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INTRODUCTION
General

The operating and financial information abolié tCommonwealth of Puerto Rico (the
A Commonweral fi Bwe rinclodedRkin tbi® Report has been updated as of April 30,
2009, except as otherwise provided herein. The fiscal years of the Commonwealth run from July
1 through June 30 of the following year. References in this Report to a partiscdduybar are
to the year in which such fiscal year ends.

Forward-Looking Statements

The information included in-ltolhks$ nBéepaorttat ect
These forward ooki ng statements may relate mo the
condition, economic performance, plans, and objectives. All statements contained herein that are

not clearly historical in nature are forwadrdo o ki n g, and the words fdan
Acontinues, 0 Aexpects, 0 djeasct snadbeand &i mikads
future or conditional verbs such as Awill , o0

or similar expressions, are generally intended to identify fonloking statements.

These statements are not guaranifefuture 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, envonmental, and political factors. These factors can be very complex, may vary
from one fiscal year to the next, and are frequently the result of actions taken or not taken, not
only by the Commonwealth and its agencies and instrumentalities, but adsuitiys, such as
the federal government or other nations, that are not under the control of the Commonwealth.
Because of the uncertainty and unpredictability of these factors, their impact cannot, as a
practical matter, be included in the assumptionseund yi ng t he Commonweal t hi

Overview of Economic and Fiscal Condition
Economic Condition

Puer t oecéhomydhds Heen inracession, which commenced in the fourth quarter
of fiscal year 2006. Al t h o u g hwithRhe é&JnitedoStates ¢ o0 0 s
economy, for fiscal y e ar sgrogshdidhal prodddee@sedBby Puer
1.9% and 2.5%, spectively, whilethe United $ates economy grew at a rate of 1.8% and 2.8%,
respectively, during the same period&dcc or di ng to the Puerf{the Ri co
APl anni n tptesBmaectidng,)the economic contraction has accelerated in fiscal year
2009, with an expeetl further reduction in real gross national prodd@®.4%. While this trend
was expecteda continue in fiscal year 201the expected positive impact of tbeS. federal and
local economic stimulus measures discussed bledwhe Planning Board to announce on April



29, 2009 revised projections for fiscal year 2010 reflecting a projectechsecia real gross
national producbof 0.1%.

Fiscal Condition

The Commonwealth is experiencing a fiscal crisis as a result of the structural imbalance
between recurring government revenues and expenses. The structural imbalance has been
exacerbated durinijscal years 2008 and 2009, with recurring government expenses significantly
higher than recurring revenues, which have declined as a result ofiulieyear economic
contraction mentioned above In order to bridge the deficit resulting from the struatur
imbalance the governmenthas used noerecurring measures, such as borrowifrgm
Government Development Bank for PuertodRic ( f GDB 0 ) or i andpodipening ond m
the payment of various government expenses, such as payments to supplierditesd uti
providers

As discussed below, the estimated structural deficit for fiscal year 2009 is projected to be
$3.2 hillion.

Rating Downgrades

The continued fiscal i mbal ance | ed to suc
general obligation debt ratings f r om fABaalo by Moodyds I nvesto
AA0O by Standard & Poorés RatidgtBenBiaaé€®s (iFS &
and nAdBBYP cn&ntly Each of the rating agencies has a stable outlook on the
Commo nwe al da dbliyationglebin e r

Fiscal Year 2009 Estimated Structural Deficit

For fiscal year 2009, estimateevenues of th&eneral Fundthe primary operating fund
of the Commonwealthjre $7.6 billion (down from the origal budgeted revenues of $8.5
billion). Although budgeted expenditures for the fiscal year were $9.5 billion, the government
has identifiedadditional expense®r fiscal year 2009 that were not included in theldmet.
Unbudgeted expenses for fiscal year 2009 are estimated at $1.4 billion. tAdguossuting
estimated structural deficit for fiscal year 2009 is curreddy? billion.

General Fund Revenues (Nine Months)

Preliminary General ind revenues for the first nimaonths of fiscal year 200@rom
July 2008 through March 2009) were $5kHion, a decline of 4.9% from the $5.Tlion for
the sameperiod in the prior fiscal year The continued decline in General Fumad revenues
reflectsprimarily the impacbf the ongoing eenomic recessian

Fiscal Stabilization Plan

The new governmeragdministration, which commenced on January 2, 2009 and controls
the Executive and Legislative branches of government, has developed and commenced
implementing a multyear plandesignedo achieve fiscal balance and restore economic growth.
The fiscal shbilization plan seeks to achieve budgetary balance on or beforeysraP013,
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while addressingxpected fiscal deficit® the intervening yeathirough the implementation af

number of initiatives, including the followingi) a $2 billion operatingxpenseeduction plan

during fiscal year 2010, through government reorganizanoireduction ofoperating expenses,

including payroll which ighe main compeent of government expenditurgs) a combination

of temporary and grmanent tax increasesoupled with additional tax enforcement measures;

and (ii) a bond issuancerogram through Puerto RicBales Tax Financing Corporation
(ACOFI NAO b yangudgescroBymp Before the temporary measures expire in 2013,

the administration intends tesign and adopt a comprehensive reform of the tax system and a
longterm economic development plan to complement the economic reconstruction and
supplemental stimulus initiatives described belovwhe proceedsexpected to be obtained from

the COFINA bondssuance programwill be used to repay existing governmesebtl (including

debts with GDB), finance operatingxpenses of the Commonwealthr fliscal years 2009
through 2011 (and for fiscal year 2012,t to th
for such fiscal year), including costs related to the implementation of a workforce reduction plan,

the funding of an economic stimulus plan, as described below, and for other puopaddsess

the fiscal imbalance while the fiscal stabilization planbeing implemented. The fiscal
stabilization plan seeks to safeguard the ir
general obligation del@nd lay the foundation for sustainable economic grovidgibgislation has

already been enacted authorizing thmeplementation of all the measures in the fiscal
stabilizationplanand t he Office of Management and Budg
savings of $237 million for fiscal year 2010 from implemented measures to date

Economic Reconstruction Plan

The rew administration has also developed and commenced implementing -éesimort
economic reconstruction plan.h@ cornerstone of this plan is the implementation of U (&réd
and local economic stimulus programBuerto Rico will benefit from the Americd&ecovery
and Reinvestment Act of 2009 (i AslRlatetheU&Snact ed
economy in the wake of the global economic downturn. Puerto Rico expects to receive
approximately $5.0 billion from ARRA during the next two fiscal yeavhjch includes tax
relief, expansion of unemployment benefits and other social welfare provisions, and domestic
spending in education, health care, and infrastructure, among other measures. The
administration will seek to complement the U.S. federal wdtisn with additional shortand
mediumterm supplemental stimulus measures seeking to address specific local challenges and
providing investment in strategic areaBhese measures includdagal $500 millioneconomic
stimulus plan to supplement the fealeplan In addition, to further stimulate economic
development and cope with the fiscal crisis, the administration is in the process of establishing a
legal framework to authorizand promote the use of pubfidvate partnerships to finance and
developinfrastructure projects and operate and manage certain public assets.

The new administration isalso developing a comprehensive loteym economic
development plammi med at i mproving Puerto Ricobs ove
environment anaéhcreaing privatesector participation in the Puerto Rico economs part of
this plan, the administration will emphasiZg the simplification and shortening dahe
permitting and licensing process; (ithe strengthening of the labor market égcouragg
greater labcforce participatiorandbringing outof-date labor laws and regulations in line with
U.S. and international standarasd (iii) the adoption of a new energy policy that seeks to lower
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energy costandreduce energyprice volatilitybyreduciy Puert o Ri cob6s depen
fuels, particularly oil, through the promotion of divenrsnewableenergy technologies

The fiscal and economic reconstruction plan is described in furtheat chebelow under
AThe E & &iscal angd EconomicRecdng ucti on. 0

Proposed Fiscal Year 2010 Budget

On April 29, 2009, the Governor submitted to the Legislature a proposed budget for fiscal
year 2010. The proposed budget provifigdotal General Fund revenuasd appropriations of
$7.67 billion, compared testimated General Fund revenues of $hi@bn for fiscal year 2009.
Budgeted General Fund expenditures total $7.67 billion, a decrease of $1.81 billion, or 19%,
from the fiscal year 2009 budgeted expenditures of $9.48 billibm cover approximately Z
billion of additional transitory expenses for fiscal year 2010 related to the implementation of the
expenseaeduction plan (including expenses that will be incurred in fiscal year 2010 but will not
be incurred in subsequent fiscal years) and a $500mifirojected remaining structural deficit,
the Commonwealth will establish a Stabilization Fund to be funded with proceeds from COFINA
bond issues.

The projections and assumptions used in the proposed fiscal year 2010 budget are subject
to a number of risk including risks related to the economic foregabis implementation of the
expenseaeduction plan,and the execution of certainansactions contemplated in the fiscal
stabilization pan (such as the COFINA financings). Many complex political, social
environmentaband economic forces influence the Com
unpredictably from fiscal year to fiscal year. The budget is necessarily based on forecasts of
economic activity, which have frequently failed to accurately predictitieg and magnitude
of specific cyclical changes in the U.S. and local economy. There can be no assurance that the
Commonweal thdéds economy wil|l not experience re
are materially worse than predicted, witbrresponding material and adverse effects on the
Commonweal thdés projections of receipts and di

Geographic Locationand Demographic Trends

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

According to the United States Census Bureau, the population of Puerto Rico was
3,808,610 in 2000 (3,954,037 as of July 1, 2008 according to the most recent U.S. Census
Bureau estimaf), compared to 3,522,000 in 1990. As of 2000, the population of San Juan, the
i slandbs capital and | as &ubytl, 2008 dcgordingvicatlse mdsB 4 , 3 7
recent U.S. Census Bureau estimate).

Relationship with the United States

PuertoRi cob6s constitutional stat usand, gurstahtat of
to the territorial clause of thd.S. Constitution, the ultimate source of power over Puerto Rico is
the U.S. Congress. The relationship between the United State®aedo Rico is referred to
herein as commonwealth status



Puerto Rico came under United States sovereignty pursuant to the Treaty of Paris, signed
on Decembet0O, 1898, which ended the Spanisimerican War. Puerto Ricans have been
citizens of the Unité States since 1917In 1950, after a long evolution toward greater -self
government, Congress enacted Public Law, 60Bich 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,
guaranteeing a republican form of government. The Constitution was drafted by a popularly
elected constitutional convention, approved in a special referendum by the pédplerto
Rico, amended and ratified by thleS. Congress, and subsequently approved by the President of
the UnitedStates.

The Commonwealth exercises virtually the same control over its internal affairs as do the
50 states. It differs from the stategwever, in its relationship with the federal government.
The people of Puerto Rico are citizens of 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 andaumittees to which he
belongs). Most federal taxes, except those such as Social Security taxes, are not levied in Puerto
Rico. No federal income tax is collected from Puerto Rico residentomeéearned in Puerto
Rico, except for certain federal employees who are subject to taxes on their sdtartae
earned by Puerto Rico residents from sources outside of Puerto Rico, however, is subject to
federal income tax

The official languages ofuterto 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 Representatives, the members of
which are elected for fowear terms. The highest court within the local jurisdiction is the
Supreme Court of Puerto Ric@ecisions of the Supreme Court of Puerto Rico magypealed
to the Supreme Court of the United States under the same terms and 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 nisy appealed to the United States Court of
Appeals for the First Circuit 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 wais state governments. In addition, the central
government assumes responsibility for local police and fire protection, education, public health
and welfare programs, and economic development.

Principal Officers Responsible for Fiscal Matters

Luis G. Fortuiio was sworn in as Governor of Puerto Rico on January 2, 2009. From
2005 until becoming Governor, Mr . FortufYo was
in the U.S. House of Representatives. Mr. Fortufio was an attorney in private practice from 1985
to 1993, and again from 1997 to 2003. From 1994 to 1996, Mr. Fortuiio served as the first



Secretary of the Department of Economic Development and Commerce. Mr. Fortuiio was the
Executive Director of the Tourism Company from 1993 to 1996. Mr. Fortuiichold Bac hel or
Degree from th&admund A. Walsh School of Foreign Service at Georgetown Univeasidya

Juris Doctor fom the University of Virgini&school of Law

Juan Carlos Puig Moraleswas designated as Secretary of the Department of the
Treasury (theh Tr easur y o) on January 4, 2009 and wuna
Puerto Rico on March 6, 2009. From 1998 to 2008, Mr. Puig Morales served as a Director in the
Taxpayer Advocate Service, an independent office within the U.S. Internal Revenue Servi
Puerto Rico and South Florida. From 1994 to 1998, Mr. Puig Morales served in various
positions in the Treasury, including Assistant Undersecretary of Internal Revenue, Project
Manager of the Master Tax Archive, and Director of Administrative Refoffmom 1990 to
1994, Mr. Puig Morales served as a Senior Tax Administration Advisor with the U.S. Internal
Revenue Service. Mr. Puig Morales holds a Bachelor of Arts Ddgyeethe University of
Turabo, where he majored in Economics.

Maria Sanchez Braswas appointed Executive Director of OMB on January 2, 2009.
From 2004 to 2008, Ms. Sanchez Bmiierked asthe principal financial officer of several
companies in the insurance and pharmaceuticals sectors in Puerto Rico. From 1998 to 2004, Ms.
Sanchez Bmservedas Control |l er f or Mc Bronml&90w 4998 M3ar i bbe
Sanchez Braswvorked with various manufacturing companies different managerial and
financial roles. Prior to 1990, Ms. Sanchez Brasrked with KPMG Peat Marwick Ms.
Sanclez Brash ol ds a B a c Hrem tber Uhigsersity efgPueste Ricd Rio Piedras
Campus where shemajored in Accounting Ms. Sanchez Bras has beerCertified Publc
Accountant (CPA) since 1991 aadCertified Intenal Auditor (CIA) since 1992 and isnaember
of theAssociation ofCertified Fraud ExaminerfACFE).

Carlos M. Garcia was ratified as President and Chairman of the Board of GDB on
January 7, 2009. Mr. Garcia served as President of Banco Santander Puerto Rico from August
2008 to January 2008nd Senior Executive Vice President and Chief Operating Officer of
Santander BanCorp and BanSantander Puerto Ridoom January 20040 January 20Q9 Mr.

Garcia served as a member of the Board of Directors of Santander BanCorp and several of
SantanderBn Cor p6s subsidiaries and af fi l-aWishes. M
Foundation of Puerto Rico. Mr. Garcia served as President and Chief Executive Officer of
Santander Securities Corporation from August 2001 to January 2006. Mr. Gandd joi
Santander Securities Corporation in 1997 as Director of its Investment Banking Department, and
Banco Santander Puerto Rico in October 2003 as Executive Vice President of Wholesale
Banking. From 1993 to 1995, Mr. Garcia worked at Credit Suisse Fissd®BBuerto Rico, Inc.,

which later was acquired by Popular Securities, Inc., for which he worked from 1995 to 1997.

Mr. Garcia holds a dual degree in Business from the Wharton School and in Comparative
Literature from the College of Arts and ScienceghefUniversity of Pennsylvania.

Political Trends

For many years there have been two major views in Puerto Rico with respect to Puerto
Ricobs relationship with the United States:
Progressive Party, and the athliavoring the existing commonwealth status, represented by the
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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

e ectoral choices of Puerto Ricobs voters are
Puerto Ri cods relationship with t he Uni t ed
relationship between Puerto Rico and the United States have prevaileationsldor many

years.

1992 1996 2000 2004 2008

New Progressive Party 49.9% 51.1% 45.7% 482% 52.8%
Popular Democratic Party 459% 445% 48.6% 484% 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 election, control of the legislative branch continued under the
New Progressive Party, while the executive branch is now also controlled by the New
Progressive Party. The current membership of the Senate and bfoR&presentatives 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 Noember 2012.

THE ECONOMY
General

The Commonwealth in the past has established policies and programs directed principally
at devel oping the manufacturing sector and e:
infrastructure. Domestic and foreign investnsehave historically been stimulated by 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, itpublic corporations, and municipalities. Economic progress has been
aided by significant increases in the levels of education and occupational skills of the population.

Puerto Ricobs economy experienced a-consid
five years, passing from an agriculture economy to an industrial one. Virtually every sector of
the economy participated in this expansion. Factors contributing to this expansion include
governmentsponsored economic development programs, increaseseiretiel of federal
transfer payments, and the relatively low cost of borrowing. In some years, these factors were
aided by a significant rise in construction investment driven by infrastructure projects, private
investment, primarily in housing, and relaly low oil prices. Nevertheless, the significant oil
price increases during the past four years, the continuous contraction of the manufacturing
sector, and the budgetary pressures on government finances triggered a general contraction in the
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economy.Puerto Ricob6s economy is currently in a
fiscal year 2006, a fiscal year in which the real gross national product grew by only 0.5%. For
fiscal years 2007 and 2008, the real gross national product contracté®% and 2.5%,
respectively. This contraction has continued into fiscal year 2009, for which the Planning Board
expects a reduction of 3.4% in real gross national product. While the trend was expected to
continue in fiscal year 2010, the Planning Boanthounced on April 29, 2009 that the expected
positive impact of th&).S. federal and local economic stimulus measures dischstad under

AFi scal and Economic Reconstructiono shoul d
Fiscal Stabilizaton Plan | so descri bed bel ow under AFi scal
revised its projections for fiscal year 2010 to reflect an increase of 0.1% in real gross national
product. The Planning Board is also projecting increases in real gross national pfdal@és

and 1.0% for fiscal years 2011 and 2012, respectively.

Nominal personal income, both aggregate and per capita, has increased consistently from
1947 to 2008. In fiscal year 2008, aggregate personal income was $56.2 billion ($44.8 billion at
2000 pices) and personal income per capita was $14,237 ($11,341 in 2000 privesponal
income includes transfer payments to individuals in Puerto Rico under various social programs.
Total U.S. federal transfer payments to individuals amounted to $1Rd lil fiscal year 2008
($20.5 billion in fiscal year 2007). Entitlements for previously performed services or resulting
from contributions to programs such as Soci al
Civil Service retirement pensions wef9.3 billion, or 76% of the transfer payments to
individuals in fiscal year 2008 ($8.6 billion, or 82%, in fiscal year 2007). The remainder of the
federal transfers to individuals is represented by grants, mostly concentrated in the Nutritional
Assistane Program (Food Stamps) and Pell Grant (higher education) Scholarships. The increase
in federal transfer payments to individuals, and the corresponding decline in the share of
entitlements to total transfers to individuals, from fiscal year 2007 to fysaal 2008 was due
almost exclusively to the U.S. federal tax rebates implemented in fiscal year 2008.

Total average annual employment (as measured by the Puerto Rico Department of Labor
and Human Resources Household EmpldyB®anvegayyv
also increased during the last decade. From fiscal year 1999 to fiscal year 2008, total
employment has increased at an average annual growth rate of 0.6% to 1,217,500. However,
there has been a decrease in employment during the laast yisar, related to the current
recession.

The dominant sectors of the Puerto Rico economy in terms of production and income are
manufacturing and what is herein referred to as the service sector. The manufacturing sector has
undergone fundamental chasgever the years as a result of increased emphasis on-tigger
high-technology industries, such as pharmaceuticals, biotechnology, computers,
microprocessors, professional and scientific instruments, and certain high technology machinery
and equipmentThe 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 contribtwidhe gross domestic
product and leads all sectors in providing employment.

! Different price deflators are used for gross national product and persorakistatistics. The year 2000 is used
as a basis for comparison because that is the year used by the U.S. Department of Commerce.
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The following table shows the gross national product for the five fiscal years ended
June30, 2008.

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

2004 2005 2006 2007 2008”
Gross national produét$ millions® $50,709 $53,752 $56,732 $58,563 $60,787
Real gross national product millions 43,967 44,819 45,048 44,175 43,049
(2000 prices)
Annual percentage increase (decrease) i 2.7% 1.9% 0.5% (1.99% (2.5)%
real grossiational product (2000 prices
U.S. annual percentage increase in real 4.0% 3.1% 3.0% 1.8% 2.8%

gross national product (2000 prices)

(1) Preliminary.
(2) In current dollars.

Souces: Puerto Rico Planning Board and Global Insight Inc.

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 policiesand 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 expenditures. During fiscal year 2008, apprdaxieméa 'y 74 % of Puert
exports went to the United States mainland, which was also the source of approximately 47% of
Puerto Ricob6s 1 mports. I n fiscal year 2008,
balance of $19.0 billion.

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 year 2009.
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Sources: Puerto Rico Plaing Board.

* Estimate for Puerto Rico from the Puerto Rico Planning Board-2&09). Estimate for U.S. from Global Insight (Ap009).

Since the 1950s, the Planning Board has prepared a complete set of macroeconomic
measures like those prepared forthe i t ed St ates by the Bureau of
of the Department of Commerce, as part of the National Income and Product Accounts
(ANI PAO) . I n contrast with BEA, which comput
the Planning Board compt es Puert o Ricod6s NIPA on an annu:
Board revises its statistics on a regular basis. The Planning Board classifies its statistics as
preliminary until they are revised and made final in conjunction with the release ofataw d
each year. Thus, all macroeconomic accounts for fiscal year 2008 shown in this report are
preliminary until the revised figures are released and the forecasts for fiscal years 2009 and 2010
are revised.

Forecast for Fiscal Years 2009 and 2010

The Plmni ng Boardébés gross national product f
released in February 2009, projected a decline of 3.4% in constant dollars, or an increase of 1.5%
in current dollars. Personal income is expected to decline by 1.5% in raea] terto increase
by 2.3% in nominal terms (see footnote 1 on page 8). Whiml@ngation of the economic
contractian through fiscal year 2010 had been expected, the Planning Board announced on April
29, 2009 that the expected positive impact of th8. federal and local economic stimulus
measures discusseldelow should outweigh the expected negative impact of the Fiscal
Stabilization Plan also described below, leading it to adjust its projections for fiscal year 2010.
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The Planning Board is now projewy a slight increase in gross national prodoic.1% in

constant dollarsr 3.4% in current dollars.The major factors affecting the economy at this point

are, among others, the current corticacof U.S. economic activitythe difficulties of the UB.

and localfinancial systers, which affect the local economy directlyhe increase in federal

transfers associated to the economic stisiginaced by theU.S. governmentand thelocal

difficulties associated with he Commonweal t h 0 sis, maludingahegesd f i s c
reduction initiatives to be implemented as part of the fiscal stabilization plan discussed below.

The number of persons employed in Puerto Rico during the first nine months of fiscal
year 2009, from July 2008 to March 2009, aveda@d 79,900 a decrease of 3.1% from the
same period of the previous year. Moreover, for the first maeths of the current fiscal year
the unemployment rate was 1%0an increase from 11.0% for the first nine months of fiscal
year 2008.

Fiscal Year P08

The Pl anning Boar doés preliminary reports
economy for fiscal year 2008 indicate that real gross national product decreased 2.5% (3.8% in
current dollars) over fiscal year 2007. Nominal gross national product W& i#i6ion in fiscal
year 2008 ($43.0 billion in 2000 prices), compared to $58.6 billion in fiscal year 2007 ($44.2
billion in 2000 prices). Aggregate personal income increased from $52.3 billion in fiscal year
2007 ($43.4 billion in 2000 prices) to $26billion in fiscal year 2008 ($44.8 billion in 2000
prices), and personal income per capita increased from $13,269 in fiscal year 2007 ($11,012 in
2000 prices) to $14,237 in fiscal year 2008 ($11,341 in 2000 prices). The significant increase in
personaincome in fiscal year 2008 is due in part to the tax rebate program implemented by the
Bush Administration during that fiscal year.

According to the Household Survey, total employment for fiscal year 2008 averaged
1,217,500, a decrease of 3.6% compared262,900 for fiscal year 2007. At the same time, the
unemployment rate for fiscal year 2008 was 11.0%, an increase from 10.4% for fiscal year 200

Among the variables contributing to the decrease in gross national product were the
continuous contractioof the manufacturing and construction sectors, as well as the current
contraction of U.S. economic activity. Furth
product was not offset by the federal tax rebates due to the high levels of oil pricgsfigcal
year 2008. The persistent high level of the price of oil and its derivatives (such as gasoline)
during that period served to reduce the income available for other purchases and, thereby,
negatively affected domestic demand. Duetothe Commwa | t hds dependence o]
generation and gasoline (in spite of its recent improvements in goaeuction diversification),
the high level of oil prices accounted for an increased outflow of local income in fiscal year
2008. The current diffidties associated with the financial crisis resulted in lower gham
interest rates, but this did not translate into an improvement in the construction sector.
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Fiscal Year 2007

The Planning Boardds reports on ydureng per f o
fiscal year 2007 indicate that the real gross national product fell by 1.9%. Nominal gross
national product was $58.6 billion ($44.2 billion in 2000 prices), compared to $56.7 billion in
fiscal year 2006 ($45.0 billion in 2000 prices). This esgnts an increase in nominal gross
national product of 3.2%. Aggregate personal income was $52.3 billion in fiscal year 2007
($43.4 billion in 2000 prices), as compared to $50.8 billion in fiscal year 2006 ($43.4 billion in
2000 prices), and personal ame per capita was $13,269 in fiscal year 2007 ($11,012 in 2000
prices), as compared to $12,944 in fiscal year 2006 ($11,052 in 2000 prices).

According to the Household Survey, total employment for fiscal year 2007 averaged
1,262,900, an increase of 0.8%mpared to 1,253,400 for fiscal year 2006. The driving force
behind total employment was selinployment. The unemployment rate for fiscal year 2007 was
10.4%, a decrease from 11.7% for fiscal year 2006.

Fiscal Stabilization and Economic Reconstruction

The new administration has developed and commenced implementing -y@auliiscal
Stabilization and Economic Reconstruction Plan that seeks to achieve fiscal balance and restore
economic growth. The administration believes that fiscal stabilizatiomisatéo safeguarding
the Commonweal-ghdde iaoveditmemtati ng and restor
growth and development. During the first quarter of 2009, the Legislative Assembly enacted
three bills providing for the implementation of thisap] which is composed of two main
el ements: the Fiscal Stabilization Plan (the
(the AEconomic Plano).

In addition, the new administration is in the process of designing and implementing a
series of ecommi ¢ devel opment initiatives wig h t he
competitiveness and strgthening specific industry sectorsThese economic development
initiativesare intended tsupport the prospects of lotgrm and sustainable growth

Fiscal Sabilization Plan

The Fiscal Plan has three main objectives: (i) stabilize the-sdrartfiscal situation, (ii)
safeguard and strengthen the Commonweal thoés c
by fiscal year 2013. The Fiscal Plan, whiclgénerally contained in Act No. 7 of March 9, 2009
(AAct 70) , i nc | urddeiction smpasures, tak reenue enforeemeneé measures,
tax increases, and financial measures, as discussed below.

Expense Reduction MeasuredA significant portion ofPuer t o Ri cod6s curr
deficit is attributable to the accumulated effect of high operating expenses in the government.
The Fiscal Plan seeks to reduce the recurring expense base of the government to make it
consistent with the level of governmenveaues. The Fiscal Plan establishes a government
wide operating expengeduction program aimed at reducing payroll and other operating
expenses by $2 billion.
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Payrol |l expense iIs the most significant <co
base. The reduction in payroll expenses contemplated by the Fiscal Plan will be implemented in
three phases and includes certain benefits conferred to participating employees, as follows:

1 Phase 1. Incentivized Voluntary Resignatiand Voluntary Permanent Wkday
Reduction Program The Incentivized Voluntary Resignation Programiffered public
employees a compensation 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 Programsiss of a
voluntary reduction of one regular workday evefifteen calendardays which is
equivalent to approximately a 10% reduction in annual workdBlgase | commenced in
March 2009and pblic employees rhuntil April 27, 2009 to submit the required
information to participate in the voluntary programs available uiderse | and be
eligible for the Public EmployeesAlternatives Program. On May 14, 2009, OMB
announced that based dmetnumber of employees who agreed to participate in these
programs, the expected reduction in expenses for fiscal year 2010 would be $50 million.

1 Phase ll:Involuntary Layoff Ban: As provided in Act 7Phase Il willgo into effect
becausethe objective ofreducing $2 Wlion in expenses wasot achievedafter
implemenation of Phase band Phase Il (see belowlnder Phase I, subject to certain
exceptions, all employees with transitory, qmermanent positions will be terminated. In
addition, Phase llmpvides for one or more rounds of involuntary layoffs and applies to
all public employees unless specifically excluded by Adtiictly according to seniority
in public service, starting with employees with least seniorifjhe plan excludes
employeedlisted in Act 7 as providingessentia services, those paid by federal funds,
those @ 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, are wafrerrod.cinployecy eRbédsd as 0
Il will receive a severance package that includes healthraggepayment for up to a
maximum of six monthor until the formerpublic employee is eligible for health
insurance coverage at another job

9 Phase lll: Temporary 8spension ofertain Provisions of &ws, Collective Bargaining
Agreements, an@ther AgreementsPhase 11, which went into effect on March 9, 2009,
imposes admporary freeze of salary increases ancrogtonomic benefits included in
laws, collective bargaining agreemerdaad any other agreemenBhase Il will remain
in effect for a period of two years, but this term may be shortened by the Governor by
means of an Executive Order should OMB certligttthe savings resulting from the
i mpl ement ati on -rogd uAcctti 07/n6 smeeaxspuernesse ar e suf f
objectives. OMB has indicated that the expected savings from the implementation of
these measures is $187 million for fiscal year®01

1 Public Employees Alternatives Programhe employees that elected to participate in the
Incentivized Voluntary Resignation Prograar the Voluntary Permanent Workday
Reduction Program under Phase |, or that are subject to involuntary layoffs under Phas
[I, will be eligible for thePublic Employeeg\lternativesProgram This program assists
public employees in their transition to other productive alternatives, and offers vouchers
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for college education, technical education, and professional trainingiekhsas for
establishing a business and for relocation.

In addition, Act 7 provides that, for a period of two years, collective bargaining
agreements that have already expired or that expire while the law is in effect and that relate to
public employeesnay not be renegotiated or renewed.

On April 13, 2009, a group of government employees along with labor organizations that
represent governmental employees filed a compiaittie U.S. District Court fothe District of
Puerto Ricoseeking,among otherglief, an injunction to stop the Government of Puerto Rico
from implementingthe expenseeduction provisions of Act7 under the theory that such
provisionsviolate United States and Puerto Rico law prohibitions on impairment of contracts and
retroactive pplication of laws The administration intends to defend vigorously the

constitutionality of Act 7 and continues with its implementaton See fALi ti gati on.

The second element of the expensguction measures, which pertains to other operating
expenseswill be conducted through an austerity program in combination with other measures,
such as reduction in expenses of the public health plan, Executive Branch reorganization, and
efficiency measuressupported by budgetingand accounting processes, and infation
technology The austerity program mandates a 10% reduction in other operational expenses,
including cellular phone use, credit cards, and official vehicles.

Tax Revenue Enforcement Measur@$e Fiscal Plan seeks to increase tax revenues by
implementing a more rigorous and ongoing tax enforcement and compliance strategy. Specific
tax enforcement initiatives include: (i) enhancements to federal grants and fund receipts, (ii)

stronger collections and audi tx angieafofutiaryt s on

tax compliance program.

Tax Increass The goal of achieving fiscal and budgetary balance requires a
combination of measures that include the introduction of permanent and temporary tax increases.
The Fiscal Plan includes sigrmporary and four permanent revenue increasing measures. With
respect to temporary revenue increasing measures, the administration will implement: (i) a 5%
surtax on income of certain individuals, (ii) a 5% surtax on income of certain corporations, (iii) a
5% income tax on credit unions (commonly knowrncasperativasn Puerto Rico), (iv) a 5%
income tax on Puerto Rico international banking entities, (v) a special property tax on residential
real estate, and (vi) a moratorium on certain tax credits. Tdierity of these temporary
measures will be in effect for three fiscal years beginning in fiscal year 2010. The permanent
measures include (imodifications to the alternative minimum tax for individuals and
corporations, (ii) an increase in the exciseetwon cigarettes, (iii) new excise taxes on
motorcycles, and (iv) an increase in the excise taxes on alcoholic beverages.

Financial Measures The administration expects to carry out several financial initiatives
in order to achieve fiscal stability thrghout the implementation period of the Fiscal Plan.
These financial measures include, among others, a financing or bond issuance program the
proceeds of which would be used to bridge the structural budgetary imbalance during the
implementation period dhe Fiscal Plan and funding some initiatives in the Economic Plan.
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The financial measures are mainly anchored on the-lssndnce program of COFINA.
Act 7, in conjunction with Act No. 91 of May
January 4 2009 (AAct 10) , all ocated to COFI NA, (
half of the tax rate of 5.5%) of the sales and use tax imposed by the central government, which
increased COFI NAOG6s financing capaci astabistynd al |
throughout the implementation period of the Fiscal Plan.

In addition to the increased tax allocations to COFINA, the financial initiatives that were
enacted into law include the creation of tBavings Notegor the Economic Cooperationf
Pueto Rico(t he ASaving Notes Programo) and all ows
existing debt of the Puerto Rico Public Buildings Authority. The Savings Notes Program
consists of an issuance of up to $20 million in shemn general obligationates for retail
distribution to Puerto Rico residents.

The administration expects that its Fiscal Plan will provide more fiscal stability, thereby
safeguarding and strengthening Puerto Ricobs
that the resiting fiscal structure will be sustainable and conducive to economic growth and
development.

Economic Reconstructidplan

To balance the impact of the Fiscal Plan, the administration has developed and is
implementing an economic reconstruction prograntitoudate growth in the short term and lay
the foundation for longerm economic development. In addition, the administration is
developing a comprehensive, letegm, economic development program aimed at improving
Puerto Ri cods 0 v e rcampetitiveriesso dnd lbusimess | eevirceamente and
increasing privatesector capital formation and participation in the economy.

The Economic Plan consists of three main components: (i) two economic stimulus
programs, (ii) PublidPrivate Partnerships, andi)(a supplemental stimulus plan.

Economic Stimuis Programs The cor ner st one defm eeananict o Ri
reconstruction plan is the implementation of two economic stimulus programs aimed at
reigniting growth and counterbalancing any adverseceffassociated with the Fiscal Plan. The
economic stimulus programs consi st of Puerto
herein as t he AFeder al Stimul uso) and a | oc
complement the Federal Stimulus.

1 Federal StimulusProgrant Puerto Rico is eligible to participate in ARRA because of
its status as a U.S. jurisdiction. Puerto Rico expects to receive up to $5 billion in
stimulus funds from ARRA. The funds will be distributed in four main categories:
relie f to individual s, budgetary and fisca
improvements. This Federal Stimulus coming from ARRA places an emphasis in relief
for individuals and taxpayers. 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 others.

15



1 Local Stimulus Program The administration has formulated the Local Stimulus to
supplement the Federal Stimulus amuelorate specific local challenges associated
with the local mortgage market, the availability of credit, and the infrastructure and
construction sectors. Despite the fact that the Local Stimulus amounts to a $500
million investment by the government, itshéeen estimated that its effect will be
greater due to its loaguarantee programs, which will be coordinated in collaboration
with commercial banks in Puerto Rico. The Local Stimulus is composed of three main
elements: (i) capital improvements, (ii) mtilus for smal and mediunrsized
businesses, and (iii) consumer relief the form of directpayments to retirees,
mortgagedebt restructuring for consumers that face risk of default consumer
stimulus for the purchase of housing

Public-Private  Partrerships The administration believes that PubRdvate
Partnerships (APPPs ¢l for eeqnonecsdevelopmeaparticulamypio r t a nt
times of fiscal imbalance. PPPs are collaborations between government agoveommental
entitie® such as privatesector, norprofit organizations, credit unions, and township
corporations orporaciones municipal¢d to develop infrastructure projects, manage
government assets or provide services. The-gomernmental partner takes on certain
responsibilites and risks related to the development of the project in exchange for receiving the
benefits of operating it.

PPPs provide the opportunity for lower project development costs, reduction of financial
risk, creation of additional revenue sources, estahkstt of service quality metrics, and- re
direction of government resources to focus on the implementation of public policy.

The administration is working on establishing the legal framework that will implement
the procedures for establishing PPPs. PuRitm has opportunities for the establishment of
PPPs in the areas of highways, ports, transportation, solid waste, potable water, and renewable
energy, among others.

Supplemental Stimulus PlanThe Economic Planncludes a Supplemental Stimulus
Plan, whch will provide investment in strategic areas with the objective of laying the
foundations for longerm growth in Puerto Rico. The Supplemental Stimulus will begin after the
first year of implementation of the Federal and Local Stimuli. The coordinajgémentation
of the Supplemental Stimulus during the second year of the Federal and Local Stimuli will
reinforce continuity in reigniting economic growth while making key investments fortemg
development.

The Supplemental Stimulus will be conductedGDB through a combination of direct
investments and guaranteed lending. Specifically, the Supplemental Stimulus will target critical
areas such as the banking system, key infrastructure projects, public capital improvement
programs, privatsector lenthg to specific industries, and the export and reseanch
development knowledge industries. The Supplemental Stimulus will take into account the
strategic needs that Puerto Rico must fulfill in order to become a more competitive player in its
region andn the global economy.
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The Supplemental Stimulus is intended to complement a comprehensive Economic
Development Program that will be implemented by the Department of Economic Development
and Commerce, as discussed below.

Economic Development Pragn

The Department of Economic Development anoa
with other government agencies, is in the process of formulating and implementing a series of
economic development initiatives with the goal of laying the groundwork for isakte
economic growth. These initiatives are centered on the dual mission of fosteringeautdti
growth while reducing costs and barriers to business and investment, and are a-todoligm
term counterpart to the Economic Reconstruction Plan andtpplemental Stimulus Plan
described above. HE economic development initiatives aiened a t I mproving Pue
overall global relevancecompetitiveness, and business environment and seekirtorease
privatesector capital formation and particifwat in the Puerto Riceconomy

The aministration will emphasizeéhree main initiatives to enhance Poert Ri c 0 60 s
competitive position: (ipverhauing the permitting processii) reforming the labomarket and
(i) reducingenergycosts.

Thefirst initiative, ther e engi neer i ng of Rnuddicensiogprdtéess o6 s p
has already been initiatethd legislation has been filedn the short term, this restructurimgy
focused on eliminatinghe significant backlog of unprocessed permits thatcareently in the
pipeline of various governmemgencies. Longer term, theffort seeks to signifemtly reduce
the number of inteagency processes and transactions currently requiredcteating a
centralized, clienfocused system that simplifies arghortens the permitting process for
applicants

Initiatives will alsobe undetakenwith the purpose o$trengthemgPuer t o Ri co6 s
market. The administratiorseeks teencairage greater labdorce participatiorby providing the
private sector withmore flexibility in establishing feasible labor arrangeme@sefocus ofthe
labormarket reformwill be the modernization of Puero Ri coobs regul at or
Legislative changes to be introduced will focus on bringing-obwtate labor laws and
regulations in line with U.S. and international standards with respect to such matterstasdlex
arrangements, overtime rulespw k er s & ¢ 0 mpendiitseguiremerda, amoagnothers.
This labor reform is expected to provide a significant improveme i n Puerto F
competitiveness in the global marketplace

The administration considers the adoption of a eaergy policyto becritical for Puerto
Ri co6s c ompegently flucteatioassirsaoil prices have a significant effecPoarto
Rico Ooserall economic performancf he admi ni stration will focus
dependence on fossil fuels, particularly oil, through the promotion of djwersewablesnergy
technologies. By implementing a new energy policy, the Commonwealith seek to lower
energy coststeduceenergyprice volatility, andestablish environmentally sustainable energy
production through a reductiom ecologically harmful emissions. The Commonwealth is
facilitating the development gkveral initiatives,ricluding the wheeling of energy, conservation
efforts, and the installation of new renewable generation capacity, among others. These
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initiatives are expected not only to address energy prices in Puerto Rico, but also to provide for a
means of attractingpvestment irtheenergysector.

The Commonwealth will complement these competitive initiatives with specific strategic
initiatives with the objective of creating jobs and increasing economic activity across various
sectors of the Puerto Rico economy. Trmmmonwealth has natural or structural competitive
advantages in several areas, such as pharmaceutical and biotechnology manufacturing. These
advantages provide opportunities to further economic activities in manufacturing, science and
technology, touris, renewable energy, tta, and professional service¥he specific initiatives
wi || be designed to promote sustainable econ
economic base

Puerto Rico Tax Incentives

One of the benefits enjoyed by the Commorltte&s that corporations operating in
Puerto Rico (other than corporations organized in the United States with a local branch) and
individuals residing in Puerto Rico generally are not subject to federal income taxes on income
derived in Puerto Rico. Thmnables the Commonwealth to utilize local tax legislation as a tool
for stimulating economic development, and it
below.

In this regard, the Commonwealth has enacted legislation providing tax exemptions and
tax incentives for businesses operating within certain sectors of the economy. Tax incentives
laws have existed in Puerto Rico for over fifty years. The Economic Incentives Act, the most
recent tax incentives act, covers companies dedicated to mamnuigetad the export of services
and was enacted on May 28, 2008. All eligible businesses operating under previous tax
incentives laws may apply for the benefits provided by the Economic Incentives Act.

The Economic Incentives Act streamlines the procesolbtaining tax incentives and
provides recipients with certainty as to the amount of benefits they will receive over time. The
Economic Incentives Act expands the definition of manufacturing to include cluster and supply
chain concepts, addresses issufesost competitiveness, and simplifies the applicable rules. The
tax structure established by the Economic Incentives Act generally has a 4% income tax rate and
a 12% withholding tax rate for royalties. An alternative structure has an 8% incomeetardat
a 2% withholding tax on royalties. For existing businesses with tax rates between 2% and 4%,
the Secretary of Economic Development has the discretion to grant the same tax benefits if doing
so is considered to be in the best interests of PuertdRico e c o n o my . l ncome t &
reduced by an additional 0.5% for projects located indownid-economic development areas.
Additional exceptions to the general tax structure exist for pioneering activities, local firms and
small businesses. Piomag activities may have a 1% income tax rate, or no income taxes if the
research and development activity is located completely within Puerto Rico. Local firms may
enjoy a tax rate as low as 3%, and for spaaild mediurrsized businesses the tax rate rbayas
low as 1%, provided such activities are eligible for certain credits provided by the Economic
Incentives Act.

A variety of tax credits are available under the Economic Incentives Act, including: for
the purchase of products manufactured in Puertm;Rior job creation; for investment in
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research and development; for investment in engemeration equipment; to reduce the cost of
energy; to transfer technology; and for investors who acquire exempt operations in the process of
shutting down. Therera also investment credits for projects classified as strategic projects.
Some of these credits can be carried forward and others can be sold.

Employment and Unemployment

The number of persons employed in Puerto Rico during fiscal year 2008 averaged
1,217500, a 3.6% decrease from 1,262,900 in fiscal year 2007. For the first nine months of
fiscal year 2009, the number of persons employed averaged 1,179,900, a decrease of 3.1%
compared to the same period of the previous fiscal year. Currently, the uperaptaate in
Puerto Rico is slightly less than twice the U.S. average.

The following table presents annual statistics of employment and unemployment for
fiscal year 2004 through fiscal year 2008, and the average figures for the first nine months of
fiscal year 2009. These employment figures are based on the Household Survey, which includes
selfemployed individuals, instead of the rbra r m, payr ol | empl oyment

Surveyo), which do e ssmploget individublb represanamobnel 15%omf s el f

civilian employment in Puerto Rico, more than double the level in the United States.
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Commonwealth of Puerto Rico
Employment and Unemployment”
(persons age 16 and over)
(in thousands)

Unemployment

Fiscal Years Ended June 30, Labor Force Employed Unemployed Rate?
(Annual Average)

2004 1,360 1,206 155 11.4%
2005 1,385 1,238 147 10.6
2006 1,420 1,253 167 11.7
2007 1,410 1,263 147 10.4
2008 1,368 1,218 151 11.0
2009? 1,356 1,180 176 13.0

(1) Totals may not add due to rounding.
(2) Unemployed as percentage of labor force.
(3) Average from July 2008 to Mar@909

Source: Department of Labor and Human Resouricé®usehold Survey
Economic Performance bySector

From fiscal year 2004 to fiscal year 2008, the manufacturing and service sectors
generated the largest portion of gross domestic product. The manufacturing, service, and
government sectors were the three sectors of the economy that provide tlemployment in
Puerto Rico.
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The following table presents annual statistics of gross domestic product by sector and
gross national product for fiscal years 2004 to 2008.

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

Fiscal Years Ended June 30,

2004 2005 2006 2007 2008"
Manufacturing $33,267 $34,534 $35,638 $36,309 $38,458
Servicé& 30,476 32,449 33,785 35,608 37,068
Governmerf?) 7,389 8,151 8,424 8,585 8,762
Transpotation, communication, 5,343 5,309 5,907 6,111 6,020
and public utilities
Agriculture, forestry, and fisheries 414 375 394 418 386
Constructiof! 1,905 1,848 1,788 1,929 1,991
Statistical discrepancy 417 141 221 (58) 578
Total gross domestic prodift $79,209  $82,809  $86,158  $88,902  $93,263
Less: net payment abroad (28,509 (29,059 (29,425 (30,339 (32,479
Total gross national prodiiet $50,709 $53,752 $56,732 $58,563 $60,792

(1) Preliminary.

(2) Includes wholesale and retail trade, finance, insurance and real estate, and other services.

(3) Includes the Commonwealth, its municipalities and certain public corporations, and the federal government.
Excludes ertain other public corporations, such as the Electric Power Authority and the Aqueduct and Sewer
Authority, whose activities are included under Service in the table.

(4) Includes mining.

(5) Totals may not add due to rounding.

Source: Planning Board

The data for employment by sector or industries presented here, like in the United States,
are based on the Payroll Survey, which is designed to measure number of payrolls by sector.
The Payroll Survey excludes agricultural employment aneesefiloyed peiens.

21



The following table presents annual statistics of average employment based on the North
American Industry Classification System (NAICS) for fiscal years 2004 to 2008.

Commonwealth of Puerto Rico
Non-Farm, Payroll Employment by Economic Secto®
(persons age 16 and over)

Fiscal Years Ended June 30,

2004 2005 2006 2007 2008
Natural resources and construction 69,300 68,233 67,442 66,589 60,023
Manufacturing
Durable goods 48,808 48,067 46,350 45,427 43,185
Non-durable goods 69,633 69,250 66,233 62,447 61,013
Subtotal 118,442 117,317 112,583 107,874 104,198
Trade, transportation, warehouse,
and Utilities
Wholesale trade 33,300 33,717 33,992 33,267 33,821
Retail trade 132,008 136,192 137,358 133,744 131,178
Transpetation, warehouse, and
utilities 17,042 17,617 17,433 16,988 16,840
Subtotal 182,350 187,526 188,783 183,999 181,839
Information 21,917 22,608 22,675 22,639 21,342
Finance 46,850 48,633 49,767 49,094 48,125
Professional and business 101,900 103,767 106,517 108,796 108,660
Educational and health 98,108 99,967 103,650 105,226 108,743
Leisure and hospitality 70,317 72,592 74,767 73,562 73,750
Other services 20,650 21,258 20,567 18,233 17,354
Governmerf? 303,408 307,825 302,492 298,108 297,666
Total norfarm 1,033,242 1,049,725 1,049,242 1,034,118 1,021,699

(1) The figures presented in this table are based on the Payroll Survey prepared by the Bureau of Labor Statistics of
the Puerto Rico Department ofahor and Human Resources. There are numerous conceptual and
methodological differences between the Household Survey and the Payroll Survey. The Payroll Survey reflects
information collected from payroll records of a sample of business establishmemésthehiHousehold Survey
is based on responses to a series of questions by persons in a sample of households. The Payroll Survey
excludes the seémployed and agricultural employment. Totals may not add due to rounding.

(2) Preliminary.

(3) Includes stat, local, and federal government employees.

Source: Puerto Rico Department of Labor and HumBesources Current Employment Statistics Survey
(Establishment Survely NAICS Codes)

Manufacturing

Manufacturing is the largest sector of the Puerto Rico ecgniomterms of gross
domestic product. The Planning Board figures show that in fiscal year 2008 manufacturing
generated $38.5 billion, or 41.2%, of gross domestic product. During fiscal year 2008, payroll
employment for the manufacturing sector was 103, 20decrease of 3.4% compared with fiscal
year 2007.For the firstnine months of fiscal year 200¢he average manufactog employment
was 99,300, a decrease of %.8ompared tdhe same pé&vd of the priorfiscal year. Most of
P u e r t omaRufactang sutput is shipped to thHd.S. mainland, which is also the principal
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source of semifinished manufactured articles on which further manufacturing operations are
performed in Puerto Rica-ederaiminimum wage laws are applicable in Puerto Rico. Fwafi

year 2008, the average hourly manufacturing wage rate in Puerto Rico was approximately 68.5%
of the average mainland.S.rate

Manufacturing in Puerto Rico is concentrated in two major industismrmaceuticals
and other chemical productsid maciery and metal products constituted 90% of the total
manufacturing production in fiscal year 2008. Although the manufacturing sector is less prone
to business cycles than the agricudtusector, that does not guarantee the avoidance of the
effects of ageneraldowrturn 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
skilled labor. This gradual shift in emphasis is best exemplified by largetnm»ets over the
last decade ithe pharmaceutical and medieguipment industries in Puerto Rico. One of the
factors encouraging the development of the manufacturing sector had been the tax incentives
offered by the federal and Puerto Rico governmerfgderal legislation enacted in 1996,
however, which amended Section 936 of th&. Internal Revenue Code of 1986, as amended
( t . Qode ,)phased out these federal tax incentidesng a teryear period thaéndedin
2006 This change has had a ¢pterm impact on local manufacturing activity See NTax
Incentive® | ncenti ves under Theltenoy &. Codeo under A

The following table sets forth gross domestic product by manufacturing sector for fiscal
years 2004 to 2008.

Commonwealth of Puerto Ri©
Gross Domestic Product by Manufacturing Sector
(in millions at current prices)

Fiscal Years Ended June 30,

2004 2005 2006 2007 2008”

Pharmaceuticals $19,814 $20,705 $21,024 $21,273 $21,735
Machinery and metal products:

Machinery, except electrical 3,372 3,307 3,252 3,428 3,920

Electrical machinery 1,818 1,904 1,855 1,840 2,342

Professional and scientific instrument: 3,540 3,698 4,166 4,293 4,705

Other machinery and metal products 274 282 276 280 300
Food products 2,202 2,312 2,875 2,970 3,065
Other chemical and allied products 591 613 663 691 792
Apparel 344 325 253 213 234
Othef” 1,312 1,387 1,273 1,321 1,364

Total gross domestic produat $33,267 $34,534 $35,638 $36,309 $38,458

manufacturing sectt

(1) Includes petroleum products; petrochemicals; tobacco products; stone, clay and glass products; textiles and
others.

(2) Totals may not add due to nuding.

(3) Preliminary.

Source: Planning Board
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The following table presents annual statistics of average manufacturing employment by
industry based on the North American Industry Classification System (NAICS) for fiscal years
2004 to 2008.

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

Fiscal Years Ended June 30,
Industry group 2004 2005 2006 2007 2008V

Durable goods
Nonmetallic mineral products

manufacturing 4,708 4,467 4,100 3,823 3,772
Cement and concrete products

manufacturing 3,850 3,750 3,533 3,300 3,389
Fabricated metal products 6,483 6,442 5,775 5,677 5,368
Computer and electronic 10,575 10,667 10,808 10,101 8,612
Electrical equipment 7,750 7,650 6,842 6,619 6,659
Electrical equipment

manufacturing 4,933 4,975 4,700 4,517 4,383
Miscellaneous manufacturing 11,100 11,158 11,258 12,299 11,978
Medical equipment and supplies

manufacturing 11,067 10,467 10,533 11,574 11,341
Other dural® goods

manufacturing 8,192 7,683 7,567 6,908 6,796
Totali durable goods 48,808 48,067 46,350 45,427 43,185
Non-durable goods

Food manufacturing 13,242 13,050 12,650 12,194 11,630
Beverage and tobacco products

manufacturing 3,042 3,175 3,392 3,251 3,270
Apparel manufacturing 8,533 8,875 8,258 7,717 9,637
Cut and sew apparel

manufacturing 8,533 8,850 8,017 7,078 8,610
Chemical manufacturing 32,367 32,883 32,317 30,463 28,061
Pharmaceutical and medicine

manufacturing 28,18 28,567 28,017 26,123 24,204
Plastics and rubber products 3,217 2,750 2,325 2,192 1,986
Plastics product manufacturing 2,917 2,258 2,133 2,032 1,839
Other nordurable goods

manufacturing 9,232 8,517 7,291 6,630 6,429
Totali nondurable goods 69,633 69,250 66,233 62,447 61,013
Total manufacturing employment 118,442 117,317 112,583 107,874 104,198

* Totals may not add due to rounding.
(1) Preliminary.

Source Department of Labor and Human Resourcesré@ Employment Statistic Survey (Establishment Survey
T NAICS Codes)

Total employment in the manufacturing sector decreased by 14,200 from fiscal year 2004
to fiscal year 2008. Manufacturing employment had been declining during the past decade, but
thedecline accelerated during fiscal years 2002 and 2003, falling 10.6% and 4.8%, respectively.
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Thereafter manufacturing employment seemed to stabilize around 118,000 jobs, but the
accelerationn job losseseappeared in fiscal year 2006 with the sectgreeencng another

significant drop o#.0%. For fiscal years 2007 and 2008, martufaity employment decreased

by 4.2% and.4%, respeotely. For the firstnine months of fiscal year 200%he sector lost an

average of 5,600 jobs, or S@compared tdhe same period of the previous yeém.summary,

the manufacturing sector lost nlgarl7,000 jobs from calendar year 2005 to 2008, and
according to the trend observed for the first months of 2009, it is likely thdt ibse more than

5,000 additionajobsin calendar year 2009Given that this sector used to pay the highest wages,

on averagein Puerto Ricojts general downturn has represented a major difficulty for restoring

growth for the whole economy. There are several reasmasexplan thissect or 6s | o
shrinkageithe end of the phasmut of Section 93@®f the U.S. Codethe net loss of patents on

certain pharmaceutical products, the escalation of manufacturing production costs (particularly
labor and electricity), the increased use of jaltsourcing and, currently, the effects of the

global economic decline Puerto Ricods manufacturing sect
competition, and new ideas and initiatives aredeelto improve it

Service Sector

Puerto Rico has experiencedrsficant growth in the service sector, which, for purposes
of the data set forth below, includes finance, insurance, real estate, wholesale and retail trade,
and other servicesThis sector has expanded in terms of both income and employment over the
pag decade, following the general trend of other industrialized economies, but with differences
on the magnitudes of those chang@aring the period between fiscal years 2004 and 2008, the
gross domestic product in this sector, in nominal terms, incredsad average annual rate of
5.0%, while payroll employment in this sector increased at an average annual rate of 0.8%. In
the Puerto Rico labor market, selinployment, which is not accounted for in the Payroll Survey,
represents approximately 15% ofabémployment according to the Household Survey. Most of
the selfemployment 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
economysuch as manufacturing and construction.

The high 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 tradincountries throughout the world.

The service sector ranks second to manufacturing in its contribution to gross domestic
product, and it is the sector with the greatest employment. In fiscal year 2008, the service sector
generated $37.1 billion of grossomestic product, or 40% of the total. Servésztor
employment grew from 542,092 in fiscal year 2004 to 559,811 in fiscal year 2008 (representing
54.8% of total, nofiarm, payroll employment). This represents a cumulative increase of 3.3%
during such peod. For the first nine months of fiscal year 2009, the average semoter
employment was 546,108, a decrease of 2.6% compared to the same period of the prior fiscal
year. Wholesale and retail trade, finance, insurance, and real estate expeniewtedgdiscal
years 2004 to 2008, as measured by gross domestic product at current prices. From fiscal year
2004 to 2008, gross domestic product increased in the trade sector from $9.8 billion to $11.8
billion, and in finance, insurance, and real estate $13.0 billion to $16.4 billion
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Puerto Rico haa developedanking and financial systemAs of December 31, 2008,
there were thirteen commercial banks operating in Puerto Rimmmercial banks in Puerto
Rico aregenerallyregulated by the FedarDeposit Insurance Corporation b EDIGD) or the
Board of Governors of the Federal Reserve Sysirdby the Office of the Commissioner of
Financial Institution® f Puerto Rico (the AOCFI o) . The OC
institutions (exluding assets of units operating as international banking entities) as of December
31, 2008 were $87.5 billion, as compared to $87.9 billion as of December 31, 2007.

Brokerdealers in Puerto Rico are regulated by the Financial Industry Regulatory
Authority and theOCFI and are mainly dedicated to serve investors that are residents of Puerto
Rico. According to the OCFIl,szetsunder managemenf brokerdealersn Puerto Ricdotaled
$26.5 billion as of December 312008 down from $27.9billion on Decembe 31, 2007
Another relevant component of the financial sector in Puerto iRittte mutuafund industry.

Local mutual funds are organized as investment companies and recasdetsunder
management 0$13.9 billion as of December 31, 2008, down sliglitom $14.1 billionas of
December 31, 2007 according to the OCFI. Most of the assets under management of local
mutual funds are reflected in the amount of assets under management ofdealkes stated
above.

Other components of the financiséctorin Puerto Rico include internationahtking
entities AIBESsO) and credit unions (locally known asoperativay IBEs are licensed financial
businesses that conduct offshore banking transactidaof December 31, 2008, there were 33
international bankg entities (including units of commercial banks) operating in Puerto Rico
licensed to conduct offshore banking transactions, with total assets of $63.8 billion, a decrease
from $75.8 billion in total assets as of December 31, 200éanwhile, credit umins, which
tend to emphasizdasic consumer financial services, reached $6.7 billion in assets as of
December 31, 2008, slight increasérom $6.5 billion as of December 31, 2007

In addition, there are specialized players in the local finanogsty that include
mortgageorigination companies aralito and personal finance companies

The following tables set forth gross domestic product and employment for the service
sector for fiscal years 2004 to 2008.
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Commonwealth of Puerto Rico
Gross Domestic Prduct by Service Sector*
(in millions at current prices)

Fiscal Years Ended June 30,

2004 2005 2006 2007 2008V

Wholesale and retail trade $ 9,802 $10,217 $10,675 $11,110 $11,811
Finance, insurance, and real estate 13,029 14,267 14,833 15,927 16,391
Other service® 7,646 7,965 8,277 8,572 8,867
Total $30,476 $32,449 $33,785 $35,608 $37,068

* Totals may not add due to rounding.
(1) Preliminary.
(2) Includes tourism.

Source Planning Board

Commonwealth of Puerto Rico
Non-Farm Payroll Employment by Service Sector*
(thousands of persons age 16 and over)

Fiscal Years Ended June 30,

2004 2005 2006 2007 2008

Wholesale trade 33,300 33,717 33,992 33,267 33,821
Retail trade 132,008 136,192 137,358 133,744 131,178
Transportation, warehouse and utilities 17,042 17,617 17,433 16,988 16,840
Trade, transportation, warehouse, and utiliti 182,350 187,525 188,783 183,998 181,838
Information 21,917 22,608 22,675 22,639 21,342
Finance 46,850 48,633 49,767 49,094 48,125
Professional and business 101,900 103,767 106,517 108,796 108,660
Educational and health 98,108 99,967 103,650 105,226 108,743
Leisure and hospitality 70,317 72,592 74,767 73,562 73,750
Other services 20,650 21,258 20567 18,233 17,354

Total 542,092 556,351 566,726 561,549 559,813

* Totals may not add due to rounding.
(1) Preliminary.

Source: Department of Labor and Human Resources, Benchmark on Employment, Hours and Earnings

Hotels aml Related Servic@sTourism

During fiscal year 2006, the number of persons registered in tourist hotels, including
residents of Puerto Rico and tourists, was 1,922,500, an increase of 3.8% over the number of
persons registered during the same period iralfigear 2005. The number of nossident
tourists registered in tourist hotels during fiscal year 2006 increased by 3.5% compared to fiscal
year 2005. Tourist hotel rooms available during fiscal year 2006 increased by 3.9% to 10,739
rooms, compared todtal year 2005. The average occupancy rate in tourist hotels during fiscal
years 2005 and 2006 was 70.8%.

During fiscal year 2007, the number of persons registered in tourist hotels, including
residents of Puerto Rico and tourists, was 1,792,300, a decoda6.8% over the number of
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persons registered during fiscal year 2006. The average occupancy rate in tourist hotels during
fiscal year 2007 was 71.7%, compared to 70.8% in fiscal year 2006. The average number of
rooms available in tourist hotels deased by 6.5% to 10,044 rooms from fiscal year 2006 to
fiscal year 2007 as the completion of regular maintenance and rehabilitation of rooms (that
normally results in a certain number of rooms being unavailable at any time) took longer to
complete than inhie past.

For fiscal year 2008, the number of persons registered in tourist hotels was 1,745,000, a
further decline of 2.6% over the number of persons registered during fiscal year 2007. The
average occupancy rate in tourist hotels during fiscal year @@68870.3%, compared to 71.7%
in fiscal year 2007. The average number of rooms available in tourist hotels increased by 2.1%
to 10,253 rooms from fiscal year 2007 to fiscal year 2008.

The number of persons registered in tourist hotels during the firsh@mths of fiscal
year 2009 was 826,300, a decrease of 0.8% over the number of persons registered during the
same period of fiscal year 2008. The average occupancy rate in tourist hotels during the first
semester of fiscal year 2009 was 63.7%, comparé&d &% in the period for fiscal year 2008.
During the first six months of fiscal year 2009, the average number of rooms available in tourist
hotels increased by 2.7% to 10,220 rooms compared with the same period in fiscal year 2008.

In terms of employmentigures, this sector has shown a behavior consistent with the
local business cycle, accentuated by the contraction of U.S. economic activity. For the first nine
months of fiscal year 2009, employment in hotels and lodging places was reduced by 3.9% to
13,700 jobs.

San Juan is the largest homeport for cruise ships in the Caribbean and one of the largest
homeports for cruise ships in the world.
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The following table presents data relating to visitors to Puerto Rico and tourist
expenditures for the five fiscgears ended June 30, 2008.

Commonwealth of Puerto Rico
Tourism Data¥

Number of Visitors

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

2004......cco e 1,307,000 1,348,200 2,234,000 4,889,200
2005... . 1,361,643 1,386,925 2,324,274 5,072,842
2006.....ccciiiiie e 1,424,166 1,300,115 2,297,839 5,022,120
2007, 1,353,376 1,375,433 2,333,597 5,062,406
20089 ... 1,276,989 1,496,853 2,617,348 5,391,190

Tot al \Expenditu@s

(in_ millions)

Fiscal Years Ended June 30, Tourist Hotels® Excursionists® Other® Total
2004, $1,334.1 $154.0 $1,536.0 $3,024.0
2005, .. e 1,428.4 167.1 1,643.1 3,238.6
2006.......ciiiiie e 1,537.7 160.9 1,670.7 3,369.3
2007 e 1,501.6 172.2 1,740.1 3,413.9
2008 ..o 1,451.2 194.3 1,998.9 3,644.5

(1) Only includes information about namsident tourists registering in tourist hotels. They are counted once even if
registered in more than one hotel.

(2) Includes visitors in guesthouses.

(3) Includes cruise ship visitors and transientitaiy personnel.

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

(5) Preliminary.

Sources:Puerto Rico Tourism Company and the Planning Board

The Commonwealth, through the Puerto Rico Convention Center District Authority
(APRCDAO) , has completed the development of t
and the centerpiece of a 1@6re, private development, to include hotels, restaurants, office
space, and housing. The convention center district is being devedbetbtal cost of $1.3
billion in a public/private partnership effor
convention and groufravel segments. The convention center opened on November 17, 2005
and, since its inauguration, the facilitas hosted more than 1,000 events accounting for more
than 1,000,000 attendees. A 5@@m hotel is scheduled to commence operations at the end of
20009.

The PRCDA also owns an 18,5p@rson capacity multipurpose arena, known as the José
Miguel Agrelot Coiseum, located in San Juan, Puerto Rico. The coliseum was inaugurated in
2004 and has hosted more than 2.5 million people enjoying over 400-cadiddr events. The
venue has received numerous awards incobobuding
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 economy to an industrial one
during the second half of the preveogentury, providing the basic infrastructure and services
necessary for the modernization of the Island.

Il n fiscal year 2008, the government accoun
gross domestic product. The Puerto Rico government isaadsgnificant employer, providing
jobs for 282,900 workers (state and local), or 27.7% of totakfawn, payroll employment in
fiscal year 2008. From fiscal year 2005 to fiscal year 2008, Commonwealth and municipal
government employment has been redulbgdapproximately 10,100 positions. Nevertheless,
during the first nine months of fiscal year 2009, state and local government employment
increased by 1.2% or by 3,300 jobs to 284,400. According to the payroll survey, the distribution
of these job increses was 600 jobs in the state government and 2,700 jobs in local government.

On February 25, 1998, legislation was enacted permitting the unionization of employees
of the central government, which excludes municipal employees and employees of public
corpoitions. Under this law, government employees are given collective bargaining rights
subject to a number of limitations. Among those limitations are: employees are prohibited from
striking; salary increases are contingent on the availability of budgetexhues; employees
cannot be required to become union members and pay union dues; and collective bargaining
negotiations cannot occur in an election year. Currently, approximately 70,000 employees of the
central government are unionized under this law.

As discussed previously, Act 7, enacted on March 9, 2009, establishes, among other
things, a émporary freeze of salary increases and other economic benefits included in laws,
collective bargaining agreemengsd any other agreementt addition, Act 7 povides that, for
a period of two years, collective bargaining agreements that have already expired or that expire
while the law is in effect and that relate to public employees may not be renegotiated or renewed.

S e discal and Economic ReconstruciioiEx pense Reducti on Measures. (
and labor organizations have challenged in court the validity of certain provisions of Act 7. See
ALitigation. O

Transportation

Thirty-four shipping lines offer regular ocean freight service to eighty UiStates 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.

In general, Puest Ri c o0 0 s litees areplocated inf GarolingGan Juan, Ponce,
Mayaguez, Aguadilla, Fajardo, Arecibo, Ceiba, Vieques, Culebra, and Humacao

Luis Mufioz Marin International Airport in the San Juan metropolitan area is currently
served by 24 domestiod international airlines. Thedrport receives over 10 million passengers
per year, making it the busiest airport in the Caribbesinpresent, there is daily direct service
between San Juan and Atlanta, Baltimore, Boston, Chicago, Dallas, Miami, NenwOftando,
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Philadelphia, and numerous other destinations within the U.S. mainl8ad. Juan has also
become eub for intraCaribbean servicéor a major airline While the main hubs in the U.S.
mainland serve as the gateway from San Juan to mogtatiteral destinationg,atin American
destinationsare also served through Panama City, Panamith, connections to Central and
South Americawhile European cities are also served through Madrid, Spain.

Regarding other airports, Rafael Hernandez AirppAguadilla has regularly scheduled
service to and fronfrort LauderdaleNew York, Newark and Orlando and Ponceds Me
Airport has regularly scheded service to and from New Yomnd Orlando. Both of these
airports also have scheduled service teeotCaribbean istals. Smaller regional airporserve
intrarisland traffic. Cargo operations are served by both dratlExpress and United Parcel
Service (UPSatthe airports in San Juan and Aguadilla

The i1islandds major c i ern heghwayagsystem,cwhichnasot ed b
December 31, 2008, totaled approximately 4,625 miles and 11,774 miles of local streets and
adjacent roads. The highway system comprises 425 miles of primary system highways, which
are the more important interregional traffoutes and include RB2, PR22, PR53, PR5, PR
66, and PR20 toll highways, 252 miles of primary urban system highways, 959 miles of
secondary system highways serving the needs ofriegianal traffic, and 3,051 miles of tertiary
highways and roadserving local, intraegional traffic.

The first phase of a new mass transit system, known as Tren Urbano, has been completed.
Tren Urbano serves a portion of metropolitan San Juan and is expected eventually to serve the
municipalities of Carolina and Cags as well. It currently has ridership of about 35,000 per
day.

The Port of the Americas is a deep draft port on the south coast of Puerto Rico that is
under development by tHort of the Americas AuthorityThe Portof the Americass expected
to be sed for broad operations such as domestic cargo, bulk, and liquid shipments for Puerto
Rico, as well as transshipment$he first phase of the development was completed in, 20
the second phase is substantially complete. A third developphase isurrently underway,
which is to result in a processing capacity560,000 TwentyFoot Equivalent Units per year.
See AOther PulBlPioctCorfpohat iIAme s iPublic Corpgomatioms@r i t y O

Construction

Although the construction industrgpresents a relatively small segment of the economy
compared to other sectors, it has made significant contributions to the growth of economic
activity due to its multiplier effect on the whole economy. During the period from fiscal year
2001 through fisal year 2008, however, real construction investment has decreased at an
average annual rate of 5.4%. During the same time period, the total value of construction
permits, in current dollars, increased at an average annual rate of 0.3%, but, adjustaigethe
of construction permits by the construction investment price deflator, the total value of permits,
in constant dollars, declined at an average annual rate of 2.3%.

Public investment has been an important component of construction investmenty Durin
fiscal year 2008, approximately 50.2% of the total investment in construction was related to
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public projects. The total value of construction permits increased 12®%scal year 200&s
compared to fiscal year 2007, but total sales of cement dedrbgsH).7%, the largest decline
during the last decade. Average payroll employment in the construction sector during fiscal year
2008 was 60,000, a reduction of 9.9% from fiscal year 2007

Total construction investment for fiscal year 2008 decreasedainteems by 8.8%,
following a 7.6% real decline in fiscal year 2007, due principally to the drop in construction
related public projects. The Planning Board has estinsgtedstruction investment decrease
11.5% in real terms during fiscal year 200%ublic investment in construction has been
negatively affected by the Commonweal thos f
investment is highly related to these difficulties. While the Planning Board had originally
projected a furtheconstuction investmentiecrease of 10.5% in real terms for fiscal year 2010,
it announced on April 29, 2009 that the expected positive impact of the Federal Stimulus and the
Local Stimulus had led it to reduce its projected decrease in construction investrae®t in
real terms. Public investment will be primarily in housing, new schools (and school
reconstruction programs), water projects, and other public infrastructure projects.

During the first four months of fiscal year 2009, the number of construpgomits
decreased 4.8%, while the total value of construction permits dropped 12.9% compared to the
same period in fiscal year 2008. For the first nine months of fiscal year 2009, cement sales have
declined by 23.0%, reaching levels not seen in moredldecade.

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 locallydpaed agricultural productdt should be
noted however that agriculture production represents less than 1% ofer t o gréss c 0 6 s
domestic product. During fiscal year 2008, gross income from agriculture was $792 million, an
increase of 1.2%ampared \th fiscal year 2007.The largestcontributors to gross income in
agricultureduring fiscal year 2008 were livestock product8%of t he sector 0s
and starchy vegetables3%).

The Commonwealth supports agricultural activities through ing=s)t subsidies, and
technical and support services, in addition to income tax exemptions for qualified income
derived by bona fide farmers. Act No. 225
exemption for income derived from agricultural operatiogrants for investments in qualified
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 bondaptes and other debt instruments issued 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 inctu@ restructuring of the Department 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 andubsidies for new projects.
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Higher Education

During the five decades from 1950 to 2000, Puerto Rico made significant advances in the

field of education, particularly at the college and gradsat®mol 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, merdl 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.
decade, college attendance and colleggndance as a percentage of the colmge population

continued to increase, although the collage population has declined since 2000.

During the 1990s and into the current

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.

Academic
Year

1970
1980
1990
2000
2001
2002
2003
2004
2005
2006
2007

Commonwealth of Puerto Rico
Trend in College Enroliment

Commonwealth of Puerto Rico

United States Mainland

Population Higher

1824 Years Education
of Age Enroliment Percenf?
341,448 57,340 16.8%
397,83% 130,105 32.7%
417,636 156,147 37.4%
428,895 176,015 41.0%
426,194 185,015 43.4%
423,855 190,776 45.0%
420,29% 199,82 47.5%
416,026 207,074 49.8%
411,584 208,032 50.5%
407,138 209,547 51.5%
396,057 225,402 56.9%

(1) Number of persons of all ages enrolled in institutions of higher education as percent of poputddoyed8s of

age.

Population
18-24 Years

of Age

23,714,008
30,022,006
26,961,006
27,143,458)
27,971,008
28,463,006
28,947,006
29,245,006
29,307,008
29,312,956
29,492,418

(2) Based on census population as of April 1 of the stated year.
(3) Egimated population (reference date July 1 of the stated year).

Higher
Education
Enrollment Percenf?
8,580,887 36.2%
12,096,895 40.3%
13,621,000 50.5%
15,313,000 56.4%
15,928,000 56.9%
16,612,000 58.4%
16,900,000 58.4%
17,272,000 59.1%
17,428,000 59.5%
17,672,000 60.3%
17,959,000 60.9%

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

The University of Puerto Rico, the only public university in Puerto Rico, has eleven
campuses |
20072008 was approximately 63,205 students.

ocated

t hroughout

The Commoriwésltegally bound to

t he i

s |

and.

The

appropriate annually for the University of Puerto Rico an amount equal to 9.60% of the average
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annual revenue from internal sources for each of the two fiscal years immediately preceding the
current fiscal year

In addition to the Undersity 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 20072008 of approximately 164,341 students and provide programs of study in élieral
education, business, natural sciences, technology, secretarial and computer sciences, nursing,
medicine, and law. Degrees are offered by these institutions at the associate, bachelor, master,
and doctoral levels.

Enrollment at other postsecondary uedtion programs, including technical and
vocational programs, amounted to an additional 36,781 students at approximately 76 institutions.
This figure represents enroliment at federal Titleelgible, nondegree granting institutions
reporting data to he National Center for Education Statistics (Integrated Postsecondary
Education Data System).

Institutions providing education in Puerto Rico must satisfy state licensing requirements
to operate. Also, the vast majority of educational institutions aredited by U.S. Department
of Educationrecognized accrediting entities.

Tax Incentives

One factor that has promoted and continues to promote the development of the
manufacturing and service sector in Puerto Rico is the various local and federal tawascent
avail abl e, particularly those under Puerto f
recently, Sections 30A and 936 of the U.S. Code. Tax and other incentives have also been
established to promote the development of the tourism industry. Tihesatives are
summarized below.

Industrial Incentives Program

Since 1948, Puerto Rico has had various incentives laws designed to promote investment
and job creation. Under these laws, companies engaged in manufacturing and certain other
designated aatities 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 Incentives Act.

The benefits provided by the Economic Incentives Act are available to nepang@s as
well as companies currently conducting -exempt operations in Puerto Rico that choose to
renegotiate their existing tax exemption grant, expand current operations or commence operating
a new eligible business. The activities eligible for tagneption under the Economic Incentives
Act include manufacturing, certain designated services performed for markets outside Puerto
Rico (including the United States), the production of energy from local renewable sources for
consumption in Puerto Rico arldboratories for research and development. The Economic
Incentives Act expands the definition of manufacturing activity from that included in Act No.
135 of December 2, 1997, as amended (the 199
supply chais. Companies qualifying thereunder can benefit from a simplified income tax
system: in most cases, an income tax 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 23tatly
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payments. Special rates apply to projects located in low andlenelopment zones (an income

tax reduction of 0.5%), certain local projects (an income tax rate as low as 3%), certain small
and mediurrsized businesses (an income tax rate asdsvii%) and pioneering activities (an
income tax rate of 1%, but for those using intangible property created or developed in Puerto
Rico the income tax rate may be 0%). In addition, as with the 1998 Tax Incentives Act, the
Economic Incentives Act grant0% exemption from property taxes, 100% exemption from
municipal license taxes during the first three semesters of operations and at least 60% thereatfter,
and 100% exemption from excise taxes with respect to the acquisition of raw materials and
certain macimery and equipment used in the exempt activities.

The Economic Incentives Act is designed 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, companies can
repatriate or distribute their profits free of Puerto Rico dividend taxes. However, Puerto Rico
resident individuals, as well as nogsident individuals who are U.S.iz&ns, must include as
income for purposes of computing their potential alternative minimum tax liability dividends
derived from companies covered by the Economic Incentives Act and the 1998 Tax Incentives
Act. In addition, passive income derived from theestment of eligible funds in Puerto Rico
financial institutions, obligations of the Commonwealth, and other designated investments is
fully exempt from income and municipal license taxes. Gain from the sale or exchange of shares
of an exempted businesby its shareholders 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%.

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 in connection with the cash purcha

Tourism Incentives Program

For many years, Puerto Rico has enactecentices laws designed to stimulate
investment in hotel operations on the island.
|l ncentives Acto) provides partial exemptions
for a period of up to ten yem The Tourism Incentives Act also provides certain tax credits for
gualifying investments in tourism activities, including hotel and cemotel development
projects. Other legislation enacted in 2001 and 2002 provides further tourism incentives by
granting certain tax exemptions on interest income received from permanent or interim financing
of tourism development projects and fees derived from credit enhancements provided to the
financing of such projects. S e e RicAdGlowignt N me n t
Devel opment PEbliccCdrporationsdoe r f

As part of the incentives to promote the tourism industry, in 1993 the Commonwealth
established the Tourism Development Fund as a subsidiary of GDB with the authority to
(i) make investments in @rovide financing to entities that contribute to the development of the
tourism industry and (ii) provide financial guarantees and direct loans for financing hotel
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development projects. To date, the Fund has provided direct loans and financial guémantees
loans made or bonds issued to financedbeelopment okighteen hotel projects representing
over4,700new hotel rooms.

Incentives under the U.S. Code

United States corporations operating in Puerto Rico have been subject to special tax
provisionssince the Revenue Act of 1921. Prior to enactment of the Tax Reform Act of 1976,
under Section 931 of the U.S. Code, United States corporations operating in Puerto Rico (and
meeting certain source of income tests) were taxed only on income arising frozasswithin
the United States.

The Tax Reform Act of 1976 created Section 936 of the U.S. Code, which revised the tax
treatment of United States corporations operating in Puerto Rico by taxing such corporations on
their worldwide income in a manner sinmiléo that applicable to any other United States
corporation but providing such corporations a full credit for the federal tax on their business and
gualified investment income from Puerto Rico. The credit provided an effective 100% federal
tax exemptiondr operating and qualifying investment income from Puerto Rico sources.

As a result of amendments to Section 936 of the U.S. Code made in 1996, its income tax
credit based on operating and certain investment income was phased out ovgea fsariod
for companies that were operating in Puerto Rico in 1995, and is no longer available.

Controlled Foreign Corporations

Because of the modification and phasg of the federal tax incentives under Seci36
of the U.S. Code, many corporations previously afpeg thereunder reorganized their
operations in Puerto Rico to become controll
corporation that is organized outside the United States (including, for these purposes, in Puerto
Rico) and is controlled by UniteBtates shareholders. In general, a CFC may defer the payment
of federal income taxes on its trade or business income until such income is repatriated 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 or all of their operations to CFCs. These include most of
the major pharmaceutical, instrument and electronics manufagttompanies in Puerto Rico.

CFCs operate under transfer pricing rules for intangible income that are different from
those applicable to United States corporations operating under Section 936 of the U.S. Code
(ASection 936 Cor poretre aloweddt) attributd anargerashane ofthesss e s
income to their Puerto Rico operation but mu
incomeo to their Uu. S. affiliates. Section 9
withholding taxes on angostsharing payments they might have opted to make, but CFCs are
subject to a 15% Puerto Rico withholding tax on royalty payments.

For taxable years beginning after December 31, 2005 and before January 1, 2010, the
special deduction granted under Secti®® of the U.S. Code against income derived from
domestic production activities is extended to taxpayers operating in Puerto Rico that are subject
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to U.S. federal income taxation at gradual rates, such as branches of U.S. companies operating in
Puerto Rico

In May 2009, the U.S. Department of the Treasury announced proposed changes to the
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 Rig®.ndt possible at this
time to determine the legislative changes that may be made to the U.S. Code, or their effect on
the longterm outlook on the economy of Puerto Rico. The administration has commenced
evaluating the impact of these proposals antl develop policy responses to the U.S.
government to seek to safeguard Puerto Ricoobs

DEBT
Public Sector Debt

Public sector debt comprises bonds and notes of the Commonwealth, its municipalities,
and publicco por ati ons (finotesod as used i-bondéedidébs s ec't
regardless of maturity), subject to the exclusions described below.

Section 2 of Article VI of the Constitution of the Commonwealth provides that direct
obligations of he Commonwealth evidenced by full faith and credit bonds or notes shall not be
issued if the amount of the principal of and interest on such bonds and notes and on all such
bonds and notes theretofore issued that is payable in any fiscal year, togdthamynatmount
paid by the Commonwealth in the fiscal year preceding the fiscal year of such proposed issuance
on account of bonds or notes guaranteed by the Commonwealth, exceed 15% of the average
annual revenues raised under the provisions of Commonwegistation and deposited into the
Treasury (hereinafter Ai nternal revenuesao) ir
such proposed issuance. Section 2 of Article VI does not limit the amount of debt that the
Commonwealth may guarantee sodams the 15% limitation is not exceeded through payments
by the Commonwealth on such guaranteed debt. Internal revenues consist principally of income
taxes, property taxes, sales taxes and excise taxes. Certain revenues, such as federal excise taxes
on dfshore shipments of alcoholic beverages and tobacco products and customs duties, which
are collected by the United States Government and returned to the Treasury and motor vehicle
fuel taxes and license fees, which are allocated to the Highway and TtatispcAuthority, are
not included as internal venues for the purpose of calculating the debt limit, although they may
be available for the payment of debt service. In addition, the portion of the Sales Tax (as defined
under AMaj or Sound ReeesudgsGdles @d bse Ma@s U-n RBuerto Riéo
Taxes, Other Revenues, and Expendituiresb el ow) al |l ocated to COFI NA
internal revenues consistent with the legislation creating the Sales Tax Financing Corporation,
which legislaton transfers ownership of such portion of the sales and use tax to COFINA and
provides that such portion i s not ARavail abl e
relating to the Bonds.

All or a portion of the proceeds of certain refunding bondsedsy the Commonwealth
were invested in guaranteed investment contracts or federal agency securities (in each case rated
in the highest c aS&RB, gane of whicly is éfigibtedoyb@ sisedafor d legal
defeasance wunder Rlugirlhloe Rii cwe s tame n(t fisNOoO) n Si ni
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proceeds of nowligible investments are not legally defeased, such bonds are treated as
outstanding for purposes of the 15% debt limitation.

Future maxi mum annual debt S e rding geeeralf or t |
obligation debt i$948,102,368n the fiscal year ending June 30, 2016 (based on the assumption
that the Public Improvement Refunding Bonds, Series 2004 A, which are variable rate bonds,
bear interest at their actual rate per annum throulyhilJ2012 and thereafter at 12% per annum,
and the Public Improvement Refunding Bonds, Series 2004 B, the Public Improvement
Refunding Bonds, Series 2008 B, a portion of the Public Improvement Refunding Bonds, Series
2003 C, a portion of the Public Impewient Bonds of 2006, Series A, and a portion of the
Public Improvement Refunding Bonds, Series 2007A, each of which are also variable rate bonds,
bear interest at 12% per annum). This amo($848,102,368)is equal to11.59% of
$8,178,090,500which is tle average of the adjusted internal revenues for the fiscal years ended
June 30, 2007 and June 30, 2008. If bonds refunded witeligdble investments described in
the preceding paragraph were treated as not being outstanding, and the interest oficthe Pub
Improvement Refunding Bonds, Series 2004 B, the Public Improvement Refunding Bonds,
Series 2008 B, the portion of the Public Improvement Refunding Bonds, Series 2003 C, the
portion of the Public Improvement Bonds of 2006, Series A, and the portidmeoPublic
Improvement Refunding Bonds, Series 2007A, was calculated using the effective fixed interest
rate payable by the Commonwealth under the interest rate exchange agreements entered into in
respect thereof, the percentage referred to in the precseimgnce would be 9.60% and future
maxi mum annual debt service for the Commonwe
would be $785,297,901 in the fiscal year ending June 30, 2020. Annual debt service payments
on bonds guaranteed by the Commonweatthnot 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 guaranteed bonds, the
Commonwealth would beequired to make such payments under its guarantee from the General
Fund, and such debt service would be included in the calculation of the 15% debt limitation.

The Commonweal thés policy has been and <co
such debt prdently below the constitutional limitation. Debt of municipalities, other than bond
anticipation notes, is supported by real and personal property taxes and municipal license taxes.
Debt of public corporations, other than bond anticipation notes, igajgnsupported by the
revenues of such <corporations from Publtes c h.
Corporations cHowever, certain debt of public corporations is supported, in whole or in part,
directly or indirectly, by Commonwealth appropites or taxes.

Direct debt of the Commonwealth is issued pursuant to specific legislation approved in
each particular case. Debt of the municipalities is issued pursuant to ordinances adopted by the
respective municipal legislatures. Debt of public coations 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 public @edebt as of December 31, 2008.
This table includes debt not primarily 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 indimote 5 below. Excluded from the table is debt the
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inclusion of which would reflect double counting including, but not limited to, $1.26 billion of
outstanding bonds (as of December 31, 2008) issued by Municipal Finance Agency to finance its
purchase ofbonds of Puerto Rico municipalities, and $1.6 billion of obligations of Public
Finance Corporation issued to purchase certain Commonwealth public sector debt.

Commonwealth of Puerto Rico
Public Sector Debt*

(in millions)
December 31, 2008
Direct full faith and credit obligatio8 $ 10,894
TRAN:S line of credit 612
Sales Tax debt 7,615
Municipal debt 2,838
Puerto Rico guaranteed d&bt 4,106
Debt supported by Puerto Rico appropriations or taxes 1,412
Public corporations and agencies 22,490
Subtotal 49,967
Limited obligation/norrecourse deft 6,489
Total public sector debt $ 56,455

* Totals may not add due to rounding.

(1) Includes general obligation bonds and tax and revenue anticipat®rsnot( A TRANs 0 ) .

(2) Includes Public Finance Corporation and Sales Tax Financing Corporation bonds.

(3) Consists of $597.1 million of bonds issued by Aqueduct and Sewer Authority, $304.9 million of State Revolving
Fund Loans incurred under various federalevdaws, $154.8 million of bonds issued by Port of the Americas
Authority and $3.049 billion of Public Buildings Authority bonds. Excludes $267 million of GDB bonds
payable from available moneys of GDB.

(4) Represents bonds and notes payable from the @omvealth General Fund and Public Improvement Fund.

()l ncludes the following: $1.4 billion of Childrenb6s Tr
received pursuant to the tobacco litigation settlement; $197 million of Housing FiAattearity bonds, which
are payable from Puerto Rico Housing Administrationos
the United States Department of Housing and Urban Development; $152.6 million of Special Facilities Revenue
Bonds issued bydighways and Transportation Authority, which are payable from net toll revenues collected
from the Teodoro Moscoso Bridge; $155 million of Special Facilities Bonds issued by Ports Authority, which
are solely payable from the pledge of certain payments tmadeprivate corporation under a special facilities
agreement; $79.6 million of Educational Facilities Revenue Bonds, 2000 Series A (University Plaza Project)
issued by Industrial, Tourist, Educational, Medical and Environmental Control Facilities Figaathority
(AAFI CA0) , which are payable from rent payments made
million of bonds issued by AFICA to finance the construction of various government infrastructure projects,
which are payable from remlayments made by various government entities; and $2.948 billion of Employees
Retirement System Senior Pension Funding Bonds, Series A, B and C, which are payable solely from employer
contributions made to the Employees Retirement System by the Commdnaedlits instrumentalities after
the issuance of the bonds.

Source 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 tableeahod 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.
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Debt Service Requirements for Commonwdth General Obligation Bonds

The following table presents the debt service requirements for Commonwealth general
obligation bonds outstanding as of December 31, 2008.

The table excludes debt service on $1.08 billion of general obligation bonds refunded
with refunding bonds the proceeds of which, pending the redemption of the refunded bonds,
were invested in guaranteed investment contracts or other securities not eligible to effect a legal
defeasance. Such refunded bonds will be considered to be outstandergtheir respective
authorizing resolutions and for purposes of
limitation described above.

In addition, in respect of certain variable rate general obligation bonds, as to which the
Commonwealth hasngered into interest rate exchange agreements, the interest in the table is
calculated by using the respective fixed rates of interest that the Commonwealth is paying under
said agreements. In April 2009, approximately $96.8 million of variable rate lmmudsne
subject to an increase in interest rates and accelerated amortization schedule upon the expiration
of the liquidity facility with respect to said bonds. The table does not take into account the new
debt service requirements with respect to thesed$, which the Commonwealth intends to
refinance as fixed rate bonds prior to the next scheduled principal payment in October 2009.

Debt service requirements for each fiscal year, as shown in the followingitedilele
principal and interest due on Julymmediately following the close of such fiscal year.
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Puerto Rico Debt Service Requirements*
(In thousands)

Fiscal Year Outstanding Bonds

Ending June 30 Principal Interest Debt Service
2009 78,650 335,317 413,967
2010 317,855 445,30 763,185
2011 332,472 428,160 760,633
2012 362,335 405,044 767,379
2013 387,005 383,490 770,495
2014 374,613 383,416 758,029
2015 406,765 365,339 772,104
2016 426,790 345,167 771,957
2017 373,392 324,264 697,6%
2018 376,110 305,598 681,708
2019 479,356 271,019 750,375
2020 546,400 238,898 785,298
2021 421,540 211,446 632,986
2022 351,420 192,114 543,534
2023 321,255 176,695 497,950
2024 312,875 162,996 475,871
2025 327,060 150,478 477,538
2026 332,845 135,082 467,927
2027 348,020 118,224 466,244
2028 366,700 99,951 466,651
2029 339,095 83,678 422,773
2030 352,120 66,630 418,750
2031 371,080 50,548 421,628
2032 208,070 33,427 241,497
2033 180,325 23,214 203,539
2034 133,865 15,647 149,512
2035 69,245 9,756 79,001
2036 45,095 6,083 51,178
2037 47,580 3,606 51,186
2038 16,515 991 17,506
$ 9,006,447 $5,771,609 $ 14,778,055

*  Totals may not add due to rounding. Excludes the debt service on certain economically (but not
defeased general obligation bonds and includes the effective fixed rate on certain variable rate
obligation bondsis to which the Commonwealth has entered into interest rate exchange agreements.

Sources Government Development Bank for Puerto Rico and Department of the Treasury
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Interest Rate Exchange Agreements

As of December 31, 2008, the Commonwealth was a partyarious interest rate
exchange agreemerds swapswith an aggregate notional amouwit$4.3billion. These interest
rate exchange agreements involve nidiéferent coumerparties. The purpose of most of the
interest rate exchange agreementsistbtnee t he Commonweal t hds vari a
and the interest rate risks associated therewith. The htertesexchange agreements also
include basis swap agreemenh the notional amount of $1.7 billion, pursuant to which the
Commonwealth makesayments on a notional amount based on a specified interest rate index
and receives from its counterparties payments on the same notional amount based on a different
interest rate index

Generally, the interest rate exchange agreements may be termibgtethe
Commonwealth at any time at their then current market values. The agreements may also be
terminated upon the occurrence of certain credit events. If a termination occurs due to a credit
event, the Commonwealth may be obligated to pay to thecapj#i swap provider an amount
based on the terminating swapbés mar keAsofval ue,
December 31, 2008, the net maokmarket value of all outstanding interest rate exchange
agreements (the aggregate termination @amjowas approximately $565ilfion, which is the
total amount the Commonwealth would have to pay to the counterparties should all the
agreemerst be terminated. The mathk-market value fluctuates with interest atend other
market conditions. The Conoomnweal t hds obligations under t
agreements are secured by the full faith, credit and taxing power of the Commonwealth.

By using derivative financial instruments, the Commonwealth exposes itself to credit risk
(based onthe countaapr t yos ability to perform under the
(based on the changes in the value of the instrument resulting from changes in interest rates) and
basis risk (based on changes to the relationship between different indexes usederticn
with a derivative). GDB, as fiscal agent, regularly monitors and attempts to minimize these
risks.

In addition, under various interest rate exchange agreements, the Commonwealth is
required to deliver collateral to the counterparties to gueeaits performance under the
agreements. Because of the ongoing credit market crisis, as of December 31, 2008, the
Commonwealth has delivered approximately $241.4 million in collateral to its counterparties on
certain interest rate exchange agreementsreatinto in June 2006, and the collateral posting
obligation contained in such agreements may require further deliveries by the Commonwealth.
The Commonwealth satisfied these collateral posting obligations from the issuance of
approximately $1 billion imax Anticipation Bonds, Series 2008A purchased by GDB during the
fourth quarter of 2008.

During fiscal year 2008the Commonwealth termired approximately $150 million in
notional amount of interest rate exchange agreements at a loss of $8.6 milliapri®&009,
and as part of GDB6s efforts to minimize the
Commonwealth terminated approximately $568liom in notional amount ofinterest rate
exchange agreementt a gain of $12.1 million. GDB contiea to actively manage the
Commonweal théds exposure to interest rate risk
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Variable Rate Bonds and Mandatory Tender Bonds

As of December 31, 2008, the Commonwealth had approximately $1.6 billion of
outstanding variable rate general obligation bonds, wbattsist of approximately $1.4 billion
of variable rate demand bonds (AVRDO Bonds)
bearing interest at a rate that changes periodically based on changes in the United States
consumer price i nd&amménivealhlhasBedged gsoviariable rafe ldebt
exposure by entering into interest rate exchange agreements with certain swap providers with
respect to all VRDO Bonds and CPI Bonds. Pursuant to these agreements, the Commonwealth
receives a variable rate yyaent expected to approximate the costs of the variable rate bonds,
and pays a fixed rate. See Al nterest Rate EX

The VRDO Bonds bear a floating interest rate adjusted at specified intervals (such as
daily or weekly) and provide investthe option to tender or put the bonds at par. The tendered
bonds are then resold by a remarketing agent in the secondary market to other investors. Most of
the VRDO Bonds are secured by letters of credit or other liquidity or credit facilities
(Actrfeldigui dity facilitieso) that provide for
tender of the bonds. The credit/liquidity facilities expire prior to the final maturity of the bonds.

If upon the expiration or termination of any credit/liqtydfacility with respect to a series of
VRDO Bonds, the Commonwealth is unable to renew or replace such facility with an alternate
credit/liquidity facility, the VRDO Bonds of such series are subject to mandatory tender for
purchase by the credit/liquidifiacility provider and generally become subject to higher interest
rates and accelerated amortization schedules.

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

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

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

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

I n addition, sever al of t he Commonweal t ho:
variable rate bonds and sisubject to mandatory tender.

Ratings of Commonwealth General Obligation Bonds

On September 3, 2008loody 6s confirmed its fABaa30 r at
general obligation debt, and its stable ratings outlook thereon.

On September 3, 2008, S&onf i r med i ts ABBBIT O rating o
general obligation and appropriation debt, and its stable outlook thereon.

Commonwealth Guaranteed Debt

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

As of December 312008, $267 million of Commonwealth guaranteed bonds of GDB
were outstanding. No payments under the Commonwealth guaranty have been required for these
bonds.

As of December 31, 2008, GDB held approximately $154.8 million of the Port of the
Americas Authart y6s outstanding bonds, which are gu
Authority is authorized to issue and GDB is authorized to purchase its bonds guaranteed by the
Commonwealth in a maximum aggregate principal amount of $250 million. The proceeds from
these bonds will be used to continue the development of the Port of the Americas. No payments
under the Commonwealth guaranty have been required for these b&dse i Ot her Pul
Corporationd Port of t he Amer iPulcCorporationsioelow t yo under A
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As of December 31, 2008, the aggregate outstanding principal amount of obligations of
the Puerto Rico Aqueduct and Sewer Authorit
was $902.0 million. This amount consisted of $284.7 million in revenue batdidcs the
public, $312.4 million in bonds issued to the United States Department of Agriculture, Rural
Development, and $304.9 million of loans by the State Revolving (Clean Water and Safe
Drinking Water Act) Funds for the benefit of PRASA. From Janu®97 through fiscal year
2005, the Commonwealth made debt service payments under its guaranty. Beginning with the

debt service payment due January 1, 2006, the Commonwealth stopped making guarantee

payments on these obligations and PRASA resumed makimggpdiyon this debt. In the event
PRASA is unable to make any portion of the future debt service payments on its guaranteed
obligations, the Commonwealth would be required once more to make such payments from the

y

Gener al Fund under rPublec Cagporatiorss PueroeRico Aquiauet an Ot h e

Sewer Aut h dPublictCgrporationsdetow.
Trends of Public Sector Debt

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

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

Public Sector Gross National Product?
Short Term Rate of Rate of
June 30, Long Term®  Short Term® as % of Total Total Increase Amount Increase
2004, $31,767 $2,17%Y 6.4% $33,942 14.3% $50,709 6.8%
2005.... e, 34,789 1,914% 5.2 36,703 8.1 53,752 6.0
2006 iereeeeeeen, 37,313 2,62090 6.6 39,933 8.8 56,732 5.5
2007 e, 39,492 3,326 7.8 42,818 7.2 58,563 3.2
2008...coiiieeeereennnn, 43,413 3,269 7.0 46,682 9.0 60,787 3.8
December 31, 2008 43,675 6,292 12.6 49,967 7.0 - -

*  Totals may not add due to rounding.

(1) In current dollars.

2) Does not include the bonds identified in foooPoabeéis GSecthe
would havebeen issued and outstanding at the time, all of which would be considereéiondebt.

(3) Obligations (other than bonds) issued with an original maturity of three years or less and lines of credit with a remuinipghthree
years or less arensidered shoitterm debt.

(4) Does not include the tax and revenue anticipation notes that were outstanding at the close of the indicated fiscalgegyadyetcathe
end of said fiscal years sufficient funds had been set aside for the paymerit nbtscin full.

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

Source Government Development Bank for Puerto Rico

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

Commonwealth Municipalities Public Corporation™ Total
Long Short Long Short Long Short Long Short
June 30, Term Term® Total Term Term® Total Term Term® Total Term  Term® Total
2004.....ccccciiiiiiiiiiiinnns $7,758 $761® $8,519 $1,820 $226 $2,046 $22,190 $1,187 $23,377 $31,767 $2,175 $33,942
2005....cciiiieee 8,761 2573 9,018 1,927 254 2,181 24,101 1,403 25504 34,789 1,914 36,703
2006.......ccoeereeerann, 9,841 5529 10,393 2,037 293 2,330 25435 1,775 27,210 37,313 2,620 39,933
2007 i, 10,335 224 10,559 2,164 299 2,463 26,993 2803 29,796 39,492 3,326 42,818
2008.....coieiiiiiieei, 9,273 519 9,792 2,507 313 2,820 31,633 2,437 34,070 43,413 3,269 46,682

December 31, 2008. 9,525 2,809 12,334 2,550 288 2,838 31599 3,195 34,794 43,675 6,292 49,967

*  Totals may not addue to rounding.

WDIncludes Commonweal th guaranteed debt ; does not i ncl undealthtothe bo
PuertoRicd Publ i ¢ Sector Debt. o

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

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

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

Source Government Development Bank for Puerto Rico

PUBLIC CORPORATIONS

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

Total Bonds and Notes

Bonds Notes
With Without With Without With Without
Guaranty Guaranty Total Guaranty Guaranty Total Guaranty Guaranty Total
Aqueduct and Sewer Authority $ 597,142 $1,338,650 $1,935,792 $304,881 $586,288 $891,169 $ 902,023 $1,924,938 $ 2,826,961
Corvention Center District
Authority - 461,800 461,800 - 150,930 150,930 - 612,730 612,730
Electric Power Authority - 6,031,091 6,031,091 - 1,257,605 1,257,605 - 7,288,696 7,288,696
Highway and Transportation
Authority - 6,344,134 6,344,134 - 671,096 671096 - 7,015,230 7,015,230
Housing Finance Authorify) - 541,392 541,392 - 53,924 53,924 - 595,316 595,316
Industrial Development
Company - 258,047 258,047 - 89,075 89,075 - 347,122 347,122
Infrastructure Financing
Authority - 1,853,088 1,853,083 - 34,000 34,000 - 1,887,083 1,887,083
Port of the Americas Authority 154,840 - 154,840 - - - 154,840 - 154,840
Ports Authority - 58,5489 58,545 - 645,536 645,536 - 704,081 704,081
Public Buildings Authority 3,048,799 - 3,048,799 - 86,182 86,182  3,048,79 86,182 3,134,981
Public Finance Corporation - 1,635,179 1,635,174 - 101,324 101,324 1,736,498 1,736,498
P.R. Sales Taxes Financing
Corp. (COFINA) - 5,237,749 5,237,749 - - - - 5,237,749 5,237,749
University of Puerto Rico - 584,99¢) 584,998 - 34,128 34,128 - 619,126 619,126
Other$” - - - - 2,633,967 2,633,967 - 2,633,967 _ 2,633,967
Total® $3,800,781 $24,344,663 $28,145,444 $304,881 $6,344,055 $6,648936 $4,105,662 $30,688,718 $34,794,380

(1) Excludes $153 million of Special Facilities Revenue Bonds issued by the Highway and Transportation Authority, whichlarqrayeét toll revenues collected
from the Teodoro Moszso Bridge.

(2)Excludest he $197 million of Housing Finance Authority bonds, swvamiual bllocationeof p ay
Public Housing Capital Fundsom theU.S. Department of Housing and Urban Develam

(3) Excludes $1 billion of outstanding bonds of Infrastructure Financing Authority, which bonds are payable solely fromtihenbisome of funds on deposit in
the Infrastructure Development Fund consisting of proceeds from the sale of a iognirdktrest in Puerto Rico Telephone Comparny.ee fAPuert o
Infrastructure Financing Authorityo under @AOther Public Corporationso t

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

(5) Payable primarily from Commonwealth appropriations.

(6) Excludes $9.6 million of Educational Facilities Revenue Bonds, 2000 Series A (Univep$itza Project) issued WAFICA, which bonds are payable from rent
payments made by the University of Puerto Rico.

(7) Includes lines of credit with GDB.

(8) Excludes accretion of interest from the respective issuance dates on capital appreciatioflsonescludes $#.bi | | i on ori gi nal princi
Trust Tobacco Settlement Asdgticked Bonds, Series 2002, which bonds will be repaid from payments made by certain tobacco companies under a mas
settlement agreemenSeefi Ch i | d rse w6 91 @Hlewr Publ i c Corporationso bel ow.

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

The principal functions of GDB are to act as financial advisor to and fiscal agent for the
Commonwealth, its muaipalities and public corporations in connection with the issuance of
bonds and notes, to make loans and advances to public corporations and municipalities, and to
make loans to private enterprises to aid in the economic development of Puerto Rico.
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As of December 31, 2008, $1.B@lion of bonds and notes of GDB (excluding its
subsidiaries) were outstanding, consisting of $267 million in Commonwealth guaranteed bonds
and $1.5 billion of medium term senior notes. Act No. 12 of May 9, 1975, as amendedegrovi
that the payment of principal of and interest on specified notes and other obligations of GDB, not
exceeding $550 million, may be guaranteed by the Commonwealth, of which $267 million were
outstanding as of December 31, 2008. As of said date, GDBhats@6.1 billion in loans
outstanding to the central government of the Commonwealth and its public corporations and
municipalities.

Act No. 82 of June 16, 2Q0D0B2&C k4 rtér Aocattho@z&DB)to a me n d
transfer annually to the General Fund, ibagg with fiscal year 2001, up to 10% of its audited
net income or $10,000,000, whichever is grea@DB is not required by Act 82 to transfer any
funds. GDB made payments to the General Fund of $11.6 million for fiscal year 2003 and $18.4
million for fiscal year 2004.GDB did not make a payment to the General Fund under Act 82 for
fiscal years 2005, 2006, 2007 and 2008 and does not expect to make a payment for fiscal year
2009.

Under Act No. 271 of November 21, 2002, GDBade a required special cagbit
contribution to the Speci al Communities Perpe
and provided the Perpetual Trust with a $500 million-revolving, line of credit. The amounts
transferred to the Perpetual Trust were deposited in twesiment accounts held by GO&r
the benefit of the Perpetual Trust. As of December 31, 2008, the Perpetual Trust had repaid
$123.9 million of its line of credit and had an outstanding balance of $376 million and interest
due of $40 million. The line afredit is payable from legislative appropriations.

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

Puerto Rico Housing Finance Authority Puerto Rico Housing Finance Authority
(AHousi ng Fi ndonedy knbwntab ldousing irance Corporation) was created
to provide needed rental housing units and stimulate the construction industry under federally
subsidized programs. Effective Febru8ry2002, Housing Finance Camation became the
Housing Finance Authority and the Housing Bank and Finance Agency was dissolved and its
powers transferred to the Housing Finance Authority. Housing Finance Authority provides
financing for rental housing units, stimulates the constmcehdustry under federally subsidized
programs and provides interim financing for laweome housing projects and sindamily
homeownership programs. It is also engaged in insuring and servicing mortgages originated by
the former Housing Bank and Fima@e Agency. As of December 31, 2008, Housing Finance
Aut horityds tot al outstanding | oans to the p
targeted to | ow and moderate i ncome families
loans to low andnoderate income homeowners represented an additional $117.5 million as of
the same date.

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

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

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

Puerto Rico Tourism Developent Fund Puerto RicoTourism Development Fund
(ATDFOo) promotes Puerto Ricobébs hotel and tour
guarantees to secure the private financing for new hotel development projects. TDF is also
authorized to makeapital investments in tourism related projects. As of December 31, 2008,

TDF had outstanding direct loans in an aggregate principal amount of $285.1 million and
guarantees issued in the outstanding amount of $117.7 million to finance several hotels and
tourism-related projects.

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

Government Development Bank for Puerto Rf€apital Fund The Government
Devel opment Bank for Puerto Rico Capi debt Fund
obligations and publicly traded shares of dom
general investment operations. As of December 31, 2008, the Capital Fund had assets of $61.5
million, of which $27.7 million were invested in an equityéx fund that invests mainly in
growth, value, small cap and international stocks. In addition, $23 million were invested in
structured notes.

Development Fund The Puerto Rico Devel opment Fu
provides an alternate source of dirting to private enterprises in Puerto Rico that have
difficulties in obtaining financing from traditional sources. The Development Fund also
guarantees obligations of these enterprises and invests in their equity securities. As of
DecembeBl, 2008, tk Development Fund had an investment of $2.6 million in preferred shares
of a private entity. In addition, the Development Fund provided guarantees of $13.1 million, to
guar ant ee 33% of | oans under t he nKey t o Y
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Develpment Bank. As of December 31, 2008, the allowance for losses on guarantees was
approximately $962,258.

Puerto Rico Public Finance Corporation.Puerto Rico Public Finance Corporation
(APFCO) provides agencies and ihralematcumeanadofal i t i
meeting their financing requirements. PFC currently holds notes payable by the Commonwealth,
the Maritime Shipping Authority, the Office for the Improvement of Public Schools, the
Department of Health, and the Aqueduct and Sewehdkity, among othersAs of December
31, 2008, it had $1.6 billion aggregate principal amount of bonds outstandihguch bonds
are limited, norrecourse obligations of PFC payable from Commonwealth appropriations made
to pay the notes held by PFQn dddition, PFC had $101.3 million of notes outstanding under a
line of credit with GDB whose proceeds were used to pay fiscal year 2007 debt service on its
bonds due to the failure of the Commonwealth to make the required debt service appropriations
on acount of its fiscal problems.

Puerto Rico Sales Tax Financing Corporatid@OFINA is an independent governmental
instrumentality of the Commonwealtiteated by Act 91. COFINA was originally created for
the purpose of financing the payment, retirement,defeasance of certain appropriation
backeddebt outstanding as of June 30, 20p&yable to GDB an®®FC As of December 31,
2008, COFINA had approximately $5.2 billion outstanding of its Sales Tax Revenue Bonds
(excluding all accretion on capital appi@en bonds).

Recently, the Legislative Assembly of Puerto Rico expanded the purposes for which
COFINA was ceated and, correspondinglycreasd its revenues by increasirfgom 1% to
2.75% (onehalf of thetax rate 0f5.5%) the portion that is transfe to COFINA of thesales
and use tax imposed by the central government. As a result, COFINAuwtigorized to issue
bonds for the following additional purposes: (i) to pay, in whole or in part, the debt of the
Secretary of Treasury witBDB in the amounbf $1 billion, the proceeds of which were used to
cover the budgetary deficit for fiscal year 2009, (ii) to pay, in whole or in part, certain financing
granted to the Secretary of the TreasuryGiyB payable from future Commonwealth general
obligation bouls, and any debt of the Commonwealth outstanding as of December 31, 2008 that
did not have a source of repayment or was payable from budgetary appropriations, (iii) to pay, in
whole or in part, the accounts payable to suppliers of the Commonwealth, gy tor finance
operational expenses of the Coomwealth for fiscal years 2002010, and 201, (v) to pay or
finance operational expenses of thar@aonwealth for fiscal year 2@, which would have to be
included in the annual budget of the Governmentu#ri# Rico, (vi) to fund the Puerto Rico
Economic Stimulus Fund, (vii) to fund the Commonwealth Emergency Fund in order to cover
expenses resulting from catastrophic events such as hurricanes or floods, and (viii) to generate
moneys to fund the Economic Queration and Public Employees Alternatives Fund. In March
2009, COFINA borrowed $500 million and 2 million from a local commercidbank and
GDB, respectively. These loans, whiahe subordinate to the outstanding bonds w&itidbe
repaid from proceedd of future bonds issues, were used to make payments to the
Commonweal thdés suppliers of goods and service

A description of certain ot her affiliate
Corporationso bel ow.
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Other Public Corporations

Puerto Rico Aqueduand Sewer AuthorityPRASA owns and operates
public water supply and sanitary sewer facilities systems.

PRASA reported net operating losses of $103.4 million for fiscal year 2008, compared to
net operating income of $31.2 million for fisg@ar 2007, and net operating losses of $220.4
million for fiscal year 2006. The total debt of PRASA was $2.8 billion as of December 31, 2008.
This debt includes outstanding bonds of $1.9 billion, interim financing for capital improvements
of $756.8 milon and interim financing for operations
isratedBa3, BBBi and BBBi1 by Moodyds, S&P and Fit

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

The Commonwealth guarantees the principal and interest payoethe outstanding
revenue refunding bonds, 2008 Series A andrB,bonds issued on or before June 30, 2010 to
the Unhited States Department of Agriculture, Rural Development, and the loans granted on or
before June 30, 2010 by the Clean Water and Drinking Water State Revolving Funds for the
benefit of PRASA. In the event that PRASA is unable to make all or any poftitbwe duture
debt service payments dheseguaranteed dehtshe Commonwealth wilbe responsible for
covering such payments.

In June 2006, PRASA entered into an agreement to plead guilty to an indictment
charging 15 felony counts of violating the fedeCd¢an Water Act through the illegal discharge
of pollutants from nine sanitary wastewater treatment plants and five drinking water treatment
plants. PRASA and the United States also reached a comprehensive civil settlement to resolve
repeated environmeatdt violations of various wastewater treatment plants throughout the
Commonwealth. In December 2006, PRASA and the Commonwealth Department of Health
executed a settlement agreement superseding 180 administrative orders against, and three prior
settlement agements with, PRASA. Under the terms of this agreement, PRASA agreed to
implement short, medium and lotgrm work plans, as well as interim mitigation and
preventative measures, al | to bring PRASAOGsS
Commonwekh potable water regulations.

In March 2008 PRASA issued its 2008 Series A and B Senior Lien Bonds and Series A
and B Commonwealth Guaranteed Refunding Bonds for a total aggregate amount of $1.62
billion. The Senior Lien Bonds were issued under the piavssof its 2008 Master Agreement
of Trust and the Refunding Bonds were issued under the provisions of its 1995 Bond Resolution.
The proceeds of the Senior Lien Bonds were used mainly to refinance certain interim debts, to
partially cover its capital impwvement program and to make a swap agreement termination
payment, among other uses. The Refunding Bonds were issuedutaml resf Series 1995
Commonwealth Guaranteed Bonds.

51



Childred&dhe Thusd tdr e n-forsprofit cotpsrate entisy craaden 1099
as a public instrumentality of the Commonwealth. The Commonwealth has transferred to the
Childrends Trust al | of iI'ts rights, title and
Agreement, including t h e veCioitlaln ammuwele and tstrat@égc r i g
contribution payments to be made by the participating cigarette manufacturers under the Master
Settlement Agreement.

Childrends Trust i ssued $ 1Backed BandsliniOotoberT o b ac
2002. The bond preeds were used, among other things, to pay the cost of certain capital
expenses of the Commonwealth and certain capital and working capital expenses of PRASA. On
June 30, 2005, the Childrenés Trust issued $1
Backed Bonds to pay working capital expenses of the Commonwealth. On May 1, 2008,
Childrends Trust issued an additional $195. 9
Backed Bonds. As of December 31, o2addth8e t he
principal amount of $1.4 billion. These bonds and any, other additional senior bonds issued by
Chil drends Trust are payable solely from, an
made and to be made by the participating cigarette faetowers under the Master Settlement
Agreement . To dat e, al |l principal and intere
Trust on its outstanding bonds have been made on a timely basis from contribution payments
made by the participating cigdie manufacturers under the Master Settlement Agreement.

Puerto Rico Convention Center District Authoritfhe Puerto Rico Convention Center
District Authority (the AConvention Center Di
finance, plan, desigrbuild, operate, maintain, administrate and promote a new convention center
and designated private parcels located within the Convention Center District in San Juan. The
convention center opened on November 17, 2005.

AFICA financed the construction ofraultipurpose coliseum in San Juan, known as the
José Miguel Agrelot Coliseum, with a line of credit provided by GDB. The Coliseum was
transferred to the Convention Center District Authority along with the associated line of credit.
As of December 31, 2@) this line of credit with GDB had an outstanding balance of $150.9
million, which is expected to be paid from the proceeds of Commonwealth general obligation
bonds. The Convention Center District Author
million, including $461.8 million in outstanding bonds issued in March 2006 to finance the
Convention Center and payable from a portion of a hotel room tax.

Puerto Rico Electric Power AuthorityThe Puerto Rico Electric Power Authority
(APREPAO) o wesPRsu earntdo eleBhiegudaldt system.

PREPA reported net operating income df8§1 million, $370.9 million and 030
million during fiscal years 2@&) 2007 and 208 respectively. The total debt of PREPA was $7.3
billion as of December 31, 2008. Thigbt includes outstanding bonds of@illion, interim
financing for capitals improvements of $663.1 million and interim financing for operations of
$594.5 million. PREPAOGs debp Mo o & yS&RandeFich, A 3, B
respectively.
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As a mean®f reducing its dependency on oil, PREPA has entered intetéwngpower
purchase agreements with private operators of twget@ration plants that use fuels other than
oil. Currently, thesetwoegener ati on pl ants providene@yppr oxi
needs.

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

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

The estimated total cost of the health insurance program for fiscal year 2009 is $1.88
billion, compared to $1.67 billion for fiscal year 2008 and $1.59 billion for fiscal year 2007. For
fiscal year 2009, the Geral Fund is expected to cover $1.50 billion of the total cost of the
health insurance program. The remaining $379 million will be paid from federal, municipal and
other sources. The fiscal year 2010 budget estimates the cost of the health insuraaoeairogr
$1.86 billion, of which the General Fund is expected to cover $1.0 billion, while the remaining
$860 million will be paid from federal, municipal and other sources. The expected decrease in
the cost of the health insurance program to the Generdlfeufiscal year 2010, as compared to
fiscal year 2009, is due to funding expected to be received by the Commonwealth under ARRA
for t he he aBudgétofshe Commaonwealth ef@uefio Rico

Puerto Rico Highways and Transportation Authoritihe Puerto Rico Highways and
Transportati on Ais tespansibletfor highWial BoHsTrustion in Puerto Rico.
Such construction is financed by debt (interim notes and revenue bonds), revenues of PRHTA,
and federal and Commonwealth grants.

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

Debt service on PRHTAOGsS revenuessiewmess Ccon:
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 milliorepfiscal year, highway toll revenues and the gross
receipts of $15.00 per vehicle per year from certain motor vehicle license fees. Such revenues
(except for toll revenues) may be applied first to the payment of debt service on general
obligation bonds rad notes of the Commonwealth and to payments required to be made by the
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Commonwealth under its guarantees of bonds and notes, to the extent that no other revenues are
available for such purpose. The Commonwealth has never applied such revenues for such
payment.

As of December 31, 2008, PRHTAGs tot al deb
outstanding bonds and interim, subordinated financings with a private financial institution and
GDB. As of April 30, 2009, the financing with the private fical institution was in the
principal amount of $400 million and is due in August 2009, and the financings with GDB were
in the aggregate principal amount of $302.1 m
Transportation Revenues Bonds arer8ela 3 and BBB by Moodyds and .

PRHTA has a mass transit system, known as Tren Urbano, serving a portion of
metropolitan San Juan. It was constructed under several design/build contracts and is being
privately operated under a fiayear comract with an additional firy e ar opti on at P
election. The cost of the project was $2.25 billion, which cost was financed by federal Transit
Admini stration grants, ot her federal funding
revenue bondsTren Urbano commenced operations in June 2005.

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

Puerto Rico IndustriaDevelopment Companyhe Puerto Rico Industrial Development
Company (APRI DCOO) par t i espopsaredeesonomit developmenC o mmo
program by providing physical facilities, general assistance, and special incentive grants to
manufacturers. RIDCO reportedconsolidated net operatiigsses of $8 million for fiscal
year 208, compared tcconsolidated nebperating incomef $2.1 million for fiscal year 2007
andconsolidated net losses of $18adlion for fiscal year 2006. The total debt cRBDCO was
$347.1 million as of December 31, 2008. This debt includes outstanding bonds of $258.0 million
and interim financing for operations of $89. 1
Moodyo6s and S&P, respectively.

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

Puerto Rico Industrial, Tourist, Educational, Medical and Environmental Control
Facilities Financing Authority. AFICA was created to finance (through the issuance of its
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revenue bnds) industrial, tourist, educational, medical, and environmental control facilities in
Puerto Rico for the use of private companies,-pafit entities, or government agencies. The
bonds are payable solely from payments to be made to AFICA by sueleptvmpanies, nen

profit entities, or government agencies, and do not constitute a debt of the Commonwealth or any
of its other public corporations or municipalities. As of December 31, 2008, approximately $1.5
billion of AFICAG6s bonds were outstanding.

Puerto Rico Infrastructure Financing AuthorityThe Puerto Rico Infrastructure
Financing Authority (APRI FAO0) was <created to
technical, advisory, and other types of assistance to other public corporationsingaval
instrumentalities, political subdivisions anc
authorized to develop infrastructure facilities and to establish alternate means for financing those
facilities. PRIFA is authorized to issue borasd provide loans, grants and other financial
assistance for the construction, acquisition, repair, maintenance and reconstruction of
infrastructure projects by Benefited Entities.

As of December 31, 2 00 8, 89 billoe. THsREbtAN&lddes t ot al
bonds outstandingf $185billion and interim financing fo capital improvements of $34
million. PRIFAb d ebt i s rated Baa3 and BBB+ by Moodyods

PRIFA oversees the Puerto Rico Infrastructure Fund, which was funded mitlala
fixed amounts from the first proceeds of federal excise taxes imposed on rum and other articles
produced in Puerto Rico and sold in the United States which are transferred to Puerto Rico
pursuant to the United States Internal Revenue Code of 198fnasded. Currently, this
amount is $90 million through fiscal year 2009 and will then increase to $117 million annually
through fiscal year 2052. Rum is the only article currently produced in Puerto Rico subject to
federal excise taxes, the proceedsmbich are required to be returned to the Treasury. The
Authority is using these amounts to provide financial support for various infrastructure and other
projects.

Pursuantto Act No. 8 of March 9, 2009, PRIFAIso has the responsibility of
implementing n the Commonwealth the applicable provisions 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 the
respansibility for the receipt, administration and disbursement of such funds and of monitoring
those governmental agencies and entities that finally receive the funds under ARRA.

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

Act No. 3, approved Y the Legitature of the Commonwealth on January 14, 2009
(A A 8d), authorized the sale of the securities of the Corpus Account established under Act No.
92 of June 24, 1998, a perpetual account of the Infrastructure Developmenifuctd in turn,
is under the aatrol and custody of PRIFAThe Corpus Account was initially funded with $1.2
billion of the proceeds of the sale of PueRaco Telephone Authority and the investment
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interest earned on ducAccount has been used to pdg b t service ®HonPRI FAOG
Series 2000 Aand B Bonds (limied obligations) Under the proisions of Act 3, PRIFA
redeemedhe Corpus Accourgecurities in January 2009 and used the proceeds séli¢o:(i)

make a deposit into an escrow account which is sufficient to régreSeries 2000 A and B

Bonds on October 1, 2010 as PRIFA currently inteidsmake a deposit to the General Fund to

be appliedto the Commonwealth €urrent budget deficit(iii) make a transfer to GDB as a

capital contribution to GDB, and (ivmake a @posit tothe Corpus Account to be invested in a

long-term investment agreement with GDB

Puerto Rico Municipal Finance Agencylhe Puerto Rico Municipal Finance Agency

(AMFAO) i's the municiopal Abond banko $tor Puer
purchase general obligation bonds and notes of Puerto Rico municipalities and to fund a debt
service reserve. Debt service on MFAOGs bonc

municipal bonds and notes held by MFA and from the debt service resetueling investment

income thereon. The Commonwealth has agreed to pay such amounts to the debt service reserve
as may be necessary to maintain it at its required level, subject to appropriation by the
Legislative Assembly, which appropriation is authed but not legally required to be made. To

date no such payments have been required. As of December 31, 2008, MFA had $1.26 billion of
bonds outstanding.

Port of the Americas Authority The Port of the Americas
responsible forth devel opment and operation of the Por
draft port on the south coast of Puerto Rico.

PAA is authorized to issue bonds guaranteed by the Commonwealth in a maximum
aggregate principal amount of $250 million. The proseedm these bonds will be used to
continue the development of the Port. Currently, GDB is authorized by law to purchase bonds of
PAA in an aggregate principal amount not to exceed $250 million. As of Dec8mb2008,
GDB held approximately $154.8 milon of PAAG6s outstanding bonds
the Commonwealth. In August 2008, PAA made a partial payment of the interest due on these
bonds. GDB has not formally requested the balance to the Commonwealth under its guarantee
but is in conversatns with OMB regarding such payment and the upcoming payment due in
August 2009.

The first phase of the Port was completed in fiscal year 2004. This initial phase included
the improvement of piers 4, &nd 6 of the Port and the acquisition of heavy egeipt at a cost
of $40 million. During calendar year 2005, the PAA began the second phase of the Port, which
phase will provide capacity to handle up to 250,000 Twéntyot Equi val epet Uni t
year. This second phase includes (i) dredging the po&r&hannel and adjacent areaghefPort
to a depth of 50 feet(ii) reconstucting the container terminalgiii) commencing certain
required environmental risk mitigation praleees, and (iv)preparing final construction
schematics.The second phass substantially complete, and the remaining items are expected to
be completed by May 2009

A third phase, which will provide for the expansiontoh e  [Rapacity,owas initiated

in May 2007. This phase includes (i) infrastructure improvements rdlactess roads, (ii) the
development of utility infrastructure, namely, a new storm canal and the relocation of electricity
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lines and the water and sanitation syst@i) additional dredging at certain pier locatiored
(iv) the expansion of the comter terminal The first expansion under this phase will provide
sufficient capacity to process 500,000 TEU annuatigtis expected to be finished the second
half of 2011.

Puerto RicoPorts Authority The Puerto Rico Pdrytos) Aumnlsor
and operates the major airport and seaport facilities in Puerto Rico. Ports Authority derives
revenues from a variety of sources, including charges on airplane fuel sales, air terminal space
rentals, landing fees, wharfage, dockage and harber &nd rentals for the lease of property and
seaport equipment. Ports Authority reported net operétsges of 34 million, $20.1 million
and $.5.7 million during fiscal years 2@) 2007 and 208 respectively. The total debt of PRPA
was $704.1 millionas of December 31, 2008. This debt includes outstanding bonds of $58.5
million, credit facilities for capital improvements with GDB and private financial institutdbns
$233.8 million anda loan for operational purposes with private financial institstioh$411.7
million. The loan for operational purposes and a portion of the credit facilities for capital
improvements are guaranteed by GDBRPA debt is rated Baa3 and BBBy Mo amly 6 s
S&P, respectively.

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

Puerto Rico Public Buildings Authority The Puerto Rico Public Buildings Authority
( A P Bi& adthorized to construct, purchase or lease office, school, health, correctional and
other facilities for lease to departmengmblic corporations, and instrumentalities of the
Commonwealth. Bonds that have been issued by PBA to finance such facilities (through
retirement of interim notes or otherwise) are payable from lease payments, which are largely
derived from legislative gpr opr i ati ons and are secured by th
is authorized by law to have outstanding at any one time up to $3.325 billion of bonds
guaranteed by the Commonwealth. AdDafcember 312008, $3.049 billion of such bonds of
PBA were out&anding (not including accretion of interest from the respective issuance dates on
capital appreciation bonds). As becember 31 2 00 8, PBAG6s | ine of <cre
outstanding balance of $861dllion. PBA debt is rated Baa3 and BBB y Mo ardl B&Ps
respectively.

Special Communities Perpetual TrusfThe Perpetual Trust is a public corporation
created by |l aw to be an irrevocable and per ma
is to fund development projects that address theastructure and housing needs of
underprivileged communitiesGDB has made special capital contribution to the Perpetual
Trust of $500 million and provided the Trust with a $500 million,-nevolving, line of credit.

The amounts transferred by GDB walteposited in two investment accounts heldaBB for

the benefit of the Perpetual Trusthich generated interests ascending to $89 million as of
December 31, 2008. These additional funds were distributed among 56 new identified special
communities for e construction of new infrastructure projects in these communities. The
Perpetual Trust has disbursed the total amount of $833 million as of December 31, 2008. As of
December 31, 2008, the Perpetual Trusteds | ine
$376.1 million The line of credit is payable from legislative appropriations.
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Puerto Rico Telephone Authority The Puerto Rico Tewasphone
created in July 1974 when the Commonwealth purchased the Puerto Rico Telephone Company
(APRTCO) from International Tel ephone and T
principal telephone system in Puerto Rico.

In 1999, PRTA sold a controlling interest in PRTC to a consortium led by a predecessor
of Verizon Communi c althieonnse,t Ipnrco c(efieMesr iozfo n®1)..2
outstanding debt was retired and certain employee benefits were paid, was deposited into the
Infrastructure Development Fund held by PRIFA. In 2002, Verizon exercised an option to
purchase additional sharbfem PRTA for $172 million, leaving PRTA with a 28% ownership
interest in PRTC. In 2007, PRTA sold its remaining interest in PRTC to a subsidiary of América
Moévil, S.A. de C.V. for $529 million, the proceeds from which were transferred to the
Employees Rtirement System of the Commonwealth.

University of Puerto Rico The University of Puerto Ric
approximately 64,511 students in academic year 2008, is by far the largest institution of
higher education on the island. Govermingppropriations are the principal source of University
revenues, but additional revenues are derived from tuition, student fees, auxiliary enterprises,
interest income, federal grants, and other sources. University capital improvements have been
financel mai nly by revenue bonds. As of December
$621.1 million, including $585.0 million of o
rated Baa2 and BBB by Moodybds and S&P, respec

In 2000, AFICA issuedts $86,735,000 Educational Facilities Revenue Bonds, 2000
Series A (University Plaza Project) for the purpose of financing the construction of additional
student housing and parking and office space for the University. The project was built, is being
operated by Desarrollos Universitarios, Inc., a Puerto Ricefargbrofit corporation, and is
leased to the University for a term equal to the term of the bonds, with University lease payments
being sufficient to pay debt service on said bonds as they leedoam These bonds are not
included in the Universityods total debt or (
paragraph.

In June 2007, the Board of Trustees of the University approved CertificatioBONo.
establishing a new policy and methodoldgy tuition fees structure. This new structure covers
the tuition fees to be charged to new students until academic yea2@032 This policy was
adopted to pursue continued development and financial stability of the University.

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

Governmenbwned property is insured through policies obtaibgdhe Secretary of the
Treasury and through selisurance, except for property owned by the Electric Power Authority
and the Puerto Rico Aqueduct and Sewer Authority, whose properties are insured through
arrangements and policies obtained by the res@eauthorities. Personal injury awards against
the Commonwealth are limited by law to $150,000 per occurrence.

RETIREMENT SYSTEMS

General. Public employees of the Commonwealth and its instrumentalities are covered
by five retirement systems: the Empé@g Retirement System, the Puerto Rico System of
Annuities and Pensions for Teachers (the HATee:
Judiciary Retirement System (the AJudiciary R
University of PuertoRim (t he AUni versity Retirement Syste
System of Puerto Rico Electric Power Aut hor i
Systemo) .

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

Covered EmployeesThe Teachers Retirement System covers public school teachers and
certain private school teachers, as well as teachers working in administrative positions.
Substantially al/l active teacherrcaionare cotete¢d Co mr
by Act No. 91 of March 29, 2004, which superseded Act No. 218 ofévia951. The new law
establishes that: (i) the Teachers Retirement
(not public school teachers or other Education Depaemt employees) have the option to
participate in the Teachers Retirement System or in the Employees Retirement System;

(i) persons hired by Teachers Retirement System after the approval of the new law may only
become members of the Teachers Retiremeste8y, (ii) active teacher employees of the
Department of Education are members of the Teachers Retirement System, and (iv) licensed
teachers working in private schools or other educational organizations may elect to become
members of the Teachers Retiretn&ystem as long as the required employer and employee
contributions are satisfied. The Judiciary Retirement System covers judges, and the Employees
Retirement System covers all other employees of the Commonwealth, its municipalities and
instrumentalitis.

As of June 30, 2008, the total number of participants, including active participants and
retirees, in the three systems was as follows: Employees Retirement System, 278,732; Teachers
Retirement System, 77,840; and Judiciary Retirement System, 688. thfee systems are
financed by contributions made by employers (the Commonwealth, public corporations, and
municipalities) and employees, and investment income.

Funding RequirementsThe central government is responsible for approximately 64% of
total employer contributions to the Employees Retirement System, and the other 36% is the
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responsibility of public corporations and municipalities. The central government is also
responsible for 100% and 99% of total employer contributions to the Judiciaryeauthers
Retirement Systems, respectively. Retirement and related benefits provided by the systems and
required contributions to the systems by employers and employees are determined by law rather
than by actuarial requirements. For the Employees Retnei@gstem, required employer
contributions are 9.275% of applicable payroll. Required employee contributions for the
Empl oyees Retirement System vary according
retirement benefits are coordinated with socialuggc benefits. For the Judiciary Retirement
System, required contributions are 30.34% of applicable payroll for the employer and 8% for the
employees. For the Teachers Retirement System, required contributions are 8.5% of applicable
payroll for the emmyer and 9.0% for the employees.

Actuarial Valuation of Employees Retirement SysteAtcording to the most recent
actuarial valuation of the Employees Retirement System submitted by a firm of independent
consulting actuaries, as of June 30, 2005, thd pmasion benefit obligations for the System
were $12.284 billion. The unfunded pension benefit obligations of the Employees Retirement
System as of the same date were $9.956 billion, representing a funding ratio of 19%. Any
amounts receivable from theo@monwealth with respect to benefits under special benefits laws
(discussed below) are considered in the actuarial evaluation process to determine the unfunded
pension benefit obligation of the Employees Retirement System to the extent receivables are
recagnized as such by the System. The June 30, 2005 actuarial valuation was completed in
accordance with the fAProjected Unit Credito
per year and a salary increase of 5% per year. Insofar as the statutodbtedaannual deposit
to the Employees Retirement System is insufficient to cover the actuarial pension benefit
obligation, the unfunded pension benefit obligation of the System will continue to increase in the
short term, and additional funding from the mmonwealth may ultimately be necessary to
cover such unfunded obligation.

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

Actuarial Valuation of Judiciary Retirement SystenAccording to the most recent
actuarial valuatio of the Judiciary Retirement System submitted by a firm of independent
consulting actuaries, as of June 30, 2005, the total pension benefit obligations for the System
were $174 million. The unfunded pension benefit obligations of the Judiciary Retirement
System as of the same date were $104 million, representing a funding ratio of 40%. The June
30, 2005 actuari al valuation was compl eted
method and assumed an investment return of 8.5% per year and a saayarof 5% per year.
Insofar as the statutorily mandated annual deposit to the Judiciary Retirement System is
insufficient to cover the actuarial pension benefit obligation, the unfunded pension benefit
obligation of the System will continue to increasehe short term, and additional funding from
the Commonwealth may ultimately be necessary to cover such unfunded obligation.

Actuarial Valuation of Teachers Retirement Systeccording to the most recent
actuarial valuation of the Teachers Retirem8gstem submitted by a firm of independent
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consulting actuaries, as of June 30, 2007, the accrued actuarial liability of the system was $7.756
billion and the value of its assets amounted to $3.163 billion, representing a funding ratio of
41%, and the restihg unfunded accrued liability was $4.593 billion. The actuarial valuation
assumed an investment return of 8%, yearly salary increases of 3.5%, employee and employer
contributions of 9% and 8.5%, respectively, an inflation rate of 2.5%, and a remaining
amortization period of 30 years for the unfunded accrued liability. Under the same assumptions,
but without taking into account benefits paid under special benefits laws (described below) and
excluding the obligations with respect to the prospective paggmerder the special benefits

| aws, the funding of which wil |l originate frc
30, 2007, the accrued actuarial liability was $7.227 billion and the value of its assets amounted to
$3.163 billion, representing a fdimg ratio of 44%, and the resulting unfunded accrued liability
was $4.064 billion. Insofar as the statutorily mandated annual deposit to the Teachers
Retirement System is insufficient to cover the actuarial pension liability, and since the Teachers
Retirement System is a relatively mature retirement system with a significant retiree population,
the unfunded pension benefit obligation, according to the 2007 actuarial valuation, will continue
to increase, and additional funding from the Commonwealth mayaiély be necessary to

cover such unfunded liability.

Special Benefits Various special benefits laws enacted in previous years provided
additional benefits for the beneficiaries of the Employees Retirement System, Teachers
Retirement System and JudigidRetirement System. Specifically, in the case of the Employees
Retirement System, Act No. 10 of May 21, 1992 provided for special benefit increases of 3%
every three years. The first 3% increase was granted to retirees who had been receiving their
annuties for three or more years as of that date. The second 3% increase was granted to retirees
who had been receiving their annuities for three or more years as of January 1, 1995. This
increase is being financed by additional contributions from the eenso The third 3%
increase was granted to retirees who had been receiving their annuities for three or more years as
of January 1, 1998. This third increase is being partially funded with additional contributions
from some of the employers. In June 20€he Legislative Assembly approved a fourth 3%
increase, effective as of January 1, 2001, in-petgfement annuity payments granted on or prior
to January 1, 1998. This increase will be funded by the General Fund for retirees who were
employees of theentral government and by municipalities and public corporations for retirees
who were their respective employees. In June 2003, the Legislative Assembly approved a fifth
increase of 3% in post retirement benefits effective January 1, 2004. This enaiééadso be
funded by the General Fund for retirees who were employees of the central government and by
municipalities and public corporations for retirees who were their respective employees. In June
2007, the Legislative Assembly approved a sixtlrdase of 3% in post retirement benefits
effective January 1, 2007. This increase will also be funded by the General Fund for retirees
who were employees of the central government and by municipalities and public corporations for
retirees who were their spective employees. Subsequent increases will depend upon the
express approval of the Board of Trustees of the Employees Retirement System and the
Legislative Assembly, and must provide a funding source. In the case of the Judiciary
Retirement System, AdNo. 41 of June 13, 2001 provided a 3% special benefit increase in
annuity payments, commencing on January 1, 2002 and every three years thereafter, to retirees
who have been receiving their annuities for three or more years as of that date. Thig increas
will be funded by the General Fund.
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The Teachers Retirement System is seeking
General Fund in the amount of $119 million for special benefits paid by the System to its
beneficiaries through June 30, 2004 pursuargpecial benefit laws enacted by the Legislative
Assembl y. The Teachers Retirement Systembs i
effect that the Commonwealth is required to reimburse the Teachers Retirement System for such
special benef#t paid, is being disputed by the Office of Management and Budget. In March
2009 the Department of Education paid to the Teachers Retirement System the amount of $12
million as partial payment. The dispute for the pending amount of $107 million contindess u
interragency arbitration proceedings. The Employees Retirement System is also seeking
reimbursement from the Commonwealth (in connection with other special benefits laws
applicable to its beneficiaries) in the amount of $73.9 million, representmglative benefits
paid to beneficiaries through June 30, 2005.

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

In 1999, the organic act of the Employees Retirement Sysiasnfurther amended to
change it, prospectively, from a defined benefit system to a defined contribution system. This
amendment provides for the establishment of an individual account for each employee hired by
the Commonwealth after December 31, 19949 &r those current employees who elect to
transfer from the existing defined benefit system. The individual account of each current
employee that transferred to the defined contribution system was credited initially with an
amount equal to his aggregatentributions to the Employees Retirement System, plus interest.
Current employees who did not elect to transfer to the new defined contribution system will
continue accruing benefits under the current defined benefit system. The individual account of
ech participant of the new defined contributi
contribution and is credited semiannually with a rate of return based on either of two notional
investment returns. Such accounts are not credited with amyibegion by the employer.
Instead, employer contributions will nhow be used completely to reduce the accumulated
unfunded pension benefit obligation of the Employees Retirement System.

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

of the 2005 repurchase agreement and the 2006
cash shortfalls. For fiscal year 2008, the System experienced a positive cash flow due to various
nonrecurring sources ofincomeaad seri es of financings to incr
and reduce its unfunded pension benefit obligation. The financings involved the issuance by the
Employees Retirement System of debt secured by a pledge of future employer contributions over

the next 50 years. All net cash generated by these financings was deposited into the Employees
Retirement System trust and invested along with its other assets. As of June 30, 2008, the
Employees Retirement System had issued three series totaling appebxi#zad billion of its

Senior Pension Funding Bonds.

During fiscal year 2009, the Employees Retirement System expects to have a cash
shortfall of approximately $150 million to $250 million. Based on the Puerto Rico Employees
Retirement S g, Sttcauloh bave ae$8a2 imiltiant cash fladeficit for fiscal year
2010. This negative trend &xpected to continupartly due to possible future increases in the
cost of living adjustments, changes in demographics of retirees and beneficiaries, aolé possi
higher pension payments due to higher salaries of future retirees.

With respect to the Teachers Retirement System, the cash shortfalls for fiscal years 2006,
2007 and 2008 were $65 million, $40 million, and $75 million respectivielyestments were
liquidated to cover these shortfalls. For fiscal year 2009, the Teachers Retirement System
expects to have a cash shortfall of approximately $67 million. Based on the Teachers Retirement
Systemb6s estimates, it coul dfor fisaal year 2040. sl mi |
negative trend is expected to continue given that Puerto Rico Teachers Retirement System is in a
relatively mature stage.

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

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

Composition and Market Value of Investment PortfolioBhe market value othe
investment portfolios (which excludes loans to plan members) held by the retirement plans has
been materially adversely affected by the global decline in value of equity securities. This
decline has had an adverse effect on the unfunded actuanaéad@mbility of the retirement
systems.
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As of Mar ch 31, 20009, t he mar ket val ue
investment portfolio was $1.9 billion, compared to $2.6 billion as of June 30, 2008. As of that
date, the investment portfolio was comspd of approximately 66.8% of U.S. domestic and
international equity investments and 31.0% of fikecbme securities.

As of March 31, 2009, the market value of
portfolio was $16 billion, comparedto $2.3 billion as of June 30, 2008. As of that date, the
investment portfolio was comprised of approximately 68.4% of U.S. domestic and international
equity investments and 31.6% of fixed income securities.

The following tables present the Statement of Plan Netta\sswl Statement of Changes
in Plan Net Assets of the Employees Retirement System, the Judiciary Retirement System and
Teachers Retirement System, in each case for fiscal years 2006, 2007, and 2008 and for the first
six months of fiscal year 2009.
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The Commonwealth of Puerto Rico

Empl oyeesd Ret
Statements of Plan Net Assets*

As of June 30, 2006, 2007, 2008 and December 31, 2008
(in thousands)

ASSETS
CASH AND SHORT TERM
INVESTMENTS
Deposits at Commerdi8anks
Deposis with Treasury Department
Deposis with GDB:
Unrestricted
Restricted
Restricted Cash Bonds
Total Cashand Short Term Investment

SECURITIES LENDING, COLLATERAL
INVESTED

Marketable Securities:

Notes and Bonds

Stocks

Master Repo

Private Equity hvestmerg

Total Cash and Investments

LOANS TO PLAN MEMBERS
Mortgage

Pesonal

Cultural Trips

PEC

Total Loans to Plan Members

Investment in PRTA Holdings
Total cash, investments and fsato plan
members

RECEIVABLES:

Employers

General Fund

Judiciary Retirement System
Investment Sales

Accrued Interest

Dividend Receivable

Other

Total Receivables

CAPITAL ASSETS

OTHER ASSETS

Prepaid Bond Cost

Total assets

LIABILITIES

Book overdraft

Short Term Obligation

Repurchase Obligatien

Fundsof Mortgage Loanand Guaantee
InsuranceReserve for Loans

Investment Purchases

Accounts Payable and Accrued Liabilities

Line of Credit

Bonds Payable

Other Liabilties

BondslInterestPayable

Total Liabilities

Net Assets Held inTrust for Pension
Benefits

i rement System

December 31, 2008** 2008 2007 2006
$ 36,888 $ 84,439 $ 41,36 $ 27,849
55,595 23,099 - -
74,165 54,438 266,633 25,777
1,147,407 1,320,224 2,310 2,156
315,573 194,819 - -
1,629,629 1,677,019 310,308 55,783
557,234 547,414 149,639 6,667
1,436,051 2,018,090 1,693,144 1,376,901
- - - 148,158
40,752 42,294 47,784 41,609
2,034,037 2,607,798 1,890,566 1,573,336
121,465 116,022 107,680 96,542
858,691 771,367 440,167 406,882
43,220 38,344 28,933 24,894
1,787 1,098 533 233
1,025,162 926,831 577,314 528,552
- - - 495,318
4,688,829 5,211,648 2,778,188 2,652,988
144,596 246,167 117,420 43,343
319 854 4,615 10,405
17,231 16,714 5,113 3,161
8,196 9,800 2,470 1,279
9,315 3,279 3,119 2,385
- - - 23,720
99,362 58,210 4,527 23,575
279,019 335,024 137,264 107,868
12,216 9,840 8,476 7,694
6,358 8,293 7,371 7,502
35,462 35,462 - -
5,021,884 5,600,266 2,931,299 2,776,142
- - 1,566 -
- - - 139,074
- - - 1,245
8,717 3,863 8,914 8,433
9,944 12,696 2,172 1,179
7,418 9,310 10,125 -
- - - 60,000
2,942,183 2,942,184 - -
150,296 12,946 17,022 24,880
- 12,182 - -
3,118,558 2,993,180 39,799 209,931
$1,903,327 $2,607,086 $2,891,501 $2,566,21

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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ADDIT IONS:
Contributions:

Employer

Participating employees

Early Retirement

Other Special Laws
Total Contributions

Investmen{loss)Income:
Realized Gain or Loss
Unrealized Gain or Loss
Dividend Income
Interest Income

Total

Less Investment Expense
Insurance Premium
Other Income

Net Investment Income

Total Additions

DEDUCTIONS:
Annuities
Benefits UndeSpecialLaws
Death Benefits
Refundsof Contributions
Employers
Participating Employees
Personal Loans Adjustment
Insurance Claims on Loans
Other Expense
Administrative Expenses
Interest orBonds

Total Deductions

Net (decreaselncrease

The Commonwealth of Puerto Rico

Net Assets Held in Trust for Pension

Benefits:
Beginning of the Year

Empl oyeesd Retirement System
Statements of Changes in Plan Net Asséts
As of June 30, 2006, 2007, 2008 and [@ecber 31,2008

(in thousands)

December 31, 2008* 2008 2007 2006

$ 201,503 $ 380,833 $ 374,394 $ 398,521

183,040 345,614 338,791 342,830

22,326 141,724 69,097 --

-- 16,789 17,00 --

406,869 884,961 799,282 758,035

(79,758 25,129 74,304 33,023

(555331) (238509) 289,881 156,492

9,113 10,347 14,494 49,939

99,613 115763 68,231 63,486

(526,363) (87,270) 446,910 302,939

(35) (6,664) (12,940) (10,123)

-- 6,197 2,441 14,492

6,546 24,927 17,431 8,496

(519,853) (62,904) 453,841 315,804

(112,984) 822,034 1,253,124 1,073,839

481,867 932,701 793,883 772,647

- 16,789 17,000 16,684

2,684 18,712 13,872 14,984

966 3,020 5,296 1,666

13,367 37,346 28,009 20,707

-- - -- 1,658

- 1,092 2,118 1,216

5,865 18,204 13,569 --

16,581 31,610 29,207 30,817

69,445 46,996 - -

590,775 1,106,472 902,954 860,379

(703,759) (284,415) 350,170 213,459

2,607,086 2,891501 2,541,331 2,327,871

$1,903,327 $2,607,086 $2,891501 $2,541,331

End of Year

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

December 31,

ASSETS 2008** 2008 2007 2006
Cash and Investments:

Cash and Cash Equivalents $ 2,590 $ 2,519 $ 2,735 $ 1,599

Cash Deposited with GDB or Treasubgpartment: 398 267 197 179
Total Cash 2,988 2,786 2,932 1,779
Receivables:

Accrued Interest 251 237 237 250

Investmat Sales 250 196 179 561

Other 25 25 51 45
Total receivables 526 458 467 856
Marketable Securities:

Notes and Bonds 21,650 22,169 20,728 19,822

Stocks 42,626 61,377 68,654 56,108
Total Investments 64,276 83,546 89,382 75,929
Loans andnterestReceivable fromMembers:

Mortgage 15 8 17 34

Personal 425 394 195 191

Cultural Trips 41 45 44 49
Total Loans to Plan Members 482 448 256 274
Total cash, investments and loans to plarembers 68,271 87,239 93,072 78,838
LIABILITIES
Due to Treasury Department 263 -- 5,415 1,902
Due to the Employee's Retirement System of the

Government of Puerto Rico 17,231 16,714 5,113 3,161

Escrow Funds to plan Members and Guarantee

Insurance 57 56 53 52
Investment Purchases 262 345 180 67
Other Liabilities 2,824 812 803 807
Total Liabilities 20,638 17,927 11,564 5,989
Net Assets Held in trust for Pension Benefits $ 47,633 $69,311 $81,473 $ 72,849

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

Deaember 31, 208 2008 2007 2006

ADDITIONS:
Contributions:

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

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

RealizedGain or Loss (1,909) 1,031 1,484 1,189

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

Dividend Income -- 267 224 205

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

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

(in thousands)

December 31.

2008~ 2008 2007 2006
ASSETS
Cash:
Cash and cash equivalents $27,981 $50,474 $33,542 $53,515
Cash with fiscal agent -- 297 -- --
Cash restricted - - - 1,717
Cash deposited with Government
DevelopmenBank for Puerto Rico 3,282 3,255 3,123 2,993
Total Cash 31,263 54,026 36,665 58,225
Investments, at fair value:
Bonds and notes 480,455 490,007 468,452 463,474
Stocks 1,206,417 1,796,817 2,218,03 1,886,625
Total investment at fair value 1,686,872 2,286,824 2,686,485 2,350,099
Other investments:
Mortgage notes acquired from third parti -
Private equity investments 32,778 37,630 46,686 46,215
Total investmerst 1,750,913 2,324,454 2,733,171 2,396,314
Loan to plan members:
Mortgage 106,047 103,759 102,684 104,830
Personal 275,852 271,510 260,066 246,074
Cultural trips 1,331 1,355 1,371 1,429
Total loans to plan members 383,229 376,624 364,121 352,333
Total investments and loans 2,134,143 2,755,104 3,133,957 2,806,872
Accounts receivable:
Receivable for investments sold 12,000 4,693 12,242 12,163
Accrued interest and dividends receivab 6,076 6,395 6,312 6,371
Other 14,694 15,141 14,640 14,932
Total accounts receivable 32,770 26,229 33,194 33,466
Property and equipment, net 26,431 26,223 25,890 25,665
Other assets 451 451 700 691
Total Assets 2,193,795 2,808,007 3,193,741 $2,866,694
LIABILITIES
Investments purchased 8,738 7,952 11,258 $11,422
Cash overdraft in cash with fiscal agent 36,521 - 5,619 13,949
Accounts payable 3,266 3,688 4,152 3,043
Obligaton under capital lease 2 12 35 57
Accrued expenses 5,343 5,361 4,270 4,289
Line of credit -- -- 4 4
Escrow fund of mortgage loans and guaran
insurance reserve for loans to plan memt 4,660 4,641 4,916 5,988
Bonds payable -- -- -- 20,430
Other labilities 953 1,007 567 625
Total liabilities 59,483 22,661 31,021 59,807
Net Assets Held in Trust for Pension
Benefits $2,134,312 $2,785,346 $3,162,720 $2,806,887

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

(in thousands)

December 31, 2008 2008 2007 2006
ADDITIONS:
Contributions:
Participating Employees $ 67,763 $ 127,566 $ 127,809 $ 129,473
Employer 62,186 117,065 116,320 119,199
Contributions transferred from other
systems** 644 4,181 12,396 921
Special 46,748 68,085 57,960 61,066
Total contributions 177,341 316,897 314,485 310,659
Investment Income:
Interest income 33,059 67,825 65,367 57,899
Dividend Income 5,640 15,629 13,654 14,684
Net apprei@tion (depreciation) in fair
value of investments (595,603) (276,573) 406,131 258,182
(556,904) (193,119) 485,152 330,765
Less investment expense 3,281 6,847 6,217 5,792
Net investment incom (560,185) (199,966) 478,935 324,973
Other income 761 1,735 1,299 13,085
Total additions ($ 382,083) $ 118,666 $ 794,719 $ 648,717
DEDUCTIONS:
Benefit paid to participants:
Annuities anddeath benefits 217,300 414,334 364,998 332,425
Special benefits 37,264 49,742 45,564 42,837
Refunds of contributions 2,519 6,427 5,447 4,135
Administrative expenses 11,867 25,537 22,877 22,651
Total deductions 268,950 496,040 438,886 402,969
Net increase in net assets held in trust for
pension benefits (651,033) (377,374) 355,833 245,748
Net assets held in trust for pension
benefits
Beginning of year 2,785,345 3,162,720 2,806,887 2,561,139
End of year $2,134,312 $2,785,346 $3,162,720 $2,806,887

* Totals may not add due to rounding.
** Preliminary, unaudited numbers.
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COMMONWEALTH FINANCI AL STATEMENTS

For fiscal year 2007, the basic financial statements of tran@nwealth were audited
by KPMG LLP. KPMG LLP did not audit the financial statements of the Public Buildings
Aut hority capital project fund or The Childre
certain activities, funds and component unitsitdeed separately in its report. Those financial
statements were audited by other independent auditors whose reports were furnished to KPMG
LLP, and its opinion on the basic financial statements, insofar as it relates to the amounts
included in the basi¢inancial statements pertaining to such activities, funds and component
units, is based solely on the reports of the other auditors.

The Comprehensive Annual Financi al Report
year 2007, which includes the basic hcal statements of the Commonwealth for fiscal year
2007, was filed by the Commonwealth with each nationally recognized municipal securities
information repository (each, a ANRMSI RO0O) in

PUERTO RICO TAXES, OTHER REVENUES, AND EXPENDITURES

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

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

Summary and Management 6s Discussion of Gener a

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

The amounts shown in the following table as expenditures may be diffaeanthose
reflected in the budget or in the Commonweal't
only cash disbursements, while the budget includes all authorized expenditures, regardless of
when the related cash is actually disbursed. In additiansfers to the Redemption Fund (used
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to pay debt service on the Commonwealthos bo
Afdebt service, o0 are shown as a deduction fron
in the table and are notindee d under fAexpenditures. o Final |
excess of budgeted amounts may not be reflected in the table as expenditures to the extent they
are paid from reserve funds, such as moneys in the Budgetary Fund. A discussion ofj¢he bud

for fiscal years 2009 Budgkt oRtlelComnmempvpadttaaf Buerto e | o w
Rico. 0

Amounts | isted wunder AOt her I ncomeo repre:
appropriately attributable to other revenue line items, such as repaghéxneral Fund
advances to municipalities and government age

recurring General Fund expenditures not appropriately attributable to other expenditures line
items, such as advances to government agencies andipalities, which advances are to be

rei mbursed to the General Fund by | aw. Amoun
Serviceo represent debt service on obligation
Assembly has by resolunoagreed to appropriate funds. General Fund revenues, expenditures,

and transfers as presented in the table differ from the General Fund revenues, expenditures, and
transfers as presented in the financial statements of the Commonwealth, as the financial
statements reflect an expanded General Fund entity in accordance with generally accepted
accounting principles.
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Commonwealth of Puerto Rico
General Fund Revenues, Expenditures, and Changes in Cash Balance
(in thousands)

2006 2007 2008” 2009” 2010”
Beginning cash balance $ 42,933 $ 0) $ (506,261) $ (1,10Q0044) $ (1,282,313
Revenues from internal sources:
Income Taxes:
Individuals 3,087,748 3,071,655 2,793,198 2555000 2,614,000
Corporations 1,872,458 2,002,718 1,565,458 1,412,000 1,541,000
Partnerships 2,787 2,960 1,942 3,000 2,000
Withheld from norresidents 921,260 933,728 1,087,782 891,000 836,000
Tollgate taxes 27,396 25,083 21,610 5,000 5,000
Interest 11,536 12,112 13,657 12,000 11,000
Dividends 66,721 138,859 59,770 57,000 49,000
Total income taxes 5,989,906 6,187,115 5,543,417 4,935,000 5,058,000
Sales and use tax - 582,560 852,927 911,000 606,000
Commonwealth excise taxes:
Alcoholic beverages 292,180 279,028 268,095 282,000 288,000
Cigaretes 135,267 132,399 119,124 119,000 163000
Motor vehicles 533,957 396,667 366,343 339,000 334,000
Other excise taxes 682,477 314,340 110,017 90,000 89,000
Total Commonwealth excise taxes 1,643,881 1,122,434 863,579 830,000 874,000
Property taes 1,106 800 - - 230,000
Inheritance and gift taxes 9,466 4,663 6,600 5,000 5,000
Licenses 91,310 97,610 87,631 94,000 94,000
Other:
Lottery 62,729 73,014 46,636 59,000 63,000
Electronic lottery 55,212 71,815 105,346 89,000 95,000
Miscellaneousorttax revenues 431,80% 330,064 321,897 280,000 286,000
Total Other 549,744 474,893 473,879 428,000 444,000
Total revenues from internal sources 8,285,413 8,470,075 7,828,033 7,203000 7,311,000
Revenues from ne@ommonwealth sources
Federal excise taxé&s 346,272 377,872 361,827 394,000 356,000
Customs 9,553 14,504 4,796 3,000 3,000
Total revenues from ne@ommonwealth sources 355,825 392,376 366,623 397,000 359,000
Total net revenues 8,641,238 8,862,451 8,194656 7,600,000 7,670,000
Other Income (refund$) 76,085 (8,335) 89,006° 44,907 -
Transfers to Redemption FUfd (484,812) (512,197) (202,954) (288,000) (520,80)
Proceeds ofiotes and othdsorrowings” 4,115,897 1,872,096 2,710,000 4,529,000° 2,500000
Repayment of notes and other borrowffigs (3,005,838 (1,926,273 (2,580,764 (2,872,383 (2,557,664
Adjusted revenues 9,342,570 8,287,742 8,209,944 9,013523 7,091,736
Expenditures:
Grants and subsidies 3,944,349 3,387,199 3429217 3,239855 3,211,852
Personal services 4,796,382 4,590,962 4,630589 5,277,864 2,758,907
Other services 525,377 594,345 583897 421,386 494,524
Materials and supplies 50,227 79,186 99,307 106,641 82,402
Equipment purchases 19,378 27,965 49,495 45123 35,775
Capital outlays and other debt service 49,789 21,576 11,222 104,924 508,276
Transfers to agencies - 92,770 -
Other disbursements - - - - -
Total expenditures 9,385,503 8,794,003 8803727 9,195793 7,091,736
Adjustedrevenues less expenditures (42,933 (506,263 (593,783 (182270 -
Ending cash balance $ 0) $ (506,263 $ (1,100044 $ (1,282,313 $ (1,282,313

(p) Preliminary.

(e) Estimated.

(b) Budget, as proposed.

(1) Excludes tansfers by the Commonwealth to the Conservation Trust Fund and amounts deposited by the Secretary of the Treasuayait#taecsept for the promotion of
Puerto Rico rums in foreign markets.

(2) Consists of net r evenu-budgetaryfonds pluhagesdbve forefutueeltax frefurndgdrédecedrby estimated tax refunds.

(3) Consists of amounts to pay principal of and interest on general obligation bonds and notes of the Commonwealth. Dhefe ravhanmts deposited directly into the
Redemption Fund from ne@eneral Fund revenues.

(4 Consists of proceeds of borrowings from GDB and a synd.ientAdicipation Moesnmer ci al banks,
(5) Consists of repayments of borrowings fromGDBandsyndi cate of commerci al banks, and repayments of Commonwe
®6) I ncludes proceeds of $100 million generated by the i s 2006A whichwefe privéyeplaced. mmonweal t hos

(7) Includes $50 million from the Emergency Fund used for operating expenses.
(8) Includes $147 million related to the sale of properties.
(9) Includes $1 billion loan from GDB to the Commonwealth secured by an assignment of tax receivablesi/l®n borrowed by COFINA and transferred to the Commonwealth,
and $169 million transferred to the Commonwealth from the sale of securities in F
(10) Esimated $57.6 millionin interest expense related to the Commonwealthtsafid Revenue #ticipation Notes was included the 2010 operational budget.

Source Department of the Treasury

73



Projected Fiscalyear 2010Compared to Estimated Fiscal Year 2009

It is projected that General Fund total revenues for fisaal 810 will be $7.670 billion,
representing an increase of $70 million, or less than 1%, from estimated fiscal year 2009
revenues. The major changes in revenues from fiscal year 2009 are expected to be a projected
decrease in the sales and use tax redeby the General Fund of $305 million (due to the
increased allocation of this tax to COFINA), partly offset by a projected increase in property
taxes and excise taxes on cigarettes and alcoholic beverages of approximately $230 million and
$50 million, respectively, as a result of the increases in tax revenues imposed under Act 7.

Proposed General Fund expenditures for fiscal year 2010 to@iGbBillion, which is
$1.814 billion or 19% lower than the $9.484 billion budgeted for fiscal year. 2068 anount
does not include an additional estimated $2.5 billion in expenses to be paid from a Stabilization
Fund to be funded from proceeds of COFINA bond issues. These additional expenses, which are
included in the consolidated budget of the Commonwealthyde $1 billion of expenses related
to the implementation of the payroll reduction plan under Act 7, $1 billion in expenses which
will be incurred in fiscal year 2010 but will not be incurred in subsequent fiscal years as a result
of the expense reductigrian under Act 7, and a resulting $500 million of expenses constituting
a structural deficit for fiscal year 2010.

Estimated Fiscal Year 2009 Compared to Fiscal Year 2008

Total estimated General Fund reventasfiscal year 2009 are $718llion, repregnting
a decrease of $594.7 million, or 7.3%, from prelimin@gygal year 2008 revenues. The major
changes from fiscal year 2008 are expected to be: (i) decreases in income taxes from individuals
of $238.2 million and in corporate income taxes of $158ilion, (ii) a decrease of $196.9
million in income taxes withheld from nenesidents, (iii) a decrease of $33.6 in excise taxes, (iv)
a decrease of $41.9 million in miscellaneous-teonrevenues, and (v) an increase of $58 million
in the sales and usex revenues. The estimated decrease in revenues for fiscal year 2009
reflects the acceleration of the economic recession during this fiscal year.

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

The approximately $1.884 billion difference between estimated General Fund revenues
and estimated General Fund expenditures for fiscal 3@@9 was covered principally by a $1
billion loan from GDB to the Commonwealth secured by an assignment of tax receivables, a
transfer of $750 million from COFINA to the Commonwealth, and a transfer of $169 million to
the Commonwealth fromthe saleotser i t i es i n PRI FAGs Corpus Acc

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

Preliminary total General Fund revenues for fiscal ye@@82were $8.195 billion,
representing a decrease of $399 million, or 4.6%, from actual revenues for fiscal year 2007
(excluding the collection of $269 million from special temporary tax measures in fiscal year
2007). The major changes from fiscal year 2Q@ere: (i) decreases in incom&xes from
individuals of $278million and in corporate income taxes of $48&illion, (ii) a decrease of
$259 million in excise taxes, and (iii) an increase of $270 million in the sales and use tax
revenues, which was onlg effect for seven and a half months of fiscal year 200% decrease
in 2008 revenues was principally due to the ongoing economic recession and high oil prices,
which directly affected income and excise tax collections.

Preliminary total General Fund genses for fiscal year 2008 amounted to $9.007 billion,
which iscomposedf $8.804billion of operational expenses and $203 million transferred to the
redemption fund. The difference between preliminary revenues and expenses for fiscal year
20080of $812million was covered principally by cashanagement procedures such as delaying
payments to certain vendaad a GDB loan of $190 million.

Fiscal Year 2007 Compared to Fiscal Year 2006

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

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

The difference between revarsiand expenses for fiscal year 2007 of $444 million was
covered by a $240 million transfer of funds from GDB that was originally set aside from General
Fund appropriations to cover a portion of d
appropriation dety) which setaside was no longer needed on account of the passage of Act 91.

The remaining shortfall was covered principally by easimagement procedures such as
delaying payments to certain vendors (carrying over into fiscal year 2008).

Major Sources of General Fund Revenues
Income Taxes

The Commonweal t hds i ncome tax | aw, the | nt
(the APR Codeo), Il mposes a tax on the i ncome
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estates, and domestic and foreign (if engageatrade or business in Puerto Rico) corporations
and partnerships at graduated rates. A flat tax is imposed on certain payments made to non
residents of Puerto Rico, which is collected through an income tax withholding.

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

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

Interest income in excess of $2,000 on deposit with Puerto Riccci@anstitutions 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 qualifyingréign corporations and paid to resident individuals,
trusts, estates, corporations and partnerships qualifies for an income tax rate of 10%.

Corporations and PartnershipsPuerto Rico corporations and partnerships are subject to
tax on income from all soces; foreign corporations and partnerships that are engaged in a trade
or business in Puerto Rico are subject to tax on their income from Puerto Rico sources and on
income from sources outside Puerto Rico that is effectively connected with the conthest of
trade or business in Puerto Rico. Unless a corporation or partnership qualifies for partial
exemption from corporate income and other taxes under the industrial incentives program (see
ATax | ncen THe Zmromy aboked, & is sulfject tak at graduated rates.

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

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

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

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

Subject to certain exceptions, payments in excess of $1,50@ ducalendar year made
by the Commonwealth and persons engaged in a trade or business in Puerto Rico in
consideration of the receipt of services rendered in Puerto Rico are subject to a 7% income tax
withholding.

Act 7. Act 7, which wasenacted on Malc 9 , 2009 as part of the

Fiscal Plan, seeks, among other things,increase theak revenues of the Puerto Rico
government by imposingertainpermanent and temporary tax increases

With respect to income taxes, Atincludes thefollowing temporary measures that are
applicable fotaxable years commenced after DecembeB@8 and before January 1, 2012:

) taxable corporations and individsavhose adjusted gross income equal or
exceeds $100,000 (for single individuals) or $180,0in the case of married
personsfiling jointly) would be subject to a surtax of 5% on their total tax
liability;

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

(iii) credit unionstheir subsidiariesand affiliates will be subject to a 5% x on
the amount ohet taxabk income in excess of $250,000gse entities were
totally exempt before the enactment of At

(iv) the Cooperative Bank, its subsidiariaad affiliates will be subject to a 5% tax
on the amount afiettaxable incane in exess of $250,00@hese entities were
totally exempt before the enactment of At

(v) insurance cooperatives will be subject to a 5% tax on the amonattakabk

income in excess of $250,00th€se entities were totally exempt before the
enactment ofct 7); and
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(vi) international insurers and holding companies of international insurers will be
subject © a 5% tax on their net incoméhése entities were totally exempt
before the enactment of Ag}.

Act 7 also provides as a permanent measure a charthpe method of computing theet
income subject to alternative minimum tgxii A M the case of individuals by including in the
computationvarious categories of exempt income and income subject to preferential tax rates
under the PR Codsuch as: (ajlividends distributed by companies covered under the Economic
Incentives Act, the 1998 Tax Incentives Aanhd the Tourism Incentives Act; (b) lotgrm
capital gains, which enjog preferential tax rate of 10% under the PR Code; (c) dividends that
are taxable at the rate of 10% under the PR Code; (d) interest on bank deposits and individual
retirement accounts subject to the special 10% and 17% preferential income tax rates,
respectively; and (e) interest from notes or bonds eligible for the special ¥Q%teégrovided
by the PR Code.

Another change introduced ¢t 7 isan adjustment to the calculation of the net income
subject to theAMT in the case of entities taxed as corporatitret denies a deduction for
expenses paid or accrued for servicegleged outside of Puerto Rico. Lastly, different income
tax credits awarded to investors under certainiapkws for activities such agvitalization of
urban centers, venture capital, solid waste, housing infrastruetuderehabilitation of social
interest housing, among others, may not be claimed or granted for taxable years commenced
after December 31, 2008 and before January 1, 20H@wever, tax credits associated to
manufacturing, tourisprand cinematographic projects are not affected by7Act

Sales and Use Taxes

Act No. 117 of July 4, 2006 (AAct 1170) an
things, for a general sales and use tax of 5.5% to be imposed by the central government (the
ACommonweal th Sal es Tax 0) municipAlgavernmgnt to mposeca a ut h
muni ci pal sal es and use tax o f 1.5% (the AN
Commonweal th Sales Tax, the fASales Taxo0) . I n
tax base, exemptions (except for unprocegseds) and limitations as those provided for the
Commonwealth Sales Tax. Act 117 also provides certain income tax reductions to address the
regressive effect of the Sales Tax on taxpayers in lower income tax brackets.

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

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

The Sales Tax became effective on November 15, 2006 and the effective date of the
repeal of the 5% general excise tax was October 16, 2006. Municipalities wileogizzed to
implement the Municipal Sales Tax starting on July 1, 2006. As stated earlier, the revenues
derived from the Sales Tax are distributed as follows: 5.5% goes to the central government and
1.5% to Puerto Rico06s mushb% Conpmoiwealth Sales Tax isSA por
transferred to the Dedicated Sales Tax Fund, created by Act 91, as amended (effective July 1,
2009, onehalf of the Commonwealth Sales Tax, which is the equivalent of a 2.75% tax, will go
to the Dedicated Sales Tax Fund)thwihe balance of the Commonwealth Sales Tax going to the
General Fund. The 1.5% Municipal Sales Tax is divided as follows: (i) a 1% tax goes to the
municipalities, and (ii) a 0.5% tax goes to the Municipal Improvements Fund. The increase in
revenues gesrated by the Sales Tax has been partly offset by the elimination of the 5% general
excise tax and the effect of the income tax reduction measures included in Act 117.

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

Act 7 amended various provisions of the Sales Tax to streamline collection efforts and
redue@ tax evasion. Most significantly, a-eoa | | ed resel |l erdés exemptio
eliminated, and a credit for Sales Taxes paid was substituted therefor. This measure is expected
to increase Sales Tax collections at higher levels of the trade eimal provide an incentive for
compliance with the Sales Tax at the lower levels (via the credit). However, under proposed
| egi sl ation being considered by the Legislatu
businesses with gross sales$600,000 or more and other businesses will also be able to request
the exemption from Treasury, subject to compliance with certain requirements to be prescribed
in Treasuryobés regulations.

Excise Taxes

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

Under Act 7, the excise tax was increased on certain articles (cigarettes and certain
alcoholic beverages) andas expanded with respect to others (motor vehicles). With respect to
cigarettes, the increase was approximately 81% per taxable unit. For certain alcoholic beverages,
the increase ranges between $0.30 and $0.70 per standard gallon. In the casewahictder
mot orcycles and Ascooters, o0 which used to be
motor vehicles.

Other Taxes and Revenues

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

Revenues from NeBommonwealth Sources

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

PropertyTaxes

Personal property, which accounts for approximately 46% of 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 tionstaktng place after that
year has been assessed on the basis of what the value of the property would have been in 1958.
Accordingly, the overall assessed valuation of real property for taxation purposes is substantially
lower than the actual market lua. Also, an exemption on the first $15,000 of assessed
valuation in ownenccupied residences is available.

Property taxes are assessed, determined and collected for the benefit of the municipalities

by theMuni ci pal Revenues Coa& goeemmentoinstruB@entalityefrthe( A CRI
Commonwealth. However, 1.03% of the property tax based on the assessed value of all property
(other than exempted property) I's used for p

obligation debt and is depositedtith e Commonweal t hés Redemption F

One of the amendments incorporated in Act 7 was thatfidcal yeas 2010 through
2013, theappraisalvalues ofreal property in Puerto Ricaere increased tenfoldnd the real
personal property tax rates applicablestwh vales were reduced tenfokb as to offset any
increased taxhat would have otherwise been applicable due to the increase in appraisal values.
This temporary amendmenwhich is expected to be revenue neutrahs intended to increase
theborrowiy capacity of Puerto Ricods municipalditd.i

Act 7 did impose, bwever, an additional real propgtiax on residential regdroperties
with appraised values in excess of approximately $210j0@@gfiscal years 2010, 2011, 2012
and 2013 The additional eal property tax, to be collected by the Treasury, will be equal to
100% of the existing real property tax collecbkgdCRIM over such properties.

The following table presents the assessed valuations and real and personal property taxes
collected for fischyears2004 to 2008.
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Commonwealth of Puerto Rico
Assessed Valuations and Real and Personal Property Taxes
(Commonwealth and Municipalities Combined)
(in thousands)

Fiscal Years
Ended Assessed Taxes Collections Collections of Total
June 30, Valuations” Levied of Current Year  Previous Years  Collections?

2004 23,841,557 874,294 706,677 79,772 786,449
2005 25,277,795 899,893 738,074 50,751 788,825
2006 25,606,121 925,618 801,87 70,908 872,405
2007 26,898,519 982,400 813,700 79,720 893,420
2008 27,941,285 1,031,277 788,364 119,062 907,426

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

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

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

Source Municipal Revenues Collection Center

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

Treasury has elaborated a strategic plan designed to improoeeltactions. The plan
includes initiatives to foster tax compliance, implement effective enforcement measures, and
attack tax evasion. To promote taxpayerso co
to enter into payment plans, offarscompomise agreements, and encourage voluntary
disclosures agreements.

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

Transfers to General Obligation Redemption Fund

These consist of transfers from the General Fund to the Redemption Fund for the
amortization of the principal of and interest on general obligation bondshated of the
Commonwealth.
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Components of General Fund Expenditures
Grants and Subsidies

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

Personal Services

This category includes compensation paid for personal services rendered to the
Commonwealth ands public instrumentalities by individuals or firms in the form of salaries,
wagesper diemsfees, commissions, or other forms of compensation.

Other Services

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

Materials and Supplies

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

Equipment Purchases

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

Capital Outlays and Other Debt Service

Capital outlays are made primarily fland 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 fohe amortization of the principal of and interest on-general obligation debt
payable from Commonwealth appropriations.

Transfers to Agencies

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

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

Federal Grants

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

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

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

2006 2007 2008 2009V 2010
Education $1,004,138 $ 986,574 $ 992,087 $1,050,756 $1,789,484
Social Services 1,888,150 1,923,845 2,054,897 2,206,944 2,452,216
Health 432,868 436,892 465,466 539,633 545,405
Labor and Human Resouré®s 197,296 183,228 140,186 216,809 224,302
Crime 41,461 29,631 20,319 28,394 58,158
Housing” 371,104 375,581 363,589 490,852 504,955
Drug and Justice 36,979 35,321 19,394 37,164 46,200
Agriculture and Natural Resources 11,402 12,484 11,054 17,867 45,198
Contributions to Municipalities 53,744 48,531 49,543 48,414 60,495
Other 18,251 17,095 15,782 16,422 23,760
TOTAL $4,055393  $4,049,182 $4,132,317 $4,653,255 $5,750,173

* Does not include grants received by agencies whose accounting systems are nateximrtie Treasury.

(1) Approved budget.

(2) Estimated.

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

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

Source Office of Management and Budget
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BUDGET OF THE COMMON WEALTH OF PUERTO RIC O

Office of Management and Budget

OMBGs predominant mi ssion 1Is to assist the
the budget of the Commonwealth and supervise its administration in the agencies of the
Executi ve Branch. I n h e | sphudget, OMB evéluatesmtbel at e

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

Il n addition, OMB oversees and coordinates
management, information technology, general management and organizational structure, and
supervises the agenciesd compliance with the
each of these areas, OMBOGs r ol e ni developbettere | p i 1

performance measures and coordinating mechanisms, and promote efficiency in the use of public
funds.

Budgetary Process

The fiscal year of the Commonwealth begins each July 1. The Governor is
constitutionally required to submit to the dislative Assembly an annual balanced budget of
revenues, capital improvements, and operating expenses of the central government for the
ensuing fiscal year. The annual budget is prepared by OMB, in coordination with the Planning
Board, the Treasury, amather government offices and agencies. Section 7 of Article VI of the
Constitution provides that @AThe appropriation
revenues, including available surplus, estimated for said fiscal year unless thidampdsaxes
sufficient to cover said appropriations is pr

The annual budget, which is developed utilizing elements of program budgeting, includes
an estimate of revenues and other resources for the ensuing fiscal year under (i) lavgsagxist
the time the budget is submitted, and (ii) legislative measures proposed by the Governor and
submitted with t he proposed budget, as wel |
appropriations that in his judgment are necessary, convenient, andfamncidy with the four
year investment plan prepared by the Planning Board.

The Legislative Assembly may amend the budget submitted by the Governor but may not
increase any items so as to cause a deficit without imposing taxes to cover such deficit. Upon
passage by the Legislative Assembly, the budget is referred to the Governor, who may decrease
or eliminate any item but may not increase or insert any new item in the budget. The Governor
may also veto the budget in its entirety and return it to the la¢igis Assembly with the
Governor6s objections. T-thirels majerigyiinselch house,enayA s s e m
override the Governoroés veto. I f a budget is
year, the budget for such fiscal yearlsba the annual budget for the preceding fiscal year as
originally approved by the Legislative Assembly and the Governor until a new budget is
approved. This permits the Commonwealth to continue making payments of its operating and
other expenses untilreew budget is approved.
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Financial Control and Adjustment Procedures

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

During any fiscal year in which the resources available to the Commonwealth are
insufficient to cover the appropriations approved for such year, the Governor may take
administrative measures to e expenses and submit to both houses of the Legislative
Assembly a detailed report of any adjustment necessary to balance the budget, or make
recommendations to the Legislative Assembly for new taxes or authorize borrowings under
provisions of existing dgislation or take any other 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; firstptyenent
of the interest on and amortization requirements for public debt (Commonwealth general
obligations and guaranteed debt for which the
second, the fulfillment of obligations arising out of legally bindoogtracts, court decisions on
eminent domain, and other unavoidable obligations to protect the name, credit and good faith of
the Commonwealth; third, current expenditures in the areas of health, protection of persons and
property, education, welfare, anetirement systems; and fourth, all other purposes.

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

An Emergency Fund was created by Act No. 91 of June 21, 1966, as amended (the
AEmergency Fundo), to cover une x,psech asewhrs,pu bl i
hurricanes, earthquakes, drought s, floods and
and the public sector credit. The Emergency Fund is capitalized annually with an amount
totaling no less than one percent of the General a@bdevenues of the preceding fiscal year.

Act No. 91 was amended in 2003 to set an upper limit to the Emergency Fund of $150 million at
the beginning of the fiscal year and was further amended in 2005 to authorize the disbursement
of funds from the Emgency Fund to cover certain General Fund expenditures and operational
costs of the State Emergency Management Agency. The 2005 amendment also authorizes GDB
to lend to the Commonwealth up to $150 million to replenish the Emergency Fund to provide
fundingfor emergency and disaster needs. As of April 30, 2009, the balance in the Emergency
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Fund was $3.6 million and3%.9 million is still available to be borrowed from GDB pursuant to
said 2005 amendment.

Appropriations
Appropriations in the central governmdiudget of Puerto Rico consist of the following:

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

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

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

(v) Bond Fund appropriations for capital expenditures financed by bonds. Such
expenditures occur ione or more years.

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

For each offiscal yeas 2008 and 2009, approximately 23% of the General Fund was
committed to the payment of fixed charges such as muniaipaidies, grants to the University
of Puerto Rico, mandated funding for thalicial Branch, rent payments to the Public Buildings
Authority, and debt service on the direct debt of the Commonwealth. This proportion will
increase to 36% in fiscal year 204ibce the Government of Puerto Rico is pledging additional
resources to cover outstanding debts.

For fiscal years 2008 and 2009, over 60% of the controllable funds portion of the General
Fund was committed for the payment of the central governmenblpdgot including the
University of Puerto Rico and the Judicial Branch). Commencing with fiscal year 2010, the
Commonwealth expects to reduce this proportion to 46% due mainly to the savings in
operational expenses of $2.0 billion expected from theemphtation of the Fiscal Plan. The
following table shows a breakdown between controllable andcontrollable General Fund
expenses.
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