preliminary Results for Fiscal Year 201Rreliminary General Fund total revenues for
fiscal year 2011 (from July 1, 2010 to June 30, 2011) were $8.165 billisnaftiount includes
approximately $101.9 million of revenues attributabléhi® electronic andaditional lotteries),



an increase of $449.3 million, 6r8%, from $7.716 billion of totakvenues for the same period

in the prior fiscal year (this amounhdludes approximately $122.8 million of revenues
attributable to the electronic andatitional lotteries), and an increase of $31 million from the
revised estimate of totakvenues, which took into account the effect of the tax reform discussed
belowungéd r ATax Reform. o

The increase in General Fund total revenues is mainly due to an increase of $170.1
million in tax withholdings from nomesidents and the collection of $677.8 million as a result of
the new temporary excise tax and the expansion of thetidgaxof certain foreign persons
adopted as Act No. 154 of October 25120 , as amé b yas gart pfithA tax reform
(di scussed bel ow. Thisth@aase ivdspactiallR effedhy endedrease of $407
million and $18.5million in collections from income tax on individuals and entertainment
machine licenses, respectively. The decrease in individual income taxes is due to the tax relief
provided to individual taxpayers as part of the tax reform and to current econorditoren
The Government had expected that the decrease in General Fund net revenues as a result of the
tax relief provided to taxpayers as part of the tax reform would be offset by the temporary excise
tax imposed on cain foreign persons by Adi54. Fer fiscal year 2011, the first five monthly
excise tax payments (from February through June 2011) amounted to $677.6 million, which was
consistent wi t h t he Government 6s projection
Government 0s e x ped totthe timpacha themaxtrdformr oa isgal year 2011
revenues were met.

Preliminary General Fund total expenses for fiscal year 2011 amounted to $9.153 billion,
which excludes $638.7 million of debt service amounts that were refinanced, and exceeded
Gereral Fund total revenues (excluding other financing sources) by $988 million, or 12.1%. The
difference between preliminary revenues and expenses for fiscal year 2011 was covered
principally by proceeds from a COFINA bond issue and proceeds of bonds isstefthance
debt service payments.

Budget for Fiscal Year 202. On July 1, 2011, the Governor signed the
Commonweal thdés centr al government budget for
for General Fund total revenues of $9.260 billion. Thelgeted General Fund revenue of
$9.260 billion includes estimated revenues of $8.650 billion and $610.0 million in additional
revenues from proceeds of COFINA bond issues.

The principal changes in General Fund revenues under the fiscal year 2012 budget
compared to the fiscal year 2011 budget are accounted for mainly by the projected collections
from the new temporary excisaxt under Actl54 (up $969.0 million), sales and use taxes (up
$125.0 million), norresident withholding taxes (up $29 million), alotib beverage taxes (up
$9.0 million), and projected decreases in excise taxes on motor vehicles and accessories (down
$8.0 million), corporate income tax (down $51.0 million), federal excise taxes on offshore
shipments (down $66.0 million), property tadswn $162 million) and personal income taxes
(down $239.0 million).

The fiscal year 2012 budget provides for total expenditures of $9.260 billion, consisting
of General Fund expenditures of $8.650 billion and additional expenditures of $610 million that
are expected to be covered from proceeds of COFINA bond issues. The fiscal year 2012



budgeted expenditures exclude certain debt S €
obligation bonds and @nmonwealth guaranteed PBBonds which are expected to be
refinanced during fis a | year 2012, Sea& fbioveal STthaeb i bl ui dzg
expenditures for fiscal year 2012 are $110 million, or 1.2%, higher than budgeted total
expenditures of $9.150 billion for fiscal year 2011, and $1.109 bikiod(”.7%, lower than total
expenditures of $10.369 billion for fiscal year 2010.

The principal changes in General Fund expenditures by program in the fiscal year 2012
budget compared to the fiscal year 2011 budget are mainly due to increases in petyliarshf
protection (up $80.1 million), education (up $131.4 million), economic development (up $106.4
million), transportation (up $10.2 million), special pension contributions (up $85.8 million),
contribution to municipalities (up $28.5 million), and d=ases in general obligation bonds debt
service (down $21.5 million), welfare (down $22.0 million), health (down $209.2 million), and
governmental management (down $51.2 million).

Budgeted expenditures and capital improvements for the central governmaiit of
budgetary funds total $15.9 billion, a decrease of $142.9 million from fiscal year 2011 budgeted
appropriations.

Preliminary Results for the Fir§threeMonths of Fiscal Year 201@nhd Projected Fiscal
Year 2012 Deficit Preliminary General Fund revesaifor the first three months of fiscal year
2012 (from July 1, 2011 to September 30, 2011) were $1.696 billion, an increase of $129.3
million, or 8.25%, from $1.567 billion of revenues for the same period in the prior fiscal year
and a decrease of $33.3llian, or 1.9%, from the revised estimate of revenues of $1.729 billion
made in September 2011. The increase in General Fund revenues for the first three months of
fiscal year 2012, compared to the same period in the prior fiscal year, is mainly chee to t
collections of $478 million from the new t@orary excise tax under A¢64, which was not in
effect during the first three months of fiscal year 2011. This increase was partially offset by a
decrease in collections from individual and corporate inctames of $115 million and $75
million, respectively.

Preliminary General Fund total expenses (on a cash basis) for théhr@stmonths of
fiscal year 201Z2amounted to $1.858 billion, which is $13.5 million, or 1%, lower than $1.872
billion of budgetedexpenditures for the same period. The lower expenditures are mainly due to
timing differences in disbursements for general government expenditures of $29.4 million, safety
and protection of $6.3 million and welfare of $4.5 million. These lower expeesitvere
partially offset by increased expenditures in health of $26 million and transportation and
communication of $2.4 million. The difference between preliminary reveangsxpenditures
for the first three months of fiscal year 2012 was covered pafligiby funds on deposit in the
Stabilization Fund and the issuance of tax revenue anticipation notes by the Commonwealth.

The deficit for fiscal year 2012 is projected to be approximately $610 million, which
excludes approximately $691.2 million of det#rvice payments on Commonwealth general
obligation bonds and Commonwealth guaranteed PBA bonds that will be refinanced. In addition,
the Office of Management and Buddetii O M) Bia@s indicated that the sectors of health and
safety carry risk of bdget overruns for fiscal year 2012 as they are undergoing operational
changes that were not considered during the preparation of the budget for that fiscal year.



Unfunded Pension and Ndtension PosEmployment Benefit Obligations and Funding
Shortfalls d the Retirement Systems.

One of the challenges every administration has faced during the past 20 years is how to
address the growing unfunded pension benefit obligations and funding shortfalls of the three
Government retirement systems (the Employeesréteéint System, the Teachers Retirement
System and the Judiciary Retirement System) that are funded principally with budget
appropriations from the Commonwealthdos Gener a
latest actuarial valuations of the retiremd systems, the unfunded actuarial accrued liability
(including basic and system administered benefits) for the Employees Retirement System, the
Teachers Retirement System and the Judiciary Retirement System was $17.8 billion, $7.1 billion
and $283 millim, respectively, and the funded ratios were 8.5%, 23.9% and 16.4%, respectively.

Based on current employer and member contributions to the retirement systems, the
unfunded actuarial accrued liability will continue to increase significantly, with a corneisyp
decrease in the funded ratio, since the annual contributions are not sufficient to fund pension
benefits, and thus, are also insufficient to amortize the unfunded actuarial accrued liability.
Because annual benefit payments and administrative eepearighe retirement systems have
been significantly larger than annual employer and member contributions, the retirement systems
have been forced to use investment income, borrowings and sale of investment portfolio assets to
cover funding shortfalls. Thfunding shortfall (basic system benefits, administrative expenses
and debt service in excess of contributions) for fiscal year 2011 for the Employees Retirement
System, the Teachers Retirement System and the Judiciary Retirement System was
approximately$693 million, $268 million and 9.5 million, respectively. For fiscal year 2012,
the funding shortfall is expected to be $741 million, $287 million and $8.5 million, respectively.
As a result, the assets of the retirement systems are expected to condieciane.

Based on the assumptions used in the latest actuarial valuations, including the expected
continued funding shortfalls: (i) the Employees Retirement System, the largest of the three
retirement systems, would deplete its net assets (total dssstdiabilities, including the
principal amount of certain pension obligation bonds) by fiscal year 2014 and its gross assets by
fiscal year 2019; (ii) the Teachers Retirement System would deplete its net and gross assets by
fiscal year 2020; and (iidhe Judiciary Retirement System would deplete its net and gross assets
by fiscal year 2018. The estimated years for depletion of the assets could vary depending on
how actual results differ from the assumptions used in the actuarial valuations, ashaskds
on any future changes to the contribution and benefits structures of the retirement systems. As a
result of the increases in employer contributions to the Employees Retirement System and the
Teachers Retirement System adopted in July 2011, aslsd@relow, the Administrator of the
Retirement Systems projects that the period before depletion of the assets of these two systems
will be extended by three to four years.

Since the Commonwealth and other participating employers are ultimately responsible
for any funding deficiency in the three retirement systems, the depletion of the assets available to
cover retirement benefits will require the Commonwealth and other participating employers to
cover annual funding deficiencies. It is estimated thaCivamonwealth would be responsible
for approximately 74% of the combined annual funding deficiency of the three retirement



systems, with the balance being the responsibility of the municipalities and participating public
corporations.

The Commonwealth alsorovides norpension posemployment benefits that consist of
a medical insurance plan contribution. These benefits, which amounted to $114.2 fmiillion
fiscal year 2010 and $123miillion for fiscal year 2011, are funded on a fsyou-go basis
from the General Fund and are valued using actuarial principles similar to the way that pension
benefits are calculated. Based on the latest actuarial valuations, as of June 30, 2010, the
aggregate unfunded actuarial accrued liability of these benefits fonrdw rietirement systems
was $2.3 billion.

Because of its muhlyear fiscal imbalancepreviously mentionedthe Commonwealth
has been unable and is currently unable to make the actuarially recommended contributions to
the retirement systems. If the Commaalth fails to take action in the shoerm to address the
retirement systemso6é funding deficiency, the <c
a result of funding shortfalls and the resulting depletion of assets could adversely affect the
ability of the retirement systems to meet the rates of return assumed in the actuarial valuations,

which could in turn result in an earlier de
significant increase in the unfunded actuarial accrued liabilitWltimately, since the
Commonweal t hds Gener al Fund i s required to

deficiency, the Commonwealth would have difficulty funding the annual required contributions
unless it implements significant reforms to the retinetrsystems, obtains additional revenues,
or takes other budgetary measuré®r more information regarding the retirement systems, see
RETIREMENT SYSTEMS

In order to address the growing unfunded pension anepansion benefit obligations
and funding shufalls of the three Government retirement systems, in February 2010, the
Governor established a special commission to make recommendations for improving the
financial solvency of the retirement systems. The special commission submitted a report to the
Governor on October 21, 2010.

As a resul't o f the special commi ssionods
Governor submitted two bills to the Legislative Assembly to address in part the retirement
systems6 financi al c o n d acted as Wct No. B rofeJune 16, 20dlc h b
( A A9é0t) On June 23, 2011, in accordancehwhct 96, $162.5 million of funds on deposit in
the Corpus Account of the Puerto Rico Infrastructure Development Fuhdh e ACor pu:
Accownt owhich is under the custody and contro
Authority ( A P RI(FsAede) Al nfrastructure Financing £
CORPORATIONS for a description of the Corpus Accoungre contributed tthe Employees
Retirement System and invested in capital appreciation bonds issued by COFINA maturing
annually on August 1, 2043 through 2048 and accreting interest at a rate of 7%. The principal
amount of the COFINA bonds will grow to an aggregate amofiapproximately $1.65illion
at their maturity dates

The second bill submitted by the Governor was enacted as Act No. 114 of July 5, 2011
( A AldD and Act No.1 16 of Jul yllé&®, The<e Adis pfovida andrease in
employer contributions to the Employee Retirement System and the Teachers Retirement System



of 1% of covered payroll in each of the next five fiscal years and by 1.25% of covered payroll in
each of the following five fiscal years. As a resultledse increases, the Employee Retirement
System and the Teachers Retirement System would receive approximately $36 million and $14
million, respectively, in additional employer contributions during fiscal year 2012, and the
additional employer contributis are projected to increase gradually each fiscal year (by an
average aggregate increase of $71 million per fiscal year) to approximately $494 million and
$195 million, respectively, by fiscal year 2021. The additional employer contributions for fiscal
year 2012 have been included in the approved budget for such fiscal year. With respect to the
increases in the employer contributions corresponding to the municipalities, Act 116 provides
that the increases for fiscal years 2012, 2013 and 2014 will beqraiy the Commonwealth

from the General Fund budget, representing approximately $6.3 million, $12.8 million and $19.7
million in fiscal years 2012, 2013 and 2014, respectively.

In addition to these measures, on August 8, 2011, the Board of Trustee£ofiployees
Retirement System adopted a new regulation regarding the rules relating to the concession of
personal loans to its members, which, among other changes, lowers the maximum amount of
those loans from $15,000 to $5,000. This change is expectéthpimve gradually the
Empl oyees Retirement Systemdés | iquidity.

Economic Reconstruction Plan

In fiscal year 2009, the Governmeitegan to implement a shddrm economic
reconstruction plan. The cornerstone of this plan was the implementation of fedktatal
economic stimulus programs. The Commonwealth was awarded approximately $6.8 billion in
stimulus funds under the ARRA program, which was enacted by the U.S. government to
stimulate the U.S. economy in the wake of the global economic downturroxhpiately $3.3
billion of the ARRA funds is allocated for consumer and taxpayer relief and the remainder will
be used to expand unemployment and other social welfare benefits, and spending in education,
healthcare and infrastructure, among others. A®aibber 14, 2011, the Commonwealth had
disbursed $5.5 billion in ARRA funds, or 78.8%, of awarded funds.

The Governmenhas complemented the federal stimulus package with additional short
and mediurrterm supplemental stimulus measures that seek to adtveas economic
challenges and provide investment in strategic areas. These measures included a local $500
million economic stimulus plan to supplement the federal plan.

Economic Development Plan

The Governmenhas also developed the Strategic Model foteav Economy, which is a
comprehensivelonger m economi c devel opment plan ai med
competitiveness and business environment and increasing ggecite participation in the
Puerto Rico economy. As partthis plan, the Gvernmenenacted Act No. 161 of December 1,

2009, which overhauled the permitting and licensing process in Puerto Rico in order to provide
for a leaner and more efficient process that fosteyaauic development. The Governmeaigo

enacted Acts No. 8and 83of July 19, 2010, which providea new energy policy that seeks to

lower energy costs and reduceenepgy i ce vol atility by reducing
fuel oil and the promotion of diverse, renewabtergy tebnologies. Moreover, the

1C



Governmentadopted a comprehensive tax reform (described below) that takes into account the
Commonweal t héds cur.rSeret AfTianxa nReeif aolr nsdi tbued toiwa n

In addition, to further stimulate economic development and cope hathidcal crisis, on
June 8, 2009, the Legislative Assembly approved Act No. 29 establishing a clear public policy
and legal framework for the establishment of public i vat e par )toenansehandos ( fiF
develop infrastructure projectscoperate and manage certain public assets. Dfisicay year
2010, the Governmergngaged various financial advisors to assist it in the evaluation and
procurement of various projects in the energy, transportation, water and public school
infrastructuresectors. During the fourth quarter of fisgalar 2010, the Governmeptiblished
desirability studies for four publiprivate partnership priority projects and commenced
procurement for such projects. As of Sepdtem30, 2011, the Governmemad completd the
concession of toll roads PR and PR5 andhad shortlisted proponents for thprocurement
process leading to the award of an administrative concession oEuise Mufioz Marin
International Airport and school infrastructure projects.

The Governmenhas also identified strategic initiatives to promote economic growth in
various sectors of the economy where the Commonwealth has competitive advantages and
several strategic/regional projects aimed at fostering balanced economic development throughout
the Island. These projects, some of which are ongoing, include tourism and urban
redevelopment projects.

The fiscal stabilization plan, theeconomic reconstruction plarand the longerm
economic development plan adescribed in further detail below fiFiscal Stabilization and
Economi ¢ Re amer SHEEEQQNOMY n 0

Tax Reform

I n February 2010, the Governor established
income tax system and propose a comprehensive tax reform directed at promoting economic
growh and job creation within the framework of
achieving fiscal stability. The committee presented its findings to the Governor and, on October
25, 2010, the Governor announced that he was submitting to the Liggiglasembly various
bills in order to implement the tax reform.

The tax reform was intended to be revenue positive. It consisted of two phases focused
on providing tax relief to individuals and corporations, promoting economic development and
job creaton, simplifying the tax system and reducing tax evasion through enhanced tax
compliance measures. The first phase, enacted as Act No. 171 of November 15, 2010, was
expected to provide individual and corporate taxpayers with aggregate savings of $329 milli
for taxable year 2010. The second phase, enacted as Att Nmf Januar yloB1, 20
20110), was projected to provide individual and corporate taxpayers aggregate annual average
savings of $1.2 billion for the next six tdta years, commencing in taxable year 2011.
Consistent with the objective of maintaining the path towards fiscal stability, the tax relief
provisions applicable to individuals and corporations for taxable years 2014 through 2016
become effecte onlyif ) OMBcer t i fi es that the administratdi
been met, (ii) the Treasury Department certifies that the General Fund revenue target has been
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met and (iii) the Planning Board certifies a yeseryear target in@ase in gross domest

product See fAMaj or Sources OfTageRef ar mBunddBRev PUE
TAXES, OTHER REVENUES AND EXPENDITURES for a summary of the principal
provisions of the tax reform.

As part of structuring the tax reform, the Government utilized apyafueconomic
consultants to project its impact on tax revenues through the use of dynamic economic models
adjusted to the Commonweal thdés specific econo
its own internal analyses of such impact. Based on thesgses, the Government expects that
the reduction in income tax revenues resulting from the implementation of the tax reform should
be fully offset by the additional revenues produced by (i) enhanced tax compliance measures, (ii)
the elimination of cedin incentives and tax credits, (iii) a new temporary excise tax imposed on
a controlled group member 6s acquisition fror
property manufactured or produced in Puerto Rico and certain services performed in Puerto Rico
(at a declining rate from 4% for 2011 to 1% for 2016), and (iv) an expansion of taxation rules
that characterize certain income of p@sident corporations, partnerships and individuals as
effectively connected with the conduct of a trade or busingBaento Rico and therefore subject
to Puerto Rico income tax. The temporary excise tax and the expansion of the taxation of certain
foreign persons were adopted by Ah4. In circumstances in which the temporary excise tax
applies, the expansion of thexation of nonresident individuals, foreign corporations and
foreign partnerships does not apply. The other revenue enhancement measures, which are part of
the second phase of the tax reform, are included in Act 1 of 2011. On December 29, 2010, the
Treasiry Department adopted regulations that provide certain tax credits against the temporary
excise tax that lessen its impact on affected taxpayers subject to the temporary excise tax. These
regulations became effective on January 1, 2011. The regulatioiness implementation and
interpretation issues and include provisions regarding certain applicable credits against the tax
subject to maintaining a baseline employment and other conditions. The Government estimates
that this excise tax will affect forgm corporations or partnerships that are principally engaged in
the manufacturing of pharmaceuticals and electronics. The Government expects to raise
approximately $1.4 billion from the excise tax during the fiestiryof implementation of Ad54
and $56 billion for the sixyear period that the excise tax is in place.

The first monthly excise tax payment was due in February 20h&. cdllections for the
first nine monthly excise tax payments (from February through October 2011) were $1.325
billion. These amounts are consistent with the Gover
excise tax.

Based on its analysis, the Government believes that the revenue projeciionthdr
taxes imposed by Ad54 are reasonable. However, since such taxes ondyrigeeffective on
January 1, 2011, there can be no assurance that the revenues therefrom, together with the other
revenue enhancement measures included in the tax reform, will be sufficient to fully offset the
reduction in income tax revenues expected fobher aspects of the tax reform.

In connection with the expansion of the taxation of foreignspns by Actl54, the
Government obtained a legal opinion regarding the creditability of the excise tax for U.S. federal
income tax purposes. The opinion cowlds that this excise tax should be creditable against
U.S. federal income tax. That conclusion was based in part upon a determination that the
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expansion of the taxation of foreign persons and the imposition of the excise tax more likely than
not satisfy he constitutional requirements of due process and the Commerce Clause of the
United States Constitution, for reasons discussed therein. It is the position of the Government
that the excise tax is a tax imposed in substitution of the generally imposeatkiteo and that,

as such, under Section 903 of the United States Internal Revenue Code of 1986, as amended,
U.S. taxpayers can claim a foreign tax credit for amounts paid.

On March 30, 2011, the United St) ssueds I nt e
Notice 201129 addressing the creditability of thew excise tax imposed by Atb4. Notice
201129 provides that the provisions of the new Puerto Rico excise tax are novel and the
determination of its creditability requires the resolution otimber of legal and factual issues.
Pending the resolution of those issues, the |
excise tax is a tax in lieu of an income tax under Section 903. The IRS also provided that any
change in the foregoing xacredit treatment of the excise tax after resolution of the pending
issues will be prospective and will apply to excise tax paid or accrued after the date that further
guidance is issued.

Act 154 has not been challenged in court. Consequently, no casipdssed orhé
constitutionality of Actl54. There can be no assurance that its constitutionality will not be
challenged and that, if challengetthe courts will uphold Actl54. To the extent a court
determines that the imposition of the excise tatherexpansion of the income tax or both are
unconstitutional, the Governmentds revenues m

For a summary of the principal provisions of the tax reform, the expansion of the income
tax source rules to certain nonresidefiera individuals, foreign corporations and foreign
partnerships, and the new temporary excise ta
0 Tax Reformo and AMajor Sodatoesmef T&eerer alr Esg
under PUERTO RICO TAXES)THER REVENUES AND EXPENDITURES

Ratings of Commonwealth General Obligation Bonds

On August 8, 2011, Moodys | nvestor s $Ylewered itseating énMteo d y 6 s
Commonweal th unenhanced gener al o lodtloog fomi on b o
AA3®dhis rating action was a result of Moodyos
had been placed on watchlist on May 3, 2011.
downgrade reflects the continued financial deterioratf the severely underfunded retirement
systems, continued weak economic trend, and weak finances, with a historical trend of funding

budget gaps with borrowings. Moodyd6s negatiywv
will face in the next few yars as it continues to address the underfunding of the retirement

systems from an already weak financi al and e«
had rated the Commonwealthds unenhanced gene
gradations abve the previous ABaa30 rating, as a r

municipal bond issues and issuers.

On August 8, 2011, Standard & Pooawddl Rat i n
Compani es, ), lreafirmed {tsh BB& dat i ng of the Commonweal
gener al obligation bonds. On March 7, 2011,
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unenhanced gener al obligation bondgo twi tinBB&8 0
positive outlook. In taking thisrating action, S&P stated the upgrade reflects the
Commonweal t hds recent revenue performance an
budgetary balance. S&P noted, however, that other metitrm budget pressures, such as the
Commonweal t hbenefitt remkengati ons, remain a | in
outl ook is based on the Commonweal thds recer
controls and revenue enhancement measures that could help restore balance within the next two
years. S&P also stated that it would raise the rating if over the upcoming two years, in

conjunction with an Il mpr ovement in the Comm
controls remain in place and there is continued progress toward achieving balance between
ongoing revenues and expenditures as well as

retirement benefit obligations.

On January 19, 2011Fi t ¢ h, | d"c.ascimBinedhoa ABBB+ 0 r
Commonweal t hds gener alondeh Wwith g stable outitooka mdssignmgp r o p r
the rating, Fitch stated that, whil e it reco

overestimation of revenues, reliance on borrowings to meet budgetary gaps, and the low level of
pension funding, th successful implementation of the dramatic steps taken by the government to
restructure fiscal operations and stimulate the economy was a positive credit factor.

Geographic Location and Demographic Trends

Puerto Rico, the fourth largest of the Caribbean islands, is located approximately 1,600
miles southeast of New York City. Itis approximately 100 miles long and 35 miles wide.

According to the United States Census Bureau, the population of FRedowas
3,725,789 in 2010, compared to 3,808,610 in 2006.eT popul ati on of San J
capital and largest city, w&81,931 in 2010 compared 484,37 in 2000.

Relationship with the United States

Puerto Ricob6bs constitutional status is tha
to the territorial clause of the U.S. Constitution, the ultimate source of power over Puerto Rico is
the U.S.Congress.

Puerto Rico came under United $&tsovereignty pursuant to the Treaty of Paris, signed
on Decembed 0, 1898, which ended the Spanisimerican War. Puerto Ricans have been
citizens of the United States since 1917. In 1950, after a long evolution toward greater self
government, Congressnacted Public Law 600, which provided that the existing political,
economic and fiscal relationship between Puerto Rico and the United States would remain the
same, but Puerto Rico would be authorized to draft and approve its own Constitution,
guaranteeig a republican form of government. The Constitution was drafted by a popularly
elected constitutional convention, approved in a special referendum by the people of Puerto
Rico, amended and ratified by the U.S. Congress, and subsequently approved byitienPof
the United States.

The Commonwealth exercises virtually the same control over its internal affairs as do the
50 states. It differs from the states, however, in its relationship with the federal government.
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The people of Puerto Rico are citizeof the United States but do not vote in national elections.
They are represented in Congress by a Resident Commissioner that has a voice in the House of
Representatives but no vote (except in House committees ancbisubittees to which he
belongs). Mat federal taxes, except those such as Social Security taxes, are not levied in Puerto
Rico. No federal income tax is collected from Puerto Rico residents on income earned in Puerto
Rico, except for certain federal employees who are subject to taxegipsdlaries. Income

earned by Puerto Rico residents from sources outside of Puerto Rico, however, is subject to
federal income tax.

The official languages of Puerto Rico are Spanish and English.
Governmental Structure

The Constitution of Puerto Rico provides for the separation of powers of the executive,
legislative, and judicial branches of government. The Governor is elected every four years. The
Legislative Assembly consists of a Senate and a House of Represmtédte members of
which are elected for fowear terms. The highest court within the local jurisdiction is the
Supreme Court of Puerto Rico. Decisions of the Supreme Court of Puerto Rico may be appealed
to the Supreme Court of the United States unbdersame conditions as decisions from state
courts. Puerto Rico constitutes a District in the federal judiciary and has its own United States
District Court. Decisions of this court may be appealed to the United States Court of Appeals for
the First Ciraiit and from there to the Supreme Court of the United States.

Governmental responsibilities assumed by the central government of the Commonwealth
are similar in nature to those of the various state governments. In addition, the central
government assumessponsibility for local police and fire protection, education, public health
and welfare programs, and economic development.

Principal Officers Responsible for Fiscal Matters

LuisG. Fortuiiowas sworn in as Governor of Puerto Rico on JanRaB009. From
2005 until becoming GovernoMr.For t ufo was Puerto Ricobds el ec
in the U.S. House of Representativddr. Fortufio was an attorney in private practice from 1985
to 1993, and again from 1997 to 200Blr. Fortufio was the Executive Director of the Tourism
Company from 1993 to 1996From 1994 to 1996Mir. Fortufio served as the first Secretary of
the Department of Economic Development and Commende. Fortufio holds 8Bac hel or 6 s
Degree from the Edmundl. Walsh School of Foreign Service at Georgetown University and a
Juris Doctor from the University of Virginia School of Law.

Jesus F. Méndewas designated Secretary of the Department of the Treasury (the
A T r e aDepanmgnd) on January/, 2011 and confirmed by the Senate of Puerto Rico on
January 24, 2011Prior to his appointment, Mr. Méndez served as Executive Vice President and
Director of Administration, Operation and Controllership dBand as Executive Director of
PBA. From 2005 to 2008, Mr. Méndez held the position of President and Chief Executive
Officer of Tresamici Management, Inc., a closely held corporation dedicated to the
administration of assisted living facilities. From989to 2004, he held several senior
management positions within Banco Santander S.A. operating entities in Puerto Rico, including
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President of Santander Asset Management and First Senior Vice President and Trust Officer of
Banco Santander Puerto Rico andndging Director of Santander Securities Corporation. Prior

to joining Santander Securities, Mr. Méndez served as Chief Financial Officer and Managing
Director of BP Capital Markets. He also worked for Credit Suisse First Boston (Puerto Rico,
Inc.) as Vie President and Deloitte & Touche as Senior Auditor. In addition, Mr. Méndez also
held the position of Assistant Bank Examiner at the Federal Deposit Insurance Corporation in
New York City. Mr . M®ndez has a Baamteel or 0s
University of Puerto Rico and is a Certified Public Accountant.

Juan Carlos Paviavas appointed Director éd®MB on February 16, 2011 Prior to his
appointment a®irector of OMB, Mr. Pavia was Executive Vice President and Fiscal Agent of
GDB as wel as Executive Director of the Fiscal Stabilization and Reconstruction Board, where
he was responsible for the compliance, oversight and economic studies areas of GDB. Before
being named Executive Vice President and Fiscal Agent of,GBBvas a senior athor to the
President of GDB and Deputy Advisor to the Governor. Rooentering publicservice, Mr.
Pavz2za was employed in the commerci al banking
Business Administration from The George Washington Univeirsityashington D.C.

Juan Carlos Batllevas appointed President GIDB effective March2, 2011. Prior to
his appointmentMr. Batlle served 14 years as a top executive for Santander Group in Puerto
Rico. As part of the Investment Banking Group of Santar®kcurities Corporation, he served
consecutively as Assistant Vice President in 1999, Vice President in 2001, and Senior Vice
President and Director in 2003n 2005, Mr. Batllewas namedrirst Senior Vice President of
Banco Santander Puerto Rico andsittent and Chief Executive Officer of Santander Asset
Management Corporationin 2008, Mr. Batlle was namelManaging Director of &ntander
Securities CorporationPrior tojoining Santandem 1997 Mr. Batlle wasemployed byPopular
Securities Inc. Mr. Batlle has also been a member of the Boards of Directors of Santander
Securities Corporation, Santander Asset Management Corporation and the First Puerto Rico
Family of Funds.In addition, he has been a member of the Boards of Directors of the Puerto
Rico Tourism Company, the Convention Center District Authority and the Hotel Development
Corporation. He holds a degree in Economics from the College of Literature, Science and the
Arts of the University of Michigan.

Political Trends

For many years there have been two major views in Puerto Rico with respect to Puerto
Ri c o 6 s hip evithathe iUaiteds States: orfavoring statehood, represented by the New
Progressive Party, and the other favoring the existing commonwealik, sepresented by the
Popular Democratic Party. The following table shows the percentages of the total votes received
by the gubernatorial candidates of the various parties in the last five elections. While the
el ectoral c hoi ces are hot Rsea@ solelp on Rartg pre&fesencesorégarding
Puerto Ri cods rel ationshiop wi t h t he United
relationship between Puerto Rico and the United States have prevailed in elections for many
years.
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1992 1996 2000 2004 2008

New Progressive Party 499% 51.1% 45.7% 482% 52.8%
Popular Democratic Party 459% 445%  48.6% 48.4% 41.3%
Puerto Rico Independence Party 4.2% 3.8% 5.2% 2.7% 2.0%
Others, Blank or Void - 0.5% 0.5% 0.6% 3.9%

With the results of the 2008 elemti, the New Progressive Parginedcontrol of the
Executive Branch and retained control of tegislative Branch. The current membership of the
Senate and House of Representatives by political party is as follows:

Senate House

New Progressive Party 21 37
Popular Democratic Party 8 17
Total 29 54

The next general election (gubernatorial, municipal, and legislative) in Puerto Rico will
be held in November 2012.

THE ECONOMY
General

The Commonwealthithe past has established policies and programs directed principally
at developing the manufacturingnd service sectorand expanding and modernizing the
Commonweal t hoés infrastructure. Domestic and
stimulated g selective tax exemptions, development loans, and other financial and tax
incentives. Infrastructure expansion and modernization have been to a large extent financed by
bonds and notes issued by the Commonwealth, its public corporations, and mumsipaliti
Economic progress has been aided by significant increases in the levels of education and
occupational skills of the population.

Puerto Ricodbs economy experiencesecondhak onsi d
of the twentieth centuryfirom an agiculture economy to an industriahe. Factors contributing
to this transformation included governmenisponsored economic development programs,
increases in the level of federal transfer payments, and the relatively low cost of borrowing. In
some yearsthese factors were aided by a significant rise in construction investment driven by
infrastructure projects, private investment, primarily in housing, and relatively low oil prices.
Nevertheless, the significant oil price increasegeriencedrom Januay 2002 to June 2008he
continuous contraction of the manufacturing sector, and the budgetary pressures on government
finances triggered a general contraction in the economy.

Puerto Ricob6s economy is currentlayeraofn a r
fiscal year 2006, a fiscal year in which the real gross national product grew by onlg@d5¥e
government was shuatown during the first two weeks of MayFor fiscal years 2@and 200,
thereal gross national product contracted2826 and4.0%, respectively.For fiscal year 2010,
preliminary reports indicate that the real gross national product contracted by 3[&&.
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Planning Boardrojectsa decrease real gross national product @f0% for fiscal year2011
and an increase of 0.7% fiscal year 2012.

Nominal personal income, both aggregate and per capita, has shown a positive average
growth rate from 1947 to 2010. In fiscal year 2010, aggregate personal income was $60.4 billion
($50.0 billion at 2005 prices) and personal income gagrita was $15,203 ($12,592 in 2005
prices). Personal income includes transfer payments to individuals in Puerto Rico under various
social programs. Total U.S. federal transfer payments to individuals amounted to $16.0 billion in
fiscal year 2010 ($14.@illion in fiscal year 2009). Entitlements for previously performed
services or resulting from contributions to p
Medicare, and U.S. Civil Service retirement pensions were $10.4 billion, or 65% oduiséetr
payments to individuals in fiscal year 2010 ($9.8 billion, or 70.1%, in fiscal year 2009). The
remainder of the federal transfers to individuals is represented by grants, mostly concentrated in
the Nutritional Assistance Program (Food Stamps) aetl 8rant scholarships (higher
education).

Total average annual employment (as measured by the Puerto Rico Department of Labor
and Human Resources Household Empl oymehnt Sur
decreasedluring the last decade.From fiscal year 2000 to fiscal year 2010, total employment
decreased at an average annual rat@48b, from 1,150,29%0 1,102680. A reductionin total
employment began ithe fourth quarter ofiscal year 208 and has continuedonsisterly
throughfiscal year 201 due to the current recessiand the fiscal adjustment measures

The dominant sectors of the Puerto Rico economy in terms of production and income are
manufacturing and services. The manufacturing sector has undergone futadlahmamges over
the years as a result of increased emphasis on higige, hightechnology industries, such as
pharmaceuticals, biotechnology, computers, microprocessors, professional and scientific
instruments, and certain high technology machineryeapndpment. The service sector, which
includes finance, insurance, real estate, wholesale and retail trade, transportation,
communications and public utilities, and other services, plays a major role in the economy. It
ranks second to manufacturing in trdoution to gross domestic product and leads all sectors in
providing employment.
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The following table shows the gross national product for the five fiscal years ended June
30, 2010.

Commonwealth of Puerto Rico
Gross National Product
Fiscal Years Ended Jme 30,

2006 2007 2008 2009 2010®

Gross national produét$ millions® $56,732 $59,521 $61665 $62678 $63,292
Real gross national produét $ millions

(206 prices) $54,027 $53,400 $51,832 $49,775 $47,898
Annual percentage increase (dmase) in

real grosiational product (2@®prices) 0.5% (1.2)% (2.9)% (4.0% (3.8)%
U.S. annual percentage increase in t

gross national product (28Qrices) 2.% 1.7% 25% (3.5% 0.4%

@ preliminary.
@ In current dollars

Sources:Puerto Rico Planning Board aitdS-Global Insight.

The economy of Puerto Rico is closely linked to the United States economy, as most of
the external factors that affect the Puerto Rico economy (other than oil prices) are determined by
the pdicies and performance of the mainland economy. These external factors include exports,
direct investment, the amount of federal transfer payments, the level of interest rates, the rate of
inflation, and tourist expendituresDuring fiscal year 200, appoximately 68.1% of Puerto
Ricobs exports went to the United States main
53.3% o f Puerto Ricobs ilfPoertd Rico expetiencedfa positiael y e
merchandise trade balance o2$bbillion.

The following graph compares the growth rate of real gross national product for the

Puerto Rico and U.S. economies since fiscal year 1990, and the forecast of the growth rate for
fiscal years 2011 and 2012.
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Since the 1950s, the Planning Board has prepared a complete set of macroeconomic
measures like those prepafed r t he United States by th)e Bure.
of the Department of Commerce, as part of the National Income and Product Accounts
( A NI)P kcaontrast with the BEA, which computes the economic accounts on trbuar
basis, the Planning Board computes Puerto Ric
Planning Board revises its statistics on a regular basis. The Planning Board classifies its
statistics as preliminary until they are revised and made ifinednjunction with the release of
new data each year. Thus, all macroeconomic accounts for fiscal year 2010 shown in this Report
are preliminary until the revised figures for fiscal year 2010 and the preliminary figures of fiscal
year 2011 are releaseddathe forecast for fiscal year 2012 is revised.

Certain information regarding current economic activity, however, is available in the
form of the Government Development BailkEc o n o mi ¢ Activitlyalndex
coincident indicator of ongg economic activity. This index, shown in the following table and
published by GDB since Octobe2009, is composed of several variables (total payroll
employment based on the Establishment Survey, total electric power consumption, cement sales
andconsmpti on of gasoline) that highly correlate
The average contraction rate of the index for fiscal year 2011 was 2.9%, after a reduction of
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5.6% for fiscal year 2010. For the first quarter of fiscal year 20iirttlex decreased by 1.2%.
The month of September 2011, however, reflected the smallesbwyeyear reduction in the
EAI since October 2006.

GDB Economic Activity Index
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Economic Forecast for Fiscal Years 204nd 202

On March 2011, the Planning Board released its revises$ grational product forecast for
fiscal year 2011 and its gross national product forecast for fiscal year 2012. The Planning Board
revised its gross national product forecast for fiscal year 2011 from a projected growth of 0.4%

to a contraction of 1.0%,0bt h i n constant dol | ar s. The Pl a
fiscal year 2011 took into account the estimated effects on the Puerto Rico economy of the
Government 6s fi scal stabilization plan, t he

disbursement of funds frorARRA, the continuation of the fiscal stabilization plan, and the
activity expected to be generated from the G
forecast also considered the effect on the Puerto Rico economy of gameigibbal economic

conditions, the U.S. economy, the volatility of oil prices, interest rates and the behavior of local
exports, i ncluding expenditures by visitors.
projects an increase in gross nationapr oduct of 0. 7% in constant ¢
forecast for fiscal year 2012 took into account the estimated effect of the projected growth of the

U.S. economy, tourism activity, personal consumption expenditures, federal transfers to
individual s and the acceleration of i nvest ment i
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stimulus package and the establishment of pyiiate partnerships. It also took into account
the disbursement of the remaining ARRA funds, and the continuatiore amiplementation of
the tax reform.

Fiscal Year 200

The Pl anning Boar dos preliminary reports
economy for fiscal year 2010 indicate that real gross national product decreased 3.8% (an
increase of 1.0% in current daik) over fiscal year 2009. Nominal gross national product was
$63.3 billion in fiscal year 2010 ($47.9 billion in 2005 prices), compared to $62.7 billion in fiscal
year 2009 ($49.8 billion in 2005 prices). Aggregate personal income increased from $58.6
billion in fiscal year 2009 ($49.8 billion in 2005 prices) to $60.4 billion in fiscal year 2010
($50.0 billion in 2005 prices), and personal income per capita increased from $14,786 in fiscal
year 2009 ($12,558 in 2005 prices) to $15,203 in fiscal yedr gB12,592 in 2005 prices).

According to the Household Survey, total employment for fiscal year 2010 averaged
1,102,700, a decrease of 65,500, or 5.6%, from the previous fiscal year. The unemployment rate
for fiscal year 2010 was 16.0%, an increase fr@4% for fiscal year 2009.

Among the variables contributing to the decrease in gross national product was the
continuous contraction of the manufacturing and construction sectors. Due to the
Commonweal thés dependence onlne(nlspitd af its rqgemtwe r g
improvements in powgproduction diversification), the high level of oil prices accounted for an
increased outflow of local income in fiscal year 2008, when the average price of the West Texas
Intermediate oil barrel (WTI) ineased by 53.1% to reach an average of $97.0/bbl. Although the
situation improved significantly during fiscal year 2009, with a decline of 28.1% in the price of
the WTI, oil prices remained at relatively high levels, at an average of $69.7/bbl, and &#aé imp
of the increases of previous years were still felt in fiscal year 2009. Nevertheless, during fiscal
year 2010, the average price of the WTI increased by 7.9% to $75.2/bbl, which put more
pressure on internal demand. On the other hand, the contmwétibe difficulties associated
with the financial crisis kept sherérm interest rates at historically low levels, but this did not
translate into a significant improvement in the construction sector due to the high level of
inventory of residential h@ing units.

Fiscal Year 200

The Planning Boardds reports on the perfor
year 2009 indicate that real gross national product decreased 4.0% (an increase of 1.6% in
current dollars) over fiscal year 2008. Nomigebss national product was $62.7 billion in fiscal
year 2009 ($49.8 billion in 2005 prices), compared to $61.7 billion in fiscal year 2008 ($51.8
billion in 2005 prices). Aggregate personal income increased from $56.1 billion in fiscal year
2008 ($49.6 Hlion in 2005 prices) to $58.6 billion in fiscal year 2009 ($49.7 billion in 2005
prices), and personal income per capita increased from $14,217 in fiscal year 2008 ($12,557 in
2005 prices) to $14,786 in fiscal year 2009 ($12,558 in 2005 prices).
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Accordng to the Household Survey, total employment for fiscal year 2009 averaged
1,168,200, a decrease of 4.1% compared to 1,217,500 for fiscal year 2008. At the same time, the
unemployment rate for fiscal year 2009 was 13.4%, an increase from 11% for déiac20Dp8.

Among the variables contributing to the decrease in gross national product were the
continuous contraction of the manufacturing and construction sectors, as well as the
corresponding contraction of U.S. economic activity. Furthermore, theeéeclinn Puer t o R
gross national product was not offset by the federal tax rebates due to the high levels of oil prices
during fiscal year 2008. The dramatic increase to record levels in the price of oil and its
derivatives (such as gasoline) during thatiod served to reduce the income available for other
purchases and, thereby, negatively affected
dependence on oil for power generation and gasoline (in spite of its recent improvements in
powerproduction diersification), the high level of oil prices accounted for an increased outflow
of local income in fiscal year 2008. The global financial crisis promoted lower interest rates that
were reflected in the local market, but those rates did not improve theati@esdn the
construction sector.

Fiscal Stabilization and Economic Reconstruction

In January 2009,he Government began tonplement a multiyear Fiscal Stabilization
Pl an (t heg dndEcenonadReddristeuction Plart h e A E ¢ o nthatsoughtoP | an o
achieve fiscal balance and restore economiwtroThe Fscal Plan was entral to safeguarding
the Commonweal-grddé sredii mvegt menrdt r est oronangc Puert
growth and development.

In addition, the administratiodesigred andbegan tamplementthe Strategic Model for
a New Economya series of economic development initiativekich aim to enhanc@uerto
Ri ¢ ooditiveness and strengthespecific industry sectors. These economic development
initiativeswereintended to support the prospects of khagn and sustainable growth.

Fiscal Stabilization Plan

The Fiscal Plan hathree main objectives: (§tabilize tle shoriterm fiscal situation,
(lsafeguard and str engtihvestmentyrdde creditoratimp rande a | t h ¢
(i) achieve budgetary balance. The Fiscal Plan, wkiel generally contained in Act 7,
included operating expenseduction measures,taevenue enforcement measuresnporary
and permanent revenue raising measwed financial measures, as discussed below.

Expense Reduction Measured. si gni fi cant portion isf Puer
attributable to the accumulated effect afthioperating expenses in the government. The Fiscal
Plansoughtto reduce they o v e r n meaimirtg @gense base to make it consistent with the
level of government revenues. The Fiscal Plan establishggovernmentide operating
expenseeduction progem aimed at reducingperating expenses, including payroll

Payrol |l expense is the most significant <co
base. The reduction in payroll expenses contemplated by the Fiscavd&anplemerned in
three phases drincludedcertain benefits conferred to participating employees, as follows:
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Phasd: Incentivized Voluntary Resignation and Voluntary Permanent Workday
Reduction ProgramsThe Incentivized Voluntary Resignation Program offered
public employees a compgation incentive based on the time of service in the
government. The Voluntary Permanent Workday Reduction Program was
available to public employees with 20 or more years of service. The Workday
Reduction Program consisted a voluntary reduction of @enregular workday
every fifteen calendar days, which is equivalent to approximately a 10% reduction
in annual workdays.Phasd commenced in March 2009 and public employees
had until April27, 2009 to submit the required information to participate in the
voluntary programs availablender Phase and be eligible for the Public
Employees Alternatives ProgramUnder Phase 12,553 employees resigned
under the Incentivized Voluntary Resignation Programil 27 employees took
advantage of the Voluntary Permah&Vorkday Reduction ProgranBased on

the number of employees who agreed to participate in these progians,
administration estimates thatxpenses for fiscal year 20Mere reduced by
$90.9million.

Phasell: Involuntary Layoff Plan As provided inAct 7, Phasdl wentinto effect
because the objective of reducing $2 billion in expenses was not achieved after
implementation oPhasd and Phasdll (see below). UndePhasdl, subject to
certain exeptions, employees with transitooy non-permanent positionsere
terminated As a result, 1,986 positions were eliminated, representing an
estimated savings of48.6 million annually In addition,Phasdl provided for

one or more rounds of involunjalayoffs and applié to most central government
public employees unless excludguirsuant to Act 7 strictly according to
seniority in public service, starting with employees with least seniority. The

plan excludd certain e mpl oy ees pr owail @i ngeertdire ceasnt
employeegaid by federal funds, those on military leave, and political appointees
and their trust employees (political appointees and their trust employees, who do
not hold a permanent or career position in the government, areeteterherein

as fcareememployees) . E m pPhasdy receigal aiseverance package
that includel health coverage payment for up to a maximum of six months or until
the formerpublic employee became eligible for héalhsurance coverage at
another job. As ofSeptembe30, 2010, total government employees dismissed
under Phase li(excluding the 1,986 transitory or n@ermanent positions
eliminated) was approximatelyl2,505 representing an estimated savings of
$322.8 million annwally. This amount excludes approximately 84 employees
rehired by the Department of Education as a result of an agreement with the union
providing for certain salary and workday reductions and the inclusion of
additional service requirementamong other things. The negotiation of this
agreement by the administration resulted in annual savings lofmfibon, an
increase of $ million over the estimated savings achievable through the
termination of such employees

Phasdlll: Temporary Supension of Certain Provisions of Laws, Collective
Bargaining Agreements, and Other Agreememblasdll went into effect on
March9, 2009 andmposeal a temporary freezen salary increases and other
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economic benefits included in laws, collective barggnagreements, and any
other agreementd$?hasdll remaired in effect for a period of two yeardhe
administration estimates thsavings from the iplementation of these measures
was approximatel$186.9million for fiscal year 2010.

o] Public Employees Alternatives Program The employees that elected to
participate in the Incentivized Voluntary Resignation Program uRtesd or
thatweresubject to involuntary layoffs und®hasdl, wereeligible to participate

in the Public Emplgees Alternatives Program. This program assists public
employees in their transition to other productive alternatives, and offers vouchers
for college education, technical education, and professional training, as well as for
establishing a business and felocation.

Act 7 extended the term of collective bargaining agreements with public employees that
had expired at the time of its enactment or that expire while it is in effect for a period of two
years (until March 9, 2011) and provided that during teriod such collective bargaining
agreements may ho be renegotiated or renewed. ) Act
extended the term of the n@sonomic clauses of such collective bargaining agreements for an
additional period of twgears (until March 9, 2013) and provided that the economic clauses may
be negotiated considering primarily the fiscal condition of the applicable agency and the
Government and the safeguarding of services to the people. Act 73 further provides tiet for t
negotiation of any economic clauses, OMB must evaluate the current and projected fiscal
condition of the applicable agency and the Government and issue a certification as to the
available resources, if any, for such negotiations.

The following table sumarizes the amount of employees affected by the workforce and
labor related expense reduction measures included in Act 7 and the expected annual savings in
operational expenses from the implementation of Phases | through Il of the Fiscal Plan. The
implementation of the workforce and labor related expense reduction measures included in Act 7
concluded on June 30, 2010.

Affected Savings
Phase Employees (in millions)

Phase I: Voluntary Resignation 2,553 $90.9
Phase II: Involuntary Layoffs

Termimation of transitory and nepermanent employees 1,986 44.6

Layoffs (as of April 30, 2010) 12,505 322.8

Phase IlIl: Suspension of Certain Benefits - 186.9

Total 17,044 $645.2

The £cond element of the expenseluction measures, which pertainother operating
expenses, @as conducted through an austerity program in combination with otkpense
reductionmeasures. The austerity program mardi@el0% reduction in other operational
expenses, including cellular phone use, credit cards, amiabffehicles.

In July 2010, the Governor renewed an executive order issued in September 2009
requiring all agencies and public corporations to reduce, modify or cancel service contracts to
achieve a cost reduction of at least 15%. The executive orderscadvertising, consulting,
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information technology, accounting, legal and other services (except for direct services to the
public), and grants the Fiscal Restructuring and Stabilization Board created under Act 7 (the
A Fi s c al theBpoveer td monitor agencies and public corporations in order to ensure the
required 15% minimum cost reduction. Each agency or public corporation had 30 days to report
the following to the Fiscal Board: (i) all service contracts currently in effegtal{iicanceled
and/or modified contracts and the corresponding savings, (iii) justification for any remaining
contracts in light of the mission of the agency or public corporation, anth@veasonableness

of the fees or compensation terms for each neimg contract.

In July 2010, the Governor also renewed another executive order issued in September
2009 requiring all agencies and public corporations to report the following to the Fiscal Board
within 30 days: (i) all lease contracts currently in efféigtthe uses of leased premises, (iii) the
needs for such premises, (iv) the terms and conditions of each lease, and (v) budgeted amounts
for rent and other related expenses. During fiscal year 2010, the administration achieved savings
by, among otherings, consolidating operations of one or more agencies or public corporations
and renegotiating leases to obtain more favorable terms. dieiatration estimateannual
savingsas a result of the revision of ddlasesof at least 15% of rent and reldtexpenses, or
approximately $22 milliomnnually

Tax Revenue Enforcement Measure$he Fiscal Planalso soughtto increase tax
revenues by implementing a more rigorous and ongoing tax enforcement and compliance
strategy. Specific tax enforcement initi@es included: (ijenhancements tithe administration of
federal grants and fund receipts, i)r onger col |l ections and awudit
sales and use tax, and (a)voluntary tax compliance program.

Revenue Raising Measureghe goalof achieving fiscal and budgetary balance reqlire
a combination of measures that inclddéne introduction of permanent and temporary tax
increases. The Fiscal Plan included six temporary and four permanent revenue increasing
measures.The tempoary revenue increasing measures consistedipa 5% surtax on income
of certain individuals, (ilp 5% surtax on income of certain corporations, &ii§% income tax
on credit unions (commonly known &sooperativagin Puerto Rico), (iva 5% income tax on
Puerto Rico international banking entities, &v)special property tax on residentiahd
commercialreal estate, and (v moratorium on certain tax credits. The temporary measures
were initially set to ben effect forup tothree fiscal years beginmnn fiscal year 2010Act 1
of 2011, however, limited the duration of the 5% surtax on income derived by certain individuals
and corporations and the special property tax to two y@#es.permanent measures include
(i) modifications to the alternativeimimum tax for individuals and corporations, @i) increase
in the excise taxon cigarettes, (iijp new excisdax on motorcycles, and (ign increase in the
excise tax on alcoholic beverage3he total revenues from these temporary and permanent
measires for fiscal year 2010 were $428 million. The total preliminary revenues from these
temporary and permanent aseires for fiscal year 2011 we450 million.

Financial Measures.The administratiorhas also carriedut several financianeasures
designd to achieve fiscal stability throughout tlescal Planimplementation periad These
measures includk among others(i) a financing or bond issuance prograime proceeds of
whichwereused to bridge the budgetary imbalance during the Fiscal Plamieiplation period
and fundsome of te Economic Plamitiatives, (ii) the restructuring of the securities held in the

26



Corpus Account of the Infrastructure Development Fund andh@iyestructuring of a portion of
the Commonweal.thds debt service

These financial measuresvere anchored on the bordsuance program of COFINA.
Act 7, in conjunction with AcNo.91 of Mayl 3, 2006, a s9ld 2086y, dreldct ( i Act
No.1 of Januaryl 4 , 2 0 019f 200@)A allbcated to COFINA, commencing on Jdly
2009, 2.75% (ondalf of the tax rate of 5.5%) of the sales and use tax imposed by the central
governmentthusincreang COF | NA G s dapaaitg and allompnghe Commonwealth to
achieve fiscal stability tlmughout the implementation period of the Fiscal Plan.

During fiscal years 2008nd 2010 COFINA issued approximately $5.6 billi@nd $3.6
billion, respectively, of revenue bonds payable from sales and use tax collections transferred to
COFINA. The proceds from these bond issues were used for, among other uses, paying
approximately $1.9illion of Commonwealth obligations that did not have a designated source
of repayment, paying or financing approximately $#ilBon of operational expenses
constitutinga porti on of the Commonwealthds deficit
(described below) and the Stabilization Fund for fiscal year 2011 with approximately
$500million and $1.0 billion, respectivelyDuring fiscal year 2012, COFINA expects to issu
approximately $2 billion of revenue bonds payable from sales and use tax collections transferred
to COFI NA, the proceeds of which wil!l be main
operating expenses for fiscal year 2012 and refund outstanblomgls payable from
Commonwealth appropriations.

Act No. 3, approved by théegislative Assemblyf the Commonwealth on January 14,
2009 3 naAthorized the sale of the securities held in the Corpus AccBRIEA sold the
securities inJanuary 2009 and used the proceedsmoong other thingsnake a deposit to the
General Fundof approximately $319 millionwhich was applied to cover a portion ofeth
Commonweal t hdés imakaatrarsferdoeGDBf approximatelyd$159 milliomas a
capital contribution. The gross proceeds resulting from the sale were approximately $884
million.

Another financial measure taken has been the restructuring of a portion of the
Commonweal thés debt service on t dseand@®ongsnodb nwe a l
PBA that are guaranteed by the Commonwealth and are payable from Commonwealth budget
appropriations. During fiscal year 2010, the Commonwealth refinanced $512.9 million of
interest accrued during such rdlobligated bondeamd on |
$164.5 million of interest accrued during such fiscal year on PBA bonds. During fiscal year
2011, the Commonwealth refinanced $490.9 million of interest accrued during such fiscal year
and principal due on July 1, 2011 on the Cammwe al t hds gener al obl i ga
fiscal year 2011, PBA also used a line of credit from GDB to make payments of approximately
$147.8 million of interest accrued during such fiscal year on its Commonwealth guaranteed
bonds, which line of credit & refinanced with the proceeds of a series of Commonwealth
guaranteed bonds issued by PBA.

During fiscal year 2012, the Government expects to refinance approximately $537.4
million of principal due in and interest to accrue during such fiscal year ddtheemo nwe al t h 6
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general obligation bonds and approximately $153.8 million of interest to accrue during such
fiscal year on Commonwealth guaranteed PBA bonds.

The Fiscal Planhas provided more fiscal stability, thereby safeguarding and
strengthening Puertoiéd6 s ¢ The discal structuressulting from the full implementation of
the planwill be sustainable and conducive to economic growth and development.

Economic Reconstruction Plan

To balance the impact of the Fiscal Plan, théministration developedand is
implementingan economic reconstruction progratasignedto stimulate growth in the short
term and lay the foundation faorigterm economic developmeniThe Economic Plan conssst
of two main components: (fwo economic stimulus programand (ii) a supplemental stimulus
plan.

Economic Stimulus ProgramsThe cor ner st one defm eeamnanict o Ri
reconstruction plarwas the implementation of two economic stimulus programs aimed at
reigniting growth and counterbalancing any adverseceffassociated with the Fiscal Plan. The
economic stimulus programs consgb f Puert o Ricod6s participatio
herein as t he )iFaender al | $ttiammu lpul sadh degighdd eio i L 0 C «
complement the Federal Stimulus.

™

0 Federal Stimulus Program: Puerto Ricowas awarded6.8 billion in stimulus

funds from ARRA. The fundsre distributed in four main categories: relief to
individuals, budgetary and fiscal relief, taxpagers r el i ef |, and
improvements. In terms of government programs, the Federal Stimulus allocates
funds to education, agriculture and food assistance, health, housing and urban
development, labor, and transportation, among othAss.of October 14, 201,

PRIFA, which is responsible for the administration of ARRA in Puerto Rico,
reported that approximately $5Million in ARRA funds had been disbursed,
representing’8.8%, of awarded funds.

o] Local Stimulus Program:The administratiorformulated the Local Stimulu®
supplement the Federal Stimulus attiresspecific local challenges associated
with the local mortgage market, the availability of credit, and the infrastructure
and constructin sectors. Despite the fact that the Local Stimulus aradtmta
$500million investment by the governmentjstestimated that its effectould be
greater due tocertain lending programs, whichare beng coordinated in
collaboration with commercial b&s in Puerto RicoThe administratiomas ben
disbursing funds under the $500llion local stimulus program.  Most
municipalities have received disbursements earmarked to pay outstanding debts
and fund local projects. Thadministrationhas also dishsed funds allocated
towards job training programs, a strategic water distribution project in a southern
municipality and the revamping of the Puerto Rico permits systeim.estimated

that approximately$400million of Local Stmulus funds will be usedor
infrastructure projects. As of Septeen 30, 2011, approximately $36dllion of

Local Stimulus funds had been disbursed.
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Supplemental Stimulus Plahe Supplemental Stimulus Plamas designed tprovide
investment in strategic areas with the objerof laying the foundations for lortigrm growth in
Puerto Rico. The coordinated implementation of the Supplemental StiRlalns expected to
reinforce continuity in reigniting economic growth while making key investments forteong
development.

The Supplemental StimuluBlan isbeng conducted through a combination of direct
investments and guaraetélendingSpecifically, the Supplemental StimulBantarges critical
areas such as key infrastructure projects, public capital improvement msyguevatesector
lending to specific industries, and the export and researdidevelopment knowledge
industries. The Supplemental StimulRkntakes into account the strategic needs that Puerto
Rico must fulfill in order to become a more competitplayer in its region and in the global
economy.

On September 1, 2010 the Governor signed Act No. 132, also known as the Real Estate
Mar ket Sti mul us A cwhichopfovidecér@in iGceéntivies to Help duge the
existing housig inventory. The ine@ntives provided by Act 132 wesdfective from September
1, 2010 through June 30, 2Qldnd were subsequently extended until Oct84er2011 by Act
No. 115 of July 5, 2011 On November 1, 2011, the Government approved Act 216,hwhic
provides incentives similar to the ones available under Act 132 and establishes an orderly
transition to gradually reduce those incentives without disrupting the functioning of the housing
market in Puerto Rico. The incentives provided by Act 216 ardelinto residential real
property and are effective from November 1, 2011 to December 31, 2012, with certain
reductions after December 31, 2011 and June 30, &2 A Economi ¢ Ped f or man
Constructiono bel ow.

Economic Development Program

The Demr t ment of Economic Devel pmpeoodinatoand Co
with other government agencies, is in the process of implementii8jritegic Model for a New
Economywhich consists of a comprehensive, ldagn, economic developmeptogram aimed
at i mproving Puerto Ricobés overall gl obal rel
and increasing privatgector capital formation and participation in the economy. These
initiatives are centered on the dual mission of fostemdfi-sector growth while reducing costs
and barriers to business and investment, and are a méallomgterm counterpart to the
Economic Plan and the Supplemental Stimulus Plan described above.

The administration is emphasizing the following initaive t 0 enhance Puer
competitive position: (i) overhauling the permitting process, (ii) reducing energy costs, (iii)
reforming the tax system, (iv) promoting the development of various projects through public
private partnerships, (v) implementingategic initiatives targeted at specific economic sectors,
and (vi) promoting the development of certain strategic/regional projects.

Permitting Process.The f i r st I nitiati ve, the reengin
and licensing process, has alngdmten achieved. On December 1, 2009, the Governor signed
into law Act No. 161 known as the aw for the Restructuring & Unification of the Permit
Evaluation & Authorization Processvhich overhauls the existing permitting and licensing
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process in Puert®ico in order to provide for a leaner and more efficient process that fosters
economic development. In the short term, this restructuring is focused on eliminating the
significant backlog ofunprocessed permits that are currently in the pipeline of \ariou
government agenciesln the bng term, this law seeks to significantly reduce the number of
inter-agency processes and transactions currently required by creating a centralized, client
focused system that simplifies and shortens the permitting praessiiicants. The Integrated
Permits System (SIP by its Spanish acronym), as the new Puerto Rico permits process is called,
became operational on December 1, 2010. Through September, 2011 38,500 permits requests
have been filed and 88% of these haveaalyebeen resolved.

The Permit Management Office (OGPe, by its Spanish acronym), the government body
responsible for evaluating permit applications and issuing final determinations concerning
construction and land use, curtlgnoffers 80% of its servicesonline, representing 90% of the
total volume of transactions.

Energy Policy. On July 19, 2010 the Governor signed Acts No. 82 and 83, providing

for, among other things, the adoption of a ne
competitiveress. Presently, | uct uati ons in oil prices have a
overall economic performance. Act No. 82 of

Diversification throughRenewable and Alternativdources 0 f ocus e Puem troe dRu ciord
dependence on fossil fuels, particularly oil, through the promotion of djwersewablesnergy
technologies.This new energy policy seeks to lower energy costs, reduce emecgyvolatility,

and establish environmentally sustainable gyng@roduction through a reduction in ecologically

harmful emissions. Act 82 of 2010 creates a Renewable Portfolio Standard, recognizing many
sources of renewable energy utilizing various technolpgietting a hard target of 12%
renewable energproduction by 2015 and 15% by 2020, aadrequirement for retail energy

providers to establish a plan to reach 20% renewable energy production by 2035.

Moreover, Act No. 83 of 2010, al so known
assembles under one latle incertives for the construction and use of renewable energy
sources. Act 83 offers new benefits to stimulate the development of green epeogcts,
createRenewabl e Energy Certificates (RECs) and c
Through the GERhe Government will ceinvest $290 million in renewable energy projectger
the next 16years. Initialfunding of $D million began on July 1, 2011 arstips up to $40
million per year by fiscal year 2016 Through the GEF, the Puerto Rico Energy Affairs
Administration will offer cash rebates of up to 60% on the cost of installing Tier 1 projéects (0
100 kW) for residences and small businesses and up to 50% on the cost of Tier 2 projects (100
kWi 1 MW) for commercial or industrial usdn its first ronnd of funding, the GEF backed 25
solar energy projects with $6.6 million, including grants to 13 businesses and a government
agency. These initiatives are expected to address energy prices in Puerto Rico and provide a
means of attracting investment in #@ergy sector.

Tax Reform.Legislation to implement the first and second phases of the tax reform was
enacted as Act No. 171 of 2010 and Act 1 of 2
Fund RevenuésT a x Ref or mo under PUERT GEVERNUESAND A XE S,
EXPENDITURES for a summary of the principal provisions of the tax reform.
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Public-Private Partnerships.The Government believes that PPPs represent an important
tool for economic development, particularly in times of fiscal difficulties. P®Edongterm
contracts between government and-gowernmental entitiés such as private companies, credit
unions, and municipal corporatiaghso develop, operate, manage or maximize infrastructure
projects and/or government services. PPP contracts rster@a on the concept of risk transfer.

The nongovernmental partner takes on certain responsibilities and risks related to the
development and/or operation of the project in exchange for certain benefits. PPPs can play a
pivotal role in restoring investmein infrastructure and bringing about economic growth.

PPPs provide the opportunity for the government to lower project development costs,
accelerate project development, reduce financial risk, create additional revenue sources, establish
service quaty metrics, redirect government resources to focus on the implementation of public
policy, create jobs and attract new investment. Puerto Rico has opportunities for the
establishment of PPPs in the areas of toll roads, airports and maritime ports,sphblits,
water provision, correctional facilities, and energy, among others.

On June 8, 2009, the Legislative Assembly
established a clear public policy and legal framework for the establishment of PPPs in Puerto
Rico to further the development and maintenance of infrastructure facilities, improve the services
rendered by the Government and foster the creation of jobs. Act 29 created thePRuale
Partnerships Aut hori ty (the fitP Mipleménting htreer i t y 0 )
Commonweal thdés public policy regarding PPPs.
approved regulations establishing the administrative framework for the procurement, evaluation,
selection, negotiation and award process for PPPsgénto Rico.

During fiscal year 2010, the PPP Authority engaged various financial advisors to assist it
in the evaluation and procurement of various projects in the energy, transportation, water and
public school infrastructure sectors. During the fouwjuarter of fiscal year 2010, the PPP
Authority published desirability studies for four pubfidvate partnership priority projects and
commenced procurement for such projects.

As part of the Governmentds PPPswaysmardt i at i \

Transportation Authority (collectively, the i
concession of toll roads PR and PR (t he A T @®h JuneRl0, 2al %k, d®ponsors
selectedAut opi st as Metropol i tanaopstdse) ,Puar tcm n RO rc i

comprisedf Goldman Sachs Infrastructure Partners and Abertis Infraestrycagrésavinning

proponent based on a bid of $1.080 billio®n June 27, 201 WMetropistas and thElighways

and Transportation Authority executed thencession agreemefior the Toll Roads (the
AConcession Agreement 0) and, on September 22,
financial closing As a result of this transaction, tlhéighways and Transportation Authority

received a lumysup payrent of $1.136 billion anda commitment to invest $56illion in

immediate improvements and comply with wecldss operating standards.

To modernize public school facilities throughout the island and improve academic
performance, th&®PP Authority launchetl h &chdols for the 21st Centuryrogram, which
will modernizeand build a selected number of public schools throughout Puerto Ricleast
one school in each municipalityCenturyenefodgr
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The Government @ects this project wilimpact nearly 50,000 students, 2,000 teachers and
various communities and create 14,000 jobshr oughout 7 unenicipalitiesRihec o 6 s
Government will fund this project with the proceedsQ@ifalified School Construction Bonds
(QSCB)issued by PBA in the aggregate principal amount of $756 milisrof June 2011, the

PPP Authority had awarded approximat®#64 million in contracts and construction hiadgun

in approximately 57 schoals

On August 8, 2011the PPPAuthority andthe Puerto Rico Ports AuthorityifRPA0)
receivedstatements of qualificatiorfsom twelve (12) worldclass consortign response tahe
Request for Qualifications (RFQ) tacquire aconcession tdfinance, operate, maintain and
improve the Luis Mufioz Manri International Airport fAirportd), the busiest airport in the
Caribbean. The PPRuthority and the PRPA are seeking to achieve their primary objectives of:
(i) maximizing the upfront value for the Airpofi) i mpr ovi ng t he Airportéoés
service levels and qualityjii) maintaining and improving the quality of service to travelers as
well as achieving a higher level of customer satisfaction (afdreating a worletlass gateway
to Puerto Rico whil e i n estimtos inthegCatibbean, ih arderaton d 6 s
positively impact the development of the tourism industry and overall economic prospects in
Puerto Rico. The PPP Authority publeshthe Request for Proposals for the AirportOctober
2011 andexpectdo select avinning bidder inthe firstquarterof calenda2012.

Sector Initiatives. The administration will complement the previously mentioned
initiatives with specific strategic initiatives with the objective of creating jobs and increasing
economic activity aciss various sectors of the Puerto Rico economy. The Commonwealth has
natural or structural competitive advantages in several areas, such as pharmaceutical and
biotechnology manufacturing. These advantages provide opportunities for the development of
regional clusters in higtech manufacturing, research and development, tourism, renewable
energy, international trade and professional services. The specific initiatives will be designed to
promote sustainable economic growth while accelerating to a knowtedgel and innovation
driven economy, focused mainly in the development of human capital and intellectual property,
thus diversifying Puerto Ricobs economic base

Strategic/Regional Projects. The administration has also targeted strategic/regional
projecs that will generate investments in various regions of the Island in order to foster balanced
economic development.

One of the strategic projects for the northern region is called the Urban Bay (formerly
known as the Golden Triangle), an urban redevelopmeject that incorporates the areas of
Old San Juan, Puerta de Tierra, Isla Grande, including the Puerto Rico Convention Center
District | ad€ondado, astwelliag dther communities in the vicinity of historic
San Juan Bay The aim of the Urban Bay project is to develop San Juan Bay into a major
tourism, recreation, commercial and residential sector which serves the local community and
becomes a major attraction for leisure and business travelers, both local and external.
Construction of the immediate improvements on the project footprint is already underway.

Also in the northern region, Science City also represents a critical effort to move Puerto
Rico to the forefront of science, technology and research and developinmseaks to leverage
the significant competitive advantages in the knowldagged sectors that put Puerto Rico in an
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ideal position to undertake this type of development. Through the recently enacted Law No. 208
of October 20, 2011, the benefits of inwegtin and performing science and technology research

and development activities in the newly denom
the inclusion of such activities as eligible for tax exemption utitee Economic Incentives Act.
See fdeatixessl ndustri al l ncenti ves PrToegbenefitsiof under

the Science District under Law 208 may also be expanded to satellite districts throughout the
island. The Science City approved site consultation will be amended to mod#ydtsise.
Demolition related activities and earth movement is expected to commence thefaed of

fiscal year 2012.

In the eastern region, the Caribbean Riviera entails the redevelopment of the old Roosevelt
Roads navy facility in Ceiba andisa kegehent i n the administration
and reignite the economy of Puerto Rico0s eac-c
and Culebra. This tourist complex will include hotels, casinos;taaist attractions,
international airpd, retail, yacht marina, and cruise ship ports. Negotiations with the Navy
regarding the transfer of the property to the Local Redevelopment Authority are in advanced
stages and should be completed by the end of 2011.

In the western region, the admingtion is focused on the redevelopment of the Aguadilla
airport to serve as the second international airport of Puerto Rico and as a regional logistics hub.
The Government is in the process of submitting a formal application to obtain a Foreign Trade
Zonedesignation for the Aguadilla airport.
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Employment and Unemployment

According to the Household Survey, the number of persons employed in Puerto Rico
during fiscal year 2011 averaged 1,077,000, a decrease of 23ptuadl to previous fiscal year,
and the unemployment rate averaged 15.9%. During thddirsimonths of fiscal year 2012,
total employment averaged 10800, a decline of 2% with respect to the same period of the
prior year; and the unemployment rdexreased to 18%.

The following table presents annual statistics of employment and unemployment for
fiscal year 2007 through fiscal year 2011, and the average figures for the first two months of
fiscal year 2012. These employment figures are baseaedddusehold Survey, which includes
selfemployed individuals and agriculture employment, instead of thefaron payroll
employment survef t he f Pay), wHich doS&unotvThey mumber of selémployed
individuals representaround 15% of civilian employment in Puerto Rico, more than double the
level in the United States. On the other hand, agriculture employment in Puerto Rico represented
1.6% of total employment in fiscal year 2011.

Commonwealth of Puerto Rico
Employment and Unemployment®
(persons age 16 and ovem thousandg

Unemployment

Fiscal Years Ended June30, Labor Force Employed Unemployed Rate®
(Annual Average)
2007 1,410 1,263 147 10.4
2008 1,368 1,218 151 11.0
200 1,349 1,168 181 13.4
2010 1,313 1,138 210 16.0
2011 1,287 1,077 204 15.9
20129 1,272 1,068 205 16.1

" Totals may not add due to rounding.
@ Unemployed as percentage of labor force.
@ Average figures for the fir§our months of fiscal year 2012 (July 2DthroughOctober2011).

Source: Department of Labor and Human Resouricéusehold Survey
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Economic Performance by Sector

From fiscal year 2007 to fiscal year 2010, the manufacturing and service sectors
gererated the largest portion of gross domestic product. The manufacturing, service, and
government sectors were the three sectors of the economy that provided the most employment in
Puerto Rico.

The following table presents annual statistics of gross damesiduct by sector and
gross national product for fiscal years 2007 to 2010.

Commonwealth of Puerto Rico
Gross Domestic Product by Sector and Gross National Produtt
(in millions at current prices)

Fiscal Years Ended June30,

2007 2008 2009 2010Y

Manufacturing $37,637 $40,234 $44,019 $44,641
Servicé” 40,190 41,372 40,333 41,472
Governmeri? 8,585 8,762 9,047 8,276
Agriculture 430 519 506 553
Constructiof 2,027 2,032 1,818 1,658
Statistical discrepancy (464) (312) (512) (340)
Total gross domestic prodfét  $88,405 $92,606 $95,211 $96,261
Less: net payment abroad (28,884) (30,941) (32,534) (32,969)
Total gross national $59,521 $61,665 $62,678 $63,292

product”

@ Preliminary.

@ Includes wholesale and retail trade, utilities, transportation and warehousing, information, finance and insurancee r
and rental, and certain services such as professional, scientific, technical, managenieistyatm®, support, educationa
health care, social, recreational, accommodation, food and other services.

®  Includes the Commonwealth, its municipalities and certain public corporations, and the federal government. |
certain public corporatits, such as the Electric Power Authority and the Aqueduct and Sewer Authority, whose activi
included under fAServicedo in the table.

@ Includes mining.

®  Totals may not add due to rounding.

Source: Planning Board

Traditionally, the Governmeérhas presented the industrial distribution of production in
Puerto Rico using gross domestic product because the Planning Board had not published such a
distribution using real gross national product as a base measurement. Recently, the Planning
Board pesented an industrial distribution of production based on real gross national product,
which shows significant differences in the importance of the manufacturing sector to the Puerto
Rico economy:

35



Commonwealth of Puerto Rico
GrossNational Product by Secbr
(at current prices, in millions)

Fiscal Years EndedJune 30,

2007 2008 2009 2010Y

Servicé? $35,443 $36,127 $35,429 $36,252
Manufacturing 12,570 13,556 15,282 15,769
Governmeri? 9,529 9,757 10,167 9,411
Constrution® 2,013 2,018 1,805 1,646
Agriculture 430 520 507 553
Statistical discrepancy (464) (312) (12) (340)

Total gross national prodiigt $59,5D $61,665 $62678 $63,292

@ Preliminary.
@ Includes wholesal@nd retail trade, utilities, transportation and warehousing, information, financ

insurance, real estate and rental, aritain services such as professional, scientific, technic
management, administrative, support, educational, health care, secraiational, accommodation, foc

and other services
@ Includes the Commonwealth, its municipaliies and certain public corporations, and the -

government. Excludes certain public corporations, such as the Electric Power Authority and thech
and Sewer Authority, whose activities are in

@ Includes mining.
®  Totals may not add due to rounding.

Source: Planning Board

The service sectords (which incl udagom whol
and warehousing, information, finance and insurance, real estate and rentartaimdservices
such as professional, scientific, technical, management, administrative, support, educational,
health care, social, recreational, accommodation, fand other servicgsshare appears
significantly higher than manufacturing when compared to the industrial distribution of
production in Puerto Rico based on gross domestic product. This variance occurs because
manufacturing activity is principally carrieout by nonresident entities whose income is not
accounted for in Puerto Ricobs real gross nat

The data for employment by sector or industries presented here, like in the United States,
are based on the Payroll Survey, which is designedeasare number of payrolls by sector.
The Payroll Survey excludes agricultural employment aneeseffloyed persons.
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The following table presents annual statistics of average employment based on NAICS
for fiscal years 20Dto 2011

Commonwealth of Puerto Rco
Non-Farm, Payroll Employment by Economic Sectof”
(persons age 16 and over)

Fiscal Years Ended June30,

2007 2008 2009 2010? 20119

Natural resources and construction 64,700 59,675 49,067 35,917 28,683
Manufacturing

Durable goods 45,417 43,100 39,242 34,792 33,650

Non-durable goods 62,442 60,950 57,483 53,483 50,967
Subtotal 107,858 104,050 96,725 88,275 84,617
Trade, transportation, warehouse, a
Utilities

Wholesale trade 33,267 33,717 33,267 32,533 31,508

Retal trade 133,750 130,883 127,492 126,242 125,217

Transportation, warehouse, and

utilities 16,992 16,742 15,692 14,550 14,208

Subtotal 184,008 181,342 176,450 173,325 170,933
Information 22,642 21,442 20,217 18,767 19,067
Finance 49,108 48483 48,492 45,883 44,717
Professional and business 108,800 108,150 103,333 102,492 107,567
Educational and health 105,225 108,550 109,992 111,108 113,192
Leisure and hospitality 73,567 73,408 70,933 70,850 70,300
Other services 18,242 17,367 16,667 15,750 15,583
Governmeri? 298,125 297,742 300,708 277,333 263,717
Total norfarm 1,032,275 1,020,208 992,583 939,700 918,375

@ The figures presented in this table are based on the Payroll Survey prepared by the Bureau oftlstics!
of the Puerto Rico Department of Labor and Human Resources. There are numerous conce
methodological differences between the Household Survey and the Payroll Survey. The Payrol
reflects information collected from payroll recordé @ sample of business establishments, while
Household Survey is based on responses to a series of questions by persons in a sample of house
Payroll Survey excludes the selfnployed and agricultural employment. Totals may not add di
rounding.

@ preliminary.

® Includes state, local, and federal government employees.

Source: Department of Labor and Human Resources, Current Employment Statistics Survey (Establit
Surveyi NAICS Codes)
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Manufacturing

Manufacturing is the largestector of the Puerto Rico economy in terms of gross
domestic product and the second largest in terms of real gross national product. The Planning
Board figures show that in fiscal year 2010 manufacturing generated $44.6 billion, or 46.4%, of
gross domest product. Manufacturing, however, only generated $15.8 billion, or 24.9%, of real
gross national product in fiscal year 2010. During fiscal year 2011, payroll employment for the
manufacturing sector was 84,617, a decrease of 4.1% compared with éiac@0e0. Most of
Puerto Ricob6s manufacturing output is shipped
source of serdAfinished manufactured articles on which further manufacturing operations are
performed in Puerto Rico. Federal minimum waayed are applicable in Puerto Rico. For fiscal
year 2011, the average hourly manufacturing wage rate in Puerto Rico was approximately 66.6%
of the average mainland U.S. rate.

Although the manufacturing sector is less prone to business cycles than téuaglic
sector, that does not guarantee the avoidance of the effects of a general downturn of
manufacturing on the rest of the economy. In the last three decades, industrial development has
tended to be more capital intensive and more dependent on s$&biled This gradual shift in
emphasis is best exemplified by large investments over the last two decades in the
pharmaceutical and medieatjuipment industries in Puerto Rico. Historically, one of the factors
that encouraged the development of the maetufing sector was the tax incentives offered by
the federal and Puerto Rico governments. Federal legislation enacted in 1996, however, which
amended Section 936 of the U.S. Internal Revenue Code of 1986, as ainéndted i U), S. Coc
phased out these federal tax incentives during g¢an period that ended in 20064oreover,
Act 154 expanded the income tax rules as they relate to certain nonresident alien individuals,
foreign corporations and foreign partnerships amgosed a new temporary excise tax on
persons that purchase products manufactured in Puerto Rico by other persons that are members
of the same controlled group. The elimination of the benefits provided by Section 936 of the
U.S. Code has had, and Act 1y have, a longerm impact on local manufacturing activity
See ATax dlncente@s i vader t he THE ECON@QWaGedd Mapnder
Sources of General Fund Revernidsa x R e & o dMajér Sources of General Fund
Revenued Income Taxes,respectrely, under PUERTO RICO TAXES, OTHER REVENUES
AND EXPENDITURES
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The following table sets forth gross domestic product by manufacturing sector for fiscal

years 200 to 2010.

Commonwealth of Puerto Rico

Gross Domestic Product by Manufacturing Sector

(at current prices, in thousandg

Fiscal Years EndedJune 30,

Food

Beverage and Tobacco
Products

Textile Mills

Textile Product Mills

Apparel

Leather and Allied Products

Wood Products

Paper

Printing and Related Support
Activities

Petroleum and Coal Products

Chemical

Plastics and Rubber Products

Nonmetallic Mineral Products

Primary Metals

Fabricated Metal Products

Machinery

Computer and Electronic
Products

Magnetic andDpticd

Electrical Equipment,
Appliances and
Components

Transportation Equipment

Furniture and Related Produc

Miscellaneous

Total gross domestic
product of manufacturing
sectof?

2007 2008 200 20107
$1,083,300 $822,008 $ 1,018,486 $ 1,040,339
924,900 1,243,200 1,197,325 1,203,142
2,200 1,295 975 791
13200 13438 12,072 12418
200,700 252,062 270,251 296,192
17,000 19,982 22,052 21,997
23,600 22,011 18,809 20,228
70,600 66,066 66,233 69,664
124,400 118,525 111,416 109,457
370,900 94,986 355,598 353,757
27,016,500 29,338,802 31,013,076 31,384,322
121,700 117,556 111,835 119,614
284,900 218,469 198,717 197,925
101,900 150,693 138,708 139,063
239,200 247,860 227,572 209,446
217,500 234,410 196,456 213,689
4,217,200 4,462,560 6,308,916 6,384,137
510,900 657,298 639,313 593,777
78,000 77,560 66,111 61,243
65,500 56,439 47,045 47,761
1,955500 2,018693 1,998,060 2,162,405
$37,636,60 $40,233913 $44,019,025 $44,641,3%8

W Preliminary.

@ Totals may not addu to rounding.

Source: Planning Board
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The following table presents annual statistics of average manufacturing employment by
industry based on NAICS for fiscal years Z@6 2011.

Commonwealth of Puerto Rico
Non-Farm Payroll Manufacturing Employment by Industry Group*
(persons age 16 years and over)

Fiscal Years EndedJune 30,
Industry group 2007 2008 2009 2010" 2011"

Durable goods
Nonmetallic mineral products

manufacturing 3,825 3,758 3,058 2,500 2,133
Fabricated metal products 5,675 5,375 4,908 4,042 3,583
Computer and electronic 10,092 8,600 7,042 5,708 5,867
Electrical equipment 6,617 6,658 5,867 5,058 5,033
Miscellaneous manufacturing 12,292 11,967 11,975 11,675 11,400
Other durable goods

manufacturing 6,917 6,742 6,392 5,808 5,633
Totali durable goods 45,417 43,100 39,242 34,792 33,650
Non-durable goods
Food manufacturing 12,183 11,725 11,383 11,592 11,600
Beverage and tobacco produc

manufacturing 3,258 3,267 3,133 3,275 2,983
Apparel manufacturing 7,708 9,633 9,825 8,808 8,108
Chemical manufacturing 30,467 27,900 25,042 22,392 21,425
Plastics and rubber products 2,200 1,983 1,967 1,867 1,567
Other nordurable goods

manufacturing 6,625 6,442 6,133 5,550 5,283
Totali nontdurable goods 62,442 60,99 57,483 53,483 50,967

Total manufacturing
employment 107,858 104,050 96,725 88,275 84,617

Totals may not add due to rounding.
@ Preliminary.

Source Department of Labor and Human Resources, Current EmploymerstiStstirvey (Establishment Surve
T NAICS Codes)

Total employment in the manufacturing sector decreased by 32,700 from fiscal year 2005
to fiscal year 2011. Manufacturing employment had been declining during the past decade, but
the decline acceleratetliring fiscal years 2002 and 2003, falling 10.6% and 4.8%, respectively.
Thereafter, manufacturing employment stabilized around 118,000 jobs, but the acceleration in
job losses reappeared in fiscal year 2006 with the sector experiencing another doép. oFdr
fiscal years 2007, 2008, 2009, 2010 and 2011, manufacturing employment decreased by 4.2%,
3.5%, 7.0%, 8.7% and 4.1%, respectively. For the fast months of fiscal year 2012, the
sector lost an average o880 jobs, or %, compared to theame period of the previous year.
Given that this sector paysn average, the highest wages in Puerto Rico, its general downturn
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has represented a major difficulty for restoring growth for the whole economy. There are several
reasons that explain thiscsé or 6 s j ob s hr i nk aagueof thettdxeenefitsd o f
afforded by Section 936 of the U.S. Code, the net loss of patents on certain pharmaceutical
products, the escalation of manufacturing production costs (particularly electricity), thesdacrea

use of jJjob outsourcing, and, currently, the e
manufacturing sector continues to face increased international competition. As patents on
pharmaceutical products manufactured in Puerto Rico expirthargtoduction of such patented

products is not replaced by new products, there may be additional job losses in this sector and a
loss of ta revenues for the Commonwealth.

Service Sector

Puerto Rico has experienced mixed results in the service sectoh, idn purposes of
the data set forth below, includes wholesale and retail trade, utilities, transportation and
warehousing, information, finance and insurance, real estate and rental, and certain services such
as professional, scientific, technical, mgeaent, administrative, support, educational, health
care, social, recreational, accommodation, food and other services. This sector has expanded in
terms of income over the past decade, following the general trend of other industrialized
economies, but ith differences on the magnitudes of those changes. During the period between
fiscal years 2007 and 2010, the gross domestic product in this sector, in nominal terms, increased
at an average annual rate of 1.1%, while payroll employment in this secteasit at an
average annual rate of 0.9% between fiscal years 2007 and 2011. In the Puerto Rico labor
market, seHemployment, which is not accounted for in the Payroll Survey, represents
approximately 15% of total employment according to the Househalkeu Most of the self
employment is concentrated in the service and construction sectors. The development of the
service sector has been positively affected by demand generated by other sectors of the economy,
such as manufacturing and construction.

Thehigh degree of knowledge, skills, and expertise in professional and technical services
available in Puerto Rico places the island in a favorable competitive position with respect to
Latin America and other trading countries throughout the world.

The servte sector ranks second to manufacturing in its contribution to gross domestic
product, but first in its contribution to real gross national product. The service sector is also the
sector with the greatest amount of employment. In fiscal year 2010, rtheessector generated
$41.5 billion, or 43.1%, of gross domestic product, while it generated $36.3 billion, or 57.3%, of
real gross national product. Trade, information services, education and health services, finance,
insurance and real estate and risnexperienced growth in fiscal year 2010, as measured by
gross domestic product and by gross national product at current prices. Transportation,
professional and technical, and management services experienced a contraction in fiscal year
2010, as measulteby gross domestic product and gross national product at current prices.
Servicesector employment decreased from 561,592 in fiscal year 2007 to 541,358 in fiscal year
2011 (representing 58.9% of total, Atamm, payroll employment). The average sensgeetor
employment for fiscal year 2011 represents a decrease of 0.6% compared to the prior fiscal year.
For the firstfour months of fiscal year 2012, average sendgeetor employment was 3300 a
decrease of A% with respect to the same period foe prior fiscal year.
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Puerto Rico has a developed banking and financial system. As of June 30, 2011, there
were eleven commercial banks operating in Puerto Rico. Commercial banks in Puerto Rico are
generally regulated by the Federal Deposit InsurancedZation( t h e Jidr tbd Board of
Governors of the Federal Reserve System and by the Office of the Commissioner of Financial
I nstitutions of )P Uhe ©OCFbrepBris that total assets offc@nErtiad banks
(including assets of units operating as international banking entities) as of June 30, 2011 were
$73.7 billion, as compared to $75.5 billion as of December 31, 2010. On April 30, 2010, the
OCFI closed three commercial banks and the FDIC was named rec®ndahe same date, the
FDIC entered into loss share purchase and assumption agreements with three of the other
commercial banks with operations in Puerto Rico, providing for the acquisition of most of the
assets and liabilities of the closed banks includiegassumption of all of the deposits. To date,
the amount of jobs lost as a result of these consolidations has not been significant. The
administration expects that this consolidation will strengthen the Puerto Rico banking sector

Brokerdealers in Perto Rico are regulated by the Financial Industry Regulatory
Aut hori ty) afdithe OCR,Aaind are mainly dedicated to serve investors that are
residents of Puerto Rico. According to the OCFlI, assets under management bydbedées in
Puerto Rico totaled $5.5 billion as of June 30, 2011, as compared to $6.0 billion on December
31, 2010. Another relevant component of the financial sector in Puerto Rico is the-funtual
industry. Local mutual funds are organized as investment coegpand recorded assets under
management of $14.3 billion as of June 30, 2011, as compared to $14.2 billion as of December
31, 2010 according to the OCFI

Other components of the financial sector in Puerto Rico include international banking
ent it iseoand ¢rédit iBiBns (locally known as cooperativas). IBEs are licensed financial
businesses that conduct offshore banking transactions. As of June 30, 2011, there were 31
international banking entities (including units of commercial bawk®rating in Puerto Rico
licensed to conduct offshore banking transactions, with total assets of $43.6 billion, an increase
from $40.6 billion in total assets as of December 31, 2010. Meanwhile, credit unions, which
tend to provide basic consumer finalcservices, reached $7.6 billion in assets as of June 30,
2011, a slight increase from $7.5 billion as of December 31, 2010.

In addition, there are specialized players in the local financial industry that include
mortgageorigination companies and autodgmersonal finance companies.

The following table sets forth gross domestic product for the service sector for fiscal
years 2007 to 2010.
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Commonwealth of Puerto Rico
Gross Donestic Product by Service Sector
(in millions at current prices)

Fiscal Years enled June30

2007 2008 2009 2010"

Wholesale trade $ 2,751.6 $ 2,950.¢ $ 2,934.8 $ 2,984.0
Retail trade 4.471.4 4,569.£ 4,614.5 4,723.7
Transportation and warehousing 968.3 978.5 908.6 891.0
Utilities 2,214.4 2,118.C 1,9719 1,943.8
Information 2,466.5 2,363.1 2,306.4 2,359.2
Finance and insurance 6,694.3 7,120.¢ 5,174.7 5,543.2
Real Estate and rental 11,685.7 12,064.: 13,030.8 13,318.3
Professional and business 3,112.5 3,183.¢ 3,132.0 3,246.5
Education andhealth 3,592.5 3,786.2 4,125.7 4,278.5
Leisure and hospitality 1,861.5 1,874.7 1,783.3 1,828.1
Other services 371.6 119.3 112.3 115.9

Total $40,190.3 $41,371.¢ $40,333.2 $41,471.8

Source Puerto Rico Planning Board

The following table setforth employment for the service sector for fiscal years 200

2011.

Commonwealth of Puerto Rico

(thousands of persons age 16 and over)

Non-Farm Payroll Employment by Service Sector*

Fiscal Years EndedJune 30,

2007 2008 2009 2010" 2011®

Wholesale trade 33,267 33,717 33,267 32,533 31,508
Retail trade 133,750 130,883 127,492 126,242 125,217
Transportation, warehouse and utilities 16,992 16,742 15,692 14,550 14,208
Information 22,642 21,442 20,217 18,767 19,067
Finance 49,108 48,483 48,492 45,883 44717
Professional and business 108,800 108,150 103,333 102,492 107,567
Educational and health 105,225 108,550 109,992 111,108 113,192
Leisure and hospitality 73,567 73,408 70,933 70,850 70,300
Other services 18,242 17,367 16,667 15,750 15,583

Total 561,592 558,742 546,083 538,175 541,358

Totals may not add due to rounding.
@ Preliminary.

Source: Department of Labor and Human Resources, Benchmark on Employment, Hours and Earnings
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Hotels and Related Secesd Tourism

For fiscal year 2011, the number of persons registered in tourist hotels, including
residents of Puerto Rico and tourists, was 1,906,900, an increase of 5.7% over the number of
persons registered during the same period of fiscal year 2010avEnage occupancy rate in
tourist hotels during fiscal year 2011 was 68.9%, a decrease of 0.3% from the prior fiscal year.
Also, during fiscal year 2011, the average number of rooms available in tourist hotels increased
by 5.8% to 11,509 rooms comparedtie same period of fiscal year 2010.

During the first month of fiscal year 2012, the number of persons registered in tourist
hotels, including residents of Puerto Rico and tourists, was 234,200, an increase of 18.4% over
the number of persons registeredridg the same period of fiscal year 2011. The average
occupancy rate in tourist hotels during the first month of fiscal year 2012 was 80.2%, a decrease
of 0.7% from the prior fiscal year. Also, during the first month of fiscal year 2012, the average
numker of rooms available in tourist hotels increased by 4.1% to 12,056 rooms compared to the
same period of fiscal year 2011.

In terms of employment figures, this sector has shown a behavior consistent with the
local business cycle, accentuated by the cottra®f U.S. economic activity. For fiscal year
2011, employment in hotels and other lodging facilities increased by 2.3% to 12,700 jobs.
Nevertheless, for the firébur months of fiscal year 2012, the average decrease in employment
in hotels and othdodging facilities was3.3% as compared to the same period for the prior fiscal
year. According to the Payroll Survey, employment in the leisure and hospitality sector was
70,300 for fiscal year 2011, a decrease of 0.8% over employment for fiscal year Rixlthe
first four months of fiscal year 2012, employment decreased 2% 8 68800 compared to the
same period of the prior fiscal year.

San Juan is the largest homeport for cruise ships in the Caribbean and one of the largest
homeports for cruise g¥s in the world.
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Commonwealth of Puerto Rico
Tourism Data¥

Number of Visitors

Fiscal Years Ended June30, Tourist Hotels®  Excursionists® Other® Total

2006.....c.coiiiiiii e 1,424,166 1,300,115 2,297,839 5,022,120
2007 .. 1,353,376 1,375,433 2,333,597 5,082,406
2008....ccciiiiiiei 1,342,480 1,496,853 2,373,486 5,213099
20009, 1,277,49 1,232,0 2,272778 4,782,387
2010 1,347,487 1,193,549 2,331,393 4,872,429

Total Visitorso Expenditures
(in_ millions)

Fiscal Years Ended June 30, Tourist Hotels® Excursionists® Other® Total

2006, 1,537.7 160.9 1,670.7 3,369.3
2007 . 1,501.6 172.2 1,740.1 3,413.9
2008....ciii e 1,526.3 194.3 1,814.3 3,535.0
20009.... e, 1,464.4 173.7 1,834.8 3,472.8
20010 15461 168.6 1,883.5 35982

Only indudes information about neresident tourists registering in tourist hotels. They are counted once even if
registered in more than one hotel.

) Includes visitors in guesthouses.

) Includes cruise ship visitors and transient military personnel.

) Includes visitors in homes of relatives, friends, and in hotel apartments.

) Preliminary.

Sources:Puerto Rico Tourism Company and the Planning Board

The Commonwealth, through the Puerto Rico Convention Center District Authority
( A P R QpDhastdevelopedthe Dr. Pedro Rossell6 Gonzal€zonvention Centerthe largest
convention center in the Caribbean, and the centerpiece ofact®0private developmerihat
includes hotels, restaurants, office space, and housing. The convention cetriet idideing
developed at a total cost of $1.3 billion in a public/private partnership effort to improve Puerto
Ri cobs competitive pos.i-tavebsegmems. The eonventiom geatert i o n
opened on Novembdi7, 2005 and, since its inguration, the facility has hosted more than
1,000 events accounting for more than 1,000,000 attendees. fo&@®dotel located next to
theconvention centetommenced operations at the end of November 2009.

The PRCDA also owns an 18,5p@rson capacitynultipurpose arena, known as the José
Miguel Agrelot Coliseum, located in San Juan, Puerto Rico. The coliseum was inaugurated in
2004 and has hosted more than 2.5 million peagtendingover 400 worldcaliber events. The
venue has received numerous ewhs i ncl udi ng fABest I nternati or
from Pollstar magazine in 2005.
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Government

The government sector of Puerto Rico plays an important role in the economy. It
promoted the transformation of Puerto Rico from an agricultural econorag tndustrial one
during the second half of the previous century, providing the basic infrastructure and services
necessary for the modernization of the Island.

In fiscal year 2010, the government (state and local) accounted for $8.3 billion, or 8.6%,
of Puerto Ricobés gross domestic product. The
employing 248,800 workers (state, including public corporations, and local), or 27.1% of total,
nonfarm, payroll employment in fiscal year 2011. From fiscal year 260f’scal year 2011,
state and municipal government employment averaged approximately 272,300. During fiscal
year 2010, state and municipal government employment decreased809 s, or 8.7%.
According to the payroll survey, the distribution of joé reductions during fiscal year 2010
was 20,600 jobs in the state government and approximately 4,200 jobs in municipal government.
During fiscal year 2011, state and municipal government employment decbgas&®00 jobs,
or 4.6%, compared tfiscal year 2010. According to the payroll survey, thecreasevas
attributable toa reduction of12,000 jobs in the state government and an increase of
approximately 100 jobs in municipal governmeitevertheless, uwting the firstfour months of
fiscal year 2@2, government employment increased 8%@from the previous fiscal year, or by
an average 05,800 jobs This increase in government employmémtthe first four months of
fiscal year 201Zonsists ofan average increase of 7,500 jobs 4.1% in staé government
offset by an average reduction of 1,400saly 9.0% and300 jobs or 0.5% in federal and local
governmentrespectively

As discussed previously, Act 7 established, among other thingsn@orary freeze of
salary increases and other econo benefits included in laws, collective bargaining agreements,
and any other agreementfn addition, Act 7 provided that, for a period of two years after its
enactmen{until March 9, 2011)collective bargaining agreements thadhalready expired or
that would expirewhile the law is in effect and that relate to publioptoyees coulchot be
renegotiated or renewedAct 73 extended the term of the reoonomic clauses of such
collective bargaining agreements for an additional period of two yeaisNianth 9, 2013) and
provided that the economic clauses may be negotiated considering primarily the fiscal condition
of the applicable agency and the Government and the safeguarding of services to the people.

Transportation

Thirty-four shipping lines offeregular ocean freight service to eighty United States and
foreign ports. San Juan is the islandds | ea
other locations in Puerto Rico including Arecibo, Culebra, Fajardo, Guayama, Guayanilla,
Mayagiez Ponce, Vieques, and Yabucoa.

Puerto Ricobs airport facilities are | oca
Aguadilla, Arecibo, Ceiba, Vieques, Culebra, and Humacao.

Luis Mufioz Marin International Airport in the San Juan metropolitan area is tyrren
served by 24 domestic and international airlines. The airport receives over 10 million passengers
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per year, making it the busiest airport in the Caribbean. At present, there is daily direct service
between San Juan and Atlanta, Baltimore, Bostorgagii, Dallas, Miami, New York, Orlando,
Philadelphia, and numerous other destinations within the U.S. mainland. San Juan has also
become a hub for intr@aribbean service for a major airline. While the main hubs in the U.S.
mainland serve as the gatewlaym San Juan to most international destinations, Latin American
destinations are also served through Panama City, Panama, with connections to Central and
South America, while European cities are also served through Madrid, Spain. On December 22,
2009, te Feder al Avi ati on Admirmivsetdr athieo nP o(rfit SA AU t
application to parti ci-gieteeartnershiptpitoeprogiahA Dwingai r p o
fiscal year 2010, the PPP Authority engaged a team of adwswt in June 2010 published the

related desirability and convenience study, which is required for the establishment of a public
private partnership. On July 5, 2011 the PPP
to Acquire a Concession to fince, Operate, Maintain and Improve the Luis Muiioz Marin

Il nternati onal Airporto. On August 8, 2011,
Authority received statements of gifigations from twelve (12world-class consoréi and, on
September 23, 20, theypublished a shotlist of six consora. The PPP Authority issued its
Request folProposals for the Airport i@ctober 2011 andxpectsto select a winning bidder in

the first quarter of calendar 2012.

Regarding other airports, Rafael Hernand@pd«t in Aguadilla has regularly scheduled
service to and from Fort Lauderdal e, New Yor
Airport has regularly scheduled service to and from New York and Orlando. Both of these
airports also have scheduled seevio other Caribbean islands. Smaller regional airports serve
intrarisland traffic. Cargo operations are served by both Federal Express and United Parcel
Service (UPS) at the airports in San Juan and Aguadilla.

The 1slandds maj oby acenodern @dighwag system¢ whichm es df e d
December 31, 2009, totaled approximately 4,636 miles and 12,045 miles of local streets and
adjacent roads. The highway system comprises 389 miles of primary system highways, which
are the more important interregadrtraffic routes and include PR, PR22, PR53, PR66 and
PR-20 toll highways, 230 miles of primary urban system highways, 959 miles of secondary
system highways serving the needs of mmegional traffic, and 3,058 miles of tertiary highways
and roadsserving local, intraegional traffic. On September 22, 2011, the PPP Authority and
the Highways and Transportation Authority completed the procurement for a concession of toll
roads PR22 and PFR5.

The Port of the Americas is a deep draft containeritenunder development on the
south coast of Puerto Rico in the City of Pon
by population. Managed by the Port of the Americas Authority, the terminal can handle
containerized import/export and transshipmeargo. The first phase of the port development
was completed in 2004 while the second phase, which resulted in container yard with capacity of
up to 250,000 TwentiFoot Equivalent Units per year, was completed during the first quarter of
calendar year @9. A third development phase, which entails a public investment of $84.4
million, is ongoing through September 2011. The completion of phase three will result in an
annual terminal processing capacity of up to 500,000 Tweoby Equivalent Units as Weas
the installation of basic infrastructure required to develop an industrial-aebled zone on land
adjacent to the Port.
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Construction

Although the construction industry represents a relatively small segment of the economy
compared to other secton$, has made significant contributions to the growth of economic
activity due to its multiplier effect on the whole economy. Since its peak in fiscal year 2000, real
construction investment has declined at an average annual growth rate of 8.7%. Sugh rates
interest started to decrease significantly in fiscal year 2005, as a consequence of the current
contraction of the local economic activity. During the last four fiscal years (from fiscal year
2007 to 2010) real construction investment decreased awvemage annual rate of 17.0%.
During the same time period, the total value of construction permits, in current dollars, decreased
at an average annual rate of 16.8%. The Planning Board expeatgsraase irconstruction
investment of 7.8% in real termsrfisscal year 2011.

Public investment has been an important component of construction investment. During
fiscal year 2010, approximately 49.3% of the total investment in construction was related to
public projects, which represents an increase in itsesloértotal construction investment
compared to 37.9% in fiscal year 200Bublic investment in construction has been negatively
affected by the Commonweal thdés fiscal di fficu
still suffering from the creditonditions that prevailed during the last decade. Public investment
was primarily in housing, schools (and school reconstruction programs), water projects, and
other public infrastructure projects.

During fiscal year 2010, the number of construction psreecreased 15.2%, while the
total value of construction permits dropped by 29.2% compared to fiscal year Bodiag the
first six months of fiscal year 2011he total value of construoth permits decreased by 22.6%.
These figures are consistentlivcement sales, which declined by 26.3% in fiscal year 2010 and
by 5.0% in 2011, respectively, reaching levels not seen in almost three decades. During the first
three months of fiscal year 2012, cement sales decreased by 3.7% from the previous fiscal yea

Average payroll employment in the construction sector during fiscal year 2011 was
28,700, a reduction of 20.1% from fiscal year 2010. During thefisstmonths of fiscal year
2012, payroll employment in the construction sector averagelD@9a futher reduction of
5.4% for the same period in fiscal year 2011.

On September 2, 2010, the Governor signed Act 132. Act 132 was designed primarily to
stimulate the Puerto Rico real estate market, which in recent years has been suffering from lower
sales, ising inventories, falling median prices and increased foreclosure rates. Pursuant to the
provisions of Act 132, the Government has provided tax and transaction fee incentives to both
purchasers and sellers of new and existing residential propertiesgelasasvcommercial
properties with sale prices that do not exceed $3 million. The incentives provided by Act 132
were effective from September 1, 2010 through June 30, 2011, and were subsequently extended
until October 31, 2011 by Act No. 115 of July 5120 Certain permanent incentives are also
available for rental housing. On November 1, 2011, the Government approved Act 216, which
provides incentives similar to the ones available under Act 132 and establishes an orderly
transition to gradually reducldse incentives without disrupting the functioning of the housing
market in Puerto Rico. The incentives provided by Act 216 are limited to residential real
property and are effective from November 1, 2011 to December 31, 2012, with certain
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reductions afteDecember 31, 2011 and June 30, 2012. New incentives are also available for
property that constitutes the sellerés princi

Agriculture

The Department of Agriculture and related agencies have directed their efforts at
increasing and improving local agricultural production, increasing efficiency and the quality of
produce, and stimulating the consumption of locally produced agricultural products. It should be
noted, however, that agriculture production represents lessiti#an o f Puerto Rico
domestic product. During fiscal year 2010, gross income from agriculture was $822 million, an
increase of 3.8% compared with fiscal year 2009.

The administration supports agricultural activities through incentives, subsidiés, a
technical and support services, in addition to income tax exemptions for qualified income
derived by bona fide farmers. Act No. 225 of 1995 provides a 90% income tax exemption for
income derived from agricultural operations, grants for investmentsiatifigd agricultural
projects, and a 100% exemption from excise taxes, real and personal property taxes, municipal
license taxes and tariff payments. It also provides full income tax exemption for interest income
from bonds, notes and other debt instraoteessued by financial institutions to provide financing
to agricultural businesses.

Policy changes have been implemented to promote employment and income generated by
the agricultural sector. The policy initiatives include a restructuring of the Degatr of
Agriculture, an increase in government purchases of local agricultural products, new programs
geared towards increasing the production and sales of agricultural products, and a new system of
agricultural credits and subsidies for new projects.

Higher Education

During thesix decades from 1950 to 20, Puerto Rico made significant advances in the
field of education, particularly at the college and gradsatmol level. The transformation of
Puerto Rico during the 195 and 1960s from an agricultural economy to an industrial economy
brought about an increased demand for educational services at all levels. During the 1970s and
1980s, certain highewage, highetechnology industries became more prominent in Puerto
Rico. More recently, employment in the service sector has increased significantly. This has
resulted in an increased demand for workers having a higher level of education and greater
expertise in various technical fields. During the same time period, merdb in institutions of
higher learning rose very rapidly due to growth in the colge population, and the increasing
percentage of college attendance by such population. During the 1990s and into the current
decade, college attendance and colleggndance as a percentage of the colege population
continued to increase, although the collage ppulation has declined since 2000

The following table presents comparative trend data for Puerto Rico and the United
States mainland with respect tollege-age population and the percentage of such population
attending institutions of higher learning.
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Commonwealth of Puerto Rico
Trend in College Enrollment

Commonwealth of Puerto Rico

United States Mainland

Population Higher Population Higher
Academic 1824 Years Education 1824 Years Education
Year of Age Enrollment Percent? of Age Enrollment Percent?
1970 341,448 57,340 16.8% 23,714,008 8,580,887 36.2%
1980 397,83% 130,105 32.7% 30,022,000 12,096,895 40.3%
1990 417,636 156,14 37.4% 26,961,008 13,818,637 51.3%
2000 428,8911? 176,015 41.0% 27,141,1507 14,791,224 54.9%
2001 430,880 184,126 427% 27,992,658 15,312,289 54. 7%
2002 428,065% 190,776 446% 28,480,708’ 15,927,987 55.9%
2003 423,338% 199,842 47 2% 28,916,746’ 16,611,711 57.%%
2004 417,141® 206,791 49 6% 29,302,178 16,911,481 57.%%
2005 408,044 208,032 51.0% 29,441,548 17,272,044 58.7%
2006 398,586" 209,547 52.6% 29,602,838 17,487,475 59.1%
2007 389,640 225,402 57.8% 29,808,02%Y 17,758,870 59.6%
2008 384,758 227,546 59.1% 30,194,27%) 18,248,128 60.4%
2009 379,506 235,618 62.1% 30,530,346 19,102,814 62.6%
2010 375,14%) 249,372 66.5% 30,672,088 20,427,711 66.6%

@ Number of persns of all ages enrolled in institutions of higher education as percent of popula@idry&ars of age.
@ Based on census population as of April 1 of the stated year.
®  Estimated population (reference date July 1 of the stated year).

Sources U.S.Census Bureau (U.S. Mainland Population), U.S. National Center for Education Statistics (NCES), Planning Board (Puel
Population) and Council on Higher Education of Puerto Rico

The University of Puerto Rico, the only public university in Puerto Rieas eleven
campuses located throughout thes | an d . The Universityos
20102011 was approximately 61,630 studenfhe Commonwealth approprigtannually for
the University of Puerto Rico an amount equal to 9.60% ofatregage annual revenue from
internal sourcegsubject to certain exception®)r each of the two fiscal years immediately
preceding the current fiscal year.

In addition to the University of Puerto Rico, there are 40 public and private institutions of
higher education located in Puerto Rico. Such institutions had an enrollment during academic
year 20092010 of approximately 183,673 students and provide programs of study in liberal arts,
education, business, natural sciences, technology, secretarial mpditeo sciences, nursing,
medicine, and law. Degrees are offered by these institutions at the associate, bachelor, master,

and doctoral levels.

Institutions providing education in Puerto Rico must satisfy state licensing requirements
to operate. Alsohe vast majority of educational institutions are accredited by U.S. Department
of Educationrecognized accrediting entities.

Tax Incentives

One factor that has promoted and continues to promote the development of the
manufactuing and service sector in Puerto Rico is the various local and federal tax incentives
availabl e, particularly those under PR00&rt o
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Sections 30A and 936 of the U.S. Code. Tax and other incentives havzeals established to
promote the development of the tourism industry. These incentives are summarized below.

Industrial Incentives Program

Since 1948, Puerto Rico has had various incentives laws designed to promote investment
and job creation. Under tbe laws, companies engaged in manufacturing and certain other
designated activities were eligible to receive full or partial exemption from income, property, and
other local taxes. The most recent of these incentives laws is the Economic Incentjves Act
enacted in May 2008

The benefits provided by the Economic Incentives Act are available to new companies as
well as companies currently conducting -eempt operations in Puerto Rico that choose to
renegotiate their existing tax exemption gsanéxpand arrent operations or commence
operating a new eligible business. The activities eligible for tax exemption under the Economic
Incentives Act include manufacturing, certain designated services performed for markets outside
Puerto Rico (including the Unitestates), the production of energy from local renewable sources
for consumption in Puerto Rico and laboratories for research and development. The Economic
Incentives Act expands the definition eligible busines$rom that included in AciNo. 135 of
December2 , 1997, as amended ( t),hoenclidé Aust8rs ahdasxpply nc e n |
chains.

Companies qualifying under the Economic Incergiet can benefit from a simplified
income tax system: in most cases, an inedax rate of 4% and a withholding tax rate of 12% on
royalty payments. Alternatively, the income tax rate can be 8% and a withholding rate of 2% on
royalty payments. Special rates apply to projects located in low andewalopment zones (an
income taxreduction of 0.5%), certain local projects (an income tax rate as low as 3%), certain
small and mediunrsized businesses (an income tax rate as low as 1%) and pioneering activities
(an income tax rate of 1%, but for those using intangible property createveloped in Puerto
Rico the income tax rate may be 0%). In addition, as with the 1998 Tax Incentives Act, the
Economic Incentives Act grants 90% exemption from property taxes, 100% exemption from
municipal license taxes during the first three semgsteoperations and at least 60% thereafter,
and 100% exemption from excise taxasd sales and use taxeith respect to the acquisition of
raw materials and certain machinery and equipment used in the exempt activities.

The Economic Incentives Act isedigned to stimulate employment and productivity,
research and development, capital investment, reduction in the cost of energy and increased
purchase of local products.

Under the Economic Incentives Act, as with the 1998 Tax Incentives Act, compamies ca
repatriate or distribute their profits free of Puerto Rico dividend taxes. In addition, passive
income derived by exempted businesses from the investment of eligible funds in Puerto Rico
financial institutions, obligations of the Commonwealth, and otlesignated investments is
fully exempt from income and municipal license taxes. Gain from the sale or exchange of shares
or substantially all the assets an exempted business during the exemption period that is
otherwise subject to Puerto Rico incoma& tvould be subject to a special Puerto Rico income
tax rate of 4%.
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The Economic Incentives Act, like the 1998 Tax Incentives Act, also provides investors
that acquire an exempted business that is in the process of closing its operations in Puerto Rico a
50% credit I n connection with the oparatbnalpur chze
assets.

Green Energy Incentives Program

On July 19, 2010 the Legislative Assembly enacted Act Noof8Buly 19, 2010, also
known as t helinde@iveeAoh, Em@rgycour age the product
on a commercial scale. The activities eligible for tax exemption under the Green Energy
Incentives Act include businesses engaged in the productionaamdfsgreen energy on a
commercial scale for consumption in Puerto Rico, a producer of green energy, the installation of
machinery and equipment for the production of green energy, and property used for the
production of green energy.

Companies qualifyig under theGreen Energylncentives Act can benefit from a
simplified income tax system: an income tax rate of 4% and a withholding tax rate of 12% on
royalty paymentslicense fees and rental payments to-Roerto Rico resident companien
addition, Green Energylncentives Act grants 90% exemption from property taxes, 100%
exemption from municipal license taxes during the first three semesters of operations and at least
60% thereafter, and 100% exemption from excise taxed sale and use taxegh respect to
the acquisition of raw materials and certain machinery and equipment used in the exempt
activities.

Under theGreen Energyincentives Act, companies can repatriate or distribute their
profits free of Puerto Rico dividend taxes. Gain from thes sal exchange of shares
substantially all the asset§ an exempted business during the exemption period that is otherwise
subject to Puerto Rico income tax would be subject to a special Puerto Rico income tax rate of
4%. Moreover, the Green Energy kratives Act creates a rebate program of up to 6% of the
acquisition, installation, and related costs of the physical plant and the machinery and equipment
of small and medium green energy projects located in Puerto Rico. In the case of large scale
green errgy projects developed in Puerto Rico, the Green Energy Incentives Act creates a
renewal green energy certificates program.

Tourism Incentives Program

For many years, Puerto Rico has enacted incentives laws designed to stimulate
investment in hotel opeiahs on the island.The Puerto Rico Tourism Development Auft
2010( t h e f DevalopmertArc ) poovides partial exemptions from income, property, and
municipal license taxes for a period of ten years. The ToubewdopmentAct also provides
certain tax credits for qualifying investments in tourism activities, including hotel and -condo
hotel development projects. The TourifavelopmentAct provides further tourism incentives
by granting tax exemption on interest ante fees and other chargesceivedwith respect to
bonds, notes, or other obligations issued by tourism businesses for the development,
construction, rehabilitation, or improvements of tourism projects
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As part of the incentives to promote the tourism@ustry, in 1993 the Commonwealth
established the Tourism Development Fund as a subsidiary of GDB with the authority to
(i) make investments in or provide financing to entities that contribute to the development of the
tourism industry and (iiprovide finacial guarantees and direct loans for financiogrism
development projects. To date, the Fund has provided direct loans and financial guarantees
the aggregate of approximatehl.368 billionfor loans made or bonds issued to finance the
development D twenty-one tourism projects representing,744 new hotel roomsand a total
investment ohpproximately$2.135 billion.

Treatment of Puerto Rico Corporationsider the U.S. CodeControlled Foreign Corporations

As a result of the modification and pleasut of the federal tax incentives under
Section936 of the U.S. Code, many corporations previously operating thereunder reorganized
their operations in Puerto Rico to become controlled foreggporation i C F.CAGFC is a
corporationthat is organized outside the United States (including, for these purposes, in Puerto
Rico) and is controlled by United States shareholders. In general, a CFC may defer the payment
of federal income taxes on its trade or business income until such insaeatriated to the
United States in the form of dividends or through investments in certain United States properties.
The Puerto Rico Office of Industrial Tax Exemption has received notification from numerous
corporations that have converted part droéltheir operations to CFCs. These include most of
the major pharmaceutical, instrument and electronics manufacturing companies in Puerto Rico.

CFCs operate under transfer pricing rules for intangible income that are different from
those applicable to hited States corporations operating under Section 936 of the U.S. Code
(ASe®BbboKor p.oln many casess they are allowed to attribute a larger share of this
income to their Puerto Rico operation but must maker oyal ty payment icom
i ncomeo to their u. S. affiliates. Section 9
withholding taxes on any cesharing payments they might have opted to make, but CFCs are
subject to a 15% Puerto Rico whthiding tax on royalty payments, unless they have a
renegotiated Puerto Rico tax grant issued under the Economic Act in which case this withholding
tax could be lowered to 2% or 12%.

In May 2009, the U.S. Department of the Treasury announced proposed clmattyes t
U.S. Code that include, among others, changes to remove incentives for shifting jobs overseas.
Several of these initiatives could affect CFCs operating in Puerto Rdsoof this date, no
legislation has been approved by either House of Congréise binited Stateslt is not possible
at this time to determine the legislative changes that may be made to the U.S. Code, or their
effect on the londerm outlook on the economy of Puerto Rico. The administratitbrdevelop
policy responses to the 9. gover nment to seek to safegu
reconstruction and development plans.

On September 22, 2011, HR No. 3020 was presented in the U.S. Congress House of
Representatives, which allows corporations organized under the laws of PuerteviReh
derive fifty percent (50%) or more of their gross income from Puerto Rico sources to elect to be
treated as domestic U.S. corporations for almost all provisions of the U.S. Code, including
Section 243 of the U.S. Code pertaining to the dividendsived deduction. By way of
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exception, the electing Puerto Rico corporations would not consider as part of their gross income
for federal income tax purposes income derived from sources within Puerto Rico.

DEBT
Public Sector Debt

Public sector debt comprises bonds and notes of the Commonwealth, its municipalities,
and publ i c c oo paosr aus eodh si n fAtnhoitse ss e ¢ tbonoled dabte f er s
regardless of maturity), subjectthe exclusions described below.

Section 2 of Article VI of the Constitution of the Commonwealth provides that direct
obligations of the Commonwealth evidenced by full faith and credit bonds or notes shall not be
issued if the amount of the principal afd interest on such bonds and notes and on all such
bonds and notes theretofore issued that is payable in any fiscal year, together with any amount
paid by the Commonwealth in the fiscal year preceding the fiscal year of such proposed issuance
on accounbof bonds or notes guaranteed by the Commonwealth, exceed 15% of the average
annual revenues raised under the provisions of Commonweakhatean and deposited into the
treasury (herei naof)t eirn ftidngas pnecadifgithsefiscal pearefssuch
proposed issuance. Section 2 of Article VI does not limit the amount of debt that the
Commonwealth may guarantee so long as the 15% limitation is not exceeded through payments
by the Commonwealth on such guaraatelebt. Internal revenues consist principally of income
taxes, property taxes, sales taxes and excise taxes. Certain revenues, such as federal excise taxes
on offshore shipments of alcoholic beverages and tobacco products and customs duties, which
are ollected by the United States Government and returned tdréeesury Departmengnd
motor vehicle fuel taxes, crude oil and derivative products excise taxes and licensehfeles
are allocated to the Highway and Transportation Authority, are not eatlasl internal revenues
for the purpose of calculating the debt limit, although they may be available for the payment of
debt service. I n addition, the portion of t
General Fund RevenueSal es andubder TEReeDto Rico Taxes,
Expenditureso bel ow) all ocated to Gm@&theNA i s
legislation that creaed COFINA transfered ownership of suchportion of the Sales ax to
COFINA and providd that such prtonwasn ot favail able resources?o
provisions relating téull faith and credit bnds.

As of September 30, 2011, future maxi mum a
outstanding generadbligation debt is $981,295,898 the fiscal year ending Juriz0, 2015
(based on the assumption that the (i) Public Improvement Refunding Bonds, Series 2004A,
which are variable rate bonds, bear interest at their actual rate per annum through July 1, 2012
and thereafter at 12% per annum, @iliblic Improvement Refunding Bonds, Series 2004B,
which are variable rate bonds, bear interest at 12% per arameh{ji) the outstanding Public
Improvement Refunding Bonds, Series 2003 C, Public Improvement Bonds of 2006, Series A,
Public Improvement Randing Bonds, Series 2007A and Public Improvement Refunding
Bonds, Series 2011B that are variable rate bdmehy; interest at 12% per annunThis amount
($981,295,893plus the amount paid by the Commonwealth in fiscal year 2011 on account of
bonds omotes guaranteed by the Commonwealth ($16,520,000), for a t&8P@f815,893, is
equal to 13.1% of $7,600,369000 which is the average of the adjusted internal revenues for the
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fiscal years ended Ju@, 2010 and the preliminary internal revenuestiierfiscal year ended

June 30, 2011. If the interest on the outstanding bonds described in items (ii) through (iii) above

was calculated using the effective fixed interest rate payable by the Commonwealth under the
interest rate exchange agreements edtémto in respect thereof, the future maximum annual

debt service for the Commonwealth outstanding general obligations debt wol83,6(,051

in fiscal year 202@nd the percentage referred to in tmecpding sentence would be 1285

The potential termination payment (which is a full faith and credit obligation of the
Commonwealth) payable by the Commonwealth (based on the then applicabltmeanket

value) upon termination of the above mentioned swap agreements is not included in the
calculationof the 15% constitutional debt limitator-or a di scussi on of t he
obligations under i ts I nterest rat e exchanc
Agreementso under DEBT.

Except as set forth belownmaual debt service payments on berglaranteed by the
Commonwealth are not included in the calculation of the 15% debt limitation. In the event any
of the public corporations issuers of guaranteed bonds are unable to make any portion of the
future debt service payments on its guaranteead, the Commonwealth would be required to
make such payments under its guarantee from the General Fund, and such debt service would be
included in the calculation of the 1586nstitutionaldebt limitation.

As of June 30, 2011Port of the Americas Authiby ( fi P\ )JAad outstanding bonds
guaranteed by t hePALGuaranteedvBendy rephesefitingnaehb256 million
GDB financing with an outstanding principal amount of $214.5 millidrhe Commonwealth
hasbegun to make payments of debt service orPthA Guaranteed Bondmnd expects to make
all payment on thd?’AA Guaranteed Bondander the full faith and credit guarantee of the
Commonwealth. During fiscal year 2)the Commonwealth made payments undegutranty
of the PAA Guaranteed Bondsf $16.5 million. In addition, the Commonwealth had made
speci al budgetary appropriations to Pauerto Ri
provide a subsidy for immonovearl &thi cGualr aex ppeerds eD

The Commonweal thds pol i cypruddenttymanagsuthdebt d c on
within the constitutional limitation. Debt of municipalities, other than bond anticipation notes, is
supported by real and personabjperty taxes and municipal license taxes. Debt of public
corporations, other than bond anticipation notes, is generally supported by the revenues of such
corporations from rates ¢ hRublig®upordtiansd s eHowewer
ceriain debt of public corporations is supported, in whole or in part, directly or indirectly, by
Commonwealth appropriations or taxes.

Direct debt of the Commonwealth is issued pursuant to specific legislation approved in
each particular case. Debt of themuipalities is issued pursuant to ordinances adopted by the
respective municipal legislatures. Debt of public corporations is issued in accordance with their
enabling statutes. GDB, as fiscal agent of the Commonwealth and its municipalities and public
corporations, must approve the specific terms of each issuance.

The following table presents a summary of pukkctor debt as afune 30, 2011This
table includes debt not primarily payable from either Commonwealth or municipal taxes,
Commonwealth appraog@tions or rates charged by public corporations for services or products,
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some of which debt is set forth in footnddebelow. Excluded from the table is debt the
inclusion of which would reflect double counting including, but not limitedbta] billion of
outstanding bonds (as dune 30, 201)lissued by Municipal Finance Agency to finance its
purchase of bonds of Puerto Rico municipalities, and $1.6 billion of obligations of Public
Finance Corporation issued to purchase certain Commonwealth pulbdic deut.

Commonwealth of Puerto Rico
Public Sector Debt*

(in millions)
June 30, 2011 September 30, 2011
GENERAL FUND RELATED DEBT
Direct full faith and credit obligations $9,682 $9,772
Puerto Rico garanteed deft 4,296 5,312
Debt supported by Puerto Rico appropriations or fax 3,840 3,830
Tax and Revenue Anticipation Not&s - 650
Pension Obligation Bon$ 2,948 2,948
TOTAL GENERAL FUND RELATED
DEBT $20,766 $22,%2
Sales Tax debt $13,765 $13765
Public corporations and agendeés 24,064 23151
Municipal debt 3,537 3,400
Limited obligations/nofrecourse deff 2,389 2,38
TOTAL PUBLIC SECTOR DEBT $64,521 $65,262

* Totals may not add due to rounding.

@ Consists of $598 million of bonds issued by Aqueduct and Sewer Authority (Septembié&®million), $413 million of Ste Revolving

Fund Loans incurred under various federal water laws (Septemb&423 million), $214.5 million of bonds issued by Port of the Americ

Authority (September 30$212 million) and $3.070 billion of PBA bonds (Septembei 32.012 billion). Excludes $267 million of GDB

bonds payable from available moneys of GDB.

@ Represents bonds and notes payable from the Commonwealth General Fund and Public Improvement Fund. Includes Publ
Corporation.

@ Includes related sheterm financing.

®  Represents Senior Pension Funding Bonds, Series A, B, and C issued by the Employees Retirement System, which areypéyable
employer contributions made to the Employees Retirement System by the Commonwealth and its instrumentaliigessattante of the
bonds.

® Excludes $5.4 billion of notes issued by GDB, the proceeds of which have been principally used to fund loans to the Ctimrpabliea

corporations, agencies and municipalities. Loans made by GDB to the Commonwealth¢c@udgiations, agencies and municipalities ¢

included the table.

k)

® |l ncludes the following: $1.3 billion of Childrends Tsnantsotthe
tobacco litigation settlement; $180 millionf d¢dousing Finance Authority bonds, which are payable from Puerto Rico Hou
Admini strationdés annual allocation of Public Housi ng dbpnpentt

$343.8 million of Capital Fund Modernizatid®rogram Subordinate Bonds, Series 2008, and $100 million of Housing Revenue Bonds
2008, issued the Puerto Rico Housing Finance Authority; $151.0 million of Special Facilities Revenue Bonds issued by &ighy
Transportation Authority, which arpayable from net toll revenues collected from the Teodoro Moscoso Bridge (Septembit4301
million); $155 million of Special Facilities Bonds issued by Ports Authority, which are solely payable from the pledgaimfpeagments
made by a privatearporation under a special facilities agreement; $76.3 million of Educational Facilities Revenue Bonds, 2000 ¢
(University Plaza Project) issued by Industrial, Tourist, Educational, Medical and Environmental Control Facilities FiAatianity
( AF 1 Q,Avbich are payable from rent payments made by the University of Puerto Rico (Septen#¥et.8mnillion); and approximately
$74.7 million of bonds issued by AFICA to finance the construction of various government infrastructuts pwdjech are payable fromr
rent payments made by various government entities (Septemb8&i73(% million).

Source: Government Development Bank for Puerto Rico
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No deductions &ve been made in the table above for deposits on hand in debt service
funds and debt service reserve funds. The table above and the amounts shown throughout this
section as representing outstanding debt include outstanding capital appreciation boeids at th
respective original principal amounts and do not include any accretion thereon.

Debt Service Requirements for Commonwealth General Obligation Bonds

The following table pesents the debt service requirements for Commonwealth general
obligation bonds outstanding deptember 302011. This table, however, doest include
payments made by the Commonwealth on PA&A Guaranteed Bongavhich are paid from
General Fund budgetaappropriations determined in consultation with GDB, as holder of the
PAA Guaranteed BondsThe amounts paid by the Commonwealth undeiPth& Guaranteed
Bondsfor the prior fiscal year, however, are taken into account in the determination of the
consttutional debt limit.

In addition, in respect of certain variable rate general obligation bonds, as to which the
Commonwealth has entered into interest rate exchange agreements, the interest in the table is
calculated by using the respective fixed rategrest that the Commonwealth is paying under
said agreements.

Debt service requirements for each fiscal year, as shown in the following table, include
principal and interest due on July 1 immediately following the close of such fiscal year.
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Puerto Rico General Obligation Debt Service Requirements*
(In thousands)

Outstanding Bonds

Fiscal Year Ending

June 30 Principal Interest Total
2012 $ 362,335 $ 485,097 $ 847,432
2013 387,005 463,523 850,528
2014 374,613 463,433 838,045
2015 406,765 445,356 852,120
2016 426,790 425,183 851,974
2017 373,392 404,247 777,638
2018 376,110 385,632 761,742
2019 479,356 351,250 830,606
2020 546,400 319,314 865,714
2021 421,540 292,069 713,609
2022 351,420 272,147 623,567
2023 321,255 255,411 576,666
2024 336,215 240,754 576,969
2025 340,610 224,910 565,520
2026 349,280 207,339 556,619
2027 367,005 189,618 556,623
2028 386,340 170,197 556,537
2029 339,095 150,748 489,843
2030 352,240 134,726 486,966
2031 371,395 117,908 489,303
2032 224,545 99,992 324,537
2033 163,245 87,491 250,736
2034 172,615 79,028 251,643
2035 233,700 70,813 304,513
2036 247,115 57,394 304,509
2037 256,790 42,777 299,567
2038 160,675 27,854 188,529
2039 170,105 18,421 188,526
2040 130,450 8,215 138,665

$9428,400 $6,490,846 $15,919,246

*  Totals may not add due to rounding. Includes the effective fixed rate on certain variable rate general obligatit
as to which the Comnmavealth has entered into interest rate exchange agreements.

Sources Government Development Bank for Puerto Rico and Treasury Department

Interest Rate Exchange Agreements

General. The Commonwealthand \arious public corporations anearty to various
interest rate exchange agreements or swdpsept for the basis swaps discussed below, the
purpose of allof the interest rate exchange agreememnigently in placeis to hedge the
Commonwe al t hafesdebtvexposur@ larid éhe interest rate risks associated therewith.
When the Commonwealth or a public corporation has issued variable rate bonds, it has entered
into an interest rate exchange agreement with a counterparty pursuant to which the
Commonweah or the public corporation agrees to pay the counterparty a fixed rate and the
counterparty agrees to pay the Commonwealth or public corporation a variable rate intended to
match the wvariable rate payabl e ). olmtheori,éghe bonds
variable rate payments received by the Commonwealth under the swsgt ik variable rate
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payments on the bonds and, thus, the Commonwealth or the public corporation is left with a net
fixed rate payment ta counterparty. The intention of these swaps was to lower theast of
borrowing below what could have been achieved by issuing fixed rate bonds.

Basis Swap. The Commonwealth and the Puerto Rico Electric Power Authority
( A P R B Bréafso party toagreement§ i b a s i § entewdipaio June 2006 and March
2008, respectively, pursuant to which they are making payments on a specified notional amount
based on a shetérm interest rate indeyublished by the Sedties Industry and Financial
Mar ket s As s o c) andareoeceivingi fin th&lodunterparties payments on the
same notional amount based tre published thremonth London Interbank Offered Rate
(ALI BpPRaspetii ed fi xed rate pa) Meerbasis gwadsaretiidbasi s
only interest rate exchange agreements that do not hedge specific variadkbtat&or fiscal
year 2011 and the first three months of fiscal year 2012, then@onwealth received $7.3
million and $2.0million, respectively, from its counterparties under the basis swap, net of the
Commonweal t hés p a yares arsl PREPA receieed $96 mitlioneand $2.7
million, respectively, from its counterpartyw er t he Dbasi s swap, net o
the counterparty.

Risks. By using derivative financial instruments, the Commonwealth exposes itself
among otherriskd, o credit risk (based on the counterp
of the @reement), market risk (based on the changes in the value of the instrument resulting
from changes in interest ratesd other market factors) and, in the case of basis shagis, risk
(based on changes to therrelation between different indexes used tonnection with a
derivativeand the variable rate debt they hedg&DB, as fiscal agent, regularly monitdhe
exposure of the Commonwealth and the public corporations under the interest rate exchange
agreementsand attempts to minimize thesks. To minimize some of the credit risk, the
Commonwealth and the public corporations enter into agreements with -hadgdly
counterparties. The outstanding interest rate exchange agreements are with eleven different
counterparties, all of which are rated one of the three highest rating categories by either
Moodyds or S&P. ofthe agreesmdndsicdntiaio requiremmemts of posting collateral
by the counterparties based on certain valuation thresholds and credit ratings.

During fiscal years 2009,010 and 2011, in order to reduce the risks associated with the
swaps portfolio, the Commonwealth and the public corporations terminated approximately $2.5
billion of swaps. The aggregate notional amount of the swaps for the Commonwealth and the
public coporations has decreased from $9.2 billion as of June 30, 2008, to $6.7 billion as of
September 30, 2011, an aggregate decrease of 27.2%

Notional Amounts. The table below shows the aggregate notional amount as of
September 30, 2011 of synthetic fixed remeaps and basis swaps of the Commonwealth and the
public corporations.
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Swap Portfolio Breakdown
Notional Amount
(as ofSeptember 30, 20]11

Synthetic Fixed Basis Swaps Total
Commonwealth (General Obligation) $1,093,83,000 $1,698,370,000 $2,792,19900
Electric Power Authority 411,825,000 1,375,000,000 1,786,825,000
Highways and Transportation Authority 647,025,000 % 647,025,000
Ports Authority 411,705,000 Y% 411,705,000
Sales Tax Financing Corporation 1,043,000,000 1 1,043,000,000
Total $3,607,380000 $3,073,370,000 $6,680,750000

Market Value. Generally, the interest rate exchange agreements may be terminated by
the Commonwealtlor the public corporationat any time at thir then current market values.
The agreements may aldé®e terminated upon the occurrence of certain credit events. If a
termination occurs due to a credit event, the Commonwealthe public corporationsiay be
obligated to pay to the applicable swaqunterpartyan amount based on t he
market value, which may be substantalyvice versa, with other termination costs being paid by
the defaulting party The markto-market valueof the swapdluctuates with interest rates and

ot her mar ket conditions. T hthee int€resinmate exehargge t h 6

agreements are secured by the full faith, credit and taxing power of the Commonwealth.

The following table shows, as of September 30, 2011, the nettoankrket value of all
outstanding interest rate exchange agreements. THnetoamarket value of all swaps of the
Commonwealth and the public corporations was negasvef &eptember 30, 2011. Thubke
Commonwealth or the public corporations, as applicable, would owe money to the counterparties
if any of the agreements haddmeterminated as of that date.

Swap Portfolio Mark -to-Market Valuation
(as ofSeptember 30, 20]11

Synthetic Fixed Basis Swaps Total
Commonwealth (General Obligation) $(241,139,56% $(61,486,46Y $(302,626,03)1L
Electric Power Authority (98,911,32) (13,668,641 (112,579,973
Highways and Transportation Authority (208,821,844 %) (208,821,84p
Ports Authority (62,729,312 %) (62,729,312
Sales Tax Financing Corporation (467,132,32p 15 (467,132,32p
Total $(1,078,734,370 $(75,155,108 $(1,153,889,478

Collateral RequirementsUnderthe majority of theinterest rate exchange agreements,
the Commonwealthand the public corporations amequired to deliver collateral to the
counterparties to guarantee the@rformance unel the agreementssed on the credit ratings of
the Commonwealth and the public corporations and certain contractuaitoyradgdket value
thresholds. During the fourth quarter of 2008, as a result of the U.S. financial market crisis, the
Commonwealth andhe public corporations were required to post collateradpgroximately
$251.8 million and $82.5 million, respectively, to theounterparties on certain interest rate
exchange agreementsBased on an improvement in the m&vkmarket value of the swa
portfolio since then, the Commonwealthdathe public corporations had posted collateral of $4.0

6C
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million and $66.6 million, respectively, as of September 30, 20dibdwever, if the marko-

market value of the swaps portfolio deteriorates or the crdttigsaof the Commonwealth or the
public corporations are lowered, the collateral posting obligations contained in the agreements
may requirgurtherdeliveries of collateral

Variable Rate Bonds and Mandatory Tender Bonds

Variable Rate Bonds The Commonwealth and various public corporations have
outstandingvariablke rate bonds, consisting ) variable rate demand bondsich are subject
to mandatory tender for purchase prior to their matuntycertain interest rate reset dates and
upon expiration of an associated credit or liquidity faci{ity V R D O 0B @)nvdriable rate
bonds and notes that have been purchased directly from the Commonwealth by certain financial
institutions where the interest rate changes periodicaset on the LIBOR or SIFMA index
and that are subject to mandatory tender on certain dates priortothesrma t i es ( A Man
Tender FRN@), and(3) other bonds and noteghere the interest rate changes periodically based
on the LIBOR rate or a particular index but that are not subject to tender prior to their maturity
The Commonwealtland the public corporations have hedged thaitable rate debt exposure
by entering mto interest rate exchange agreements with certain swap providers with tesglct
variable rate bonds Pursuant to these agreements, the Commonweealth the public
corporations receiva variable rate payment expected to approximatenteeest cosof the
variable rate bonds,andpay fi xed r at e. See Al nterest Rate

The following table shows the breakdown of variable rate debt of the Commonwealth and
the public corporations as of September 30, 2011.

Variable Rate Debt Breakdown
(as of September 30, 2011

Mandatory Other Variable
VRDO Bonds Tender FRNs Rate Debt Total

Commonwealth (General
Obligation) $288,160,000 $609,775000 $ 126,725000 $1,024,660000
Electric Power Authority L L 411,825,000 411,825,000
Highways and
Transportation Authority 200,000,000 L 447,025,000 647,025,000
Ports Authority % % 411,705,000 411,705,000
Sales Tax Financing
Corporation Yo Yo 136,000,000 136,000,000

Total $488,160000 $609,775000 $1,533,28(000 $2,631,25,000

The VRDO Bonds bear a floating interest rathuated at specified intervalsuchas
daily or weekly ( e ardprovidainvéstors theoptioretd tendey or duathee 0
bonds at pabn each remarketing dateThe tendered bonds are then resold by a remarketing
agent in the secondary market to other investors. Most of the VRDO Bonds are secured by
l etters of credit or other 1 iquiodi ttyhadr paroevdic
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, uibon the expiration or termination of
any credit/liquidity facilitywith respect to a series of VRDO Bondee Commonwealtlor the
applicable public corporatiois unable to renew or replace such facility with an alternate
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credit/liquidity facility, the VRDO Bonds of such series are subject to mandatory tender for
purchae by the credit/liquidity facility provider and generally become subject to higher interest
rates and accelerated amortization schedyessuant to the terms of each expiring
credit/liquidity facility.

The recent U.S. financial market crisis has resllin a significant reduction in the
availability of credit/liquidity facilities to support VRDO Bonds, and a related increase in the
price of these facilities when they can be obtained. Thus, if the Commonwealth and the public
corporations are not able tenew or rollover the expiring credit/liquidity facilities with respect
to VRDO Bonds, or are not able to do so at an acceptable price, the Commonwealth and the
public corporations would have to refinance the VRDO Bonds or otherwise obtain financing for
such bonds in order to avoid the higher interest rates and accelerated amortization schedules set
forth in the expiring credit/liquidity facility.

In addition, sinceghere are interest rate exchange agreements with respect to all VRDO
Bonds if the Commonwalth or the applicable public corporatiarannot renew or replace a
credit/liquidity facility upon itsexpiration orremarket the related series of bonds successfully
upon their mandatory tender as variable rate bonds, the Commonwetithapplicable yblic
corporationmay have to terminate the interest rate exchange agreements associated with such
series of VRDO Bonds. Termination of the applicable interest rate exchange agreement may
result, depending on then current interest rate lewsdismarket enditions in the payment of a
termination amountwhich may be substantiahy the Commonwealth to compensate the
counteparty for its economic losses. As of September 30, 20Elmarkto-market value of all
the interest rate exchange agreemauits respect to VRDO Bondwas negative$64.3 million
for the Commonwealth andegative$52.0 million for the public corporatonsSee @Al nt er e
Rate Exchange Agreemeritdlarket Value 0

The following table shows, by fiscal year, the amount of VRDO Bouged to
mandatory tender upon expiration of the applicable credit/liquidity facilities

VRDO Bonds Rollover
(by Fiscal Year)

2012 2013 Total
Commonwealth (General Obligation) %) $288,1®,000 $288,160,000
Highways and Transportation Authorit Y2 200,000,00 200,000,000
Total L) $488,160000 $488,160,000

The Mandatory Tender FRNs are discussed i
below.

Mandatory Tender BondsAs of September 30, 201the Commonwealthnd the public
corporations also had outstandi®@09.8million of Mandatory Tender FRNand $1.7billion of
fixed ratebondsalsosubject to mandatory tendir purchase prior to maturiigollectively, the
AMandat ory T)e mMdeeCommBroveatthanal the public corpations havenot
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 theftveds.
Commonwealth or the applicable public cogiorn cannot remarket the Mandatory Tender
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Bonds, they would have to obtain other funds in order to provide éopuhchase price of the
bonds or, in some cases, the bomdsuld become subject to higher interest rates and an
accelerated amortization sdule.

The following table shows, as of SeptemB&r 2011, the breakdown of tiandatory
Tender Bonds of the Commonwealth and the public corporations and the respective dates when
such bonds are subject to mandatory tender for purchase.

Mandatory Tender Bonds Breakdown
(as of September 3@011)

Mandatory Tender Bonds Type Mandatory Tender Date
Commonwealth (General Obligation) $279,240,000 Fixed July 1, 2012
67,650,000 Variable March 1, 2013
141,450000 Variable April 1, 2013
203,290000 Variable May 1, 2013
197,385,000 Variable June 1, 2014
Public Finance Corporation 963,050,000 Fixed February 1, 2012
Public Buildings Authority 335,580,000 Fixed July 1, 2012
129,300,000 Fixed July 1, 2017
Total $2,316,945000

As discussed previously, the Commonwealth has entered into interest rate exchange
agreements with respect to all Mandatory Tender FRNs. In the event the Commoneamaith
remarket these bonds timeir mandatory tendetatesas variable rate bond$ie Commonwealth
may have to terminate the associated interest rate exchange agreements. As of September 30,
2011, the markto-market value of all interest rate exchange agreements with respect to the
Mandatory Tender FRNs was negative $14@i8ion.

The Commonwealth has entered irftrward starting nterest rate exchange agreements
with respect to approximately $69.2 milliofits fixed rateMandatory TendeBonds. COFINA
has also entered into forward starting interest rate exchange agreement wébt resp
approximately $907 million offixed rate Mandatory Tender Bonds of Public Finance
Corporation. The CommonwealtHorward starting interésrate exchange agreemeagsums
that therelated Commonwealthfixed rate Mandatory Tender Bonds will be rematkd as
variable rate bonds after ihenandatory tender datdf the Commonwealtltannot remarkebr
issuethese bonds as variable rate boid that time, the Commonwealtiay have to terminate
the respectiveforward starting nterest rate exchange agneent which may result in the
payment of a termaetion amount. The Commonwealth expects to refundPiliidic Finance
Corpaation fixed rateMandatory Tender Bonds pridineir mandatory tender daterough the
issuance of COFINA and Public Finance Corpiora fixed rate bonds, and in connection
therewith terminate the Public Finance Corporation forward starting interest rate exchange
agreement. The termination payment regarding this interest rate exchange agreement is also
expected to be financed throutite issuance of COFINA bond#s of September 30, 2011, the
markto-market value of these forward starting interest rate exchange agreements to the
Commonwealth and COFINA was negative $20.7 million and negative $386.3 million,
respectively, which are appximately the amounts the Commonwealth and COFINA would
have been required to pay to terminate the interest rate exchange agreements on that date.
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Ratings of Commonwealth General Obligation Bonds

The Commonweal thds general icsblciugateinan yamdate
with a negative outl ook by Moodyds, oOwBBaB+0 wi
stableoutlookby S&P.

Commonwealth Guaranteed Debt

As of June 30, 201,1$3.070billion of Commonwealth guaranteed bonds of BRBA
were outstanding. Following the issuancdy PBA on August 24, 2011 of $756,449,000
Government Facilities Revenue Bonds, Series R (Qualified School Goirstr Bonds' Issuer
Subsidy) and $303,945,000 Government Facilities Revenue Bonds, Sefi¢€12 billion of
Commonwealth guaranteed bonds of PBA are outstanditgximum annual debt service on
these bonds isa®2.2million in fiscal year 2028assumg the receipt of the issuer subsidy from
the federal government on the Series R Bonds, and $1.025 billitrout taking into
consideration said subsidwith their final maturity being July 1, 2039. No payments under the
Commonwealth guaranty have beequired to date for these bonds.

As of June 30, 2011$267 million of Commonwealth guaranteed bonds of GDB were
outstanding. No payments under the Commonwealth guaranty have been required for these
bonds.

As of June 30, 2011GDB held approximatel$2145 million of the Port of the Americas
Aut horitydéds outstanding bonds, which are guar
authorized to issue and GDB is authorized to purchase its bonds guaranteed by the
Commonwealth in a maximum aggregate princgrabunt of $250 million. The proceeds from
these bonds will be used to continue the development of the Port of the Am&ayasentsof
$43.4 million under the Commonwealth guaranty have been required to pay interest and
principal on these bonds Othex Public CorporatiodsP o r t of the America
under fAPublic Corporationso bel ow

As of June 30, 2011the aggregate outstanding principal amount of obligations of
PRASA guaranteed by the Commonwealth wh®$2billion. This amount consisted $284.8
million in revenue bonds sold to the publi@18.6million in bonds issued to the United States
Department of Agriculture, Rural Development, andfl&4 million of loans by the State
Revolving (Clean Water and Safe Drinking Water Act) FundsHerltenefit 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 thesgatioihs and PRASA resumed making payment
on this debt. The Commonwealth, however, has been making certain subsidy payments to
PRASA for its operational expenseB the event PRASA is unable to make any portion of the
future debt service payments on isiaranteed obligations, the Commonwealth would be
required once more to make such payments from the General Fund under its guabaeatee.
AOt her Publ iodcPu€ot porRatcioonAqueduct and Sewer
Corporationso bel ow.
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Trends of Public Sector Debt

The following table shows the growthte of shorterm and longerm public sector debt
and the growth rate of gross national product (in current dollars) for the five fiscal years ended
June30, 2011. As of June 30, 201lgputstanding shotierm debt, relative to total debt, was
7.4%. Total public sector deldor fiscal year 201&hown inthe table below represented 8%.8
of gross national product for fiscal year 2010.

Commonwealth of Puerto Ri©®
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® Total as % of Total Increase  Amount Increase
2007 .o 39,492 3,326 42818 7.8 7.2 59,521 4.9
2008......cccoiereriinnns 43,663 3,269 46,932 7.0 10.0 61665 36
2009......ccciireriinnns 48,332 4,648Y 52,980 8.8 13.0 62678 1.6
2010....cccciiiieeeiiieeen, 53,380 3,472 56,823 6.1 7.3 63,291 0.98
2011, 54,804 4,380 59,184 7.4 3.7 - -

Totals may not add due rounding.

In current dollars.

Does not includedebt totaling $5.3 billion consisting d¢f) Senior Pension Funding Bonds, Series A, B, and C issued by the
Employees Retirement System, which are payable solely from employer contributions rnred&raployees Retirement System by
the Commonwealthits municipalities and participating public corporati@iter the issuance of the bonds, identified in footnote 4,
and (ii) bonds identified in footnoPuetoRicd Pabltike Sealbloe Dedbive dem
have been issued and outstanding at the time, all of which would be considerezthodghbt.

Obligations (other than bonds) issued with an original maturity of three years or less and lines of crediem#aming maturity of
three years or less are considered steorh debt.

Does not include the tax and revenue anticipation notes that were outstanding at the close of the indicated fiscaliyegsdrdca

the end of said fiscal years suffictdands had been set aside for the payment of such notes in full.

Source: Government Development Bank
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The following table shows the trend of public sector debt by major category for the five fiscal

years endedune 30, 2011.

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
June 30, Term Term® Total Term Term® Total Term Term® Total Term Term®  Total
2007 ..o, 10,335 2249 10,559 2,164 299 2,463 26,993 2,803 29,796 39,492 3,326 42,818
2008, 9273 5199 9792 2507 313 2,820 31,633 2437 34,070 43413 3,269 46,682
2009.......cciiiei, 9,382 5574 9,939 2,691 306 2,997 36,259 3,785 40,044 48,332 4,648 52,980
201Q....cccciieiiiies 10,033 270 10,303 2,905 326 3,231 40,413 2,876 43,289 53,351 3,472 56,823
2011, 10,199 164 10,363 3,204 333 3,537 41401 3,883 45284 54804 4,380 59,184

@

@

(©)]

(©)]

Totals may not add due to rounding.

Does not include the Senior Pension Funding BpBésies A, B, and C issued by the Employees Retirement System, which are payable solely from
contributions made to the Employees Retirement System by the Commonwealth, its municipalities and participating pudtionsogftar the issuance thie

bonds,

Sector Debt. o

identified
Includes Commonwealth guaranteed debt; does not include the bonds identified in f@atrfote t h e

in

footnote 4

of

thRulhlaibd eSabtoovre Baht td ed
tabl e

above

AComm

alertb Ritdl Paldic

Obligations (other than bonds) issued with an original maturity of three years or less and lines of credit with a reratiritygofrthree years or less a

considered shotterm debt.

Does not include the tax amelvenue anticipation notes that were outstanding at the close of the indicated fiscal years because prior to thefesudlofesis
sufficient funds had been set aside for the payment of such notes in full.

Sour@: Government Development Bank

PUBLIC CORPORATIONS

In Puerto Rico, many governmental and gigasiernmental functions are performed by

public corporations created by the Legislative Assembly with varying degrees of independence

from the central governmeno 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
corpordions 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 publicrabgees 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 asf June 30, 201l ie 8 D

types of norbonded 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 feckral 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

as

used

n

t hi

S

sect

services or products, such as industrial development bonds. Also exthuuetiis table is debt

of certain public corporations the inclusion of which would reflect double counting.

No

on

deductions have been made in the table for debt service funds and debt service reserve funds.
More detailed information about the major pubtiarporations is presented in the following

sections.
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Commonwealth of Puerto Rico
Outstanding Debt of Public Corporations
June 30, 2011
(in thousands)

Bonds Notes Total Bonds and Notes
With Without With Without With Without
Guaranty Guaranty Total Guaranty Guaranty Total Guaranty Guaranty Total

Aqueduct and Sewer Authority $ 598,389 $1,338,650 $1,937,039 $413,449  $1,271,785 $1,685,234 $ 1,011,838 $2,610,435 $ 3,622,273
Convention Center District

Authority - 447,160 447,160 - 147,600 147,600 - 594,760 54,760
Electric Power Authority - 7,780,890 7,780,890 - 191,362 191,362 - 7972,252 7,972,252
Highway and Transportation

Authority - 6,119,948 6,119,949 - 1,294,307 1,294,307 - 7414255 7414255
Housing Finance Authority - 2978947 297,894 - 67,498 67,498 - 365,392 365,392
Industrial Development

Company - 235,065 235,065 - 88,532 88,532 - 323,597 323,597
Infrastructure Financing

Authority® - 1,840,308 1,840,308 - 10,321 10,321 - 1,850,629 1,850,629
Port of the Americas Atority 214,525 - 214,525 - - - 214,525 - 214,525
Ports Authority - 46,326" 46,326 - 691,519 691,519 - 737,845 737,845
Public Buildings Authority 3,069,539 - 3,069,539 - 400,314 400,314 3,069,539 400,314 3,469,853
Public Finance Corporation - 1,618,280 1,618,284 - - - - 1,618,284 1,618,284
P.R. Sales Taxes Financing

Corp. (COFINA) - 13,764,557 13,764,557 - - - - 13,764,557 13,764,557
University of Puerto Rico - 532,848 532,846 - 93,706 93,706 - 626,552 626,552
Other§” - - - - 2,467,441 2,467,441 - 2,467,441 2,467,441
Total® 3882,453 $34,021,929 $37,904,382 $413,449  $6,724,384 $7,137,833 $4,295,902 $40,746,312 $45,042,215

@ Excludes $151 million of Special Facilities Revenue Bonds issued by the Highway and Transportation Authority, which aefrpayatst toll revenue

collected from the Teodoro Moscoso Bridge.

Excludes the $180 million of Housing Finance Authority ond whi ch are payable solely from Puerto |
Public Housing Capital Funds from the U.S. Department of Housing and Urban Development; $343.8omilionsing Finance Authorit€apital Fund
ModernizationProgram Subordinat®onds, Series 2008and $100 million of Housing Finance Authority HousRRgvenue BondsSeries 2008.

Includes $42.2 million of Mental Health Infrastructure Revenue Bonds, 2007 Series A (MEPSI Campus Project), which binitedaobligations of th
Infrastructure Financing Authority payable solely from the pledge of certain payments made by a governmental entitgasedageeément.

Excludes $155 million of Special Facilities Revenues Bonds issued by the Ports Authioiity,bonds are payable solely from the pledge of certain payr
made by a private corporation under a special facilities agreement.

Payable primarily from Commonwealth appropriations.

Excludes $76.3 million of Educational Facilities Revenue d®0r2000 Series A (University Plaza Project) issued by AFICA, which bonds are payable frc
payments made by the University of Puerto Rico.

Includes lines of credit with GDB.

@

@

(4

(5
(6

(@

® Excludes accretion of interest from the respective issuance datepitai appreciation bondA| so excl udes $1.3 billion
Trust Tobacco Settlement Asdgacked Bonds, Series 2002, 2005 and 2008 which bonds will be repaid from payments made by certain tobacco compa
maste settlement agreemenee AChi |l drendés Trusto under @AOther Public Corporation

Source: Government Development Bank

Government Development Bank for Puerto Rico

The principal functionsfoGDB 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 ad@dances to public corporations and municipalities, and to
promote the economic development of Puerto RiclAs part of its role as fiscal agent, during
fiscal years 2009, 2010 and 2011, GDB entered into fiscal oversight agreements with the
Aqueduct and Sewer Authority, Electric Power Authority, Highway and Transjporta
Authority, Ports Authority, Health Insurance Administration and Medical Services
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Administration. As part of these agreements, GDB imposed certain conditions on the extension
of credit to these entities and continually monitors their finances, antbegtbings.

As of June 30, @11, GDB had total assets of $a®billion and total liabilities of $2.9
billion (preliminary, unaudited) GDBG6s debt is currently rated
S&P, respectively, with a stable outlook.

As of June 30, 201,1$5.4 billion of bonds and notes of GDB (excluding its subsidiaries)
were outstanding, consisting of $267 million in Commonwealth guaranteed bonds.a@nd $
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 aJune 30, 2011 As of said date, GDB also had approximated3®illion in
loans outstanding to the central government of the Commonwealth and its public corporations
and municipalities.

Act No.82 of Junel 6 , 2002 ) ( faAcetn d&21 GDBO6s Charter t
transfer annually to the Generalrfelj beginning with fiscal year 2001, up to 10% of its audited
net income or $10,000,000, whichever is greater. GDB is not required I82 Aattransfer any
funds. GDB made payments to the General Fund of $11.6 million for fiscal year 2003 and $18.4
million for fiscd year 2004. GDB has not made grmgyment to the General Fund under 82t
since fiscal year 2004.

Under Act No271 of NovembeRl, 2002, GDB made a required special capital
contribution to the Special t@bTmomiofd#500imdlien Per pe
and provided the Perpetual Trust with a $500 million-revolving, line of credit. The amounts
transferred to the Perpetual Trust were deposited in two investment accounts held by GDB for
the benefitof the Perpetual Trust. As dfine 30, 2011the Perpetual Trust had repaiti3t.8
million of its line of credit and had an outstanding balance36B%nillion and no interest due
The line of credit is payable from legislative appropriations

As part ofits role as lender and promoter of the economic development of Puerto Rico,
GDB provides financing to the Commonwealth, its public corporations and municipalities. This
financing includes interim loans to finance the capital expenditures of the Comniibnimea
anticipation of the issuance of bonds and notes, and loans to cover operational deficits of those
government entities. GDB generally does not provide financing to any governmental entity of
the Commonwealth unless GDB reasonably believes thatainevier governmental entity will
have sufficient resources, including the ability to issue bonds or notes or otherwise borrow funds,
to repay such loan. GDB, however, has provided financing in the past and may continue to
provide financing to governmentahtities that do not have sufficient independent resources to
cover operating expense, to the extent permitted by law. A material increase in the amount of
|l oans to the public sector, coupled with <con
stuati on and financi al condition may have an &
liquidity. As of June 30, 2011, GDB had outstanding loans to the Commonwealth in the
aggregate principal amount of $2.1 billion, outstanding loans to, and bondseofublic
corporations in the aggregate principal amount of $4.3 billion, and outstanding loans to the
municipalities in the aggregate principal amount of $1.8 billion.
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GDB has several subsidiaries that perform various functions. The principal subsidiar
and their functions are listed below:

Puerto Rico Housing Finance Authority.Puerto Rico Housing Finance Authority
(AHousing FimangcktorAme hloyi kyown as Housing Fin
to provide meded rental housing units and stimulate the construction industry under federally
subsidized programs. Effective Febru8ry2002, Housing Finance Corporation became the
Housing Finance Authority and the Housing Bank and Finance Agency was dissolvad and
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 laveome housingorojects and singtamily
homeownership programs. It is also engagedsaring and servicing mortgages originated by
the former Housing Bank and Finance Agency. AsJohe 30, 2011Housing Finance
Aut hori tyds priadpa balamce dioans to thd privage sector for development of
housing projects targeted to low and moderate income families vi&®& 28million. The
Housing FinanceAut hor i t yoés mortgage | oans t o l ow ai
represented an additionauitstanding pricipal balance 0$110.6million as of the same date.

Housing Finance Authority has outstanding-éxempt revenue bonds the proceeds of
which were loaned to the Puerto Rico Public Housing Administration to finance improvements
to various housing projectsr ithe Commonwealth. Such bonds are limited obligations of
Housing Finance Authority payable solely from revenues collected from such housing units, with
certain exceptions. As of June 30, 201823%8million of these bonds were outstanding.

As of June B, 2011, the Housing Finance Authority had total notes and bonds
outstanding of $52.2million (including $106.8million of debt outstanding under GDB lines of
creditand $823.3million in bonds issued to fund certain payments under its mortgage subsidy
programs for low and moderate income families). As of June 30,,28&dsing Finance
Authority hadtotal unrestricted net assets @4%.2million.

Puerto Rico Tourism Development Fund?uerto Rico Tourism Development Fund
(A TDOF was 6Sapterabel®9Bforithe purpose of promoting the developmenPoérto
Ri cods h ot e Wworkingn with rivategectdn yinancial institutions in structuring
financings for new hotel projects TDF can provide guarantees to interim and permanent
finandngs. In certain transactions, TDF can act as direct lender, guarantee mezzanine
financings, and provide preferred equity capitdls of June 30, 20L1TDF had$372.5 million
in guaranteeand$408.2 million in loans

In addition, TDF has a $50 millionrgferred equity investment in a touriselated
project.

Since 1993,TDF has made payments under its guarantees and letters of credit in the
aggregate amount of approximateB2%.3million with respect to several projects. Of the total
amount disbursedTDF has been able to recover approximatly72.3 million from the
borrowers.
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Un-audited fiscal yeaend 2011 financial statements reflected net assets of $179.7
million and its allowances for losses on loans and guarantees and letters of credit were
approximately $86.0 million.

Government Development Bank for Puerto Rico Capital Fundsovernment
Devel opment Bank for Puert o ORwagaeat€iangNoveraber Fund
1992 for the purpose of investing and tradinglebt obligations and publicly traded shares of
domestic and foreign corporations se@aunate fr
30, 2010, the Capital Fund transferred to the Tourism Development Fund, on behalf of GDB,
$72.1 million represeémg all the investments in the Capital Fund portfolids of June 30,
2011, the Capital Fund had assets d?43,000, consisting principally of money market
investments

Puerto RicoDevelopment FundPuert o Ri co Devel opment Fun
Fund )was established in April 1977 to provide alternate source of financing to private
enterprises. The Development Furglalso authorized to guaranteebligations of tlse
enterprises and invest their equity securitiesOn Deember 312010 the Development Fund
acquired for $8.5 million a commercial loan from a private commercial bank, secured by a first
mortgage over a 2.34 acre parcel of land in the Convention Center District. As of June 30, 2011,
the Development Fund hadsas$s of$24 million, including investments of $8.5 million in loans
to private entities, $11.1 million in an interest bearing account, and $3.6 miilipreferred
shares ofariousprivate entites.

Puerto Rico Public Finance Corporation.Puerto Rico Bblic Finance Corporation
( A POFMZas established in November 1984 to providgencies and instrumentalities of the
Commonwealth with alternate means of meeting their financing requireméhestrustees of
certain limited obligation bonds issd by the PFC currently holdotes payable by the
Commonwealth, the Maritime Shipping Authority, the Office tbe Improvement of Public
Schools, the Department of Healémd the Aqueduct and Sewer Authority, among others. All
such PFC bonds are Ilimited nonrecourse obligations of PFC payabkolely from
Commonwealth appropriations made to pi@pt service othe notes held bthe bond trustees
As of June 30, 2011, PF@Gad $1.6 billion aggregate principal amountliafited obligation
bonds outstanding

A description of certain ot her affiliate
Corporationso bel ow.

Other Public Corporations

Agqueduct and Sewer AuthorittP RASA owns and operates Puer:
supply andwastewater systemSuch systems provide water and wastewater services to 97% and
58% of the Commonweal t.hds popul ati on, respect

PRASA reported a preliminargpeating loss of $39.@million for fiscal year 2011,
compared tmperating losssof $58.3 million and $63.7 milliorior fiscal yeas 2010 an®009,
respectively. In order to improve its financial condition, PRASA adopted a comprehensive plan
to increase its revenues and reduce its expenses.
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As ofJune 30,2011 PRASAOGs t o6million, idoubirtg appraximaté\d$1.0
billion of outstanding indebtedness with GDB PRASAOGs seniloBBBdedbt i s
BBBby Moodyo6s, S &P (afinFd ) reEsietctively. R aNbviembgrs9, 2010,
Moodyos af fi rtimgebdtreRisediS duficok to reegative from stable. The negative
outl ook reflects PRASAGs continued reliance
support, as well as the operational challenges it faces to reduce the significant amount of water
lostthrough its Systems.

The Commonwealtlguarantees the principal and interest payments on the outstanding
revenue refunding bonds, 2008 SeAesnd 2008 SerieB, any bonds issued on or before
June30, 205 to the Rural Utilities Service of the United StsitDepartment of Agriculture, and
the loans granted on or before J3@ 205 by the Puerto Rico Water Pollution Control
Revolving Fund and the Puerto Rico Safe Drinking Water Revolving Fund to PRASA. In the
event that PRASA is unable to make all or awytipn of the future debt service payments on
theseguaranteed debts, the Commonwealth will be responsible for covering such payments.

During fiscal year 2011, PRASA received a $h8ilion assignment from the OMB in
Commonwealth appropriations and othesn@nonwealth available funds. According to the
provisions of PRASAGs trust agreement , t hese
determining its revenues and its compliance with certain covenants therein.

On April 28, 2006, the Authority enterechtdo a consent decree witthe U.S.
Environment al P r od jeatréquiresthe Aghontycoyimp(emdntsystem wide
remedial measures at all of the wastewater treatment plants operated by the AutlhariBPA
consent decree estrnes deadlines for the compliance with the conditions set forth therein and
stipulates penalties for violation of any of those deadlines.

On December 15, 2006, a settlement agreement was signed between the Authority and
the Department of Health of theommonwealth fDOHO) relating to violations of the Safe
Drinking Water Act. The settlement agreement was preliminarily approved by the supervising
court on March 15, 2007, and was amended and finally approved by that court @0 J20@3.

The Authority agreed to implement a work plan to remediate the violations, establish preventive
and mitigation measures, and execute a preventive maintenance program for the purpose of
meeting the requirements of the Safe Drinking Water Act.

PRASA needs tonake a substantial investment in infrastructure and a major overhaul of
its operations to maintain the viability of the Systems, to finance its expansion for new users and
to implement remedial measures required by a consent decree between PRASA &#lahd E
a settlement agreement with tB®©H. Funds for this investment will be provided through a
combination of revenues from PRASA, financing transactions, federal grants and other sources.
PRASA has established a-¥Bar capital improvemermirogram with a total investment of $2.2
billion in order to comply with the consent decree and the settlement agreeRRRASA has
committed a investment of $1.Billion to complywith the EPA consent decree and $iildon
to comply with theDOH settement agreement.

Chi | dr e nCohsi | Tdrruesntd.s -forfproiit sarporatesentiy createt! in 1999 as a
public instrumentality of the Commonwealth.

71



Trust all of its rights, title and interest undee tlobacco litigation Master Settlement Agreement,
including t he Commonweal t hods right t o recei:
payments to be made by the participating cigarette manufacturers under the Master Settlement
Agreement.

Chi | dr esnigssied 307 billion Tobacco Settlement AssBacked Bonds in
November2002. The proceeds were ustxd pay certain capital expenditures, to fund the

Liquidity Reserve account and certain costs of issuar@ge.June3 O , 2005, Childre
issued $18.2 million subordinate Tobacco Settlement Ad€3atked Bonds to pay working
capital expenses of the Commonwealth. On gy 2 00 8 , Chil drends Trust

$195.9 million of subordinate Tobacco Settlement ABsstked Bond$o make grants tthird

parties, pay certain expenses of the Commonwealth and cost of issuesoéJune 30, 2011
Childrends Trust had out st anrn@biliomg Theserbondsamndn t he
any, ot her addi tional s e n st @are pabable sokely frosi,sance d by
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 bydChie nés Trust on its outsta
made on a timely basis from contribution payments made by the participating cigarette
manufacturers under the Master Settlement Agreement.

Convention Center District AuthorityConvention Center District Abbrity was created
to own, develop, finance, plan, design, build, operate, maintain, administrate and phmbote
Pedro Rosselld6 Gonzéalez@ventionCenter a new convention centeand designated private
parcels located within the Convention Centestiiét in San Juan.The convention center
openedn Novembel7,2005. Convention Center District Authority also owasnultipurpose
coliseum in San Juan, known as the José Miguel Agrelot Coliseisof June 30, 2011
Convention @nter District Authoti y 6 s wad #4¥ 2million in outstanding bonds issued in
March 2006 to finance the Convention Cented gayable from a portion of a hotel rooaxt
As of June 30, 201,1Convention Center District Authority also hadtstanding indebtedness to
GDB of approximately $147.8nillion related to the financing dhe Coliseum.

Electric Power Authority.Puer t o Ri co EIl ectr i co)Poowenrs Aauntdr
operates Puer bwers\Rtemob6s el ectric p

PREPA reportegbreliminarynet operating iocome of$3289 million and$359.5 million
during fiscal year2011 and 2010, respectivelyThe total debt of PREPA was $&0lion as of
June 30, 2011 This debt includes outstdimg bonds of $7.8illion andinterim financing for
operations of191.4milion. PREPAG6s debt is AbdbyedMoAByOBBBE&®
Fitch, respectively.

As a means of reducing its dependency on oil, PREPA has entered interdongower
purchase agreements with private operators of twget@ration plants that use Ei®ther than
oil. Currently, these two egenerationplants provide approximately 34 o f PREPAOGs en
needs. PREPA has also commenced developing plans for the converg®main oitfired
units into natural gas and cleanal fired units, as wellsaother strategies to further reduce its
dependency on oll.
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Health Insurance AdministratiorThe Health Insurance Administration was created in
1993 to negotiate and contract for the provision of comprehensive health insurance coverage for
qualifying (geneally low income) Puerto Rico residents. Under this system, the government
seleced, through a bidding system, one private health insurance company in each of eight
designated regions of the island grald such insurance company the insurance premium for
each eligible beneficiaryithin such region. The health insurance system eulvre entire
island Approximately 1.5 million persons were covered by $lgstem during fiscal year 2Q11

The total cost of the health insurance pamg was $2.013 billiorfor fiscal year 2011,
$1.962 billion for fiscal year 2010 and $1.861 billion for fiscal year 2009. Ddigugl year
2011, the General Fund cowet $1.225 billiorof the total cost of the health insurance program
and $75 million was covered from proceexfsCOFINA bonds The remaining $13 million
was paid from federal, municipainternaland other source©n March 14, 2011,he Health
Insurance Administratiorborrowed approximately $186 million from GDB in order to pay
amounts owed to its suppliers,cinding premiums owed to certain insurance companies for
services rendered dar the Health Reform progranmAs of June 30, 2011, théealth Insurance
Administration had outstanding indebtedness to GDB of approximately $173.1 millicedredat
this borrowng.

On October 1, 2010, the administration i m
program that replaced the governmentoés Heal't
bet ween A Mi Saludo and the He alpimovder Reewdrlor m ar
organization rather than independent practice associations, an increase of benefits and services

and an expansion of eligible participants. [
phase, eligibility requirements will be expanded to inclsgell to medium businesses. The
estimated cost for A Mi Saludd during fiscal \

expected to cover $867 million, while the remaining $1.127 billion will be paid from federal,
municipal and other sources. THsjection, however, does not take into account increases in
the enrollment of new beneficiaries, which could affect this estimate.

The Commonwealthasentered into various contractstivseveral Medicare Advantage
organizations for the provision of h#al coverage to approximatelyt80,000 eligible
beneficiaries. Pursuant to these agreements, the Commdmnywagd#t each Medicare Advantage
organization a premium difference to cover services not included in their contracts with the
Center for Medicaid and Btlicare Services.

On July 7, 2011, the Secretary of Health of the Commonwealth announced the
cancellation of the contract through which MCS HMO administered five regions, with
approximately 88,000 insureds, of thé Mi S prégram AMCS HMO continuel to render
services to covered insureds during a 90 day transition pe@odOctober 17, 2011the Health
Insurance Administration and Tripe Sal ud, ISmg. e(mi Briemll ei nt o ar
pursuant to which TripkS will provide healthcare services tosureds in the five regions
previously administered by MCS HMO. Pursuant to the agreement, -Bipld act as a third
party administrator, will be compensated based on a per member per month administration fee,
and will not befinancially responsibleor otherwise at risk for the provision of services to
insureds. In contrast to the agreement with MCS HMO, the Government will now be financially
responsible and bear the risk for the provision of services to insureds in the five regions
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administered by fiple-S. The Government isurrentlyevaluating theextent of thempactof the
agreement with TripkS on the budget of the health insurarfrogram for fiscal year 2012 and
no assurance can be given that the amounts budgeted will be sufficient tdheoaeditional
financial responsibility and risk assumed.

Highways and Transportation Authoritf?uerto Rico Highways and Transportation
Aut hority)( iBRHEAponsi ble for highway constru
is finarced by debt (interim notes and revenue bonds), revenues of PRHTA, and federal and
Commonwealth grants.

PRHTA reported greliminarynet operating loss ¢§523.6million for fiscal year 2011,
compared to a net operating loss$d#5.3million for fiscal yea 2010 and$493.9million for
fiscal year 2009. As of June 30 ,congdsnty af $6.1P RHT A ¢
billion of bonds and $1.3 billion of GDBnancings As of September 30, 2011, PRR A0 s t ot al
debt decreased to $6.7 billion, catgig of $5.1billion of bonds and $1.6 billion of GDB
financings

Debt service on PRHTAOGs revenue bonds con:¢
which consist currently of all the proceeds of the tax on gasolinehahef 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 \&ha#nse 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
Commonwealth under its guarantees of bondkraoies, to the extent that no other revenues are
available for such purpose. The Commonwealth has never applied such revenues for such
payment.

PRHTAGs Highway Revenue Bonds are rated A
respectively, and the Senior Trangation Revenues Bonds are rated Baal and BBB by
Moodyod6s 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
privatdy operated under a fivgear contract with an additional fiuee ar opti on at P
election. The cost of the project was4bRillion, which cost was financed by federal Transit
Admini stration grants, ot her f edeaes Incluingndi ng
revenue bonds. Tren Urbano commenced operatiodane2005. The operation of the Tren
Urbano generated a loss of $51.7 milli§64.5 million, and$62.5 million in fiscal year201Q
2009 and 2008, respectively.

PRHTA is a party to a ewession 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 théoridge 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, includirgtethegvenues are
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insufficient to generate certain rates of return to the private operator, the private operator may
require PRHTA, among other things, to assume
special facility revenue bonds. Some of thegcumstances, including l@vthan projectetbll
revenuesgexist at this time, but PRHTA does not currently anticipate that the operator will
exercise its remedy against PRHTA.

On September 22, 2011, PRHTA and PPP Authority completed the procureeegspr
whereby a concession agreement was awarded to Metropistas, for the operation of toll roads PR
22 and PR5. In connection with the establishment of the concession, PRHTA defeased,
redeemed and/or purchased approximately $873.1 million aggregat@ariamount of its
bonds. Se e fi-Privdid Rartnership Fi s c a | Stabilization and Ec
under THE ECONOMY.

Industrial Development Company.Puerto Rico Industrial Developmer@ompany
(APRIODCar t i ci praonweeslthsponsorédte@no@io development program by
providing physical facilities, general assistance, and special incentive grants to manufacturers.
PRIDCO reportedconsolidated change in net assets of $8.4 million for fiscal year 2011,
compared toconsdidated change in net assets of $10.3 million for fiscal year 2810
consolidatecchange in net asset$ $6.0 million for fiscal year 2009 Rentals derived from the
|l easing of specified facilities of PRlubCO ar
bonds.As of June 30,2011 PRI DCOG6 s t423.1anilliondircliding appreximétely
$88.5million from GDB financings and the outstanding debt Bfierto Rico Industrial
Investment Corporation, a subsidiary of PRIDCB.RI DCO6s debtandiBBB by at ed E
Moodyds and S&P, respectively.

Industrial, Tourist, Educational, Medical and Environmental Control Facilities
Financing Authority. The Puerto Rico Industrial, Tourist, Educational, Medical and
Environmental Control Facilities Financing Autitg ( AFICAO )was created to finance
(through the issuance of its revenue bonds) industrial, tourist, educational, medical, and
environmental control facilities in Puerto Rico for the use of private companiegprofin
entities, or governent agencies. The bonds are payable solely from payments to be made to
AFICA by such private companies, nprofit entities, or government agencies, and do not
constitute a debt of the Commonwealth or any of its other public corporatiomsnicipalities
As of June 30, 201lapproximately $.45bi | | i on of AFlI CA6s mmonds w
addition, as oflune 30, 201,1AFICA has a $7 million line of credit with GDB with a principal
outstanding balance 06$9.3million used for the acquisition of agsérom PREPA.

Infrastructure Financing Authority. Puerto Rico Infrastructure Financing Authority

(APROI)FAwas created to provide financial, admi
other types of assistance to other public ocaons, governmental instrumentalities, political
subdivisions and municipalities (coll ectivel

infrastructure facilities and to establish alternate means for financing those facilities. PRIFA is
authorized @ issue bonds and provide loans, grants and other financial assistance for the
construction, acquisition, repair, maintenance and reconstruction of infrastructure projects by
Benefited Entities.
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As of June 30, 2011 PRI F A6 swas $ili85billion.dTehis tebt includes bonds
outstandingof $1.84billion and interim financing for capital improvemera$ $10.3million.
PRI FAG6s debt iIis rated Baa3 and BBB+ by Moodyo®6

PRIFA oversees the Puerto Rico Infrastructure Fund, which is heidgd annually thru
fiscal year 2052 with the first $117 million of proceeds of federal excise taxes imposed on rum
and other articles produced in Puerto Rico and sold in the United States that are transferred to
Puerto Rico pursuant to the United Staltieternal Revenue Code of 1986, as amend8ee
AMaj or Sources of G KRevenues from MNe@ a m nRoenvweenaul etsh S o u
under PUERTO RICO TAXES, OTHER REVENUES AND EXPENDITURE®um is the
only article currently produced in Puerto Rico subjectederal excise taxes, the proceeds of
which are required to be returned to theeasury Department The Authority is using these
funds to pay debt service of bonds issued to finance various infrastructure projects.

PRIFA also has custody and control tok Infrastructure Development Fund and its
Corpus Account, a perpetual account established under Act No. 92 of June 24, 1998 that was
funded with $1.dillion of the proceeds of the sale of Puerto Rico Telephone Company. The
interest earned on the seities held in the Corpus Account were being used by PRIFA to pay
debt service on its $1.1 billion Series 2000 A and B Bonds. Act3Napproved by the
Legislative Assemblp f t he Commonweal th ®&nh) Jaawtalhmder ilzZled 2
of the securities held in the Corpus Account. PRIFA sold the securities in January 2009 and used
the proceeds to: (iake a deposit into an escrow account in an amount sufficient to retire the
Series2000 A and B Bonds on Octobgr 2010, (i)make a @posit to the General Fund which
was applied to cover a porti on make attrnsfer @o mmo n
GDB as a capital contribution, and (imake a deposit to the Corpus Account to be invested in a
long-terminvestment agreementitiy GDB.

As part of the Governmentdos actions to ad
Employees Retirement System, the Government enaktéd96. On June 23, 2011, in
accordance with Act 96, $162.5 million of funds on deposit in the Corpus Aceuene
contributed to the Employees Retirement System and invested in capital appreciation bonds
issued by COFINA maturing annually on August 1, 2043 through 2048 and accreting interest at a
rate of 7%. PRIFA also invested $165.0 million of funds on deposhe Corpus Account in
capital appreciation bonds of COFINA maturing annually on August 1, 2045 through 2050 and
accreting interest at 7%.

Pursuant to Act N8 of March 9, 2009, PRIFA is responsible for implementing in the
Commonwealth the applicabfgovisions of ARRA. One of its main responsibilities regarding
ARRA is to maximize the flow of funds from the Federal Government for the appropriate
investment in qualified projects and activities. PRIFA also has responsibility for the receipt,
administraion and disbursement of such funds and monitoring those governmental agencies and
entities that receive ARRA funds.

Municipal Finance Agency. Puer t o Ri co Municipalo) Fiisanc
authorized to issue bonds to purchase general atlig bonds and notes of Puerto Rico
municipalities and to fund a debt service res
debt service payments on municipal bonds and notes held by MFA and from the debt service
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reserve, including investment inoe 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 requied to be made. To date no such payments haverbgeired. As ofJune 30,

2011, MFA had $11 billion of bonds outstanding.

Port of the Americas AuthorityPAA is responsible for the development and operation of
the Port of theée) Amardeap {t aktiAiport on the so

PAA is authorized to issue bonds guaranteed by the Commonwealth in a maximum
aggregate principal amount of $250 million. The proceeds from these barsibe used to
continue the developmenf the Port. Currently, GDB is authorized by law to purchase bonds of
PAA in an aggregate principal amount not to exceed $250 million. Asre 30, 201,1GDB
held approximately$214.5mi | | i on of PAA6s outstanding bond
Commonwealth.

The first phase of the Port was completed in fiscal year 2004. This initial phase included
the improvement of pies, 5and 6 of the Port and the acquisition of heavy equipment at a cost
of $40million. The second phase of the Povas compgted during the first quarter of calendar
year 2009. This phase, which was designqaté@ide capacity to handle up to 250,000 Twenty
Foot Equi val @nt p &inciugeeixdfefigingthle entrance channel and adjacent
areas of thePort to a depth of 5feet, (ii)reconstructing the container terminals,

(i) commencing certain required environmental risk mitigation procedures, amurepgring
final construction schematics.

A third phase, which provides for the expansion ofRher t 6 s capaci ty, w a
August 2008. This phase includes, among other improvementsyggtructure improvements
related to access roads, (@location of the storm sewer channel. (iii) relocation of the server,
water and power distributiosystems, (iv) additional dredging at certain pier locationghév)
expansion of the container terminal, and (vi) addil mitigation measuresThe first expansion
under this phase will provide sufficient capacity to process 500,000 TEU annuadlyphidse is
expected to be finished in 2012.

Ports Authority. Puer t o Ri co Ports Aot hoownst yandi Popédrs
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 reportedperating losses of38.7 million am $46.7 million during
fiscal years 2010 and 2009, respectively. Aslaie 30, 2011the Ports Authority had787.8
million in debt, including approximatelyl$5.3million from GDB financings.

As of June 30, 2011the outstanding balance of the creditiliaes for capital
improvements with private financial institutions was38$.7 million, which is guaranteed by
GDB.

Public Buildings Authority. PBA is authorized to construct, purchase or lease office,
school, health, correctional and other faciliieslease to departments, public corporations, and
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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 drived from legislative appropriations and are secured by the
Commonweal thds guaranty. PBA is authorized b
$4.3 billion of bonds guaraaed by the Commonwealth.

On August 24, 201PBA issued$756,449,000 Govament Facilities Revenue Bonds,
Series R (Qualified School Construction Boiidssuer Subsidy) and $303,945,000 Government
Facilities Revenue Bonds, Series Bhe proceeds of this bond issue will be used to pay part of
the cost of constructing, renovag, remodeling and/or improving approximately 100 public
schools.

As of October 1, 201,1PBA had $4.04%illion principal amounbf bonds outstanding
(not including accretion of interest from the respective issuance dates on capital appreciation
bonds). As of October 1, 2011 PBAG6s | ine of c¢credit with GDB
$119.8million.

PBA debt is rated Baal S&PBridlBitcharespectiBeg.B+ by Mo

Sales Tax Financing Corporation. COFINA is an independent governmental
instrumantality of the Commonwealth created by Adt of 2006 COFINA was originally
created for the purpose of financing the payment, retirement, or defeasance of certain
appropriatioAbackeddebt outstanding as dtine30, 2006, payable to GDB and PFC.

In 2000, 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% (onehalf of the tax rate of 5.5%) the portion that is transferred to COFINA of the sa
and use tax imposed by the central government. As a result, COFINA was authorized to issue
bonds for the following additional purposes:t@)pay, in whole or in part, the debt of the
Secretary othe Treasurywith GDB in the amount of $1 billion, ¢hproceeds of which were
used to cover the budgetary deficit for fiscal year 2009tq(ipay, 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 debtle Commonwealth outstanding as@écembeBl,

2008 that did not have a source of repayment or was payable from budgetary appropriations,
(i) to pay, in whole or in part, the accounts payable to suppliers of the Commonwealid, (iv)
pay or finance ogrational 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 Rito,fividl

the Puerto Ricd&cconomic Stimulus Fund, (vitp 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 anet Frbployees Alternatives

Fund. As ofJune 30, 201,1COFINA had approximatel$13.8 billion outstanding of its Sales

Tax Revenue Bonds (excluding all accretmm capi t al appreciation bo
Tax Revenue Bonds are rated Aa2,-Aehd AAbyMoody & s, S&P and Fitch,
the Sales Tax Revenue Bonds, First Subordinat

S&P and Fitch, respectively.
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Special Communities Perpetual TrustThe Perpetual Trust is a public corporation
createdbydw t o be an irrevocable and permanent tr
fund development projects that address the infrastructure and housing needs fivileded
communities. GDBmnade a special capital contribution to Perpetual Tot§500 million and
provided thePerpetuallrust with a $500 million, nomevolving, line of credit. As of June 30,

2011, Perpetual Trust had disbursed most of its funds anlihésof credit with GDB had an
outstanding balance of $367.9 million. The elirof credit is payable from legislative
appropriations.

University of Puerto Rico. TheUni ver si ty of Puera), Rwictoh (
approximately62,342studentsat the beginning chcademic year 2@-2011, is by farthe largest
instituion of higher education on theland. 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 othezesoutJniversity capital improvements
have been financed mainly by revenue bonds. Awpé 30, 20L1theUni ver si t yé6s t ot

was$6 26 . 6 mil lion (excluding $18.9 millThen owe
Universityobs ahcBBBby sMoatgds Ban8 MB&PdJy desmpatcit m ¢
the University is currently on Awatchlisto fo

In 2000, AFICA issued its $86,735,000 Educational Facilities Revenue Bonds, 2000
Series A (University Plaza Project) for therpose 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 Riceongirofit corporation, and is
leased to th&niversity 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 becomeTtiese bonds are not
included in the Universityods tot ain thd priort or (
paragraph.

In June2007, the Board of Trustees of the University approved Certificatiorb®o.
establishing a new policy and methodology for tuition fees structure. This new structure covers
the tuition fees to be charged to new studentd achdemic year 2022013. Thispolicy was
adopted to pursue continued development and financial stability of the University.

In June 2010, the Board of Trustees of the University approved Certification No. 146
establishing a $400 stabilization fee to dierged each semester to all students in addition to
tuition charges and other fees already in place at the University. This stabilization fee was
i mposed to address the Universityos fiscal |
revenues by apprimately $40 million.

As a result of a studeted strike that lasted approximately two months, on June 26,
2010, the Middle States Commi ssi 0)he cegionaHi gher
accreditation entity of the eleven unitsttieamprise the University system, placed on probation
ten of t he Uni versityos uni ts for | ack of
accreditation standards. This action was prompted by a student stoppage that interrupted the
operations of these s for up to 62 days, but less in most cases. The ten affected units will
remain fully accredited while on probation. After a Monitoring Report submitted by the ten
affected units in September 2010 and a subsequent evaluation visit, the Commisgion lifte
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probation over one of the questioned standards and added an additional standard, thereby
continuing the review over two of the fourteen accreditation standards.

A second Monitoring Report was submitted to the Commission by the ten affected units
on Marchl, 2011 to further substantiate compliance with these two standards. Evaluation visits
to the eleven units of the University were conducted between March and April 2011 as a follow
up to the probationary process as well as the regular decenaiednegitation review for some
of the units. Following these visits, the evaluation teams reported that they intend to inform the
Commission that 95% of all accreditation standards evaluated throughout the system were found
in compliance, and significant progsewas evidenced in the remaining 5%. June 2011,he
Commissiorlifted probation and reaffirmed accreditation of seven of the ten affected units.

Evaluation visits to the three units of the University on probation were conducted in
September 2011. HRowing these visits, the evaluation teams reported that they intend to inform
the Commission that these units are in full compliance with the standards under review. The
Commission is expected to act upon the evaluation teams recommendations at ttieg imee
November 2011.The University anticipates that probation will be lifted floe three remaining
units on probatiomafter said meeting.

Other public corporations. Public corporations not described above have outstanding
debt in the aggregate amawi $1.702billion as ofJune 30, 2011 Debt service on5million
of such outstanding debt is being paid from legislative appropriations. The Commonwealth is
not, however, obligated to make any such appropriations. Additional legislative appoopriati
are made to enable certain of such corporations to pay their operating expenses.

INSURANCE MATTERS

Governmenwned property is insured through policies obtained by the Secretary of the
Treasury and through séatisurane, except for property owned by Electric Power Authority and
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 i@ limited by law to $150,000 per occurrence.

RETIREMENT SYSTEMS

General. Substantially all of the yblic employees of the Commonwealth and its
instrumentaties are covered by five retirement systentee Employees Reément Systenof
the Government of the Commonwe al)tthe PuertolReo i Emp |
System of Annuities and Pensions f o), theTeache
Commonweal th Judiciary Retirement Sydsheem (t
Retirement System of the University ofBndPuertoc
theEmpl oyees Retirement System of Puerto Rico
Aut hority Re t)i r Then EmpioyeeS yRetiremend System and the Teachers
Retirement System are the largektns, both in number of active members and retirees and in
the amount of their actuarial accrued liabilities.

The University Retirement System and the Electric Power gkitjhRetirement System
coversemployees of the University of Puerto Rico and Eled®dwever Authority, respectively
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and are funded by those public corporations from their reveniisough he Commonwealth

is not required to contribute directtp those two systems, large portion othe Universityd s

revenues is derived frorfegally mandated legislative appropriations. The discussion that

follows only covers the Employees Retirement System, the Teachers Retirement System and the
Judiciary Retirement Sy stemd,( ecaclhl eactiteinBnéetl iyr, e n
Syst)emso

The Employees Retirement System is a trust created by Act No. 447 of May 15, 1951
( A Act) adddis’ @ hybrid defined benefit plan consisting of different benefit structures.
Members who ented the Employees Retirement System on or before December 31, 1999
generally participate in a defined benefit program. Members participating in the defined benefit
program prior to Apr il )lare ertl8dot® the( hiphesttbenefitd 7 P ar
structure, while those who became membpager s on
subject to a longer vesting period and a reduced level of benefits, as provided by Act No. 1 of
Februaryl6, 1990 A Al®ft199@).

In 1999, Act 447 was amended to close the defined benefit program and, prospectively,
establish a new benefit structure similar to a cash balance plan (this new benefit structure is
referred t200 0 Membedsywhd emtared the Employees Retirement Systeor
after January 1, 200 0pafidipsSty soleleimSyetn@@Uridexthd | ci p a
System 2000 benefits structure, a mapant is entitled to receive a lurgoim payment, which
may be received in full or used to purchase an annuity from a third party, based solely on the
amounts contributed by such participant. System 2000 Participants receive periodic account
statements miilar to those of defined contribution plans showing their accrued balaSgetem
2000 Participants do not benefit fromny employer contributions Insead, employer
contributions with respect to System 2000 Participants are tosedduce the accumuiéad
unfunded pension benefit obligation of the Employees Retirement System.

System 2000 is not a separate plan as there are no separate accounts for System 2000
Participants. Contributions received from System 2000 Participants are pooled and invested by
the Employees Retirement System together with the assets corresponding to the defined benefit
structure. Thus, future benefit payments under the original defined benefit structure and System
2000 will be paid from the same pool of assets of the Empldyeteement System.

The Teachers Retirement System is a trust created by Act No. 91 of March 29, 2004
(AAct 9 1), whith supé&r<eded Act No. 218 of May 6, 1951, and is a defined benefit
pension plan. The Judiciary Retiremenst®yn is a trust created by Act No. 12 of October 19,
1954 and is also a defined benefit pension plan.

The Retirement Systems are funded principlilycontributions made by employers (the
Commonwealth, public corporatiorend municipalities) and employeess well asnvestment
income.

Covered Employees. The Employees Riement System covers substantially all
employees of thelepartments and agencies of the Commonwealth, all members and regular
employees of the Legislative Branch, and all employees opulbéc corporations (other than
the University of Puerto Rico or the Electric Power Authority) amdhicipalities, except for
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those employees that are covered by the other two Retirement Systéhes.Judiciary
Retirement Systeranly covers judges

The Teachers Retirement System covers public school teachers and certain private school
teachers, as well as teachers working in administrative positiént.91 of 2004 establishes
that: )t he Teachers Retirement Sy s29e20@ @ot publit i ve e
sclhool teachers or othddepartmentof Educationemployees) have the option to participate in
the Teachers Retirement System or in the Employees Retirement Syst@axsfns hired by
theTeachers Retirement System after the approval af¢helaw may only become members of
the Teachers Retirement System, @gfive teacher employees of the Department of Education
are members of the Teachers Retirement System, anic@nyed teachers working in private
schools or other educational ongegations may elect to become members of the Teachers
Retirement System as long as the required employer and emmptowributions are satisfied.
Currently, there are no teachers from private schools or other educational institutions
participating in théleachers Retirement System.

The following table shows the number of active members, retired members, disabled
members and beneficiaries and terminated vested members for each of theeRetBgstems
as of June 30, 2011

Participant Data
(as of June 302011)

Terminated
Active Retired Disabled Vested
Members Members Members Beneficiaries Members? Total

Employees Retirement System
Act 447 Participants 30,057 79,177 16,208 13,073 - 138,515
Act 1 Participants 50,346 4,239 462 32 - 55,079
System 2000 Participants 55,569 - - - - 55,569
Total 135,972 83,416 16,670 13,105 - 249,163
Teachers Retirement System 43,402 30,431 2,095 2,835 768 79,531
Judiciary Retirement System 362 335 0 56 48 801

@ Represents generally members who ceased employment without the right to a retinenuétyt and are due a refund of member
contributions and, if applicable, employer contributions, plus interest thereon. There are terminated vested membEmsptiytes
Retirement System, but the Employees Retirement System does not possess riiabléhgeamount of such members.

The Commonwealth central government (consisting of department and agencies) is not
the only employer participating in the Employees Retirement System. The municipalities and
most public corporations participate as empieyas well with respect to their employees.
However, the assets contributed by the Commonwealth central government and all other
employers are invested together and not otherwise segregated. As of June 30, 2011, the central
government was responsible foiaking contributions with respect to 82,554 active members of
the Employees Retirement System, or 60.7% of total active members (consisting of 19,230 Act
447 Participants, 33,347 Act 1 Participants and 29,977 System 2000 Participants).
Municipalities were responsible for 32,264, or 23.7%, active members, and public corporations
were responsible for 21,154, or 15.6%, active members.

Funding Requirements. The Commonwealthcentral government isesponsible for
approximately 5% of total employer contribigns to the Employees Retirement System, and
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the other 4% is the responsibility of public corporations and municipalities. The
Commonwealthcentral government is also responsible for 100% and 99% of total employer
contributions to the Judiciary and Teach Retirement Systems, respectively. Retirement and
relatedbenefits provided by the Retirement Systemd requied contributions to the Retirement
Systems by employers and employees are determined by law ratien by actuarial
requirements. The Comnonwealth isultimately responsible for any fumd) deficiency with
respect to central govament employees in the thrBetirement System

As of July 1, 2011, after the adoption of Act 116, the statutory employer contribution for
the Employees Retiremer@ystem increased from a minimum #275% to a minimum of
10.275% of coveregayroll. Covered payroll is the compensation regularly paid to active
employees on which contributions to the retirement systems are computed and is generally
equivalent to thir annual salary. Themployer contribution ratef 9.275% hadee in effect
since February 1990Act 447 requires that employer contributions cover the difference between
(i) the benefits provided by the System, plus administrative costs, and (i) ritréoations that
employees are required to make to the System. This requirement, however, has not been adhered
to and the level of employer contributions has been limited to the minimum statutory rate.

Required employee contributions for the Employeesr&aent Systm vary according
tohow the individual empl oyeeds ret iacaitye nt b
benefits.

As of July 1, 2011, after the adoption of Act 1ife statutory employer contribution for
the Teachers Retirement System @aged from 8.5% to 9.5% of coveneayroll. The statutory
employee contribution for the Teachers Retirement System is 9.0% of covered. pagralhe
Judiciary Retirement Systenie employer contribution is 30.34% of covepayroll and 8% for
the empbyees. The employer contribution rate for the Judiciary Retirement System increased
from 20.0% to 30.3% of payroll as of July 1, 2008

Benefits and Special Benefits Each Retirement System provides basic benefits
principally consisting of a retiremennmuity and death and disability benefits (collectively
referred to herein as )i Balsalsoad®ipisarsebemefid grantked o n  E
under various special laws that hayeovided additional benefits fothe retirees and
bend i ci aries (collectively referred t & Theer ei n
System Administered Pension Benefits include, among others, additional minimum pension,
death and idability benefits, athoc costof-living adjustments and summer and Christmas
bonuses. See Note 20 to the Commonweal thdos a
includedintheCompr ehensi ve Annual Financi alof®taport c
summary of the benefits provided by each of the Retirement Systems.

The System Administered Pension Benefits are funded on-aspau-go basis by the
Commonwealth from the General Fund or by the participating public corporation and
municipalities These benefits are not an obligation of the respective Retirement Systems.
Except for the System Administered Pension Benefits corresponding to former employees of
municipalities and public corporations, which are obligations of the npalittes and public
corporations, rost of the funds used tooeer these benefits are required to be daydthe
Commonwealth tlough annual appropriations from the General Fund. Historically, however,
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the Retirement Systems have made current paymentgstérs Administered Pension Benefits
to participants butthe costs ofthese pension benefits havet been recuperated by the
Retirement Systems full and on a timely basis from the Commonwealth and the participating
public corporations and municipalities

Through June 30, 200hdTeachers Retiremeftystem had paid $119.6 millidrom its
resourcego cover System Administered Pension Bendfit should have lea received from
the Commonwealth through annual appropriatio@n May31, 2004, theleacters Retirement
System made a claim ©OMB to collect this amoun OMB disputed he Teachers Retirement
Syst embs nof tedaingSysten Administered Pension Benefit [&avithe effect that
the Commonwealth is required to reimburse the TeachdmreRent System for suchenefits
paid During 2009, the Departent of Education paid $12.2 millidghat was parbf the amounts
claimed to OMB. On April 23, 2010, OMB and th&eachers Retiremer8ystemsettled the
remaining claim for $53.8 million, toebpaidin five equal installments of $10.8 million during
the nextfive fiscal years starting in fiscal year 2011n July 2011, the Teachers Retirement
System received the second installment.

The Employees Retirement System is also seeking reimbursefnem the
Commonwealth, the municipalities and public corporations in the amowampobximately$78
million, $24 million and $10 million, respectively, for cumulative System Administered Pension
Benefits paid to its benefaries through Jung0, 2011.

Composition and Market Value of Investment Portfoliés. of June 30, 2011, the market
val ue of t he Empl oyees Ret i roewas 5424 SBijioht e md s
(unaudited), compared to 8488 billion as of June 30, 2010As of June 30, 2011, the
investment portfolio was comprised of approximately 31.4% of U.S. domestic and international
equity investments, 24.5% of fixed income securities, 30.5% of internally managed mortgage
and personal loans portfolio, D2 of shorterm cash equivalentsand 1.6% of other
investments. As of September 30, 2011, the market value of the Employees Retirement
Systands i nvest ment 046 llion. fThel decreasay im valué & the investment
portfolio since June 30, 2011 principally refleasirket fluctuabns andthe continued use of
investment portfolio assets to pay @nt benefitsas discussed below

As of June 30, 2011, the market value of t
portfolio was $2.338 billion (unaudited), compared to $2.157 bili®of June 30, 2010. As of
June 30, 2011, the investment portfolio was comprised of approximately 51.9% of U.S. domestic
and international equity investments, 26.3% of fixed income securities, 17.5% of internally
managed mortgage and personal loans @atf3.1% of shorterm cash equivalents, and 1.1%
of other investments. As of September 30, 2011, the market value of the Teachers Retirement
Systembs invest ment .pToedecreask in valuewodtbe irdedtmdn 3 bi | |
portfolio since Jun&0, 2011 principally reflectiarket fluctuations anthe continued use of
investment portfolio assets to pay @ant benefitsas discussed below.

As of June 30, 2011, the mar ket valwue of
portfolio was $60.6nillion (unaudited), compared to $80.5 million as of June 30, 2010. As of
June 30, 2011, the investment portfolio was comprised of approximately 31.9% of U.S. domestic
and international equity investments, 59.3% of fixed income securities, 1.2% of ligterna
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managed mortgage and personal loans portfolio, and 7.6% oftetmartash equivalents. As of
September 30, 2011, the market value of the J
was $65.9 million.

Actuarial Valuatiors of the Retirement Symns. Historically, each of the Retirement
Systems has conducted an actuarial valuation as of the end of every two fiscal years. However,
due to the deterioration of the funding status of the Retirement Systems, as discussed below,
each of the Retireme®&ystems began conducting annual actuarial valuations effective June 30,
2009. The latest actuarial valuations were conducted by Milliman Inc., a firm of independent
consulting actuaries, as dfine 30, 2010.

Informational copies of the actuarial valwati reports of the Employees Retirement
System and the Judiciary Retirement System as well as other financial information are available
on the website of the Administrati of the Retirement Systems atww.retiro.pr.gov
Informational copies of the actuakivaluation report of the Teachers Retirement System as well
as other financial information are available at the website of the Teachers Retirememt &yst
www.srmpr.gov. No information contained on these websites is deemed incorporated herein by
reference.

The purpose of an actuarial valuation is to calculate the actuarial accrued liability of each
of the Retirement Systems, which estimates on the basis of demographic and economic
assumptions the present value of the benefits that each of the Reti®@ystems will pay to its
retired members and active members upon retirement. The actuarial valuations are performed in
accordance with generally recognized and accepted actuarial principles and practices. The
actuarial valuation compares the actuaaiadrued liability with the actuarial value of assets and
any excess of that liability over the assets represents an unfundediaciccrued liability
( A U AoAdf the applicable Retirement System. In the case of the actuarial valuatitives of
Retirement Systems, the actuarial value of assets is equal to the market value of assets (net of
liabilities). An actuarial valuation will also express the percentage that a Retirement System is
funded through a MAFunded tiattolbtaanéd bw Hividing ther e pr e
actuarial value of assets of the Retirement System by the actuarial accrued liability of the
Retirement System. An actuarial valuation will also state an actuarially recommended
contribution rate, which is a recommended rafe covered payroll that consists of two
components: (1) normal cost, which generally represents the portion of the present value of
retirement benefits that are allocable to ac
amortized portion of the UAAL. Ae amount that the Commonwealth and other participating
entities actually contribute to the Retirement Systems is determined by statute and does not
follow the recommendations of the actuaries, as discussed above. If additional employer
contributionsweré¢ o be made, they would have to be inc
and approved by the Legislature.

To calculate tb actuarial accrued liahily of each of the Retirement Systenthe
actuarial valuations use several actuarial assumpti@mne examples of these assumptions
include an expected rate of return of assets, age of retirement of active members, future pay
increases for current employees, assumed rates of disability aneenpulsyment life
expectanies of retirees and beneficiariedf the experience of the Retirement Systeras
different from these assumpt®nthe UAAL of the Retirement Systemmay increase or decrease
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to the extent of any variancesAs discussed below, the actual return of assets of each of the
Retirement Systemsaudng fiscal year 2009 was significantly lower than the assumed investment
return utilized to prepare the actuarial accrued liability. The actual return of assets of each of the
Retirement Systems for fiscal year 2046d 2011 however, was higher thanethasumed
investment return used prepare the actuarigbluationsas of June 30, 2010The Retirement
Systems expect that the assumed investment return to be used in the actuarial valuations as of
June 30, 2011, which are currently being prepared,bgillower than the assumed investment
return used in the actuarial valuations as of June 30, 2010, which in turn will cause an increase in
the UAAL.

The actual rate of return @ssets othe Retirement Systendepends on the performance
of their respectig investment portfoligswhich can vary materially from the expected rates of
return assumed in the actuarial valuation§he investment portfolioof the respective
Retirement Systems can elatile. The value of the securities in the investment pbasocan
dramatically change from one fiscagar to the next, which could, in turn, cause substantial
increases or decrezs in the net assets of the Retirement Systems, which directly impacts the
UAAL. For fiscal year 2009, the annusahtes of return of the asses of the Employees
Retirement System, the Teachers Retirement System and the Judiciary Retirement System was
negative 10.%, negative 16.0% and negative 18.2%spectively, contributing to the increase in
the UAAL of the Retirement Systems betmefiscal yea2007 and fiscal gar 2009. For fiscal
year 2010, thgrearend return of the astseof the Employees Retirement System, the Teachers
Retirement System and the Judiciary Retirement System was, 82%% and 12.7%,
respectively. For fiscalgar 2011, thgearend return of the astseof the Employees Retirement
System, the Teachers Retirement System and the Judiciary Retireystemn Svas 16%,
22.9% and20.3%, respectively.

The June30, 2010 actuarial valuatio; of the Employees Retireme@ystem and
Judiciary Retirement System wecenp | et ed i n accordancer endiitthdo t h
method and assumed an investireturn of7.5%per year and yearlsalary increases of 3% per
year. Under this method, a projected benefit is determaned each acti ve partic
retirement age assuming future compensation increases, and the projected benefit is attributed to
each year of service using straight proration based on projected service to each assumed
retirement a g eal cost ig theesunp o¢f the @resentnvalue of the portion of each
active participantés projected benefit attrib

TheJune 30, 201@ctuarial valuatiorf the Teachers Retirement Systams completed
in accordance withthBent r y age n o assumedoan investnment cetura of @&
year andyearly salary increases of 3.5%nder this method, a projected benefit is determined at
each active participantés assumed r et iTheement
pl andéds nor mal cost i's the sum of each active
service determined such that, if it were calculated as a level percentage of his compensation each
year, it would accumulate (at the valuation interest mater his total prior and future years of
service to the participantds assumed retirem
participantodés projected benefits.

Any amounts receivable from the Commonwealth wspect to benefits under System
Administered Pension Benefits laws (discussed abareeconsidered in the actuarialuation
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process to determine the unfunded pension fiieslgigation of theRetirement Systesto the
extent receivables are recognized as such by the System

In performing the actuarial valuations, the actuaries rely on data provided by the
Retirement Systems. Although the actuaries review the data for reasonableness and consistency,
they do not audit or verify the data. If the data were inaccurate or incomplete, te otthe
actuarial valuations may also be inaccurate or incomplete, and such defects may be material.

The following tables set forth, according to the actuarial valuations of the Retirement
Systems, the actuarial value of assets, actuarial accruedtyliabihAL, funded ratio, covered
payroll and UAAL as a percentage of covered payroll. The ratio of the UAAL to covered payroll
is a measure of the significance of the UAAL relative to the capacity to pay it. The trend in the
ratio provides information a® whether the financial strength of a pension plan is improving or
deteriorating over ti me. As shown in the #fAHi
in the UAAL to covered payroll for each of the Retirement Systems shows a significant
deteioration in their financial strength.
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Employees Retirement System...........
Teachers Retirement System..............
Judiciary Retirement System...............

(" The actuarial value of assets of each of the Retirement Systems is set forth in the actuarial valuation relating tceesit Bgstem and is equal to the full market value of

Funding Status

Actuarial Valuations as of June 30, 200

(in millions)
Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered of Covered
of Asset§? Liability @ Liability ®  Ratio®  Payroll® Payroll®
............... $1,667 $19,502 $17,834 8.5% $3,818 467.1%
............... 2,222 9,280 7,058 23.9 1,370 515.0
............... 55 338 283 16.4 32 882.0
$3,944 $29,120 $25,175 13.5% $5220 482.3%

the assets held by the Retirement Systems, including expected receivable contributions from the Commonwealth, muaraippéitiésipating public corporations, less

bonds payable and other liabilities.

®) The actuarial accrued liability of each of the iR@hent Systems is set forth in the actuarial valuation relating to each Retirement System and is an estimate based on

demographic and economic assumptions of the present value of benefits that the Retirement System will pay during tHéeasspewtacies of the applicable retired
members and active members after they retire.

©) The UAAL of each of the Retirement Systems is set forth in the actuarial valuation relating to each Retirement Systéuntanbder@imount of the excess of the actuarial

accried liability of a Retirement System over its actuarial value of assets. The indicated amounts reflect the UAAL as qalcsiaad to the requirements of the

Government Accounting

Standards

BoarGQAFR. i GASBO)

for purposes of presentation

(19 The Finded Ratio of each of the Retirement Systems is presented in the actuarial valuation relating to each Retirement Ssfiéets #rel quotient obtained by dividing

the actuarial value of assets of the Retirement System by the actuarial accrued GafigyRetirement System. The indicated percentages reflect the Funded Ratio as

calculated pursuant to the requirements of GASBtoposes of presentation in the CAFR

Y The covered payroll of each of the Retirement Systems is presented in the actlaaigbn relating teachRetirement System and is equal to the annual salaries paid to

active employees on which contributions to the Retirement System are made.

(2 The UAAL as a percentage of covered payroll is presented in the actuarial valuation tel&au Retirement System and reflects the quotient obtained by dividing the
UAAL of the Retirement System by the covered payroll of the Retirement System.

Source: Atuarial valuation reports as of June 3010 for each of thRetirement Systems.

Histori cal Funding Statug”

Actuarial Valuations as ofthe Indicated Fiscal Years

(in millions)
Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered of Covered
Fiscal Year Ending June 30, of Assets Liability Liability Ratio Payroll Payroll
Employees Retirement System
2005, it $2,328 $13,969 $11,641 16.7% $4,126 282.2%
2007 et 2,892 16,770 13,878 17.2 4,246 326.8
2009......cc e 1,851 18,944 17,092 9.8 4,293 398.2
2010 it 1,667 19,502 17,834 8.5 3,818 467.1
Teachers Retirement System
2004......cciiieie e $2,403 $4,702 $2,299 51.1% $1,294 177.7%
2007t 3,163 7,756 4,593 40.8 1,370 335.3
2009......cc e 2,158 8,722 6,564 24.7 1,418 462.8
20100 e 2,222 9,280 7,058 23.9 1,370 515.0
Judiciary Retirement System
2005, it $70 $174 $105 40.0% $29 356.8%
2007 81 259 177 315 31 566.6
2009, e 51 324 273 15.6 31 893.7
20100 it 55 338 283 16.4 32 882.0

@ Pplease refer to the footnotes of the immediately preceding table for an explanation of the categories set forth in shef dukitable.
Source: Actuarial valuation reports as of June 30 of the fiscal years indicated above for each of the Retirement Systems.
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The following table shows the actuarially recommended contributions, actual employer
contributions and resulting amountfunded and percent contributed for each of the Retirement
Systemsdé | ast four fiscal years.

Schedule of Employer Contributions
to Retirement Systems

(in millions)
Actuarially Actual
Recommended Employer Amount Percent
Fiscal Year Ending June 30, Contributions ® Contributions®  Unfunded® Contributed
Employees Retirement System
2008 $1,191 $581 $610 48.8%
2009 1,259 595 664 47.2
2010 1,460 534 926 36.6
2011 1,547 542 1,005 35.0
Teachers Retirement System
2008 $341 $159 $182 46.6%
2009 394 173 221 43.9
2010 477 166 311 34.9
2011 528 165 363 313
Judiciary Retirement System
2008 $20 $7 $13 36.7%
2009 22 11 11 50.0
2010 28 11 17 39.1
2011 30 11 19 36.1
Total
2008 $1,553 $748 $805 48.1%
2009 1,675 778 897 46.4
2010 1,965 710 1,255 36.1
2011 2,105 718 1,387 34.1

@ The actuarially recommended contributicarebased on the information contained in the actuashlations for the Retirement Systems as
of June 30, 2010

@ The actual employer contributions for fisgeear 2011 are based on the statutory employer contribution plus the expecaslypaygo
contributions for System Administered Pension Benefits, as set forth in the actuarial valuations as of June 30, 2010.

©®  Represents the difference between the actlaniecommended persi contribution and the actuabntributon from the participating
employers

Source: Information regarding the actuarially recommended contributiondevaved from the June 30, 204€tuarial valuation repts for the
Retirement Sstems Information regarding the @l contributions for the Retirement Systems was provided by the Retirement Systems

Based on the current funding requirements of the Retirement Systems, the df A#d_
RetirementSystens will continue to increasendefinitely into the future instead of being
amortized and future scheduled contributions at the current funding rates will not be sufficient to
make future benefit payments when dueddiional funding from the Commonwealth will
ultimately be necessary to & such unfunded obligation. It is estimated that the
Commonwealth would be responsible for approximately 64% of any such funding deficiency of
the Employees Retirement System and approximately 74% of the combined funding deficiency
of the Retirement Sysms, with the balance being the responsibility of the municipalities and
participating public corporations.

FundingShortfalls. For several fiscal years, actual employer and employee contributions
to each of the Retirement Systems have been lower tharalaBasic System Pension Benefits
payments and administrative expenses. These shortfalls in contributions over the amounts
required to pay Basic System Pension Benefi
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shortfalls. o Thioveevef, domat ireflegt the dctual cashdldwl pssjtion of the
Retirement Systems, which is affected, among other things, by their investment and financing
activities. One type of investment that has particularly contributed to the deterioration of the
Rei r ement Systemsdé6 actual cash position has
me mber s, as d i s c kestere @hat bHave Contributeddte Deteripration in
Financial Solvency of thEmployeefetirement Systemo

The Retirement Systems haween forced to cover the funding shortfalls with investment
income, loans from financial institutions and various-necurring sources of funds. In some
fiscal years, the funding shortfall has also exceeded the investment income of the Retirement
Systems causing the Systemsédé assets to decline a

Besides using investment income to cover benefit paymém<E£mployees Regment
System has covered some of its historical funding shortfalls with the sale of invegtrtésito
assets and proceeds of loans from the Treasury Department or other financial institutions, some

of which have been collateralized with the ¢
Retirement System issued approximately $2.9 billion of SeRersion Funding Bonds (the
APension Bondso), for which repayment the Emp

contributions made after the issuance of the bonds. The Pension Bonds increased the funds of
the Employees Retirement System currentigilable to pay pension benefits. Although the

original expectation was that the Employees
proceeds of the Pension Bonds would exceed the cost of the debt, as further discussed below, the
Employees Retiremel@y st emdés i nvestment earnings on the

in fact been lower than the cost of the Pension Bonds. As a result of market declines since the
issuance of the Pension Bonds, the market value of some of the investments madasioth Pe
Bonds proceeds is below their original cost. Thus, to date, the Pension Bonds transactions have
negatively affected the UAAL of the Employees Retirement System.
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The table below shows the funding shortfalls for each of the last five fiscal yeaacfor
of the Retirement Systems.

Funding Shortfalls
(in millions)

Basic System
Benefit
Payments and
Employer and Member  Administrative Net Funding
Fiscal Year Ending June 30, Contributions® Expense& Shortfall

Employees Retirement System

2007 713.2 (823.1) (109.9)
2008 726.4 (1,011.3) (284.9)
2009 762.4 (1,190.3) (427.9)
2010 726.5 (1,269.0) (542.5)
2011 671.5 (1,364.3 (692.9
Teachers Retirement System
2007 256.5 (387.9) (131.4)
2008 248.8 (439.9) (191.1)
2009 262.9 (443.9) (181.0)
2010 249.3 (499.5) (250.2)
2011 236.1 (504.D (268.1)
Judiciary Retirement System
2007 9.5 (14.7) (5.3)
2008 9.8 (15.4) (5.6)
2009 13.1 (17.2) (4.1)
2010 13.1 (18.4) (5.3)
2011 12.8 (19.2 (6.5)

@) Represents the statutoeynployer and member contributions and does not include amounts received from employers on account of System
Administered Pension Benefits.

@ Includes, in the case of the Employees Retirement System, principal and interest paid on the Pension fBwadlydars 2008, 2009 and
2010and 2011in the amounts of $47 millior§187 million,$188 millionand $189 million respectively.

Sourcelnformation obtained from each of the Retirement Systems

The Employees Retirement System anticipates that, basékeocurrent contributions
and benefit structure, its future cash flow needs for disbursement of benefits to parficipants
administrative expenses and debt sendce likely to continue to exceed the sum of the
employer and employee contributions recdiand its investment and other recurring income.
For fiscal year 201,2he Employees Retirement System expects to have a funding shortfall (after
payment of debt ser# on the Pension Bonds) of $741 milliand this negative trend is
expected to continue Based on the Employees Retiremen
disbursement projections (which reflect continued funding shortfalls) and other assumptions, the
actuarial valuation as of June 30, 2010 states that the System is being rapidly disfunded and
projects that its net assets (total assets minus the Pension Bonds and other liabilities) will be
depleted by fiscal year 2014 and its gross assets evdeipleted by fiscal year 201%his means
that during the period from fiscal year 2014 throughdiisear 2019, benefits are expected to be
paid from the proceeds of the Pension Bonds, and that after depletion of the gross assets, there
would be no funds remaining to pay pension benefits or debt service on the pension obligation
bonds. As a result othe increases in employer contributions adopted in July 2011, as described
below, the Administrator of the Retirement Systems projects that the period before depletion of
the assets will be extended by three to four years.
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The Teachers Retirement Systéws also covered fundinghortfdls during the prior
five fiscal years through the sale of investment portfolio assé&tsr fiscal year 2012the
Teachers Retirement System expects to have a funding shortfall of approxim&@Imiiion,
and this negate trend is expected to continueBased on the Teachers Retirement Sy8tem
current funding and disbursement projections (which reflect continued funding shortfalls) and
other assumptions, the actuarial valuation as of June 30, 2010 states that theisShsiam
gradually disfunded and projects that its net and gross assets will be depleted by fiscal year 2020.
As a result of the increases in employer contributions adopted in July 2011, as described below,
the Administrator of the Retirement Systemsjgets that the period before depletion of the
assets will be extended by three to four years.

The Judiciary Retirement System haso experienced fundinghortfalls duringhe last
five fiscal years and has used investment income to cover some of toheallsh For fiscal
year 2012the Judiciary Retirement System expects to have a fustiogfall of approximately
$8.5 million, and this negative trend is expected to continue. Based on the Judiciary Retirement
Systembs current f u praectiong (which drefledti ceninued sfendirey n
shortfalls) and other assumptions, the actuarial valuation as of June 30, 2010 states that the
System is being disfunded and projects that its net and gross assets will be depleted by fiscal year
2018.

The esimated years for depletion of the assets stated above could vary depending on how
actual results differ from the assumptions used in the actuarial valuations, as well as based on
any future changes to the contribution and benefits structures of the Retif8ystems.

The consulting actuaries have recommended that the funding requirements of the
Retirement Systems be significantly increased in light of (i) the expected negative net cash flows
and exhaustion of plan assets, (ii) the forecasted decreasendedfistatus, and (iii) the
actuarially recommended contributions which significantly exceed actual employer
contributions.

Factors That Have Contributed to Deterioration in Financial Solvency oEthployees
Retirement SystemOn June 30, 2010, the Empéms Retirement System and GDB, as fiscal
agent , retained Conwa ¥ finkleial lidvisoryifien, to identify agdi C M1 0
analyze key events and decisions that have contributed to the current financial crisis of the
Employees Retirenrm¢ System, including the deterioration of its funded ratio. CMI issued its
report in October 2010. In its report, CMI identified the following five factors as fundamental in
the deterioration of the financial health of the Employees Retirement Sysetist(rical
inadequate funding procedures, (ii) special laws, (iii) early retirement programs, (iv) personal
loans, and (v) the 2008 issuances of Pension Bonds.

The report reviews the historical funding levels of the Employees Retirement System and
conclules that the Employees Retirement System has been underfunded since its inception in
1951, essentially as a result of statutory funding rates that fall below actuarially determined
contribution rates. In addition to inadequate annual contributions, CMk ribat investment
returns and other recurring income have been insufficient to cover annual benefit payments and
operating expenses, resulting in cash flow shortfalls that have forced the Employees Retirement
System to liquidate plan assets.
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CMI also idantified the enactment of numerous special laws, which have granted
incremental retirement benefits to participants beyond those provided by Act 447 and Act 1 of
1990, as having exacerbated the deteriorating financial condition of the Employees Retirement
System. Many special laws were adopted without the Government securing a viabkerhong
source of funding for such additional benefits, including the adoption of special laws during
periods when the Government was incurring in budgetary deficits. rAsudt, the Employees
Retirement System was forced to fund the benefits granted under these special laws, resulting in
significant pastlue receivables from the Commonwealth and participating public corporations
and municipalities.

The adoption of severahrly retirement programs is also identified as having affected the
financial solvency of the Employees Retirement System. These programs were adopted in order
to reduce the size of the public workforce and thereby decrease payroll costs. These programs,
however, were generally not accompanied byfropt funding of the associated retirement costs
and had a negative cash flow impact on the Employees Retirement System as the System funded
early retirement benefits without timely reimbursement from the Camwealth or sponsoring
public corporation or municipality. In addition, the CMI report notes that it appears that many of
these programs did not ultimately result in their intended goals of reducing the size of the public
workforce.

Another factor identied by CMI as having contributed to the deterioration of the
Employees Retirement System is the adoption in 2007 of an increase in the maximum loan
balance for personal loans to members, from $5,000 to $15,000. This increase has resulted in a
significant cash flow drain to the Employees Retirement System, amounting to approximately
$600 million during the last four fiscal years. Although the loans are secured by the employee
contributions and collected through payroll withholdings, the significant caghtfl provide
personal loans has required the liquidation of plan assets. As a result, a significant percentage of
the Employees Retirement Systembs assets are
investments.

The CMI report also addressed tBB08 issuances of approximately $2.9 billion in
Pension Bonds. The Pension Bonds were issued with the intent of increasing the funds available
to theEmployees Retirement System to pay benefit obligations and to reduce the UAAL. The
Employees Retiremer8ystem expected to achieve these goals by investing the proceeds of the
Pension Bonds at a higher return than the cost of the debt, thereby achieving a positive arbitrage.
However, CMI found that potential risks were not thoroughly or properly analyipefdct, the
investment of the Pension Bonds proceeds have resulted in a negative arbitrage as the Pension
Bonds are currently costing the System more than what it is earning on the investment proceeds.
Thus, to date, the transactions have worseneduhdetl ratio of the Employees Retirement
System.

Finally, the CMI report addresses governance deficiencies and states that many of the
measures described above, and in particular the issuances of Pension Bonds, were adopted and
implemented without conductinany rigorous analysis of their impact on the financial condition
of the Employees Retirement System and the risks associated with the measures. The report
concludes that immediate and dramatic changes to the structure of the Employees Retirement
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Systemar e necessary to avoid full depletion of
discussed above.

Impact of Funding Shortfall on the Commonwealtiihe Commonwealth and other
participating employers are ultimately responsible for any funding defigien theRetirement
Systens. The depletion of the assets available to cover retirement benefits will require the
Commonwealth and other participating employers to cover such funding deficiBo@yto its
multi-year fiscal imbalancepreviously mentiored, however,the Commonwealth is currently
unable to make the actuarially recommended contributions t®etieementSystems. If the
Commonwealth faildo take actiorto address theetirementsy st ems 6 funding def
continued use of investmenmissets to pay benefits as a result of funding shortfalls and the
resulting depletion of assets could adversely affect the ability dReéti;ementSystems to meet
the rates of return assumed in the actuarial valuations, which could in turn result imiean ea
depletion of theRetirementSy st ems 6 assets and a significant
accrued I|iability. Ulti mately, since the Col
significant amount of the funding deficiency, the Commontheabuld have difficulty funding
the annual required contributions unless it implements significant reforms to the retirement
systems, obtains additional revenues, or takes other budgetary measures.

Efforts to Address Cash Flow Shortfall and Improve Fugdiatio. The Retirement
Systens isevaluating measures to improve the financial solvency of the Retirement Sydtems
order to maintain the lonerm fis@al integrity of the Retirement Systerasd their ability to pay
required benefits to tiremembers a combination of some or all of the following will be
required: (i)a substantiaincrease in contributions by the Commonwealth and the participating
employersand (i) actions resulting in changes liabilities of the Retirement System8ecause
of the multryear fiscal imbalances mentioned above, the Commonwealth is currently unable to
make the actuarially recommended contributions to the retirement systems.

In March 2010, the Governor of Puerto Rico established a special commission to make
recommendtions for improving the financial solvency of tlRetirementSystens. The
Commi ssion issued its report on October 21, 2
consensus set of recommendations for addressing the financial solvency of the Retirement
Systems, but rather discusses the principal recommendations made by different members of the
Commission in the following areas: (i) employer and employee contributions, (ii) benefit
structure, (iii) retirement age, (iv) benefits under special laws, (I edirement programs, (vi)
mortgage loans and personal loans, and (vii) governance structure. All members of the
Commission agreed that there has to be an increase in employer contributions, while some
members also recommended an increase in employggbeion rates. One of the proposals
was that employer contribution rates be increased by 1% of payroll per year for the next 10 to 15
years. In the benefits areas, the recommendations included various proposals to reduce or limit
benefits, such as elinating merit pensions, establishing caps on benefits, increasing the
retirement age in order to receive full benefits and modifying or eliminating some benefits
granted under special laws. Some members of the Commission also recommended prohibiting
all future early retirement programs unless they are actuarially positive to the Retirement
Systems. In order to address the liquidity position of the Retirement Systems, various members
of the Commission recommended eliminating the loan programs or resfticgir use. Various
members also commented that improvements to the governance structure of the Retirement
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Systems was necessary, as it appeared that in the past governance had not been as rigorous as it
should have been. Other recommendations inclutge@asing penalties for late payments by
participating employers and creating other dedicated revenue sources for the Retirement
Systems, such as a special lottery drawing or a special tax on government contractors.

The administration assigned to a tafskce headed by the Secretary of Labor the
evaluation of the ComWAs aresultontd@G® mMmmeésesmmmaedd atr ie@ o
t he Gover nasetmetGovernoasulanittgd variobdls to the Legislative Assembly to
address in parttherettee nt systemsdé financi al condition.
Act 96. On June 23,1, in accordance with A&6, $162.5 million of funds on deposit in the
Corpus Account of the Puerto Rico InfrastructrevelopmentFund were contributed tde
Employees Retirement System and invested in capital appreciation bonds issued by COFINA
maturing annually on August 1, 2043 through 2048 and accreting interest at a rate of 7%. The
principal amount of the COFINA bonds will grow to an aggregate amduap@roximately
$1.65 billion at their maturity dates.

Anotherbill submitted by the Governor was enacted\as114andAct 116 These Acts
provide an increase in employer contributions to the Employee Retirement System and the
Teachers Retirement Systerh1% of covered payroll in each of the next five fiscal years and by
1.25% of covered payroll in each of the following five fiscal years. As a result of these
increases, the Employee Retirement System and the Teachers Retirement System would receive
appoximately $36 million and $14 million, respectively, in additional employer contributions
during fiscal year 2012, and the additional employer contributions are projected to increase
gradually each fiscal year (by an average aggregate increase of $ioh pdli fiscal year) to
approximately $494 million and $195 million, respectively, by fiscal year 2021. The additional
employer contributions for fiscal year 2012 have been included in the approved budget for such
fiscal year. With respect to the increasin the employer contributions corresponding to the
municipalities, Act 116 provides that the increases for fiscal years 2012, 2013 and 2014 will be
paid for by the Commonwealth from the General Fund budget, representing approxirGaely $
million, $12.8million and $19.7 millionin fiscal yeas 2012 2013 and 2014, respectivelyhe
tables below show the projected additional contributions to the Employees Retirement System
and the Teachers Retirement System as a result of Act 116 based on the expgctiéd p
assumptions used in the actuarial reports as of June 30, Z6&80Government expects that the
portion of the additionaémployercontributions under Aci14 and Act 116 corresponding to
employees whose salaries are reimbursed to the Commonweattie lFederal government
under various programs will also be received from the Federal government and thus will not be
an additional burden on the General Fund. The Government is currently evaluating what portion
of the additional employer contributiortseixpects to recover frothe Federal government under
such programs.
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Projected Additional Employer Contributions
Employees Retirement System

($in millions)
Original Additional Total
Employer Employer Employer Original Additional Total
Fiscal Contribution Contribution  Contribution Expected Employer Employer Employer
Year Rate Rate Rate Payroll Contribution  Contribution  Contribution
2011 9.275% 0.000% 9.275% $3,610 $335 $ 0 $335
2012 9.275% 1.000% 10.275% 3,674 341 36 377
2013 9.275% 2.000% 11.275% 3,750 348 75 423
2014 9.275% 3.000% 12.275% 3,826 355 115 470
2015 9.275% 4.000% 13.275% 3,900 362 156 518
2016 9.275% 5.000% 14.275% 3,978 369 199 568
2017 9.275% 6.250% 15.525% 4,055 376 253 629
2018 9.275% 7.500% 16.775% 4,133 383 310 693
2019 9.275% 8.750% 18.025% 4,212 391 368 759
2020 9.275% 10.000% 19.275% 4,295 398 430 828
2021 9.275% 11.250% 20.525% 4,383 406 494 900

Projected Additional Employer Contributions
Teachers Retirement System

($in millions)
Original Additional Total
Employer Employer Employer Original Additional Total
Fiscal Contribution Contribution  Contribution Expected Employer Employer Employer
Year Rate Rate Rate Payroll Contribution  Contribution  Contribution
2011 8.500% 0.00% 8.50% $1,344 $114 $ 0 $114
2012 8.500% 1.00% 9.50% 1,382 117 14 131
2013 8.500% 2.00% 10.50% 1,421 121 28 149
2014 8.500% 3.00% 11.50% 1,459 124 44 168
2015 8.500% 4.00% 12.50% 1,498 127 60 187
2016 8.500% 5.00% 13.50% 1,538 131 77 208
2017 8.500% 6.25% 14.75% 1,578 134 99 233
2018 8.500% 7.50% 16.00% 1,618 137 122 259
2019 8.500% 8.75% 17.25% 1,657 141 145 286
2020 8.500% 10.00% 18.50% 1,695 144 170 314
2021 8.500% 11.25% 19.75% 1,734 147 195 342

Because of t he Commonweal t hoés ¢ unificamt n t b uc
underfunding of the Retirement Systems discussed above, however, improving the financial
solvency of the Retirement Systems will require the adoption of other measures mentioned above
and it will take several years before a significant improvenerdchieved. The financial
situation of the Retirement Systems presents a budgetary challenge to the Commonwealth. The
required increase in employer contributions may have an adverse impact on the
Commonweal thdés budgetary situation.

A fourth bill with respect to the Employees Retirement Systeas enacted as Act No.
196 of September 18, 2011, which authorized the Employees Retirement System to sell or pledge
personal and mortgage loans in its portfolio. This bill also set up a loan program for meimbers o
the Employees Retirement System thorough certain financial institutions, while also limiting the
amount of employee contributions that a member can pledge as collateral for a loan.
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In addition to these measures, on August 8, 2011, the Board of Trustees€Employees
Retirement System adopted a new regulatiegarding the rules relating tbe concession of
personal loans to its members, which, among other changes, lowered the maximum amount of
those loans from $15,000 to $5,000. This change is exgbeict improve gradually the
Empl oyees Retirement Systemdés | iquidity.

On July 2, 2010, the GoyvVvkewhrtmedesignese toaeducee d Ac
Government expenditures by providing a voluntary early retirement window for central
government employees. At the same time, Act 70 is expected to have a positive actuarial impact
on the UAAL of the Employees Retirement System and the Teachers Retirement System. Under
Act 70, central government employees meeting certain years of seritexa who opted for
early retirement by January 14, 20fdceive a higher pension benefit rate than they would
otherwise be entitled to receive based on their current years of service, but such pension rate is
lower than what they would have been eatitto if they had waited to meet the full vesting
requirements. Pursuant to Act 70, the Commonwealth, as employer, will continue making the
applicable employer contributions to the Employees Retirement System and the Teachers
Retirement System, as well aske payments to cover the annuity payments to the employees
opting for the early retirement window, until both the years of service and age requirements for
full vesting would have occurred, at which time the applicable Retirement System will continue
making the annuity payments. As of September 30, 2011, approximately 8iBpyees
participatel of the benefits provided by Act 70

Statements of Plan Net Assets and Changes in Plan Net.A33wsfollowing tables
present the Statement of Plan Net Assetd Statement of Changes in Plan Net Assetadif of
the Retirement Systems for fiscal years 2008, 22090 ancd2011
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The Commonwealth of Puerto Rico

Empl oyeesd Retirement System
Statements of Plan Net Assets*
As of June 30, 2008, 2009, 20Hhd 2011**
(in thousands)

ASSETS June 30, 2012+ 2010 2009 2008
CASH AND SHORT TERMINVESTMENTS

Deposits at Commercial Banks 220,852 $ 54175 $ 21,792 $ 84,439

Deposis with Treasury Department 134,319 110,931 103,527 23,099

Deposis with GDB:

Unrestricted 51,396 51,446 79,500 54,438
Restricted 411,946 741,082 1,028,878 1515,042

Restricted Cash Bonds 333,153 172,226 193,537 -
Total Castand Short Term Investment 1,151,666 1,129,860 1,427,234 1,677,018
SECURITIES LENDNG, COLLATERAL

INVESTED
Marketable Securities:
Notes and Bonds 963,414 563,454 565,366 547,414
Stocks 1,270,736 1,492,386 1,477,945 2,018,090
Master Repo - - -
Private Equity hvestmerg 65,457 55,307 34,922 42,294
Total Invesments 2,299,607 2,111,147 2,078233 2,607,798
LOANS TO PLAN MEMBERS
Mortgage 148,155 141,588 128,365 116,022
Personal 1,048,982 1,018498 916934 771367
Cultural Trips 75,197 63,729 50,317 38,344
PEC 3,044 2,340 1,827 1,098
Total Loans to Plan Members 1,275,380 1,226155 1,097,443 926831
Investment in PRTA Holdings 0 - - -
Total cash, investments and loans to plan
members 4,726,653 4,467,162 4,602910 5,211,647
RECEIVABLES:
Employers 184,152 273139 289,427 246167
General Fund 6,147 11,222 7,833 854
Judiciary Retirement System 881 19,138 17,942 16,714
Investment Sales 9,546 12,189 24,509 9,800
Accrued Interest 7,594 6,597 6,939 3,279
Dividend Receivable -- -- --
Other 4,595 3,893 5,081 58210
Total Receivables 212,915 326178 351731 335024
CAPITAL ASSETS 8,951 8,964 9,171 9,839
OTHER ASSETS 6,375 7,224 8,892 8,292
Prepaid Bond Cost 32,172 33,267 34,363 35,462
Total assets 4,987,067 4842795 5,007,067 5,600,264
LIABILITIES
Book overdraft 62,843 22,933 37,961 -
Short Term Obligation -- -- --
Payables for securities lending 134,319 110,931 103,527 -
Fundsof Mortgage Loanand Guarantee

InsuranceReserve for Loans 9,596 6,597 6,372 3,863
Investment Purchases 1,854 5277 13926 12,694
Accounts Payable and Accrued Liabilities 12,923 12,250 14,228 9,310
Line of Credit - - -
Bonds Payable 3,003,482 2,981,775 2,961,359 2,942,183
Other Liabilities 24,363 21,798 13,675 12,946
BondslnterestPayable 13,876 13,876 13,876 12,182
Total Liabilities 3,263,256 3,175437 3,164,924 2,993178
Net Assets Held inTrust for Pension Benefits 1,723,811 $1,667,358 $1,842,143 $2,607,086

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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The Commonwealth of Puerto Rico

Empl oyeesd Retirement System
Statements of Changes in Plan Net Assets*
As of June 30, 2008, 2009, 20H0d 201*
(in thousands)
ADDITIONS: June 3Q 2011** 2010 2009 2008
Contributions:
Employer 349,207 $ 381,243 $ 400405 $ 380,833
Participating employees 322,008 345265 362,040 345,614
Other Special Laws 171,842 175,254 141,724
Early Retirement 305 3,399 47,146 16,789
Special Laws 127 187,369 188,843 17,000 884,961
Total Contributiors 858,889 918750 1,001,845 799,282
Investmen{loss)Income: 25,129
Realized Gain or Loss 472,076 148173 (152,583) (238509)
Unrealized Gain or Loss 67,838 (405969 10,347
Dividend Income 7,334 10,663 15,774 115763
Interest Income 335,283 179586 198,734 (87,270)
Total 814,703 406,259 (344,044 446,910
Less Investment Expense 6,483 (7,649 (7,589 6,197
Insurance Premium 24,927
Other Income 49,257 31,783 35878 (62,904)
Net Investment Income 857,477 430,393 (315755
822,034
Total Additions 1,716,366 1,349,143 686,090 1,253,124
DEDUCTIONS: 932,701
Annuities 1,133,926 1,047695 970,843 16,789
SpecialLaws 127 17,000 17,000 18,712
Benefits under Special Laws 187,369 171,842 175254
Death Benefits 7,932 12,968 11,532 3,020
Refundsof Contributions 37,346
Employers 992 1,469 2,013 -
Participating Employees 90,203 43677 32,517 1,092
Personal Loans Adjustment - - 18,204
Insurance Claims on Loans
OtherExpenses 13,199 7,888 22,415 46,996
Administrative Expenses 34,583 33,063 32,590
Interest orBonds 189,342 188055 186869 1,106,472
Total Deductions 1,657,546 1523928 1,451,033 (284,415)
Net (decreaselncrease 58,820 (174,785) (764,943 350,170
2,891501
Net Assets Held in Trust for
Pension Benefits:
Beginning of the Year 1,664,991 1,842,143 2,607,086 $ 380,833
End of Year $1,723,811 $1,667,358 $1,842143 $2,891,501

* Totals maynot 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, 2008, 2009, 2010 and 261
(in thousandg

June 30, 2011** 2010 2009 2008
ASSETS
Cash:
Cash and cash equivalents $ 168,206 $ 72,692 $ 65,885 $ 324,84¢
Cash with fiscal agent 110 - 450 297
Cash restricted - - -
Cash deposited with Government
Development Bank for Puerto Rico 3,291 3,288 3,276 3,25¢
Total Cash 171,608 75,980 69,611 328,39¢
Investments, at fair value:
Bonds and notes 591,769 397,109 425911 490,007
Stocks 1,211,084 1,295,232 1,259,169 1,796,81°
Total investment at fair value 1,802,853 1,692,341 1,685,080 2,286,82:
Other investments:
Mortgage notes acquired from third parties
Private equity investments 25,630 26,683 26,139 37,63(
Total investments 1,828,483 1,719,024 1,711,219 2,324,45¢
Loan to plan members:
Mortgage 128,312 119,937 109,508 103,759
Persnal 276,692 288,463 288,410 271,510
Cultural trips 1,660 1,481 1,462 1,35E
Total loans to plan members 406,664 409,881 399,380 376,62¢
Total investments and loans 2,235,147 2,128,905 2,180,210 3,029,476
Accounts receivable:
Receivable forivestments sold 2,320 332 23,231 4,693
Accrued interest and dividends receivable 3,982 4,584 5,445 6,395
Other 44,883 56,085 2,930 15,141
Total accounts receivable 51,185 61,001 31,606 26,22¢
Property and equipment, net 22,204 22,970 26,167 26,23
Other assets 472 832 876 451
Total Assets 2,480,616 2,289,688 2,238,859 3,082,37¢
LIABILITIES
Investments purchased 1,701 2,722 18,981 7,952
Payable for securities lending 70,938 48,673 46,751 274,372
Cash overdraft in cash with fiscaleag 2,199 - -
Accounts payable 1,530 1,476 4,188 3,688
Obligation under capital lease - - 12
Accrued expenses 13,321 6,184 5,925 5,361
Line of credit - - -
Escrow fund of mortgage loans and guarante: 6,322
insurance reserve for loans to plan membei 5,763 4,580 4,641
Bonds payable - - -
Other liabilities 941 694 841 1,007
Total liabilities 94,753 67,711 81,266 297,03t
Net Assets Held in Trust for Pension Benefits 2,385,863 $2,221,977 $2,157,593 $2,785,341

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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The Commonwealth of Puerto Rico
Teachers Retirement System
Statements of Changes in Plan Net Assets*
As of June 30, 2008, 2009, 2010 a@01r*
(in thousands)

June 3Q 2011** 2010 2009 2008
ADDITIONS:
Contributions:
Participating Employees 123,297 $129,888 $136,305 $127,566
Employer 112,071 118,127 125,165 117,065
Contributions transferred from other 828
systems** 1,265 1,479 4,181
Special 47,753 46,572 75,548 68,085
Total contributions 283,949 295,852 338,497 316,897
Investment Income:
Interest income 57,008 61,303 66,927 67,825
Dividend Income 6,915 10,111 13,194 15,629
Net appreciation (depreciation) in fair valt
of investments 421,923 203,265 (518,862) (276,573)
Total investment income 485,845 274,679 (438,741) (193,119)
Less investment expense 4,682 4,735 4,660 6,847
Net investment income 481,163 269,944 (443,401) (199,966)
Other income 968 53,771 2,444 1,735
Total additions 766,080 $ 619,567 ($ 131,794)) $ 118,666
DEDUCTIONS:
Benefit paid to participants:
Annuities and death benefits 513,874 470,683 442 542 414,334
Special benefits 48,286 47,870 51,951 49,742
Refunds of contributions 8,465 7,847 5,313 6,427
Administrative expenses 31,570 28,783 25,485 25,537
Total deductions 602,195 555,183 525,291 496,040
Net increase in net assets held in trust for 163,885
pension benefits 64,384 (627,753 (377,374)
Net assets held in trust for pension benefits 2,221,977
Beginning of year 2,385,863 2,157,593 2,785,346 3,162,720
End of year 2,221,977 $2,221,977 $2,157,593 $2,785,346

* Totals may not add due to roundin
** Preliminary, unaudited numbers.
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The Commonwealth of Puerto Rico
Judiciary Retirement System
Statements of Plan Net Assets*
As of June 30, 2008, 2009, 2010 a@01r*
(in thousands)

ASSETS June 30,201%* 2010 2009 2008
Cash and Investments:
Cash and Cash Equivalents 6,409 $ 4,008 $3,985 $ 2519
Cash Deposited with GDB or Treasury 1,011
Department: 28 2,353 267
Collateral from Securities Lending 3,218 1 1,482
Total Cash 10,638 4,037 7,820 2,786
Receivables:
Accrudl Interest 263 271 215 237
Investment Sales 41 117 196
Other 27 27 28 25
Total receivables 290 339 360 458
Marketable Securities:
Notes and Bonds 39,954 25,973 22805 22,169
Stocks 22,136 50,275 44,634 61,377
Total Investments 62,090 76,248 67,439 83,546
Loans andnterestReceivable fromMembers:
Mortgage 17 20 8 8
Personal 750 702 462 394
Cultural Trips 77 47 60 45
Total Loans to Plan Members 844 769 530 448
Total cashinvegments and loans to planembers 73,863 81,393 76,149 87,239
LIABILITIES
Due to Treasury Department 5,560 5,842 4,513 --
Due to the Employee's Retirement System of the 881
Government of Puerto Rico 19,138 17,942 16,714
Collateral from Secuiiés ending 3,218 1,482
Escrow Funds to plan Members and Guarantee 66
Insurance 63 59 56
Investment Purchases 2 868 867 345
Other Liabilities 161 72 720 812
Total Liabilities 9,888 25,983 25,583 17,927
Net Assets Held in trust for Rension Benefits 63,975 $55410 _ $50566 $69311

* 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 Ass#t
As of June 30, 2008, 2009, and 2010 agf11*
(in thousands)

June 30, 2011** 2010 2000 2008
ADDITIONS:
Contributions:
Employer 9,966 $10021 $9,970 $6,705
Participating employees 2,789 3,104 3,138 3,076
Special Laws 629 629 691
Total Contributions 13,384 13754 13799 9,781
Investment Income:
RealizedGain or Loss 12,928 5,644 (3,158) 1,031
Unrealized Gain 1,741 (13,583 (8,988)
Dividend Income 176 211 218 267
Interest Income 1,352 1,284 1313 1553
Total 14,456 8,880 (15,209 (6,137)
Less Investment Expense 162 164 (170 a97)
Other Income 10 804 50 -
Net Investment Income 14,304 9,520 (15,329) (6,333)
Total Additions 27,688 23274 (1,530) 3448
DEDUCTIONS:
Annuities 18617 17,268 15,538 14,419
Benefits Under Special Laws 629 691
Refundgto Participating Employees - - 169
Administrative Expenses 506 533 986 1,022
Total Deductions 19,123 18,430 17,215 15,610
Net Increase 8,565 4,844 (18,745 (12,162)
Net Assets Held in Trust for Pension Benefits:
Beginning of the Year 55,410 50,566 69,311 81,473
End of Year 63,975 $55,410 $50,566 $69,311

* Totals may not add due to rounding.
** Preliminary, unaudited numbers
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POST-EMPLOYMENT BENEFITS OTHER THAN PENSIONS

In addition tothe pension benefits, the Commonweafitovides nonpension post
employment benefits that consist of a medical insurance plan adranilior retired employees
meeting the service credit eligibility requirementdhese benefits are administered by the
Retirement Systems. The medical insurance plan contribution is a payment of up to $100 per
month to the eligible medical insurancerpkelected by the retiree or disabled member.

The Commonwealth funds these pestploymentbenefits on dipay-asyou-god basis
from the General Fund, which means that the Commonwedakk not préund, or otherwise
establish a reserve or other pool ag®ts against the medical insurance plan contribution
expenses that the Commonwealtiey incur in future years. For fiscal year 2011, the
Commonwealth pai$123.4million for these benefits for the eligible retirees of the Retirement
Systems (including reges of public corporations and municipalities, which are also paid for by
the Commonwealth). For fiscal year 2012, these benefits are expected to amoLd8.b $
million.

In accordance withhe provisions of GASB Statement No. 45, the Commonwaslth
required to quantify and ditose its obligations to pay ngension posemployment benefitt
current and future retirees.h@& most recerdctuarial valuation reportsf these benefitare dated
as of June 30, 2010Many of the actuarial asmptions use to project theactuarial accrued
liability for these benefitare the same as those used to determine the accrued atialzitiges
of the Retirement Systemd he following table sets forth, according to the actuarial valuations,
the actuarial accad liability, UAAL, covered payroll and UAAL as a percentage of covered
payroll for the norpension posemployment benefits of the active and retired members of each
of the Retirement Systems. Since these benefits are nduruted, as discussed abovke
UAAL is equal to the actuarial accrued liability.

PostEmployment Benefits Other Than Pensions
Actuarial Valuations as of the Indicated Fiscal Years

(in millions)
Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered of Covered
Fiscal Year Ending June 30, of Assets Liability Liability Ratio Payroll Payroll
Employees Retirement System
2007, c.uiiiiieiee e - $1,557 $1,557 0% $4,246 36.7%
2009, e - 1,633 1,633 0 4,293 38.0
2020, - 1,646 1,646 0 3,818 43.1
Teachers Retirement System
2007, i - $652 $652 0% $1,370 47.6%
- 750 750 0 1,418 52.9
2020 i - 694 694 0 1,370 50.7
Judiciary Retirement System
2007, .t - $5 $5 0% $31 15.0%
2009, e - 6 6 0 31 18.5
2020, i - 6 6 0 32 18.1

@ The actuanl accrued liability is the liability or obligation for benefits earned by active and retired employees through thenveatatio
based on certain actuarial methods and assumptions.
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The following table shows the actuarially recommended contributionsalastployer
contributions and resulting amount unfunded and percent contributed for thengasyment
benefits other than pensions administered by
fiscal years and the current fiscal year.

Schedule of Enployer Contributions to Retirement Systems
on Account of PostEmployment Benefits Other Than Pensions

(in millions)
Actuarially Actual
Recommended Employer Amount Percent
Fiscal Year Ending June 30, Contributions® Contributions®  Unfunded®  Contribut ed
Employees Retirement System
2008 $111 $80 $31 72.1%
2009 112 87 25 77.7
2010 128 85 43 66.6
2011 128 90 38 70.3
Teachers Retirement System
2008 $37 $26 $11 70.6%
2009 38 28 10 73.1
2010 42 28 14 66.7
2011 40 32 8 80.7
Judiciary Retirement System
2008 $0.4 $0.2 $0.2 55.4%
2009 0.4 0.3 0.1 62.0
2010 0.5 0.3 0.2 61.5
2011 0.5 0.3 0.2 60.4
Total
2008 $148.4 $106.2 $42.2 71.6%
2009 150.4 115.3 35.1 76.7
2010 170.5 113.3 57.2 66.5
2011 168.5 122.3 46.2 72.6

@ The actuarially recommended contributicarebased on the information contained in the actuashlations for the Retirement Systems as
of June 30, 2010.

@ The actual employer contributions for fiscal year 2011 are based on the expectesypaygo anounts for the postmployment benefits
other than pensions, as set forth in the actuarial valuations as of June 30, 2010.

©®  Represents the difference between the actuarially recommendedrpensiribution and the actuabntributon from the participating
employers
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COMMONWEALTH AUDITED FINANCIAL STATEMENTS
General

For fiscal year 200, the basic financial statements of the Commonwealth were audited
by Deloitte & Touche LLP. Deitte & Touche LLP did not audit the financial statements of
certain activities, fundsand component units identified separately in its report daped 27,
2011 (which report expresses an unqualified opinion and includes emphasis of matter paragraphs
regarding investments held by the Pension Trust Funds whose fair values have been estimated in
the absence of readily determinable fair wvalu
accrued liability and funded ratio as of June 3,0 Those ihancial statements were audited
by other independent auditors whose reports were furnished to Deloitte & Touche LLP, and its
opinion on the basic financial statements, insofar as it relates to the amounts included in the basic
financial statements pertang to such activities, funds and component units, is based solely on
the reports of the other auditors

The CAFR for fiscal year 2@0, which includes the basic financial statements of the
Commonwealth for fiscal year 201@vas filed by the Commonwealth tithe Municipal
Securities Rul emaRi nnghrBaaghd i ¢t S8MSERBectroni c ML
System 010§ EAprikeA, 2011

The CAFR for fiscal year 201i$ expected to be filed prior to May 1, 2012, which is the
deadine under its continuing disclosure undertakings pursuant to Rulel50Rthe Securities
and Exchange Commission promulgated under the Securities Exchange Act of 1934, as
amended.

Prior Non-Compliance with Continuing Disclosure Obligations

The Commonwealth has madentinuing disclosurendertakingsn connection withts
bond issuances, and has complied with all such covenants, except as hereinafter noted.

TheCo mmo n we dited fm@nesial statements for the fiscal year ended June 30, 2002
were filed after theC o mmo n w efiting tddadiire of May 1, 2003 because of delays in
finalizing suchfinancial statements resulting from the implementation of GASB Statement
No.34 ( BGAS The Commonwealthdéds audited financ
ended June 30, 2008ere also filed after th€ o mmo n w efiling) deddiins of April 30, 2004,
because of delays in finalizing the financial statements of ceftdm®C o mmo n w erepdrtinch 6 s
unitsduetothée mpl ement ati on of GASB 34. The Commonwe
for the fiscal years ended June 30, 2004, 2006, 2@@d 2008 were also filed after the
Commonwe al t hfilisg deadlises & kldayilyv2005, 20072008 and2009, because
various governmental agencies did sobmit their audited financial statements to the central
government 6s extetrmadebayuddeloa i mM dubmi,ssi on
audited financial statementThe Commonweal thdés audited finani
year ended June 30, 2009 was also filed afte
2010 due to delays in the engagement and transition of new external auditors, the
implementation b new government accounting pronouncements, and the restatement of the
financi al statements of certain discretely p
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audited financial statements for fiscal years entlete 30, 2004, 2006, 20arnd2008werefil ed
by the end of the first quarter of the following fiscal year, while@Ghe mmo nwe al t hd s
financial statements for the fiscal year endede 302009 was filed on October 25, 2010.

The Commonwealth Report for the fiscal year ended June 30, 20Q8iréng the
i nformation described in paragraph 1 above,
of May 1, 2009. Such Commonwealth Report was filed on June 1, 2009. Except for such
Commonwealth Report, the Commonwealth has timely filed then@mmwealth Report for all
other fiscal years.

As of the date of this Reporthg Commonwealth isSn compliance withits continuing
disclosurdiling requirementselated tats outstandingyeneral obligatiotbonds.

The Commonwealth hagstablished new poies and procedures thét believes will
ensure full and timely compliance with all continuing disclosabkgationsin the future. Such
new policies and procedures includg:the assignment of additional resources from local and
international audit fins to those component units whose financial statements have not been
timely provided to the Commonwealth; (ii) the assignment of dedicated external and internal
resources to (a) assist the Central Accounting Division at the Treasury Department in the
prepaation of complex financial information that has historically delayed the audit and (b)
provide periodic and consistent follow up on component unit financial statement deliverables and
deadlines; (iii) the execution of a memorandum of understanding bettheenreasury
Department, OMB and GDB for the coordination of all financial statement related tasks and the
designation of GDB, in its role as fiscal agent, to review and monitor the progress of certain
component units; and (iv) the establishment of anitADgersight Committee comprised of the
Treasury Department and GDB personnel in order to continuously monitor the status of the audit

and the Commonweal thés financi al statements.

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

a l

W

funds are grouped intothreemar cat egori es or At yopversmentabf f un

Fund Types, which include the General, Special Revenue, Debt Service (also referred to herein

as Redemption), and Capital Project Funds;P(igprietary Fund Types, which include the
Enterpise and Internal Service Funds; and @igluciary 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. Thal$®enue 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 revenuesl raiggnally as well as those from ron
Puerto Rico sources. Internal revenues consist principally of income, excise anahdalese
taxes. Revenues from nétuerto Rico sources are derived from federal excise taxes and
customs duties returned to ther@monwealth. The primary expenditures of the Commonwealth
through the General Fund are for grants and subsidies, and personal and other services.
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Summary and Management s Discussion of Genera

The following table presents the actual revenues and expenditures of the General Fund on
a cash basis for fiscal yea®)07, 2008, 2009, 2010 and the preliminary revenues and
expenditures for fiscal year 2011. Once the audited dinhistatements have been completed,
the Commonwealth will provide the actual General Fund revenue and expenditure data for fiscal
year 2011. The numbers for fiscal year 2011 have not been audited and are subject to audit
related adjustments.

The amountsteown in the following table as expenditures may be different than those
reflected in the budget or in the Commonweal't
only cash disbursements, while the budget includes all authorized expenditures, regérdless
when the related cash is actually disbursed. In addition, transfers to the Redemption Fund (used
to pay debt service on the Commonwealthdéds bo
Adebt service, 0 are shown aasl caul chd d ingt ificard j fursd r
in the table and are not included under THnexpe
excess of budgeted amounts may not be reflected in the table as expenditures to the extent they
are paid from reserve fundsjch as moneys in the Budgetary Fund. A discussion of the budget
for fiscal years 201 and 20Rappear s bel ow under fABudget of t
Rico. o

Amounts | isted wunder AOt her Il ncomed repre:
appropriatelyattributable to other revenue line items, such as repayment of General Fund
advances to municipalities and government age

recurring General Fund expenditures not appropriately attributable to other expendite

items, such as advances to government agencies and municipalities, which advances are to be
rei mbursed to the Gener al Fund by | aw. Amoun
Serviceodo represent debt s endituresdoe whicmthed dyislatigeat i o n
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 tifi@eancial 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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Revenues:
Income Taxes:
Individuals
Corporations
Partnerships
Withheld from norresidents
Tollgate taxes
Interest
Dividends

Total income taxes
Sales and use tax

Commonwealth excise taxes:
Alcoholic beverages
Foreign (Act 154)
Cigarettes
Motor vehicles
Other excise taxes
Total Commonwealth excise taxes

Property taxes
Inheritance and gift taxes
Licenses
Other:
Lottery
Electronic lottery
Miscellaneous nottax revenues
Total Other

Total revenues from internal sources

Revenues from ne@ommonwealth sources:
Federal excise taxés
Customs
Total revenues from ne@ommonwealth
sources
Total revenues
Other Income (refund$)
(Transfer) Refunding to Redemption Féhd
Proceeds of notes and other borrowifigs
Repayment of notes and othertowings”
Receipt of COFINA Bond Proceeds
Adjusted revenues

Expenditures:
Grants and subsidies
Personal services
Other services
Materials and supplies
Equipment purchases
Capital outlays and other debt service
Prior year disbursements
Total expenditures
Adjusted revenues less expenditure

Ending cash balance

Commonwealth of Puerto Rico
General Fund Revenues, Expenditures, and Changes in §laBalance
(in thousands)

2007 2008 2009 2010 2011
3,071,655 2,759,305 2,648261 2,593,598 $2,186,187
2,002,718 1,565,534 1,375,596 1,682,321 1,674,087

2,960 1,942 1,839 1,688 3,249
933,728 1,087,782 1,081,739 830,352 1,000,428
25,083 21,610 19,372 15,034 12,607
12,112 13,657 11,738 9,902 6,985
138,859 59,770 48,663 29,774 26,756
6,187,115 5,509600 5,187,208 5,162,669 4,910,299
582,560 911,000 797,194 540,348 547,629
279,028 268,094 277,401 284,796 280,963
- - - - 677,829
132,399 119,124 129429 182,501 201,965
396,667 366,341 310,920 350,764 364,188
314,340 110,014 86,874 77978 77,986
1,122,434 863,573 804,624 896,039 1,602,931
800 219 1,011 227812 246,630
4,663 6,600 5,064 3,617 3,101
97,610 87,690 96,423 95,768 81,393
73,014 46,636 51,480 42,826 46,164
71,815 105,298 75,213 80,006 55,690
330,064 466,741 284,436 314,754 343,062
474,893 618,675 411,129 770,843 444,916
8,470,075 7,997,357 7,302,653 7.363,839 7,836,899
377,872 356,827 404,265 352,301 328,527
14,504 4,846 3,269 - -
392,376 361,673 407,534 352,301 328,527
8,862,451 8,359,030 7,710,187 7,716,140 8,165,426
(8,335) (10,797) 148,966 (57,2419 (180,362)
(512,197) (202,954) (607,305) (447,312) (86,834)
1,872,096 2,710,000 3,982,893 2,375,000 1,850,000
(1,926,273) (2,580,764) (3,858,393) (2,698,818) (1,850,000)
- - 3,051,008 2,501,058 1,243,898
8,287,742 8,274,515 10,427,356 9,388,822 976,702
3,387,199 3,471,922 3,117,817 3,581,751 3,996,469
4,590,962 4,563,192 5,273,590 4,355,111 4,143,299
594,345 685,112 859,323 822,019 746,755
79,186 99,486 109,386 85,906 72,663
27,965 49,498 51,204 44,381 60,257
21,576 11,222 211,499 110,850 46,822
92,770 - - - -
8,794,003 8,880,432 9,622,818 9,000,018 9,066,265
(506,261) (605,917) 804,538 388,804 75,863
(506,261) (1,112,178) (307,640) 81,164 157,027

(1) Excludes transfers to the Conservation Trust Fund and amounts deposited into a separate account for theopfueotidRico rums in foreign markets.
(20 Consists of net r eve nu-busigetary fanas ptuhaeres@we foefutuael tax Fefundsirédsicechby estimated tax refunds.
(3) Consists of amounts to pay principal of and interest on geneightibh bonds and notes of the Commonwealth. Does not include amounts deposited directly into the Redemption

Fund from norGeneral Fund revenues.

(4) Consists of proceeds of borrowings from GDB and a syndicate of commercial banks, and proceeds fromwCoranhot h

(5) Consists of repayments

of

borrowi

(6) Includes proceeds of $100 million generated byittes uance o f
(7)  Includes $50 million from the Emergency Fund used for operating expenses.
(8) Includes $201 million transferred to the Commonwealth froenths a | e
(9) Represents the COFINA bond proceeds deposited in the Stabilization Fund

Source Treasury Department

ngs
the

of

from GDB

Commonweal t hoés

securities

and

n

0s Tax
a syn
Public

PRI FAOs

and Revenue

| mprovement

Anticipatio

Refunding

Corpus Account .

alengedAntieipatiof Noe® mmer ci al banks,

B



General Fund Preliminary Revenues for Fiscal Year 2011 Compared to Fiscal Year 2010

General Fund gliminary total revenue@ncluding lottery revenuedpr fiscal year 2011
were $8.165 billion, representiran increase of $449.3 million, or 5.8%, from fiscal year 2010
revenues. The major changes from fiscal year 2010 were: (i) decreases in incomeotaxes
individuals of $407.4 million or 15.7%esulting from the implementation of the tax reform (ii) an
increase of $170.1 million in taxes withheld from fresidents, and (iijn additional $677.8
million from the a new excise tax imposed emtitiesthat purchase products manufactured in
Puerto Rico by their affiliates under tpeovisions of Act 154, discussed below.

General Fungbreliminary total expenses (oncash basis) for fiscal year 20&inounted
to $9.153 bhillion, which were composed of $®%illion of operational expenses and $86.8
million transferred to the redemption fund. The difference between preliminary revenues and
expenses for fiscal year 2011 of $900.8 million was covered principélyproceeds from a
COFINA bond issue.

GeneralFund Revenues for Fiscal Year 2010 Compardgigoal Year 2009

General Fund total revenug@scluding lottery revenuedr fiscal year 2010vere$7.716
billion, representingn increase ofémillion from fiscal year 2009 revenues and an increase of
$46 million from budgeted revenues for fiscal year 2010. The princhpatges irsources of
revenues fronfiscal year 2009 include a decreasethe sales and use tax received by the
General Fund of 356.8 million due to the increasedllocation of this ax to COFINA, as
di scussed in AMajor SoufiSatesf acdnét&lsael TExuerdOl
decrease in the amount of sales and use taxes allocated to the General Fund was fully offset,
however, byincreass in property taxes and excise taxascigarettes and alcoholic beverages of
approximately$226.8 million and $0.5 million, respectively, as a result of themporary and
permanentr e venue rai sing measures i mpl emented as
stabilization plarunderAct 7. S@ fiMaj or Sources ofil Geneeallaken
below. Revenues from income taxes for fiscal year 2010 were approximately the same as in
fiscal year 2009, reflecting the continuing impact of the ongoing economic recession.

General Fundotal expenseson a cash basigpr fiscal year 200 amounted to $447
billion, which were composed of $0 billion of operational expenses and4¥.3 million
transferred to the redemptidund. The difference betweeavenues and expenses for fiscal
year 200 of $1.3 Lllion was covered principallyith proceeds from a COFINA bond issue

General Fund Revenues feiscal Year 2009 Compared to Fiscal Year 2008

General Fundotal revenuegincluding lottery revenuedbr fiscal year 2009vere$7.710
billion, repregnting a decrease 0648.8million, or 7.8%, fromfiscal year 2008 revenues. The
major changes from fiscal year 200&re (i) decreases in income taxes from individuals of
$111 million and in corporate income taxes dfg®.9million, (i) a decrease @&58.9million in
excisetaxes, (iii)a decrease of182.3 millionin miscellaneous netax revenues, andvj a
decrease of $13.8million in the sles and use tax revenues due primarily to atiome change
in the manner sales and use tax collectionsreperted by the Treasury Department. Please
refer to fAMajor Sour ceisSalfe sGeannedr alUs eF uh al x eRsedv €
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information regarding this reporting change. The decreases/@mes in these categories for
fiscal year 2009 as compared fiscal year 2008 reflecthe acceleration of the economic
recession during Htfiscal year.

General Fuad total expenses (on a cash basis) for fiscal year @@@unted to $0.230
billion, which were composed of %623 billion of operational expenses @&r$607 million
transferred to the redemption fund. The difference between revenues and expenses for fiscal
year 20@ of $2.5 lillion was covered principally bgroceeds from COFINA bond issues

Fiscal Year 2008 Compared to Fiscal Year 2007

General Fundotal revenuegincluding lottery revenuedbr fiscal year 2008 were $#69
billion, representing a decrease @&3#&.4million, or 2.7, from actual revenues for fiscal year
2007 (excluding the collection of $269 million from special temporary tax measufesal
year 2007). The major changes from fiscal year 2007 werde¢ieases in income taxes from
individuals of 812.4million and in corporate income taxes of $48million, (ii) a decrease of
$258.9 million in excise taxes, and (iign increasef $328.4 million in the sales and use tax
revenues, whiclhad only beenin effect for seven and a half monttaring fiscal year 2007.
The decrease in 2008 revenues was principally due to the ongoing economic recession and high
oil prices, which directlaffected income and excise tax collections.

General Fundotal expensegon a cash basidpr fiscal year 2008 amounted to 883
billion, which were composed of $880 billion of operational expenses and $203 million
transferred to the redemption fun@he difference betweeadjustedrevenues and expenses for
fiscal year 2008 of @5.9million was covered principally by caghanagement procedures such
as delaying payments to certain vendors and a GDB loan of $190 million.

Major Sources of General Fund Reenues
Income Taxes

The historical revenue data presented in this Report is based on collections realized or
accrued under the provisions of thent er n a l Revenue Code of 1994
Code ,)which applied to taxable years beginning after June 30, 1995 and ending before January
1, 2011. The PR Code was replaced by the Internal Revenue Code for a New Puerto Rico
enacted a#\ct 1 of 2011, which will apply for taxable years coemsing after December 31,

2010. See ATax Reformo bel ow. Many of the |
equivalent provisions of the PR Code. Thus, unless otherwise noted, the discussion below refers
to the provisions of both the PR Code &ud 1 of 2011.

The PR Codémposel a tax on the income of individual residents of Puerto Rico, trusts,
estates, and domestic and foreign (if engaged in a trade or business in Puerto Rico) corporations
and partnerships at graduated rates. A flamtagimposed on certain payments made to-non
residents of Puerto Rico, whigbascollected through an income tax withholding.

Individuals. Resident individuals are subject to tax on their taxable income from all
sources. The PR Codedifaur tax brackets foindividuals with tax rates of 7%, 14%, 25%, and
33%. The highest income tax bracket applicable to individuals under the PR Code was $50,000.
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Under Act 1 of 2011, the highest income tax bracket gradually increases every year for the next
six years from 60,000 to $121,500. For taxable years starting before January 1, 2016, the
income tax rates applicable to individuals remain unaltered under Act 1 of 2011. After January
1, 2016, the top individual rate is taomwer ed
requirements that must be satisfied in order for tax benefits under Act 1 of 2011 to enter into
effect for taxable years starting after December 31, 2@i8idend income from Puerto Rico
corporations and certain qualifying foreign corporationsxedaat an income tax rate of 10%.

Gairs 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 PuertofRiocial 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 qualifg foreign corporations and paid to resident individuals,
trusts, estates, corporations and partnerships qualifies for an income tax rate of 10%.

Corporations. Puerto Rico corporations are subject to tax on income from all sources;
foreign corporationshiat 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 Ricosslnle
corporation qualifies for partial exemption from corporate income and other taxes untser the
incentives prograsi( see fATax I ncentiveso under AThe Eco
graduated rates.

In general, the PR Code provided for sixame 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, were taxed at a maximuegular income tax rate of 15%JnderAct 1 of 2011 for
taxable years commencing after December 31, 2010, the highest corporate income tax rate is
lowered to 30% for net taxable income in excess1of®D,000 (it will be reduced to 25% for
taxable yearstarting after December 31, 2013 subject to the satisfaction of certain conditions)
and the alternative minimum tax is also reduced from a rate of 22% to the greater of (i) the
amount produced by applying a minimum rate of 20% to the alternative minimuncame or,

(i) subject to certain exceptions, the amount produced by applying a 1% excise tax on the
purchase from related parties of tangible personal property to be used in a Puerto Rico trade or
business applicable to persons with gross sales ofn$Bi@n or more during any of three
preceding taxable year®ividends received by Puerto Rico corporations and partnerships from
foreign corporations engaged in trade or business in Puerto Rico are subject to general income
tax rates. A dividends receigd credit may be available when the corporation or partnership
making the distribution is organized in Puerto Ridoterest 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 artde partners opartnerships operating under a new grant of
tax exemption issued under the Economic Incentives Act are subject to a maximum income ta
rate of 4% during their basic exemption period. Corporationsttangartners opartnerships
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covered by thélourism Development Acare subject to a maximum tax rate 3%®46 on their
taxable incomafter applying the @6 exemption granted under tfieurism Development Act
which results in a maximum effective tax rate3d6 on their net tourism development income.
Under Actl of 2011 the net income of corporations and partnerships covered under the Tourism
Development Act is subject generally to axinaum effective tax rate of 3%.

The PR Codand Act 1 of 2011 generally impoaebranch profits tax on resident foreign
corporations whose gross income qualifies as income effectively connected with a Puerto Rico
trade or business. The branch profitsita0% 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 by Puerto Rico resident borrowers resident
nonaffiliated corporate recipients is not gedt to any income or withholding tax. Intergsid
by Puerto Rico resident borrowets certain related neresident recipients is subject to a
withholding tax of 29%. Dividends paid to noesident corporate recipients are subject to a
withholding taxof 10%. Dividends distributed by corporations operating under new grants of
tax exemption issued under the Economic IncentivesaAdtthe Green Energy Incentives Act
are not subject to Puerto Rico income tax. However, royalty payments made by comgorati
covered under thEconomic Incentives Act to nemesident recipients are subject to an income
tax withholding of 2% or 12%, depending on certain elections made by the gramdeim the
case of corporations covered by the Green Energy Incentivesdyetlty payments to nen
residents are subject to an income tax withholding of.12%

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 No. 71 Speci al Tax Measures | mplemented as
Fiscal Stabilization Plan Act 7 was enacted as part of thenewadmi st r at i oands Fi sc
soughf 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 taxeAct 7 included the following temporary measurésat are
applicable for taxable years commenced ditecembe31, 2008 and before Janudry2012:

(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)aresubject to a surtax of 5% on their total tax liabilityr
taxable years commencing after December 31, 2010, Act 1 of 2011 eliminates this
surtax)

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

(iv)

(V)

(vi)

credit unions, theisubsidiaries, and affiliateare 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 A€t 7), however, if the Government of Puerto
Rico collects $69@nillion prior to Janary 1, 2012, the 5% tax will not be
applicable for the remaining period

the Cooperative Bank, its subsidiaries, and affiliaresubject to a 5% tax on the
amount of net taxable income in excess of $250,000 (these entities were totally
exempt before thenactment oAct 7);

insurance cooperativesre 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 ofct 7); and

international insurers and holding companies of int@énat insurersare subject
to a 5% tax on their net income (these entities were totally exempt before the
enactment ofct 7).

Notwithstanding the above, Act 1 of 2011 limited the duration of the 5% surtax on
income derived by certain individuals andmanations and the special property tax to two years.

Act 7 also providd as a permanent measure a change in the method of computing the net

i ncome

subject to al tainthedasewfandivduaisibyninchading an x

the compution various categories of exempt income and income subject to preferential tax rates
under the PR Code, such as: I(agterm capital gains, which enjoy a preferential tax rate of
10% under the PR Codeh)(dividends that are taxable at the rate of 108den the PR Code;

(c) interest on bank deposits and individual retirement accounts subject to the special 10% and
17% preferential income tax rates, respectively; adh{erest from notes or bonds eligible for

the special 10% tax rate provided by theGdrle.

Another change introduced Act 7, for taxable years commenced after Decer3ther
2008 and before January 1, 2012 wasadjustment to the calculation of the net income subject
to the AMT in the case of entities taxed as corporations that dededuation for expenses paid
or accrued for services rendered outside of Puerto Byca related party Lastly, different
income tax credits awarded to investors under certain special laws for activities such as
revitalization of urban centefsnly in part), venture capital, solid waste, housing infrastructure,
and rehabilitation of sociahterest housingonly projects without qualification certifications as
of March 9, 2009)among others, may not be claimed or granted for taxable years commenced
after DecembeB1, 2008 and before Janudry2012. Tax credits associated to manufacturing,
tourism, and cinematographic projedisweverwerenot affected byAct 7.

Tax Reform

The tax reformconsists of two phases focused on providing tax relief to ididaliand

corporations,

promoting economic development and job creation, simplifying the tax system and

( A/

reducing tax evasion. The tax reform is projected to provide taxpayers aggregate annual savings
of $1.2 billion for each of the next six fiscal yeamsnencing on taxable year 2011.
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The first phase, enacted as Act No. 171 of November 15, 2010, applies to the 2010 tax
return and provides a tax credit to each individual and corporate taxpayer. The tax credit
applicable to individuals and determined byerence to the tax liability ranges from 7% for
those taxpayers in higher brackets to 15% for taxpayers in the lowest bracket. Corporate
taxpayers will also be entitled to a 7% tax cretbtermined by reference to the tax liability;
provided, that suchakpayer paid the statutorily required Christmas bonus for 2010. Also, the
corporate net operating loss carry forward is extended from 7 years to 10 years. This first phase
is expected to provide individual and corporabepayers with aggregate savindsb809 million
for taxable year 2010

The second phase, enacted as Act 1 of 2011, (i) promotes employment by doubling the
earning income credit and increasing the maximum applicable income to qualify for such credit;
(i) provides a $400 tax credit todividuals over 65 years of age with an income below $15,000;

(i) significantly reduces individual income tax rates and only allow the following five
deductions (a) mortgage interest up to 30% of adjusted gross income, (b) charitable contributions
up to % of adjusted gross income, (c) medical expenses in excess of 6% of adjusted gross
income, (d) interest on student loans, and (e) contributions to retirement plans and accounts,
including individual retirement accounts, health savings accounts and educatvings
accounts; and (iv) significantly reduces corporate income tax rates.

The reduction in income tax revenues resulting from the implementation of the tax
reform is expected to be offset by the additional revenues produced by (i) an expanded income
tax source rule and a new excise tax imposed on entities that purchase products manufactured in
Puerto Rico by their affiliates under the provisions of Act 154, discussed below, (ii) enhanced
enforcement efforts, including the statutorily required repgrahcertain client information by
financial institutiongo the Treasury Departmerand(iii) increased economic activity produced
by the tax relief measures. The combined effect of the tax reform measures and the revenue and
enforcement measures is exped to be revenue positive. Act 1 of 2011 conditions the
implementation of the tax reductions applicable to individuals and corporations after fiscal year
2014 on the Commonweal thés ability to conti nu
the tax relief provisions for individuals and corporations for taxable years 2014 through 2016
will only be implemented if (i) OMB certifies that the expense control target has been met, (ii)
the Treasury Department certifies that General Fund revenue tegideen met and (iii) the
Planning Board certifies a yeaveryear target increase in gross domestic product. There is no
assurance that sufficient revenues will be collected to partially offset the reduction in income tax
revenues expected from theplementation of the tax reform.

Act 1547 Expanded Income Taxation and New Excise Té&ct 154 approved on
October 25, 2010, as amended, seeks, among other things, to balance the tax burden among the
taxpayers and increase the tax revenues of the Gueatn Act 154 modified the income
taxation of certain nonresident alien individuals, foreign corporations and foreign partnerships
(each a taxpayer) by expanding the circumstances in which such persons would be subject to
Puerto Rico income taxation, amide act imposed an excise tax on the acquisition of certain
personal property manufactured or produced in whole or in part in Puerto Rico and on the
acquisition of certain manufacturing services carried out in Puerto RAdab.154 applies to
income realied and acquisitions occurring after December 31, 2010.
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The Act provides that, in certain circumstances, taxpayers will be deemed to be engaged
in trade or business in Puerto Rico and taxable in Puerto Rico with respect to a portion of
t ax payer bherethentaxpayees engage in significant transactions with other persons that
are members of the same controlled group. Where a person engages in significant transactions
with a member of the same controlled group that has gross receipts of dexeemtyllion
dollars or more in any of the last three years and that manufactures or produces goods in Puerto
Rico, or provides services in connection with the manufacture or production of goods in Puerto
Rico, the person will not be subject to income tax, ingtead be subject to the excise tax in lieu
of any income tax. The excise tax will apply for a period of six years. The excise tax is based on
the value of the personal property or services acquired and will blerdéalendar year 2011,
declining to 375% in 2012, 2.75% in 2013, 2.5% in 2014, 2.25% in 2015 and 1% in ZD46.
December 29, 201@he Treasury Department adopteggulations that provide certain tax credits
against the temporary excise tax that lessen its impact on affected taxpayers tsukijec
temporary excise taxThese regulations became effective on January 1, Z0Aé.regulations
address implementation and interpretation issues and include provisions regarding certain
applicable credits against the tax subject to maintaining selibhea employment and other
conditions. The Government estimates that this excise tax will affect foreign corporations or
partnerships that are principally engaged in the manufacturing of pharmaceuticals and
electronics.The Government expects to raisepagximately $1.4 billion from the excise tax
during the first year of implementation of Act 154 and $5.6 billion for the six year géabthe
excise tax is in place

While the Government expects that certain taxpayers subject to the excise taxakik b
to credit all or a portion of the excise tax paid against their U.S. federal income tax liabilities, it
is uncertain how this new tax will affect each individual taxpayer. Thetknng effects of the
excise tax on the manufacturing sector ofRluerto Rico economy are also uncertain.

The first monthly excise tax payment was due in February 20hg. collections for the
first nine monthly excise tax payments (from February thro@gtober2011) were $.325
billion. These amounts are consistentwh t he Governmentds project
from the excise tax.

Based on its analysis, the Government believes that the revenue projections from the
taxes imposed by Act 154 are reasonable. However, since such taxes only became effective on
Jaruary 1, 2011, there can be no assurance that the revenues therefrom, together with the other
revenue enhancement measures included in the tax reform, will be sufficient to fully offset the
reduction in income tax revenues expected from other aspectstak tteform.

In connection with the expansion of the taxation of foreign persons by Act 154, the
Government obtained a legal opinion regarding the creditability of the excise tax for U.S. federal
income tax purposes. The opinion concludes that this etexsehould be creditable against
U.S. federal income tax. That conclusion was based in part upon a determination that the
expansion of the taxation of foreign persons and the imposition of the excise tax more likely than
not satisfy the constitutional gairements of due process and the Commerce Clause of the
United States Constitution, for reasons discussed therein.
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On March 30, 2011, the IRS issued Notice 2@91addressing the creditability of the
new excise tax imposed by Adi54. Notice 201-R9 provdes that the provisions of the new
Puerto Rico excise tax are novel and the determination of its creditability requires the resolution
of a number of legal and factual issues. Pending the resolution of those issues, the IRS will not
c hal | en g espasitidn shat the gxase tax is a tax in lieu of an income tax under Section
903. The IRS also provided that any change in the foregoing tax credit treatment of the excise
tax after resolution of the pending issues will be prospective and will appkctee tax paid or
accrued after the date that further guidance is issued.

Act 154 has not been challenged in court; consequently, no court has passed on the
constitutionality of Act 154. There can be no assurance that its constitutionality will not be
challenged and that, if challenged, the courts will uphold Act 154. To the extent a court
determines that the imposition of the excise tax or the expansion of the income tax or both are
unconstitutional, the Gover nmeafféeckd revenues m

Sales and Use Taxes

ActNo.117 of Julyd , 200BLO() A Aantended t he PR Code to
things, for a general sales and use tax of 5.5% to be imposed by the central government (the
ACommonweal ©h . Sa7lABadautiodzed each municipal government to impose a
muni ci pal sal es and use taxooband, 5%o0dsdthlteeri N
Commonweal th Sale®)Tax, nthhgen@éfalesthax Muni ci p
tax base, exemptions (except for unprocessed foods) and limitations as those provided for the
Commonwealth Sales Tax. At17 also provides certain income tax reductions to address the
regressive effet 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 tansactions 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: (imotor vehicles, (ilhonprepared food, (iiihealthcae services and prescription
medicines, (ivertain bakery goods, (¢yude oil and its derivatives, including gasoline,

(vi) hotel room charges, (vifjnancial services, (viiiservices provided by the Commonwealth,
including electricity and water, anlx) 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 ®ioer. items, such as
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 Novenitier2006 and the fctive date of the
repeal of the 5% general excise tax was Oct@ber2006. Municipalities were authorized to
implement the Municipal Sales Tax starting on Jyl\2006. The revenues derived from the
Sales Tax are distributed as follows: 5.5% goeséocentral government and 1.5% to Puerto
Ri cob6s munOne haffct the 5.5%eGmmonwealth Sales Tax is transferred to the
Dedicated Sales Tax Fund, created by #cof 2006 as amended, artie balanceyoesto the



General Fund. The 1.5% Municip&ales Tax is divided as follows: (0% goes to the
municipalities, and (iip.5% 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 theffect of the income tax reduction measures included il Ag¢t

The Treasury Department has reported and recorded Commonwealth Sales Tax revenues
on a fimodified cash basis. o This means that
corresponohg to sales made by merchants and retailers and sales tax collected by such
merchants and retailers during that month, but reported and remitted to the Treasury Department
during the following month.

Effective fiscal year 2010the Treasury Departmeitegan reporting Commonwealth
Sales Tax revenues on a cash basis in order to thesdgrevenues on the same basis and at the
same time as it reports all other tax revenues. Accordifaglfiscal year 2010, Commonwealth
SalesTax revenuesvere reported inthe month in which such revenuegre received by the
Treasury DepartmentThe new reporting method became effective alubf 1, 2009 Thus, the
figures for sales tax collections previously reportedune 2009veretransferred taduly 2009

The Sale Tax generated revenues for the General Fund of approxim&atelyeillion
for fiscal year 2011

The Treasury Department has also sponsored legislation to limit or close certain gaps that
existed in Actl17,as amended. In this regard, one of the amm&mds incorporated iAct 7
require a merchant or retailer to file his or her Commonwealth Sales Tax monthly return on or
prior to the tenth day of the following month, rather than the twentieth day (as originally required
in Act 117). Such amendment alpoovides that the Commonwealth Sales Tax exemption
applicable to resellers applies only to merchants and retailers (i) with gross sales greater than or
equal to $500,000 or (ii) that do not meet the $500,000 sales threshold but meet certain other
requirenents imposed by the Treasury Department. A merchant or retailer that meets neither the
$500,000 threshold nor the other requirements imposed by the Treasury Department would still
be entitled to a credit on sales tax pardmerchandise acquired for restiat must be claimed
in each monthly filing. This measure is intended to enable responsible taxpayers to take
advantage of the exemption while preventing -tompliant merchants and retailers from
abusing the exemption.

Excise Taxes

The PR Code imposean excise tax on certain articles and commodities, such as
cigarettes, alcohol, sugar, cement, motor vehitieavy equipment, boaésd certain petroleum
products, which are taxed at different rates.

Under Act 7, the excise tax was increased on certaiiclas (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 betwedh3p and $0.70 per standard galldviotor vehicles, motorcycles
all terrainvehiclee nd @A scoot er se subjeathoithe Bales Bar, di@visubjecbto
an excise tax of 10%.
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Property Taxes

Personal property, which accounts for approximateB¢ 48 total collections of taxable
property, is selassessed. 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 #&sbof 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 fir€),GRIb of assessed
valuation in owneoccupied residences is available.

Property taxes are assessed, determined and collected for the benefit of the municipalities
by the Municipal Revenwes @olgloevcetrinome n€e nitnesrt r |
Commonwelth. However, 1.03% of the property tax based on the assessed value of all property
(other than exempted property) iI's used for p
obligation debt and is deposited in the Commo

One of theamendments incorporated 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 asttangff
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 Ricods munic

Act 7 did impose, however, an additional real property tax on residamihtommercial
real properties with appraised values in excess of approximately $210T0@9 tax will apply
during fiscal years 2010, 20Bhd2012 or until $690 million is colleed The additional real
property tax, to be collected by thHgeasury Departmentwill be equal t00.591% of such
propertiesd appraised value as determined by
real property tax for fiscal year 2012.



The folowing table presents the assessed valuations and real and personal property taxes
collected for fiscal years 2@Qo 2011

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?
2007 26,898,519 982,400 813,700 79,720 893,420
2008 27,941,85 1,031,277 788,364 119,062 907,426
2009 28,903,996 1,032,570 634,040 244,411 878,451
2010 175,025,782 1,093,769 666,429 269,857 936,286
2011 187,293,462 1,152,718 712,706 225,280 937,986

@ valuation set as of July 1 efch fiscal year.
@ During fiscal year 2004 a property tax amnesty was approved by the Legislative Assembly and implemented by CRIM. Itoatigition
amounts shown, under the amnesty program a total of $105.3 million was collected in fiscal yeard28®2.1 million in fiscal year 2005.

Source: Municipal Revenues Collection Center.
Other Taxes and Revenues

Motor vehicle license plate and registration fees comprise the major portion of license tax
receipts.

Nontax revenues consist principally ofttery proceeds, documentary stamps, permits,
fees and forfeits, proceeds of land sales and receipts from public corporations in lieu of taxes.

Revenues from NeBommonwealth Sources

Revenues from ne@ommonwealth sources include customs duties collect&uanto
Rico and excise taxes on shipments of rum fRuerto Ricao 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 shignoémtim from Puerto Rico and other
rum producing countries urrently$13.50 per gallon. fdhis amount, the lesser of $50 per
proof gallon and the actual excise tax imposed is currently retrnéd o v e r éadtheov er 0)
Commonwealth. Since 1999, hwever, the U.S. Congress has enacted special supplementary
legislation increasing the maximum amount covered over to the Commonwealth to $13.25 per
proof gallon. For fiscal year 201, the total excise taxes on rum shipments returned to the
Commonwealth wa$30 million, of which $329 million went to the General Fund.

I n June 2008, the Government of )tsipnedabhni t ed
agreement with Di ag éothetb8stfuction dnd aperatiddf@inewgemno o
distillery in St Croix, USVI, that will manufacture Captain Morgan branded products to be sold
in the United States beginning in January 2012. Currently, all rum used in Captain Morgan
products sold in the United States is procured thr@ughpply contract witlserralles Destillery
( A S e r)rinnHuérte Riao which expires on December 31, 2011. The Government estimates
that the exports of Captain Morgan rum produced in Puerto Rico by Serrallés during calendar
year 2009 wre 9,403,224 proof gallons. These rum exports of Captain Morgan resulted in an
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estimated $124.5 million in excise tax on rum shipments returned by the United States to Puerto
Rico during fiscal year 2009. As a result of the termination of the conebgebn Serrallés and
Diageo, it is expected that after 2011, the income received by the Commonwealth from the
federal excise tax on rum shipments will decrease unless Serrallés is able to find other clients in
the United States for the volume of bulk rumeyously purchased by Diageo for its Captain
Morgan products.

In an effort to maintain the local rum industry, as a result of the threat posed by the
USVI 6s agreement with Diageo, and preserve or
rum shipmerg returned to the Commonwealth under the cover program, the Governor
signed Act No178 of Decembet, 2010( i A c t), whigh8ngreases from 10% to 25% the
portion of the monies from the federal excise tax that the Commonwealth nesy taprovide
incentives to and promote the Puerto Rican rum industry. The law also authorizes the Governor
to increase this percentage up to 46% after December 31, 2011, through an Executive Order. In
order to promote the Puerto Rican rum industryenegal, the amount received from such refund
will be transferred to a special account of the General Fund, which may be used for marketing,
production and infrastructure investment incentives.ediffe January 1, 2011, Adtof 2011
replaced Act No. 178nd contains identical provisions.

As permitted under ét 1 of 2011 the Government has entered into a definitive
agreement with two rum producers and is currently in negotiations with other producers to
provide them a series of subsidies and incentiveslbwing such companies to benefit from the
coverover program rebate. These agreements are expected to promote and encourage the export
of rum produced in Puerto Rico. As a result of these agreements, during fiscal year 2012 the
Treasury Department egpts to disburse approximately $72 milliontofal revenues from the
federal excise tax on rum shipments for these subsidies and incentives. This amount is expected
to be partially offset by the economic activity generated by the increased investrRemrio
Rico by these rum producers.

Administrative Measures to Increase Collections of Income, Sales, and Excise Tazes
Property Taxes

The Treasury Departmerttas elaborated a strategic plan designed to improve tax
collections. The plan includes initiatives to foster tax compliance, implement effective
enf orcement measures, and attack ttheTreswyasi on.
Departmenthas liberalized the procedures to enter into payment plans, -wffecsnpromise
agreements, and encourdg®luntary disclosures agreements.

In addition, the Treasury Department has developed initiatives focused on effective
enforcement mthods, 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. The Treasury Departaisot
integrating its databases and establishing a tax intelligence project to identify tax evasion and
improve its audit selection process.

Specifically, the Treasury Department has developed various initiatives directed towards
increasing collectionsof income taxes and the Commonwealth sales tax through the
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implementation of various enforcement and compliance progré&msangthese revenue raising
initiativesis a voluntary disclosure program that provides taxpayers that meet certain criteria the
oppatunity to pay taxes and interests owed on unreported income and, in certain circumstances,
avoid the payment of surcharges and penalties. Under this program, which began on July 1,
2009, the Treasury Department has reviewed 568 cases and collectedinagielgx$64.2
million. In May 2010, the Treasury Department also began to deliver letters to taxpayers
identified by the tax intelligence program to encourage the use of the voluntary disclosure
program. As of October 15, 2010, the Treasury Departmehsérat approximately 7,900 letters

and had received responses from 2,000 taxpayers. Moreover, the Treasury Department sent
1,000 additional letters in March 2011 and 2,200 additional letters in April 2011 as a second
notice to taxpayers that did not resgdo the first letter of May 2010.

Other programs are geared towards the use of technology to detect noncompbance.
example, the Treasury Department completed in November 2010 the integration of its general
computer systems with the sales tax databa order to better detect roampliance. The
Treasury Department has also implemented a program whereby its officers use hand held
scanning devices to cresheck merchant licenses. Recently, the Treasury Department
discontinued the use of the hanelchscanning devices and will provide tablet computers to its
agents, beginning in December 2011, that will allow them to review a broader range of
compliance criteria, such as merchant licenses, Commonwealth Sales Tax sales and point of sale
system compénce.

On September 28, 2010, the Treasury Department signed an agreement for the
implementation of a new point of sale system that is intended to strengthen its sales tax
enforcement efforts. The system is designed to: (i) transmit daily to the Treaspaytident
information on all sales tax transactions; (ii) reconcile transmitted transactional information with
information reported by merchants; (iii) provide wireless transmission devices for use by street
vendors; and (iv) capture a greater percentdgeash sales through the implementation of a
speci al |l ottery using sales receipts as |l otte
began a two phase implementation of this new point of sale system in December 1, 2010,
through a pilot progranmiwhich 200 merchants in the Municipality of Ponce were selected to
participate. The second phase, which includes the initial implementation of the point of sale
system throughout the island, started in March 2011. Implementation of the new system is
expected to be completed by the end of Fiscal Year 281112 and is expected to increase sales
tax collections by $200 million during the first year. As of November 7, 2011, the point of sale
devices captured approximately 187.4 million transactions whiclitedsin sales of $4.4 billion
and Commonwealth Sales Tax collections of $155.6 million. The Treasury Department adopted
regulations on December 14, 2010 requiring that all qualifying merchants register for
participation in the point of sale system pragran or prior to April 30, 2011. As of October 27,
2011, 191,037 locations had registered in the program and 59,884 of such locations will be
required to acquire and use the new point of sale system.

The Treasury Department has begun to detect inconsis¢ehetween the information
captured by the point of sale system and that reported by merchants and retailers. The principal
inconsistencies are: (i) merchants and retailers that report sales through the point of sale system
but do not file monthly retuns, (ii) sales reported through the point of sale system are higher
than those reported in the monthly returns, (iii) cash credits claimed through the point of sale
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system are equal to the sales reported, and (iv) merchants and retailers are not iE=brting
sales. In order to address these possible instances-abngsiiance, the Treasury Department

has created a task force consisting of fiscal auditors and agents from the Sales and Use Tax
Bureau and the Tax Evasion Bureau. The fiscal auditors amoneible for investigating
inconsistencies reported by the point of sale system, determine tax deficiencies and issue
preliminary deficiency notices. The agents of the Sales and Use Tax Bureau provide assistance
to the fiscal auditors in connection wiemy additional information requirements and visit
merchants and retailers to investigate the status of their permits and point of sale systems.
Finally, the agents from the Tax Evasion Bureau are responsible for investigating any tax crimes
discovered byhe fiscal auditors and/or agents from the Sales and Use Tax Bureau. As a result
of this initiative, as of October 5, 2011, the Treasury Department had identified approximately
33,481 unfiled monthly returns and sent notices to approximately 5,125 misrenanretailers.

As of October 31, 2011, approximately 1,181 merchants and retailers had responded to the
notices and approximately 2,577 unfiled monthly returns were filed resulting in taxable sales
reported of approximately $24.7 million and sales asd tax collections of $1.4 million.
Merchants and retailers that filed monthly returns reporting no sales will receive a deficiency
notice and all other merchants and retailers that have not responded will be referred to a fiscal
auditor or the Tax Evasin Bureau.

Il n addition, the Treasury Department est a
Commonweal th Sales Tax compliance. The Al VU
through which customers and merchants can report violations related @otheonwealth
Sales Tax. This initiative started in November 29, 2010 and, as of November 4, 2011, has
received 5,610 complaints, which 4,229 have been investigated resulting in fines of
approximately $5.5 million.

Other initiatives include the establisbnt of tax liens pursuant to the procedures of Act
No. 12 of January 20, 2010, which enables the creation of tax liens through an expedited process.
As of October 2011, the Treasury Department has established 16,000 liens in favor of the
Commonwealth oveapproxmately $742.5 million in assetsThe Treasury Department is also
enforcing a provision of Act 7 that allows the Treasury Department to revoke a certificate of
exemption held by a merchant or retailer that fails to pay sales taxes collectedinthel 18
day of the month. Also, the Treasury Department will begin to seize the assets of businesses that
are delinquent on their sales tax payments. In addition, the Treasury Department has entered into
agreements with various municipalities to doat simultaneous field visits and joint audits in
order to increase the effectiveness of sales tax enforcement efforts as the ones described above.

Act No. 172 of November 15, 2010, established that taxpayers which apply for a
voluntary disclosure prograomm or before April 15, 2011 will be eligible for a 20% flat income
tax rate on the gross amounts reported and will not be subject to interest, surcharges and penalty
fees. This legislation extends the benefits of the program to municipal license taatdetddor
which taxpayers will pay principal on the municipal tax determined, but will not be subject to
interest, surcharges and penalty feBeclarations by taxpayers must relate to tax years
commenced after July 1, 2003 and ending on or before Dexedib 2009, and payment of tax
determined under the program must be paid no later than June 30, 2011. Recently, the Governor
signed Act No. 64 of April 19, 2011, which extended the disclosure period until June 30, 2011.
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The Treasury Department has alsopiemented a temporary measure to collect on
payroll and employer withholding debts. This measure allows employers to enter into payment
plans with the Treasury Department, subject to employer making a down payment of 25%, in the
case of payroll debts, andi0%, in the case of employer withholding debts, of the total
outstanding debt. The payment plans do not provide for the abatement of interest, surcharges and
penalties and the same must be initiated on or before June 30, 2011. As of June 31, 2011, 216
empoyers entered into payment plan agreements in the amount of $5.5 million and made down
payments in the amount of $1.7 million.

Transfers to General Obligation Redemption Fund

These consist ofransfers 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.

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 persamaly 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 firsalaries,
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 expenséses, 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 identitin 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 usdf life, and high unit cost. In addition, these items are
subject to centralized inventory control as fixed assets.
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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 cgemerhobligation 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 frormdsgher fu
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 a@gatacthe municipalities.

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 drg law reviewedto be reimbursed to the General Fund

Federal Grants

Puerto Rico receives grants under numerous federal programs. Federal grants to the
agencies and instrumentalities of the Commonwealth government are estimated4t@8%e $
billion for fiscal year 2012 a decrease of181 million, or 2%, from fiscal year 201. This
decrease in federal grants is due to the termination of the ARRA programfollowing table
presents revenues from federal grants by broad program areas, which are accountahtrathe
accounting system of thEreasury DepartmentThe figures for fiscal years 28@hrough 201
are actual figures.The figures for fiscalyear 2012 arehe amounts included in thedopted
budget.

Puerto Rico expés to receivea total of approximzly $7.022billion in stimulus funds
from ARRA, of which %08 million, $2.68 billion and .18 billion were disbursedby the
government during fiscal yea?909 2010 and 201 Irespectively The amount o$1.36million
is expectedo be disbursely the gpvernment durindiscal year2012 As of October 14, 2011,
the Commonwealth had disbursed $billion in ARRA funds, or 78.8%, of awarded funds.
The table belowonly included the portion of these funds disbursed by agencies whose
accounting systemsecentralized in the Treasury Department
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The Commonwealth of Puerto Rico
Federal Grants*
(in thousands)

2008 2009 2010 201@ 2012@

Education $992,087 $1,813,455 $1,377,389 $1,254,959 $1,128,176
Social Services 2,054,897 2,453,605 2,484,20 2,440,457 2,437,661
Health 465,466 583,190 655,060 482,524 502,744
Labor and Human Resouré®s 140,186 277,127 138,425 109,391 109,391
Crime 20,319 64,155 29,459 29,900 24,819
Housing" 363,589 416,667 534,987 425,940 424,413
Drug and Justice 19,394 53,067 23,175 21,730 24,813
Agriculture and Natural Resources 11,054 114,920 26,886 14,466 14,661
Contributions to Municipalities 49,543 47,656 60,559 52,087 52,087
Other 15,782 67,017 72,875 63,574 65,506

$4,132,317 $5,890,859 $5,403,735 $4,895,028 $4,784,271

TOTAL

Does not include grants received by agencies whose accounting systems are not centralized at the Treasury Department.
@ preliminary, unaudited

@ Adopted budget
®  Amounts include grants to the Right to Work Administration and the Occupational Development and Human Resources Council.

@ Amounts include grants to the Public Housing Administration

Source: Office of Management and Budget

BUDGET OF THE COMMONWEALTH O F PUERTO RICO

Office of Management and Budget

OMBO6s predominant mission i s to assist the
the budget of the Commuavealth and supervise its administration in the agencies of the
Executive Branch. | n hel ping t o formul at e

effectiveness of agency programs, policies, and procedures, assesses competing funding
demands among agensjend sets funding priorities.

Il n addition, OMB oversees and coordinates
management, information technology, general management and organizational structure, and
supervises the agencvesborcomppragcemwahd t Bbgt
each of these areas, OMBG6s role is to help it
performance measures and coordinating mechanisms, and promote efficiency in the use of public
funds.

Budgetary Proces

The fiscal year of the Commonwealth begins each Zuly The Governor is
constitutionally required to submit to the Legislative Assembly an annual balanced budget of
revenues, capital improvements, and operating experfséise ocentral government for the
ensuing fiscal year. The annual budget is prepared by OMB, in coordination with the Planning
Board, theTreasury Departmentand other government offices and agencies. Settioh
Article VI of the Constitution provides h a t ARThe appropriations made
not exceed the total revenues, including available surplus, estimated for said fiscal year unless
the imposition of taxes sufficient to cover s
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The annual budggetvhich is developed utilizing elements of program budgeting, includes
an estimate of revenues and other resources for the ensuing fiscal year uader €Risting at
the time the budget is submitted, and I@gislative measures proposed by the Goweand
submitted with t he proposed budget, as wel |
appropriations that in his judgment are necessary, convenient, and in conformity with the four
year investment plan prepared by the Planning Board.

The Legislative Asembly 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
Governoros objections. T-thirds naarity In sdchahbuse; may As s e m
override the Governoro6s veto. I f a budget is
year, the budget for such fiscal year shall be the annual budget for the preceding fiscal year as
originally approved by the Legisla®@ 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.

Financial Control and Adjustment Procedures

Revenue estimates for budgetary purposes are prepared Ayedwsury Department
except for estimates of federal grants, which are prepared by OMB based on information
received from the various departments and otherisstgpof 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, aul 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 swbnibth 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 anther necessary action to meet the estimated
deficiency. Any such proposed adjustments sh
by law for the disbursement of public funds in the following order of priority; first, the payment
of the intereston and amortization requirements for public debt (Commonwealth general
obligations and guaranteed debt for which the
second, the fulfillment of obligations arising out of legally binding contracts, court alegisn
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 systemsfaamth, all other purposes.

A Budgetary Fund was created by AND.147 of Junel8, 1980, as amended (the
ABudget any Fwndcover the appropriations appr c
revenues available for such fiscal yaae insufficient, to secure the payment of public debt, and
to provide for unforeseen circumstances in the provision of public service. An amount equal to
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one percent of the General Fund net revenues of the preceding fiscal year is required to be
deposied annually into the Fund. In addition, other income (not classified as revenues) that is
not assigned by law tospecific purpose is also required to be deposited in the Budgetary Fund.
The maximum balance of the Budgetary Fund may not exceed 6% obtdl appropriations
included in the budget for the preceding fiscal year. During the last fiscal years, the Legislative
Assembly approved joint resolutions to halt temporarily the deposit of funds into the Budgetary
Fund, and such funds were used iadtto cover the budgetary deficitAs of June 302011, the

balance in the Budgetary Funcs $844,925.

An Emergency Fund was created by Act Bb.of June 1 , 1966 (AAet 91 o
amended (the OdOEmetgewcoyeFumdexpected public n
as war s, hurricanes, earthquakes, droughts, f
property and the public sector credit. The Emergency Fund is capitalized annubllgrwit
amount totaling no less than one percent of the General Fund net revenues of the preceding fiscal
year. Act No91 was amended in 2003 to set an upper limit to the Emergency Fund of $150
million at the beginning of the fiscal year. Act No. 91 washier 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 and authorized GDB to lend
to the Commonwealth up to $150 milliea replenish the Emergency Fund to provide funding
for emergency and disaster needs. Adwfe 302011, the balance in the Emergency Fund was
$1.4 million and $0.5 million was available to be borrovireen GDB. Joint Resolution No. 60
of July 1, 201lauthorized the conversion of this loan into a revolving line of credit with the
same authorized limit of $150 million.

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

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

(i) General Fund appropriations for specigb@rating expenses, for contributions to
municipalities, the University of Puerto Rico and the Judicial Branmhd for capital
expendituresTheseare authorized by separate law.

(i)  Disbursements of Special Funds for operating purposes and for capital
improvements.For the most parthesedo 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 Fum appropriations for capital expenditures financed by bonds
Expendituresf these fundsccur 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, sashproviding 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
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the Judicial Brach 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 fiscal year 201, approximately25% of the General Fundvas 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 paymenEB#®, and debt service on the direct
debt of the @mmonwealth. Thigroportion wasexpected tosemainstable in fiscal year 2012

For fiscal year 2009, over 64% 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 Ricoand the Judicial Branch). In fiscal year 204nd 202, the Commonwealth
decreased this proportion to an averag&®b due mainly to the savings in operational expenses
from the implementation of the Fiscal Plan. The following table shows a breakddweebe
controllable and nowontrollable General Fund expenses for fiscal years 20608gh 2012

Expenses Breakdowrior the Generaland Stabilization Funds

(in millions)
2009 2010 20119 20122
Non-Controllable Expenses
Mandated Expenses (Foufa)
Contributions to Municipalities 368 335 355 380
University of Puerto Rico 835 729 691 704
Judicial Branch 348 348 348 328
Rent Payments to Public Buildings Authority 206 299 217 215
General Obligation Debt Service 288 289 201 179
Other Debt Service 105 373 517 492
Total of NonControllable Expenses 2,150 2,000 2,329 2,298
Percent of Total General Fund Expenses 23% 20% 25% 25%
Controllable Expenses
Payroll and Related Co&ts 7,334 8,170 6,821 6,962
Payroll as a Percentage of Controllable Expenses 4,695 3,785 3,789 3,863
64% 46% 56% 55%
Total General Fund Expenses 9,484 10,170 9,150 9,260
Other Expenses
Total NonBudgeted Expenses 1,406“ 0 0 0
Total Expenses 10,80 10,170 9,150 9,260

@ Ppreliminary.

)
@ Estimated.
@ Excludes University of Puerto Rico and Judicial Branch.
@ Represents nehudgeted operating expengbat have beeitentifiedand that were paid for withrpceeds of COFINA bond issues.

Source Office of Management and Budget



Budget for Fiscal Year 2011

The foll owing

tabl

budget for the fiscal yeanding June 30, 2011.

Commonwealth of Puerto Rico
Summary of Central Government Annual Budget
Fiscal Year Ending June 30, 2011
(in thousands)*
Generaland

Revenues from internal sources:
Property tars
Personal income taxes
Retained nowresident 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
Foreign (Act 154)
Motor vehicles and accessories
Cigarettes
Other (excise taxes)
Licenses

Miscellaneous nottax revenues:
Contributions from lottery fund
Electronic lottery
Registration and document certification fees
Other

Total revenues from internal sources

Revenues from ne@ommonwealth sources:
Federal excise taxes on @ffiore shipments
Federal granf¥
Customs
Total revenues from ne@ommonwealth sources

Total revenues
Other:
Balance from previous year
COFINA Stabilization Fund
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 appropriation$ current experes
Capital improvements
Total appropriations
Yearend balance

Total appropriations and yeand balance

*

Totals may not add due to rounding.

presents

a

summary

Stabilization Fund Special Funds Total

$238,000 $115,743 $353,743
2,348,000 - 2,348,000
951,500 - 951,500
1,566,000 - 1,566,000
3,000 - 3,000
9,000 - 9,000
8,000 - 8,000
27,000 - 27,000
5,000 - 5,000
555,000 - 555,000
289,000 - 289,000
609,000 - 609,000
369,000 - 369,000
210,000 210,000
79,000 637,625 716,625
77,000 77,000
43,000 - 43,000
79,000 - 79,000
152,000 - 152,000
175,000 340,978 515,978
7,792,500 1,094,346 8,886,846
337,000 - 337,000
0 4,895,028 4,895,028

4,000 - 4,000
341,000 4,895,028 5,236,028
8,133,500 5,989,374 14,122,874
0 1,805,803 1,805,803
1,016,000 0 1,016,000

- - 0
1,016,000 1,805,803 2,821,803
9,149,500 7,795,177 16,944,671
883,215 55,125 938,340
2,945,862 1,847,992 4,793,854
1,576,377 611,249 2,187,626
466,677 2,781,594 3,248,271
253,021 103,305 356,326
1,443,594 125,785 1,569,379
140,374 34,701 175,075
20,526 402,118 422,644
367,132 6,766 373,898
334,553 0 334,553
200,813 115,743 316,556
517,156 659,435 1,176,591
9,149,300 6,743,813 15,893,113
200 192,686 192,886
9,149,500 6,936,499 16,085,999
0 858,678 858,678
9,149,500 7,795,177 16,944,677

(1) Does not include grants received by agencies whose accounting systems are not centraliZeelaiguttyeDepartment
Sources: Treasury Departmerdgnd Office of Managemeahd Budget
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The budgetfor fiscal year 201Jprovided for total resources of $16.9 billion andtal
General Fund revenues $3.150billion, compared to General Fund revenues1.$91billion
for fiscal year 200. The budgeted General Fund revenues afi®® billion included base
revenues of $7.525 billion, $609 millidnom tax enforcement and compliance measures and
$1.016 billion in additional revenues from COFINabilization Fund

The principal changes irbudgetedGeneral Fund revenue®mpared tahe fiscal year
2010 budgetvere accounted mainly bprojectedincreases imew temporary excise tax under
Act 154 (up $609.0 million)retained nofresident income tas (up $121.2 million)excise
taxes on motor vehiclesd accessories (up $24.6 milliprigarettes taxes (up $27.5 million),
sales and use tag (up $16.1 million) and property taxes (up $10.5 millicemd projected
decreases in federal excisedarn offshore shipments (dowrl$.3 million), corporate income
tax down$111.7million) andpersonaincome taxes (down $226.8 millian)

The fiscal year 2011 budget provided for total expenditures of $9.150 billion, consisting
of General Fund expenditures of $8.134 billion and additional expenditures of $1.016 billion that
were covered from proees of COFINA deposited in the Stabilization Fund. The budgeted total
expenditures for fiscal year 2011 were $9.150 billion, or 10%, lower than budgeted total
expenditures of $10.170 billion for fiscal year 2010, and $1.740 billion, or 16%, lower than tot
expenditures of $10.890 billion for fiscal year 2009.

Budgetedexpensesind capital improvementsr the central government of all budgetary
funds totadd $16.1 billion, a decrease of $1,043a&llion from fiscal year 2010budgeted
appropriations Theprincipal changes in General Fund expenditures by progragasin fiscal
year 2011compared to the fiscal year 2010 budgetre mainly due to increases in other debt
service appropriationsup $144.0million), economic development (up $598illion), and
special pension contributions (up $20.9 million) and decreasggnaral government (down
$834.1 million), welfare (down $5.2 millionpublic safety angbrotection (down $37.9 million),
general obligation bonds debt service (dov@8.9 million), health down $102.4million) and
educationdown $120.8 million)
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Budget for Fiscal Year 202

The following table presents a summary of
budget for the fiscal year ending JuiB& 2012.

Commonwealth of Puerto Rico
Summary of Central Government Annual Budget
Fiscal Year Ending June 30, 2012
(in thousands)*

Generaland
Stabilization Fund Bond Fund Special Funds Total
Revenues from internal sources:
Property taxes $ 76000 - $ 116,321 $ 192,321
Personal income taxes 2,109,000 - - 2,109,000
Retained nowresident income tax 980,000 - - 980,000
Corporate income taxes 1,515,000 - - 1,515,000
Partnership income taxes 2,000 - - 2,000
Tollgate taxes 5,000 - - 5,000
17% withholding tax on interest 8,000 - - 8,000
10% withholding tax on dividends 28,000 - - 28,000
Inheritance and gift taxes 5,000 - - 5,000
Sales and use taxes 680,000 - - 680,000
Excise taxes: - -
Alcoholic beverages 298,000 - - 298,000
Foreign (Act 154) 1,578,000 - - 1,578,000
Motor vehicles and accessories 361,000 - - 361,000
Cigarettes 210,000 - - 210,000
Other (excise taxes) 78,000 - 724,573 802,573
Licenses 79,000 - - 79,000
Miscellaneous noitax revenues: - -
Contributions from lottery fund 45,000 - - 45,000
Electronic lottery 83,000 - - 83,000
Registration and document certification fees 154,000 - - 154,000
Other 85,000 - 423,978 508,978
Total revenues from internal sources 8,379,000 - 1,264,872 9,643,872
Revenues from ne@ommonwealth sources:
Federal excise taxes on @ffiore shipments 271,000 - - 271,000
Federal grant8 0 - 4,784,271 4,784,271
Customs 0 - - 0
Total revenues from ne@ommonwealth sources 271,000 - 4,784,271 5,055,271
Total revenues 8,650,000 . 6,049,143 14,699,143
Other:
Balance from previous year 0 - 858,678 858,678
COFINA Stabilization Fund 610,000 - - 610,000
Bonds authorized 0 - - 0
Total other sources 610,000 - 858,678 1,468,678
Total resources 9,260,000 _ 6,907,821 16,167,821
Appropriations:
Current expenses:
General government 831,984 - 61,252 893,236
Education 3,077,281 - 1,728,895 4,806,176
Health 1,367,187 - 541,763 1,908,950
Welfare 444,645 - 2,685,719 3,130,364
Economic development 359,373 - 110,088 469,461
Public safety and protection 1,523,677 - 104,387 1,628,064
Transportation and communication 150,561 - 38,107 188,668
Housing 18,814 - 402,647 421,461
Contributions tanunicipalities 395,644 - 5,643 401,287
Special pension contributions 420,312 - 0 420,312
Debt service 179,359 - 116,321 295,680
Other debt service (appropriations) 491,163 - 735,181 1,226,344
Total appropriation$ current expenses 9,260,@0 - 6,530,003 15,790,003
Capital improvements 0 - 153,123 153,123
Total appropriations 9,260,000 - 6,683,126 15,943,126
Yearend balance 0 - 224,695 224,695
Total appropriations and yeand balance $9,260,000 } $6,907,821 $16,167,821

* Totals may not add due to rounding.
(1) Does not include grants received by agencies whose accounting systems are not centraliZeeaisutyeDepartment
Sources: Treasury Departmerdnd Office of Management and Butige
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The budget provides forotal resources of $16.2 billion atgkeneral Fundotal revenues
of $9.260 billion The budgeted General Fund total revenue of $9.260 billion includes base
revenues of $7.072 billion, $1.578 billidrom tax enforcement and congoice measures and
$610.0 million in additional revenues from COFINpabilization Fund

The principal changes inbudgetedGeneral Fund revenue®mpared to the fiscal year
2011 budgetire accounted mainly kthe projected collections from the new tempgpraxcise
tax under Act 154 (up $969.0 billiorgales and use tag(up $125.0million), withholding taxes
on nonresidens (up $28.5 million), alcoholic beverage (up $9.0 million), and projected
decreases in excise taxes on motor vehictebs accessoriegdown $8.0 million), corporate
income tax (down $51.@nillion), federal excise taes on offshore shipments (down $66.0
million), property taxes (down $162 million) apdrsonaincome taxes (down $239.0 million).

The fiscal year 2012 budget provides foral expenditures of $9.260 billion, consisting
of General Fund expenditures of $8.650 billion and additional expenditures of $610 million that
are expected to be covered from proceeds of COFINA bonds deposited in the Stabilization Fund.
The budgeted tat expenditures for fiscal year 2012 are $9.260 billion, or 1.2%, higher than
budgeted total expenditures of $9.150 billion for fiscal year 2011, and $910.0 million, or 8.9%,
lower than total expenditures of $10.170 billion for fiscal year 2010.

Budgetedexpensesnd capital improvementsr the central governmenf all budgetary
funds total $15.9 billion, a decrease of $142.9 million from fiscal year 2011 budgeted
appropriations Theprincipal changes in General Fund expendituregplygram in fiscal yea
2012 compared to the fiscal year 2011 budaet mainly due to increases in educat(ap
$131.4 million), economic development (up $1064lion), specialpension contributions (up
$85.8million), contributions to municipalities (up $28.5 milliopdiblic safety angbrotection (up
$80.1 million),and decreases in general obligatilmonds debt service (down $21njillion),
welfare (down $22.0 million)pther debt service appropriatiordogvn $26.0million) and health
(down $209.2million).

Differences bewveen Budget and Basic Financial Statements

Revenues and expenditures, as reported by Titeasury Departmenin its Basic
Financial Statements, may differ substantially from resousoelsappropriations 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 Departmenhclude accruals and other adjustments as required byrgoeet
accounting standards.

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

(i)  Bonds are authorized by the Commonwealth in accordance with aydaur

capital improvement program. Since bond sales are determined by bond coadiéons and
other factors, the amounts of bonds sold for these improvements are financed by advances from
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the General Fund to the Capital Projects Fund, which are later reimbursed from proceeds of bond
or notes sales.

LITIGATION

General The Commonwealth is a defendant in numerous legal proceedings pertaining to
matters incidental to the performance of routine governmental operations. Undiw.A04 of
June2 5, 1955, a slO0daine n g ed s ¢ dedl tosue the @omindnwealih only
for causes of actions specified in said Act. The Commonwealth may be liable undé4Aot
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 whesmgle injured party is entitled to several causes of
action.

Under certain circumstances, as provided in Act. 9 of NovembeR6, 1975, as
amended, the Commonwealth may provide its officers and employees, including directors of
public corporations andovernment 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 thespiddat may be
paid under the &t 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 lityatiexcluding the litigation mentioned in

the following paragraphs, as of June 30, 2010, the Commonwealth has included in its financial
statements reported liabilities of approximately $421 million for awarded and anticipated
unfavorable judgments. Suchlaunt 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 amounts claimed exceed $7 billion; however, the
ultimate liability cannot be presently determined. The Commonwealth believes that the claims
are excessive and that the ultimate liability in excess of amounts provided in the financial
statements, if any, would not be significant.

Recovery of Medicaid Fund$he 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
certain Federally Qualified Heal t h Centers
Commonwealth approximatel$800million in Medicaid wraparound payments which the
Department of Health failed to make since 199@. June2004, the Superior Court of the
Commonwealth in San Juan determined that the Commonwealth must make Medicaid
Awrapar oundo p dhycemtenrs tosover the différence hetveeén the reimbursement
they are owed and what they are paid by managed care organizatie€ourt of Appeals of
Puerto Rico, however, upheld a partial ruling allowing the Commonwealth to deduct from the
payments de to the FQHCs certain grants received by these centers from the federal
government. Currently, attorneys in the case filed in Commonwealth court are trying to
determine the amounts due to FQHCs thereunder.

With respect to the federal case, in February52@fe U.S. Court of Appeals (First
Circuit) upheld a preliminary injunction issued by the U.S. District Court for the District of
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Puerto Rico requiring the Commonwealth to ma
health centersln December 2008, the.B. Court of Appeals determined that the U.S. District

Court erred when it vacated the preliminary injunction entered against two of the FQHCs and
determined that the Department of Health had met its obligations to establish and implement a
payment systerfor FQHCs in compliance with the federal Medicaid stattiee U.S. Court of
Appeals reversed the District Courtés order v
case for further proceedings.

Recently, the Court entered a preliminary injumctas to the remaining 15 health
centers, and granted a request by the Department of Health for Eleventh Amendment sovereign
immunity. The plaintiff FQHCs immediately filed an appeal regarding the issue of Eleventh
Amendment.

Meanwhile, the Department dieal t h f il ed a <counter appe:
interpretation of certain components of the wraparound formula that must be used under the
preliminary injunction to calculate wraparound payments owed to the plaintiffs. The Department
has already madapproximately $12 million in uncontested wraparound payments owed under
the injunction. However, the Court granted th
regarding payment of an additional $14d5 mil |
formula. This sum has been consigned with the Court pending appeal, but may have to be
increased to reflect the difference between t
Department és formula since the consignment .

As of June 30, 2010@he Conmonwealth accrued $280 million in its financial statements
for this legal contingency.

Special Education Student$he Commonwealth is also a defendant in a class action
presented in 1980 by parents of speeilication students before Commonwealth callgging
that the Puerto Rico Department of Education had failed to provide legally required special
education and related servicelk February2002, the court issued a judgment approving the
stipulations reached by the parties regarding the mannetakpeécication services should be
provided. Since December 2002, the Department of Education has paid fines for not complying
with the stipulations reachedlhe fines were originally set in the amount of $1,000 daily, and
were raised to $2,000 daily inrlaary 2006.In February 8, 2010, the court issued a resolution
advancing its intention to establish a new scheme of fines ranging from $0.25 to $0.75 daily per
registered studentAs of February 2010, there were 121,339 students registered in the Special
Education ProgramSaid resolution also creates a new scheme of monitoring compliance with
the stipulations, including the added participation of 12 experts (each party has the right to
designate 2 experts) in 6 areas of expert&sd monitoring scheenbegan on July 1, 2010.

The February 2002 judgment only disposed of the injunctive relief sought by
plaintiffs. Still pending before the court are the claims for damages regarding the failure to
provide adequate servicek 2005, the Courdf First Ingancedenied damages for the class as a
whole. The plaintiffs appealed the decision and, in October 2005, the Court of Appeals decided
that there could be no general damages award, but that every member of the class must come
forward and prove their indidual damages within this caseéAssuming the Court grants
damages to the plaintiffs, the Commonwealth estimates that each plaintiff could receive at least
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$5,000. Based on a current enrollment of 120,000 students, the total award could amount to at
least$600 million. The Commonwealth plans to defend vigorously each case.

The plaintiffs approached the Commonwealth to inquire about its disposition to reach a
settlement agreement regarding the damages phagse. t he Commonweal t hoés
plaintiffs submitted a settlement offer. Settlement conversations stopped after the parties reached
an impasse during negotiations.

As of June 30, 2010the Commonwealth had accrued $600 million in its financial
statements for this legal contingency.

Other. 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. No provision for anyylitiiati 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.

13¢



