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INTRODUCTION

The financial and operatinghformation about the Commonwealth of Puerto Rico (the
ACommondavealt t i Pu)anclitded inRthiscRemort has been updated aduoke 30
2014t he end of the Co miyeamexcem astothéngise Ardvitletl hefreins ¢ a |
Certain information about the debt of the Commonwealth and its instrumentalities has been
updated as of July 31, 2014.

Forward-Looking Statements

The information included i mndltolmks nBépartiat e
These forwmard ooki ng statements may relate to the
condition, economic performance, plans, and objectives. All statements contained herein that are

not clearly historical in nature are forwdab ki n g, and the words fdant
Acontinues, 0 Aexpects, 0 RAestimates, 0 Aintends
future or conditional verbs such as Awi Il ,0

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

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

The projections set forth in thReportwere not prepared with a view toward comptyi
with the guidelines established by the American Institute of Certified Public Accountants with
respect to prospective financi al i nfofficemat i on,
responsible for the preparation of such informatiware prepared on a reasonable basis, reflect
the best currently available estimates and judgments, and present, to thesbestoi o f f i cer
knowledge and belief, the expected course of action and the expected future financial
performance of the Commomalth. However, this information is not fact and should not be
relied upon as being necessarily indicative of future results, and readers &etiost are
cautioned not to place undue reliance on the prospective financial informatieither the
Commmmweal thés independent auditor s, nor any o
examined, or performed any procedures with respect to the prospective financial information
contained herein, nor have they expressed any opinion or any other form ohessanasuch
information or its achievability and disclaim any association with the prospective financial
information. Nei t her t he Caonany othee iadepgemdéns i nd



auditors, have been consulted in connection with the preparafi the prospective financial
information set forth in thiReport which is solely the product of the Commonwealth, and the
independent auditors assume no responsibility for its content



BASIC FACTS ABOUT THE COMMONWEALTH
Location and Population

Pueto Rico isan islandocatedin the Caribbeampproximately 1,600 miles atheast of
New York City. It has an area @&pproximately3,500 square miles and a population of
approximately 3.6 million people.

Relationship with the United Sates

Puerto Rico ame under United States sovereignty pursuant to the Treaty ofd®aris
1898 which ended the Spanigkmerican War. Puerto Ricans have been citizens of the United
States since 1917. In 195he United State€ongress authorizeBuerto Ricoto 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 people of Puerto Rico, amended and ratified bylUh#ed Stées Congress, and
subsequently approved by the President of the United $1at8§2

The United States and the Commonwealth share a common defense, market and
currency.The Commonwealth exercises virtually the same control over its internal affairs as do
the 50 states. It differs from the states, howevespime aspects df political relationship with
the United Statedederal governmenwith respect to the appligah of certain federal laws such
as the Internal Revenue Cod€&he people of Puerto Rico are citizens of the United States but do
not vote inPresidentiaklections. They are represented in Congress hgnavoting Resident
Commissioner. Most federal taxes, except those such as Social SendrMedicargaxes, are
not levied in Puerto RicoPuerto Rico residents (other than certain federal employees) do not
pay federal income tax oRuerto Ricesourceincome (but they do pay federal income tax on
nonPuerto Ricesource income).

For many yearghere have been two major views in Puerto Rico with respect to Puerto
Ri ¢ o 6 s hip withdhe UrotedsStates: orfavoring commonwealth statusepresented by
the Popuar DemocraticParty, which controls the Office of the Governor and the Legislative
Assembly since the 2012 general electi@rg] the other favoringtatehoodrepresented by the
New Progressiv®arty. These two parties have obtained over 90% of the feot&overnor in
all elections since 19720r since 1960if we include a previous psstatehoogartythat existed
before the New Progressive Party was establi¥hed

The next general etéion (gubernatorial, municipand legislative) in Puerto Rico Wbe
held in November 208

Official Languages

The official languages of Puerto Rico are Spanish and English.



Government

The Constitution of Puerto Rico provides for the separation of powers of the executive,
legislative, and judicial branches of goverent. 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 fowrear terms. The higheBuerto Ricocourt is the Supreme Court of
Puerto Rico. Decisns of the Supreme Court of Puerto Rico may be appealed tdnited
StatesSupreme Courih thesame manneaas decisions from state courts. Puerto Rico constitutes
a District in the federal judiciary and has its own United States District Court. Decisions of this
court may be appealed to the United States Court of Appeals for the First Circuit and from there
to theUnited StateSupreme Court.

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

Fiscal Year

TheCo mmonwe al t hrrsfromJutyt tarbughyuaed(d of the following year.
References in this Report to a fiscal year are t@én®d ending on June 30 of sugdar.

General Fund

The General Fund is the primary operating fund of the CommonweRkfierences in
this Commonwealth Report to General Fund revenues and expenditures (and to any resulting
General Fund deficit), unlesstherwise specified, are references to such revenues and
expenditures as reflected in the Commonwealth General Fund budget, and are sometimes (but
not always) referred to for clarity as General Fund budgetary revenues and budgetary
expenditures. These bgetary revenues and expendituds notinclude many sources of
revenues andonbudgetaryunds and many classes of expenditures that are part of the General
Fund for financial reporting purposes in accordance with United States generally accepted
accountng principles.

Principal Officers Responsible for Fiscal Matters

Fiscal responsibility for the Commonwealth is shared among the Department of the
Treasury, the Office of Management and Budget
for PuertoRicd A Gover nment Devel opment Banko or #AGDBO
i s responsible for collecting most of the Com
financial statements and contributing to the preparation of the budget. OMB prépares
Commonweal t hodés budget and S responsi bl e fo
Development Bank is the fiscal agent and financial advisor to the Commonwealth and its
agencies, public corporations and municipalities and coordinates the managenpeiliof
finances.



Alejandro J. Garcia Padillawas sworn in as Gavnor of Puerto Rico on Janua2y
2013. From 2009 until becoming Governdvir. Garcia Padilla served as electedsenator in
the Senate of the Commonwealth of Puerto Rico. Prior to Mat,Garcia Padilla was an
attorney in the private sectorFrom 2005 to 2007Mr. Garcia Padilla was Secretary of the
Commonweal t hds Depar t mermGarcia Padilaavassaprofessor sk thé ai r s
School of Law of the Inter American Universit§ Buerto Rico from 2000 to 2002Mr. Garcia
Padilla clerked for the CommonwealHehdldsaCourt
bachel ordés degree in Political Science and Ec
Juris Doctor from the Inter Amiean University School of Law.

Melba AcostaFebowasappointed Presght of GDB, effective October 22014. Prior
to this appoint ment , Sedretay of Breasuty ISiace Baami@dilye al t h
Ms. Acostahasalso been theChief Public Finanial Officer of the Commonwealth of Puerto
Rico. Before these appointmenth]s. Acosta was Director of OMB and Chief Information
Officer from 2001 to 2004, and Chief of Staff of the Municipality of San Juan from 1997 to
December 2000In the private seor, Ms. Acosta worked aan attorney with McConnell Valdés
from 1995 to 1997 and frol2010 to 2012. She served as Executixdce PresidentChief
Operating Officer and Chief Financial Officerof RG Financial Corporation and its bank
subsidiary, RG PremieBank from 2004 to 2010ln addition, she served as Tax Consultaith
Price Waterhouse from 1988 to 199MMs. Acosta is a certified public accountant and an
attorneyatl a w. She holds a bachelordos degree in A
Administration of the University of Puerto Rico, an MBA from the Harvard Graduate School of
Business Administration and a Juris Doctor from the School of LaWweobUniversity of Puerto
Rico. She is a member of the Boards of Directors of the Puerto RitdMAseum, the Luis
Mufioz Marin Foundation an@DB. Previously, she was a member of the Board of Directors of
UnitedWay of Puerto Rico

Juan C. Zaragozawas designated Secretary of the Treasury Department of the
Commonwealth of Puerto Rico on October 2614, and is awaiting confirmation by the Puerto
Rico Senate.He has over 30 years of experience providing tax consulting services, specializing
in tax exemption, tax credits, restructuring, and sales and use taxes. Before this appointment, he
co-foundedin 2002 Zaragoza & Alvarado, a firm engaged in providing tax and business
consulting serices. Prior to establishing Zaragoza & Alvaratle washe mrtner in charge of
Arthur Andersen LLP's Tax and Business Advisory Services Practice in San Juan,Rerto
He joinedArthur Andersen in 1993 and becampartner in 1995From 1989 to 1992, he served
as Assistant Secretary for Internal Revenue at the Treasury Department where he oversaw seven
major bureaus and was responsible for implemerttiegnterral Revenue D v i s policy 0 s
setting and related legislation. From 1983 to 1989, he worked at Price Waterhouse in Puerto
Rico, in the Audit and Tax Divisions. Throughout his professional career, Zaragoza has always
been very active in the development of tagislation and the analysis of the tax system in
Puerto Rico, both at state and municipal levée is Past President of the Puerto Rico Certified
Public Accountants Association (199998). He holds an MBA in Management from Indiana
University at Bl@mington and a BBA in Accounting from the University of Puerto Rico.

Luis F. Cruz was appointedirector of OMB on October 22, 2014.Prior to this
appointment, he served as Director of the Treasury and Budget Commission of the Puerto Rico



House ofRepresentatives and as Advisor to the Speaker of the House on Tax, Finance and
Budget issues from January 2013 to OetoB014. Previously, he ha@ successful career in
public accounting spanning more than 25 yedrs1994, he established his own firtryis F.

Cruz & Coo later incorporated as Cruz, Izaguirre & Co., CPA, BS€ offer accounting, tax,

audit, and financial consulting services. In 1999, he established Global Consulting Group, Inc.,
to offer consulting services in the fraud prevention angalen area, and the evaluation of
internal controls.He has offered consulting services to a variety of diemthe private sector,

such aBanco Populade Puerto RicoBanco SantandeandRicoh Lanier Puerto Ricoln the

public sector, he has proled services to the OMB, Treasury Department, Puerto Rico Office of
Courts Administration, among other&efore founding his own firms, he worked with Caribe
Detroit Diesel Allison (19941992), and with First@&deral Savings Bank (now FiBsank) (1987

1990). Mr. Cruz was anember of the Puerto Rico State Board of Accounting (ZW5) and a
member of the Board of Directors and Treasurer of the Puerto Rico Chamber of Commerce,
where he served in various committees (20009). He is a member of the Amiean Institute

of Certified Public Accountants, of the Puerto Rico Society of Certified Public Accountants, and
of the Association of Certified Fraud Examinerkle obtained & MBA in Finance from the
InterAmerican University of Puerto Rico and a BBA ircdunting from the University of
Puerto Rico.He is a Certified Public Accountant, a Certified Fraud Examiner, and a Chartered
Global Management Accountant.



RECENT EVENTS
Issuance of Tax and Revenue Anticipation Notes

On October 10, 2014, GDB entergdo a Note Purchase, Revolving Credit and Term
Loan Agreement (the AGDB Notes Agreemento) pr
aggregate principal amount of 2O0du&antSed byitees B S
Commonwealth The GDBNotes Agreement provides for a $200 million revolving line of credit
and a $700 million term loan with scheduled drawsconnection with the issuance of the GDB
Notes, the Commonwealth entered into a Covenant Agreement with the initial holders thereof
that requires compliance with certain financial covenants, among other matters, a violation of
which could result in an increase in the interest rate on the GDB NA&®f the date of this
report, GDB had drawn $700 million and the remaining $200 milisoscheduled to be drawn
on November 13, 2014. The proceeds of the GDB Notes will be used to make a loan to the
Commonwealth evidenced by $900 million aggregate principal amount of Tax and Revenue
Anticipation Notes of the Commonwealth of Puerto Rice,rSi es B (2015) (t h
TRANSs orhe. GDB Notes mature on June 30, 2015 and are subject to amortization
requirements which commence on April 16, 2015. The GDB also purchased $300 million
aggregate principal amount of Tax and Revenue AnticipaticiedNof the Commonwealth of
Puerto Rico, Series C (2015), which are subordinated to the Series B TRAiMsSTRANS
interest cost payable by the Commonwealth excegdapproximately $25 t&30 million the
amount included in the fiscal year 2015 budget mhspurpose.

Preliminary General Fund Budgetary Revenues for First Three Months of Fiscal Year
2015

Preliminary General Funtudgetaryrevenues for the first three months of fiscal year
2015 were $1.774 billion, an increase of $75 million over the same period of the prior fiscal year,
but $36 million less than estimated revenues for the period. ARSECAL CONDITION -
Preliminary GenerdrundBudgetary Revenues for First Thre@Mhs of Fiscal Year 201®

Approval of Fiscal Year 2015 Budget

The budget for fiscal year 2015 was approved on July 1, 2015. It provides for General
Fund budgetary revenues and expenditures of $9.565 billiois. r@presents a revenue increase
of $528 million over actual (unaudited) General Fund revenues for fiscal year 2014 ($9.037
billion) and of $40 million when compared with the fiscal year 2014 budget revenue projections
($9.525 billion). Budgeted expendias of $9.565 billion are $320 million over the final
amended budget for fiscal year 2014 ($9.245 billion), but $205 million less than the original
approved budget for fiscal year 2014 ($9. 7
COMMONWEALTH. O

Enactment of Fis@al Sustainability Act

On June 17, 2014, the Commonwealth enactedribeal Sustainability Actwhichis a
temporaryfiscal emergency law designéal address the fiscabndition ofthe Commonwealth
Among other things hie Act freezedenefits under cadictive bargaimg agreements and certain



formulabasedappropriatios, andimposes substantial additional managerial and administrative
controls on the opations of the Executive Branctb e e A FI SCAL iEDadténilof ON
Fi scal Sustainability Act. o

Enactment of Recovery Act

On June 28, 2014, the Commonwealth enactedPtiezto Rico Public Corporation Debt
Enforcement and Recovery ACctt h e A R e c,ovkiah crgatesA legaldramework that: (i)
allows certain public corporations to adjust their debts in a manner that protects the interests of
all affected creditors; (ii) provides procedures for the orderly enforcement and restructuring of
the debts and obligations oliggble public corporations in a manner that is consistent with the
Constitution of each of the United States and Commonwealth; and (iii) maximizes the return to
such public corporationds stakehol der shas As
sought relief under the Recovery Acthe Commonwealth enacted the Recovery Act because
public instrumentalities of the Commonwealth are not currently eligible to seek relief under
Chapter 9 of the United States Bankruptcy Code, which is availaplgbtix instrumentalitieof
the 50 states of the United Stat&3n July 31, 2014, Puerto Rico Resident Commissioner Pedro
Pierluisi introduced a bill in the U.S. Congrdkat would empower the government of Puerto
Rico to authdee Puerto Rico municipidles and public corporationt® restructure their debt
obligations under Chapter 9 of the United States Bankruptcy.Code See fiFlI SCAL CONI
TEnact ment of Recovery Act. o

Agreement Between PREPA and Certain Bondholders and Lenders

On August 14, 2014the Puerto Rico Electric Power Authorityvhich has been
experiencing significant financial difficultiegntered into forbearance agreements wéltain
bondholders certain banksand GDB. Among other thingghe banks agreed to extend the
maturity of their loans until March 31, 201%nd all lenderparty to the agreementsgreed to
forbear from exercising their rights against PREPA resulting from certain specified defaults until
March 31, 2015. Pursuant to the forbearance agreements, PREPA appoiettducturing
of ficer, whose mandate is to work alongside |
and manage a financial and operational restructuring of PREPREPA is also requiretb
deliver a restructuring plan acceptable to the forbearinditore by March 2, 2015. See
APUBLI C CORPORA&tI OBSRi co El ectric Power Aut ho:

Proposed Legislation toEnsure that the Highways Authority Operates on SelfSufficient
Basis

On October 30, 2014, the Commonweatitroducedlegislation in the @mmonwealth
House of Representativéisat seeks to ensutleat the Puerto Rico Highways and Transportation
Aut hority (APRHT A O )sufficienhbasis pvghousuport foom theGensra | f
Fundbudgetor from GDB to sustain its operations. Theposedegislationwill also facilitates
the refunding of loans made by GDB and other lenders to the PRHTA, as well as fund a portion
of the operations of the newly created I nteg
legislation provides for a me petroleum products tax to be assigned to the Puerto Rico
Infrastructureci nanci ng Authority (APRIFAO0O) and a new
to ATI. PRIFA expects to issue during the currenthe nextfiscal quarter bonds secured by



collections of the petroleum products tax assigned to it and to use the proceeds of such bonds to
repay loans made by GDB to the PRHTA and bond anticipation notes issued by the PRHTA.
ATI will use the proceeds of the petroleum products tax assigned to it to feirmgénations of

Tren Urbano and other mass transit assets to be transferred to it by the PRHTA. The proposed
legislation is expected to provide liquidity to GDB and to make the PRHTAss#iltient by
increasing its revenues and reducing its debt burden.

New Health Reform Contracts

On October 14, 2014, the Board of Directors of the PR Health Insurance Administration
( A P RHawardad thenew contracts for theGovernmentPublic Health Insuranceldh (the

AGHPO), which r epl ac e stofivehpevate insuraneerptovidérdipursu@arg | u d o
to abidding process. The new contracts will beffective on April 1, 2015.0n said date, the
Commonwealth public healtimsurance modelvi | | changepdmtoyn ad niitrhii srtd

mode] in which theCommonwealthis ultimately responsible for the cost of the health services
provided,to afi ma ndacgreeorgaizatiord mo d e | , PRHIA willphyithe msurera fixed
premium for each insured beneficiary and the insungifsbe responsible fothe cost ofsuch
services The premiums payable by the Commonwealth under the new contrdidsal year
2015exceedby approximately$62 million the amountsncluded in the fiscal year 2015 budget
for such purposeSeeii F 1 S CA L TION NHBealth Insurance 0

Status ofSales and Use Taxollection at Ports

The Commonweal th recently began i mpl ement
(PICO) system for the collection sfles and use tax from importers of merchandise at their
point of entry into Puerto Ricand he filing of electronic returns under the new systBwspite
certain setbacks with the initial implementation of the system, the Treasury Department never
stopped collecting the sales and use tax, as the Treasury Department implemented certain
processestallow merchants to temporarily file paper returns.

Downgrade of Bond Ratings

Beginning 1in February of 2014, the credi!
obligation bonds and Commonwealth guaranteed bonds, as well as the ratings of most of the
Comma w e asl ptuibficbcorporations, werewered (more than once imost cases) to non
i nvest ment grade by M ®his dhgso lad an Sdverse eftect n thei t ¢ h
Commonweal t héts. SediRABINGSO andfiRISKd-ACTORS- The downgrade of
theConmonweal t hés c rimvesiment graald by theratingtagencres has raised the
Commonweal thds cost of borrowing and adverse
bonds, and such downgrades may limit the ability of the Commonwealth to bandwnay
have other adverse effects ono the Commonweal't

Condition of Retirement Systems

On Decembek4, 2013, theCommonwealth enactedomprehensive reforms of the
Judiciary Retirement System and fheachers Retirement System. The constitutionalithese
reformswere challenged in several lawsuits brought by participants in such retirement systems.



In two decisions rendered in February and April of 2@thid,Puerto Rico Supreme Costtuck

down important pars of these reformsholding that the reforms impermissibiynpaired the

C o mmo n w eentracthabobligations to current employedsh e Cour t 6 s deci si 0
limit the expected savings of these two reformghasneasuresleclared nconstitutionalwere

those that modified thieenefts of currentemployees, whicimposethe most significanburders

on plan assetsSee ARETIREMENT SYSTEMS AND OTHERPOSTEMPLOYMENT

BENEFITSO

Issuance of $3.5 Billion in General Obligation Bonds

On Mard 17, 2014, the Commonwealth sold $3.5 billion aggregate principal amount of
its Series 2014 Bonds. The proceeds of the Series 2014 Bonds, isstiarice expenses and
$245 million of original issue discount, were used to (i) repay and reprogram certain lines of
credit extended by GDB to the Commonwealth and to the Puerto Rico Public Buildings
Aut hority (APBAO) ; (i) repay ceeroRicmSalbsond at
Tax Financing Aut hority (ACOFI NAO) ; (1 ii) r
outstanding general obligation bonds; (iv) pay, either directly or through reimbursement to the
Commonwealth, termination amounts under certain intereseratigange agreementsnd (v)
provide for a portion of the payment of interest on the Series 2014 Bonds through July 1, 2016.
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RISK FACTORS

The following discussion of risk factors does not necessarily reflect the relative
importance of various factors amslnot meant to be a complete list of risks that could materially
adversely affect t he Commonweal t hos financi
operations, and could cause the Commonwealt h:
historical results or the results contemplated by the forwlaoking statements contained
herein. Additional risks and uncertainties not currently known by the Commonwealth, or that
the Commonwealth does not currently consider to be material, or that are gengalilgaale
to all states and governmental instrumentalities, also may materially and adversely affect the
financial condition of the Commonwealth and its ability to repay its bonds and honor its other
obligations.  Moreover, while some of the risks desdridelow may also affect the
Commmweal t hés i ns tCommaraveatthaRepoit doesot, arid isingt intended to,
identify all the risks associated with each instrumentality. Any one or more of the factors
discussed herein, and other factors notadéed herein, could lead to a decrease in the market
value and the |iquidity of the Commonweal thos
factors not discussed below will not become material in the future.

References to fAlsdhmadd o memnt hihe Loammommweal t h
bonds and bonds guaranteed by the Commonwealth, and shall not include bonds issued by any of
the Commonweal thés instrumentalities. Some o
Commonwealth appmriation bonds and bonds issued by Commonwealth instrumentalities.

The downgradeof the Commo n w e acretlithradirsggsto norrinvestment graddy the
rating agencies hasaisedthe Co mmonweal t hds ¢ o satlversely affe@dthe o wi n g
market price & outstanding bonds, andsuch downgradesmay limit the ability of the
Commonwealth to borrow andnayhave ot her adverse effects o
financial condition.

Beginning in the first two weeks of February 2014, the credit ratings of the

Commonwa |l t hés gener al obligation bonkreloneredd Comm
(more than oncefp norrinvestmentgradey Moody ds KSeveste StgndaMioody 6 s
& Poorb6s Rating Services (AS&PO0), and Fitch R

The market for noiinvestment grade securities is smaller and less liquid than the market
for investment grade securities. As a result, it is possible that there may not be sufficient demand
in the bond market, or with private commercial banks or other financial institutitoesablehe
Commonwealth to issue any future bonds or nategnter into borrowingsn the amounts
required by the Commonwealth or that the cost to the Commonweadthyo$uchborrowing
could be substantially higher than if it were able to issue more higtdg securities. In
addition, changes i n t hae likely toaffechits eelatiortshipd with c r e d |
creditors and other business counterparties.
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The Commonwealthaces a number of fiscal and economic challenges andigsidity
has been adwsely affected by recent events. As a resitltnay be unable to honoall of its
obligationsas they come due

The Commonwealth faces a number of fiscatlactonomic challenges and liguidity
has been adversely affected by the ratings downgrades described above, by the significant
increase in credit spreads for obligations of the Commonwealth and its instrumentalities, by the
limited market access expeaneged by the Commonwealth and its instrumentalities, and by a
significant reduction of liquidity in the local Puerto Rico capital markets. As a result, the
Commonwealth has relied more heavily on shenn financings and interim loans from
Government Dedeo p me n t Bank f @DBo )&hd ethet private ilenders, (Hich
reliance has constrained its liquidity and increased its-teear refinancing risk. These factors
have also resulted in delays in the repayment by the Commonwealth and its institiegeotal
out standing GDB |lines of credit, which del ay:
liquidity to the Commonwealth.

Under current mar ket conditions, i - part
investment grade rating and the recent ratidgwngrades discussed above, the Commonwealth
may have limited market accessThe Commonwealtmay not be able to honor all of its
obligations as they come due if dbes not have sufficient access to the capital markets or
alternative sources of finamg to satisfy its liquidity needsy as a result of the challengesdan
risk factors identified in thi€fommonwealth Report or otherst describedherein.

GDB, the principal source of shotterm liquidity for the Commonwealth, has been
adversely affectetdy recent events and it may be unable to provide necessary financing to the
Commonwealth.

GDB serves as the principal source of sherin liquidity for the Commonwealth and its
instrumentalities. GDB6s | iquiditthyinghsowmeobeen a
the same factors that have affected the Comn
including credit rating downgrades to nmvestment graddevel Although GDB has
previously assisted the Commonwealth in satisfying its obligatiGDB is not legally required
to provide such assistance and there is no assurance that it will be able to continue to provide
such assistance in the future. To the extent that GDB financing is unavailable, the
Commonwealth may be required to find oteeurces of funding in order to meet its obligations.

There is no assurance that the Commonwealth will be able to access other sources of financing or
funding sufficient at any one time to meet its obligations as they come due. For a more detailed
discus i on of GDB O BISGAL QONDI#IONT Y-PB Rurdimg andLiquidity.o

GDB6s fiscal and financi al condition depen
made to the Commonwealth and its instrumentalities. GDB may be adversely affected by the
inability of the Commonwealth and certain of its instrumentalities that have loans from GDB to

fully repay those | oans when due. I f certain
to overcome the <c¢hall eSygfieast fndreial amd ifidcad challinges ow  u r
facing t he Commonweal t hds i nstrumentalities
financial and fiscal conditiom, GDB&6s fi nanci al and fiscal cond

its balance sheet impaired and its solvetimeatened.
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i nanci al and fiscal chal |l «

Significant f
ities may adversely affect the Co

i nstrument al

The Commonweal t hods I nstrumentalities al so
chdlenges. The Commonwealth recently announced that its instrumentalities would be required
to achieve selfufficiency in the near future. The Commonwealth also recently enacted the
Recovery Act, which provides a mechanism for certain Commonwealth pobtiorations, but
not the Commonwealth itself, to restructure their obligations.

To the extent certain instrumentaliies do not attain -sdficiency, such
instrumentalities may need to seek relief under the Recovery Act or under other laws which
could beenacted in the future regarding insolvency, reorganization, moratorium and similar laws
affecting creditorso rights. Mor eover, certa
services to the population of Puerto Rico. To the extent thabfthese instrumentalities is
unable to continue to provide such essential services, the Commonwealth may be required to
divert available Commonwealth resources to ensure that such services continue to be provided.

To the extent Commonwealth resources aliverted to such essential services, the
Commonwealthmay nothave sufficient revenude honor its obligationgas they come due

T he Co mmo nhigte lavel tofhdébs may affect the performance of the economy
and government revenues.

The Conmo n w e ahigh Iévél ef debt and the resulting required allocation of revenues
to service this debt have contributed to significant budget deficits during the past several years,
which deficits the Commonwealth has been required to finance, further increasingotirg am
its debt. More recently, t he Commonwealthos
adversely affected its credit ratings and its ability to obtain financing at favorable interest rates.
The Commonwealth expects that its ability to finangrife budget deficits will be severely
limited, and, therefore, that it will be required to reduce the amount of resources that fund other
important governmental programs and services in order to balance its budget and continue
honoring its obligations. Wle the Commonwealth may seek to reduce or entirely eliminate the
practice of financing deficits or debt service, there is no assurance that budgetary balance will be
achieved and, if achieved, that such budgetary balance will be based on recurringserenu
expense reductions or that the revenue or expense measures undertaken to balance the budget
will be sustainable on an indefinite basis. Moreover, the effort to achieve budgetary balance may
adversely affect t he per f oramg niah, inotbirn, thdye Com
adversely affect governmental revenues.

As of July 31, 2014, the Commonwealth had outstanding a total 28085 billion
aggregate principal amount of bonds and notes issued or guaranteed by the Commonwealth or
payable from GeneralFund appropriations, equivalent to approximately 33% of the
Commonweal thds gr oss n a20l3@70.d40 biljon)o Debtsdrvichror f i s
fiscal year 201®n these bonds and noted #5billion, excluding $344 million in capitalized
interesj represents approximately 14% of the General Fund budget for fiscal year 208&b6($
billion). Maximum annual debt service on these bonds and notes ($2.332 billion in &acal y
2028) would represent 24% othe GeneralFund budgetfor fiscal year2015 The total
outstanding public sector debt of the Commonwealth, its instrumentalities, and municipalities
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was #1.435 billion as of July 31, 2014, equivalent to approximately 126 of the
Commonweal thdéds gross nati GeeRDEBPoODUCcEt SHect 61 s
below.

In addition to the above, from time to time public corporations and other Commonwealth
instrumentalities have had to rely on the General Fund to make payments on debt incurred with
GDB or third parties to finance thenperating deficits. This practice also affects the liquidity
and available resources of the General Fund.

| f the Commonweal thdés financi al condition
emergency measures.

The Commonwealth has been facing a numtiiefiscal and economic challenges in
recent years due, among other factors, to continued budget deficits, a prolonged economic
recession, high unemployment, population decline and high levels of debt andnpensio
obligations. More recentlthe downgracde of t he Commonweal thds cr e
many of its instrumentalitestononn ve st ment grade by Moodyds, SE&
strain on the Commonweal thos |l iquidity and me
private sourcesf financing, as well as the rowing cost of any such financing

If the Commonweal thdés financi al condi tion
resources to fund all necessary governmental programs and services as well as meet debt service
obligaions. In such event, it may be forced to take emergency measures. These could include
administrative measurgsuch as those adopted to reduce appropriations at the end of fiscal year
2014,t hat give effect to the # phe disburserhent ofrpobticms 6 e
funds when available Commonwealth resources are insufficient to cover all appropriations.

The Commonwealtiflike the states of the United Statéshot currently eligible to seek
relief under Chapter 9 of the United States Bankruptcy Code or under the Recovery Act. In the
future, however, the United States Congress or the Legislative Assemblyeoaaidiegislation
that entitles the Commonwealtybject to any limitations imposed by the U.S. and Puerto Rico
Constitutionsto seeka restructuring, moratoriunor other remedy that affects the rights of its
bondholders.The Commonwealth is not currently contemplating any such action.

On July 31, P14, Puerto Rico Resident Commissioner Pedro Pierluisi introduced a bill in
the U.S. Congreshat would empower the government of Puerto Rico to aizth&tuerto Rico
municipalities and public corporatiot restructure their debt obligations under Chaptof the
United States Bankruptcy Codeyhich currently applies to municipalities and public
corporations of the 50 states, but excludes tfrose Puerto Rico

The Commonwealth recently enacted the Recovery Act, which provides a mechanism for
certain @mmonwealth public corporations, but not the Commonwealth itself, to restructure their
obligations.

The Commonwealth may be unable &hieve aGeneral Fund budgetvithout deficit
financing for fiscal year 2015 and thereatfter.
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For more than a decade, ther@monwealth hagxperienced significant General Fund
budget deficits These deficits, i ncluding the payment
service obligations, have been covepztmarily with the net proceeds of bondsued bythe
Puerto Rico Bblic Finance Corporation, th@uerto Rico Sales Tax Financing Authority
( @OFINAO pnd Commonwealth general obligation bonds, with interim financings provided by
GDB and, in some cases, with extraordinary-bme revenue measures expense adjustment
measures The Commonwealth expects that its ability to finance future budget deficits will be
severely limited.

For fiscal year 2015, the Commonwealth adopted a butgdt does not require
additionalborrowingsto finance budget deficitalthough itincludes$344 millionof capitalized
interest that wadorrowed in fiscal years 2012 a@®14 andreducesthe additionaluniform
contributionfor fiscal year 20150 theEmployees Retirement System of the Commonwealth of
Puerto Rico and its Instrumentalitiest h e ofiyEenep IRe t i r € reguitedto & ynade e mo
by the Commonwealthy the pension reform legislationn order to implement this budget, the
Commonwealth adopted a number of emergency measacdsding the Fiscal Sustainability
Act, discussed ingreater @ t ai | under i F 1 S CEhactmeBtOdil Briscall ON
Sust ai na lTheseimeasurdaaed sigoificant opposition from organized labor and other
constituencies, which have resulted in protests and work stoppages, imposing significant costs on
t he Common we a lintadditien, tleeseonmeasungs .entail multiple risks, including (i)
the estimates of fiscal impact may be incorrect due to forecasting errors or faulty or limited
underlying data or calculations, especially since the accountsugl fnanagement, and payroll
systems of the Commonwealth suffer from substantial historical deficiencies; (ii) some of the
assumptions used in the forecasting may turn out to be incorrect; (iii) many of the measures that
imply cuts to benefits or activittehave faced and will continue to face significant public and
political opposition, which may put at risk their implementation; (iv) many of the measures
involve substantial implementation challenges and execution risks, and may not be successfully
implemented within the required period with the requisite fiscal impact; and (v) some of the
public corporations that provide essential services may be unable to achieve econemic self
sufficiency, and such failure may impose additional pressures on the Genedaburget
Overall, the emergency and corrective measures adopted constitute a comprehensive and
aggressive cost cutting and appropriation program, and there can be no guarantee that the
Commonwealth will have the operational, managerial or politicalaiptn carry the program
through to successful implementation.

Since the Fiscal Sustainability Act modifies contractual and other acquired rights, there is
a possibility that it could be subject to legal challenge, and that such challenge could be
succesful, rendering ineffective some or all of the contemplated expense reduction me&sures.
the event of a successful legal challenge, there can be no assurance that the Commonwealth will
be able to enact alternative measures to compensate the effegtesfoanse reduction measures
that are invalidated. In addition, given the temporary nature of the Fiscal Sustainability Act, the
Commonwealth will face again the same or larger cost escalators at the end of the effective
period of the Act. There can be assurance that the Commonwealth will be able extend the
effective period of the Fiscal Sustainability Act.

The Commonweal t hds aéfisdaliyday20liibudgedbgncto apérage wi t h

with a budgetvithout deficit financingn future yearslsodepends on a number atherfactors,
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some of which are not wholly within its control, including the performance of the

Commonweal thdéds economy, t hat actual coll ecti
projections, the adoption of additional ldgton, the results of the Doral litigation discussed
bel ow, and t he government os ability t o red.

particularly in areas such as education and healthcare where expenses have in the past exceeded
the budget.

The Commawealth has frequently failed to meet its revenue and expense projections,
and its accounting, payroll and fiscal oversight information systems and processes have
deficiencies that adversebffect its ability to forecast expenditures. Thus, there candbe
assurance that the Commonwealth will be able to collect the projected revenues or achieve the
required spending cuts for fiscal year 2015 and achieve a balanced General Fund budget.
Revenues for the firstugrter of fiscal year 2015 a&36 million bebw prgected revenues for
the period. Also, certain projected expenditures for the 2015 fiscal yeat all of which are
direct General Fund expensdslve increasedince the budget was adopted: Interest costs
related to the TRANs will be higher thandgeted; the Department of Education has a projected
overdraft of approximately $32 million plus certain additional -necurring needs, which the
Commonwealth expects to fund from possible General Fund surpluses in other r@m@asnp
for the new healtinsurance contracts scheduled to go into effect on April 1, @0hieh are not
direct General Fund obligations, but which the Commowealth etext orneed to support) ar
higher than anticipate@éndthere areonb udget ed tr ansi tumgionotTeest s f o
Urbano operationévhich are not direct General Fund obligations, but which the Commowealth
may elect or need to support)

In order to operate with a balanced budget beyond fiscal year 2015, the Commonwealth
may need to adopt additional Isigtion in order to raise revenues or igmpent significant
expense cuts. Although some of the revenue raising measures that are currently being
contemplated focus on tax reforrisat broaden the tax base and modify certain income and
consumptiontax raes, such legislation could stillface significant opposition from the
individuals, businesses, and other constituencies affected, as well as from elected officials. There
iS no assurance that these measures, if enacted, will be successfully implemented or succeed in
eliminating the budgedeficit.

The Commonwealth may not have sufficient capacity under constitutional debt
limitations to continue financing its operations with general obligation debt.

The Constitution of the Commonwealth provides that Commonwealth may not issue
generalobligation debtf the principal and interest on all such dedatyable in any fiscal year,
together with any amount paid by the Commonwealth imptloe fiscal year on account of bonds
or notes guaranteed by the Commonwealth, exceed 15% of the averagbHrdamalrevenues
of the Commonwealth irthe two precedingfiscal years. The Co mmo nweimdmt hds n
annual debt service of $1.148lli on represents approximately 13670f averagerevenuedor
fiscal years 2013 and 2014. Therefolee Commonwealthxpects that its capacity to incur
additional general obligation debt will be significantly limited for the reesteral years as a
result of thisConstitutionallimit (as well as the recent downgrade of its bond credit ratings and
limited market access)As a resultthe Commonwe#h may be limited in its capacity issue
general obligation debt in the future to finance capital improvement projects, provide working
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capital, and meet shetérm obligations. Although the Commonwealth could seek to isdute de

for which the good faith, credit and taxing power of the Commonwealth is not pledged, there

may not be suf@ient demand for such debt. Amability to issue general obligation debt may
affect the Commonweal t héds a binfrastrugturetand, thug,k e r e
adversely affect economic activity in the Commonwealth.

The Commonwealth may continue to pledge its good faith, credit and taxing power to
guarantee bonds and notes issued by certain of its instrumentalities.

The Constitution ofPuerto Ricoalso provides that the Commonwealth shall not
guarantee any obligatioevidenced by bonds or notestlife principal and interest on all such
debtpayable in any fiscal year, together with any amount paid by the Commonwealtipriothe
fiscal year on account of bonds or notes guaranteed by the Commonwealth, exceed 15% of the
average annuainternal revenuesof the Commonwealth irthe two precedingfiscal years
Therefore, although bonds and notes guaranteed by the Commonwealth are consiclezed p
debt and enjoy the same priority of payment protection that is afforded by the Constitution of
Puerto Rico to bonds and notes issued by the Commonwealth for which its good faith, credit and
taxing power has been pledged, debt service payable orggacinteed obligations it taken
into consideration for purposes of the Constitutional debt lunlessthe Commonwealth is
actually paying such debt service pursuant to its guarantee. Accordingly, the Commonwealth
may continue to guarantee bonds and notes issued by its instrumentalities as long as the 15%
limitation is not exceeded. Aaf July 31 2014, $.536billion of such guaranteed bgations
were outstanding In addition, orOctoberl0, 2014, GDBentered into an agreement pursuant to
which it issued $700 million (andould issue up t&900 million) of notes guaranteed by the
Commonwealth and maturing on or priordene 30, 2015, thproceeds oivhich were used to
purchase Tax and Revenue Anticipatiooté$ of the Commonwealth

The Commonwealth has statutory authority to provide additional guarantees until the
15% limitation is reached. As dlily 31 2014, the Commonwealth was laoitized to guarantee
approximately $4.6 billion oPuer t o Ri co Publ i ¢ Babligatdns,mof Aut h
which approximately $4.billion aggregate principal amount is currently outstanding, and $2
billion of obligations of GDB and certain insmentalifes, of which approximatel$277 nillion
(excludingthe up to $900 million in notesmentioned aboveis currently outstanding.The
Commonwealtthasalsointroducedegislationin the Legislative Assembly that would aatlze
the issuance of up t$2.9 billion of PRIFA bonds guaranteed by the Commonwealth, the
proceeds ofvhich would be used to refund certain debt of the PRidWed to GDB and other
lenders.

The Constitution of Puerto Rico may be amended to increase the debt limit and allow
the Commawealth to incur additional general obligation debt.

Although the Constitution of Puerto Rico provides holders of general obligation debt
certain protections, the Constitution of Puerto Rico may be amended to modify the provisions
regarding public debt, sh as raising the debt limit. Although amending the Constitution of
Puerto Rico may be difficult (it requires the approval of at leastthivds of the members of the
House of Representatives and the Senate, and the approval of a majority of voters in a
referendum of qualified votersand althougtthere are no current plans to propose such an
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amendment an amendment of this nature could be proposed and, if proposed, could be
approved. As a result of an amendment of this nature, the Commonwealth cautidr&ed to

incur general obligation debt, or guarantee bonds and notes of instrumentalities, in excess of the
current debt limit. No assurance can be given, as a result, that the Constitutional debt limit will
remain at its current level.

TheCommonwealth s debt service wild/l i ncr.ease sighn

A portion of the proceeds from the issuance of the Series 2014 Boddsom a 2012
bond issuancevill be used to pay interest on such bonds. As a result, the Commonwealth
Geneal Fund budget wilhot includethe total amounof interest on thg&e bonds during fiscal
years 2014 and 2015. Beginning in fiscal year 2016, the Commonwealth will be required to
begin payingthe total amount ointerest on thee bonds from its General Rd, which amount
will be significant. Seet abl e | a b Setvieed Regieinenitst of Bonds Issued or
Guaranteed by the Commonweadiid Publity-l s sued Appropriation Bonds

The Commonwealtlowes GDBa significant amaunt.

The Commonwealth owes GDB a significant amount of debt payable from budgetary
appropriations, imposing a significargcurrentbudgetary burden on the General Fund budget.
In June 2014jn orderto addressunexpectedGeneral Fund revenue shortfalls, thevérnor
signed Executive Order 28014, which provided, among other things, for a reduabio$247
million in the appropriation for the payment of appropriation a@stedto GDB. The affected
GDB appropriation debt was satisfied in part through a reatilon of approximately $200
million in proceeds from the Commonwealth©os
GDB appropriation debt not so reallocated were modified to provide for payment in future fiscal
years.

T~

Some of the corrective measures tbe fiscal year 2015 General Fund budgksto
included a reduction of $79 million in the appropriations for payment of Commaihweksit to
GDB, adjusted by the Legislative Assembly as part of the budgetary approval process. There
can be no assuranceatha mutually agreeable defeipprogrammindor the affected debt will be
reached and formalizeoetween the Commonwealth a@DB. Moreover, such arrangements
may require that the Commonwealth fully or partially restore the adjusted appropriations, with
the corresponding cost escalator effect on the fiscal year 2016 General Fund budgs.
ADEBT 1 Public Sector Debd

The Commonwealth is dependent on a small number of corporate taxpayers to
generate a significant amounst of the Commonwe

The economic recession that has affected the Commonwealth since fiscal year 2007 and
the income tax reduction program adopted in fiscal year 20&% negatively affected
Commonwealthncometax revenues The special temporary excise tax imposed by Act- 154
2010, as ambadepd fHadédcbecome one of the Common
revenues. For fiscal years 2012, 2013 and 2014, the revenues produced by Act 154 represented
approximately 21.%, 19. 7 %, and 20. 3%, respectivel vy, of
revenues. During fiscalear2013 the special temporary excise tax was paid by 27 groups of
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affiliated taxpayers, of which six groups accounted for approximately 75% of collectiortke T
extent that any of these groups of affiliated taxpayers reduces or moves its operations to a
di fferent jurisdiction, the Commonwealthodos ta
adversely affected. Factors that can cause a reduction leviieof Act154 revenues include a
reduction in the level of local economic activity of the corporations that pay th&5Adiaxes,

which might occur as a result of general economic conditions or factors affecting individual
companies, any difficultiesn the transition, after December 31, 2017, from the Act 154
temporary excise tax to the modified source of income rule undet®4¢tand any action by the

U.S. Treasury Department to reduce or eliminate the federal income tax credit available with
respet to the Actl54 temporary excise tax. For a discussion of 14&et, see
ACOMMONWEATH TAXES, OTHER REVENUES AR EXPENDITURESI Special Excise

Tax (Act 154)0

In addition, after December 31, 20Bhsent action by the US Internal Revenue Service,

the speciat e mpor ary excise tax wil/l no |l onger appl
source of i nc o abd. There is W0 assurahee rthat Ahe tevel of tax collection
under t he fimodi fi ed sour ce of i ncomegenuesul e 0O \

currently received by the Commonwealth pursuant to the special temporary excise tax under Act
154. To the extent the Commonwealth is unable to replace these tax revenues with revenues
under the fAmodified sour c efficient revienuesdorfudly fundiits e , 0 i
operations. This may require the Commonwealth to adopt some of the emergency measures
descri bed falddwe Commdonweal thds financi al condi
implement emergency measures that majude a restructuring, moratorium or other actions
affecting coreditorsd rights.

The Tr easur yprofedigns fort taxerevéndes involve mapyemises and
assumptions, the effects of which are beydadontro| such as the impact of external ttas
and events on the economy that may, in turn, affect tax revenues. The projections also require
the forecasting of new revenue measures with no historical collections experiertbe. past,
t he Commonwealthos pr oj ect edomaterially ffromtwhat the e v e n L
Commonwealth has been able to achiefRevenues for the first quarter of fiscal year 2015 are
$36 million below projected revenues for the perioAg a result, there is no assurance that the
Commonwealth will achieve its xarevenue projections and, to the extent the Commonwealth
fails to achieve such projections, the Commonwealth may need to implement further expenditure
reductions or revenue enhancing measures in order to meet its obligations as they come due.

A reductionof f eder al grants may significantly
provide many important services and may force the Commonwealth to allocate resources that
would otherwise be used to pay debt service to the provision of such essential services.

Eachfiscal year, the Commonwealth receives a significant amount of grant funding from
the U.Sgovernment. A significant portion of these funds is utilized to cover operating costs of
those Commonweal thdéds educati on althata® eubsidedd ser v
by the U.Sgovernment. If the aggregate amount of federal grant funds transferred to the
Commonwealth were to be reduced, the Commonwealth would have to make reductions to these
federallysupported programs or fund these programs ftbenGeneral Fund. Reductions in
federal funding would have an adverse i mpact
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to reduce its General Fund budget deficit. In addition, since the per capita income of the
residents of Puerto Rico is substanyiddwer than those of the 50 states, a high percentage of
the population of the Commonwealth benefits from these government programs. As a result, the
impact on the Puerto Rico economy of any reduction in federal grant funds for such
governmental programa&ould be greater than on the 50 states. Moreover, to the extent the
Commonwealth is required to divert resources to continue providing essential services primarily
funded through federal funds, the Commonwealth may be unable to honor its other olkligation
they come due.

Another important factor is that certain federally funded programs are funded on a per
capita basis and a reduction in the number of beneficiaries due to demographic trends or changes
in program parameters could result in a lower amoaf federal funds. For instance, the
Department of Education has experienced a substantial reduction in student enrollment in recent
years which is expected to continue for the foreseeable fuBueh reduction has been and will
continue to be accomped by a corresponding reduction in federal funding for some
educational grants. To the extent that the cost saving opportunities presented by the reduction in
the number of students are not fully realized, the net budgetary effect on the Department of
Education of the reduction in student enrollment could be negative.

SeeAICOMMONWEALTH TAXES, OTHER REVENUES, AND EXPENDITURES
Federal Granté

The Commonweal t hods ability t owithaut teficd v e an
financing depend in part on itsability to control its education costs, which represent a very
high percentage of its budgetary expenditures, and the Commonwealth has had difficulty
controlling such costs.

The budget appropriation for t he Commonw
histaically represented a significant portion of the total General Fund budget. Moreover, the
Commonweal thés accounting, payr ol |l aaiedcies i s c al
that have adverselgffected its ability to control Department of Education expenditures. As a
result, the Department of Education has often produced annual operating expense overruns. Due
to the considerable size of the Depabilitytment of
achieve and maintain a General Fund budg#tout deficit financingdepends on its ability to
moni tor and contr ol t he De p ahe fisoabyedr 2005fGerterdlu c a t i
Fund budget contemplates a significant reductidhénDe par t ment of Educati on
However, therés no assurance that the Department of Education budget estimates for fiscal year
2015 will be achieved or that the Commonwealth will be able to continue to maintain sufficient
cost and expenditure cals at the Department of Education in order to prevent future budget
overruns. Cer t ai n expenditures, such as t hose req
education program, can increaseexpectedlyas a result of court orders issued in pending
lawsuts by special education students.

20



The Commonweal t hds heal t hcare costs repr e
budgetary expenditures, and the Commonwealth may be unable to continue to fund such
healthcare costs.

The Commonwealth, through its Health Inurc e Admi ni stration (AP
health insurance coverage t@paoximately 1.6million qualifying (generally lowincome)
residents of Puerto RicoThe cost ofthis health insurancgrogramis very significant. A
substantial portion of this costcurrentlypaid by the federal government and funded principally
by nonrecurring funding provided pursuant to the federal Patient Protection and Affordable Care
Actt he AAffordabBRAEAGAreadcwel bras recurring Me
|l nsurance Program (ACHIPO) funds, which in t|
level lower than that applicable to the states (which are not capped).

Upon exhaustion of the nenecurring ACA funds, currently estimated to occur in 2018,
and abset Congessional action to renew this rogcurringfunding, the amount of fedarfunds
available for this health insurance prograntl revert to the recurring capped Commonwealth
Medicaid and CHIP allocations, which would result in significantly higteguirements of
Commonwealth funding, unless benefits or eligibility both arereduced significantly.
Although the Commonwealth can take various measures to address the imbalance, including
reducing coverage and limiting eligible beneficiaries, federgulations may prohibit or limit
the application of these measures.

If the availability of ACA funds is not renewed through Congressional actiorif arad
changes to benefits, quays oreligibility are made, the annual deficit thfe health insurance
program(which the General Fund may be required to fund) could rise to asasukR 0 billion
by fiscal year 2019%rom $9 million on fiscal year 2014

The fiscal stabilityot he Commonweal t hdés hsereloftthe laigests ur a n
budgetary challenges facing the Commonwealth, especially if the availability of ACA funds is
not renewed or Medicaid funds are not significantly increased. In light of the current disparity in
the treatment that the Commonwealtheiges compared with the states with respect to the cap
imposed on Medicaid matching funds, the Commonwealth intends to intensify its efforts to have
ACA funding renewed by CongressHowever, it is not possible to predict the likelihood that
such efforts Wil succeed, and the Commonwealth will continue evaluating the fiscal structure of
the program taking into consideration the current federal funding depletion estimates. To the
extent these efforts are unsuccessful, it is unlikely that the Commonwealtth ewable to
assume a significantly highgyortion of the cost of the health insurangegram If the
Commonwealth is unable to redutieesecosts, it may be required to adopt some of the
emergency measur ed fdddceer i Goemimowibiveveddtidnilddes riotf i n a
improve, it may need to implement emergency measures that may include a restructuring,
moratorium or other actions affecting credito
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The Commonweal t hds retirement Ssystems hav
accrued lability and a very low funding ratio Tothe extentt e r et i r ementaresy st en
depletedthey may be unable to pay benefitsfull .

A significant component of the Commonweal
systems (the niisRe)t.i r eTnheentt hSryeset epr i nci pal pensi
(the Employees Retirement System, the Teachers Retirement System and the Judiciary
Retirement System) have a significant unfunded actuarial accrued liability and a very low
funding ratio. Altlough the Commonwealth enacted legislation in 2013 that attempts to reform
the Retirement Systems by, among other measures, reducing benefits, inczegdmger and
employee contributions, and replacing most of the defined benefit elements of the sifhtam w
defined contribution system, these reforms werdy designed to address tHeetirement
Sy s t eashsflow needs a mannethatwould permit them tanake benefit payments when
due. As a result,ven after giving effect to these refasnthe Retirenent Systems will continue
to have a large unfunded actuarial accrued liability and a low fundingoaseveral decades

As described undéiRETIREMENT SYSTEMSAND OTHER POSTEMPLOYMENT
BENEFITSO0 the Puerto Rico Supreme Court declared invalid certain aspects of the legislation
relating to the reform of the Teachers Retirement System and limited the effect of the reform of
the Judiciary Retirement Systerkailure to amend the legislation in ordercompensate fdhe
effect of the provisions declared invalidll lead to the depletion of assets at these Retirement
Systems.Furthermore, in the case of the Employee Retirement System, the Commonwealth has
been unable to make all the additional emptacontributions required by the reform legislation,
which could also lead to the depletion of the assets of the Employee Retirement System. If this
happenst he Retirement Systems wo-adyabgbeé bpapserati wo
means that #y would beunable to pay benefithat exceed the actual employer and employee
contributions received by the Retirement Systems (net of administrative and other expenses)

It is anticipated that, as a result of the enacted reforms and other legislaoiadeim
2011, the Commonwealth will have to provide significant additional annual funding to meet the
Retirement Systemsd dnraddiian ko thp gradsal incneaseilbdmplayert i o n
cortribution rates that was legislated 2011 and certa other supplemental contributions
established by the reform laws, the reforms provide for the payment of an additional annual
contribution from the employer at levels to be determined by the actudriescurrently
projected that the additional annuabntribution required to be made by employé&wsthe
Employees Retirement System through figesar 2032 is approximately $Qnillion, of which
approximately $78 million waallocable to the central governméat fiscal year 2014 and the
balance wasllocable to the municipalities and paipating public corporationsnlthe case of
the Employees Retirement Systerhowever, the Commonwealth, municipalities and
participating public corporations were not able to make the required additional annual
contribution in full for fiscal year 2014 and will also be unable to make the reqadéitional
annualcontribution in full for fiscal year 2015.

Act 3-2013 provides that, from fiscal year 2015 and thereafter, the additional annual
contributionshall be calalated suchthat thegross assetsf the Employees Retirement System
are never less thabil billion. Given the extraordinary retirement pattern of central government
employees during fiscal year 2014 resulting frtbra enactment of the pensioeform, andthe
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correspondingly lower payroll contribution base, it is likely that the reqanedialcontribution
will be in excess of $120 millianThese funding requirementgll place an additional demand
on the Commonweal tho6s neendturégsporhoth.i se revenues,

There is no assurance that the Commonwealth, the municipalities and participating public
corporations will be able to maks for the shortfall in the additional annual contributions for
fiscal years 2014 and 2016r that they will beable to make thadditional annual contributions
to the Retirement Systems the futurein full and on a timely basis, including the increasing
employer contributions required by these reforms. To the extent the Commonwealth, the
municipalities and padipating public corporations are unable to make such contributions, the
financial conditionof the Employees Retirement Systemill continue to deteriorate and its
assets will be exhausted

In the case of the Teachers Retirement Systam reforns enactedby Act 1602013
werelargely struckdown by the Supreme CourfThe reform measures that were uphmloistly
affectbenefits to participanthat enter the System on or after August 1, 2&ldce mosbf the
expected savings of the reform wdyasel on the changeshat affectedcurrent partigpants,
primarily by freezing their defined befit plan prospectivelyunless a additional reform is
enacted and upheld by the Supreme Cdlet assets of the Teachers Retirement Systdéinbe
exhaustedn the near term. Similarly, in the case of the Judiciary Retirement System, the
reforms enacted by Act 162013 were linted by the the Supreme Court. Unless alternate
reforms are enacted or additional funding provided to that Retirement System, its albsets w
eventually be completely depleted.

In addition, to the extent the assumptions used to estimate the effect of these reforms on
the General Fund are not realized, the Commonwealth may be adversely affected as it may have
to use additional resources toehéhese obligations.

SeefRETIREMENT SYSTEMSAND OTHER POSTEMPLOYMENT BENEFITSO

The Commonweal thdés economy has been contr a
may be unable to sustain the Commonwealthds o

The Commonwe alonah preductgcontracted im r@dl terms in every year
between fiscal year 2007 and fiscal year 2011 (inclusive), and grew by 0.9% (revised figures)
and 0.3% (preliminary) in fiscal years 2012 and 2013. According to the Puerto Rico Planning
Board, for fiscalyears 2014 and 2015, gross national product is projected to increase by only
0.1% and 0.2% However, the monthly economic indicators for fiscal year 2014 indicate that the
final GNP figuresfor fiscal year 2014 may blewer than the last projection presented by the
Puerto Rico Planning Boardlhis persistent contraction aminimal growth has had an adverse
effect on employment and tax revenues, and has significantly contributed to General Fund
budget deficits in thosé i s c a | year s. Factors that can ad
ability to increase the level of economic activity, some of which are not within the control of the
Commonwealth, include the high cost of energy, the loss of patent protection of pevéuats
manufactured in Puerto Rico and global economic and trade conditions. There is no certainty
that the measures being taken by the Commonwealth to grow its economy will produce the level
of increase in economic activity required to generate seffictax revenues to resolve the
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structural budget deficits that have affected the Commonwealth and to enable the
Commonwealth to continue to meet all of its debt service obligations when due. The failure by

the Commonwealth to increase revenues, togetitbrother factors discussed herein, may affect

t he Commonwealthdés ability to c¢onwhilerhonering o pr o
all its obligations. Se6THE ECONOMY 0

If the population of the Commonwealth continues to decline, tfeo mmonwe al t h 6 ¢
economy will be adversely affected and may not produce sufficient tax revenwehteve and
maintain a budget without deficit financing

Changes in population have had, and may continue to have, an impact on economic
growth and on tax reveles. According tohe United States Census Bureau, the population of
Puerto Rico decreased by 2.2% from 2000 to 2010, and by an estimated 3.0% from 2010 to
2013 driven primarily by migration to the United States mainland. Reductions in population,
paricularly of working age individuals, are likely to have an adverse effect on tax and other
government revenues that will not be entirely offset by reductions in government expenses in the
short and medium term. In addition, the average age of the populattiPuerto Rico is
increasing, partly due to a reduction in birth rate, but primarily as a result of the migration of
younger persons to the United States mainland. This phenomenon is likely to increase the
demandor health and other services the Conmonwealth, and the cost to the Commonwealth
of providing such services, thus imposing | im
a balanced budget and improve its financial condition.

The Commonweal thds macr oec o nextthe perfatmaance may
of the economy of Puerto Rico.

The Puerto Rico Planning Board recently acknowledged the existence of certain
significant deficiencies ithe deflators of some of the gross national product components. As a
result, the historical ratefachange in gross national product at constant prices (real gross
national product change) could have been either overstated or understated for several years
These deficiencies have also led to the delay in the publication of periodic economic data in
order to provide the Planning Board with sufficient time to determine the particular deficiencies
included in the calculation of the fdefl ator s
still too early to determine how these deficiencies havec dffe d , or wi || affect
macroeconomic data. Until such time as these revisions are finalized and fully applied to Puerto
Ricobs macroeconomic data, there is no assur a
accurately reflect the perfmance of the economy of Puerto Rico.

Commonwealth bondholders may face delays enforcing their remedies under the
bonds, and the availability of some remedies is not certain.

The Constitution of Puerto Rico provides that public debt of the Commonwealth
constitutes a first claim over available Commonwealth resources, and that the Secretary of the
Treasury can be judicially required by bondholders to allocate funds to the payment of the public
debt if available Commonwealth resources are insufficient toral/budgeted appropriations.
However, public policy considerations relating to the safety andbegllg of the residents of
the Commonwealth, as well as procedural matters, could result in delays in, or limitations on, the
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judicial enforcement of suclemedies, and in limitations on the effectiveness of such remedies.
The remedies available to bondholders are dependent on judicial actions, which are often subject
to substantial discretion and delay.

The Constitution of Puerto Rico provides that thedyéaith, credit and taxing power of
the Commonwealth are pledged to the payment
Commonwealth has never failed to make a debt service payment on any of its bonds when due,
the Puerto Rico Supreme Court has never thadopportunity to rule on whether bondholders
have the right to compel the Legislative Assembly of the Commonwealth to increase taxes in the
event that available Commonwealth resources are insufficient to pay the bonds, or to rule on how
such right, if deermined to exist, could be enforced.

Certain other statutory provisions affecting the rights of bondholders have never been
tested. For example, although certain revenues assigned to Puerto Rico Highways and
Transportation Authority, Puerto Rico Infrastture Financing Authority and Puerto Rico
Convention Center District Authority are stated by existing law to be available Commonwealth
resources for purposes of the payment of public debt, their availability for such purpose is
subject to there being ndher available Commonwealth resources. It is not certain what steps a
Commonwealth bondholder would be required to take or what proof such bondholder would be
required to produce to compel the diversion of such funds from any such instrumentality to the
payment of public debt, or how the necessary available Commonwealth resources would be
thereafter allocated to each such instrumentality.

The | iquidity of the Commonweal thds bonds
may decline.

There is no assurantehat t he secondary mar ket for th
provide holders thereof with sufficient liquidity for their investment or that such secondary
market will continue. Moreover, debt obligations of the Commonwealth and its instrumentalities
have &perienced significant price declines. The market price of the bonds will be determined by
factors such as relative supply of, and demand for, the bonds, general market and economic
conditions in Puerto Rico, the United States and globally, and othasrdabtyond the
Commonweal t hds c d nlliguidayl may incréaseas a tiesulk of additional
downgrades to the Commonweal thés credit ratin

Hol ders of the Commonweal t hosealotnldéss mmryo meor

The Constitution of Puerto Rico provides that public property and funds of the
Commonwealth shall only be disposed of for public purposes, for the support and operation of
state institutions, and pursuant to law. Further, the Puerto Ripoeme Court has determined
that Commonwealth property cannot be attached or garnished in an attempt to enforce a judicial
order , as it could undermine t he popamyformwe al t |
public purpose.

The Commonwealth hasot complied with its continuing disclosure obligations on a

ti mely basi s, and failure to comply may | i mi
markets.
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On several occasions the Commonwealth has failed to comply with its continuing
disclosure obligatios on a timely basis. For example, the Commonwealth has failed to file the
Commonweal thdéds Annual F i ndayhdeadiné in Rimepod the pash e f o r
twelve years, including the two most recent fiscal years (2012 and 2013). Although the
Commamwealth has implemented certain procedures to ensure timely compliance with its
continuing disclosure obligations, there is no assurance that these procedures will be effective in
ensuring timely <compliance. Mor eowedhrits t he
continuing disclosure obligations on a timely basis could limit its access to the capital markets,
because underwriters for Commonwealth bonds must be able to reasonably determine that the
Commonwealth will comply with its continuing disclosurdigations before underwriting any
future offerings of Commonwealth debt.

If Doral Financial Corporation prevails in its claim against the Commonwealth, the
Commonwealth would be required to pay Doegbproximately$230 million.

The Commonwealth is currently a defendant in a lawsuit filed by Doral Financial
Corporation and certain of its subsidiariesi D o rseekirg )the enforcement of a closing
agreement that provides for a refund of approximately $addon to Doral. On OctoberlO,
2014, the trial court ruled in favor of Doral, holding that the closing agreenentvalid. The
Commonwealth haannounced its intention to appeal this judgmend to that effect recently
filed a motion for reconsideratiowith the trial court The closing agreement, if ultimately
upheld in the appeals process, requires the Commonwealth to make payments to Doral of
approximately $45 miibn annually during a fivgear term. However,to the extent that the
relevant provisions of the Fiscal Sustdiitidy Act are applied, the Commonwealth may be able
to extend the repayment period for the judgment over a substantially longer. pEdoanore
information regarding the statusofts ¢l ai m, see ALI TI GATI ON. o
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FISCAL CONDITION
Fiscal Stabilization and Economic Growth Plan

Whent e ¢ WCrormanmotn weecarhitrmi st r ati oindaawmar y,m@eb 20 1]
Commonweal th faced a nunpbreorj &efn efdiasl c aHd exddh abliultdegne
of t he Connoanweiasictahl ayeparox2 inh ewge $@r a3 o0bi
Commonweal t hds most | mpcr tuanrdte rp wslelviea een O @ marnacti
assets of the Commonwe aéxpebtédstdercenpletelyedameted in sy st e
the near future In respmse to this situationthe Commonwealtthas beenmplementinga
comprehensive fiscal stabilizaticend economic growtlplan This fiscal stabilization and
economic growtltplan has four primarybjectives

Enhance the C o mmdity.n Wwenapletedradds planined qcaail market
transactions are intended to imprdie liquidity ofthe Commonwealth and GDBn March of
2014 the Commonwealth issued $3.5 billion of general obligation bomdish allowed the
Commonwealth to repay a significant amountladns to GDB Then, on October 10, 2014,
GDB issued shoiterm notes to fund the purchase of hemmonwealth s$ax and revenue
anticipation notesor fiscal year 2015. Alanned PRIFA bond issuance will allow PRHTA to
repay all or a substantial portian f PRHTAOGs | o &ardy aswa resolt ofs5tBeBe
transactios, GDB has been reducing and expects to continue to ratfupertfolio of loans to
the Commonwealth and its instrumentaliti€she Commonwealtlhasalso enactedr proposes
to enactlegislation designed to enhance its ability to access the capital markets through various
financing vehicles This includes (i) increasing the amount of sales and use taxes assigned to
COFINA, which will allow it to issue additional bond@i) creation of anew financing vehicle
(the Municipal Finance Corporation), which will be able to issue bonds secured by the municipal
sales and use taXii) the proposed assignment of new petroleum products tBxXERIFA,
which will allow it to issuethe bondsdescribe above; and (iv)ncreasing the amount of GDB
bonds that can be guaranteed by the Commonwealth.

Achieve a balanced budgetithout deficit financing or debt restructuring Var i ous
expense reductiomeasures adopted by the Commonwealttd discussed belohaver e d u c e d
t hGener abuddefdicom an original ptoj bt B&doof $
fiscal ,yean®d6®Bi@d 3l i on in fiscél sgaebryeads4d2015,

budget does not include any defoimmotn wfeian & hc igreq
obligation dedlit doaes PBAcfl udap i$e3dbds z ed r omt pri o
i ssuahltese measures include:

Enact ment of Fiscal TOust disnm deisliciwtsys kA t
section

OMB contrdbsensure compliance with aust
i mits, OMB has maintained significant i ns
of contracts for professional services, p
transdaotri obnusdget ary I mpact, and approval O
budgetary I mpact, S u ¢ Mhe&emmorevaalth isocommiittedatcs e a g

expense reduction through strategic initiatives directedatrgment efficiency.OMB
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believes tht there are three main opportunities. First, creation of a centralized federal
funds monitoring tiice with the objective of increasing the amount and effectiveness of
federal funds utilization by agencies of the Commonwealth, through improved
procuement, agency capability buildingnd optimized loss mitigation. Secoritie
implementation of robust and systemic upgrade of Commonwealth budget, accounting
and payroll information systems, to integrate entities and concepts, such as the
Department ofEducation and the Degarent of Health,to improve reporting and
business intelligence. Thirda comprehensive +engineering effort focused on
government organization, human capital, and cosicieficy, coveringthe core
administrative functions of thgovernment such as real estate, transportation, purchasing,
utilities, payroll and services.

Make the Commo n weamationshselsuffigemtb MThHe cComeonmvgalth
has adopted various measuresttair n t he Co pubic tovperatiorts hinfoself
sufficient enterprises, and address gtrucr a | probl ems that tldngeat en
term fiscal stability. These include:

PRASA water .r atPelheeirin or eRaisceo Aqueduct and
(APRABSAP) emednuleyd a6 O%W&AI 2r rate increase (o0
expecsedenhpheheodbporbbdoi eabyer iits expenses
Further water rate increases argrentlynot expected be necessary at least until fiscal
year 2017. As a result, the Cormanwealth does not anticipatending PRASA for its
operational expenses.

|l ncrease in PRHTAeretem@édLommonweal th i
petroleum productPRH{Tanxd assss igqreald t oe rtthaei n a
regi str atdi ccn gfaged t & Thaex eassd mioh aBsR & Tedt.d wine d
| egi stlhaatti owaldldi @ § sin@ad  petr ol eum paaduthatt :
would allow PRIFA to repay a significant i
l endersdahdcwbutate the transfer of the Tr
intended to i mprove PRHTAG6s financi al con
addi ti omralGeGDellr ad g Fpumar t .

Enact ment of. ReTheeCymAchtweal Recewarcy ee
which is intended to be used only in situa
required reforms at the public corporation

Reform the Tax Code and grow the econamyhe Treasury Department, together with
OMB and GDB, is weking with its consultants to design and enact a comprehensive tax reform
that will increase revenues, equitably distribute the tax burden, promote economic growth,
increase the competitiveness of the Commonwealth, minimize interference with geuesien
making and streamline tax compliance and administration. The tax reform is expected to result
in a shift from taxing productivity to taxing consumption. It would incorporate reliefofor
incomeindividuals and small businesses, and protection foFIBIA bondholders. Proposals
under consideration include a reduction in individual income tax and corporate tax rates, the
repeal of the gross profits tapdatente naciond) and a broadening of the tax base through the
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repeal of various tax expenditure$he Commonwealth expects to enact the tax reform during

the third quarter of the 2015 fiscal yeain addition, the Commonwealth has pursued an
aggressiveeconomic development program that is discussech d e r ATHE ECONOM
Economic Growtlo

Other Fiscal Measures

Extension of Special Excise Tax Act 154 In February 0f2013 the Commonwealth
amended Act 154 to extend the duratadrithe specialexcise tawhich has become one of the
major sources of government revenuasjl December 312017 and reset the excise tax rate at a
fixed 4% commencing on July 1, 2013.Se e COMMONWEALTH TAXES, OTHER
REVENUES AND EXPENDITURES Special Excise TaxAct 154).0

Airpor.inFlebasary oOhe2P@8rto Rico exwadast eAdit h

f oryte\ar | ease agreement with Aerostar Airport
Aer owitlalr fpeaartce, mai nt ai nLuainsd Nurfpoazo vMa rP?RP AD B
Airport . As a result of thisa tlrkammpagayment Pd
$615 midl9lhi o, o of which were used to retire
PRPA. The PRPA will al so receive an esti mat e
the | ease.

Reform of Employees Retiremer8ystem The Commonwealttadopted in April of
2013 a comprehensive reform of the Employees Retirement Systhioh, amoigy other
changes, prospectively replaced the defined benefit system applicable to certain employees with
a defined contribution system See ARETIREMENT SYSTEMSAND OTHER POST
EMPLOYMENT BENEFITSO

Preliminary General Fund Budgetary Revenues for First Three Months of Fiscal Year
2015

Preliminary GeneraFund budgetaryrevenues for the first thremonthsof fiscal year
2015(July through September of 201vgre $1.774 billion, an increase of $Tilli on, or 4.4%,
over the sameeriod of the prior fiscal year, but $36 million less tremtimated revenues for the
period. Preliminary collections for the special temporasgise tax under Act 154 were $528
million, an increase of @million from the same period of the prior fiscal yeand$43 million
more than therojected revenueff this period. Preliminary collections of individual income
taxes were $444 million, an irease of $29 million over the same period of the prior fiscal year,
but $26 million below projections. Preliminary collections of corporate income taxes were $358
million, $2 million more than the same period of the prior fiscal year, but $33 million below
projections.

Preliminary General Fund Budgetary Revenues and Expenditure$or Fiscal Year 2014

RevenuesPreliminary General Fundudgetary revenudsr fiscal year 2014 (which are
still subject to audit and other yeand adjustments) were $9.037 billion, and include: (i) total
budgetaryoperating reveres of the General Fund of $8.8@8lion, (ii) revenues from the
electronic and traditional lotties of $154 million that are availablettee General Fund, and (jii)
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$80 million in excess funds transferred from COFINA to the General Raftat payment of
COFINA debt service This representean increasef $475 millionoverbudgetary revenues for

fiscal year 2013$8.562 billion) but is $488 million lower than the revised projected revenues
for this period($9.525 billion) The increase ibudgetaryrevenues during this period when
compared to fiscal year 2013 is primarily due to legislative measures adopted since January
2013.

Corporate income tax collections for fiscal year 2014 were $1.914 billion, an increase of
$628 million, or 48.8%, from theame period of the prior fiscal year. These revenues are $599
million, or 23.8%, less than the revised projected revenues for this peritdddual income tax
collections for fiscal year 2014 were $1.979 billiomdexrease of $75 million, or 34, fromthe
same period of the prior fiscal yeand $24.6 million, or 1.22%, le$isan therevised projected
revenues of this category for this perid@ollections from withholdings from neresidents were
$900 million, a decrease of $83 millioar 8.4%, fromprior fiscal year,but $80 million, or
9.8%, more than the revised projected reverafdhis categoryor this period.

Sales and use tax collection received by the General Fund for fisce2@®4 were $595
million, an increaseof $55 million, or 10.%, from the prior fiscal year, bu&19 million, or
3.0%, less than the revised projected revenues for this period.

Collections for the special temporagxcise tax under Act 154 fdiscal yea 2014 were
$1.902billion, an increase of $270 million, or B3%6, from the prior fiscal year, b&1L9 million,
or 3.0%, lessthan the revised projected revenuasthis period.

The primary reasons for loweorporate income tax collections fiiscal year 2014 when
compared to the budget includ@) higher tharestimatedax credits and other residual tax items
which were carried oveirom previous fiscal yearsii) purchase of tax credits above projections,
(i) postponedpayments of corporate taxes due to corporations that filed tax return extensions,
(ivywai vers granted on national Avol ume of busir
(v) corporate reorganizations that reduced corporate tax liabilities, and (vi) corporate taxable
income lower than expected.

Expenditures The original fiscal yea014 budgeted expenditures totaled $9.770
billion, excluding $575 million in general obligation debt service to be refunded with the
proceeds of the Series 2014 Bonds. The budget contemplated $245 million in new deficit
financing from GDB which, when addeo the $575 million general obligation debt refunding,
resulted in a total projected budget deficit of $820 million. The budget was subsequently
amended to total $9.245 billion in expenditures (excluding the $575 million in general
obligations debt serwe refunding) as follows:

0] In February of 2014, the Puerto Rico Legislative Assembly approved a reduction
of $170 million in various appropriations, including but not limited to the
elimination of certain reserve and contingency accounts, a reductiongrapr
appropriations that were not a priority, and a reduction in the operating budget of
agencies chargeable to the General Fund.
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(i) In June of 2014, the Governor signed Executive Orde2@3!, which ordered
cuts in appropriations totaling $355 millioareduction in the appropriation for
rent payments to the Public Buildings Authority of $24 million, a reduction in the
appropriation to the EmployseRetirement System required by the pension
reform of $84 million, and a reduction in the appropriation feg payment of
loans to the GDB of $247 million(These reductions may adversely affect the
liquidity of these entities.)

The reductions made in June of 2014 were ordered pursuant to Article 4 of the Organic
Law of the Office of Management and Budget (A4 of 1980), enacted pursuant to Article VI,
Section 8 of the Constitution of the Commonwealth, which provides that whenever there are
insufficient resources in a particular fiscal year to cover authorized appropriations for that year,
the Governor may aist disbursements and amend the underlying appropriations according to a
schedule of priorities set forth in law.

These appropriations were selected for adjustment in conformity with the schedule of
priorities set forth in Act 147, and in consideratiof the fact that the magnitude and timing of
the April revenue shortfall giving rise to the cash gap was such that countervailing cuts in
operating expense appropriations were impractical without a drastic and sudden slowdown in
government operations, gigularly in light of the prior $170 million reduction in the budget.

Executive Order 22014 also orders the OMB to prepare a draft bill to recognize
payables to the affected public entities (GRiiz Employees Retirement Systamd PBA), and
to appropiate over a multyear period sufficient payment to compensate for the adjustment in
appropriations executed te end of fiscal year 2014.

OMB estimates that actual expenditures for fiscal year 20&#e lower than the
amended amount of $9.245 billiory Bpproximately $19 million, for an estimatedexpense of
$9.126 billion. This includes a $38 million operating surplus at the agencies of the
Commonwealth, andn $81 million operating surplus at the Department of Education. Due to
legal and governmemtccounting norms applicable to surplus balances of diffe@nicedrom
the General Fund, including carryforward surpluses at the Department of Education,
underspending may not result in a defiar-dollar improvement in the deficit or surplus balance
on a budgetary accountirmgsis.

This estimatedoes not consider thestimateddeficits of public corporations that receive
material operating or program subsidies from the General Buddet such as the Maritime
Transit Authority, PRHIA, the Public Bulings Authority, the Metropolitan Bus Authority, and
the Medical Services AdministrationPRHIA, the largest of these entitidgad a $9 million
deficitin fiscal year 2014

This estimatealso considers special appropriations for fiscal year 2014, which have a
threeyear life per Puerto Rico government accounting statutes, as fully spent, even if they are
projected to have unobligated balances at the end of the year. However, theoprdiees not
considerexpendituresor obligations charged against special appropriations from prior fiscal
years, especially fiscal years 2012 and 2013. Both the government agencies and OMB continue,
in the ordinary course of business, to chaegpenditues from the current fiscal year against
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appropriations from prior fiscal years, until those are depleted. However, OMB has broad
legislative authority to transfer unspent balances between special appropriations from prior years,
essentially repurposing ¢horiginal intended use of the funds. Sometimes, these transfers are
executed to fund new programs, priorities, or contingencies arising in the course of the fiscal
year, or to coveexpenditureghat could otherwise be considered recurring in naturetin@u

fiscal year 2014, OMB executed $33 million in fund transfers in appropriations from prior fiscal
years that implied a change in the original intended use of the funds.

Department of Education ProjectionsThe Department of Education, which congagu
25% of the General Fund budget and which has typically accounted for the majority of expense
volatility and variance from the approved budget, has presented a preliminary projected surplus
of $81 million for fiscal year 2014. This projection considéing application of certain nen
recurring expense adjustments or transfers including (i) use of an existing line of credit of $17
million to cover extraordinary levels of leave liquidation payments resulting from a 2011 law
that provided certain early re#gment incentives and from the reform of the Employees
Retirement System; (ii) transfer and use of $7 million in General Fund special appropriations
from the OMB for fiscal year 2014, to cover certain payroll and other contingencies; and (iii)
applicationof $11 million in nonGeneral Fund carryover surplus balances from prior fiscal
years. The fiscal year 2014 surplus 8fL$nillion, combined with a $0 million unused non
General Fund carryover surplus balance from prior years, and $31 million fromimgerat
surpluses at other agencies (out of the $38 million mentioned above) that have been transferred
by the OMB to coverexpenditureselated to school repair and consolidations, among other
purposes, means that the Department of Educdtam startediscd year 2015 with a non
General Fund carfforward reserve with a beginning balance ©63million. This amount, by
OMB regulation, will only be available to cover nrogcurring expenditures however, this
restriction is administrative (and thus subjectrtodification or waiver), and the characterization
of an expense as recurring may be open to judgment and discretion.

Projected Budget Deficit for Fiscal Year 2014he difference between preliminary
General Fundudgetaryrevenues of $9.037 billiofwhich are still subject to audit and other
yearend adjustmentsand preliminary General Furtsldgetaryexpendituresof $9.126 billion
(which are still subject to audit and other yead adjustmentgexcluding the $575 million of
general obligation debservice refundingis equal to $89 million. This budget deficit was
fundedby a loan from GDB. If the $575 million general obligation debt servicefundingis
included the total amount of the fiscal year 2014 budget defiad $664 million This nunber
is subject to audit and other yemmd adjustments, and the actulgficit may be materially
different fromthis amount

Budget for Fiscal Year 2015

The budget for fiscal year 2015 was signed by the Governor on July 1, 2014. The budget
provides for General Fund expenditures of $9.565 billion. This represents an increase of $320
million over the final budget for fiscal year 2014 ($9.245 billion),dweduction of $205 million
when compared with the originBudget forfiscal year 2014 of $9.770 billion. The fadcyear
2015 budget includemcremental debt service on Commonwealth general obligations of $581
million, which when considered togetheitlwthe $205 million reduction in tot&axpenditures
results in an aggregate decrease of $786 million in appropriations other than debt service. The
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fiscal year 2015 General Fund budget doatanclude any deficit financing as a source of funds,
and dos not include any refinancing of general obligation delthugh it includes $344
million of capitalized interest fuded with a portion of the proceedfipreviouslyissued general
obligation bonds).No assurance can be given, however, that the Comnadtveill be able to
achieve a balanced General Fumadgetin future years particularly in light of higher debt
service obligations starting in fiscal year 2016, higher pension contributions required to fund
pensions benefits and other cost escalators.

Cost Escalators The approved budget addressed appr ¢
escal atorso when compared with the initially
escalators include higher debt service costs, higher compensapenditues under existing
collective bargaining agreements, incremental pension plan contributions, and fbasedth
budge allocations. At the time of budget approval, these escalators were estimated to include

$620 For additional debt service to mlinate the practice of ffinancing general obligation bonds and subseqt
million exclusion from the General Fund budget; provide for incremental principal and interest payments due on
general obligation and GDB debt; and fund higher expected intergisbie the TRANs. The estimate for GO
incremental debt service already assumes the refinancing of three intdyestedit lines (ASES; ASEM
Judgments), which were otherwise due to begin paying principal on a five year amortization scheduléns
fiscal year 2015

$181 To fund the incremental effect on the General Fund of alreadguted collective bargaining agreements
million other prelegislated payroll increases, including the full year effect of certain payroll benefits that can
effectin Februaryof 2014 and theffect of benefits that would come into efféctiuly of 2014.

$172 For additional appropriations, including gesjislated appropriations during fiscal year 2014; the full year e
of certain recruitments and academies (including Police and Corrections); and other program priorities ¢

million ; ; ;
the Legislature in the budg approval process. It should be noted that offsetting cuts for the most p
classified as corrective measures.

$132 To fund trailing revenudased formula appropriations and other-g@xesting legislation, to increase operati

million subsidies to the University of Puerto Rico, the Judicial Branch, and the Municipalities.

$119 To strengthen the operation of subsaéti public corporations that provide social services and colle

million transport. It should be noted that the full amount was not appropriated and a majority of this need rem
necessary measures for management of each public corporation to idesh&fyeante.

$73 To substitute nomecurring, norGeneral Funagourceshat were funding program appropriations; in particy

million the Budgetary Support Fund drawn from contributions from Special State Funds and dividends fron
corporations; anthe Science and Technology Fund, capitalized from a tax on-aroeeapital distribution by
the highlyregulated Joint Underwriting Association (mandatory car insurance).

$29 To cover the incremental impact of the additional 1% payroll douticn rate increase for thentployees

million Retirement Systerand Teachers Retirement Syste

The numbersset forth aboveeflect OMB estimates and are subject to forecasting or
estimation error.There is also a substantial element of judgment as to vexpandituresare
considered cost escalators, what actions are considered cormeetigares, and how they relate
These numbers are provided as directional guides as to the magnitudecbélteeges faced
and the extent of the difficulty or risk that the Commonwealth faces in successfully addressing
them.
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Corrective Measures. The approved budget considers the implementation of
approximately $1.530 billion in corrective measures. Thedade a combination of legislative

neutralization of the cost escalators referred to above; shiftimxpénditureso nonGeneral
Fundsources reduced appropriations due to lower expense basis (particularly headcount); and

further actual cuts in exisginappropriatecexpendituresAt the time of budget approval, these

escalators were estimated to include

$165
million

From restructuring lines of credit and other financing facilities of the General Fund with the GDB, includi
million in adjustmentdor revisions of projected disbursement schedules and $72 million in reduction
repayment appropriations. The GDB and OMB expect, with respect tdb7Rismillion reduction in the
appropriation enacted by the Legislative Assembly, to ldeva planto address this cutin addition, from
certain reductions related to the Employee Retirement System

$147
million

From charging appropriations against f®aneral Fundsources particularly from unneeded capit
improvements in the Municipal Improvements Funds and construction funds for the Cancer Center f
Science and Technology Fund. It should be noted that an attempt to match appropriations that are -e
recurrng or are voluntary subsidies to Municipalities was made, but the match was not full and ther
assurance that in future years thegpenditurewill not have to return to the General Fund. From redirec
excess available balances from Special State Funds to cover the cost of judgments, settlements
contingencies, including the Police Reform stipulations with the U.S. DepartmentioéJus

$142
million

From significant net reduction in overall teacher staffing levels, without layoffs, through voluntary at
changes in staffing policies, school consolidation, and overall more effective and efficient use of
resources at thBepartment of Education. In the budget process, the Legislative Assembly approved
million increase to an existing appropriation debt line of credit, previously used to cover extraordinar,
liquidations from retirements under Act-2011 (Eary Retirement Incentives) and Act2®13 (Refornmof the
Employees Retirement Systgnmprimarily in order to cover liquidations related to net reduction in
Department of Education headcount; the OMB currently estimates that approximately $60 mitianhaohount]
will be requested from the GDB. From further attrition in headcount outside the Department of Educat
reduction in political appointee payroll.

$134
million

From reduction in special appropriations for operating or program purposgsdels phasedut programs suck
as National Guard Coastal Shield or homeownership subsidy program; reduction in subsidy to Municipa|
contributions; or other special appropriations that in OMB or Legislative judgment could be reduced.
broaderbased, less steep reduction of2 over a wide range of special appropriations.

$133
million

From eliminating or deeply reducing special appropriations that were included in the fiscal year 2014 by
contingencies and purposes that were eséch&d be no longer relevant or needed in fiscal year 2015. Inc
elimination of $51 million to cover liquidations from extraordinary retirements pursuant to 26148
elimination of $40 million for the assumption of Municipal debt in anticipation sdles and use taeduction
did not go into effectreduction in $22 million to cover annuity payments for Act2D1 retirees; $10 millio
to cover potential oveestimation in attrition from Act 72011; and $10 million for a Pilot Program for t
Pubic Health Insurance Program.

$132
million

From freezing appropriations for reverbased formulas and other gegislated increases in the operati
subsidies to the University of Puerto Rico, the Judicial Branch and the Municipalities.

$120
million

From freezing payroll increases in collective bargaining agreements and ottegiglaged benefit increases
central government employees through the Fiscal Sustainability Act. It should be noted that the lead
labor unions representing 99&% General Fund unionized employees executed, after extensive negoti
voluntary modifications accepting these reductions subject to ratification, with certain periodic revig
recognition of the Commonwea#fihiscal situation.

$117
million

From the full year effect of lower starting base headcount in central government agencies, in pg
maintaining overall headcot levels for fiscal yea2015 at the levels in place at the time of bud
configuration.

$110
million

From reductions in agrating expendituresfor purchasesfacilities and professional services, including

regionalization and other cuts including provider rates in school transportation; (ii) savings on facilities ¢
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and other relevant costs due to consolidation pf@pmately 70 schools in the Department of Education;
(i) overall reduction in purchased and professional services due to austerity driven cuts in scope ang
services and consolidation of certain smaller agencies.

$90 From contributions and dividends from public corporations with available balances or capacity, particul
million State InsuranceFund Corporation the Automobile Accidents Compensation Administratioand the
corporations related to the promotion of economic development and growth. Includes (i) transfer of
savings arising from implementation of the Fiscal Sustainability Act to newly created Special State Fu
transfer of funds to newlgreated Special State Funds to associated related Generalekpernditurefor
example, therapies or job creation appropriations); and (iii) transfer of funds ltegal Responsibility Fund t
cover payment of legal judgments.

$86 Requiremat of additional efficiency measures that must be identified by management at subsidized

million corporations.

$51 From reducing nossalary benefits to government employees including setting a fixed uniform Christmas

million of $600 (the level of i private sector) and eliminating intyaar liquidation of excess sick leave.

$45 From additional reduction in thbudgets of theludicial Branchthe Legislative Branchand other entities

million Budgets were set by the Fiscal Sustainability Act to match the overall General Fund percentage reduc
fiscal year 2014 to fiscal year 2015, once the increase in general obligation debt service is deducted
comparison.

$37 From net reduction from utilitieexpendituresincluding freezing of the scheduled water rate increase

million application of existing credits in the Public Building Authority rent invoices.

$24 From eliminaing operating or progransubsidy appropriations to public corporations with the capadaity

million OMB 6 s | utdapsumenttiem, for example, elimination of the appropriation for cruise ship incentiveg

Tourism Company, and reduction of the operating subsidy (apart from retip tBBA. Also consider
adjustments to the appropriations of subsidized public corporations (such as collective transport and
services) due to savings arising from the implementation of the Fiscal Sustainability Act.

These corrective measures refldet estimated impact at the time of budget approval and are not
updated to adjust for execution and actual ¢ffec

New Revenue Raising Measures for Fiscal Year 2015

The fiscal year 2015 revenue estimate used in the @tparof the budget takes into
consideration the lower revenues realized in fiscal year 2014 when compared to the original
revenue projections and the absence of certaiarecunring revenues, and the expected impact
of various revenue raising measuresclihare intended to increase the revenues of the General
Fund. The following is a list of the most significant of these measures and their impact on
estimated revenues:

1 adjustment to individual alternative minimum tax brackets ($40 million);
1 changes toaxation of passive income ($19 million);
1 10% deemed dividend tax to foreign owners of-egampt corporations ($75 million);

1 elimination of earned income tax credit ($124 million);

1 the timing of the$400 bonus to senior citizengas delayedand made coditional to
certain revenue targets ($100 million);

35



1 changes to corporate gross receipts tax to exclude such tax from the alternative minimum
tax computation and to ensure its application to conduit entities, exempting corporations
with annual sales of $&illion or less, reducing tax rate for corporations with annual
sales between $3 million and $100 million, providing for a special tax rate for
corporations engaged in retail sale of foodstuffs and for an increase in the tax rate of
corporations with salda excess of $1.5 billion from 0.85% to 1.0% ($68 million);

1 special tax rate for prepayment of IRAs, retirement plans and annuities ($80 million); and

1 changes to the sales and use tax collection system at the point of entry ($170 million).
GDB Funding and Liquidity

During fiscal year 2014, GDBO0s liquidity
other factors, a significant increase in credit spreads for obligations of the Commonwealth and its
instrumentalities, the limited capital market access of the Commonwesith its
instrumentalities during such fiscal year, and a significant reduction of liquidity in the local
Puerto Rico capital markets. These factors, in turn, resulted in delays in the repayment by the
Commonwealth and its instrumentalities of their loaosnf GDB and, at the same time, caused
the Commonwealth and its instrumentalities to rely more heavily on-&rortfinancing from

GDB. GDB6s | iquidity was also affected by t
payments to further reducethe Gomnweal t hds f i scal year 2014 d
APreliminary Gener al Fund Revenues and Expens

February 2014 of the credit ratings of the Commonwealth and most of its instrumentalities
(including GDB)to noninvestment grade and the further downgrades in2adythave affected
and could further adversely affect GDB6s | iqu

GDB6s liquidity position, however, i mprove
the issuance of the Series120Bonds and the repayment of approximately $1.9 billion of
outstanding GDB lines of credit to the Commonwealth and PBA from the proceeds of the Series
2014 Bonds. The Commonwealth also used proceeds from the issuance of the Series 2014
Bonds to redeem orefund approximately $807 million in shddrm obligations and cover
approximately $47.7 million in interest rate swap termination payments that could have caused a
further deterioration of GDBO6s | i quitddotey posi
any payments due thereunder as a result of 1
inability to do so.

GDB6s funding and |l iquidity objectives are
base and to maintain an appropriate amourgash and high quality liquid assets to meet its
obligations and fund new | oans in accordance
referred to herein a s its fAliquidity resourc

GDBO0s primary sources of feprodiing, caomhsicht ao
lowest cost source of funding, (ii) senior notes issued by GDB in the bond market with maturities
ranging from calendar year 2014 through 2026 and (iii) repurchase agreements. The following
table sets forth a@albdeakdows sub&DBoOoar (esd) t
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March 31, 2014, June 30, 2014 and September 30, 2014 (figures in thousands). These numbers
are preliminary and unaudited.

Funding Sources 3/31/2014 % 6/30/2014 % 9/30/2014 %
Public Deposits $5,157,368 50.1% $5,521,95%) 53.86  $4,379,545 45.8%
Private Deposits 46,805 0.9% 46,738 0.5% 42,855 0.5
Bonds and Notes 5,037,120 48.9% 4,713,181 45.8% 4,633,338 48.%%
Repurchase 50,000 0.5% 50,000 0.5% 512,353  5.4%
Agreements

Total $10,291,293 100%  $10,331,871 100%  $9,568,091 100%

As of September 30, 2014, GDBO0s average c
life of its liabilities was 2.3 years. Of the $4.6 billion of outstanding bonds and notes,
approximately $397 million mature fiscal year 2015 (staggered maturities in December 2014
and January and February 2015) and $876 million mature in fiscal year 2016 (staggered
maturities in August and December 2015 and May 2016).

As of September 30, 2014, GDBO6s | iquidity
million of deposits made by PREPA for its Reserve Account, which are invested in GDB time
deposits, (i) $239.6 million of deposits made by PREPA for its Construction Rdnch are
invested in GDB time deposits, and (i) $7t3 | | i on of funds cl assifie
mostly consisting of proceeds from the issuance ckt@mpt GDB notes that are required to be
used for certain qualifying purposes and that GEBects to use during fiscal year 2015 to fund
qualified disbursements under lines of credit extended by GDB to the Commonwealth and
certain public corporationsOn July 1, 2014, GDB disbursed (i) amounts on deposit in the
Commonweal t hds Redempypt idobenbt Fusnedr vi ce on the C
obligation bonds and (ii) approximately $42 million of the amount on deposit in the PREPA
Reserve Account to pay dBuintg fisca yeari2@l® GbBnals®® REP A
expects PREPA to use subdtalty all the funds on deposit in the Construction Famd a
portion of the funds on deposit in the Debt Service Reserve Fund currently held at GDB. As of
July 1, 2014, GDB has been depositing the securities purchased with the monthly sinking fund
payments for the Commonwealth General Obligation bonds with a third party financial
institution and such securities are no longer held by GDB.

GDB is legally required to maintain reserves equal to 20% of its demand deposits. This
requirement is met by invesg in securities with maturities of up to 90 days.

Liquidity Resources As of September 30, 2014, GDE
invest ment portfolio at fair mar ket valwue was
subsidiaries). The followspn t abl e shows GDB6s | iquidity res

investment securities portfolio, which constitutes an important source of liquidity for GDB
because it may be realized through either sales of securities or repurchase agreements:

37



Liquidit y Resources (in millions) 3/31/2014 6/30/2014 9/30/2014
Cash and Bank Deposits $883 $719 $232
Federal Funds Sold and Money Market
Instruments (excluding $39 million reverse 1,253 1,052 340
repurchase agreement with GDB subsidiary)
Investment Securities
U.S. Treasury and Agencies 1,092 1,191 1,356
GovernmemSponsored MBS and CMOs 230 210 2
Other Securities 39 39 1
SubTotal 1,361 1,440 1,359
Total $3,497 $3,211 $1,931
Securities pledged (50) (72) (533)
Net Liquidity $3,447 $3,139% $1,398%@

(1) Includes approximately $700 million and $40 million in Commonwealth and PREPA deposits, respectively,

which were in each

service payments when due.

case

di sbursed on

J webpgctivé debt2 0 1 4

(2) Reflects the disbursement of $400 million in Commonwealth Tax and Revenues Anticipation Notes, Series A
that were refinanced by the GDB Notes on October 10, 2014.

Net liquidity as of September 30, 2014 is netigbdrsements amounting to $700 million
relating to theC o mmo n w eTaxlatd Reévenué\nticipation Notes, Series A, $400 million of

which were repaid on October 10, 2014.

GDBo6s i
three highest rating categories.

nvest ment

portfolio
As of Septeriber2014, the expected average life of the

consi

st sthemost |

investment securities portfolio was 2.3 years and approximately $572 million, or 30%, matures

in less than one year.

The decrease in cash and unencumberedsiment securities held by GDB as of
SeptembeBO, 2014 compared to June 30, 2014 was driven primarily by seasonal and cyclical

factors

af f ect i n he@nBry factofs drividgi sach reducienavere (i) the

payment by the Commonwealth ool 1, 2014 of $700 million in Commonwealth general
obligation bond debt service (the interest on which is due on January 1 and July 1 each year)

from funds on

deposit in

t he

Commonwe al

t hds

by PREPA on July 1,®4 of $40 million PREPA debt service (the interest on which is due on

January 1 and July

1 each

year)

from

funds

Reserve Fund account at GDB, (iii) $700 million of Commonwealth tax and revenue anticipation
notes financed by GDB during the quarter ended September 30, 2014, $400 million more than
originally projected (such incremental amount was repaid by the Commonwealth on October 10,

2014) and
Treasuryos

(iv) ordi
account

nary
at

cour se
GDB.

thé Secretaryaottheo n s

As of September 30, 2014, of the approximately $ilibn investment securities
portfolio, approximately $51&illion was pledged to secure or repay borrowings of GDB,
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consisting of securities sold undegreements to repurchase and $20 million was pledged for
other uses. Therefore, as of September 30, 2014, GDB liquidity resources, net of pledged
securities, amounted to approximately $1.4 billion.

Possible PRHIA Line of Credit GDB may be required to pvide a majority share of an
up to $200 million line of credit to PRHIA to fund monthly premium payments under the

Commonweal t hods heal th Il nsurance prog-pagyn when
administrator model i Nt oz aat icaarpd tmd ccedl Ao nAmreid
Commonweal thés health i nsurance program i s fu

credit would be payable by PRHIA upon receipt of such federal funds. PRHIA is currently
negotiating an extension or renewadlits existing line of credit with the lenders, the majority of
which have expressed an interest in continuing to participate in such credit facility. GDB does
not expect this possible financing to materially affect its liquidity.

Enactment of Fiscal $istainability Act

On June 17, 2014, the Legislature of the Commonwealth enacted Act 12018Gthe
AFi scal Sustainability Acto). The Fiscal Sust
address the fiscal pressures on the Commonwealth imfmsedcessive leverage, persistent
budgetary deficits, sluggish economic growth, and fiscally challenged public corporations,
among others, as exacerbated by the credit rating downgrades that occurred in February of 2014.
The Fiscal Sustainability Act wilemain in effect for three fiscal years ending on June 30, 2017,
or earlier if certain parameters are met, including (i) that the preceding fiscal year ends without a
budget deficit; (ii) that the economic growth rate forecast for the following fiscabgeh.5% or
higher; and (iii) that a nationally recognized rating agency upgrade the credit rating of the
Commonweal thés general obligations to investm

The principal corrective measures adopted by the Fiscal Sustainability Act inbkide t
following: (i) the freezing of benefits under collective bargaining agreements and the reduction
of certain nomsalary compensation; (ii) the contribution of the savings generated by certain
public corporations to support certain General Fargdenditues (iii) the freezing of formula
appropriation increases to the University of Puerto Rico and the municipalities; (iv) the freezing
and reduction of formula appropriations to the Judicial Branch, the Legislative Assembly and
certain other entities; (vhé reduction in school transportation costs; (vi) the reduction of rates
for professional and purchased services; (vii) the freezing of water rates for governmental
entities; and (viii) the implementation of a payment plan system for legal judgmentsg amon
others. In addition, the Fiscal Sustainability Act imposes substantial additional managerial and
administrative controls on the operations of the Executive Branch, including hiring and
contracting requirements and procedures, savings targets for centtikines, fines to public
employees for unauthorized transactions, and overall strengthening of oversight by the
Commonweal thés Office of Management and Budge

Since the Fiscal Sustainability Act modifies contractual and other acquired rights, there is
a possibility that it could be subject to legal challenge, and that such challenge could be
successful, rendering ineffective some or all of the contemplated sxpeduction measures.
See @A RI SK iHReCoInDmRBvealth may be unable to balance its General Fund budget
for fiscal year 2015 and thereafter. o Il n t he
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guarantee that the Commonwealth managemehtbsi able to identify, or the Legislative
Assembly will consent to enact, alternative measures to fully or partially compensate for the
foregone fiscal impact. In addition, given the temporary nature of the Fiscal Sustainability Act,
the Commonwealth wiface again the same or larger cost escalators at the end of the effective
period of the Act. There can be no guarantee that the Commonwealth management will seek,
that the Legislative Assembly will enact, or that the Judicial Branch will uphold, ansextten

the effective period of the Fiscal Sustainability Act.

Enactment of Puerto Rico Public Corporations Debt Enforcement and Recovery Act

On June 28, 2014, the Commonwealth enacted A@044, known as the Puerto Rico
Public Corporation Debt Enforcem t and Recovery Act (the nARec
enactment ofthe Recovery Actthere was no Commonwealth statute providing an orderly
recovery regime for public corporations experiencing financial difficulties. At the same time,
Chapters 9 and 11 of the United States Bankruptcy Code are generally inapplicable to public
corporatiors that are governmental instrumentalities of the Commonwealth. theuRecovery
Act is intended to fill this statutory gap and provide for an orderly legal process governing the
enforcement and restructuring of the debts and other obligations of qarkdic corporations of
the Commonwealth.

The purpose othe Recovery Acts to create a legal framework that: (1) allows certain
public corporations to adjust their debts in a manner that protects the interests of all affected
creditors; (2) provides predures for the orderly enforcement and restructuring of the debts and
obligations of eligible public corporations in a manner that is consistent with the United States
and Commonweal th Constitution; and (3) maXxi m
stakeholders.

The Recovery Actdoes not apply to the Commonwealth. It applies solely to public
corporations, ot her than the foll owing: t he C
of the Government of the Commonwealth of Puerto Rico and itsiinentalities; Government
Development Bank for Puerto Rico and its subsidiaries, affiliates, and any entities ascribed to
GDB; the Judiciary Retirement System; the Municipal Finance Agency; the Municipal Finance
Corporation; the Puerto Rico Public Finan€&orporation; the Puerto Rico Industrial
Development Company, the Puerto Rico Industrial, Tourist, Educational, Medical and
Environmental Control Facilities Financing Authority; the Puerto Rico Infrastructure Financing
Authority; the Puerto Rico Sales T&nancing Corporation (COFINA); the Puerto Rico System
of Annuities and Pensions for Teachers; and the University of Puerto Rico.

The Recovery Ace st abl i shes two types of processe:
obligations. These two processes are ghesil to work together either concurrently or
sequentially. The Recovery Acalso provides for the creation of a specialized courtroom and for
t he designati RecoverfActhugdagaagl t(aoa heamd!|l e al | cour
the interpretatio and application of the provisions die Recovery Act The specialized
courtroom is part of the Court of First Instance, San Juan Part. The Chief Justice of the Puerto
Rico Supreme Court has designated a judge from the Court of Appeals of the Comitiotovea
preside over all proceedings filed in this specialized courtroom.
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The first type of process established tire Recovery Act(Chapter 2 process) is a
consensual debt modification process with limited judicial intervention that affects only financial
debt and culminates in a recovery program whose objective is to enable the publicticorpora
become financially selufficient, allocate equitably among all stakeholders the burdens of the
recovery program and provide the same treatment to all areditithin a class of debt. A
Chapter 2 process can be initiated by the public corporation (or by GDB with the consent of the
Governor) by posting a notice on its website. The debt relief available under this consensual
process may include a combinatioh amendments (such as rate adjustments and maturity
extensions), waivers, or exchanges affecting those debt instruments identified by the public
corporation (the naffected debt i nstrument so
holders of affectedebt instruments are suspended during the pendency of the process, up to 270
days (subject to 90 day extension with the approval of holders of 20% of the affected debt
instruments in a particular class). Any amendments to a clasteofed debt instrunmes must
be approved by holders representing at least 75% of the amount of debt in such class that
participate in the voting; provided, that holders of at least 50% of the amount of debt in such
class participate in the voting. Once approved by suchhiéthérs, the public corporation must
obtain court approval in order for the amendments to be binding on all debt holders of the
affected class. Compliance with the recovery program adopted by the public corporation (which
need not be approved by the cted) is monitored by an oversight commission appointed by
the Governor of Puerto Rico, which provides periodic compliance reports.

The second type of process establishethenRecovery Ac{Chapter 3 process) is more
akin to the type of procedures foumdChapters 9 and 11 of the United States Bankruptcy Code.
The Recovery Act Judge oversees this pracddse process begins with the filing of a petition
for relief in the specialized courtroom described above. Upon the filing of the petition, any
action for the enforcement of any claims against such petitioner is automatically stayed. A
petitioner is eligible to file if it is: (1) currently unable or at serious risk of being unable to pay its
valid debts as they mature, while continuing to provide ipugérvices, without additional
legislative or financial assistance; (2) ineligible for relief under Chapter 11 of the United States
Bankruptcy Code; and (3) authorized to file the petition by its governing body and GDB, or on
its behalf by GDB at the regat of the Governor of Puerto Rico. This process will allow a
public corporation to defer its debt repayment and to decrease interest on and principal of its debt
to the extent necessary to enable it to continue to fulfill its public functions. Ca#lectiv
bargaining agreements may be modified or rejected under certain circumstances. Other types of
contracts can be rejected (giving rise to claims for breach of contract) and trade debt can be
reduced when necessary.

The Chapter 3 process is designed tanpethe eligible public corporations to satisfy
their contractual obligations to the maximum extent possible, and to maximize distributions to
creditors consistent with and subject to the execution of its vital public functions. Only the
public corporatio (or GDB in its stead) is authorized to file a petition for debt enforcement
under this procesd a creditor may not file a petition. The Chapter 3 process terminates when
the debt enforcement plan presented by the public corporation, which must nteet cer
requirements specified the Recovery Ac{including approval by at least one affected class of
claims, with the favorable vote of a majority of all votes cast in such class and of two thirds of
the affected claims in such class), is approved bfReéwvery Actludge. The debt enforcement
plan must provide creditors with (i) at least the value attainable had there been simultaneous
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enforcement of all creditor claims, plus (i) a note entitling creditors to 50% of the public
corpor at i olovwwferthé mexd en yeass A Chiapter 3 plan may involve the transfer of

al |l or substantially al/l of a public corpor at
public corporation may propose a debt enforcement plan.

During the pendency of @hapter 2 or Chapter 3 process, the public corporation remains
in possession and control of its assets and operatibhs.Recovery Agthowever, authorizes
the Governor to appoint an emergency manager to carry out the functions of the public
c or p o sleard obdiréctors and of its executive director.

As of the date of this report, no public corporation has sought relief timelé&ecovery
Act. I n | ight of the Puerto Rico Electric P
constraints, however, PR may need to seek relief undee Recovery Act

On June 28, 2014, certain holders of bonds issued by PREPA filed a lawsuit in the United
States District Court for the District of Puerto Rico seeking a declaratory judgmerthéhat
Recovery Actviolates multiple provisions of the United States Constitution. The complaint
alleges thatthe Recovery Acti s a | aw dealing with Abankr ucg
Commonwealth is precluded by the United States Constitution from enacting this law since only
the Un ted States Congress can do so wunder t he
Constitution. The complaint further alleges that certain provisionthefRecovery Agct if
enforced, would violate several provisions of the United States Constitutionseetteey would
constitute an unconstitutional impairment of the contract between PREPA and its bondholders or
a Atakingo of the bondhol der sOn Jply 22p20¥4pany wi t h
investment manageon behalf of investment funds whiclurportedly hold bonds issued by
PREPA, filedanother lawuit in the United States District Court for the District of Puerto Rico
seeking a declaratorppgdgmentthat the Recovery Actviolates the bnkruptcy dauseof the
United States Constitutiomnd other provisions of the United Statesnd Commonwealth
Constitutions, asserting similar arguments as the first complam August 20, 2014the
District Courtissued an ordezonsolidating both actions.

On September 12, 201het Commonwealth, PREPA and GOied several Motions to
Dismiss both lawsuits for failure to state a clairhe Motions to Dismisassertedamong other
things,that kecause th&®ecoveryAct has never been invoked, the lawsuitsrareripe, andthat
thereis no preemption by federal law, since there is ner@daw applicable to thenforcement
of the debts ofPuerto Rico public corporationghe Commonwealth, PREPA and GDll
continue todefend vigorously the constitutionality tfe Recovery Act They believe that the
provisions ofthe Recovery Actwill be enforced in a manner that complies with the requirements
of boththe United State€onstitutionand the CommonwealtBonstitution

These challengeand any othethat may befiled in the future tothe validity of the
Recovery Actwill take time to be ultimately resolved. There can be no assurance that the final
resolution of tiese challenges i | | be consistent with the Commo
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Health Insurance

The Commonwealth, through its Healthn s ur ance Admi ni strati on
health insurance coverage to approximately 1.6 million qualifying (generallyinoeme)
residents of Puerto Rico.This insurance coverage was originally provided, commencing in

1993, under t he HeCalmmo n Re & lo rOmdCctopdt d,g 2080mthe
Commonwealthi mp | ement ed i MireplaSat | theiiHeadth Reformd grogram.
Effeciveon Apr i | Sal 20855 wii Mil be repl Bubliedealthy t he

InsuranceP| ano ( A GHP 0 )re are sénhetdiffevemadetweenhtlee Health Reform
program Mi Salu and the GHPthey are alldesigned toprovide comprehensive health
insurance coverage to qualifying Puerto Rico residents.

From 1993 until July 1, 2013 surance coveragender the HealtliReform and Mi Salud
was provided under a system in whible Commonwealtrselected, throgh a bidding process, a
private health insurance comparigr each designated regioof the island and paid such
insurance company the insurance premium for eactbkdigeneficiary within such regiornlhis
insurance company was ultimately responsible for the cost of the covered health seDrices.
July 1, 2013, the Commonwealth changed its in
model in which the Commavealth selected an insurance company toascta thirdparty
administrator. The selected administrator is compensated aniiber membem e r mont ho
administrative feeandthe Commonwealtears the risk for the provision béalthservices to
the insuredbeneficiaries Effective on April 1, 2015, the Commonwealth will go back to an
insurance model in which PRHIA will select an insurance provider for each region, and pay an
insurance premium to such provider in exchange for the assumption by the ifisheecast of
providing the covered health services to the insured beneficiary.

On October 14, 2014after cancelling an initial request for proposals for lack of
satisfactory bids, and issuing a revised request for prop&dIs|A awarded the contracts for
the GHP to five private insurance provider§he new contracts are effectiven April 1,
2015. On said date, as mentioned abotles C o mmo n w eirsslirande Gredelill change
from aparfyhmirnd st r attoo rad finmagneahgnezatian mo d el then whi c
risk will be borne by the ingance companiesThe per member per month (PMPM) premiums
under the new contracts represent a 10% average increase with respect to the existing
premiums. The increase is due primarily expanded benefit coverage as required by the United
States Patient Protection and Afof oorrd aibA @A o0Qa,r €
change to the managed care orgaznizatimrdel, and increases in the cost of providing medical
services.Although the premiums negotiated are in line with the forecasted PMPM for fiscal year
2016,they exceedhe 5% increase considered in the PRHIA budget foréoafiscal year 2015.
As a resultthe increase in premiums for fiscal year 2015 has arateg dditional impact of
$62 millionin the last quarteof such fiscal yearandthe forecasted deficit for fiscal year 2015
increasedrom $53 to $115 million.In addition because the effect of the premium cost increase
is partly dsorbed by federal fundingprimarily for the Medicaid program, the increase also
accelerates the estimated depletion date ofraouarring funding under the AGAdiscussed
below.

The cost of the Commonwealtiealth insurance program very significant, and a
substantial portion of this cost is paid by the federal government and funded principally-by non
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recurring funding provided pursuant to the federal Patient Protection and Affordable Care Act

t he nAAff or dabillCA@gr,eweAdt casorrecurring Medicai
|l nsurance Program (ACHI PO) funds, which in t|
level lower than that applicable to the states (which are not capped).

Approximately1.6 million persons were a@red by tle system during fiscal year 2014
Of these, approximately 1#i | | i on i ndividuals are considere
whose cost is subject tmatching federal funding and approximately 200 individuals are
considered part of théi Co mmonweal t h popul ati onbo whose C (
Commonwealth.(Enrollment figures assume implementation of the Universal Access Program.)

The Commonwealth budget for the health insurance progais £.647 billion for
fiscal year 2015, an increasé$152million over its cost for fiscal year 2014, whielas $2.495
billion. The cost of the program for fiscal year 2014 represented an inae&i60 million
compared to its cost for fiscal year 2013, whigdis $2.335 billionThefiscal yea 2015budget
for the health insurance programcludes an appropriation of $885 million frotine General
Fund andapproximately$1.5 billion in federal fundgwhich correspond to the federal fiscal year
that commenced o@ctober 1, 2014)The federal funds include $1.030 billion of R@Turring
ACA federal funds, $305 million of recurring capped Medicaid fudg0 million of funds
fromtheChi | drends Heal t h I, asl$44anilionefronhe prgscription ( CHI1 F
drug programDuring fiscal year 2014, $885 million of the cost of Mi Salas paid from the
General Fund$1.284billion werepaid from federafunds, and the remaining $292 million was
paid frommunicipal, internband other sources.

Upon exhaustionfahe nonrecurring ACA funds, currently estimated to occur in 2018,
and absent Congressional action to renew the ACA funding, the amount cdl fédeds
available for the health insurance prograill revert to the recurring capped Commonwealth
Medicaid and CHIP allocations, which would result in significantly higher requirements of
Commonwealth funding, unless benefits or eligibility is reduced significantly. Although the
Commonwealth can takeasous measures to address the imbalance, including reducing
coverage and limiting eligible beneficiaries, federal regulations may prohibit or limit the
application of these measures.

Assuming that the availability of ACA funds is not renewed througimgtessional
action and that no changes to benefitspags anceligibility are made, the annudkficit of the
health insurance prografwhich the General Fundhay be required to fundjould rise to as
much as $2.0 billion by fiscal yeda019 from $59 nillion in fiscal year2014
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The following table summarizes the revised fixgar deficit forecast of the PRHIA,
absent Congressional renewal of ACA funds or other waiveroefe Commonweal t hds
cap. Although the table incorporates the effdet hew health insurance contracts in the
calculation of the projected deficit for fiscal year 2015, no adjustment has been made for
subsequent fiscal years, BRRHIA is still reviewing the projectedosts for these yealmsed on
the new capitated managedre organization modelTherefore, the projectedeficits couldbe
materially higher thathose presented herein

2015 2016 2017 2018 2019
PRHIA deficit $115000000 $53,000,000] $165,000000 | $1,796,000000 | $2,020,000000

In January 02014, the Commonwealth received a letter from the Centers for Medicare
and Medicaid Services of the U.S. Department of Health and Human Services indicating that
GHP was potentially eligible for an enhanced share percentage in excess of the currentMedicai
share. The Commonwealth decided, after due consideration, to request the enhanced federal
share percentage proffered by the federal government. This acceptance materially improves the
near term financial outlook of GHP but also accelerates the deptitenof ACA funds from
January 2019, as of thegmious estimate, to May of 2018.

The fiscal staitity of the GHPis one of the most significabudgetary challenges facing
the Commonwealth, especially if the availability of ACA funds is not renewed or Medicaid
funds are not significantly increased. In light of the current disparity in the treatment that the
Commonwealth receives compared witk 8tates with respect to the cap imposed on Medicaid
matching funds, the Commonwealth intends to intensify its efforts to have ACA funding
renewed by Congress for the GHHowever, it is not possible to predict the likelihood that such
efforts will succed, and the Commonwealth will continue evaluating the fiscal structure of the
program taking into consideration the current federal funding depletion estinfateke extent
these efforts are unsuccessful, it is unlikely that the Commonwealth wouldebto adsume a
significantly highemportion of the cost of the GHP

Historical General Fund Budget Deficits

Since 2000pne of the most significant challenges ttiee Commonwealth has facex
an imbalance between its General Fubddgetaryrevenues andexperitures which the
Commonwealth has been required to finance with.déeldtis imbalance reached its highest
historical level of $3.154 billion in fiscal year 2009, when revenues were $7.710 billion and
expenditures were $10.864 billion. Since thitile, Commonwealth has been able to reduce its
budgetdeficit every year, except fiscal year 2012, through various measures designed to increase
revenues and reduce expendituiesr fiscal year 2015he Commonwealth approved a budget
that does notequire aditional debt finaning (although it includes $344 millioof capitalized
interest financed with prior Ind offerings).

The table below shows tot@eneral Fundudgetaryrevenues frontaxes, licenses and

other internal or external soussetotal General Fundexpenditures (including debt service
payments) and the n@lsing General Fund budgeteficit for the last sixfiscal years. Total
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revenues and expenditures include certain-neearringitems Accordingly, the amount of the
Commo n weGereral frund budgeli st r uct ur al deficit, o or the
revenues and expenditures, is higher than the amount shown below. Depending on what
revenues and expenditures are considered fArec

Revenues includeGeneral Fund revenues amevenues from the electronic and
traditional lotteries that are available tund General Fundbudgetary expenditureOther
revenues may also be included as indicated in the footnotes to the Eafplendituresnclude
General Fundbudgetaryexpendituresyrental payments made by the Commonwealth to the
Public Buildings Authority for properties leased by the Governraadtdebt service payments
for the Commonweal thoés general obligation bon

Revenues anéxpendiures from the following sources or entitie® arot part of the
General Fund idget, and consequently were excluded from the table bé&aoleral grants and
contracts, the portion of rum excise taxes assigned to certain componentauchi private
institutions, motor vehcle licenses fees and finesxcise tax on gasoline, gad], diesel oll,
petroleuma portion of cigarette taxes assigned to certain componéstand private instutions,
compulsory vehicle insurance premiums assijto a private ingttion, a portion of the on-
resident witholding incomeak, a portion othe horse racing excise tax,portion of sales and
use tax allocated to COFINAther charges for services which are assignedwyda specific
purposespther revenues assignég law for specific purposeandrevenues and expenditures
of agencies with independent treasuries. The table below was prepared in accordance with a
statutory (budgetary) basis of accounting, which is not in accordance with US generally accepted
accouning principles (US GAAP). The presentation of the General Fund revenues and
expenditures in accordance with US GAA®uld result inrevenues, expenditures ard
deficiency of revenues ovexpenditures significantly higher than the amounts presented in the
table below.
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The Department of Treasury a@DB are currently evaluating the methodology and
presentation of the historical General Funatigetdeficits of the Commonwealth. The table
below may contain certain items that are not included instageements or in thechedule of
revenues and expenditurebudget and actualbudgetary basis General Fund included itne
Commonweal thdéds financi al st at e rreothéerwise incsuch t h e
financial statements Some of theeitemsarediscussed in the footnotesthe table below.

General Fund Budget Deficit
Fiscal Years ended June 30,

(in millions)
Total Total
Fiscal Year Revenue&) @ Expenditures”®® Deficit
2009 $7,825 $10,689 $(2,864)
2010 $8,032° $10,756 $(2,724)
2011 $8,343" $10,144 $(1,801)
2012 $8,783 $11,158 $(2,375)
2013 $8,664% $9,974 $(1,310)
2014 * $9,141% $9,805 $(664)

*Preliminary and unaudited; subject to change.

@ Includes General Fund revenues of $7.583 billion, $7.593 billion, $7.994 billion, $8I6Gt3, $8.131 billion anc
$8.803 hillion for fiscal years 2009 through 2014, respectively.

@ Includes (i) revenues attributable to the electronic and tradltitmiteries of $127 million, $123 million, $1(
million, $94 million, $63 million and $154 million for fiscal years 2009 through 2014, respectively, and (i) re
from the 1.03% property tax of $115 million, 115 million, $122 million, $116 millior@2dillion and $105 million
for fiscal years 2009 through 2014, respectively.

@ Includes $201 million from the sale of securities in the Puerto Rico Infrastructure Authority corpus account.
@ Includes approximately $125 million of moneyansferred to the General Fund during fiscal year 2011 fror
Puerto Rico Sales Tax Financing Corporation, consisting principally of Sales and Use Tax Collections remail
providing debt service on its bonds for that fiscal year.

® Includes () $242 million in excess funds transferred from the Redemption Fund to the General Fund and
million of excess funds transferred from the Puerto Rico Sales Tax Financing Corporation to the General Fund
® Includes $80 million of excess fundsamsferred from the Puerto Rico Sales Tax Financing Corporation
General Fund.

™ Includes General Fund Budget total expenditures of $9.927 billion, $9.640 billion, $9.075 billion, $9.911
$8.938 billion and $8.605 billion for fiscal year8(® through 2014, respectively.

@ Includes the transfer of rental payments made by the Commonwealth to the Public Buildings Authority for p
leased by the Government of $330 million, $251 million, $267 million, $331 million, $205 million a®dn$iB®n for
fiscal years 2009 through 2014, respectively.

© Includes (i) debt service for general obligation bonds of $414 million, $865 million, $802 million, $849 millior
million and $842 million for fiscal years 2009 through 2014, respelgtiand (ii) debt service for appropriations bo
of $18 million and $67 million for fiscal years 2009 and 2012, respectively.

Source The fAStatement of R-Budgatang ActuaBodiet BagigGemkirtad r € n ¢
intheCommnweal thdés financi al statements for fiscal -
Unaudited Schedule of Revenues and ExpendituBasdget and ActualBudgetary BasisGeneral Fund" as present
in the Commonwe al nthfordiscal year 2013; the DepastrheattofeTneasury's financial recor
fiscal year 2014; and Government Development Bank. Table presentation is different to the statements or s
revenues and expenditurdridget and actudlbudgetary basis Ge ner a l Fund included
statements for the fiscal years 2009 to 2013.
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THE ECONOMY
Overview

Puerto Ricobs economy entered a reclBessi on
Commonweal t hds gr os s canteatteddim el terms) evkbry didgcal e®@ N P )
between 2007 and 2011 GNP grew by 0.9% and 0.3% in fiscal years 2012 and 2013,
respectivelyAccor ding to the Puerto Rico Planning B¢
2014, it is projected that Pueo R i c @GN ®or fiscal gelars 2014 and 2015 will increase by
0.1% and 0.2%, respectively. However, the monthly economic indicators farhitie fiscal
year 2014 indicate that the fin@NP figures forthatfiscal year may end up lower than the last
projection presented by the Puerto Rico Planning Boarthe Pl anni ng Boar doés
fiscal year2014took into account the estimated effect of the projected growth obUttied
States economy, tourism activity, personal consumption expenditurederdl transfers to
individuals andan increasef investment in constructiomhe Planning Board is expected to
publish a revisiomf this forecast during the second quarter of fiscal year.2015

In fiscal year 2Q3, aggregate personal income w&3 % billion ($60.4 billion in 2009
prices) and personal income per capita whg,413($16,564in 200 prices). Personal income
includes transfer payments to individuals in Puerto Rico under various social programs. Total
United Statedederal transfer paymeto individuals amounted tdl%$.6 billion in fiscal year
2013 and $15.7 billion in fiscal year 202. Entitlements for previously performed services or
resulting from contributions to programs such
andUnited State<ivil Service retirement pensions wergl$ billion, or 75.%% of the transfer
payments to individuals in fiscal year Z($11.4 billion, or 72.6%, in fiscal year 204). The
remainder of the federal transfers to individuals is representedabysgmostly concentrated in
the Nutritional Assistance Program (Food Stamps) and Pell Grant scholarships (higher
education).

Total average annual employment (as measured by the Puerto Rico Department of Labor
and Human Resources Household Employmenv Quy |, known as the¢g fAHOU:
decreased during the last decade. From fiscal year 2000 to fisc@lOfehtotal employment
decreased at an average annual rat@ %6, from 1,150,291 td,006,646 A reduction in total
enmployment began in the fourth quarter of fiscal ye@07 and has continued consistently
through fiscal year2014 due to thecurrent recessionand contractionary fiscal adjustment
measures. According to the Household Survey, during fiscal year 2014, total employment fell by
2.2% whencompared to the prior fiscal year, and the unemployment rate aveidg®d
compared tal4.0% for the prior fischyear. Furthermore, for the first quarter of fiscal year
2015, total employment decreased by 3.3% with respect the first quarter of fiscal yealTB814.
Household Survey numbers are the numbers used for the computatioruoértigdoyment and
participdaion rates. However, the Establishment Survey numbers are the numbers used to
measure employment across the various sectors of the economy. According to the Establishment
Survey, total payroll nofiarm employment decreased y3% during fiscal year 2014
However, a 0.4% increase was recorded in the total payroffarnon employment during the
first three months of fiscal year 2015The relatively weak performance of total payroll
employment during the past fiscal year couldpoenarily attributable toattrition and to the
changes to the Employees Retirement System made pursuant to the 2013 pension reform, which
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may have induced some government employees to accelerate their retirement. Employment
reductions in state and local government more than oif@eeases in private employment
during this period.

The dominant sectors of the Puerto Rem@mnomy in terms of production and income are
manufacturing and services. The manufacturing sector has undergone fundamental changes over
the years as a result tife phase out of Section 936 of the United States Internal Revenue Code
and anincreased emphasis on higiveage, hightechnology industries, such as pharmaceuticals,
biotechnology, computers, microprocessors, professional and scientific instrumentsytaind
high technology machinery and equipmeAt.the present time, almost 90% of manufacturing is
generated by chemical and electronic producthie service sector, which includes finance,
insurance, real estate, wholesale and retail trade, transmpmrtaommunications and public
utilities, and other services, plays a major role in the economy. It ranks second to manufacturing
in contribution to gross domestic product and leads all sectors in providing employment.

The following table shows the Pte Rico GNP for fiscal years2009 through2013
compared to the annual percentage increase inQi&lin the United StatesThere are some
di fferences between the previously reported f
set forth below de to the recent revision of several components of GNP, which included
changes since fiscal year 200herefore, growth rates and figures before fiscal year 2001 are
not wholly comprable with the amounts reportefierwards.

Commonwealth of Puerto Rico
Gross National Product
Fiscal Years Ended Junes0,
(dollar amounts in $ millions)

2009 2010 2011 2012 2013
GNP (PR)(current prices) $63,618 $64,295 $65,721 $68,698 $70,740
RealGNP (PR) (20® prices) $63,618 $61,345 $60,312 $60,854 $61,061
Annual percentage increase (decrease
realGNP (PR) (20® prices) (3.9% (3.9% 1.7% 0.% 0.3%
Annual percentage increagdecrease)n
real GNP (United Statesj200 prices) (2.9% 0.4% 2.6% 2.5% 1.%

@ Preliminary.
Sources:Puerto Rico Planning Board and IH3obal Insight

49



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 mlicies and performance of the mainland economy. These external factors include exports,
direct investment, the amount of federal transfer payments, the level of interest rates, the rate of
inflation, and tourist expenditures. During fiscal y@a4 approximately 71.8%6 of Puerto
Ri cobs exports went to the United States main
472 o f Puerto Rico6s 20l4Poertd Rico expetiencedf ai positieel y e
merchandise trade balanceapfproximately$20 billion.

The following graph compares the growth rate of @&lP for the Puerto Rico and
United Stateseconomies since fiscal yed001, and the forecast of the growth rate for fiscal
years2014and2015

Real GNP Growth Rate
(Percent)

Percent Change

- 0. - » \ﬁ// 1.7

-3 - gl |-36

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Fiscal Years

COP.R. * emm|.S, **

* Estimate for Puerto Rico from tfRuerto Rico Planning Boarddpr 2014.
** Estimate for U.S. from IHSGlobal Insight Sep2014).
SourcesPuerto Rico Planning Board & IHGlobal Insight.

50



Since the 1950s, the Planning Board has prepared a complete set of macroeconomic
measuresli@ t hose prepared for the United St)ates b
of the Department of Commerce, as part of the National Income and Product Accounts
( A NI)P kcaontrast with the BEA, which computes the econormsmoants on a quarterly
basis, the Planning Board computes Puerto Ric
Planning Board revises its statistics on a regular basis. The Planning Board classifies its
statistics as preliminary until they are redissnd made final in conjunction with the release of
new data each year. Thus, all macroeconomic accounts for fiscal y@s@in in this Report
are preliminary until the revised figures for fiscal year28ad the preliminary figurefor fiscal
year D14 are releasedand the forecast for fiscal year ik revised. The Planning Board
could also revise back more than two years to the extent it obtains more complete information.

Certain information regarding current economic activity is availablaenform of the
EAI, a coincident indicator of ongoing economic activity. This index, shown in the following
graph and published by GDB since (02009, is composed of sevekalriables (total payroll
employment based on the Establishmemtv8y, total electric power generation, cement sales
and consumption of gasoline) that highly <corr
However, theEAI does not measurthe real GNP annual growth rates. Since the is
generated with dy four variables, it is more volatile than the real ENgures. This means that
both increments and declines reflectethe GDBEAI amplify the corresponding movements of
the real GNP.

The EAI for September 2014 was 124.9, &4 1&duction compared toSeptember 2013.
The averag cumulative value for the first three months of fiscal year 2015 showed a reduction
of 1.2 conpared to the same period of fiscal year 20E4r fiscal yea?2014 the EAI showed
a reduction of3.0%, compared to the correspongifigure for fiscal yeaP013 The average
growth rate of the index for fiscal yea@13was-0.1%, after & increasef 0.1% for fiscalyear
2012. Notice that before the benchmark payroll employment revision of March 2014, published
by the Bureau of Uaor Statistics, the GDEAI was showing a reduction of 0.9% for fiscal year
2013. The latest revision implied a smaller rate of decrease of the Index for that fiscal year.
(SeefiEmployment and Unemploymenbelow.)
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GDB Economic Activity Index

140 10
8
135
—— T — — 1 — 6
130 1 =
I 2.1 B 7 _ 4
~ 2.4 1 1
3 14 2 24 — M
T 125 L O 2 O 1 =
2 09 Lt ™ [log M [2
3 0.1 N
h el
> 0. o, @
§ 120 I 1 1 I o g
. -q . I 1.
& 24232, 2_1' 2. 1'/ \22. 2. 2 "\\ 2
S 2 2.1 e 5
5 1s T Nt 3.4 sdrad 34 A
° -4 - 4, y
£ \ 4.4 4./
ey
N Tt 4
110
-6
WISl l=l=l<l<l=l=]= 1NN EE N E R E RN E R EE off << efnffefe e ef ==l ==} -6
(=] | E=3  E=3 | E=3 B2 BRIt (BR | B2 BT | B=1 ST B | B=0  B=d [ B=d | B=d [ B=d  B=d | Eo | Bood | Bl | B8 [ =0 | =3 (Bl e (eeh | I B | Bed | Nl Bl T O N N | N e e | ed | el | A | A
OHNONPNPANANENANUNUCHUCHPU AN CUCH AN PN NN NE N NN NHNY NN NN NN N NN NN NN N
ale(SfStststSistSt Sttt etctstsisietetetiSi et sttt StStsISiStsts1Sisiststs S sistst s s
100 -10
FED g g i g dE ey gesggdIies9gerz a9 IIIIIIYy
- B . T T - T - T L - I . T - N e
8282833788238 808%283°28828328388332888832¢282883323
C—1Value ===Year over year percent change

Economic Forecast for Fiscal Year2014 and 2015

In April 2014, the Planning Board released its revi€&dP forecast for fiscal year 2@1
and itsGNP forecast for fiscal year 261 The GNP forecast for fiscal year 2@lwas revised
upward from adecreasef 0.1% to a projected growth 0d.1%, both in constant dollarsThis
revisiontook into accounthe effect on the Puerto Rico economy of generalgéoiohl economic
conditions, real growth in thenited Stategross domestic prodydhe volatility of oil prices,
interest rates and theehavior of local exports, including expenditures by visitdtewever, the
monthly economic indicators for fiscal year 2014 indicate that the GNP figures forthat
fiscal year may end up lower than the last projection presented by the Puerto &inomgp!
Board. The Pl anning Boar doés b5dropectean maease in gross riaiiosat a | y
productof0.26 i n constant doll ars. The Pbtaokimto ng Bo:
account the estimated effect of the projected grafthe United States gross domestic proguct
tourism activity, personal consumption expendituges] federal transfers to individual3he
Planning Board is expected to publish a revision of this forecast in October 2014.

According to the Household Swy, the number of persons employed in Puerto Rico
during fiscal yeaP014averagedl, 006,646 a decrease &f.2% compared tdhe previous fiscal
year; and the unemployment rate avedh4.3%.

Fiscal Year 2013

The Pl anning B o ar d Onsthe perfermancei oh the Puerto KRgm r t s
economy for fiscal yea?013 indicate that real gross national produatreased.3% (3.0% in
current dollarsover fiscal yeaR012. Nominal gross national product wag0$7 billion in fiscal
year 2013 ($61.1 billion in 200 prices), compared to68.7 billion in fiscal year2012 ($60.9
billion in 200 prices). Aggregate personal income increased frégh4dbillion in fiscal year
2012 ($59.4 billion in 2009 prices) to $3.4 billion in fiscal year2013 ($60.4 billion in 2009
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prices), and personal income per capita increased fa@9%$6in fiscal year2012 ($16,152in
200 prices) to $7,413in fiscal year2013 ($16,564in 20 prices).

According to the Household Survey, the number of persons employed in RRieoto
during fiscal yea?013averagedL, 029,530 a decrease @f.6% compared tahe previous fiscal
year; and the unempyment rate averaged 14.0%, a reduction from 15.2% for fiscal year 2012.

Among the variables that contributed to #meall growthin gross nationgbroduct were an
increase in consumption expenditures and a slight increase in sales to the rest of the world.
There was also a small reduction in the average prid®¥ast Texas Intermediate (WTI) oil,
which went down from $95.0 per barriel fiscal year 2012 to $92.1 per barrel in fiscal year
2013, a decrease of 3.1%. However, oil prices remained at a relatively high level, which
constitutes a drag to the economy. After the financial crisis in the United States, which had
significant diret consequences in the local economy, the historically low interest rates have not
been enough incentive to jumpstart private investment or to counteract other external factors.

Fiscal Year 2012

The Planning Boardds r epo noRisoeoonomy fordiscgher f or

year2012 indicate that real gross national produncreased.% (an increase af.5% in current

dollars) over fiscal yea2011. Nominal gross national product wa88%/ billion in fiscal year

2012 ($60.9billion in 20 prices), compared to6%.7 billion in fiscal year2011 ($60.3 billion

in 20 prices). Aggregate personal income increased frén2billion in fiscal year2011

($59.7 billion in 20 prices) to $2.4billion in fiscal year2012 ($59.4 billion in 200 prices),

and personal income per capita increased fra®3P1in fiscal year2011 ($16,110in 200

prices) to $6,956in fiscal year2012 ($16,152in 20 prices).

According to the Household Survey, the number of persons employed in Puerto Rico
during fical year 2012 averaged 1,035,465, a decrease of 1.1% compénegbrtevious fiscal
year; and the unempyment rate averaged 15.2%, grexrcentaggoint below the reported rate
for fiscal year 2011.

Among the variables that contributed to #meall grovth in gross national product were an
increase in consumption expenditures, government expenditures, and domestic fixed investment
expenditures, and an increase in sales to the rest of the world. On the othénéharmkase of
6.3% in the average pricd WestTexas Intermediate (WTI) oil, which went up from $89.4 per
barrel in fiscal year 2011 to $95.0 per barrel in fiscal year 2012, represented a drag in the
performance of the local economy. After the financial crisis in the United States, which had
significant direct consequences in the local economy, the historically low interest rates have not
been enough incentive to jumpstart private investment or to counteract other external factors.

Economic Growth

Since January 2013, the Commonwealth basarked b a comprehensive outreach

st ategy in order t oecodomic dases ipursye nkhe estrategies iuchcas 6 s
Aerospae/Aeronautics, and leverage msiman capital and fiscal autonomy to attractvne
investment opportunities. The Govemmt 6 s goal i s to protect Puer
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while it transitiors itseconomic ecosystem into a regional service and higmédatpy industrial
activities hub.

In terms of specific opportunities within the services sector, Puerto Rico affense of
tax incentives such as Laws 20, 22, 273, and E#ch of these laws meets specific needs for
organizations as well as for individual investoiet, the interconnectivity of these incentives
provides an aggressive service platform which firoe leverage in order to enhance operational
efficiencies and better serve their client bas&romotional efforts in several fronts including
participating in relevant industry conferences, direct approach and ongoing conversations with
investors and seice providers have resulted in the following:

1 Law 20 to promote exportation of services. Evaluation of over 20 tax grant
applications within the following industries/sectors for the establishment of new export
service operations on the islarfg: 17% related to Financial Services; (ip% related to
IT; (iii) 14% Headquarters and Centralized Management Services and Shared Services;
(iv) 11% Advertising, Public Relations; (9% Professional Services

1 Law 22 for individual investors. There is a podite growth trend in new residents with
over 300tax grants since 2012 of which 90% have established service operations in the
island under Law 20.

1 Law 273 International Financial Entities: Strong growth since 2013 with 6 operating
licenses approved in 28 and8 operating licenses approved YTD 2014s of June 30,
2014, IFEs had total assets exceeding $250 million.

1 Law 399 International Insurance Center: Promotional efforts and direct approash
with insurance arriers and underwriters, captiveanagers and related advisors have
resulted in: (i) 12 authared insurance companies; (iiver 200 approved segregated
asset plans and protedteell arrangements; and (iiiptal premium income of $149
million for 2013, more than double the $66 millimnpremium income for 2012.

Sector Initiatives

Manufacturing. Puerto Rico continues to be a strong global manufacturing center. The
priorities of the administration for this sector have been to protect the existing industrial
footprint, promote itsxgansion and attract new investment within emerging industrial segments
such as Aerospace. Therefore, the administration has been focused on (i) retaining existing
pharmaceutical operations and pursuing opportunities in the emerging generic pharmaceutical
and biologics markets, (ii) capturing new opportunities and moving up the value chain in medical
devices manufacturing, and (iii) tapping growth opportunities in the emerging segments of bio
agriculture, aerospace and information technology.

1 BioPharmaOperations. BioPharma firms are continuing to grow in Puerto Rico.
Progress in this field includes the arrival of Actavis to the local manufacturing
footprint, demonstrating that Puerto Rico is a preferred destination for this type of
investment becausef its life-sciences experience, human capital and economic
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incentives. Actavis is investing approximately $48M to improve and expand the
companyo6s manufacturing operations [
includes the development of a solid dosagaurecturing and packaging facility

in Manati and an expansion of Actavisdo c
packaging centdn Fajardo The development and expansion of both the Manati
and Fajardo facilities are expected to create up to 300 new jobs @Gmonth
period. Other important projects announced over that last year include a $200M
investment of Lilly to expand production in Puerto Rico as part of a broader
$715M investment to enhance its global insulin manufacturing capacity.
Additionally, Neolpharma has made a $12M investment in a research and
development lab, within one year of their acquisition of a Pfizer facility in 2013.
Finally, although companies like Merck and Pfizer have announced the
consolidation of certain global operations;luding facilities in Puerto Rico, they

will continue tomaintain a significant presence in the island. For exanibérck

has invested $100M ithe lastfew yeais to transform i Las Piedras facilitynto

a strategic higitechnology location for the evelopment and launch of new
products. The Commonwealth remains confident thegang negotiations with
other companies will continue to result in additional opportunities within this
segment.

Medical Devices Manufacturing. Puerto Rico has a strondicak devices
industry, and over the last months this segment has grown the most in terms of job
commitments among the life sciences subsectorsnceSJanuary 2013the
medical devices subsectbas accountetor over 1,300 new jobs committed to

the Puend Rico Industrial Development Company (PRIDCO). These incl{ide
Coopervision investing $250M for the creation of 15 new prtidadines and

350 jobs; (ii) Medtronic bringing to Puerto Rioew manufacturing technologies

with 150 new jobs, after aappgoximately $6M investment; and (iii) Aspen
Surgical makinga multimillion investment to improve and expand its medical
device manufacturing operations committing to create new jolig wdtaining
another 200 Additional growth is expected in this subsectas the
Commonwealth closes on expansion negotiations with various companies already
manufacturing in Puerto Rico.

Tapping opportunities in emerging sectors. During the current year 2014, the
aerospace segment in Puerto Rico has been acceleratingnajith companies

like Lufthansa, Infosys and Seaborne establishing operations, and others like
Honeywell and UTC Aerospace Systems, expanding. This is the result of a
concerted effort to diversify the industrial ecosystem developing the aerospace
clusterin Puerto Rico. Theséusiness development initiatives have already
resulted irthe following additionahchievements as of September 2014:

o Over $625M in committed investment for manufacturing and
knowledge services projects.

o Over 15,400 jobs committedn manufacturing and knowledge
services projects, out of which over 5,000 have been created already.
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o Large MRO operation already in construction with an estimated
investment of approximately $56M.

o High-tech laboratory in design process to serve the asztesgEtor,
with an estimated investment of approximately $35M.

0 200 new jobs in manufacturing of aerospace components, after an
investment of $18M.

o Final headquarters and full operations relocation of a regional airline,
with an investment of over $32 mals and the creation of 170 new
jobs.

Knowledge Services Puerto Rico has also engaged in business development
opportunities t o become a Knowl edge Process
knowledge services to clients worldwide. These efforts hagelted in several new and
expansion projects that represent nearly $15M in committed investment and over 3,500
committed jobs. Successful initiatives in this sector as of September 2014 include:

1 Infosys, a global consulting, technology and outsoura@ompany, making a $9
million investment to develop a business outsourcing operation with a 300 job
potential.

1 Rock Solid, a fasgrowing technology company that develops and exports IT
products and services to over 20 countries. As part of its local lyrdvet company
has committed to the creation of 100 new jobs to serve new clients located in the
Caribbean and other international destinations.

1 Additional expansion of a growing contact center, with a commitment of 300 new
jobs, additional to the 200 alrdy committed by the same company early in 2013.

Tourism. The Tourism Company is focusamh achieving the growth of theurism
sectordés contribution t o ®areungrecedeRted86odhsough® os s

key strategies:

Increasing aiand maritime access

An innovative marketing campaign to st
premier Caribbean destination

1 Expanding and diversifying hotel infrastructure

1 Identifying and supporting thesstelopment of key niche markets.

1 Delivering dl these under the highest Quality standards.

T
T

Fiscal year 2014 was a year ofxpansionfor the Puerto Rico tourism industryThe
Tourism Company made a strategic decision to expand its source of visitors beyond the United
States and all its effortéed by research, followed by a welkefined strategic plaand marketing
campaign have been directed to that goal. AlthoughUB&lortheast is and will continue to be
the core market, representing 56 mitlipotential travelers, the newpmansion markets repsent
500 million additional potential tourists for PR.

The expansion stragg has already provided positive resulibe July 2013 launch of the
new Avianca flight from Bogota resulted in over 70% load factor in year 1, with a 41% increase
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in hotelregistrations from Colombia resulting in estimated revenue of $2.4 million for the Hotel
Industry. In less than one year, the airline has add&tflayét in July and a % one projected for
December, 2014 .Another great achievementas reconnecting Maidl with San Juan via Air

Europa, the fastest growing airline in Europe and part of the Globalia conglomg&iraEuropa

is also exploring expansion possibilities fo
Caribbean hub to grow further.

The expansion to strategic ciien the Midwest also bore positive results November,
JetBlue and United entered the Chic&pn Juan market. This resulted in over 75,000
additional passengers, a 12% increase in hotel registrations and $2.6 millioa mohevenue
for the Hotel Industry. At the same time, Southwest airlines also expanded their routes from
Houston.

Maritime traffic had a significant increase witlier 1.2 million passengers, a significant
16.5% growth versus the previous fiscal yeaontéport cruise passengers increased by over
11% helping drive incremental hotel business anttansit cruise passengers have grown an
impressive 20%. This busss is key for the rest of theurisms e c t destributson chain:
restaurants, tour operati, taxis, andetail business. Puerto Rico expects to have a record year
during Fiscal year 20145 as it projects to receivie5 million passengers this year, surpassing
the alttime high of 2008. In late SeptembebDisney cruise lines will commence tse Puerto
Rico as homeport. In early Decembem, e)panded Pier 3 will be inaugurated welcome Ro¥al
Car i b b eaatandof theQSeas to Puerto Ridbis currently projected thahiJanuary
there will be 7 ships and close to 20,000 passengeits\gi$San Juan.In summary, Puerto
Ricobs cruise bogenbBeisXyearss expected to

Puerto Rico has growits hotel infrastructte. Since January 2013, Puerto Rico has
added 45%ndorsed hotel rooms, with an investment of $111.5 million ido#lad resulting in
the creation of 645 new jobs. Puerto Rico curgehéls 14,780 endorsed rooms and theal is
to reach 15,300 rooms by the end of 2014. The upcoming inauguration of the Blok Hotel in
Vieques, The Vanderbilt in Condado, Hyatt Hous¢hat Covention Center among others are
expected t@add nearly 500 new rooms. Occupancy remains a solid 72% even with a 2% increase
in available rooms in the last semester as a result of the efforts to achieve 20,000 rooms by 2017.
Preliminary results foruly reflect an almost two percentage point increase in occupancy. The
ADR increased by an impressive 15.7% through April 2014.

Commerce andTrade One of the main sectors that will help the government of the
Commonwealth of Puerto Rico reach economicfeschl stability is the small and medium sized
enterprises (SMEs) sector. SMEs were of the sectors alh outperformed the Commonwealth
econany during FY 2013. TheéSME ecosystenhas been strengthened by sevenakntives
programs which target job créat. One of these initiatives was the Jobs Now Act which was
implemented during the first 18 month of the current Commonwealth administration. The
program resulted in the creation of 7,818 jobs out of the 823 certified businesses that
participated.
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Building upon the initial success of the Jobs Ndet, The Puerto Rico Commerce and
Trade CompanyiPR Trade) has implemented several initiatives to foster the growth of the
SME sector such as:

Community Economic Development

Business Incubators

EDCU1 Salary Incentives for SMEs in Urban Centers

Export Accelerators

Export Franchises

Incentives Act for the Generation and Retention of Jobs in the SMEs sector
(successor of Jobs Now Act)

Incentives and Financing Act for Young Entrepreneurs

SME SectoiSupport Act

Creative Industries Act

= =4 =4 -8 -8 -9

= =4 =

PR Trade has been awardea important federal grantss of September 2014. One for
$90,909 will help fund, in part, its new PRIECH program which is intended to promote the
creation and commercialization of techrgpdbased staips. The other for $800,000 will help
fund, in part, four main initiatives of PR Trade; (i) a federal and state procurement B2B event
bringing buyers from the U.S. federal and state governments to meet with local suppliers of
goods and serges; (ii) the Lufthansa MRO supplier project, which will help identify potential
suppliers for goods and services to build the business ecosystem to fulfill the expected needs of
the Lufthansa Techni kds MRO pr oj ePartner proectAguad:i
intended to increase the number of SMEs that export their services and products; and (iv) the
Expo PR 2015, a mulBector trade show where international buyers are brought to learn and buy
Puerto Rico goods and services.

Energy Policy

The current administration is committed to providing reliable electric service and to
diversify Puerto Ricods energy sources with t

On May 27, 2014, the Governor signed into law Act No. 57 of 2014 ("A€Q(E4),
knowna @A The Energy Transformati on a014 prkiddsi ef o
that two entities wildl oversee the new | awds
Energy Policy ("SOEP") (formerly the Energy Affairs Administration), will bepogssible for
developing and promoting the Commonwealth's energy policy, and the Puerto Rico Energy
Commission ("PREC"), will be responsible for overseeing and regulating the implementation of
the Commonwealth's energy policy. Among its duties, PREC witebponsible for approving
the electricity rates proposed by PREPA.

Act 57-2014 also amended PREPA's organic law in order to impose on PREPA a duty to
provide reliable electric service, contributing to the general welfare and sustainable future of the
Commonwealth, and while reducing the social, environmental and economic impacts of such
efforts. Act 572014 establishes thresholds for energy consumption in the Commonwealth's
public agencies and corporations and the legislative and judicial branchesGafyligment, as
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well as penalties for necompliance with such requirements. The municipalities of the
Commonwealth are now also subject to energy consumption limitations, as well as to a reduction
in the Contribution in Lieu of Taxes (CILT) that they ragefrom PREPA.

The other principal component of the Commonwealth's fuel diversification strategy is the
development of renewable energy generation. Act No. 82 of June 19, 2010 creates a Renewable
Portfolio Standard, recognizing many sources of renewaplergy that utilize various
technologies, and setting a target of 12% renewable energy production by 2015 and 15% by
2020, and a requirement for retail energy providers to establish a plan to reach 20% renewable
energy production by 2035. Act No. 83 ainé 19, 2010 (Act 82010) provides incentives for
energy diversification through the Green Energy Fund ("GEF") Program and provides different
types of tax credits and subsidies for certain reibd@vanergy technologiesThrough the GEF,
the Commonwealttwill invest $185 million in renewable energy projects during tlegop
between fiscal year 2012 and fiscal year 20BBe FEV provides reimbursements for the
installation of renewable energy systems of 40% with a maximum capacity of 100 kilowatts
(kW) (applies for residential and small business) and up to 50% for systems larger than 100 kW
and up to 1 megawatt (MW) (applies for medium business and industries). Current GEF
regulations allow for solar and wind renewable energy technology to be inceshtivize

As of June 2014, 42.9 MW (from 890 GEF incentives applications) have been
incentivized by the GEF, 10 MW of which are currently interconnected to the Puerto Rico
electrical grid. From the beginning of the GEF in 2011 through June 2014, of a to€dl.6f $
million dollars assigned to the Program, SOEP has reserved a total of $59.4 million for
renewable energy projects. Of those incentives that have been reserved, SOEP has disbursed
$23.4 million (corresponding to almost 40% of the projects construdrajently, there are
over 100 MW of large scale projects (over 1 MW) installed (almost all of which are wind
technology systems) and approximately 50 MW didtributed generationnstalled in the
Commonwealth (almost all of which is solar technology).

Public-Private Partnerships

The Government recognizes that pulgic i vat e partnerships (AP
important tool for economic development.

On June 8, 2009, the Legislative Asseynebproved Act 29which established the legal
framework for tle establishment of PPPs in Puerto Rico to further the development and
maintenance of infrastructure facilities, improve the services rendered by the Government and
foster the creation of jobsAct 29 created the Publierivate Partnerships Authority (tlieP P P
Aut horityo), the entity tasked with i mpl ement
PPPs.

As part of the Governmentobés PPPs initiat.i
important projects: the concession of toll road®&22 and PR5, the School Modernization
Program and the concession of the Luis Mufioz Marferhational Airport.As part of the toll
roads and igoort transactions the Government received a total of $1.751 billion in upfront
payments and commitmenft®m the concessioholdersto invest more than $1.756 billion in
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capital improvements during the term of the agreemeAss.for the School Modernization
Program, the Government has funded this project with the proceeds of Quatfiedl S
Construction Bonds issued by thaldfic Buildings Authorityin the aggregate principal amount

of $756 million. As of Juneof 2014, the PPP Authority had awarded approximately $717
million in contracts for a total of 95ckools completed and currently sevechools are in
progress. As a kesult, this project has impacted nearly 50,000 students, 2,000 teachers and
various communities and has created more than 14,000 jobs throtlggGotmmonwealth.

The PPP Authority is committed to attracting lelegm private investment in the
infrastrudure of the CommonwealthCurrently, the Authority is working three greenfield
projects in the planning phas@hese projects are: the Cagi#an Juan mass transit system, a
womandés correctional facil ity anifynatudalegasifon f r a st
P R E P /ASénsJuan and Palo Seco generating power plants.

The PPP Authority has agreed with the Autonomous Municipality of Caguas, the
Department of Transportation and Public Works and the Puerto Rico Highaay
Transportation Authaty to develop amass transit system that would connect the Central
Eastern Region to the Metropolitan Area under the PPP model that will involve the design,
construction, financing, the operation and maintenance of the facility once develbped.
estimated total inestment of the project is $600 milli@ndthe projectis expected to generate
more than 12,000 jobs during the construction phal@s project is currently in its planning
phase.

The PPP Authorityin conjunction with the Department Gorrection and Rehabilitation
isplanning to devel op a wWhengmaed dnvolges ithe eesign, o n a |
construction, financing and maintenance of a new campus style facility with a capacity of 650
beds. It has an estnated total investrme of $139 millionand will generate approximately 2,780
jobs during the construction pha3de project is currently under technical evaluatibine PPP
Authority, with the assistance of its consultants, is evaluating different design and construction
options.

The PPP Authority and the PREPA are interested in establishing a PPP for the design,
construction, operation, and maintenance of the necessary infrastructure for the receiving, storing
and regasification of Liquid Natural Gas for the generating power ptdren Juan and Palo
Seco in the northern part of Puerto Rico. PREPA estimates the development costs or investment
will be approximately $18mnillion to $300million and will generate from 3,600 to 6,000 jobs.
PREPA submitted the project for the PPP Authot y 6 s i \WMayl ofi 2003 Then PPP
Authority is currently conducting a technical evaluation to determine the feasibility of the project
as a PPP.

Strategic Projects
The Commonwealths also targehg straegic/regional projects that are expected

generate investments in various regions of Puerto Rico in order to foster a balanced economic
development.
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In the northern region, Science City represents a critical effort to move Puerto Rico to the
forefront of science, technology and research dedelopment. It seeks to leverage Puerto
Ri cobs competitive aedasadnsectogs.e kegidlation eénhceed ik B0dlw | e d
expanded the benefits of investing in, and performing, science and technology research and
development activities inthe newy denomi nated fAScience Distric
such activities as eligible for tax exemption under the Economic Incentives Act (as defined
bel ow) . Se e ATaddhd GHerdoddvhic Development Initiatives

The Science District wllinclude the existing University of Puerto Rico (UPR) Medical
Sciences Campus, the UPR Rio Piedras Campus, the new Biomedical Sciences Laboratory, and
the soorto-be-constructed Comprehensive Cancer Center. At the center of the Science District
will be newv laboratory and commercial space on the site of the former Rio Piedras State
Pent entiary )(AOso Bl ancoo

Over the next several years, the Puerto Rico Science Trust will oversee two major
initiatives to realize the full potential of the Science Distigecifically, the Trust will:

1 complete preparation of the Oso Blanco site and secure a private "anchor tenant"
to begin development of laboratory and commercial space

1 actively market and expand programs to fund Puerto Rican investors and
entrepreneurssuch as funding for companies applying for Small Business
Innovation Research (SBIR) awards, research grants akohdnsupport for
individual researchers and inventors, and tax exemptions for companies that
pursue research at local universities

In the eastern region of Puerto Rico, the Roosevelt Roads project entails the
redevelopment of the old Roosevelt Roads raasefacilitiesin Ceiba and is a key element in
theadmi ni strationds strategy to createstgmobs an
region, including Ceiba, Naguabo, Vieques, and Culebrae site of the former Roosevelt
Roads Naval Station represents an unparalleled opportunity for the developmenixetiaise
development that incorporatésurig, residential, recreational, institutional, light industrial and
commercialuses With 3,400 acres of prime waterfront propertyailable for redevelopment
close proximity to attractions such as Vieques, Culebra, ElI Yunque, and San Juan, and
improvements ialuding a major airfield and deepater pors, Roosevelt Roadsepresents a
unique largescale development oppornity. Development on the site would also contribute
greatly to the economic growth of eastern Puerto Rico by providing construction jobs and
attracting more tourists to the wider area.

The Government, through the Roosevelt Roads Local Redevelopment Authority
(ALRAO), intendsto develop the site by searching for agmtering intoan agreement with a
master developeandother private pardis The LRA launched an RFQ/RFP process to select a
Master Developer on June 30, 2014, and currently has 4 development teams patrticipating in the
RFP process published on August 29, 2014. These 4 proponents must present proposals by
November 21, 2014 and thdRA expects to select a top Master Developer by December 2014
and have a signed contract by the beginning of 2015. The Master Developer will be responsible
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for coordinating and implementing redevelopment efforts with other developers/investors in
accordane with the approved Master Plan. The LR#eadysigned a shoiterm lease for
operating the osite marinaand is currently in the process of signing other 8 steon leases

with small businesses that are to provide-exoism and nature tourism regdat services. The

LRA also signed an exclusive negotiating agreement with a shipyard company to establish a
shipyard operation to fabricate, repair and maintain boats, and it is expected that we will sign a
long term lease by end of March 2015.

The LRA anicipates thathe relevelopment of Roosevelt Roads will create at least 1,500
to 2,000 jobs over the next five years, with the potential of up to 25,000 jobs over atemger
horizon.

In the western region of Puerto Rico, the Commonwealth is focusedhen
redevelopment ahe Aguadilla airport to serve as the second international airport of Puerto Rico
and as a regional logistics hulifhe PRPA is well on their way to finalize a redevelopment
master plan in order to convert the international airpaniliti@s into a regional maintenance,
repair and overhaul (AMROO) and cargo hub.
the Aguadilla airport has been designated as a Free Trade Zone providing huge competitive
advantages for companies operatimgler this structure. The plan will include the creation of a
comprehensi ve aeronautics/ aerospace cluster
MayaguezCampus and major aeronautics firms operating in the west/northwest corridor. This
initiative is pearheaded by the agreement reached with Lufthansa Technik with the first phase of
construction underway.

Employment and Unemployment

According to the Household Survey, the number of persons employed in Puerto Rico
during fiscal yeaR014averagedL,006,6!6, a decrease of 2@2compared tdhe previous fiscal
year; and the unemployment rate averhd4.3%.During the firstthreemonths of fiscal year
2015 total employment averag&¥4,800 a 3.3% reduction with respect to the same period of
the prior year, and the unemployment rateeraged 14.7% compared to 24.9or the same
period of the prior year.

The following table presents annual statistics of employment and unemployment for
fiscal year 2010 through fiscal year 20l These employment figures are based on the
Household Survey, which includes sethployed individualsand agriculturalemployment,
instead ofthench ar m, payr ol | empl oy me n,tiwhich doesrnety Th¢ t h e
number of selemployed individuals represents arouto of civilian employment in Puerto
Rico, more than double the level in the Unit8thtes. On theother hand, agricultural
employment in Puerto Rico represented%.df total employment in fiscal yea014
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Commonwealth of Puerto Rico
Employment and Unemployment
(persons age 16 and over, in thousands)

Fiscal Years Labor Unemployment
Ended June 30, Force Employed Unemployed Rate™
(Annual Average)
2010 1,285 1,075 210 16.3%
2011 1,249 1,047 202 16.2%
2012 1221 1,035 185 15.2%
2013 1,196 1,029 167 14.0%
2014 1,175 1,007 169 14.3%

Totals may not addue to rounding.
@ Unemployed as percentage of labor force.

Source: Department of Labor and Human Resouiicéfousehold Survey

Every decade, with every population census, employment and unemployment data are
revised retroactively to considpopulation trends. Given that the Census of 2010 reported for
the first time a population reduction in Puerto Rico, employment and unemployment data
suffered a downward revision. As an example, for fiscal years 2011 and 2012 total employment
figures were30,300 and 49,700 employees below the previously published numbers. Similarly,
for the same years, the number of unemployed persons was lower by 1,700 and by 5,400 from
the numbers reported earlieAs a result, the unemployment rate has been declahingy, and
simultaneously the levels of total employment and unemployheemdecreased.

Another employment measurement comes from the Establishment Survey, which is used
to gauge employment across different economic sectors. The Establishment Seaseyes
only nonfarm payroll employment, i.e., does not include-gatiployed nor agricultural workers.
Employment coming from this survey (henceforth, payroll employment) is corrected every year
(specifically, every March) with a benchmark revision.rircalendar year 2006 to calendar year
2011 the revisions implied additions or subtractions of around 4,400 jobs (the highest addition
was in 2008 with 5,300 jobs, and the highest subtraction corresponded to 2009 with 6,500 less
jobs). Nevertheless, the fiEhmark revision of 2013 added 18,433 jobs, which represented an
increase of 2.0% from what had been previously reported for 2012 (from 2006 to 2012, each
benchmark change did not reach the magnitude of 1%). Moreover, the revision of March 2014
(which affected mainly calendar year 2013) increased the number of jobs by 21,275.

On the other handhe recent changes toetlEmployees Retirement System resulted in
more retirements of state and local employees. Approximatedy @0 the total payroll
employment reductions experienced fréypril to December 2018orresponded to decreases in
state and local government employmefitis recent behavior cannot be explained only by the
usual attrition of public employment.
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Finally, since total noffarm payroll employment is one of the components of the EAI,

the latest benchmark revision implied a change on the behavior of the index, increasing the level
of the index for calendar year 2013 by more than 1%, from 126.1 to 128.1chHmge meant
that instead a reduction of 4.3%, the GBERBI decreased by 3.0% in calendar year 2013.

Economic Performance by Sector

From fiscal year200 to fiscal year2013, the manufacturing and service sectors
generated the largest portion of grossmdetic product.

The manufacturing, service, and

government sectors were the three sectors of the economy that provided the most employment in

Puerto Rico.

The following table presents annual statistics of gross domestic product by sector and
gross natioal product for fiscal year0M to 2013.

Commonwealth of Puerto Rico

Gross Domestic Product by Sector and Gross National Product
(in millions at current prices)

Fiscal Years Ended June 30,

2009 2010 2011 2012 2013@

Manufacturing $43,872 $46,577 $46,760 $45,915 $47,997
Servicé?’ 40,642 41,408 42,690 44,870 44,670
Governmeri?) 9,047 8,350 8,216 8,277 8,242
Agriculture 567 822 795 717 713
Constructioff! 1,777 1,518 1,332 1,423 1,413
Statistical discrepancy 480 (294) 559 (122 100
Total gross domestic prod(fét $96,386 $98,381 $100,352 $101,081 $103,135
Less: net payment abroad (32,768 (34,087 (34,639 (32,383 (32,399
Total gross national prodiet $63,618 $64,295 $65,721 $68,698 $70,740

@ Preliminary.

@ Includes wholesale and retail trade, utilities, transportation and warehousing, information, finance and insuranceée eeal estaal, and

certain services such as professional, scientific, techm@alagement, administrative, support, educational, health care, social, recreational,

accommodation, food and other services.

@ Includes the Commonwealth, its municipalities and certain public corporations, and the federal government.
corporations, such as the Electric Power Authority and the Aqueduct and Sewer Authority, whose activities are inclufief ander i c e 0

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

Source: Planning Board

Excludesifatiertain

The data foemployment by sector amdustry presented here, iasthe United States, are

based on th&stablishmenSurvey, which is designed to measure number of payrolls by sector.

TheEstablishmenSurvey excludes agricultural employment and-eetployed personsDuring

fiscal year 2014, total nefarm payroll employment averaged 924,917, a 1.3% reduction with
respect to the pridiiscal year. Furthermore, for the first quarter of fiscal year 2015, total non
farm payroll employment increased slightly, by 0.4#en compared to the same period of

fiscal year 2014.
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The following table presents annual statistics of average employment baedNamth
American I ndustry Cl aosferfistal yyaa2010tw 8014y st e m

Commonwealth of Rierto Rico
Non-Farm Payroll Employment by Economic Sectof"
(number of employee}

Fiscal Years Ended June 30,

2010 2011 2012 2013 20147
Natural resources and construction 36,292 32,050 35,100 33,742 29,742
Manufacturing
Durable goods 34,792 33,900 33,308 32,767 31,925
Nondurable goods 53,533 51,767 50,192 45,875 43,650
Subtotal 88,325 85,667 83,500 78,642 75,575
Trade, transportation, warehouse, a
Utilities
Wholesale trade 32,667 32,008 31,517 31,617 31,683
Retailtrade 126,233 128,017 128,192 130,567 131,067
Transportation, warehouse, and
utilities 14,592 14,392 14,625 14,642 14,717
Subtotal 173,492 174,417 174,333 176,825 177,467
Information 18,783 18,733 18,650 19,092 18,983
Finance 45,833 43,733 44,400 44,408 43,650
Professional and business 102,742 105,667 108,875 112,725 116,942
Educational and health 111,442 114,158 117,617 122,150 123,367
Leisure and hospitality 71,067 71,208 72,775 76,783 79,692
Other services 18,750 17,925 17,625 17,900 17,900
Governmerff 276,533 260,033 258,425 255,158 241,600
Total nonfarm 943,258 923,592 931,300 937,425 924,917

™ The figures presented in this table are based on the Payroll Survey prepared by the Bureau $fatiatics of the Puerto Ric
Department of Labor and Human Resources. There are numerous conceptual and methodological differences between th
Survey and the Payroll Survey. The Payroll Survey reflects information collected from payrolisre€cadsample of busine
establishments, while the Household Survey is based on responses to a series of questions by persons in a samplesof Tlog

Payroll Survey excludes the selinployed and agricultural employment. Totals may not add dweitaling.

@ preliminary.
@ Includes state, local, and federal government employees.

Source: Department of Labor and Human Resources, Current Employment Statistics Survey (EstablishmeitNsul@&yCodes)

(i NA

Although the data from the Payroll Survey is revised annually, the calendar year 2012
revision presented major changes not observed during the previous five years. For example, for

calendar year 2010 the benchmark revision of the Payroll Survey impleageeage reduction of
2,842 employees with respect to previously reported numbers for that year.

employees with respect to earlier reports.

Furthermore, for
calendar year 2011 the annual benchmark revision implied an average increase of 4,067
From caleyears 2006 to 2011 the standard
deviation of the revisions was around 4,400 employees, meaning that a revision could add or
subtract 4,400 employees, on average. Nevertheless, the benchmark revision of calendar year
2012 implied an addition of 18,43&ployees. This revision affected previous interpretations of
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the behavior of the labor market, and had effects on other composed variables, like the GDB
EAIl. Likewise, the benchmark revision of calendar year 2013 was also significant, which added
an aveage of 21,275 jobs to what was previously reported for that year. This revision also had
an effect on the measurement of the GBAI.

Manufacturing

Manufacturing is the largest sector of the Puerto Rico economy in terms of gross
domestic product. The@lanning Board figures show that in fiscal year 2@ianufacturing
generated 48.0 billion, or 45.8%, of gross domestic product. Durifigcal year2014 payroll
employment for the manufacturing sector W&s575 a decrease &.9% compared with fiscal
year2013 For the firsthreemontts of fiscal year2015 manufacturing employnme¢ averaged
74,100, a reduction of 0.8% (or 600 employees) ftoensame time period of the previous fiscal
year. Mo s t of P umanufaaturin® outpot @ sxported the United States mainland,
which is also the principasource of semiinished manufactured articles on which further
manufacturing operations are performed in Puerto Rico. Federal minimum wage laws are
applicable in Puerto Rico. For fiscal ye&014 however,the average hourly manufacturing
wage rate in Puerto Rico was approxima&8y9%of the average mainlaridnited Statesate.

In the last three decades, industrial developrimreRuerto Rico has been relatively capital
intensive andlependent on shked labor. This gradual shift in emphagism labor intensive to
capital intensive industrial developmeastbest exemplified by large investments over the last
two decades in the pharmaceutical and mediqaipment industries in Puerto Rico.
Historically, one of the factors that encouraged the development of the manufacturing sector was
the tax incentives offered by the federal &@ammonwealtrgovernments. Federal legislation
enacted in 1996, however, which amended Section 936 diiited Statednternal Revenue
Code of 1986, as a mphastcalt thede iederalfitax .in€entive€ dudng a
tenyear period that ended in 2006. Moreover, Act @sgandedhe scope othe income tax
rules as they relateo certain nonresident alien individuals, foreign corporations and foreign
partnerships and imposed a ndamporary excise taxon persons that purchase products
manufactured in Puerto Rico by other persons that are members of the same controlled group.
The elimination of the benefits provided by Section 936 of the U.Se @Gad had, and Act 154
may havea longterm impact on locahanufacturing activity.
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The following table sets forth gross domestic product by manufacturing sector for fiscal
years 200 to 2013.

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

2000 2010 2011 2012 2013 @

Food $ 977 $ 868 $ 834 $ 841 $ 859
Beverage and Tobacco Products 1,209 1,358 1,228 1,323 1,448
Textile Mills & Product Mills 12 12 10 10 10
Apparel 270 283 276 277 204
Leather and Allied Products 18 22 25 19 16
Wood Products 20 19 17 19 21
Paper 63 45 52 46 46
Printing and Related Support

Activities 100 115 119 88 88
Petroleum and Coal Products 347 353 352 344 333
Chemical 30,380 32,527 32,039 30,072 31,102
Plastics and Rubber Products 108 111 97 101 110
Nonmetallic Mineral Products 148 123 96 128 125
Primary Metals 145 200 169 169 173
Fabricated Metal Products 207 175 155 159 164
Machinery 174 233 232 256 258
Computer and Electronic

Products 7,037 7,479 8,123 8,985 9,891
Electrical EquipmentAppliances

and Components 654 677 681 739 745
Transportation Equipment 72 75 79 86 91
Furniture and Related Products 48 37 35 35 36
Miscellaneous 1,882 1,865 2,140 2,217 2,277

Total gross domestic product

of manufacturing secté? ~ $ 43,872 $ 46,577 $46,760 $45915  $47,997

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

Source: Planning Board



The following table presents annual statistics of average manufacturing employment by
industry based othe NAICS for fiscal year010to 2014

Commonwealth of Puerto Rico
Non-Farm Payroll Manufacturing Employment by Industry Group
(number of employee}

Fiscal Years Ended June 30,
Industry group 2010 2011 2012 2013 2014Y

Durable goods
Nonmetallic mineral products

manufacturing 2,492 2,133 2,042 1,975 1,750
Fabricated metal products 4,042 3,625 3,608 3,583 3,358
Computer and electronic 5,733 5,967 5,175 4,658 4,400
Electrical equipment 5,058 5,042 5117 5,225 5,183
Miscellaneousnanufacturing 11,675 11,633 11,775 11,817 12,108
Other durable goods

manufacturing 5,792 5,500 5,592 5,508 5,125
Totali durable goods 34,792 33,900 33,308 32,767 31,925
Non-durable goods
Food manufacturing 11,592 11,908 11,467 11,183 11,167
Beverage and tobacco products

manufacturing 3,283 3,150 2,792 2,633 2,417
Apparel manufacturing 8,808 8,775 9,692 6,558 4,425
Chemical manufacturing 22,392 21,033 19,967 19,083 18,625
Other nordurable goods

manufacturing 7,458 6,900 6,275 6,417 7,017
TotalT nondurable goods 53,533 51,767 50,192 45,875 43,650
Total manufacturing employment 88,325 85,667 83,500 78,642 75,575

Totals may not add due to rounding.
@ preliminary.

Source Department of Labor artduman Resources, Current Employment Statistic Survey (Establishment BNgS Codes)

Total employment in the manufacturing sector decreased hyi2from fiscal year 2005
to fiscal year2014. During the period fror2010 through 2014 manufacturig employment
decreased by a total of 14.4%For the firstthree montts of fiscal year2015 average
employmat in the sector declined by 600 jobs, or 0,8%mpared to the same period of the
previous year. Given that this sector pays, on average, the Bigh&ges in Puerto Rico, its
general downturn has represented a major difficulty for restoring growth for the eduriemy.
There are several reasons tbatilde x pl ai n t his sectordés j-aub shri
of the tax benefits afforded lfyection 936 of the U.S. Code, the net loss of patents on certain
pharmaceutical products, the escalation of manufacturing production costs (particularly
electricity), the increased use of job outsourcing, andnitreaseof global competition Puerto
Rico6s manufacturing sector continues to face
pharmaceutical products manufactured in Puerto Rico expire and the production of such patented
products is not replaced by new products, there may be addiidnkisses in this sector and a
loss of tax revenues for the Commonwealth.
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Service Sector

Puerto Rico has experienced mixed results in the service sector, which, for purposes of
the data set forth below, includes wholesale and retail trade, utiliteessportation and
warehousing, information, finance and insurance, real estate and rental, and certain services such
as professional, scientific, technical, management, administrative, support, educational, health
care, social, recreational, accommodatiood and other services. This sector has expanded in
terms of income over the past decade, following the general trend of other industrialized
economies, but with differences on the magnitudes of those changes. During the period between
fiscal years 200and2013 the gross domestic product in this sector, in nominal terms, increased
at an average annual ratelo6%, while payroll employment in this sectoicreased slighthat
an average annual rate @fl% In the Puerto Rico labor market, sethployment, which is not
accounted for in the Payroll Survey, represents approximate% of total employment
according to the Household Survey. Most of the-selployment is concentrated in the service
and construction sectors. The development of thecgesector has been positively affected by
demand generated by other sectors of the economy, such as manufacturing and construction.

The service sector ranks second to manufacturing in its contribution to gross domestic
product. The service sector is@bthe sector with the greatest amount of employment. In fiscal
year 208, the service sector generatedd¥ billion, or 43.3%, of gross domestic product.
Trade,transportationfinance professional and business support, educatiorhaatthandother
services experienced growthwhile information, and Real Estate & Rentatxperienced
reductions in fiscal year 2@las measured by gross domestic product at current pSegsgice
sector employmernhcreasedrom 565450in fiscal year 2007 t678,000in fiscal year2014, an
average annual rate increase of 0.3%epresenting62.3% of total, norafarm, payroll
employment). The average servamctor employment for fiscal ye&014 represents an
increase of..4% compared to the prior fiscal year.

PuertoRico has a developed banking amuahcial system. According to th@ffice of

the Commi ssioner of Financi al ,bsho$Jdunet3d, 2014 ns of
there wergen commercial banks operating in Puerto Rico. Commercial banks inoPRE0
are generally regulated by the Feda@thaBoardeposi

of Governors of the Federal Reserve Systarmd by theOCFI. The OCFI reports that total
assets of commercial banks (including assets $ wperating as international banking entities)

as ofJune 30, 2014vere $3.3billion, as compared to@5.5 billion as of June 302013 On

April 30, 2010, the OCFI closed three commercial banks and the FDIC was named receiver. On
the same date, the FD entered into loss share purchase and assumption agreements with three
of the other commercial banks with operations in Puerto Rico, providing for the acquisition of
most of the assets and liabilities of the closed baimkduding the assumption of alif the
deposits. Considering the magnitude of the consolidations, the amount of jobs lost to date as a
result of these consolidations has not been significant. Qdnvernmentexpects that this
consolidation will strengthen the Puerto Rico banking sector.

Brokerdealers in Puerto Rico are regulated by the Financial Industry Regulatory
Aut hor i ty), the Brirdd NsRtABecurities and Exchange Commission and the OCFI,
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and are mainly dedicated to serve investors that are residents af Rigert According to the

OCFI, assets under management by bralealers in Puerto Rico totaled.8 billion as ofJune

30, 2014 as compared to1%6 billion on June 302013 Another relevant component of the
financial sector in Puerto Rico is the investment company indugtiocording to the OCFI,

local investment companies had recorded assets under managengeabdfién as ofJune 30,

2014. Assets under managementdmal investment companies have decreased significantly as a
result of the recent downgrades of bonds of the Commonwealth and its instrumentalities and the
resulting reduction in the market prices of these bonds.

Other components of the financial sectorPuerto Rico include international banking
ent it i e)sand(cfeditBuBiené (locally known a®ooperativad). IBEs are licensed
financial businesses that conduct offshore banking transactions. Jas®f0, 2014here were
32 IBEs (including units of commercial banks) operating in Puerto Rico, with total assets of
$41.3 billion, an increasefrom $38.8 billion in total assets as afune 302013 Meanwhile,
credit unions, which tend to provide basic consumer financial services, de®Hdillion in
assets as afune 30, 2014n increase from &.3billion as ofJune 302013

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

The following table sets forth gross domestic product for the service sector for fiscal
years20( to 2013.
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Commonwealth of Puerto Rico

Gross Domestic Product by Service Sector

Wholesale trade

Retail trade
Transportation and warehousing
Utilities

Information

Finance and insurance
Real Estate and rental
Professional and business
Education and health
Leisure anchospitality
Other services

Total®

(in millions at current prices)

Fiscal Years Ended June 30,

2000 2010 2011 2012 2013%
$ 2,846 $ 2993 $ 2909 $ 2928 $ 2945
4,467 4,473 4,787 4893 4998
895 941 898 923 923
1,967 1,982 1,868 2,081 1,752
2,426 2,646 2,610 2,620 2,561
5,105 5241 5,611 5,411 5,799
13,660 13,785 14,369 15,922 15,230
3,009 3,083 3,311 3,489 3,643
4,106 4,015 4,078 4,276 4,405
1,773 1,860 1,866 1,927 2,000
390 390 383 400 414
$40,642 $41,408 $42,690 $44,870 $44,670

@ 2011-2012 revised figures and 2@Jpreliminary.

@ Totals may not add due to rounding.

Source Puerto Rico Planning Board

The following table sets forth employment for the service sector for fiscal 28a6sto

2014

Commonwealth of Puerto Rico

Non-Farm Payroll Employment by Service Sector

(persons age 16 and over)

Fiscal Years EndedJune 30,

2010 2011 2012 2013 2014Y

Wholesale trade 32,667 32,008 31,517 31,617 31,683
Retail trade 126,233 128,017 128,192 130,567 131,067
Transportation, warehouse and utilities 14,592 14,392 14,625 14,642 14,717
Information 18,783 18,733 18,650 19,092 18,983
Finance 45,833 43,733 44,400 44,408 43,650
Professional and business 102,742 105,667 108,875 112,725 116,942
Educational and health 111,442 114,158 117,617 122,150 123,367
Leisure and hospitality 71,067 71,208 72,775 76,783 79,692
Otherservices 18,750 17,925 17,625 17,900 17,900

Total® 542,108 545,842 554,275 569,883 578,000

@ Ppreliminary.
@ Totals may not add due to rounding.

Source: Department of Labor and Human Resources, Benchmark on Employoens, and Earnings
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Hotels and Related Servic@sTourism

For fiscal year2014 the number of persons registered in tourist hotels, including
residents of Puerto Rico and tourists, Ws838,000 an increase 01.8% over the number of
persons registered during fiscal y&&13 The average occupancy rate in tourist hotels during
fiscal year2014was 72.3% a slightdecreasef 0.4% from the prior fiscal year. Also, during
fiscal year2014 the average number of roorasgailable in tourist hotels increased Gy %to
12,045rooms compared to fiscal ye2d13

During the firstmonth of fiscal yeaP015 the number of persons registered in tourist
hotels, including residents of PueRico and tourists, was 263,2@h ncrease of 9% over the
number of persons registered during the same period of fisca2@#&4rThe average occupancy
rate in tourst hotels during the firghorth of fiscal year 2015 was 824, an increase of 0%
from the prior fiscal year Also, durng the firstmonth of fiscal yeaR015 the average number
of rooms available irourist hotels increased by 4.1% to 12,568ms compared to the same
period of fiscal yea2014

In terms of employmengccording to the Payroll Survey, employment in thisure ad
hospitality sector was 76,788r fiscal year2013 an increase 05.5% over employment for
fiscal year2012 which is a larger incremetttan the average growthte observed fahe burist
hotel registrations (4%8) during that same yeaiFor fiscal year2014 employment in this stor
increased by 3.8% to 79,6@2mpared to the prior fiscal yeargrowth rate considerably higher
than the increase observed in touhistel registrations during that same periddwever for the
first threemonths of fiscal year2015 the leisure and hospitality sector employmaweraged
79,800 employees, an increase oP2.8ompared to the same period for the prior yaarowth
rate considerably lower than the average increase of 9.2% observed duri2§1ilyhe first
month of registrations in tourist hotels for fiscal year 2015

San Juan is the largest homeport for cruise ships in the Caribbean and one of the largest
homeports for cruise ships in the worlBuring fiscal year 204, the number of cruise passenger
movementand trigs increased byl6.3%6 and10.6%, respectively. Also, during the first two
months of fiscal year 2015, the number of cruise passenger movement and trips increased by
34.4% and 36.8%, respectively.
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Commonwealth of Puerto Rico
Tourism Data®
Number of Visitors
(in thousands)

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

2010 & T 1,3428 1,496.9 2,3734 5,2131
2000 i 1,2777 1,2320 1,9055 4,4153
2010 i 1,3494 1,1935 1,836.2 4,3792
2010 .o 1,4085 1,1658 1,639.4 4,2137
2012 .. 1,508.0 1,127.8 1,561.1 4,1969
2013%. . 1,586.1 1,038.0 1,613.6 4,237.7

Total Visitorsdéd Expenditures
(in millions)

Fiscal Years Ended June 30, Tourist Hotels® Excursionist<® Other® Total

2008 ... $1,526.3 $194.3 $1,814.3 $3,535.0
200 e $1,464.4 $173.7 $1,537.7 $3,175.8
2010 i $1,541.8 $171.4 $1,497.5 $3,210.7
2010 e $1,618.9 $169.3 $1,3545 $3,142.8
2012 e $1,706.9 $167.7 $1,318.3 $3,192.9
2013%) e $1,811.8 $156.0 $1,365.8 $3,333.5

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

@ Includes visitors in guesthouses.

@ Includescruise ship visitors and transient military personnel.

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

®  preliminary.

Sources:Puerto Rico Tourism Company and the Planning Board

The Commonwealth, through the Puerto Ricon@ntion Center District Authority
( A P RODma® developed the largest convamtcenter in the Caribbean, which ke
centerpiece of a 168cre private development that includes hotels, restaurants, office space, and
housing. The conveion center district is being developed at a total cost of $1.3 billion in a
public/ private partnership effort to I mprove
and grouptravel segments. The convention center opened on Novdip2005 andsince its
inauguration, the facility has hosted more than 1,000 events accounting for more than 1 million
attendees. A 50fbom hotel located next to the convention center commenced operations in
November of 2009.

The PRCDA also owns an 18,59@rson cpacity multipurpose arena, known as the José
Miguel Agrelot Coliseum, located in San Juan, Puerto Rico. The coliseum was inaugurated in
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2004 and has hosted more than 2.5 million people attending over 400calblel events. The
venue has received numeu s awar ds i ncluding fABest Il nterna
from Pollstar magazine in 2005.

Government

The government sector of Puerto Rico plays an important role in the economy. It
promoted the transformation of Puerto Rico from an agriculecahomy to an industrial one
during the second half of the P0century, providing the basic infrastructure and services
necessary fothe modernization of Puerto Rico

In fiscal year 203 the government (federal, state and lodgadjustrial sectomccouned
for $82 billion, or 80%, of Puerto Rico0s gross domestic
significant employer, employing41,600workers tederal,state and local), 026.1% of total,
nonfarm, payroll employment in fiscal ye@014 Government employment has decreased
significantly, however, in recent yealts. fiscal year 2009federal,state andocal government
employment average®00,700 From fiscal year 2009 to fiscal year 2014, employment
reductions have been of 1,300 job8.§%) in the federal government, 47,300s (-21.7%)in
the state government (including public corporations) &8@00 jobs (-15.5%) in municipal
government. During the firghree months of fiscal year 2015government employment has
decreased fumer toa total amount of 237,700, or by %Zompared to the same period from the
previous fiscal year.The reductions haveccurred, for the most part, in the state and municipal
government employment sectors and are related to the recent changes to thee&mploy
Retirement System which prompted the voluntary departure of employees which qualified for
retirement but were still employed.

Transportation

Thirty-four shipping lines offer regular ocean freigarvice to eighty United Statesd
foreign ports. Sa Juan is the islandds | eading seapor
other locations in Puerto Rico includinérecibo, Culebra, Fajardo, Guayama, Guayanilla,
Mayaguez, Ponce, Vieques, and Yabuéba.er t o Ri co06s ai r m&ardlinaf aci | i
San Juan, Ponce, Mayaguez, Aguadilla, Arecibo, Ceiba, Vieques, Culeatilas and
Humacao.

Luis Mufioz Marin International Airport in the San Juan metropolitan area is currently
served by 24 domestic and international aidin@he Airportreceives over &illion passengers
per year, making it the busiest airport in the Caribbean. At present, there is daily direct service
between San Juan and Atlanta, Baltimore, Boston, Chicago, Dallas, Miami, New York, Orlando,
Philadelphia, and numerousher destinations within thenited Statesnainland. San Juan has
also become a hub for int@aribbean service While the main hubs in th&nited States
mainland serve as the gateway from San Juan to most international destinations, Latin American
desthations are also served through Panama City, Panama, with connections to Central and
South AmericaOn February 27, 2013, the Puerto Rico Ports Authority entered into a long term
lease of the Luis Munoz Marin International Airport with Aerostar HoldingsQ. ( ifAer ost ar
pursuant to a publiprivate partnership transaction. It is estimated that Aerostar will invest $1.4
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billion in the Airport during the life of the lease, including a commitment to invest approximately
$267 million in immediate improvemenrasid comply with worleclass operating standards.

Rafael Herandez Airport in Aguadillas served by JetBlue and Spigihd has regularly
scheduled service to and from Fort Lauder dal e
Mercedita Airportis served by JetBluand has regularly scheduled service to and from New
York and Orlando. Both of these airports also have scheduled service to other Caribbean islands.
Smaller regional airports serve inisdand traffic. Cargo operations are serbgdboth Federal
Express and United Parcel Service (UPS) at the airports in San Juan and Aguadilla.

On April 10, 2014, the Ports Authority and PRIDCO signed a-teny lease agreement
with Lufthansa Techni k Puerto Rildease framitl@ ( AL T
Ports Authority certain areas of the Rafael Hernandez Airport in Aguadilla, where LTPR will
establish an aircraft maintenance, repair and overhaul operation. In addition to establishing
Puerto Rico as a hub for this type of operations fécility is expected to become a key driver of
economic development and increased tax revenues for the Commonwealth.

Puerto Ricods major cities are connected
December 31, 2013, totaled approximately 4,643 miftes 22,740 miles of local streets and
adjacent roadsThe highway system comprises 392 miles of primary system highways, which
are the more important interregional traffic routes and includ®®BRRPR22, PR53, PR66 and
PR-20 toll highways, 233 miles gbrimary urban system highways, 959 miles of secondary
system highways serving the needs of mnégional and intemunicipal traffic and 3,057 miles
of tertiary highways and roads serving local, itranicipal traffic. The PR22 and PR5 toll
highways & currently operated by a private company pursuant to a Concession Agreement
between the Puerto Rico Highways and Tpamtation Authority, the PPRAuthority and
Autopistas Metropolitanas de Puerto Rico, an affiliate of Abertis and Goldman Sachs.

The Pot of the Americass a deep draft container terminal under development on the
south coast of Puerto Rico in the City of Pon
by population. Managed by thieonce Port Authoritythe terminal can handle comntarized
import/export and transshipment cargo. The first phase of the port development was completed
in 2004 while thesecond phase, which included the construction of a container yard with
capacity forup to 250,000 TwentfFoot Equivalent Units per yeanas completed during the
first quarter of calendar year 2009. A third development phase is still pendingh would
result in an annual terminal processing capacity of up to 500,000 T"WeatyEquivalent Units
and includethe installation othe basicinfrastructure required to develop an industrial value
added zone on land adjacent to the Pdrt. December of 2013, legislation was enacted to
authorize the selection of an international level ports operator and an administrator for the
adjacent valuedded zone. These measures are aimed at completing the remaining infrastructure
required for the project to become operational in the near future.

Construction

Although the construction industry represents a relatively small segment of the economy
compaed to other sectors, it can makgnificant contributions to the growth of economic
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activity due to its multiplier effect on the whole economy. From its peak in fiscal year 2000 to
fiscal year2013, real construction investment declined at an averageahmate of6.0%.
Construction investment started to decrease significantly in fiscal year 2005, as a consequence of
therecessionargconomic conditions in Puerto Rico. During the tasfiscal years (from fiscal

year 2007 ta2013) real constructionnvestment decreased at an average annual rate6f

The Planning Board forecastsdacrease in construction investment1df.4 and 14.% in real

terms for fiscal year 24, and 2Q5.

Public investment has been an important component of construction investment. During
fiscal year2013, approximately54.42% of the total investment in construction was related to
public projects, which represents an increase in its share of total capstructestment
compared to 37.9% in fiscal year 2000. Public investment in construction has been negatively
affected by the Commonweal thoés fiscal di fficu
still suffering from the credit conditions that pedled during the last decade. Public investment
was primarily in housing, schools, water projects, and other public infrastructure projeets.
end of federal ARRA funds also negatively affected public investment in construction during
fiscal year 2014.

During fiscal year 2014, the number of construction permits decreased by 18.6%, while
the total value of construction permits decreased by 13.8% when compared to fiscal year 2013.
During the first two months of fiscal year 2015, the number of construpgrmits decreased by
9.6%, while the total value of construction permits increased by 10.1% compared to the same
period of fiscal year 2014. Cement sales, on the other hand, have decreased every year since
2009 except 2012. In fiscal year 2014, cemsates decreased by 13.0% when compared to
2013. During the first three months of fiscal year 2015, cement sales have decreased by 13.2%,
when compared to the same period in fiscal year 2014.

Average payroll employment in the construction sector duringcplfiyear2014 was
29,742 a reductiorof 11.9%from fiscal year2013 During the first three monthsf fiscal year
2015 payroll employment in the construction seaweraged 31,000 jobs, a significant increase
of 7.9%when compared tthe same period ifiscal year2014

Agriculture

Agricul ture production represents |l ess tha
During fiscal year2012 gross income from agriculture wag88.5 million at current prices,
which diminished slightly by 0.7%as compared with fiscal ye@011 In terms of gross
domestic product, agriculture generated a level of productio@X®.6million at current prices
in fiscal year2013 a decrease of0.7% compared to fiscal yea2012 According to the
Household Survey, the number of people employed in this sector has remained stable during the
past four years, at close to 17,000 employees.

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

Policy changes have been implemented to promote employment and income generated by
the agricultural sector. The policy initiatives include a restructuring of the Depdrtaf
Agriculture, an increase in government purchases of local agricultural products, new programs
geared towards increasing the production and sales of agricultural products, and a new system of
agricultural credits and subsidies for new proje€tse Department of Agriculture and related
agencies have directed their efforts at increasing and improving local agricultural production,
and stimulating the consumption of locally produced agricultural products.

Higher Education

During the six decades from 3@ to 2010, Puerto Rico made significant advances in the
field of education, particularly at the college and gradsatmol level. The transformation of
Puerto Rico during the 1950s and 1960s from an agricultural economy to an industrial economy
broughtabout 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 sidhificahis 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, enrollments in institutions of
higher learning rose very rapidly due to growthhe collegeage population, and the increasing
percentage of college attendance by such population. During the 1990s and into the current
decade, college attendance and college attendance as a percentage of thagmipegelation
continued to increas although the collegage population has declined since 2000.

The following table presents comparative trend data for Puerto Rico and the United

States mainland with respect to collexge population and the percentage of such population
attending instutions of higher learning.
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Commonwealth of Puerto Rico
Trend in College Enrollment

Commonwealth of Puerto Rico

United States Mainland

Population Higher Population Higher
Academic 1824 Years Education 1824 Years Education

Year of Age Enrollment Percent? of Age Enrollment Percent?

1970 341,448 57,340 16.8% 23,714,008 8,580,887 36.2%
1980 397,83% 130,105 32.7% 30,022,008 12,096,895 40.3%
1990 417,636 156,147 37.4% 26,961,008/ 13,818,637 51.3%
2000 428,894? 176,015 41.0% 27,141,156 14,791,224 54.5%
2001 430,88¢ 184,126 42.7% 27,992,659 15,312,289 54.7%
2002 428,06%” 190,776 44.6% 28,480,708 15,927,987 55.9%
2003 423,338 199,842 47.2% 28,916,746 16,611,711 57.4%
2004 417,148 206,791 49.6% 29,302,178 16,911,481 57.7%
2005 408,044 208,032 51.0% 29,441,546 17,272,044 58.7%
2006 398,586° 209,547 52.6% 29,602,838 17,487,475 59.1%
2007 389,64 225,402 57.8% 29,808,025 17,758,870 59.6%
2008 384,758 227,546 59.1% 30,194,274 18,248,128 60.4%
2009 379,506 235,618 62.1% 30,530,346 19,102,814 62.6%
2010 375,14%) 249,372 66.5% 30,672,088 20,427,711 66.6%
2011 375,754 250,192 66.6% 31,068,027 21,016,126 67.6%
2012 374,595 250,011 66.7% 31,353,406 20,994,113 67.0%
2013 371,668 245,495 66.1% 31,457,659 20,642,819 65.6%

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

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

The University of Puerto Rico, the only public university in Puerto Rico, has eleven
campuses | ocated throughout the island.
20142015 was approximately 57,800 studenBommonwealth appropriations afree principal
source of University revenues. The amount of the annual appropriation is based on a statutory
formula, and equal® . 6 0 % o f the Commonwealthdéds average
sources (subject to certain exceptions) for each of the teal fiears immediately preceding the
current fiscal year.Additional revenues are derived from tuition, student fees, auxiliary
enterprises, interest income, federal grants, and other souficése Uni versityos
improvements have been financed malmyrevenue bonds.

The

In addition to the University of Puerto Rico, there are 40 public and private institutions of
higher education located in Puerto Rico. Such institutions had an enroliment during academic
year 20122013 of approximately 188,607 studemind provide programs of study in liberal arts,
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 doctoraldvels.
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Institutions providing education in Puerto Rico must satisfy state licensing requirements
to operate. Also, the vast majority of educational institutions are accrediteaited States
Department of Educatierecognized accrediting entities.

Tax and Other Economic Development Initiatives

Since 2013, the Commonweal thdés economic d
comprehensive outreach strategy in ordbeg to d
strategies such as Aerospace ahkeronatics, and leverage its human capital and fiscal
autonomy to attract new investment opportunit

manufacturing core while it transitions its economic ecosystem into a regional service and high
tech industrial actities hub.

Summarized below are certain tax and other incentive programs desigmedtute the
development of the manufactugirserviceand tourisnmsectos in Puerto Rico

Industrial Incentives Program

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

The benefits provided by the Economic Incentives Act are available to new companies as
well as companies currently conductirax-exempt operations in Puerto Rico that choose to
renegotiate their existing tax exemption gsanéxpand current operations or commence
operating a new eligible business. The activities eligible for tax exemption under the Economic
Incentives Act includ manufacturingand laboratories for research and developmant
originally included certain designated services performed for markets outside Puerto Rico
(including the United States), the production of energy from local renewable sources for
consumptio in Ruerto Rico The Economic Incentives Act expands the definitiorelafible
businesdrom that included in ActNo. 135 of Decembeg 1997, as amended (
| ncent i)vensluddausters and supply o

Companies qualifying under the Economic Incergifet 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% uanithlaolding rate of 2% on
royalty payments. Special rates apply to projects located in low andewaopment zones (an
income tax reduction of 0.5%), certain local projects (an income tax rate as low as 3%), certain
small and mediunrsized businessearf income tax rate as low as 1%) 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
Economc Incentives Act grants 90% 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 taxasd sales and use taxeith respect tahe acquisition of
raw materials and certain machinery and equipment used in the exempt activities.
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The Economic Incentives Act is designed to stimulate employment and productivity,
research and development, capital investment, reduction in the cosergfyeand 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. In addition, passive
income derived by exented businesses from the investment 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 ®f share
or substantially all the asset§ an exempted business during the exemption period that is
otherwise subject to Puerto Rico income tax would be subject to a special Puerto Rico income
tax rate of 4%.

The Economic Incentives Act, like the 1998 Tax Irtoars Act, also provides investors
that acquire an exempted business that is in the process of closing its operations in Puerto Rico a
50% credit I n connection with the opesatohal pur ch
assets.

Individual InvestorsAct

In January of 2012, the Legislative Assembly of Puerto Rico approved Act No22012
also known as the Act to Promote the Relocation of Individual Investors to Puerto Rico (the
Alndividual Investors Agt The Individual Investors Act seeks to attraew residents to Puerto
Rico by providing total exemption from Puerto Rico income taxes on passive income realized or
accrued after such individuals become bona fide residents of Puerto TRieolndividual
Investors Act applies to any individual invessthat becomes Ruerto Rico residerdn or before
the taxable year ending on December 31, 2083ided thasuch individual was not a resident
of Puerto Ricoat any time during the year period preceding the effective date of the
Individual InvestorsAct. This relocation is expected to result in new local investments in real
estate, services, and other consumption products, and in dapetalons tothe Puerto Rico
banking sector, all of which would stimulatee economyf Puerto Rico.

Over 260Individual Investors Actax grantshave been grantesince 2012, of which
90% have also establishegrvice operations in Puerto Rico under the Export Services Act,
discussed below.

Export Services Act

In January of 2012 the Commonwealth enacted Act206220, also known as the Act
to Promote the EXxpo Expert Sewices Acf) , S emhviicche ss u(ptehres
provisions of the Economic Incentives Act that provide benefits to designated services performed
for markets outside of Puerto Ricbhe Export Services Actseeksto establish and develop in
Puerto Rico an international export services center. Thisesitsto encouragdocal service
providersto expandheir services tpersons outsidef Puerto Rico promote the development of
new busnesses in Puerto Rico astimulatethe inbound transfer dbreign service providerso
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Puerto RicoThe ExportServices Actilso createa special fund for the continuous development
of new tax incentives that will promote export services anagt@blishment of new businesses
in Puerto RicoThe Export Services Act applies with respect to any entity witbre fideoffice

or establishment located in Puerto Rico that is or may be engageeligible service Service
providers operating undex tax exemption decreeissued under th&xport Services Actill
enjoy various Puerto Ricdax incentives during the term of sudecree, such as 4% flat
income tax rat®n export services income and 100%-¢xemptdividenddistributions.

Over 250 Expat Services Acttax grant applicationdave been evaluatefbr the
establishment of new export s@es operations in Puerto Rico within the following industries:
centralized mnagemeinservices and shared services; information technologgncial ®rvices;
advertising and publicetations; angrofessional ervices. As of September 30, 2014, 170 cases
had been approved under the Export Services Act.

Green Energy Incentives Program

In July of 2010 the Legislative Assembly enacted Act No-2830, also known as the
AGr een Energyo,l ntcenteincesir &Ageé¢ t he producti on
commercial scale. The activities eligible for tax exemption under the Green Energy Incentives
Act include businesses engaged in the production and sale of green energy on a commercial scale
for consumption in Puerto Rico, a producer of green energy, the assembly and installation of
machinery and equipment for the production of green energy, andasiag of property used
for the production of green energy (not including financing leases).

Companies qualifying under tl@&reen Energyncentives Act can avail themselves of the
following tax benefits:a preferentialincome tax rate of 4%n income deved from eligible
activities and a withholding tax rate of 12% on royalty paymetitense fees and rental
payments to noiPuerto Rico resident companieB addition,the Green Energincentives Act
grantsa 90% exemption from property taxes,100% eemption from municipal license taxes
during the first three semesters of operations and at least 60% thereaftef,C3d exemption
from excise taxesand sale and use taxesth respect to the acquisition of raw materials and
certain machinery and egument used in the exempt activitids. order to enjoy these tax
benefits, an eligible business must request and obtain a grant of tax exemption, which is a
contract between the Commonwealth and the exempt business, and has a term of 25 years.

Under theGreen Energyincentives Act, companies can repatriate or distribute their
earnings angbrofits derived from the eligible activitiesee of Puerto Ricancometaxes. Gain
from the sale or exchange of shapesubstantially all the assaifan exempted kainess 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 Green Energy legislaticsso provides incentives for the construction and use of
renewable energgources, and creates a Green Energy Fund through which the Commonwealth
will co-invest $290 million in renewable energy projects over the next ten years. These
initiatives are intended to address energy prices in Puerto Rico and provide a means fogattract
investment in the energy sectdie fund will provide reimbursements for the installation of
renewable energy generating equipment of up to 40% for residential and small businesses, and
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up to 50% for medium sized businesses and industries. This fumdliiative will also provide
access to Renewabl e Energy Certificates (AREC
a utility scale level. A REC is a personal asset that is marketable and negotiable. It can be
bought, sold, assigned, and transddribetween individuals for any lawful purpose, and as a

whole, indivisible asset, it is equivalent to one Megaatir of electricity generated by a

source of sustainable or alternative renewable energy.

During fiscal years 2012 and 2013, 370 renewablergy projects were approved, of
which 90 projects were completed. Between July and September of 2013, 62 projects were
completed with Green Energy Fund incentives, representing an investment of more than $11
million and the creation of approximately 108ofessional and technical jobs in the areas of
design and construction.

Tourism Incentives Program

For many years, Puerto Rico has enacted incentives laws designed to stimulate
investment in hotel operations on the islanthe Puerto Rico Tourism Devg@ment Actof
2010( t h e i Devalopmestrc ) poovides partial exemptions from income, property, and
municipal license taxes for a period of ten years. The ToubeuelopmentAct also provides
certain tax credits for qualifying investments in tourism activities, including hotel and-condo
hotel development projects. The TourifravelopmentAct provides further tourism incentives
by granting tax exemption on interest incqorfees and other chargesceivedwith respect to
bonds, notes, or other obligations issued by tourism businesses for the development,
construction, rehabilitation, or improvements of tourism projects

As part of the incentives to promote the tourism industry, in 1993 the Commonwealth
established he Puert o Rico Tour i s @&s aBebsikaryoipGbB with Fund
the authority tanake investments in or provide financifguarantees or loansd corporate
entities thatdevelop hotel and related hospitality projectds of July 31, 2014 TDF has
provided direct loans and guaranteed loans and bonds in the aggregate amount of approximately
$16 billion for 29 tourism projects representingd68 new hotel rooms with a total investment
of approximately $2.5 billion.

More recently,h e Commonweal th has focused its effc
and maritime access given its importance for both tourism and trade growth and in the launching
of its new destination advertising campaign. Recent developments include:

1 Southwest Airlines entered the Puerto Rico market, substituting its subsidiary AirTran
with routes to Baltimore, Atlanta, Fort Lauderdale, Tampa and Orlando. The entry of
Southwest reulted in an upgrade of aircraft, generating 33% more passengers during
20132014.

9 Avianca Airlines, a Colombian flagarrier began flying from Bogota to San Juan three
times a week and an economic impact of $150 million is expected during its firstfyear
operation. Based on the success of this route and the recent opening of the
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Commonweal thdéds Office in Col ombia, a fourt
month, with a fifth one expected by December 2014.

1 Air Europa, a Spanish flagarrier with presence in many important cities in Europe,
began flying from Madrid to San Juan two times a week in May 2014.

T JetBlue | aunched a direct nonstop service
( ORD) t o San Juanods Lui s Mu  o(@z i LNVBVIO2?) n lwrh:
represents 150 available seats daily with an economic impact of over $40 million
annually to the Puerto Rico economy.

1 The move of Seabourne Airlines headquarters to Puerto Rico is expected to create 400
new jobs in addition to the relaton of its headquarters. Seaborne has started service
from LMM to La Romana, Dominican Republic. Additional routes have started in 2014,
including to St. Kitts and Nevis, Punta Cana (Dominican Republic) and St. Maarten.

1 Cruise ship traffic was projeateto increase 14% in fiscal year 2014 (1,181,594
passengers). For fiscal year 2015, an additional 20% is currently projected in cruise
passengers (1,412,376). This increase is p
the Seas use of San Juan asygarround homeport, and to increased transit calls from
Carnival, Royal Caribbean and Celebrity Cruise Lines. Additionally, MSC Cruises has
increased visits to the Island and Princess Cruise will restart visits to San Juan in early
summer 2014, while Bney will homeport in San Juan during S€ut 2014.

1 $7 million in improvements at Pier 3 of the San Juan Harbor will soon be completed
which will make it possible to accommodate the very large Quantum of the Seas and
even larger Oasislass vessels.

1 Over 6,500 new rooms in financial, permits or construction phases. The construction of
these new rooms is expected to create approximately 2,661 jobs.

1 Five new hotels opened during fiscal year 2014, increasing the amount of available rooms
to 14,700. Thaew hotels include the return of Hyétbtelsto Puerto Rico withwo new
AHyatt Pl aceo hotels that opened in Decemb
Houseo that opened in October of 2014 | oca

1 Establishrent of the Bed & Breakfast Program in order to promote the creation of small
businesses. The first official B&B, Casa Sol in Old San Juan, was inaugurated in 2013.
Many more are being evaluated to be integrated in the program.

Manufacturing and Knowledge Services

The Commonweal t hds recent outreach i ni ti
developments:
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1 Lufthansai Center for Aircraft Maintenance, Repairs and Overhaul (MRO) will soon
commence construction with $56 millionvestment. This new project is expected to
create 400 jobs and will drive additional growth to the aerospace cluster.

1 Honeywell- New hightech laboratory for aerospace activities is under construction with
$35 million investment and 300 job potential.

1 Actavis- Commitment of 300 new jobs from the expansion of a generic and specialty
pharmaceutical manufacturer.

1 Over 13,000 jobs committed since January 2013 in the aggregate, related to different
manufacturing sectors, including biopharma, medical deyvigeswledge services,
aerospace electronics and information technoloQut of those jobs committed, more
than 5,000 have been created already.

International Finance Center

Act No. 273 ofR02@d2, (AdAAsb RNBwn asCeritehe il

n

Regul atory Act o, provides tax exemption to b

Rico. To qualify for such benefits, a business needs to become an International Financial Entity

1
L

(Al FEO) by applying for img apag exemption deorge. THec e n c ¢

International Financial Center has experienced strong growth since 2013 witipesating
licenses approved in 2013 and eight ngyeiating licenses approvad 2014. As of June 30,
2014, International Financial Entities had $267,479,000 in Total Assets.

International Insurance Center

Act No. 399 of2004 ( A Ac t-2 0DAND ) , p r oRicoO withsa cdMmpeditivé o
environment, within which insurers and reinsurers canrcosks outside of Puerto Riamder a
secure and flexible regulatory framework with attractive tax benefitternational insurance
entities have various alternative ways orgarize and operate within the Puerto Rico
International Insurance CenterfThese options include operating as an international insurance
holding company, an international insurer or a branch of an international insurer, as well as
managing protectedell arrangements under a tax efficient framework. Most recently, Act 39
2014 was enacted to set the guidelines for the assumption of domestic risks, regulate third party
risks assumptions by captives, and facilitates the organization of insurance sededties
programs (ILS/CAT Bonds).

Promotional efforts and direct approashoinsurance carriers and underwriters, captive
managers and related advisors have resulted in: (i) 12 authorized insurance companies; (ii) over
180 approved protected cell arrangemeatsl segregated asset plans; and (iii) total premium
income & $149 million for 2013 (more than twidhe $66 million in premium income for 2012).
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Infrastructure investments

On February 5, 2014, the Governor annodnitet his administration will accelerate the
infrastructure investment plan by pursuing $800 million in infrastructure investments, including
public-private partnerships, that have been identified and by accelerating agency reviews of
infrastructure inveasnent plans.

Treatment of Puerto Rico Corporations under the U.S. Cedgontrolled Foreign
Corporations

As a result of the modification and phas# of the federal tax incentives under
Section936 of the U.S. Code, many corporations previously opgydtiereunder reorganized
their operations in Puerto Rico to become controlled foreggporationd i C F).CASGFC is a
corporation that is organized outside the United States (including, for these purposes, in Puerto
Rico) and is controlled by United States shareholders. In general, a CFC may defer the payment
of federal income taxes on its trade or busirieseme until such income is repatriated to the
United States in the form of dividends or through investments in certain United States properties.
Most of the major pharmaceutical, instrument and electronics manufacturing companies in
Puerto Ricdhave conerted part or all of their operations to CFCs

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
(ASe®BbokLor p.olnmany casess they are allowed to attribute a larger share of this
income to their Puerto Rico operation but mu
i nc o me 0 Unitenl Statéméfiliates. Section 936 Corpations were exempted from Puerto
Rico withholding taxes on any cesharing payments they might have opted to make, but CFCs
are subject to a 15% Puerto Rico \itfding tax on royalty payments, unless they have a
renegotiated Puerto Rico tax grant issuader the Economic Incentives Act, in which case this
withholding tax could be lowered to 2% or 12%.

In May 2009, the United States Treasury Department announced proposed changes to the
U.S. Code that include, among others, changes to remove incemtiveshifting jobs
overseas. The Ways and Means Committee of the House of Representatives has also held recent
hearings and released a tax policy white paper that puts forth certain proposed changes to the
U.S. Code to combat base erosion and profit islgifoy U.S. and foreign multinational
corporations.While these initiatives are not directed at Puerto Rico, several of them could affect
CFCs operating in Puerto RicdAs of this date, no legislation has been approved by either
House of Congress of thénited Stateslt is not possible at this time to determine the legislative
changes that may be made to the U.S. Code, or their effect on thtetongutlook on the
economy of Puerto RicoThe Commonwealth is developing policy responses to the United
States government to seek to safeguard Puerto Rico's economic growth and development plans.
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DEBT
Public Sector Debt

Public sector debt comprises bonds and notes of the Commonwealth, its municipalities
and publ i c c oo passiaths section referd to cettaindypes of-bonded debt
regardless of maturity), subject to the exclusions described below.

Section 8 of Article VI of the Commonwealth Constitution provides that public debt of the
Commonwealth wilconstitute a firsclaim on available Commonwealth resourdes. purposs
of the Constitution,fi pblic debd includes only general obligation bonds and notes of the
Commonwealthio which the full faith, credit and taxing power of the Commonwealth are pledged
and, according to opinions rendered by the Attorney General of the Commonwealtanylso
payments required to be made by @mmmonwealth on accounf bonds and nes issud by its
public instrunentalitiesand guaranteed by the CommonweaPRblic debtdoes not include
other obligations othe Commonwealth or obligatiorsf public instrumentalities that are not
guaranteed by the Commonwealfs explained below, the portioof the Sales and Use Tax
allocated to COFINA is not onsi der ed Afavail abl e Commonwe a
Constitution.

Section 2 of Article VI of the Constitution of the Commonwealth provides that direct
obligations of the Commonwealth evidenced bl flaith and credit bonds or notes shall not be
issued if the amount of the principal, @ind interest onsuch bonds and notes and on all such
bonds and notes theretofore issued that is payable in any fiscal year, together with any amount
paid by the Commnwealth 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 Commonweakhatean and deposited mthe
treasury (hereinaftein i nt er nal) rnemvdrheeds wo fi scal years pr
proposed issuancelnternal revenues consist principally of income taxes, property taxes, sales
and usdaxes and excisaxes.

Section 2 of Article VI does not limit the amount of debt that the Commonwealth may
guarantee so long as the 15% limitation is not exceeded through payments by the
Commonwealth on such guaranteed deBs stated aboveannual debt service payments
bonds guaranteed by the Commonwealth are not included in the calculation of the 15% debt
limitation unless thaéssuers okuchguaranteed bonds are unable to mstkeh payments arttie
Commonwealths required to make such payments under its guaramagang fiscal year 2014,
the Commonwealth made debt servigments of $18.willion on account of delguaranteed
by the Commonwealth (which were thends issued by the Port of the Americas Authority held
by GDB).

Certain revenues, such as federatigx taxes on offshore shipments of alcoholic
beverages and tobacco products and customs duties, which are collected by the United States
Government and returned to tleeasury Departmengnd motor vehicle fuel taxes, crude oll
and derivative products eise taxes and license feeshich arecurrently allocated to the
Highway and Transportation Authority, are not included as internal revenues for the purpose of
calculating the debt limit, although they may be available for the payment of debt service. In

86



addition, the portion of th8ales and Use Taadlocated to COFINA is not included as internal
revenuessincethe legislationthat creaed COFINA transfered ownership of suclportion of the

Sales and Use Tavo COFINA and provide that such portiorwasno t favail able re
under the Constitutional provisions relatingut faith and credit bnds.

As of July 31, 2014 f ut ur e maxi mum annual debt ser vi
outstanding generalbligation debt is $1.16Billion in the fiscal year endinggn June30, 2016
(based on the assumptitdmat$1267 million principal amounof CPFbasedvariablerate bonds
issuedbear interesat the maximum rate df2% per annuim This amounplusthe amount paid
by the Commonwealth in fiscalegr 204 on account of bonds or notes guaranteed by the
Commonwealth ($8.7 million) totals $1.181 hillion, which is equal tol13.8% of $,552 Hllion,
which is the average of the adjusted internal revenues for the fiscal years endad, ROB
and 204.

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, is generally supported by the revenues of suchatorgofrom rates
charged for services or productslowever, certain debt of public corporations is supported, in
whole or in part, directly or indirectly, by Commonwealth appropriations or taxes.

Direct debt of the Commonwealifother than refunding bond$3 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
corporations is issueith 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 tableon the following pageresents a summary of the debt of @@mnmonwealth
and its instrumentalities outstanding asJafy 31 2014. This table includes debt primarily
payable from Commonwealth or municipal taxes, Commonwealth appropriations, and rates
charged byCommonwealth publignstrumentalities for servicesr @roducts, as well as debt
payable from other sources, some of which is set forth in footnote 6 below. Excluded from the
table is debt that, if included, would result in double counting, including but not limited to $793
million of outstanding bonds ised by Puerto Rico Municipal Finance Agency to finance its
purchase of bonds issued by Puerto Rico municipalities, as well@kiion of GDB noteghat
areoutstanding not guaranteed by the Commonwealth.

No deductions have been made in the table offotteving page for deposits on hand in
debtservice funds and debt servi@serve funds. This tabénd the amounts shown throughout
this section as representing outstanding debt include outstanding capital appreciation bonds at
their respective origingrincipal amounts and do not include any accretion thereon.
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Commonwealth of Puerto Rico
Public Sector Debt
(in millions)

Goodfaith and credit bondand notesssued by the Commonwealth
Bonds and notes guaranteedtbjn e  C 0 mmo gooddaitHarnd lerédi?
SUBTOTAL - GOODFAITH AND CREDIT BONDS AND NOTES

Debt supported by Commonwealth appropriations or taxes
Tax and Revenue Anticipation Notés
SUBTOTAL - DEBT PAYABLE FROMGENERAL FUND

Bonds and notes payable from salesl usdax revenues (COFINA)
Debt issued bthe Commonwealth and itisstrumentalities

Debt issued by municipalities

Pension Funding Bonds (payable from emplagntributions to ERSY
Other limited obligation debt and neacourse det?

SUBTOTAL - OTHER PUBLIC SECTOR DEBT

TOTAL PUBLIC SECTOR DEBT

Totals may not add due to rounding.

July 31, 2014

$13,0206Y
5,536
18,556

3,049
500
$23,005

$15,224
24,266
3,954
2,948
2,088
48,430

$71,435

@ Includes approximately $113.5million of debt issued by the Treasury DepartmémtGDB which is secured by a pledge of the
Commonweal t héds g o oidexpeetad tolbe rapaid witle reveries of the E€anmonweaffoceeds of a future bond issue.
Thisdebt had been pr e Ddbtdssued by thé Gororhoowkathl andiits shstrumerflitte | n c | u d million debts o

from General Services Administration line of credit.

$28.5

@ Consists of $68nillion of bonds issued bfPuerto Rico AqueducaindSe wer Aut hor i t ymilfoi 6 RueSoARc) Ste $ 4 8 3
Revolving Fund loans made to PRASder various federal water law$226.7 million of bonds issued bthe POA (which are held by

GDB), and $4.144illion of PBA bonds. Excludes (in ordera avoid double counting) $267 million of GDB bonds payable from available
moneys of GDB and $110 million of GDB senior guaranteed notes Series 2013B, the proceeds of which have been prindipdilipdised

loans to the Commonwealtimstrumentalitiesageacies and municipalities, which loans are included in the talifee corresponding line

®  Represents bonds and notes payable from the Commonwealth General Fund and Public Improvemierulesi$1.090 billion of bonds
issued by the Rlic Finarce Corporation, $2.108illion of appropriation debt notes issued by thstrumentalitiesand agencie§ncluding
$64.7million of notes issued by PBA$719.8million of notes issued by the Treasury Departnsoth debt is excluded from the Public
Corporations Debt Tablgnd $37.1 million of bonds issued by the Mental Health andAdhdiiction Services Administration.

@ Consists of $80 million in revolving notes purchased by GDB.

®  Excludes (in ordeto avoid double counting) $4illion of notes issued by GDB, the proceeds of which have been principally used to fund
loans to the Commonwealtmstrumentalitiesagencies and municipalities, which loans are included in theitatite corresponding line

and excludes a note for $64llion of PBA. Includes $10.6million in notesissued by PBA

© Represents Senior Pension Funding Bonds, Series A, B, and C issued by the Employees Retirement System, which ardypfrgable sole
employer contributionsnade to the Employees Retirement System by the Commonwealth and its instrumentalities iaffearice of the
bonds. The Commonwealth does not guarantee such bonds. Employer contributions made to the Employees Retirement 8ystem by th
central governmdnand its agencies and therefore payable from the General Fund currently represent approximately 59% of such total
employer contributions. The balance of these contributions is made ingthenentalitiesand the municipalities.
bonds, which are payab
tobacco litigation settlement; ($1511 million of Housing Finance Authority bonds, which are payable from Puerto Rico Housing

™ Includes the followig: )$ 1. 2 billion of Childrenés Trust

Admini strati onds annual all ocation of Publ i c

Housing Capimeml

( A HUD o $307.8(miillioni of Capital Fund Modernization Program Subordinate Bonds, Series 2008 issued by the PuerodRico H
Finance Authority and payable primarily from federal housing assistance paymetgsawadable by HUD; (iv$136.1million of Special
Facilities Revenue Bonds issued by the Highways Authasibich are payable from net toll revenues collected fileenTeodoro Moscoso
Bridge; (v)$155 million of Special Facilities Bonds issued by the Puerto Rico Ports Authority, which are solely payable from thef pledge
certain payments made by a private corporation under a spegiiles agreement; (vi$68.7 million of Educational Facilities Revenue
Bonds, 2000 Series A (University Plaza Project) issued by Industrial, Tourist, Educational, Medical and Environmentafaciities!
Financing Authority (AAFI CAO0), w h the Univeasityef Ppeatgy Rich; lared (vipproximatelye$n8t
million of bonds issued by AFICA to finance the construction of various government infrastructure projects, which arefrpayable

payments made by various government entities.

Source: Government Development Bank

Funds

payment
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The following table sets forth (i) theurrent debt service requirements on the
Commonweal thdés gener al obligation bonds; (i
bonds guaranteed by the Commonwealth; (iii) the debt serema@rements on all other debt
guaranteed by the Commonwealth; (iv) the total debt service requirements of debt described
in items(i), (ii) and (iii); (v) the debt service requirement on all Commonwealth appropriation
bonds, which are not guaranteed e tCommonwealth; and (vi) the total debt service
requirements on all debt included in the table.
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Debt Service Requirements for Bonds Issued déuaranteed by the Commonwealth

and Publicly-Issued Commonwealth Appropriation Bonds
(in thousands)

Total G.O.,
Guaranteed and
Fiscal Year General PBA Other Total G.O. and Publicly Issued Publicly Issued
Ending Obligation Guaranteed Guaranteed Guaranteed Appropriation Appropriation
June 30 (G.0.) Bondg? Debt Debt® Debt Bonds® Debt

2015 893,929 313,257 121,581 1,328,767 36,683 1,365,451
2016 1,161,778 313,004 381,558 1,856,340 93,656 1,949,996
2017 1,161,685 313,043 107,554 1,582,282 85,782 1,668,063
2018 1,098,799 281,101 144,702 1,524,602 85,665 1,610,268
2019 1,120,224 280,894 129,898 1,531,017 85,552 1,616,569
2020 1,144,648 281,564 135,031 1,561,243 85,462 1,646,705
2021 1,013,706 304,046 101,484 1,419,237 85,344 1,504,580
2022 1,013,144 303,075 100,880 1,417,100 85,220 1,502,320
2023 1,012,705 286,730 101,044 1,400,479 85,085 1,485,564
2024 1,012,268 288,448 103,990 1,404,706 84,884 1,489,590
2025 1,011,823 285,892 103,373 1,401,088 85,205 1,486,293
2026 1,011,257 272,673 103,094 1,387,025 85,101 1,472,125
2027 1,010,824 273,518 100,438 1,384,780 84,982 1,469,762
2028 1,010,299 1,000,141 97,837 2,108,277 223,979 2,332,256
2029 1,009,919 206,612 92,912 1,309,444 212,727 1,522,171
2030 1,009,425 362,782 86,317 1,458,523 103,243 1,561,766
2031 1,008,994 233,648 81,696 1,324,337 103,246 1,427,583
2032 1,008,474 215,143 79,549 1,303,166 83,409 1,386,575
2033 1,007,967 215,036 78,332 1,301,334 - 1,301,334
2034 1,007,427 214,925 72,647 1,294,999 - 1,294,999
2035 1,006,965 228,469 39,799 1,275,232 - 1,275,232
2036 465,093 214,808 39,076 718,977 - 718,977
2037 464,623 200,521 38,732 703,876 - 703,876
2038 507,318 186,389 38,551 732,258 - 732,258
2039 506,847 188,509 38,510 733,866 - 733,866
2040 566,374 190,220 37,001 793,595 - 793,595
2041 565,901 190,218 16,446 772,565 - 772,565
2042 4,609 133,552 16,498 154,660 - 154,660
2043 1,882 - 15,608 17,490 - 17,490
2044 - - 14,316 14,316 - 14,316
2045 - - 13,056 13,056 - 13,056
2046 - - 12,038 12,038 - 12,038
2047 - - 11,133 11,133 - 11,133
2048 - - 8,422 8,422 - 8,422
2049 - - 6,263 6,263 - 6,263
2050 - - 5,671 5,671 - 5,671
2051 - - 4,396 4,396 - 4,396
2052 - - 2,191 2,191 - 2,191
2053 - - 1,104 1,104 - 1,104

$24,818,909 $7,778,219 $2,682,727 $35,279,855 $1,795,223 $37,075,079

@

@

(©)

General Obligation Bonds debt service is calculatesuming any outstanding Variable Rate G@&gpfoximately $126.7 million aggregate princip
amount outstandingoear interest at the maximum allowable rate per annum under PuesttaiRi¢12%) and incldes a 88.5million General Services
Administration line of creditAmounts shown do not includmpitalized interest §344 millionfor fiscal year 201&nd$75 million for fiscal year 2016.
Includes $82 million of bonds issued by PRASA483 million of Puerto Rico State Revolving Fund loans made to PRASA under various federal
laws, $226.7 million ofPOA Guaranteed Bonds, $267 million of GDB bonds payable from available moneys of GDB and $110 million of GDE
guaranteed notes Series 2013Bssumes that the POA Guaranteed Bonds, which are held by GDB and are due on January 1, 2015, are rasti
anticipatedo provide for levetebt service

Reflects debt issued by the Public Finance Corporation.
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Variable Rate Bonds and Mandatory Tender Bonds

The Commonwealth and various public corporations have outstandiagleaiate bonds
consisting obonds and notes which provide for periodic interest rate changes based on a LIBOR
rate or a particular index, but which are not subjedetaer prior to their matity. Certain
public corporations have hedgedrtionsof their variable rate debt exposure by entering into
interest rate exchange agreements with certain swap providers.

After therefunding of certain Commonwealth generaligdttion variable rate bonds and
the termination of certaimterest rate exchange agreemdram the proceeds of the Series 2014
Bonds,the only outstanding variable rate debt issued by the Commonweadthpr®ximately
$126.7million principal amount ofvariable rate general obligation bondke interest rate on
which is tied to the consumer price indeXs of September 30, 2014, the Commonwealth has
no outstanding interest rate exchange agreements.

The following table shows the breakdown of varatate debt of the Commonwealth and
the public corpmtions as of September ,3R014. This table does not include approximately
$400 million in PRHTA Bond Anticipation Notegf which approximately $292 million is
currently outstanding3old directly to gorivate financial institution and $696 million in PREPA
lines of credit with commercial banks, all of which bear interest at variable rates

Variable Rate Debt Breakdown
(as of September 3@014)

Commonwealth

(General Obligation) $126,725,000
PREPA 411,825,000
PRHTA 447,025,000
COFINA 136,000,000
Total $1,121,575,000

As of September 3@014, PBA had $129,225,000 of fixed rate bonds guaranteed by the
Commonwealth that are subject to mandatory tender for purcmadely 1, 2017prior to their
maturitydate( t he @ Mandat or yThefeeismmndliguidity Baoilitydrs ptagefor the
payment of the purchase price payable upon the mandatory tender, which purchase price is
expected to be obtained from the reménrg of the bonds. IfPBA cannot remarket the
Mandatory Tender Bondst would have to obtain other funds in order to provide for the
purchase price of thes®mnds or the bonds would become subject to higher interest rates and an
accelerated amortizatiacthedule.

Interest Rate Exchange Agreements

Certainpublic corporations are parties to various interest rate exchange agreements or
swaps executed in order to hedge ithe s warinbfegate debt exposure and the interest rate
risksassociated therett.
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Over the past several years, the Commonwealth has been reducing its exposure to
variable rate debt and interest rate exchange agreements, due to the risks of expiring liquidity and
credit facilities associated with the majority of this debt and thenpial early acceleration or
termination rights that could be exercised by lenders, credit facility providers or swap
counterparties as a result of downgrades of
general obligation debt. The Commonwkdtas been refunding this variable rate debt, and
terminating the associated interest rate exchange agreements, with the proceedgesilong
fixed rate debt. The issuance of Beries 2014 Bonds enabléte Commonwealth to continue
this strategyas desribed in greater detail in the Official Statement

The aggregate notional amount of gwaps forthe public orporations as of September
30, 2014 was$388.9 nillion. The table below shows the aggregate notional amount, as of that
date, of sythetic fixed rate swaps dhe public corporations.

Swap Portfolio Breakdown
Notional Amount
(as of September 3@014)

Synthetic Fixed

PREPA $252,875,000
COFINA 136,000,000
Total $388,875,000

The following table shows, as of September 30, 2@id net marko-market value of all
outstanding interest rate exchange agreements. aHetoamarket value of all such agreements
of the public corporations was negative as of sudie.dd& hus,the pullic corporationswould
owe money to the counterpadid any of the agreements with a negative rrtarknarket had
been terminated as of that date.

Swap Portfolio Mark -to-Market Valuation
(as of September 30, 2014

Synthetic Fixed

PREPA ($48,047,053)
COFINA ($60,406,86D
Total ($108,453,913)

Collateral Requirements and Additional Termination Eventd&Jnder itsinterest rate
exchange greements, PREPA may bequired to deliver collateral to theounterparties to
guarantee itperformance under the agreememtspending on its crediaitings and the credit
ratings of insurers, as well as the méwkmarket values As of September 32014, PREPA
was not required to post any collaterelowever, if the credit ratings of its swap insurers were to
be lowered, PREPA could be requiredptast collateral on all swaps and certain trades may be
subject to termination solely at the option of the applicable counterparty. If any such agreements
were to be terminated, they would likely be terminated at their then currenttonaidket
valuatiors, plus cost, which could differ substantially from the marknarket valuations set
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forth in the table above due to market conditi@she time of terminationAny collateral

posted at the time of the terminations could be used to effectively offse¢-amount of
liquidity needed to fund the teimation payments. If any such agreements related to underlying
variable rate debt were to be terminated, PREPA would then be subject to variable interest rate
risk on the corresponding bonds.

Under its nterest rate exchange agreement, COFINA or its swap counterparty may be
required to post coll ateral during -aarket fi sca
value. In accordance with these requirements, COFINA had posted collateral of $ib? rail
its counterparty as of September 30, 20I4he maximum amount COFINA is required to
transfer in a given fiscal year is $15 million, with the total posting capped at $60 miexh
year, the Trustee will deposit $15 million from surplus revena® an account which will be
used to satisfy any collateral requirements for a given fiscal year.

Commonwealth Guaranteed Debt

As of July 31, 2014, $4.14billion of Commonwealth guaranteed bonds of PBA were
outstanding (not including accretion of irgset from the respective issuance dates on capital
appreciation bonds). Maximum annual debt service on these bonds is $961 million in fiscal year
2028, assuming the receipt of the issuer subsidy from the federal government on the
$756,449,000 Governmentéilities Revenue Bonds, Series R (Qualified School Construction
Bondsi Issuer Subsidy) and the $121,528,000 Government Facilities Revenue Bonds, Series T
(Qualified Zone Academy BondsDirect Payment), and $1.0 billion in fiscal year 2028 without
takinginto consideration said subsidy, with their final maturity being July 1, 2042. No payments
under the Commonwealth guaranty have been required to date for these bonds.

As of July 31, 2014, £6.7 million of Commonwealth guaranteed bonds of GDB were
outstanding. No payments under the Commonwealth guaranty have been required for these
bonds. On October 10, 2014, GDB issued or entered into agreements providing for the issuance
of an aggregate of $900 million in notes guaranteed by the Commohwmetitiringon or prior
to June 302015, the proceeds of which warsed to purchase Tax and Revenue Anticipation
Notes issued by the Commonwealth.

As of July 31 2014, GDB held approximately $527 million of the Port of the Americas
Aut horityés outstanding bonds, which are guar
these bonds have been used to continue the development of the Port of the Amb&cas.
Commonwealth has been paying debt sErvon these bonds under its guaramihile the
responsibility for the development and operatanthe Port of the Americas was transferred
from the Port of the Americas Authority to tf®nce PortAuthority in December 2011, the
Port of the Americas Atbrity retained the liability for the outstanding bonds, which are
expected to be paid by the Commonwealth under the guarantee.

As of July 31, 2014 the aggregate outstanding principal amount of obligations of
PRASA guarantak by the Commonwealth wakl.166billion. This amountincludesrevenue
bonds sold to the public, bonds issued to the United States Department of Agriculture, Rural
Development, andbans made byhe State Revolving (Clean Water and Safe Drinking Water
Act) Funds for thédenefit of PRASA. Froml997to 2005,debt service on these bonds was paid
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by the Commonwealth under its guaranty. Beginnmg006,PRASA resumed makingll debt
servicepaymenson t hi s RUBWCG CORBOKRATIONS Puerto Rico Aqueduct and

Sewer Authorityd

During fiscal years 2011 and 2012, the Commonwealth made subsidy payments to
PRASA for its operational expenses in the amounts of $105 million and $70.2 million,
respectively. After the 2012 Series Bonds issuance by PRASA, which established a budgetary
reserve fund of $180 million, the Commonwealth does not anticipate having to appropriate
additional funds to PRASA for its operational expenses.

Trends of Public Sector Debt

Thefollowing table shows the growth rate of shtetm and longerm public sectodebt
and the growth rate of gross national productcfirrent dollars) for théve fiscal years enetd
June 30, 2014nd as of July 31, 2014s of July 31, 2014 outstanding shottierm debt, relative
to total debtwas7.6%. Total public sector debfor fiscal year 2014hown inthe table below
represented 90%4 of nominal gross national product for fiscaby 2014

Commonwealth of Puerto Rico

Public Sector Debt and Gross National Product
(dollars in millions)

Public SectorDebt Gross National Froduct®
Short Short Term Rate of

June 30, Long Term®  Term® Total as % of Total Increase Amount Rate of Increase

2010 53,351 3,472 56,823 6.1% 7.3% 64,295 1.1%

2011 54,804 4,380 59,184 7.4% 4.2% 65,720 2.0%

2012 60,780 3,981 64,760 6.2% 9.5% 68,698 4.5%

2013 60,115 4,843 64,957 7.4% 0.3% 70,740 3.0%

2014 62,432 4,841 67,273 7.2% 3.6% 75,731 7.1%
7/31/2014 61,443 5,006 66,449 7.6% 1.2% N/A N/A

Totals may not add due to rounding.

@ In current dollars.

@ Does not include debt identified in footnst@and 70f t he table above entitbBPdbliComBenweal Dbl
which would have been issued and outstanding at the time, all of which would be considetechotept.

@  Obligations (other than bonds) issued with an original maturity of three years or less and lines of credit with a remtiriipgfthree
years or less are considered shertn debt.

Source: Government Development Bank
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The following table shows thigend of public sector debt by noajcategory for thdive
fiscal years ended June 30, 20aAd as of July 31, 2014

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 Tegrm( Total

2009 $9,382 $557 $9,939 $2,691 $306 $2,997 $36,259 $3,785 $40,044 $48,332 $4,648 $52,980
2010 10,033 270 10,303 2,905 326 3,231 40,413 2,876 43,289 53,351 3,472 56,823
2011 10,199 164 10,363 3,204 333 3,637 41,401 3,883 45,284 54,804 4,380 59,184
2012 11,578 266 11,844 3,515 357 3,872 45,687 3,358 49,045 60,780 3,981 64,760
2013 11,838 491 12,329 3,501 381 3,882 44,776 3,970 48,746 60,115 4,843 64,957
2014 13932 404 14,336 3,589 604 4,193 44,910 3,834 48,744 62,432 4,841 67,273
7/31/2014 13,551 704 14,255 3,400 554 3,954 44,492 3,748 48,240 61,443 5,006 66,449

Totals may not add due to rounding.

@
@
©)

Does not inalde the Senior Pension Fundingr8isidentified in footnote®@ f t he t abl e above entitiRWbIACo Mrantwera
Includes certain lines of credit not evidenced by good faith and credit bonds and notes.

Includes @mmonwealth guaranteed debt; does not includebtinds identified in footnote@f t he tabl e above entitied ACoO
Public SectorB bt . 0

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

Source Government Development Bank

Debt of the PublicCorporations

The following table presents the outstanding bonds and notes of certain of the public
corporations a®of July 31, 2014( inotas wused in this section ref
of nonbonded debt regardless of maturity). Bonds aoiks listed under the columns labeled
AWi th Guar antyo ar e guar anteed by t he Commo
corporations is excluded from this table because such debt is payable primarily from funds or
grants provided by the federal governmesaurces other than Commonwealth appropriations or
taxes or revenues of public corporations, or from revenues derived from private sector services
or products, such as industrial development bonds. Also excluded from this table is debt of
certain publiccorporationssuch as GDBthe inclusion of which would reflect double counting.

No deductions have been made in the table for amounts on deposit in debt service funds and debt
service reserve funds.
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Commonwealth of Puerto Rico

Outstanding Debtof Public Corporations

July 31, 2014
(in thousands)

Bonds Notes Total Bonds and Notes
With Without With Without With Without
Guaranty Guaranty Total Guaranty Guaranty Total Guaranty  Guaranty Total
Aqueduct and Sewer Authority  $682,251  $3,364,564 $4,046,815 $483,377 $285,587 $768,964 $1,165,628 $3,650,151 $4,815,779
Convention Center District
Authority - 408,530 408,530 - 145,448 145,448 - 553,978 553,978
Electric Power Authority - 8,322,405 8,322,405 - 731,838 731,838 - 9,054,243 9,054,243
Highway and Transportation
Authority - 4,717,12% 4,717,127 - 2,213,903 2,213,903 - 6,931,030 6,931,030
Housing Finance Authority - 98,67¢? 98,670 - 159,944 159,944 - 258,614 258,614
Industrial Development
Company - 176,895 176,895 - 87,325 87,325 - 264,220 264,220
Infrastructure Financing
Authority® - 1,890,553 1,890,553 - 48,948 48,948 - 1,939,501 1,939,501
Port of the Americas Authority 226,677 - 226,677 - 1,700 1,700 226,677 1,700 228,377
Ports Authorit{? - - - - 256,578 256,578 - 256,578 256,578
Public Buildings Authority 4,144,139 - 4,144,139 - 175,417 175,417 4,144,139 175,417 4,319,556
Public Finance Corporation - 1,090,740° 1,090,740 - - - - 1,090,740 1,090,740
Sales Taxes Financing Corp.
(COFINA) - 15,223,821 15,223,821 - - 15223,821 15,223,821
University of Puerto Rico - 470,77%) 470,775 - 87,475 87,475 - 558,250 558,250
Other$” - - - - 2,745,483 2,745,483 - 2,745,483 2,745,483
Total® $5,053,067 $35,764,080 $40,817,147 $483,377  $6,939,646 $7,423,023 $5,536,444 $42,703,72€ $48,240,170

)

()

3)

)

()
(6)

)
®)

Excludes $136.Million of Special Facilities Revenue Bonds issued by PRHTA, which are payable by a private party from net toll reventes toth the
Teodoro Moscoso Bridge.

Excludes the $15ii | | i on of Housing Finance Authority bonds, which ar alogatmryd
Public Housing Capital Funds from HUD; and $307.8 million of Housing Finance Authority Capital Fund ModernizagmamPSubordinate Bonds, Ser
2008 issued by the Housing Finance Authority and payable primarily from federal housing assistance payments made a¥dilable by

Includes (i)$37.1 million of Mental Health Infrastructure Revenue Bonds, 2007 Serié4E/R$l Campus Project), which bonds are limited obligations o
Infrastructure Financing Authority payable solely from the pledge of certain payments made by a governmental entiteasel@geeement and §192.8
million of Revenue Bonds (Ports #ority Project), Series 2011, which are limited obligations of the Infrastructure Financing Authority payable solelgrfr
payments made by the Puerto Rico Ports Authority.

Excludes $155.4 million of Special Facilities Revenues Bonds issued Wutted Rico Ports Authority, which bonds are payable solely from the plec
certain payments made by a private corporation under a special facilities agreement.

Payable primarily from Commonwealth appropriations.

Excludes $68.Tnillion of Educaional Facilities Revenue Bonds, 2000 Series A (University Plaza Project) issued by AFICA, which bonds are payable
payments made by the University of Puerto Rico.

Includes lines of credit from GDBnd private banks

Excludes accretion ahterest from the respective issuance dates on capital appreciation Bdsmi®xcludes the debt listed in footnote 6 of the Public Se
Debt table above.

Source: Government Development Bank
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RATINGS

Beginning in February of 2014, the credit ratings the Commonweal t hi
obligation bonds and Commonwealth guaranteed bonds, as well as the ratings of most of the
Commonweal thds public corpor at i onosscaseshtanoe been
i nvest ment grade by Mecwrdiygots the r&i8gP agenaiesdfurttier t ¢ h .
downgrades are possible in some casdseseratingsand outlookgeflect only the opinions of
such rating agencies and an explanation of the significance of such ratings may be obtained only
from the relevantating agency.

The following table sets forth the ratings of the Commonwealth and certain of its public
corporations after giving effect to tedowngrades

S&P Mo o d vy 6 Fitch

Commonwealth of Puerto Rid@eneral Obligations) BB B2 BB-
GovernmentDevelopment Bank BB- B3
COFINA
Senior Lien BBB Ba3 BB-
First Subordinaté&ien BBB- Bl BB-
PR Eletric Power Authority CCC Caa3 CcC

PR Highways and Transportation Authority

HighwayRevenue Bonds B Caal
TransportatiorRevenue Bonds B Caal
Subordinatél ransportatiorRevenueBonds B Caa2
PR Agueduct and Sewer Authority
Revenue Bonds BB- Caal B+
Guaranteed Bonds BB B2 BB-
PR Rublic Buildings Authority BB B2 BB-
PR Employees Retirement System BB- B3 BB-
PR Public Finance Corporatio@dmmonwealttAppropriationBonds) BB- B3
PR Municipal Finance Agency B B3
PR Convention Center District Authority BB Caal
PR Industrial Development Company BB- Ba3
PR Infrastructure Financing Authority
Special Tax Revenue Bonds BB B3
PR Ports AuthorityProject BB B3
University of Puerto Rico
Revenue Bonds BB Caal
AFICA i Plaza Universitaria Project BB Caa2
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COMMONWEALTH TAXES, OTHER REVENUES, AND EXPENDITURES
Overview

The Commonwealth reports its financial position and results of tpesain funds,
which are considered separate accounting entities, including those component units which are
required to be blended. The operations of each fund are accounted for within a set of
selfbalancing accounts. Fund accounting segregates fundsdamg to their intended purpose
and is used to aid management in demonstrating compliance with legal, financial, and
contractual provisionsThe Secretary of the Treasury has custody of the funds of the central
government and is responsible for the actiogn disbursement and investment of such funds.
Centr al gover nment funds are grouped into tF
follows: (i) Governmental Fund Types, which include the General, Special Revenue, Debt
Service (also referred to fe@n as Redemption), and Capital Project FundsP(mprietary Fund
Types, which include the Enterprise and Internal Service Funds; arfeidugiary Fund Types,
which include the Trust and Agency Funds. These funds do not include funds of the
municipdities, because the municipalities are governmental entities with independent treasuries.

The General Fund is the primary operating fund of the CommonweRkferences in
this CommonwealtiReport to General Fund revenues and expenditiznedto the esulting
General Funddeficit), unless otherwise specifiedire references tsuch revenues and
expenditures as reflected in the Commonwealth General Fund budget, and are sometimes (but
not always) referred to for clarity as General Fund budgetary revean@sudgetary
expenditures These budgetary revenues and expenditd@esot include many sources of
revenuesand fundsand many classes of expenditures that are part of the General Fund for
financial reporting purposes in accordance with US GAARe Special Revenue Fundor
example,is incorporated into the General Fund fimancial reporting purposes but not for
budgetary purposes

General Fund revenues are broadly based and include revenues raised internally as well
as those from neRuerto Rio sources. Internal revenues consist principally of income, excise
and salesind usdaxes. Revenues from nétuerto Rico sources are derived from federal excise
taxes and customs duties returned to the Commonwedttraddition,for financial reporting
purposes (but not for budgetary purpds€eneral Fund revenues include Federal grants and
contracts under numerous Federal programs and charges for sefiegwincipal sources of
General Fund revensare described in gager detail further below ithis section.

General Fund budgetary revenues exclude the following revefederal grants and
contracts, the portion of rum excise taxes assigned to certain component units and private
institutions, motor vehicle licenses fees and fines, excise tagasaline, gas, oil, diesel oll,
petroleum, a portion of cigarette taxes assigned to certain component units and private instutions,
compulsory vehicle insurance premiums assigned to a private institution, a portion of the non
resident witholding incomeak, a portion of the horse racing excise tax, a portion of sales and
use tax allocated to COFINA, other charges for services which are assigned by law for specific
purposes, other revenues assigned by law for specific purposb®venues and expenditsre
of agencies with independent treasuries
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The following table presents tligeneral Fundudgetaryrevenuesand expendituresas
well asother financing sources (uses) under a statutasp (referred to asudgetary) basis of
accounting for fiscal year2010 through 2014 Fiscal year 2014 results are preliminary and
unaudited, and therefore subject to change.

The budgetary basis of accounting is not in accordance W&hgenerally accepted
accountingprinciples (US GAAP)Revenue is generallyecognized when cash is received, net
of tax refunds claimed by taxpayers as of yead. Shortterm and longerm borrowings may
be used to finance budgetary excess of expenditures over revdnder the statutorpasis of
accounting, the Commonwealtisesifiencumbrance accountiago record the full amount of
purchase orders, contracts, and other commitments of appropriated resources as deductions from
the appropriation prior to actual expenditure. In the governmental funds, encumbrance
accounting is aignificant aspect of budgetary controExpenditures are generally recorded
when the related expenditure is incurred or encumbé&mclimbrances generallgpse the year
following the end of the fiscal year when the encumbrance was established, ashestddy Act
No. 123 of Augustl7, 2001. Unencumbered appropriations lapse atgmar Amounts required
for settling claims and judgments against the Commonwealth and certain other liabilities are not
recognized until they are encumbered or otherwiseegsed for paymentlf General Fund
revenues and expenditunesre presentemh accordance with US GAARevenues, expenditures
ard the deficiency of revenues owexpendituresvould besignificantly higher than the amounts
presented in the table below.

The amounts shown in the following table as expenditures may be different than those
reflected in the budgetAs described abovehe General Fundbudgetary revenues and
expenditures, andhe transferspresented in the tablalso differ from the GeneralFund
revenuesexpendituresand transferpresented in the financial statements of the Commonwealth,
as the financial statements reflect an expanded General Fund enéitgdrdance with US
GAAP.
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Commonwealth of Puerto Rico
Schedule of General Fund Budget Revenues and Expenditures
(in thousands)

2010 2011 2012 2013 2014
Revenues
Income Taxes:
Individuals $2,589,981 $2,178,741 $2,099,564 $2,054,654 $1,979,448
Corporations 1,682,321 1,677,345 1,460,354 1,286,506 1,914,333
Partnerships 1,688 3,249 1,333 756 745
Withholdings from norresidents 830,352 1,000,428 890,761 982,896 899,865
Tollgate taxes 15,034 12,607 27,678 8,903 7,140
Interest 9,902 6,985 6,807 5,425 4,900
Dividends 29,774 26,756 35,087 34,064 39,713
Inheritance and gift taxes 3,617 3,101 5,465 1,833 1,395
Total income taxes 5,162,669 4,909,212 4,527,049 4,375,037 4,847,539
Sales and Use Tax 540,348 553,020 540,026 539,929 595,256
Excise Taxes:
Alcoholic beverages 284,796 280,963 292,614 282,316 266,542
Foreign (Act 154) - 677,565 1,875,823 1,632,549 1,902,193
Tobacco products 182,501 201,965 172,155 186,909 171,108
Motor vehicles 350,764 364,170 386,468 419,178 392,043
Revenues from component urittot machines 23,273 23,738 19,957 24,594 21,910
Horses races 22,862 20,983 19,302 13,403 16,354
Insurance premiums 24,089 23,785 23,382 24,569 42,642
Other excise taxes 7,754 7,509 22,702 9,240 8,247
Total excise taxes 896,039 1,600,678 2,812,403 2,592,758 2,821,039
Property Taxes 227,812 241,719 65,497 52,614 19,766
Licenses and Other Taxes 99,385 83,327 82,578 81,127 19,845
Charges for Services 213,165 228,003 179,962 105,644 108,428
Miscellaneous Nortax Revenues 101,589 44,829 100,072 136,424 143,510
Total revenues from internal sources 7,241,007 7,660,788 8,307,587 7,883,533 8,555,383
Revenues fromNon-Commonwealth Sources:
Federal excise taxés 352,301 333,031 258,171 247,848 248,017
Customs - - 7,739 - -
Total revenues fromonCommonwealth sources 352,301 333,031 265,910 247,848 248,017
Total Budgetary Revenues 7,593,308 7,993,819 8,573,497 8,131,381 8,803,400
Other Revenues:
Cashdistributions from Traditional Lotter$’ 42,826 46,165 38,225 24,322 81,7®
Cashdistributions from Electronic Lottery (Lottézy 80,006 55,690 56,163 38,876 72,28
Excess of collaterakceived on derivative transactions - - - 241,777 -
Receipts of COFINA bond proceeds from prior years issudfices - 62,642 - 125,848 79,4%
Total Revenues 7,716,140 8,158,316 8,667,885 8,562,204 9,036,941
Other Financing Sources (Uses):
Transfers in from Debt Service Fund, Lotteries Fund and others 227,395 759,660 769,158 197,936 -
Receipts of COFINA bond proceeds from current year issudiices 2,688,173 1,489,323 952,615 333,300 -
Proceeds from notes payable issued for debt service pa)/ﬁ*\ents 147,869 559,626 877,034 600,433 575,00
Proceeds from notes payable issued to cover operating expenditures - - - - 89,08
Proceeds from issuance of tax revenue anticipation notes (TRANS) 2,275,00 1,850,000 1,100,000 900,0® 1,200,000
Repayments of TRANS (2,275,000) (1,850,000) (1,100,000) (900,000) (1,200,000)
Payments to refunded debts escrow agent and others (30,340) (558,003) (978,403) (12,478) -
Total other financing sources, net 3,033,09 2,250,606 1,620,4@ 1,119,19 664,059
Total Resources 10,749,237 10,408,922 10,288,289 9,681,395 9,701,000
Expenditures:
General government 1,367,333 1,410,070 1,957,580 1,382,066 1,220,953
Public safety 2,078,972 1,947,739 2,011,965 1,966,079 1,682,336
Health 1,636,814 1,654,661 1,686,402 1,378,397 1,387,641
Public housing and welfare 504,900 466,226 474,074 460,269 457,494
Education 3,092,788 2,800,677 2,926,638 2,916,347 2,994,997
Economic development 568,450 417,853 458,102 413,948 417,186
Intergovernmental 391,104 378,243 396,447 421,359 444,620
Total Budgetary Expenditures 9,640,361 9,075,469 9,911,208 8,938,465 8,605,227
Other Expenditures:
Rent payments to Public Buildings Authority (PBA)® 250,713 267,105 331,491 205,063 358,536
Transfers out for debt service payments on general obligation bondR 447,312 722,456 745,201 728,869 737,237
Total Expenditures 10,338,386 10,065,030 10,987,900 9,872,397 9,701,000
Excess (ficiency) of Resources oveftunder) Expenditures $ 410,85 $ 343,89z $ (699,611, $ (191,002, $ -

& Excludes transfers to the Conservation Trust Fund and amounts deposited into a separate account for the promotioticofBoeria Rreign markets.

@ For purposes of the @eral Fund Budgetash distributionseceived from lotteries are presented as transfers in and rental payments to PBA and debt service payments on
obligation bonds are presented as transfers out.

® Consists of amounts to pay principal of, and interest on, gevtgigation bonds and notes of the Commonwealth. Does not include amounts deposited directly into the Rex
Fund from norGeneral Fund revenues.

“ Represents the COFINA bond proceeds deposited in the Stabilization Fund.

© preliminary, unaudited and subject to change.

Sources The #fAStatement of -BuegetanduAetsalBadgetiBassGpaeaerdial uFfesdo as presented in the Co
2010 to 2012; the "Required Supplementary Informatidmaudited Schedule of RevenuesdiixpendituresBudget and ActualBudgetary BasisGeneral Fund" as presented in
Commonweal thdés financi al st at ement s fihancialrdcords fordfiscal year2014; @nd Gdernmenh RevebDpemerd Bahkme n t of
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Preliminary General Fund Budgetary Revenues and Expendituredor Fiscal Year 2014
Compared to Fiscal Year 2013

RevenuesPreliminary General Fundudgetaryrevenuedor fiscal year 2014 (which are
still subject to audit and other yeand adjustments) were $9.037 billiaan increase of $475
million or 5.8% over fiscal year 2013. These revenuedude: (i) General Fundudgetary
operatingreventes of $8.80dillion, (ii) revenues from the electronic and traditional lotteries of
$154 million that are available tthe General Fund, and (iii))8 million in excess funds
transferred from COFINA to the General Fuaffer payment of COFINA debt servic&he
increase ine@venues during this period when compared to fiscal year 2013 is primarily due to
legislative measures adopted since January 2013.

Corporate income tax collections for fiscal year 2014 were $1.914 billion, an increase of
$628 million, or 48.8%, from theame period of the prior fiscal yeaindividual income tax
collections for fiscal year 2014 were $1.979 billion, a decrease of $75 millior7%r 8om the
same peod of the prior fiscal year.Collections from withholdings from neresidents were
$900million, a decrease of $83 millionr 8.4%, from prior fiscal year

Sales and use tax collection received by the General Fund for fisce2@®4 were $595
million, an increasef $55 million, or 10.2%, from the prior fiscal year.

Collections for the special temporagxcise tax under Act 154 fdiscal yea 2014 were
$1.902billion, an increase of $270 million, or 16.5%, from the prior fiscal year.

Expenditures The fiscal year 2014 originadludget totaled $9.770 billion in autfiwed
appropriations, excluding $575 million in general obligation debt service to be refunded with the
proceeds of the Series 2014 Bonds. The budget contemplated $245 million in new deficit
financing from GDB which, when added to the $575 million dehtrding, resulted in a total
projected budget deficit of $820 million. The budget was subsequently amended to total $9.245
billion (excluding the $575 million in refunded debt service) as follows:

(i) In February of 2014, the Puerto Rico Legislative Asseraplyroved a reduction
of $170 million in various appropriations, including but not limited to the
elimination of certain reserve and contingency accounts, a reduction in program
appropriations that were not a priority, and a reduction in the operatingtimfdge
agencies chargeable to the General Fund.

(iv)  In June of 2014, the Governor signed Executive Orde2®%, which ordered
cuts in appropriations totaling $355 million: a reductiorthe appropriated rent
payments to the Public Buildings Authority of $2dllion, a reduction in the
appropriation to the Employee Retirement System required by the pension reform
of $84 million, and a reduction in the appropriattonGDB for the repayment of
GDB loansto the Commonwealtbf $247 million.

The reductions madin June of 2014 were ordered pursuant to Article 4 of the Organic
Law of the Office of Management and Budget (Act 147 of 1980), enacted pursuant to Article VI,
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Section 8 of the Constitution of the Commonwealth, which provides that whenever there are
insufficient resources in a particular fiscal year to cover authorized appropriations for that year,
the Governor may adjust disbursements and amend the underlying appropriations according to a
schedule of priorities set forth in law.

These appropriationgere selected for adjustment in conformity with the schedule of
priorities set forth in Act 147, and in consideration of the fact that the magnitude and timing of
the April revenue shortfall giving rise to the cash gap was such that cailwencuts in
operating expenditurappropriations were impractical without a drastic and sudden slowdown in
government operations, particularly in light of the prior $170 million reduction in the budget.

Executive Order 22014 also orders the OMB to prepare a dfalt to recognize
payables to thaffected public entities (GDB, the Employees Retirement SyatehrPBA), and
to appropriate over a mulyeear period sufficient payment to compensate for the adjustment in
appropriations executed at the end of fiscal y€d4.

OMB estimates that actubludgetaryexpenditures for fiscal year 20ivere lower than
the amended amount of $9.245 billion by approximately $119 million, forestimated
expenditureof $9.126 billion. This includes a $38 million operating surplutha agencies of
the Commonwealth, and a $81 million operating surplus at the Department of Education. Due to
legal and government accounting norms applicable to surplus balances of dftenessrom
the General Fund, including carryforward surptusat the Department of Education,
underspending may not result in a defiar-dollar improvement in the deficit or surplus balance
on a budgetary accounting d GAAP basis.

This estimatedoes not consider thestimateddeficits of public corporations that receive
material operating or program subsidies from the General Fund, such as the Maritime Transit
Authority, PRHIA, the Public Buildings Authority, the Metropolitan Bus Authority, and the
Medical Services Administrain. PRHIA, the largest of these entitidgmgda $9 million deficit
for fiscal year 2014

This projection also considers special appropriations for fiscal year 2014, which have a
threeyear life per Puerto Rico government accounting statutes, as faht, sgven if they are
projected to have unobligated balances at the end of the year. However, the projection does not
considerexpenditure or obligations charged against special appropriations from prior fiscal
years, especially fiscal years 2012 and320Both the government agencies and OMB continue,
in the ordinary course of business, to charge expenses from the current fiscal year against
appropriations from prior fiscal years, until those are depleted. However, OMB has broad
legislative authorityd transfer unspent balances between special appropriations from prior years,
essentially repurposing the original intended use of the funds. Sometimes, these transfers are
executed to fund new programs, priorities, or contingencies arising in the céurse fiscal
year, or to cover expenses that could otherwise be considered recurring in nature. During fiscal
year 2014, OMB executed $33 million in fund transfers in appropriations from prior fiscal years
that implied a change in the original intended okthe funds.

Department of Education ProjectionsThe Department of Education, which constitutes
25% of the General Fund budget and which has typically accounted for the majority of
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expenditurevolatility and variance from the approved budget, has presented a preliminary
estimatedsurplus of $81 million for fiscal year 2014. Thastimateconsiders the application of
certain norrecurring expense adjustments or transferduding (i) use of a existing line of

credit of $17 million to cover extraordinary levels of leave liquidation payments resulting from a
2011 law that provided certain early retirement incentives and from the reform of the Employees
Retirement System; (ii) transfer and uge$@ million in General Fund special appropriations
from the OMB for fiscal year 2014, to cover certain payroll and other contingencies; and (iii)
application ofapproximately$11 million in nonGeneral Fund carryover surplus balances from
prior fiscal yeas. The fiscal year 2014 surplus of $81 million, combined with a $50 million
unused nofGeneral Fund carryover surplus balance from prior years, and $31 million from
operating surpluses at other agencies (out of the $38 million mentioned above) thbédmmve
transferred by the OMB to covekpenditure related to school repair and consolidations, among
other purposes, means that the Department of Education started fiscal year 2015 with a non
General Fund carrforward reserve with a beginning balance ©63 million. This amount, by

OMB regulation, will only be available to cover nrogcurring expenditurs; however, this
restriction is administrative (and thus subject to modification or waiver), and the characterization
of anexpenditureas recurring mape open to judgment and discretion.

General Fund Budgetary Revenuesand Expenditures for Fiscal Year 2013 Compared to
Fiscal Year 2012

General Fundudgetaryrevenuedor fiscal year 2013vere $8.562 billiona decrease of
$106 million, or 1.2, from fis@l year 2012This total includes (i) $8.131 billion dfudgetary
operating revenues, (i) $63 million of revenues from the electronic and traditional lotteries that
are available to the General Fund, (iii) $242 million of excess collateral receivedicetide
transactions transferred from the Debt Service Fund and, (vi) $126 million of excess funds
transferred from COFINA after payment of COFINA debt service.

The major changes from fiscal year 2012 were:a(dlecrease in incomeaxes from
corporatios of $174million, or 12% (ii) an increase of $9&illion in taxes withheld from non
resicents, and (iija decrease of $248illion from the excise tax imposed amntities that
purchase products manufactured in Puerto Rico by their affiliates undprothisions of Act
154,

General Fund total expditures for fiscal year 2013 amoted to $9.872 itlion,
consisting 0f$8.938 bllion of operationalexperitures $205 million in rent payments to PBA
and ¥29 million oftransfers out fodebt servicgpayments on general obligation bondikese
experitureswere $.115 billionor 10.1% lower than the total expenditures for fiscal year 2012.

General Fund Revenues and Expenditures for Fiscal Year 2012 Compared to Fiscal Year
2011

General Fund budgetargvenues for fiscal year 2012ere $8.668 billionan increase of
$510 million, or 6.2, from fiscal year 2011This total includes$8.57/3 billion of operating
budgetaryevenues and $94 million of revenues from the electronic and traditional lotteries that
are available to the General Fund
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The major changesrdm fiscal year 201lwere: (i) a decrease in incomeaxes from
corporations of $21illion, or 12.9%, (ii) a decrease of $D million in taxes withheld from non
resicents, (iii) a decrease of $176illion in the temporary special property taand (iv)an
additional $1.198 billionfrom the excise tax imposed antities that purchase products
manufactured in Puerto Rico by their affiliates underghavisions of Act 154.

General Fundotal budgetaryexpendituredor fiscal year 2012 wer&10.988 billion,
conssting of $9.911 billion obudgetaryoperatingexpenditures, $331 million in rent payments
to the PBA, and $45 million of transfers out fodebt service payments on general obligation
bonds. These expdtfitures were 23 million or 9.2% higher than the totabudgetary
expenditures for fiscal year 2011.

General Fund Budgetary Revenuesand Expenditures for Fiscal Year 2011 Compared to
Fiscal Year 2010

General Fundbudgetaryrevenuedor fiscal year 2011 were $8.158 billipan increase of
$442 million, or 5.%0, from fiscal year 2010This total includes Yi$7.994 billion ofbudgetary
operatingrevenues, (ii102 million of revenues from the electronic and traditional lotteries that
are available to the General Fundnd (i) $63 million of excess funds transferred from
COFINA after payment of COFINA debt service

The major changes from fiscal year 2010 were: (i) decsemsencome taxes from
individuals of $41Imillion, or 159%, resulting from the implementation of the tax refor(i) an
increase of $170.1 million in taxes withheld from fresidents and (iii)an additional $678
million from theexcise tax imposed aentities that purchase products manufactured in Puerto
Rico by teir affiliates under therovisions of Act 154.

General Fund budgetargxperitures for fiscal year 2011 were $10.068illion,
conssting of $9.075 billion ofbudgetaryoperatingexpenditures$267 million in PBA rental
payments and $72fillion of tranders out fordebt service payments on general obligation
bonds.These expetitureswere £73 millionor 2.6% lower than the total expenditures for fiscal
year 2010.

Income Taxes

The historical revenue data presented in this Report is based on colleesitired under
the provisions of the Puerto Rico Inted),al Re
which applied to taxable years beginning after June 30, 1995 and ending before January 1, 2011.
The PR Code was replaced by the Puerto Rico Internal Revenue Code of 2011, enacted as Act 1
of 2011 (as amended, t he A 2 0yedrs cQnumreciag after whi c f
December 31, 2010The 2011 Code was recently amended by various laws intended to increase
revenues. Many of the provisions of the 2011 Code are identical to the equivalent provisions of
the PR Code. Thus, unless otherwise natesl discussion below refers to the provisions of both
the PR Code and the 2011 Code.
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Individuals. Resident individuals are subject to tax on their taxable income from all
sources. The PR Code had four tax brackets for individuals, with tax rates @#%8625%,
and 33%. The highest income tax bracket applicable to individuals under the PR Code was
$50,000. Under the 2011 Code, the highest income tax bracket gradually increases every year
from taxable year 2011 through taxable year 2015 from $60¢0$6%,250 and then increases to
$121,500 for taxable years commencing with taxable year 2016. For taxable years starting
before January 1, 2016, the income tax rates applicable to individuals remain unaltered under the
2011 Code. After January 1, 201Bettop individual rate is lowered to 30%. However, certain
requirements must be satisfied in order for tax benefits under the 2011 Code to enter into effect
for taxable years starting after December 31, 2013.

Dividend income from Puerto Rico corporatorand certain qualifying foreign
corporations is taxed at an income tax rate of 15%, in the case of distributions effected after June
30, 2014 (dividends prior to that date were taxed at 10%). Gains realized from the sale or
exchange of a capital asset t@gident individuals, if held for more than one year, is taxed at a
rate of 15% in the case of sales or exchanges effected after June 30, 2014 (transactions prior to
that date were taxed at 10% if held for more than six months).

Interest income in excesd $2,000 on deposit with Puerto Rico financial institutions is
taxed at a 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
corpomtions and certain qualifying foreign corporations and paid to resident individuals, trusts,
estates, corporations and partnerships qualifies for a tax rate of 10%. If said income and other
income subject to preferential tax rates exceed certain lebédhar alternate basic tax rate may

apply.

With respect to income taxes for individuals, the following additional measures have
been enacted since 2013 and are currently in effect:

(1 selfemployed individuals with gross income in excess of $200,000 are subject to
a 2% surtax on their gross income from-sgtfployment.

(i) individuals with income subject to alternate basic tax from $200,000 to $300,000
will have their alternate basic taate increased from 10% to 15%; individuals
with income tax subject to alternate basic tax from $300,000 to $500,000 will
have their alternate basic tax rate increased from 15% to 24%:; individuals with
income subject to alternate basic tax in excess of $800 will have their
alternate basic tax rate increased from 20% to 24% ;

(i)  the total deduction for mortgage interest on residential property is now limited to
the | ower of the amount of Il nterest pai
income, or $3M00;

(iv)  the holding period for long term capital gains is increased from more than six

months to more than one year effective for transactions taking place after June 30,
2014;
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(v) capital losses may only be deducted up to the lower of 90% of capital gains o
$1,000;

(vi) the alternate basic tax credit with respect to the alternate basic tax paid in prior
years is limited to 25% of the current net regular tax over the alternate basic tax
for such taxable year. The alternate basic tax credit is effectivelynaliea for
taxable years commenced on or after January 1, 2014;

(vi) the earned income credit was repealed for taxable years commencing after
December 31, 2013;

(viii)  the low income credit for the elderly was reduced from $400 to $200 for taxable
years commencedtaf December 31, 2013. The credit may be increased back to
$400 if certain budgetary projections of the General Fund are met.

Corporations. Puerto Rico corporations are subject to tax on income from all sources;
foreign corporations that are engagediitrade or business in Puerto Rico are subject to tax on
their income from Puerto Rico sources and on income from sources outside Puerto Rico that is
effectively connected with the conduct of their trade or business in Puerto Rico. Unless a
corporation galifies for partial exemption from corporate income and other taxes under the tax
i ncenti ves THEBQONAGMYs TaxankQtherfEconomic Development Intiatives
above), it is subject to tax at graduated rates.

In general, the 2011 Code originallyovided that for taxable years commencing after
December 31, 2010, the highest corporate income tax rate would be lowered to 30% for net
taxable income in excess of $2,500,000 (which could be lowered to 25% for taxable years
starting after December 31, 2B subject to certain conditions) instead of the 39% top rate for
net taxable income in excess of $300,000 provided under the PR Code. Pursuant t8(4@&,40
the maximum corporate income tax rate is reset at 39% for net taxable income in excess of
$300000. Pursuant also to recent legislation, the alternative minimum tax is set to the greater of
(i) the amount produced by applying a minimum rate of 30% to the alternative minimum net
income, or (ii) subject to certain exceptions, the amount producegpbyirey a 2% excise tax
on the purchases from related parties of tangible personal property to be used in a Puerto Rico
trade or business applicable to persons with gross sales of $10 million or more during any of
three preceding taxable years, plus 20%xqfenses paid to related parties that are not subject to
Puerto Rico income tax.

Puerto Rico has also enacted a gross receipts tax that functions as an additional tax in the
case of all types of taxpayers, effective for taxable years commenced after December 31, 2013.
The applicable gross receipts tax rates range from .20% to 1%rargkrerally reduced for
businesses with more than $3,000,000 but less than $100,000,000 in gross receipts from .5%
applicable for taxable years commenced between January 1, 2011 and December 31, 2013 to
.35%. Lower rates are provided for food retaileBsisinesses with less than $3,000,000 of gross
receipts are exempted from the additional gross receipts tax. The rate for businesses with over
$1,500,000,000 gross receipts is increased from .85%, applicable to taxable years commenced
between January 1021 and December 31, 2013, to 1%. Corporation with grants under various
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tax exemption statutes, agricultural businesses andpradfit entities are exempt from this
special tax with respect to their exempt income. The gross receipts tax may be deducted in
determining net taxable income provided the taxpayer has paid the gross receipts tax on or before
the due date for filing the income tax return for the year. Financial businesses are subject to 1%
gross receipts tax of which .50% is creditable agairginre tax or alternative minimum tax
payable by the financial business. Act 77 of 2014 provides that this gross receipts tax will be
redesigned as part of the proposed tax reform expected to be applicable to taxable years
commenced after December 31, 2014.

Gains realized from the sale or exchange of a capital asset, if held for more than six
months, are taxed at a maximum regular income tax rate of 15% in the case of sales or exchanges
effected before July 1, 2014. This rate is increased to 20% for ¢texmsaeffecter after June 30,

2014 if capital asset held for more than one year. Dividends received by Puerto Rico
corporations and partnerships from foreign corporations engaged in trade or business in Puerto
Rico are subject to general income tax rat#slividends received credit may be available when

the corporation or partnership making the distribution is organized in Puerto Riswest

income on certain qualifying debt obligations issued by Puerto Rico corporations and certain
qualifying foregn corporations, and paid to corporations and partnerships, qualifies for a special
tax rate of 10%.

Resident foreign corporations whose gross income qualifies as income effectively
connected with a Puerto Rico trade or business are generally subjéxrttech profits tax. The
branch profits tax is 10% of an annual dividend equivalent amount, and it applies without regard
to the Puerto Rico source of income rules. AcR@I4 amends the branch profits tax provision
to exclude loans and credit transans between affiliates, except when such transactions arise
from the sale of property or in the case of banking entities, from Puerto Rico Assets and Puerto
Rico Liabilities in determining the dividend equivalent amount.

In general, corporations, and tpartners of partnerships operating under a new grant of
tax exemption issued under the Economic Incentives Act, are subject to a maximum income tax
rate of 4% during their basic exemption period. Corporations, and the partners of partnerships
operating ander a new grant of tax exemption issued under the Tourism Development Act of
2010, are subject to a maximum tax rate of 39% on their taxable income, after applying the 90%
exemption granted under the Tourism Development Act of 2010, which results iniraumax
effective tax rate of 3.9% on their net tourism development income.

Interest from Puerto Rico sources paid by Puerto Rico resident borrowers resident
nontaffiliated corporate recipients is not subject to any income or withholding tax.edhfsaid
by Puerto Rico resident borrowers to certain relatedrasident recipients is subject to a
withholding tax of 29%. Dividends paid to noesident corporate recipients are subject to a
withholding tax of 10%. Dividends distributed by corporasicperating under new grants of
tax exemption issued under the Economic Incentives Act and the Green Energy Incentives Act
are not subject to Puerto Rico income tax. However, royalty payments made by corporations
covered under the Economic Incentives &cihonresident recipients are subject to an income
tax withholding of 2% or 12%, depending on certain elections made by the grantee, and in the
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case of corporations covered by the Green Energy Incentives Act, royalty payments to non
residents are subjetti an income tax withholding of 12%.

Subject to certain exceptions, payments in excess of $1,500 during a calendar year, made
by the Commonwealth and persons engaged in a trade or business in Puerto Rico in
consideration of the receipt of services remedl in Puerto Rico are subject to a 7% income tax
withhol ding. In addition, Act 48 of June 30,
of 1.5% on payments received from the Commonwealth, its municipalities, instrumentalities and
agencies pursnt to contracts for professional services commencing on July 1, 2013.

With respect to income taxes for corporations, the following additional measures have
been enacted since 2013 and are currently in effect:

) corporations will have their surtax exempticeduced from $750,000 to $25,000
and the surtax exemption must be allocated among members of a controlled group
of corporations.

(i) corporations will have their surtax rates reinstated te?pfel levels ranging from
5% to 19% for a maximum corporate incomag rate of 39% on net income in
excess of $300,000.

(i)  the carryover for net operating losses is extended from 10 years to 12 years for
losses incurred in taxable years commencing after December 31, 2004 and before
January 1, 2013. The carryover for netrapi@g losses incurred in taxable years
commenced after December 31, 2012 will remain at 10 years but the deduction
for such losses is limited to 90% of the net income of the year in which the
deduction is claimed regardless of the year in which theddssurred.

(iv) 51% of the payments or transfers to related parties not engaged in trade or
business in Puerto Rico or to the payor
Puerto Rico, such as payments for services rendered outside of Puerto Rico, will
bedisallowed as deductions unless the payments are subject to tax in Puerto Rico.
This disallowance does not apply to entities with tax exemption grants under the
various Commonwealth tax incentives laws. The Secretary of Treasury has
authority to waivehis disallowance.

(V) capital losses may only offset 90% of capital gains;

(vi)  carryover of capital losses is limited to 7 years;

0] the alternative minimum tax credit with respect to AMT paid in prior years is
limited to 25% of the current net regular tax over the AMT for such taxable year;

(i) a new 10% tax on deemed dividends to a 50% or more foreign owner of certain
corporations;
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(i)  sewral prepayments of income tax at special rates including: appreciation of
certain assets, individual retirement accounts, pension plans and variable annuity
contracts;

(iv)  removal of the special gross receipts tax from the AMT computation and its
implementéon as an additional tax as more fully discussed above, effective for
taxable years commenced after December 31, 2013;

(V) for taxable years commenced after December 31, 2013 the AMT in the case of
corporations is the highest of (i) 30% of the alternativeimiim taxable income
or (i) the amount produced by multiplying 2% (or other applicable percentage)
by the purchases from related parties as more fully described above, plus 20% of
expenses paid to related parties that are not subject to Puerto Rice itacom

(vi)  the AMT book income adjustment is increased from 50% to 60%;

(vii)  the net operating loss deduction for AMT purposes is decreased from 90% to 80%
of the alternative minimum tax income;

(viii)  payments to nonresident partners, shareholders or members oWiengr 3nore
of interest in such paghrough entities will be disallowed as deductions if
payments are not subject to tax in Puerto Rico. These disallowances will not apply
to entities with tax exemption grants under the various Commonwealth tax
incentiveslaws. Also, the Secretary of Treasury has the authority to waive the
disallowances for other taxpayers;

(ix)  passthrough entities will be required to pay the special additional tax on gross
receipts at the entity level; and

(x)  Act 77-2014 imposed a cap of $30nillion to R&D credits the Government is
authorized to grant per year.

Special ExciseTax (Act 154)

Act 154 was enacted, among other things, to balance the tax burden among the taxpayers
and increase the tax revenues of the Commonwealth. Aand8#ied the income taxation of
certain nonresident alien individuals, foreign corporations and foreign partnerships by expanding
the circumstances in which such persons would be subject to Puerto Rico income taxation, and
imposed an excise tax on the aisifion of certain personal property manufactured or produced
in whole or in part in Puerto Rico and on the acquisition of certain manufacturing services
carried out in Puerto Rico. Act 154 applies to income realized and acquisitions occurring after
Decenber 31, 2010. The Commonwealth estimates that this excise tax affects mostly foreign
corporations or partnerships that are principally engaged in the manufacturing of
pharmaceuticals and electronics.

Act 154 provides that, in certain circumstances, tggsawill be deemed to be engaged
in trade or business in Puerto Rico, and taxable in Puerto Rico with respect to a portion of the

109



taxpayero6s income, where the taxpayers engage
are members of the same trmtied group. Where a person engages in significant transactions
with a member of the same controlled group that has gross receipts of $75 million or more in any
of the preceding three taxable years, and that manufactures or produces goods in Pyearto Rico
provides services in connection with the manufacture or production of goods in Puerto Rico, the
person will not be subject to income tax, and will instead be subject to the excise tax in lieu of
any income tax. The excise tax is based on the valuteofpersonal property or services
acquired. The excise tax was originally scheduled to apply for a period of six years and was set
at 4% for calendar year 2011, declining every year until reaching 1% in 2016. For the reasons
explained below, on February,28013, the Commonwealth amended Act 154 to set the excise
tax at a fixed 4% and extend its application until 2017.

On December 29, 2010, the Treasury Department adopted regulations that provide certain
tax credits against the temporary excise tax #&gdn its impact on affected taxpayers subject to
the temporary excise tax. These regulations became effective on January 1, 2011. The
regulations address implementation and interpretation issues and include provisions regarding
certain applicable creditagainst the tax subject to maintaining a baseline employment and other
conditions.

At the time of adoption of Act 154, the Commonwealth expected to raise approximately
$1.4 billion from the excise tax during the first year of implementation and #6dh lfor the
six year period that the excise tax was originally intended to be in place. Although the amounts
collected under Act 154 have met the initial projections, such revenue has not been sufficient to
fully offset the reduction in tax revenuesrrmther sources. As a result, on February 28, 2013
the Commonwealth amended Act 154 to extend the period of the excise tax until December 31,
2017 and reset the excise tax rate to a fixed 4% commencing on July 1, 2013

While the Commonwealth expects thattain taxpayers subject to the excise tax will be
able to credit all or a portion of the excise tax paid against their United States federal income tax
liabilities, it is uncertain how this tax will affect each individual taxpayer. Thetenyg effects
of the excise tax on the manufacturing sector of the Puerto Rico economy are also uncertain.

In connection with the expansion of the taxation of foreign persons by Act 154, the
Commonwealth obtained a legal opinion regarding the creditability of theeeteot for United
States federal income tax purposes. The opinion concludes that the aforementioned excise tax
should be creditable against United States federal income tax. That conclusion was based in part
upon a determination that the expansion oftéh@tion of foreign persons and the imposition of
the excise tax will more likely than not satisfy the constitutional requirements of due process and
the Commerce Clause of the United States Constitution, for reasons discussed therein.

On March 30, 2011t he Uni ted States I nternal Revenu
201129 addressing the creditability of the excise tax imposed by Act 154. Notice22011
provides that the provisions of the excise tax are novel and the determination of its creditability
requires the resolution of a number of legal and factual issues. Pending the resolution of those
issues, the I RS will not challenge a taxpayer
income tax under Section 903 of the United States Irit&e@enue Code of 1986, as amended.
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The IRS also provided that any change in the foregoing tax credit treatment of the excise tax
after resolution of the pending issues will be prospective and will apply to excise tax paid or
accrued after the date thatther guidance is issued.

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

Sales and Use Taxes

Act No.117 d July4 , 20080 ()hAantended the PR Code to
things, for a general sales and use tax of 5.5% to be imposed by the central government (the
A Commo n Baes brd kise Tax) . 117 Al® fauthorized each municipal government to
i mpose a municipal sal es &alebandd&se Taxaan od,f tlo d et
with the CommonwealtiSales and Use Tax t Sakes afid Use Tax) . eflaln theg e n
Municipal Sales and Use Taxas the same tax base, exemptions (except for unprocessed foods)
and limitations as those provided for the Commonwe8kies and Use Tax Act117 also
provided certain income tax reductions to address the regrestace of theSales and Use Tax
on taxpayers in lower income tax brackets. Bades and Use Tdas imposed on the sale, use,
consumption and storage of taxable items, which include tangible personal property, taxable
services, admission rights and certaither types of transactions covering separable and
identifiable taxable items which are sold for a single price, subject to certain exceptions and
limitations. TheSales and Use Takoes not apply to, among other things: nfgtor vehicles,

(i) nonprepared food, (iihealthcare services and prescription drugs,d@vain bakery goods,

(v) crude oil and its derivatives, including gasoline, bwjel room charges, (vifjnancial
services, (viii)services provided by the Commonwealth, including el@tt and water, and

(ix) local sales of goods to be used as raw material in a manufactured good, whether or not
bound for export. Act 117 also contained various exemptions fronsdhes and Use Tabor

certain specific items and for certain kinds ohgactions such as business to business services
and sales to resellers.

Act 117 also repealed the 5% (effective 6.6%) 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 fuel, crude oil and petroleum products, and vehicles, however, remain subject to
the excise tax previously applicable to such items, and are not subjecSadbeand Use Tax

The Sales and Use Tabecame effective on NovembEs, 2006 and theffective date of
the repeal of the 5% general excise tax was Octb®e2006. Municipalities were authorized to
implement the Municipabales and Use Tastarting on Julyl, 2006. The revenues derived from
the Sales and Use Taxas distributed as folles: 5.5% goes to the central government and 1.5%
to Puerto Ricobs municipaliti eZlesand@secTagh al f 0
transferred to the Dedicaté&hles and Use Takund, created by A&@1 of 2006, as amended,
and the balance goes teetbeneral Fund. The 1.5% Municif#dles and Use Tas divided as
follows: (i) 1% goes to the municipalities, and (ip% goes to the Municipal Improvements
Fund. The increase in revenues generated b8dhes and Use Tahas been partly offset byeh

111



elimination of the 5% general excise tax and the effect of the income tax reduction measures
included in Actl17.

The Treasury Department originally reported and recorded Commonvw&alkls and
Use Taxr evenues on a fAmodi f i e dtthe figares fob @ashi nsonttd Th
represent th&ales and Use Tag corresponding to sales made by merchants and retailers and
Sales and Use Tacollected by such merchants and retailers during that month, but reported and
remitted to the Treasury Departmentidg the following month.

Effective fiscal year 2010, the Treasury Department began reporting Commonwealth
Sales and Use Taevenues on a cash basis in order to report these revenues on the same basis
and at the same time as it reports all other tax revenues. Accordingly, for fiscal year 2010,
CommonwealttSales and Use Taevenues were reported in the month in which sucbmaes
were received by the Treasury Department. The new reporting method became effective as of
July 1, 2009. Thus, the figures fBales and Use Taoollections previously reported in June
2009 were transferred to July 2009.

The Sales and Use Tageneated revenues for the General Fund of approximately $543.2
million for fiscal year 2012 and generated approximately $552.8 million for fiscal year 2013
according to preliminary unaudited numbers for fiscal year 2013.

Act 40 of 2013 made the following ahges to th&ales and Use Tax

) the daily rental of motor vehicles is subject to Baes and Use Tannless it
qualifies under the business to business services exemption.

()] the business to business services exemption toSeles and Use Tawas
amendedto exclude various transactions such as bank service charges to
commercial clients, collection services, security and armored services, cleaning
services, laundry services, repair and maintenance of real and personal property
(not capitalizable), telecommication services, and waste disposal services.
These services will qualify for the business to business services exemption if
performed by related parties.

(i)  the resellers exemption certificate is limited for sales after July 31, 2013 to
eligible reselles that mainly sell to businesses that purchase articles exempt from
the Sales and Use Taxr for export. This date was administratively extended to
August 15, 2013. Commencing August 16, 2013, sales teelgible resellers
will be subject to the 6% ofhe Sales and Use Tagayable to the Treasury
Department but a reseller credit mechanism will be available to suchligdrie
resellers limited to 70% of the CommonweaBihles and Use Tapaid by the
reseller for each month. This credit may be incredasetl00% once a demand
deposit account is established by the taxpayer in Puerto Rico. Pursuant to
administrative interpretation and a later amendment to the law, the sales to
resellers will continue to be exempt from the 1% of 8aes and Use Tax
payable to the municipalities. Also, pursuant to an administrative ruling,
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wholesalers that meet certain requirements will be entitledSless and Use Tax
collection waiver.

(iv)  the exemption for purchases made by universities and higher educationiamstitut
is repealed.

(V) the exemption for purchases made by cooperatives is repealed.
(vi)  the exemption for purchases made by hospitals is limited.

(vi) the exemption for purchases during the back to school tax holiday period is
limited. Textbooks and notebooks arelvaé exempt from th&ales and Use Tax
all year round. Other school supplies such as uniforms will be subject to two tax
holiday periods, one in July and another in January. Electronic items such as
televisions and computers are no longer considered iteneyed by the back to
school holiday.

(viii)  the Municipal Sales and Use Tais reduced from 1.5% to 1% effective
December 1, 2013 for a tot8lales and Use Taaf 6.5% instead of 7%. The
decrease in th&ales and Use Tamay be postponed or reversed upon further
study by the Government. Act 1-2813 extended the effective date of the
reduction of the Municipabales and Use Taw February 1, 2014. Act 18014
changed the Municipal and Commonwealth portions of the $aldsUse Tax.
Effective February 1, 2014 the Municipal portion of thales and Use Tais
reduced from 1.5% to 1% and the Commonwealth portion was increased from
5.5% to 6%. Thus, the total Sales and Use Tax remains at 7%. Effective July 1,
2014 the muaicipalities must collect the 1% Municip&ales and Use Tax
directly. Treasury will no longer make the collection for any municipality.

The elimination or limitation of the various exemptions explained above, will broaden the
tax base of th&ales and Be Tax

In addition, (i) Act 40 also requires the establishment of a plan to control and monitor, the
collection and deposit of thBales and Use Taw increase th&ales and Use Taevenues of
the Commonwealth; (ii) Act 42 of 2013 amended the 201leGodbroaden the nexus rules used
to determine when a merchant will be considered to be engaged in the sale of taxable items in
Puerto Rico for purposes of tifeales and Use Taxand (iii) Act 46 of 2013 requires the
declaration and payment of tisales ad Use Taxon imported goods at the time of their entry
into Puerto Rico. This requirement does not apply to goods imported for resale prior to August 1,
2014. Inventory imported on or after August 1, 2014 is subject to declaration and payment of
Sales andJse Taxon at the time of entry into Puerto Rico.

Recently enacted Act 80 of July’,12014 made substantial changes to the Sales and Use
Tax provisions of the 2011 Code, including the following:

113



) property destined to a foreign trade zone is deemedvi® I@en introduced into
Puerto Rico upon arrival to the foreign trade zone.

(i) inventory imported into Puerto Rico on or after Augu¥t 2014 is subject to
Sales and Use Tayon importation.

(i)  manufacturer and eligible wholesaler waivers from collectiosaks and Use
Taxare eliminated.

(iv)  electronic filing of Declaration of Import§ales and Use Taon Imports Return
and Monthly Sales and Use Tax Return is required. Payme®dles and Use
Taxis generally due upon entry of goods unless the merchbahded

(V) credit forSales and Use Tapaid by resellers is increased to 75% of$ades and
Use Taxiability.

(vi)  establishes a Reseller Credit Control Account.

(vii)  Act 80 created a new Monthlyales and Use Taon Imports Return due on the
10" of the month following importation.

(viii)  the due date for filing the Monthly Sales and Use Tax Return was changed from
the 10" day to the 28 day of the month following the taxable event.

An integrated electronic system (PICO) was established by Treasuai} ales and use
tax related filings. All merchants must register in PICO.

Excise Taxes

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

Under Act 7, the excise tax was increased on certain articles (cigarettes and certain
alcoholic beverages) and was expanded with respect to others (motor vehicles). With respect to
cigarettes,te increase was approximately 81% per taxable unit. For certain alcoholic beverages,
the increase ranged between $0.30 and $0.70 per standard gallon. The 2011 Code incorporated
most of the increases made by Act 7, but provided an increase in the téal@dppto
concentrated wine must (from $4.48 to $7.00 per gallon), while reducing the tax payable with
respect to champagne from concentrated wine must (from $4.48 to $2.25 per gallon).
Motorcycles, ait er r ai n vehicl es and bjecctotheSaes and Osewh i ¢ h
Tax, are now subject to an excise tax of 10% under the 2011 Code.

Act 41 of 2013 increased the excise tax applicable to cigarettes from $11.15 to $16.15 per

hundred cigarettes effective July 1, 2013, and to $17.00 per hundeeéttes effective July 1,
2015. Act 412013 also imposes a new tax on smokeless tobacco of $1.00 per pound for
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chewing tobacco and $3.02 per pound for powde
from tobacco.

Act 40 of 2013 imposes a speci#lo tax for taxable years commencing after December
31, 2012, on premiums earned after June 30, 2013 by insurance companies authorized to do
business in Puerto Rico. Annuities and premiums for Medicare Advantage, Medicaid and Mi
Salud programs are excluded.

Act 48 of 2013 imposed a special tax of 1.5% of the value of contracts for professional
and consulting services, including advertising, legal, public relations, communications and
lobbying services executed by the Government or any of its agencieamastalities, public
corporations and the legislative and judicial branches. This tax is not creditable or deductible for
income tax purposes. Act 1:PD13 amended Act 48 to clarify the special 1.5% is not creditable
against the income tax but it is detible as an ordinary and necessary business expense.

Act 31 of 2013 reduced the tax on gas oil or diesel oil from $.08 to $.04 per gallon and
increased the tax on crude oil products and hydrocarbons from $3.00 per barrel dependent on the
price of crude ibto a fixed $9.25 per barrel subject to adjustment for inflation every four years.

Licenses

Act 77 of 2014 increased the license fees for adult entertainment machines from $2,250
to $2,500.

Property Taxes

Personal property, which accounts &mpproximately 46% of total collections of taxable
property, is sefassessed. Real property taxes are assessed based on 1958 property values. No
real property reassessment has been made since 1958, and construction taking place after that
year has beensaessed on the basis of what the value of the property would have been in 1958.
Accordingly, the overall assessed valuation of real property for taxation purposes is substantially
lower than the actual market value. Also, an exemption on the first $190@ssessed
valuation in ownenccupied residences is available.

Property taxes are assessed, determined and collected for the benefit of the municipalities
y the Municipal Revenwes @olgloevcetrinomeof@e nitnesrt r |
ommonwealth. However, 1.03% of the property tax based on the assessed value of all property
ot her than exempted property) i's used for p
bligation debt and is deposFuneed in the Commo

Act 7 did impose, however, an additional real property tax on residential and commercial
real properties with appraised values in excess of approximately $210,000. This tax applied
during fiscal years 2010, 2011 and 2012. The additional real nydp&, which was collected
by the Treasury Depart ment , amounted to 0. 5¢
determined by the CRIM. The 2011 Code eliminated this additional real property tax for fiscal
year 2012.
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Act 40 of 2013 provides that tigales and Use Tapaid by a reseller is excluded from

the valuation of inventory for personal property tax purposes.

The following table presents the assessed valuations and real and personal property taxes
collected for fiscal years 2009 to 2013.

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 PreviousYears Collections
2009 $28,903,996 $1,032,570 $634,040 $244,411 $878,451
2010 175,025,782 1,093,769 666,429 269,857 936,286
2011 187,293,462 1,152,718 712,706 225,280 937,986
2012 197,624,523 1,164,156 677,709 288,484 966,193
2013* 191,139,478 1,141,443 677,988 277,855 955,844

@ valuation set as of July 1 of each fiscal year.
*  Preliminary, unaudited numbers.

Source: Municipal Revenues Collection Center.

Recently enacted Act 136 of November 26, 2013 amended the ipirfRroperty Tax

Act to require all taxpayers to make quarterly estimated tax payments of personal property tax on
the 18" day of August, November, February and May.

Other Taxes and Revenues

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

receipts. Pursuant toAct 30 of 2013 which is effective for fiscal year 2014 and thereafter,

portion of such registration fees were assigned to PRHTA.

Non-tax revenues consist principally of lottery proceeds, documentary stamps, permits,

fees and forfeits, proceeds of land sales and receipts from public corporations in lieu of taxes.

Revenues from NorRCommonwealth Sources

Revenues from ne@ommonwealth sourcaaclude customs duties collected in Puerto

Rico and excise taxes on shipments of rum from Puerto Rico 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 Commavrealth. The excise tax on shipments of rum from Puerto Rico and other
rum producing countries is currently $13.50 per gallon. Of this amount, the lesser of $10.50 per

proof gal |l on

Commonwealth.

to $13.25 per proof gallon.

and t he actual

exci

S e

t @ the

mp o s

Since 1999, however, the United States Congress has enacted special
supplementary legislation increasing the maximum amount covered over to the Commonwealth

For fiscal year 2012, the total excise taxesnorshipments

returned to the Commonwealth was $400.5 million, of which $302.3 million went to the General

Fund.
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I n June 2008, the Government of )tsigpedddni t ed
agreement with Di a g)doothelt@struction bna operatibnioba new reir
distillery in St Croix, USVI, that will manufacture Captain Morgan branded products to be sold
in the United States beginning in January 2012. Previously, all rum used in Captain Morgan
products sold in the United States was procured through a supply contract with Serrallés
Di still ery in(Piette Rica WHic® sexpired on December 31, 2011. The
Commonwealth estimates that the exports of Captain Morgan rum promuBPeerto Rico by
Serrallés during calendar year 2009 were 9,403,224 proof gallons. These rum exports of Captain
Morgan resulted in an estimated $124.5 million in excise tax on rum shipments returned by the
United States to Puerto Rico during fiscal y@809. As a result of the termination of the
contract between Serrallés and Diageo, it is expected that after 2011, the income received by the
Commonwealth from the federal excise tax on rum shipments will decrease, unless Serrallés is
able to find otherlents in the United States for the volume of bulk rum previously purchased by
Diageo for its Captain Morgan products.

In an effort to maintain the local rum industry, as a result of the threat posed by the
USVI 6s agreement wi t hincieasatgeamqunt af federatexcisgptaxesore r v e
rum shipments returned to the Commonwealth under the -o»eerprogram, Act Nol78 of
Decembed , 2 0 10 )(washAwrattedlwhiBhdncreases from 10% to 25% the portion of the
monies fromthe federal excise tax that the Commonwealth may invest to provide incentives to,
and promote, the Puerto Rican rum industry. The law also authorizes the Governor to increase
this percentage up to 46% after December 31, 2011, through an Executive Oraeder to
promote the Puerto Rican rum industry in general, the amount received from such refund will be
transferred to a special account of the General Fund, which may be used for marketing,
production and infrastructure investment incentives. Effeclianuary 1, 2011, Act 1 of 2011
replaced Act 178 and contains identical provisions.

As permitted under Act 1 of 2011, the Commonwealth entered into a definitive
agreement with three rum producers and is currently in negotiations with other producers to
provide them a series of subsidies and incentives, by allowing such companies to benefit from
the coverover program rebate. These agreements are expected to promote and encourage the
export of rum produced in Puerto Rico. As a result of these agreemharits) fiscal year 2013
the Treasury Department allocated $75.4 million of total revenues from the federal excise tax on
rum shipments for these incentives. The amount of the payments during fiscal year 2013 was
affected by the federal offset of fedenahéls related to a debt with the USACE.

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

The Treasury Department has elaborated a strategic plan designed to improve tax
collections. The plan includesiiiatives to increase tax compliance, implement effective
enf orcement measures, and attack tax evasion.
Department has liberalized the procedures to enter into payment plans;iretferspromise
agreementsand encouraged voluntary disclosure agreements.
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In addition, the Treasury Department has developed initiatives focused on effective
enforcement methods, such as improving the efficiency of its audit selection process, and the use
of technological solutions to improve collections. The Treasury Departmasmalso integrated
its databases and established a tax intelligence project to identify tax evasion and improve its
audit selection process.

On September 28, 2010, the Treasury Department signed an agreement for the
implementation of a new point ofleasystem that is intended to strengtherSages and Use Tax
enforcement efforts. The system is designed to: (i) transmit daily to the Treasury Department
information on allSales and Use Takansactions; (ii) reconcile transmitted transactional
information with information reported by merchants; (iii) provide wireless transmission devices
for use by street vendors; and (iv) capture a greater percentage of cash sales through the
implementation of a special lottery using sales receipts as lottery tickets e Al VU Lot 00)

The Treasury Department has developed various initiatives directed towards increasing
collections of income taxes and tBales and Use Takrough the implementation of various
enforcement and compliance programs. Other programsgeaeed towards the use of
technology to detect noncompliance. For example, the Treasury Department completed the
integration of its general computer systems with $ades and Use Tadatabase in order to
better detect nenompliance. Such integrationshallowed the Treasury Department to compare
the electronic information provided by the transactional database and the data contained in the
tax returns repository. Such comparison offers the Treasury Department with detailed
information about which merches reflect taxable transactions but are either (i) not duly
submitting the corresponding sales and use tax return; (ii) submitting erroneously prepared tax
returnsi returns with less sales volume transactions than the information provided by the
transadbonal database; (iii) merely submitting with no payment as the law requires; (iv) or
merchants not reporting cash sales. In order to address these possible instances of non
compliance, the Treasury Department created a task force consisting of fistaisaaail agents
from the Consumer Tax Bureau and the Tax Evasion Bureau. The fiscal auditors are responsible
for investigating inconsistencies reported by the point of sale system, determine tax deficiencies
and issue preliminary deficiency notices. Tagents of the Consumer Tax Bureau provide
assistance to the fiscal auditors in connection with any additional information requirements and
visit merchants and retailers to investigate the status of their permits and point of sale systems.
Finally, the agets from theTax EnforcemenBureauare responsible for investigating any tax
crimes discovered by the fiscal auditors and/or agents from the Sales and Use Tax Bureau.

In addition to the abovehe TreasuryDepartmentesigned and developedstandardize
selection process focused on merchants that have been affected by the enactment-20£2t 40
to verify compliance with Sales and Use Tagenses, and IVU loto program. The design and
development process was divided in two groups: (1) naetshthat are affected by the business
to business provisions and (2) any other merchants. On July 2, 2013, Treasury issued Circular
Letter 1304 to clarify application of the elimination of the business to business exemption for
certain servicesThe TreasuryDepartmentmplemented the initiative at the beginning of August
2013 by visiting the selected merchantptovide guidanceon Circular Letter 134. By the
end of fiscal year 2014, t he Coonypletedd83iasn T a x
and collected an aggregate of $2.0 million fredsuch audits
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Treasury identified that taxpayers were incorrectly using the resellers exemption
certificates negatively affecting tfgales and Use Tavollection. Act 40 eliminated the resellers
exenption certificates, which have been cancelled as of August 16, 2013. As such, new
processes are being implemented to issue new Reseller Certificates and to allow a credit for tax
payment in resale businesses as provided on Act 40 @atbs and Use Taronthly tax return.

Effective August 16, 2013 the new Reseller Certificates only exempt the reseller from the
1% MunicipalSales and Use TaxThe Reseller Certificate is required to entitle the reseller to a
credit for theSales and Use Tgxaid on its prchases of inventory items, subject to a limitation
of 75% of theSales and Use Tdwability.

On August 1, 2014, the Treasury Department implemented the Integrated Merchant
Port al (API COO0) as a tool t hat wo glarationeaiabl e
Imports, Tax on Imports Monthly Returns and Sales and Use Tax Monthly Returns and
applicable payments electronically. Since 8ades and Use Tdg now collected at the point of
entry revenues are received at the beginning of the chaupplysinstead of the point of sale.

Act 1632013requires that for taxable years beginniafier December 31, 201Zertain
taxpayers are required to include audited finangttementsand certain supplemental
information. The supplemental informatianust be filed electronically.

Federal Grants

The Commonwealth receives grants under numerous federal programs. Federal grants to
the agencies and instrumentalities of the Commonwealth are estimated to be $4.646 billion for
fiscal year 2012, a decrease®378 million, or 8%, from fiscal year 2011. Federal grants for
fiscal year 2013 are projected at $4.499 billion, which is consistent with the level for fiscal year
2012. The following table presents revenues from federal grants by broad program laickas, w
are accounted in the central accounting system of the Treasury Department. The figures for
fiscal years 2009 through 2012 are actual figures. The figures for fiscal year 2013 are the
amounts included in the adopted budget.

Federal grastare not inluded inGeneral Fundudgetary revenues
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The Commonwealth of Puerto Rico

Federal Grants*
(in thousands)

2009 2010 2011 2012 2013Y

Education $1,813,455 $1,270,589 $1,364,393 $1,080,342 $1,016,958
Social Services 2,453,605 2,481,447 2,431,381 2,400,747 2,416,049
Health 583,190 655,060 472,983 475,671 463,887
Labor and Human Resources 277,127 138,425 225,090 97,317 89,043
Crime 64,155 29,459 35,826 34,895 44,740
Housing 416,667 534,987 340,728 399,983 420,876
Drugand Justice 53,067 21,628 21,968 25,995 17,513
Agriculture and Natural Resources 114,920 25,501 14,960 16,206 11,814
Contributions to Municipalities 47,656 60,559 52,087 43,698 28,348
Other 67,017 73,813 64,219 70,499 70,822

TOTAL $5,890,859 $5,291,468 $5,023,635 $4,645,503 $4,580,050

" Does not include grants received by agencies whose accounting systems are not centralized at the Treasury Department.

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

O M B @mmary roleis to assist the Governor in overseeing the preparation of the budget
of the Commonwealth and supervise its administration in the agencies of the Executive Branch.
Inhel ping to formulate the Governoro6s budget,
programs, policies, and procedures, assesses competing funding demands among agencies, and
sets funding priorities.

In addition, OMB oversees and coordinates the adiminiet i ondés i nitiati v
management, information technology, general management and organizational structure, and
supervises the agenciesd compliance with the

each of these ar e@ismproveCalinirisgative managenest, deévelop better
performance measures and coordinating mechanisms, and promote efficiency in the use of public
funds.

Budgetary Process

The fiscal year of the Commonwealth begins each Duly The Governor is
constitutonally required to submit to the Legislative Assembly an annual balanced budget of
total resourcescapital improvements, and operatiegpenditure of the central government for
the ensuing fiscal year. The annual budget is prepared by OMB, in comndimdth the
Planning Board, th&reasury Departmenand other government offices and agencies. Settion
of ArticleVl of the Constitution provides that #@AThe
not exceed the totalesourcesestimated for said fiscal year unless the imposition of taxes
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 resouarethe ensuing fiscal year under l@ws existing at
the time the budget is submitted, and I@gislative measures proposed by the Governor and
submitted with t he proposed budget, as we l |
appropriations that ihis judgment are necessary, convenient, and in conformity with the four
year investment plan prepared by the Planning Board.

The Legislative Assembly may amend the budget submitted by the Governor but may not
increase any items so as to cause a defidihout imposing taxe®r identifying additional
resourcesto 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 bg#t. The Governor may also veto the budget in its entirety and return it
to the Legislative Assembly with the Governot
twot hi rds majority in each house, may daptec r r i de
prior to the commencement of a fiscal year, the budget for such fiscal year shall be the annual
budget for the preceding fiscal year as originally approved by the Legislative Assembly and the
Governor until a new budget is approved. This permgsGbmmonwealth to continue making
payments of its operating and otleaipenditure until a new budget is approved.
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Financial Control and Adjustment Procedures

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

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

A Budgetary Fund was created by AdD.147 of Junel8, 1980, as amended (the
ABudget ar tp coleu thal appropriations approved in any fiscal year in which the
revenues available for such fiscal year are insufficient, to secure the payment of public debt, and
to provide for unforeseen circumstances in the provision of public service. Ambegual to
one percent of the General Fund net revenues of the preceding fiscal year is required to be
deposited annually into the Fund. In addition, other income (not classified as revenues) that is
not assigned by law tospecific purpose is also reaged to be deposited in the Budgetary Fund.

The maximum balance of the Budgetary Fund may not exceed 6% of the total appropriations
included in the budget for the preceding fiscal year. During the last fiscal years, the Legislative
Assembly approved jotrresolutions to halt temporarily the deposit of funds into the Budgetary
Fund, and such funds were used insteadadver the budgetargeficit. As of Septembe0,

2014 the balance in the Budgetary Fund was3$nillion.

An Emergency Fund was credtby Act No.91 of June 1 , 1966 (AAat 91 o
amended (the ODEFEmetgewcoyeFumdexpected public n
as wars, hurricanes, earthquakes, droughts, floods and plagueasnd t o pr ot ect ©peo
property and the public sector credit. The Emergency Fund is capitalized annually with an
amount totaling no less than one percent of the General Fund net revenues of the preceding fiscal
year. Act No91 was amendedi2003 to set an upper limit to the Emergency Fund of $150
million at the beginning of the fiscal year. Act No. 91 was further amended in 2005 to authorize
the disbursement of funds from the Emergency Fund to cover certain General Fund expenditures
and ogrational costs of the State Emergency Management Agency and authorized GDB to lend

122



to the Commonwealth up to $150 million to replenish the Emergency Fund to provide funding
for emergency and disastaeeds.As of SeptembeB0, 2014 the Emergency Fund hai.8
million available to be borrowed from GDBointResolution No. 60 of July 1, 2011 authorized
the conversion of this loan into a revolving line of credit with the same authorized limit of $150
million.

Appropriations
Appropriations in the centrglovernment budget of Puerto Rico consist of the following:

0] General Fund appropriations for recurring ordinary operatiegpenditurs of
the central government and of the Legislative Asseniliiyseare made by a single annual law
known as the Joint Resolution of the General Budget.

(i) General Fund appropriations for special operatingxpenditure, for
contributions to municipalities, the University of Puerto Rico and the Judicial Bramzhfor
capital expendituresTheseare authorized by separate law.

(i)  Disbursements of Special Funds for operating purposes and for capital
improvementsFor the most parthesedo not require annual legislative authorization, because
they are authorized by previougjiglation or by the United States Congress. Federal grants
constitute the major part of the resources of the Special Funds.

(iv) Bond Fund appropriations for capital expenditures financed by bonds
Expendituresof these fundsccur in one or more years.

(V) Othea Funds.Appropriations may be made from time to time from snecurring
surplus funds extractions or dividends from control government agency special funds, public
corporations or other sources.

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

The following table shows a breakdown between controllable andcomrollable
General Fud expenditure for fiscal years 20 and 2015. The following expenditure are
categorized as controllable in the table: utilitayments to public corporations and all
contributions to the government retirement systems, including, among others, regular payroll
contributions, Act 70 annuities, incremental Act 114 and Act 116 payroll contributions,
voluntary additional ggropriationsand special laws.
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Expenditures Breakdown for the General and Stabilization Funds

(in millions)
2014* 2015+
Non-Controllable Expenditures
MandatedExpenditurs (Formula)
Contributions to Municipalities $ 361 $ 361
University of Puerto Rico 834 834
Judicial Branch 349 323
Debt Payments to Public Buildings Authority 273 274
General Obligation Debt Service 162 743
Other Debt Service 441 3%
Total of NorControllableExpenditurs $2,420 $2,929
Percent of Total General Fulitkpenditure 25% 30%
Controllable Expenditures $7351 $6,636
Payroll and Related Co§ts? $3,636 $3,335
Payroll as a Percentage of ControllaBkpenditurs 50% 0%
Total General and Stabilization Funds Expenditures $9,770 $9,565

* Preliminary
** Estimated based on FY15 Approved Budget
(1) Excludes University of Puerto Rico and the Judicial Branch.

(2) Includes the school wide Program teachers payroll appropriated in thBistvibuted Allocationsexpenditurecategory.
Source Office of Management and Budget

Budget for Fiscal Year 205

The following table presents a summary o]
government budget for tHiscal year ending June 30, 2015
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Commonwealth of PuertoRico

Summary of Central Government Approved Annual Budget

General Fund Budget and Reconstruction Fund

(in thousands)

Revenues from internal sources:

Personal income taxes
Retainechonresident income tax
Corporate income taxes
Partnership income taxes
Tollgate taxes
17% withholding tax on interest
10% withholding tax on dividends
Inheritance and gift taxes
Sales and use taxes
Excise taxes:
Alcoholic beverages
Foreign (Act 154)
Motor vehicles anéccessories
Cigarettes
Other (excise taxes)
Licenses
Miscellaneous noitax revenues:
Contributions from lottery fund
Electronic lottery
Registration andocument certification fees
Other
Total revenues from internal sources
Revenues from ne@ommonwealth sources:
Federal excise taxes on @ffiore shipments

Total revenuefrom nonrCommonwealth sources

Total revenues
Other:
Reconstruction Fund (Financing)
Bonds authorized
Total other sources

Total resources
Appropriations:
Currentexpenses:
General government
Education
Health
Welfare
Economic development
Public safety and protection
Transportation andommunication
Housing
Contributions to municipalities
Special pension contributions
Debt service
Other debt service (appropriations)
Total appropriation$ current expenses
Capital improvements
Total appropriations
Yearend balance

Total appropriations and yeand balance

Totals may not add due tounding.

Fiscal Year Fiscal Year
2014 2015

$2,088000 $2,356,000
820,000 807,000
2,123000 2,085,000
1,000 2,000

4,000 5,000

6,000 7,000
37,000 116,000
3,000 3,000
865,000 735,000
284,000 281,000
1,956,000 1,889,000
432,000 380,000
186,000 170,000
140,000 121,000
14,000 25,000
19,000 42,000
101,000 93,000
100,000 104,000
124,000 118,000
9,303000 9,340,000
222,000 225,000
222,000 225,000
9,525,000 9,565,000

245000 0

0 0

245000 0
9,770000 9,565,000
1,395,854 1,104,143
3,375,079 3,087,149
1,378,402 1,367,192
437,464 413,605
145,086 138,738
1,499,553 1,431,705
120,405 70,028
23,518 21,396
404,620 370,627
335,355 334,050
162,237 742,718
492,427 483,649
9,770,000 9,565,000

0 0
9,770,000 9,565,000

0 0
$9,770,000 $9,565,000

Sources: Treasury Departmerdnd Office of Management and Budget
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The consolidatedbudget for fiscal year 201provides for total resources of $28.052
billion, of which $.565billion are General Fund resources.

The principalchanges in théscal year 201%udgeted Geeral Fund revenues compared
to preliminary fiscal year 2014 revenuese accounted mainly bgyew tax modifications,
elimination of certain tax credits and the implementation of previously approved collection of
sales and usexat point of entry. The major changes from fiscal year 2014 are (i) an increase of
$140 million in sales and use tax, (ii) an increase in corporate income tax of $171, fiii)ian
decreasen withholding taxes on norfresidents of $93nillion), (iv) an increase inalcoholic
beveragdaxesof $14 million, (v) a decrease iexcise taxes on motor kielesof $12 million,
(vi) a decreasen excise tax under Act 15df $12 million, and (vii) an increase irpersonal
income taxe®f $377 million.

The General Fundudget for fiscal year 201provides or total expenditures of#665
billion. This represents an increase of $320 million over the final budget for fiscal year 2014
($9.245 billion), but a reduction of $205 million when compared with thginaii fiscal year
2014 budget of $9.770 billion. The fiscal year 2015 budget provides for incremental debt service
on Commonwealth general obligatibonds and notesf $581 million, which when considered
together with the $205 million reduction in toedpenditurs, results in an aggregate decrease of
$786 million in appropriations other than debt servidee expense categories most significantly
affected ardi) payroll accounts, which decreased by $301 milliocluding the Department of
EducationSdoolwide Programdue to the full year effect of higher than expediedal year
2014 attrition and reduagbenefits, (i) other operating expenses accoumtsch wasreduced
by $151 millionas a result ofeductions in purchasemd professional servigate reductions
and other initiativesincluding school transportation reorganization and school consolidation,
and (iii) agency and program special appropriatiaisch decreaseldy $121 million.

Differences between Budget and Basic Financi8litatements

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

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

(i) Expenditures for current purposes in a particular fiscal year may inahadants
appropriated for earlier periods but not previously experatedmounts not budgeted for a
particular fiscal year, but expended during that yead, conversely, may exclude amounts
appropriated for such fiscal year but not expended until lateydse

(i)  Bonds are authorized by the Commonwealth in accordance with aydaur
capital improvement program. Since bond sales are determined by bond market conditions and
other factors, the amounts of bonds sold for these improvements are financedrnesdri@m
the General Fund to the Capital Projects Fund, which are later reimbursed from proceeds of bond
or notes sales.
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RETIREMENT SYSTEMS
AND OTHER POST-EMPLOYMENT BENEFITS

Overview

Substantially all of the yblic employees of the Commonwealth andintstrumentaties
are covered by five retirement systemshe Employees Retirement System, the Teachers
Retirement System, the Judiciary Retirement SysteenRetirement System tfe University of
Puerto Rico ad the Employees Retirement System of Ru®&ico Electric Power Authority.
The Employees Retirement System and the Teachers Retirement System are the largest plans,
both in number of active members and retirees and in the amount of their actuarial accrued
liabilities.

The Retirement System of th@niversity of Puerto Ricaand theEmployees Retirement
System of theElectric Power Autbrity coveremployees of the Universityf Puerto Riccand
PREPA respectively and are funded by those public corporations from their revenues
Although he Commonwealth is not required to contribute diretttlthose two systems, large
portion ofthe Universityd sevenues is derived frofegally mandatedegislative appropriations.
The discussion that follows only covers the Employees Retirement System, the Teachers
Retirement System and the Judiciary Rmtireme
coll ectively, the ARetirement Systemso

The Employees Retirement System &tatutorytrust created by Act No. 447 of May 15,
1951, as ame ndPreodto theirécent améndiriedts made in 2013 by A0Q13
(discussed below), the Employees Retirement System whgbad defined benefit plan
consisting of different benefit structures. Members who had entered the Employees Retirement
System before January 1, 2000 participated in a defined benefit program. Members who began
to participate pr#éadv Par Anere enbteditd thedhighed befefita c t
structur e, while those who began to panticipa
were subject to a longer vesting period and aced level of benefits, as provided by Act No. 1
of February 16, 1990 i Al®ft199@).

In 1999, Act 447 was amended to close the defined benefit program for new participants
and, prospectively, establish a new benefit structure ainal a cash balance plan (this new
benefit structure i s )r dénmbers whd entered tlresEmplo$egss t e m
Retirement Systemn or after January 1, )pditoigde oléhSry st e m
System 2000 Prior to the amendment made by AcR@13, under the System 2000 benefits
structure, a participant was entitled to receive a hsonp payment, which could be received in
full or used to purchase an annuity from a third partyet@®lely on the amounts contributed in
cash by such participant. Act2013 amended the law to eliminate the lump sum distribution
and substitute it for a life term annuity payable to the System 2000 Participant. This amendment
was intended to alleviatdhe cash flow needs of the Employees Retirement System. System
2000 Participants receive periodic account statements similar to those of defined contribution
plans showing their accrued balanceSystem 2000 Participants do not benefit framy
employer contributions Instead, employer contributions made on account of System 2000
Participants are usetb reduce the accumulated unfunded pension benefit obligation of the
Employees Retirement System.

127



System 2000 is not a separate plan as there are notsepecaunts for System 2000
Participants. Contributions received from System 2000 Participants are pooled and invested by
the Employees Retirement System together with the assets corresponding to the defined benefit
structure. Thus, future benefit paynenonder the defined benefit structure of Act 447 andlAct
of 1990 and the defined contribution structure of System 2000, as amended b20N&, 3will
be paid from the same pool of assets of the Employees Retirement System.

The Teachers Retirement ss¢m is astatutorytrust createdn 1951 It is a defined
benefit pension plarior active participants hired on or before July 31, 2014 and a defined
contribution pension plan for participants hired on or after August 1,.2014

The Judiciary RetiremerfBystem is astatutorytrust createdn 1954 It is a defined
benefit pension plan.

The Retirement Systems are funded principhilycontributions made by employers (the
Commonwealth, public corporatiorend municipalities) and employees, as well iasegment
income.

As previously mentioned, Act-3013, enacted in 2013onstitutes a comprehensive
reform d the Employees Retirement System. This reform was necessary to address the growing
funding shortfalls which threatened the long tawtvencyof the Employes Retirement System.
See ANEfforts to Address Cash FIl owTheprovisibns al | a
of Act 3-2013 and its projected impact on the funding shortfalls are discussed below.

In addition, Act 1662013 and Act 182013 wee enacted in 2013 tearry out
comprehensive reforsof the Teachers Retirement System and the Judiciary Retirement System,
respectively. However, both lawserelargelystruck down by th€®uerto Ricdsupreme Court

Governance Governance of the Emplog® Retirement System and the Judiciary
Retirement System is vested in a Board of Trustees, which sets policy and oversees the
operations consistent with applicable laws. There are eleven members of the Board, as follows:
the Puerto Rico Secretary of thee@sury (or her appointee), the President of GDB (or his
appointee), the Commissioner of Municipal Affairs (or his appointee) and the Director of the
Office of Human Resources of the Commonwealth (or his appointee) afficio members;
three members apmted to thregear terms by the Governor of the Commonwealth, two of
whom must be members of the Employees Retirement System or the Judiciary Retirement
System, with at least ten years of credited service; and a member who is a pensioner of the
EmployeesRetirement System or the Judiciary Retirement System. The other two members will
be the President of the Federation of Mayors and the President of the Association of Mayors. The
Board is also responsible for appointing the Administrator of the Empl®e@ement System
and the Judiciary Retirement System.

Governance of the Teachers Retirement System is also vested in a Board of Trustees.

There are nine members of the Board, as follows: the Secretary of the Treasury (or her
appointee), the President &DB (or his appointee) and the Secretary of Education (or his
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appointee), as ex officio members; orgpresentativeo f a teacher(@shis or gan
appointee)designated by the Governor for a term of four years; three teachers of the Teachers
Retiremet System, one of which shall represent active teachers and two of which shall represent
retired teachers, each appointed by the Governor for a term of four yearepoesentativef

the collective bargaining unit for teachers pursuant to Puerto Ricolahis appointee); and a

member who represents the public interest, appointed by the Governor for a term of four years.
The Board is also responsible for appointing an Executive Director.

Covered Employees The Employees Reement System covers suéstially all
employees of thecentral government (consisting of the departments and agencies of the
Commonwealth), all members and regular employees of the Legislative Branch, and all
employees of the public corporations (other than the University andPRRENd the
C o mmo n w enahidipdiities except for those employees that are covered by the other two
Retirement SystemsThe Judiciary Retirement Systemly covers judges

The Teachers Retirement System covalls active teachers of the Department of
Education and the employees of the Systern tsdcome plan members of the System at their
date of employment. Licensed teachers working in private schools or other educational
organizations have the option to become members of the System so long asutted req
employer and employee contributions are satisfied.

The following table shows the number of active members, retired members, disabled
members and beneficiaries and terminated vested members for each of the Retirement Systems
asof June 30, 203

Participant Data
(as of June 302013

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

Employees Retirement System
Act 447 Participants 19,281 89,925 14,933 13,362 7,219 144,720
Act 1 Participants 42,882 7,470 1,680 3,439 55,471
System 2000 Participants 63,508 - 36 - - 63,544

Total 125,671 97,395 16,649 13,362 10,658 263,735
Teachers Retirement System 41,553 33,045 2,234 3,088 698 80,618
Judiciary Retirement System 364 372 0 58 59 853

@ Represents generally members who ceased employment without the right to a retirement annuity and are due a refund of member
contributions and, if applicable, employer contributions, plus interest thereon.

The assets contributed by the Commonwealth central government and all other
participating employers are invested together andsegregatedAs of June 302013, the
central government was responsible for making contributions with respegiptoximately
73,523active members of the Employees Retirement Systerfi@5% of total active members
(consisting ofapproximately 12,217 Act 447 Participants, 27,747 Act 1 Participants and 33,559
System 2000 Participants). Municigeds were responsible for apprmately 30,572, or
24.33%%, active members (consisting approximately 3,323 Act 447 Participants, 8,958 Act 1
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Participants and 18,29%ystem 2000 Participants). Public corporations were responsible for
approximately 21,576, or 17.%/ active members (ceisting ofapproximately 3,741 Act 447
Participants, 6,177 Act 1 Participants and 11,8%8tem 2000 Participants).

Funding Requirements The Commonwealth central government is responsible for
approximately 59% of total employer contributions to Eraployees Retirement System, and
the other 41% is the responsibility of public corporations and municipalities. The
Commonwealth central government is also responsible for 100% of total employer contributions
to the Judiciary and TeachdRetirement Systemn Retirement and relatdzbnefits provided by
the Retirement Systemand requied contributions to the Retirement Systdmemployers and
employeesare determined by law rathdrain by actuarial requirement$he Commonwealth is
ultimately responsile for any funthg deficiency with respect to central government employees
in the three Retirement Systenasnd may ultimately be responsible for all funding deficiencies

As of July 1, 2011, after the adoption of Act 1a6f July 6, 2@ 1 (AA

statutory employer contribution for the Employees Retirement System increased from a
minimum of 9.275% to a minimum of 10.275% of covered payroll,waificcontinue to increase
annually until fiscal year 2021. The employer contribution rate for fiscal 3@Hs is 13.275%.
SeeiEf forts to Adbhmoess alhsandl owmprove Fundi
payroll is the compensation regularly paid to active employees on which contributions to the
RetirementSystems are computed and is generally equivalertheir annual salary. Act 447
requires that employer contributions cover the difference between (i) the benefits provided by the
RetirementSystem, plus administrative costs, and (ii) the contributions that employees are
required to make to thRetiremat System. This requirement, however, has not been adhered to
and the level of employer contributions has been limited to the minimum statutory rate.

Required employee contributions for the Employees Retiremener8ygiry according

to how the individuale mp|l oyee 6 s retirement benedcurity s ar

benefits. Act 2013 increased the employee contribution from 8.275% to 10% of covered
payroll.

Asaresultot he adoption of Act 114 of July 5,
contribution for the Teachers Retirement Sysierscheduled to increase annudilym 8.5% of
covered payrolin fiscal year 2011 td9.75%in fiscal year 2021Then, pursuant to Act 160
2013, the statutory employer contribution wiihcreaseto 20525% of covered payroll
commencing in fiscal year 202 The employer contribution for fiscal year 2015 is 12.6P6
covera payroll. The statutory employee contribution for the Teachers Retirement System is
9.0% of covered payroll for participants whoserguiate is prior to August 1, 2014ursuant to
Act 1602013, n the case of new participants whose entry date is on or after August 1, 2014, the
statutory employee contribution is (i) 10% from August 1, 2014 to June 30, 2017, (ii) 13.12%
from July 1, 20Z to June 30, 2020, and (iii) 14.02% from July 1, 2020 theredftar.the
Judiciary Retirement Systerthe employer contribution is 30.34% of covenaalyroll andthe
employee contribution is 8% of covered payroll

Pursuant to the Constitutional andtstary priority norms for the disbursement of public
funds that apply during any fiscal year in which the resources available to the Commonwealth
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are insufficient to cover the appropriations approved for such eegaioyercontributionsby the
Commonwealt to the Retirement Systems fall within the third priority category, after payment
of the public debt, the fulfilment of contractual obligations, eminent domain payments and
certain commitments to protect the credit and good faith of the Commonwealtmmewe.
These priority norms do not apply to employer contributions made by public corporations and
municipalities, because the funds of public corporations and municipalities are not available
resources of the Commonwealth.

Benefits and Special Bendf. Each Retirement System provides basic benefits
principally consisting of a retirement annuity and death and disability benefits (collectively
referred to herein as i)B aEachcRetieementBystem aB@& n s i 0 n
administers benefits granted under various special laws thaphaxided additional benefits for
theretirees ancdbend i ci ari es (collectively referred to
B e ne) i Thes ®ystem Administered Pension Benefits include, among others, additional
minimum pension, death and disability benefitshad costof-living adjustments and summer
and Christmas bonuseAct 3-2013amended the various laws providing some oféh®gstem
Administered Pension Benefits to reduce some of the amounts payable to existing retirees while
eliminating the benefits for all future retirees (those retiring after June 30, 2013).

The System Administered Pension Benefits are funded mayasyou-go basis by the
Commonwealth from the General Fund or by the participating public corporation and
municipalities These benefits are not an obligation of the respective Retirement Systems.
Except for the System Administered Pension Benefitsesponding to former employees of
municipalities and public corporations, which are obligations of the municipalities and public
corporations, rost of the funds used tooeer these benefits are required to be daydthe
Commonwealth tlough annual approjtions from the General Fund. Historically, however,
the Retirement Systems have made current payments of System Administered Pension Benefits
to participants buthe costs ofhese pension benefits havet beenrecovered by the Retirement
Systemsin full and on a timely basis from the Commonwealth and the participating public
corporations and municipalities

Composition and Market Value of Investment PortfoliosAs of June 30, 2014the
mar ket val ue of t he E mipvestmerd pdfolio Rvast $8.156 bilkon, t Sysi
compared to $3.790 billion as of June 30, 20A3. of June 30, 201the investment portfolio
was comprised of approximately 22% of equity investments, 40% of fixed income securities,
20% of internally managed mortgaged persoal loans portfolio, 120 of shortterm cash
equivalens (excluding receivables), an&o6of other investmentsThe decrease in value of the
investmat portfolio since June 30, 201®incipally reflects the continued use of investment
portfolio assets and ¢hsale of a portion of the personal loan portfolio to pay current benefits as
discussed below. Total assets as of June 304 26#l June 30, 2013 were $3.554 billion and
$3.996billion, respectively, and the total net assets for such peweds $242 millon and $731
million, respectively.

As of June 30, 2013 the mar ket val ue of t

portfolio was $1.87 billion, compared to $2.048 billion as of June 30, 20A2. of June 30,
2013, the investment portfolio was conggd of approximately 28% of equity investments, 49%
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of fixed income securities, 22% of internally managed mortgage and personal loans portfolio,
and 1% of other investmentslhe decrease in value of the investment portfolio principally
reflects the contiued use of investment portfolio assets to pay current benefits as discussed
below. Total assets as of June 30, 2013 and June 30, 2012 weR® $illwn and $2.297
billion, respectively, and total net assets for such periods wereiil86n and $2.@9 billion,
respectively.

As of June 30,2014 t he mar ket valwue of mestndentdi ci a
portfolio was $66.1 million, compared to $63.4 million as of June 30, 2@&3of June 30,
2014 the investment portfolio was compriseidapproximately 55% of equity investments %34
of fixed income securities, 1% of internally managed mortgagearsbnal loans portfolio, and
10% of shoriterm cash equivalents (excluding receivables). The increase in value of the
investment portfolio reflgs the increased proportion invested in equity assets, which have had a
superior performance in the stated periddtal assetas of June 30, 2014 and June 30, 2013
were $66.4 million and $63.&illion, respectively, ath total net assets for such periogsre
$61.7 million and $59.@illion, respectively.

All the figures provided above for fiscal year 2014 are preliminary and unaudited.

Actuarial Valuations of the Retirement Systems

Historically, each of the Retirement Systems has conducted an actuarial valuation as of
the end of every two fiscal years. However, due to the deterioration of the funding status of the
Retirement Systems, as discussed below, each of the Retirement SSy&gam conducting
annual actuarial valuations effective June 30, 200Bhe latest actuarial valuations were
conducted by Milliman Inc., a firm of independent consgltctuaries, as of June 30, 2013

The purpose of an actuarial valuation is to caleuthé actuarial accrued liability of each
of the Retirement Systems, which estimates on the basis of demographic and economic
assumptions the present value of the benefits that each of the Retirement Systems will pay to its
retired members and active memgapon retirement. The actuarial valuations are performed in
accordance with generally recognized and accepted actuarial principles and practices. The
actuarial valuation compares the actuarial accrued liability with the actuarial value of assets and
arny excess of that liability over the assets represents an unfunded actuarial accrued liability
(AUAAL of the applicable Retirement System.
Retirement Systems, the actuarial value of assetsu@l ¢g the market value of assets (net of
liabilities). An actuarial valuation will also express the percentage that a Retirement System is
funded through a AFunded Ratiod which repre:
actuarial value of assets tiie Retirement System by the actuarial accrued liability of the
Retirement System. An actuarial valuation will also state an actuarially recommended
contribution rate, which is a recommended rate of covered payroll that consists of two
components: (1) naral cost, which generally represents the portion of the present value of
retirement benefits that are allocable to ac
amortized portion of the UAAL. The amount that the Commonwealth and other participating
enities actually contribute to the Retirement Systems is determined by statute and does not
follow the recommendations of the actuaries, as discussed above. If additional employer
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contributions were to be made, they would have to be included in the Gaveenoro udget r eq
and approved by the Legislative Assembly.

To calculate the actuarial accrued liability of each of the Retirement Systems, the
actuarial valuations use several actuarial assumptions. Some examples of these assumptions
include an expectethte of return of assets, age of retirement of active members, future pay
increases for current employees, assumed rates of disability aneenpulsyment life
expectancies of retirees and beneficiaries. If the experience of the Retirement Systems is
different from these assumptions, the UAAL of the Retirement Systems may increase or decrease
to the extent of any variances. As discussed below, the actual return of assets of each of the
Retirement Systems during fiscal years 2009 and 2012 was lowehthasdumed investment
return utilized to prepare the actuarial accrued liability. The actual return of assets of the
Retirement Systems for fiscal years 2010 and 2011, however, was higher than the assumed
investment return used to prepare the actuariakaians.

The actual rate of return on assets of the Retirement Systems depends on the performance
of their respective investment portfolios, which can vary materially from the expected rates of
return assumed in the actuarial valuations. The investmerifolps of the respective
Retirement Systems can be volatile. The value of the securities in the investment portfolios can
dramatically change from one fiscal year to the next, which could, in turn, cause substantial
increases or decreases in the amsets of the Retirement Systems, which directly impacts the
UAAL. For fiscal year 2009, the annual rates of return of the assets of the Employees
Retirement System, the Teachers Retirement System and the Judiciary Retirement System was
negative 9.8%, negae 15.9% and negative 18.0%, respectively, contributing to the increase in
the UAAL of the Retirement Systems between fiscal year 2007 and fiscal year 2009. For fiscal
year 2010, the yeand return of the assets of the Employees Retirement Systemedhbbers
Retirement System and the Judiciary Retirement System was 8.7%, 12.5% and 12.7%,
respectively. For fiscal year 2011, the yead return of the assets of the Employees Retirement
System, the Teachers Retirement System and the Judiciary Retir8ystam was 16.0%,

21.5% and 20.5%, respectively. For fiscal year 2012, thegmhmreturn of the assets of the
Employees Retirement System, the Teachers Retirement System and the Judiciary Retirement
System was 5.1%, 2.0% and 2.5%, respectively. Forl i@z 2013, the yeagnd return of the

assets of the Employees Retirement System, the Teachers Retirement System andahe Jud
Retirement System was 7.8%, 7.8% and %l .Gespectively.

The June80, 2013 actuarial valuations of the Employees Retirem&ystem and
Judiciary Retirement System were completed i
method, with an assumed investment return .d%6per year, in the case of the Eumyses
Retirement System, and 6w3per year, in the case of the Judigi®etirement System, and
yearly salary increases of 3% per year. The actuarial valuations of the Employees Retirement
System and the Judiciary Retinent System as of June 30, 2058 assumed westment returns
per year of 6% and &4, respectively. Uher t he MAprojected unit Cr e
benef it i's determined at each active partici
compensation increases, and the projected benefit is attributed to each year of service using
straight proratonds ed on projected service to each ass:
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cost is the sum of the present valwue of the |
attributable to the current year of service.

The June 30, 2013 actuarial vaioatof the Teachers Retirement System was completed
in accordance with the fAentry age normal 0 met
per year and yearly salary increases of 3.5%. The actuarial valuation of the Teachers Retirement

Systemasofjue 30, 2012 had assumed investment retu
age normal 0 met hod, a projected benefit i's d
retirement age assuming future compesumafti on i
each active participantés annual cost for the

were calculated as a level percentage of his compensation each year, it would accumulate (at the
valuation interest rate over his total priorandfuer year s of service to th
retirement date) into an amount sufficient to

Any amounts receivable from the Commonwealth with respect to benefits under System
Administered Pension Benefits lawdiscussed above) are considered in the actuarial valuation
process to determine the unfunded pension benefit obligation of the Retirement Systems to the
extent receivables are recognized as such by the Retirement Systems.

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

The tablesn this sectiorset forth, according to the actuarial valuations of the Retirement
Systems, the actuarial value of assets, actuarial accrued liability, U#vAted ratio, covered
payroll and UAAL as a percentage of covered payroll. The ratio of the UAAL to covered payroll
is a measure of the significance of the UAAL relative to the capacity to pay it. The trend in the
ratio provides information as to wheththe financial strength of a pension plan is improving or
deteriorating over ti me. As shown in the #fAHi
in the UAAL to covered payroll for each of the Retirement Systems shows a significant
deteriorationn their financial strength.

The June 30, 2013 actuarial valuations of the Retirement Systems were performed using
the same actuarial cost methods as the actuarial valuations as of June 30, 2012, except that the
interest rate assumptions were reviseddescribed below, and, in the case of the Employees
Retirement System, certain assumptions were revised due tc2A&t 3 3 (-Wx)t, 3whi ch
adopted a comprehensive reform of the Employees Retirement System.
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The following table summarizes the resufsthe actuarial valuations, other than with
respect to noipension posemployment benefits (which are discussed below).

Funding Status
Actuarial Valuations as of June 30, 2013
(% in millions)

Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered  of Covered
of Asset§” Liability @ Liability® Ratid® Payrolf® Payrol(®
Employees Retirement System........ $ 731 $23,712 $22,981 3.1% $3,489 658.6%
Teachers Retirement System........... 1,907 12,252 10,345 15.6 1,249 828.5
Judiciary Retirement System............ 59 417 358 14.2 32 1,113.1
TOtal e $2,697 $36,381 $33,684 7.4% $4,770 706.2%

@

@)

(6)

(6)

The actuarial value of assets of each of the Retirement Systems is set forthdtuén&l valuation relating to each Retirement System and is equal to the full mari
value of the assets held by the Retirement Systems, including expected receivable contributions from the Commonwepdlitiesiamci participating public
corporatims, less bonds payable and other liabilities.

The actuarial accrued liability of each of the Retirement Systems is set forth in the actuarial valuation relating tireaemfR&ystem and is an estimate based on
demographic and economic assumpgiofithe present value of benefits that the Retirement System will pay during the assumed life expectancies of therapyait:
members and active members after they retire.

The UAAL of each of the Retirement Systems is set forth in the aatwaiuation relating to each Retirement System and reflects the amount of the excess of th
actuarial accrued liability of a Retirement System over its actuarial value of assets. The indicated amounts reflect deddisalated pursuant to the requiests of
the Government AccountbdbhgfBrapdapdseBoafdp(a&aB8Bation in the CAFR.

The Funded Ratio of each of the Retirement Systems is presented in the actuarial valuation relating to each Retirensmd Bfigesrthe quotient obtained by
dividing the actuarial value of assets of the Retirement System by the actuarial accrued liability of the RetiremenT Bgstatitated percentages reflect the Funde
Ratio as calculated pursuant to the requirements of GASBuUrposes of presentation in the CAFR.

The covered payroll of each of the Retirement Systems is presented in the actuarial valuation relating to each Rettemmant $ygqual to the annual salaries pai
active employees on whiaontributions to the Retirement System are made.

The UAAL as a percentage of covered payroll is presented in the actuarial valuation relating to each Retirement Syfientsahe geiotient obtained by dividing th
UAAL of the Retirement Systemytthe covered payroll of the Retirement System. Totals may not add due to rounding.

Source: Actuarial valuation reports as of June 30, 2013 for each of the Retirement Systems.

Informational copies of the actuarial valuation reports of the EmployeeseiRent
System and the Judiciary Retirement System, as well as other financial information, are available
on the website of the Administration of the Retirement Systems at www.retiro.pr.gov.
Informational copies of the actuarial valuation report of thecfiess Retirement System, as well
as other financial information, are available at the website of the Teachers Retirement System at
www.srm.pr.gov. Investors are encouraged to review the actuarial valuations with the assistance
of their own qualified profgsionals. No information contained on these websites is deemed
incorporated herein by reference.

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

The Retirement Systems provide basic dfggs principally consisting of a retirement
annuity and death and disability benefits
Pensi on ). BEhe Bdtirement®ystems also administer benefits granted uadeus
special laws that have provided additional benefits for the retirees and beneficiaries (collectively
referred to herein as fASys)t dm SystmAdministéredr e d
Pension Benefitsiclude, among others, additional minimum pension and death benefitscad
costof-living adjustments, and summer and Christmas bonuses. The System Administered
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Pension Benefits are funded on a {a&you-go basis by the Commonwealth from the General
Fund or by the participating public corporation and municipalities. These benefits are not an
obligation of the respective Retirement Systems. Except for the System Administered Pension
Benefits corresponding to former employees of municipalities andcprdyporations, which are
obligations of the municipalities and public corporations, most of the funds used to cover these
benefits are required to be paid by the Commonwealth through annual appropriations from the
General Fund. Historically, however etliRetirement Systems have made current payments of
System Administered Pension Benefits to participants but the costs of these pension benefits
have not been recovered by the Retirement Systems in full and on a timely basis from the
Commonwealth and the giipating public corporations and municipalities.

Employees Retirement Systerfihe actuarial valuation of the Basic System Benefits and
System Administered Benefits of the Employees Retirement System as of June 30, 2013 gives
effect to the pension rafm enacted in April 2013 throughct 3-2013 The most important
aspects of the changes effected Agt 3-2013 are summarizedelow and in the actuarial
valuation. As part of the pension reform, the Government also enacted-2cd323 ( i Act 32
which provides for an additional annual contribution from the participating employers (which
includes the municipalities and certain public corporations) beginning in fiscal year 2014 and up
to fiscal year 2033. This additional contribution, which is in additio the increase in the
statutory rates of employer contributions enacted in 2011, will be determined on an annual basis
by the Systemds actuaries as the amount nece
System during any subsequent fiscal yedall below $1 billion.

Act 3-2013 together with Act 32, is a dynamic@ar plan designed to provide enough
cash to the Employees Retirement System to be able to make full payment of Basic System
Benefits and System Administered Benefits as they come due, as well as to pay debbservice
the Employees Retirement Syesnatoré of theélce 32013 Becze
reform, constant monitoring and future adjustments will be needed as a result of actual
experience to make sure that the System remains solvent.

The actuarial aation of the Basic System Benefits and System Administered Benefits
as of June 30, 2013 reflects an actuarial accrued liability of $23.7 billion, compared to $27.6
billion as of June 30, 2012. The reduction in the actuarial accrued liability of $3i88 k=
mostly the result oAct 3-2013 which decreased the actuarial accrued liability as of June 30,
2013 by $3.76 billion, or 13.7%. Despite the decrease in the actuarial accrued liability, the
funded ratio as of June 30, 2013 decreased to 3.1% 4% as of June 30, 2012, as a result of
a decrease in the actuarial value of asgdter deducting the $2.9 billion principal amount of
outstanding pension obligations bon@t®m $1.2 billion to $731 million. The decrease in the
actuarial value of aets reflects a system that is being defunded as a result of the continued net
funding and cash flow shortfall that is exhausting plan assets. As mentioned Aatt0$2013
is not designed to improve the funding ratiaghe near termbut rather to ense that the System
remains solvent.

For fiscal year 2013, the actuarially recommended contribution was $2.2 billion, while

actual employer contributions to the Employees Retirement System were $637.6 million, or
29.1% of the actuarially recommended cimition. Act 3-2013 however, reduced the
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actuarially recommended contribution for fiscal year 2014 by $0.46 billion, or 20.3%, to $1.8
billion.

The June 30, 2012 actuarial valuation projected that the gross assets of the Employees
Retirement System wddi have been depleted by fiscal year 2019. Based on the actuarial
assumptions used for the June 30, 2013 valuation report, the changes institAtedB{A013
the gradual increase in the statutory employer contribution rates enacted in 2011 and the
addtional annual contributions from the Commonwealth and other participating employers
required by Act 32 to be made from fiscal year 2014 through fiscal year 2033 (assumed to
remain constant at $120 million each fiscal year during the projection perisdprdjected that
the gross assets of the Employees Retirement System will be sufficient to cover the Employees
Retirement Syst embs current and future oblic
accelerated pace of retirements, however, may be on&eofattors that could require an
increase in the additional annual contributions from the base level of $120 million.

The latest actuarial valuation assumed that, for fiscal year 2014, the additional
contribution under Act 32 of $120 million (of which apgimately $78.9 million corresponded
to the Commonwealth central government and $41.1 million corresponded to the public
corporations and municipalities) was paid at the end of the fiscal year. The actual amount of the
additional contribution received the Employees Retirement System to date for fiscal year
2014, however, is $21.3 million, or $98.6 million less than the required aména result of
the General Fund revenue shortfall, compared to budget, the Commonwealth made certain
adjustments tonte f i s c al year 2014 budgetary appropri
the disbursement of public funds that apply during any fiscal year in which the resources
available to the Commonwealth are insufficient to cover the appropriations approv&dtho
year. These adjustments included the reduction in full of the portion of the Act 32 additional
contribution corresponding to the Commonwealth central government ($78.9 million), as well as
the reduction of $5.4 million that had been included inGleaeral Fund budget to assist public
corporations and municipalities that did not have the financial capacity to make their
corresponding portion of the additional contribution. For fiscal year 2015, the approved budget
includes a reduced appropriatiof $28.2 million for the Act 32 additional contribution, of
which approximately $22.6 million corresponds to the Commonwealth central government (from
an estimated contribution of $70.4 million) and $5.5 million is included to assist public
corporations andnunicipalities. The Government intends to pay the portions of the Act 32
additional contribution that it has not been able to pay on a timely basis from future legislative
appropriations. Failure by the Commonwealth and other participating employeekéoup for
the shortfall in the additional contribution for fiscadays 2014 and 2015, or failure make
future additional contributions at the level determined by the actuaries in accordance with Act 32
on a timely basis, will have a material adverffeat on the future solvency of the Employees
Retirement System and, notwithstanding thet 3-2013 reform, will result in future asset
depletionand the possibleompleteexhaustion of the assets of the Employees Retirement
System

Act 32 provides that,from fiscal year 2015 and thereafter, the additional annual
contributionshouldbe calculated such thdte gross assetsf the Employees Retirement System
arenever below $1 billion. Given the extraordinary retirement pattern of central government
employees during fiscal year 2014 resulting fréine enactment of th@ensionreform, and the

137



correspondingly lower payroll contribution base, it is likely that the required contribwiiicme
greater than $12fillion, in order to ensure that the system doesrun outof liquid assets to
meet its obligations and to meet the threshold set forth in2613.

The actuarial valuation as of June 30, 2013 for Basic System Benefits and System
Administered Benefits also reflects an interest rate assumptié@s per year, compared to
6.0% per year for the June 30, 2012 actuarial valuation. The increase in the interest rate
assumption decreased the actuarial accrued liability as of June 30, 2013, compared to June 30,
2012, by $1.29 billion, or 4.5%, and thetwarially recommended contribution by $54.9 million,
or 2.4%.

Teachers Retirement SystenThe actuarial valuation of the Basic System Benefits and
System Administered Benefits of the Teachers Retirement System as of June 30, 2013 reflects an
actuarial acrued liability of $12.3 billion, compared to $12.4 billion as of June 30, 2012, and a
funded ratio of 15.6%, compared to 17% as of June 30, 2012. The decrease in the funded ratio is
the result of a decrease in the actuarial value of assets from $1A t0il$1.9 billion, due to the
continued net funding and cash flow shortfall that is exhausting plan assets. Based on the
Teachers Retirement Systemdés current funding
continued funding shortfalls) and othesamptions, the actuarial valuation as of June 30, 2013
shows that the Teachers Retirement System is being gradually defunded and projects that its net
and gross assets will be depleted by fiscal year 2020.

For fiscal year 2013, the actuarially recommeth contribution was $736.6 million, while
actual employer contributions to the Teachers Retirement System were $187.4 million, or 25.5%
of the actuarially recommended contribution.

The actuarial valuation as of June 30, 2013 for Basic System BenefitSyateim
Administered Benefits also reflects an interest rate assumption of 6.25% per year, compared to
5.95% per year for the June 30, 2012 actuarial valuation. The increase in the interest rate
assumptiomesulted in a decrease appproximately $430 milbn in the actuarial accrued liability
(AAL). This decrease was offset by other actuarial considerations, such as demographics,
resulting in a reduction of $99 million in the AAL from $12,351 million in 2012 to $12,252
million in 2013.

The June 30, 2013tiarial valuation does not take into consideration the effects of Act
1602013 (AAct 1600), enacted in December 2013,
Teachers Retirement Systeand whichalso provided for additional annual contributions from
the General Fund to the System of $30 million in fiscal years 2017 and 2018 and $60 million
thereafter until fiscal year 2042. The reforms of the Teachers Retirement System, together with
the gradual increase in the statutory employer contribution ratastesl in 2011 and the
additional annual contributions described above, were projected, based on actuarial assumptions,
to allow the System to make benefit payments when due. In April 2014, however, the Puerto
Rico Supreme Court ruled that the amendmentscted by Act No. 160 to the pension benefits
provided to active teachers who are participants in the Teachers Retirement System are
unconstitutional due to the impairment of contractual rights. Only new patrticipants in the
Teachers Retirement System Ivae subject to the amendments to the pension benefits enacted
by Act 160. The Commonweal th is currently st
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financial condition of the System in order to evaluate alternative courses of action. Failure to
amend Act 160 in order to compensate for the effect of the provisions declared unconstitutional

wi || |l ead to the depletion of the Systemb6s a
report.

Judiciary Retirement SystemThe actuarial valuationf she Basic System Benefits and
System Administered Benefits of the Judiciary Retirement System as of June 30, 2013 reflects an
actuarial accrued liability of $416.7 million, compared to $416.3 million as of June 30, 2012, and
a funded ratio of 14.2%, coraped to 14.1% as of June 30, 2012. Based on the Judiciary
Retirement Systembébs <current funding and disb
funding shortfdk) and other assumptions, taetuarial valuation as of June 30, 2013 shows that
the Judiary Retirement System is being gradually defunded and projects that its net and gross
assets will be depleted by fiscal year 2019.

For fiscal year 2013, the actuarially recommended contribution was $38.5 million, while
actual employer contributions tthe Employees Retirement System were $11.4 million, or
29.6% of the actuarially recommended contribution.

The actuarial valuation as of June 30, 2013 for Basic System Benefits and System
Administered Benefits also reflects an interest rate assumptior8%f per year, compared to
6.1% per year for the June 30, 2012 actuarial valuation. The increase in the interest rate
assumption decreased the actuarial accrued liability as of June 30, 2013, compared to June 30,
2012, by $9 million, or 2.1%, and the aaially recommended contribution by $0.8 million, or
2.0%.

The June 30, 2013 actuarial valuation does not take into consideration the effects of Act
1622 013 (fAAct 1620), enacted in December 2013,
Judiciary Retiement System. The reforms of the Judiciary Retirement System were projected,
based on actuarial assumptions, to allow the System to make benefit payments when due. In
February 2014, however, the Puerto Rico Supreme Court upheld the constitutionalityl62Ac
but only with respect to judges appointed on or after December 24, 2013, the date Act 162 was
enacted. As a result, judges appointed before the approval of Act 162 will continue to enjoy
their prior retirement benefits. For judges appointed oafr the approval of Act 162, the
Puerto Rico Supreme Court interpreted Act 162 as creating two benefits regimes, one for judges
appointed between December 24, 2013 and June 30, 2014, as to whom a modified benefits
regime applies, and one for judges apped on or after July 1, 2014, as to whom all provisions
of Act 162 apply. The Commonweal th is currer
on the financial condition of the System in order to evaluate alternative courses of action. Act
162 al® provides that the System will request an actuarial report to determine the amount of the
additional contribution the Commonwealth would have to make in order to avoid the projected
gross assets of the System during any subsequent fiscal year fromballmg$20 million. If
the Commonwealth is not able to make such additional contributions or fails to take other
corrective actions to compensate for the effect of the provisions declared unconstitutional, the
Systemds assets widbythédJane 80el013adtuaridlrepats pr oj ect e
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Actuarial Valuations as of the Indicated Fiscal Years

Historical Funding Status

(in millions)

Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered of Covered
Fiscal Year Ending June 30, of Assets Liability Liability Ratio Payroll Payroll
Employees Retirement System
2007, i e i s $2,892 $16,770 $13,878 17.2% $4,246 326.8%
2009, e 1,851 18,944 17,092 9.8 4,293 398.2
P20 O F 1,667 21,370 19,703 7.8 3,818 516.1
2011 1,724 25,457 23,734 6.8 3,666 647.3
2012 1,237 27,646 26,409 4.5 3,570 739.7
2013 e 731 23,712 22,981 3.1 3,489 658.6
Teachers Retirement System
2007, i i iiiieee et $3,163 $7,756 $4,593 40.8% $1,370 335.3%
2009, 2,158 8,722 6,564 24.7 1,418 462.8
P20 O F S 2,222 9,280 7,058 23.9 1,370 515.0
2011 i 2,386 11,449 9,063 20.8 1,320 686.4
2012 2,099 12,351 10,252 17.0 1,293 792.8
2013 e 1,907 12,252 10,345 15.6 1,249 828.5
Judiciary Retirement System
2007, i et $81 $259 $177 31.5% $31 566.6%
2009, 51 324 273 15.6 31 893.7
P20 O F S 55 338 283 16.4 32 882.0
2011 i 64 383 319 16.7 32 1002.2
2012, e 59 416 358 14.1 33 1081.9
2013 e 59 417 358 14.2 32 1113.1

@ please refer to the footnotes of the immediately preceding table for an explanation of the categories set forth in shef thisitable.
Source: Actuarial valuation reports as of June 30 of the fiscal years indicated above for each of the R8istemst
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The following table shows the actuarially recommended contributions, actual employer
contributions and resulting amount unfunded and percent contributed for each of the Retirement
Systemsdé | ast four fiscal years.

Schedule of EmployerContributions
to Retirement Systems

(in millions)
Actuarially Actual
Recommended Employer Amount Percent
Fiscal Year Ending June 30, Contributions® Contributions @ Unfunded® Contributed

Employees Retirement System
2010 $1,460 $534 $926 36.6%
2011 1,735 702 1,033 40.5
2012 2,019 590 1,429 29.2
2013 2,193 641 1,552 29.2
2014 1,823 858 965 47.1
Teachers Retirement System
2010 477 165 312 345
2011 528 160 368 30.3
2012 659 177 482 26.9
2013 737 187 550 255
2014 749 193 556 25.8
Judiciary Retirement System
2010 28 11 17 39.1
2011 30 11 19 36.9
2012 34 11 23 34.1
2013 39 11 28 29.5
2014 41 11 30 27.2
Total
2010 1,965 711 1,254 36.2
2011 2,293 874 1,419 38.1
2012 2,712 776 1,936 28.6
2013 2,969 838 2,131 28.2
2014 2,613 1,062 1,551 40.6

@ The actuarially recommended contributions are based on the information contained in the actuarial valuations for thet Bgtitems as
of June 30, 208

@ The actual employer contributions for fiscal y@dr4 are based on the statutory employer contribution plus the expectets pay-go
contributions for System Administered Pension Benefits, as set forth in the actuarial valuations as of Jue 30, 201

® Represents the difference between the actiyaiecommended pension contribution and the actual contribution from the participating
employers.

Source: Information regarding the actuarially recommended contributions was derived from the Jund &€tua@al valuation reports for the

Retirement Syems. Information regarding the actual contributions for the Retirement Systems was provided by the Retirement Systems.

The Commonwealth recognized that, based on the then current funding requirements of
the Retirement Systems, the UAAL of the RetiremBgstems was expected to continue to
increase indefinitely into the future instead of being amortized, and that future scheduled
contributions at the then current funding rates would not be sufficient to make future benefit
payments when due. It recognizéitht additional funding from the Commonwealth would
ultimately be necessary to cover such unfunded obligation. It was estimated that the
Commonwealth would be responsible for approximately 62% of any such funding deficiency of
the Employees Retirement Sgst and approximately 74% of the combined funding deficiency
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of the three Retirement Systems, with the balance being the responsibility of the municipalities
and participating public corporations.

Funding Shortfalls and Issuance of Pension Obligation BondsFor several fiscal
years, actual employer and employee contributions to each of the Retirement Systems have been
lower than annual Basic System Pension Benefits payments and administrative expenses. These
shortfalls in contributions over the amountguieed to pay Basic System Pension Benefits and
expenses are referred to herein as Afunding s
reflect the actual cash flow position of the Retirement Systems, which is affected, among other
things, by the investment and financing activities. One type of investment that has particularly
contributed to the deterioration of the Reti
increase in personal | oans t o Fdotes That Hewenb er s ,
Contributed to Deterioration in Financial Solvency of trmployeefetirement Systemo

The Retirement Systems have been forced to cover the funding shortfalls with investment
income, loans from financial institutions and various-necurrirg sources of funds. In some
fiscal years, the funding shortfall has also exceeded the investment income of the Retirement
Systems, causing the Systemsdé assets to decli

Besides using investment income to colbenefit paymentshe Employees Regément
System has covered some of its historical funding shortfalls with the sale of investment portfolio
assets and proceeds of loans from the Treasury Department or other financial institutions, some
of whichhavebeen ol | at erali zed with the Retirement Sy

During 2008, the Employees Retirement System issued approximately $2.9 billion of
Senior Pension Funding Bonds (the APension Bo
6.55%, for which repaynmt the Employees Retirement System pledged all employer
contributions made after the issuance of the bonds. The Pension Bonds are limitedpoose
obligations of the Employees Retirement System payable solely from, and secured solely by, the
employercontributions. The maturity of the Pension Bonds is not subject to acceleration for any
reason including nepayment of debt service on thends. Af June 30, 201,3approximately
$2.9 billion of the Pensio Bonds remain outstandinghe purpose of ik offering was to
increase the assets of the System available to invest and pay benefits.

The table below shows the funding shortfalls for each of the last four fiscal years and the
projected funding shortfall for the following five fiscal years for eatthe Retirement Systems.
The funding shortfalls fofiscal years 2010 through 20X8e based on the audited financial
statements for the Retirement Systems for those years and the fahditfglls for fiscal years
2014through 2018 are based on théuacial valation report as of June 30, 20Theprojected
funding shortfalls for the Employees Retirement System for fiscal year 2014 thru 2018 reflect the
impact of the amendments madeAxnt 3-2013
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Funding Shortfalls

(in millions)
Basic System
Benefit Payments
and
Employer and Member  Administrative
Fiscal Year Ending June 30, Contributions ¥ Expense§) Net Funding Shortfall®
Employees Retirement System
2010 $727 $(1,102) $(375)
2011 6712 (1,183) (512)
2012 689 (1,528) (839)
2013 747 (1,522) (775)
2014 1,02 (1,644) (617)
2015 1,087 (1,655) (568)
2016 1,1489 (1,662) (514)
2017 1,2229 (1,666) (444)
2018 1,298 (1,670) (372)
Teachers Retirement System
2010 248 (498) (250)
2011 245 (593) (348)
2012 247 (593) (346)
2013 253 (603) (350)
2014 256 (630) (374)
2015 27 (645) (367)
2016 301 (663) (362)
2017 329 (684) (355)
2018 359 (708) (349)
Judiciary Retirement System
2010 13 (19) (6)
2011 13 (19) (6)
2012 12 (21) 9)
2013 13 (19) (6)
2014 13 (24) (12)
2015 13 (24) (11)
2016 14 (25) (12)
2017 14 (26) (13)
2018 15 (27) (13)

@) Represents the statutory employer and member contributions and does not include amounts received from employers orSyswoant of

Administered Pension Benefits, except as described under footnote 4 below. For fiscal years 2014 through 2018,pastiofiaied
assumed to grow 2.5% annually and employer contributions include the rate increases provided for by Act 114 and Act 116.

@ Excludes $162.5 million contributed to the Employees Retirement System on June 23, 2011 and invested in COFINAsbant$opAct
96.

® Includes, in the case of the Employees Retirement System, principal and interest paid on the Pension Bonds for fiedal edr2 3 in
the amounts of $191 million and $192 million, respectively, and for fiscal years 201i¢tt2618, debt service of $167 million per year.

@ Includes $12 million additional annual contributioand savings generated by the System from the difference between receiving the $2,000
per retiree contribution as required under AQM.3 and payig $1,500 per retirees to covagrtain System Administered Pension Benefits.

®  Does not include interest income from asset investrilenals may not add due to rounding.

Source:Information obtained from each of the Retirement Systems, Employeesratir System projections made by Milliman, and the June
30, 2013 actuarial valuation reports

The Employees Retirement Systemti@pates thatits future cash flow needs for
disbursement of benefits to participgrasiministrative expenses and debt seraie likely to
continue to exceed theum of the employer and employe®ntributions received and its
investment and other recurring incoiioe a period of time, even after taking into account the
increases in employer contributions provided for by Ac6,14s described below and the
amendments made by Act2013 After the enactment of Act-3013 the Employees
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Retirement System expects to havdecreasing annunding shortfall (after payment of debt
service on the Pension Bondahd thispositivetrend is expected to continuas shown in the

table above Based on the Empl oyees Retirement
projectionsmade prior to the enactment of Act2813 (which refleced continued funding
shortfalls) and other assumptionse thctuaml valuation as of June 30, 20%Batel that the
Employees Retiremertfystemwas being rapidly dfunded and projeetl that its net assets

(total assets minus the Pension Bonds and other liabiliies)d be depleted by fiscal year
2014 and its goss assetwould be depleted by fiscal year 2019 his meanh that during the

period from fiscal yeaR014 through fiscal year 20,1Benefitswere expected to be paid from

the proceeds of the Pension Bonds, and that after depletion of the gross assetmultebe

no funds remaining to pay pension benefits or debt seoncthe pension obligation bonds

With the enactment oAct 3-2013and the incremental annual contributions from the General
Fund required by Act 32 beginning in fiscal year 2014 antbudjscal year 2033, it is projected

that the gross assets will no longer be depleted. This incremental contribution will be
determined on an annual basis based on act u:
actuaries.

The Teachers Retirement S has also covered funding shortfalls during the last
decade through the sale of investment portfolio assets. For fiscal year 2015, the Teachers
Retirement System expects to have a funding shortfall of approximately $367 meNien
after taking intoaccount the increases in employer contributions provided for by Act 114, as
described bel ow. Based on t he Teachers R
disbursement projections (which reflect continued funding shortfalls) and assamptions,
the acuarial valuation as of June 30, 2013 states that the Teachers Retirement System is being
gradually defunded and projects that its net and gross assets will be depleted by fiscal year
2020. The actuarial valuation as of June 30, 20iill reflect thosechanges enactetly Act
160-2013 that wereipheld by the Supreme Court

The Judiciary Retirement System Faso experienced fundinghortfalls duringthe last
five fiscal years and has used investment income to cover some of these shortfalls. For fiscal
yea 2013 the Judiciary Retirement System expects to have a fustiorgfall of approximately
$6 million, and this negative trend is expected to continBased on the Judiciary Retirement
Systembs current funding and ucostibuad fenelinge n t p
shortfalls) and other assumptions, the ac@iaraluation as of June 30, 20%&tes that the
Judiciary Retirement System is being defunded and projects that its net and gross assets will be
depleted by fiscal year 2019The actuarialvaluation as of June 30, 20will reflect those
changes enactday Act 1622013 that wereipheld by the Supreme Court

In the case of the Teachers Retirement Systems and the Judiciary Retirement Systems, if
the level of contributions to those systeams] the level of benefits were to remain unchanged,
the funding deficiencies are expected to continue to be covered with the investment income
from, and the sale of, assets of such systems, thus continuing to deplete such assets. Based on
the actuarial viaation report as of June 32013, for the period from fiscal year 2014 to fiscal
year 2020, the average annual funding deficiency is projected to be approximately $356 million
for the Teachers Retirement System and approximafelyndillion for the Judi@ary Retirement
System. Once the assets of those systems are depleted, the funding deficiency would have to be
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covered by the employers. As indicated above, it is estimated that the Commonwealth would
have to cover substantially all of the funding deficly of the Teachers Retirement System and
the Judiciary Retirement System.

The estimated years for depletion of the assets stated above could vary depending on how
actual results differ from the assumptions used in the actuarial valuations (includasgtineed
investment rate of return), as well as based on any future changes to the contribution and benefits
structures of the Retirement Systems.

The consulting actuaries have recommended that the funding requirements of the
Retirement Systems be sige#intly increased in light of (i) the expected negative net cash flows
and exhaustion of plan assets, (ii) the forecasted decrease in funded status, and (iii) the
actuarially recommended contributions which significantly exceed actual employer
contributions Act 32013 was enacted in response to these recommendations with respect to the
Employees Retirement System.

Factors That Contributed to Deterioration in Financial Solvency of the Employees
Retirement System Among the factors that have contributedosh significantly to the
deterioration of the Employees Retirement System are the folloi)nthe inadequacy of the
historical funding level$or the Retirement System@) the enactment afpecial lawsncreasing
pension benefits without providing ghrequired funding sourcdjii) the adoption ofearly
retirement programghat were not adequately funded and that reduced the amount of
contributions to the Retirement Syster(ig) the increase in life expectancy in Puerto Rico; (v)
the increase in thenaximum amount of permittedersonal loando members;and (1) the
issuances of Pensi@bligationBondsby the Employee Retirement System

Since their inception, th&etirementSystems havéeen inadequately funded by the
governmentand the participatmemployeesOn several occasionsidng the past decades, the
Government hascreasedbenefits without raising employer and employee contributions and
failing to provide alternate methodsftmdthese increased benefits.

The Governmenhas alscapprovedseveralfi S p e ¢ i adrantibgaddgianalbenefits
on top ofthose provided under Act 447 and Act 1. Thiesaefitsinclude (i) a summer bonus;
(i) a medication bonus(iii) a Christmas bonus(iv) contributions to medical plangy) merit
pensons; and(vi) cost of living ajustments (COLAs)among others.Although most of the
benefits grantedinder the Special Laws are supposed to be funddatebeneral Fund or the
other participating government employers, in fact these benefitstarenot adequately funded

The Governmerttas also adoptedhrious early retirement programs sirid94 to reduce
the Governmentworkforce. Although these measures reduced payroll expewbes) area
substantial portion of General Fund expenses, early metine programsalso reduced the
Retirement Systemsd revenues b e c andseenployeb ey ¢ a
contributions. These programs were generally not accompanied -bpnipfunding of the
associated retirement costs and had a negative cash flow impact on the Employees Retirement
System as the same funded early retirement benefits without timely reegmtmntsfrom the
Commonwealth or sponsoring public corporation or municipality.
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Another factor that contributed to the deterioration of the Retirement Systems was the
increase inle average life expectancy in Puerto Rico and the United $tate$9.5 yars for
men and 62.4 years for women in 19507®in 2008 This has caused retired employees to
receive benefits for morngears than originally expected.

Another cause for the current situation of the Employees Retirement Systems is its
personal loan mgram. he EmployeefketirementSystem offers and manages a program that
offers personal loans, mortgage loans and loans for cultural travels for retirement plan
participants. Participants may obtain up to $5,000 in personal loans for any use. In 2007, the
System increased this amount to $15,000, which reduced the cash in the System by
approximately $600 million between 2007 and 2010. This deficit has been covered by funds
from the System itself and has required the liquidation of assets that would hemeisgbeen
available to make pension payment®ue to the amount of personal loans originated during
recent years, the Systemds | oan portfolio nov
effort to improve the situation, in 2011, the Board ofiStees of the Employedetirement
System lowesed the maximum loan amount back to $5,000 and, in 2@%pproved the sale of
approximately$315 million in loans. With a balance of $539 million as of June 30, 2013,
personal loans are equivalent to apjomately 76% of theEmployeesRetirementSy st emd s n ef
assets.

Finally, in 2008, the EmployeeRetirementSystem issued 259 billion in pension
obligation bonds (APOBs 0) . inciease thepassetpal theeSysben t hi
available to inest and pay benefits. Unlike some other U.S. jurisdictions that have used this
strategy, POBs are obligations of the EmployeRetirementSystem itself and government
employer contributions constitute the repayment source for the bonds.

Impact of Funding Shortfall on the Commonwealth The Commonwealth and other
participating employers are ultimately responsible for any funding deficiency iRetiement
Systens. The depletion of the assets available to cover retirement benefits would require the
Comnonwealth and other participating employers to cover such funding defici€heyto its
multi-year fiscal imbalancepreviously mentioned,however, the Commonwealth has been
unable to make the actuarially recommended contributions t®elieementSystems. If the
measures taken or expected to be taken by the cu@@nmonwealthadministration failto
address th&etirementSy st ems 6 funding deficiency, the cor
pay benefits as a result of funding shortfalls and ¢iselting depletion of assets could adversely
affect the ability of theRetirementSystems to meet the rates of return assumed in the actuarial
valuations, which could in turn result in an earlier depletion ofRbrementSy s t assessd
and a significanincrease in the unfunded actuarial accrued liability. Ultimately, since the
Commonweal t hds Gener al Fund i s requi regd to
deficiency, the Commonwealtlogld have difficulty funding the analirequired contributioni$
the measures taken or expected to be taken to reform the retirement systems do not have the
expected effect. There may also be | imitation
pension rights afforded to participants in the Retirement Systems
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Efforts to Address Cash Flow Shortfall and Improve Funding Ratidn recent years
the Retirement Systemhave been evaluating measures to improve their financial solvémcy
order to maintain thelong-term fis@al integrityand their ability to payequired benefits to thre
membersthe Retirement Systemecognized thaa combination of some or all of the following
were necessary(i) a substantialincrease in contributions by the Commonwealth and the
participating employersand (i) actions resliing in changes tdiabilities of the Retirement
Systems.Because of the mulirear fiscal imbalances mentioned above, the Commonweakh
unable to make the actuarially recommended contributions ®RdtiementSystems.

As a resultof the work of various commissions and task forces established by the
Commonwealth, in recent years sevénilis were submittedo, and evaluated byhe Legislative
Assembly to address in part tRetirementSy st ems 6 fi nanci al Iswasdi t i on
enacted a#\ct 96. On June 23,(@L1, in accordance with A&6, $162.5 million of funds on
deposit in the Corpus Account of the Puerto Rico InfrastrucReeelopmentFund were
contributed to the Employees Retirement System and invested in cappaciation bonds
issued by COFINA maturing annually on August 1, 2043 through 2048 and accreting interest at a
rate of 7%. The principal amount of the COFINA bonds will grow to an aggregate amount of
approximately $1.65 billion at their maturity dates.

The Commonwealth also enacted Act 114 and Actdfl®11 These Acts provide an
increase in employer contributions to the Employees Retirement System and the Teachers
Retirement System of 1% of covered payroll in each of the next five fiscal years and by 1.25% of
covered payroll in each dhe following five fscal years. As a result of these increases, the
Employees Retirement System and the Teachers Retirement System would receive
approximately $110 million and $37 million, respectively, in additional employer contributions
during fiscal year 2014, and péere Act uary6s assumption, the add
are projected to increase gradually each figear (by an average aggregate increase of $76
million per fiscal year) to approximately $489 million and $192 million, respectively, by fiscal
year 2021. The additional employer contributions for fiscal year 2014 were included in the
approved budget for such fiscal year. With respect to the increases in the employer contributions
corresponding to the municipalities, Act 116 provided that thee@s&s for fiscal years 2012,

2013 and 2014 would be paid for by the Commonwealth from the General Fund budget,
representing approximately $20.3 million, $45 million and $72.5 million in fiscal years 2012,
2013 and 2014, respectively.

The tables below showhe projected additional contributions to the Employees

Retirement System and the Teachers Retirement System as a result of Act 114 and Act 116,
based on the expected payroll assumptions used in the actuarial reports as of June 30, 2013.
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Projected Additional Employer Contributions
Employees Retirement System

($in millions)
Original Additional Total
Employer Employer Employer Original Additional Total
Fiscal Contribution Contribution  Contribution Expected Employer Employer Employer
Year Rate Rate Rate Payroll Contribution  Contribution  Contribution
2013 9.275% 2.000% 11.275% $3,570 $331 $71 $403
2014 9.275% 3.000% 12.275% 3,489 324 105 429
2015 9.275% 4.000% 13.275% 3,576 332 143 475
2016 9.275% 5.000% 14.275% 3,665 340 183 523
2017 9.275% 6.250% 15.525% 3,757 348 234 582
2018 9.275% 7.500% 16.775% 3,851 357 289 646
2019 9.275% 8.750% 18.025% 3,947 366 345 711
2020 9.275% 10.000% 19.275% 4,046 375 405 780
2021 9.275% 11.250% 20.525% 4,147 385 467 852

Projected Additional Employer Contributions
Teachers Retirement System
(% in millions)

Original Additional Total
Employer Employer Employer  Expected
Contribution Contribution Contribution  Payroll

Original Additional Total
Employer Employer Employer
Contribution Contribution Contribution

Fiscal Year

Rate Rate Rate
2014 8.50% 3.00% 11.50% 1,249 106 37 143
2015 8.50% 4.00% 12.50% 1,292 110 52 162
2016 8.50% 5.00% 13.50% 1,338 114 67 181
2017 8.50% 6.25% 14.75% 1,384 118 87 205
2018 8.50% 7.50% 16.00% 1,433 122 107 229
2019 8.50% 8.75% 17.25% 1,483 126 130 256
2020 8.50% 10.00% 18.50% 1,535 130 154 284
2021 8.50% 11.25% 19.75% 1,589 135 179 314

A fourth bill with respect to the Employees Retirement System was enacted as Act No.
196 of September 18, 2011, which authorized the Employees Retirement System to sell or pledge
personal and mortgage loans in its portfolio. This bill also set up a loan program for members of
the Employees Retirement System through certain financial instigyutiamile also limiting the
amount of employee contributions that a member can pledge as collateral for a loan.

In addition to these measures, on August 8, 2011, the Board of Trustees of the Employees

Retirement System adopted a new regulation regardmgutles relating to the concession of
personal loans to its members, which, among other changes, lowered the maximum amount of
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those loans from $15,000 to $5,000. This change is expected to improve gradually the
Empl oyees Retirement Systemds | iquidity.

On July 2, 2010, t he Commo ) which istdésignednta c t e d
reduce government expenditures by providing a voluntary early retirement window for central
government employees. At the same time, Act 70 is expected t@lptive actuarial impact
on the UAAL of the Employees Retirement System and the Teachers Retirement System. Under
Act 70, central government employees meeting certain years of service criteria who opted for
early retirement by December 31, 20Eeeivea higher pension benefit rate than they would
otherwise be entitled to receive based on their current years of service, but such pension rate is
lower than what they would have been entitled to if they had waited to meet the full vesting
requirements.Pusuant to Act 70, the Commonwealth, as employer, will continue making the
applicable employer contributions to the Employees Retirement Systenthandeachers
Retirement System, as well as make payments to cover the annuity payments to the employees
opting for the early retirement window, until both the years of service and age requirements for
full vesting would have occurred, at which time the applicable Retirement System will continue
making the annuity paymentés of June 30, 2014, approximately 8)3mployees participated
of the benefits provided by these provisions of Act 70.

Act 32013 Notwithstanding all of the above legislative and administrative measures
directed at addressing the funding shortfall of the Retirement Systteenkjnding situation of
the Employees Retirement Systgmesented &erious long ternthallengethat requiredmore
urgent and sweeping changesimprove the financid health and long term solven®f the
Employees Retirement SysterdVith that objectivein mind, on April 4, 2013, the new
administration of Governor Alejandro Garcia Padilla succeeded in endairgy2013.

The most important aspects of ttfeanges effected by ActB)13arethefollowing:

1. In the case ofactive employees who arAct 447 Participants and Act 1
Participantsall retirementbenefits accruethrough June 30, 2018ill be frozen and thereafter
all future benefits will accrue under a defined contributiflmmula which will be paidat
retirementhrough a lifetime annuity

2. The retirement age for Act 447 Participants will be gradually increased from age
58 to age 61
3. The retirement agéor current System 2000 Remipants is gradually increased

from age 60 to age 65

4, The retirement age for new employees is increésede 67, except for new state
and municipal police officers, firefighters, and custodicefs, which will be age 58.

5. The employee contribution will be increased from 8.275% t0.10%

6. In the case of System 2000 Participants, the retirement tengfino longer be
paid as a lump sum payment and instead will be paid in the form of a lifetime annuity.
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7. With respect to postmployment benefitgshe Christmas bonysayable to current
retireesis reduced from $600 to $20@nd is eliminated for ture retireesyand the summer
bonusis eliminated. Future retirees will not receive any peshployment benefits.

8. Disability benefits will be eliminated and substituted by a mandatory disability
insurance policy.

9. Survivor benefits will bemodified.

Act 16Q The most important aspects thle changes effected ®ct 1602013 are the
following:

1. Active participants as of July 31, 2014 will continue to participate in the defined
benefit plan.
2. Starting on August 1, 2014 new participants will contribute to a defined

contribution planand will not participate in the defined benefit plan
3. The retirement age for new employees is increased to age 62.

4, The employee contribution for new employees is increased to 10% frausA
1, 2014 to June 30, 2017, 13.12% from July 1, 2017 to June 30, 2020, and 14.02% from July 1,
2020 and thereafter

5. The statutory employer contribution is increased to 20.525% starting FY 2022.

6. With respect to postmployment benefits, the @stmas bonus payable to current
retirees is reduced from $600 to $200 and the summer bonus is elimiRatede retirees will
not receive any postmployment benefits.

Act 1622013 The most important aspects of tbiganges effected by Act 1.@D13are
thefollowing:

1. For all existing participants who joing¢ke JudiciaryRetirement Systerbetween
December 24, 2013 and June 30, 2014, the defined benefit plan continued to exist, but with a
maximum pension of 60% of salarylheir employee contriliion was increased from 8% to
10%. Al other existing benefits remained unchanged.

2. For all new participants who joined the Judiciary Retirement Sysiiéen July 1,
2014, a new hybrid plan was enacted, which includes the following:

(i) No transfer of service from other branches of government witrbdited
for purposes of benefit accruals.
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(i) At least 12 years of service attainment ofage 65 willbe required in
order toaccrue a annuabensionequal t01.5% oft h e e mp lerageslarygos thealast five
years multiplied by years of servipis an annuity from themploye® sontributions.

(i) Disability benefitswere reduced from 50% to 33%f salary Participant
must have at least five years of service to receive sigemthat will not exceed the 33% of the
average compensation for the last five years.

(iv) Death benef& payablefor the surviving spouse weolanged from 50%f
salaryto a reinlbur sement 0 Penstorhcentibptiond tp ethie sextent not already
distributed.

(v) The employee contributionvas increaseffom 8% to 12%of salary.

(vi) Christmas, summer and preption bonuses were eliminated.

All other benefits remained unchanged.
Statements of Plan Net Assets and Changes in Plan Net Assete following tables

present the Statement of Plan Net Assets and Statement of Changes in Plan Net Aasktefof
the Retirement Systems for fiscal years 221011, 2012 and 2013
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ASSETS
CASH AND SHORT TERM INVESMENTS
Cash and Cash Equivalents
Cash with Fiscal Agent
Collateral for Security Lending
Deposits with GDB:
Unrestricted
Restricted
Restricted Cash Bonds
Total Cash and Short Term Investment

The Commonwealth of Puerto Rico
EmployeesRetirement System
Statement of Plan Net Assets

As of June 302011, 2012, 2013 and 2014
(in thousands)

SECURITIES LENDING, COLLATERAL INVESTED

Marketable Securities:
Notes and Bonds
Stocks
Private Equity Investments

COFINA investment
Total Investments

LOANS TO PLAN MEMBERS
Mortgage
Personal
Cultural Trips
PEC
Total Loans to PlaMembers

Investment in PRTA Holdings

Total cash, investments and loans to plan memb

RECEIVABLES:
Employers
General Fund
Judiciary Retirement System
Investment Sales
Accrued Interest
Dividends Receivable
Other
Total Receivables

CAPITAL ASSETS

OTHER ASSETS

Prepaid Bond Cost
Construction in Progress
Total assets

LIABILITIES

Book overdraft

Short Term Obligations

Payables for securities lending

Funds of Mortgage Loans and Guarantee
InsuranceReserve for Loans

Investment Purchases

Accounts Payable and Accrued Liabilities

Bonds Payable

Other Liabilities

Bonds Interest Payable

Accounts Payable Law 70

Total Liabilities

Net Assets Held in Trust for Pension Benefits

Totals may not add due to rounding.

*Preliminary, unaudited numbers

2014* 2013 2012 2011
$40,444 $80683 $143,364 $220,852

4210 80,434 59,249
126,648 124,411 54,870 134,319
53,838 50,093 113,31 51,396
25,093 30,8% 233,931 411,946
143,830 173,020 166,436 170,653
394,063 539,477 771,164 989,166
1,268,216 1,314,464 1,370,694 814,408
681,538 860,585 793,330 1,582,242
55,777 55,067 57,371 65,457
138,123 229,819 245,339 1,370,202
2,143,654 2,459,875 2,466,73 2,462,107
164,895 160,109 152,666 148,156
392,866 556,019 724,122 1,048,984
48,571 71,782 75,308 75,197
12475 3,251 2,961 3,044
618,807 791,161 955,057 1,275,381
3,851,844 3,790,513 4,192,955 4,726,654
281,669 131,033 120,153 184,152
25,752 2,940 4,518 6,147
3,210 2174 1,344.63 881.00
10,976 729 87,261 9,546
9,500 11494 13,044 7,594
20,815 13,184 12,387 4,595
351,922 161,554 238,78 212,915
11,009 8,072 11,195 8,951
5595 5261 5,375 6,375
28,886 29,981 31,077 32,172

522 472
3,554,036 3,995,903 4,479,782 4,987,067
62,843
126,648 124,411 54,870 134,319
7,236 7,482 8,351 9,596
19,009 82,384 1,854
12,154 13,905 26,972 12,923
3,091,243 3,065,065 3,026,593 3,003,482
41,015 37,542 28,457 24,363
13,876

14,330 16,155 14,623
3,311,635 3,264,561 3,242,290 3,263,256
$242,401 $731,342 $1,237,532 $1,723,811
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ADDITIONS:
Contributions:
Employer:
Participating employees
Other Special Laws
Early Retirement
COFINA Investment
Total Contributions

Investment (loss) Income:
Realized Gairfor Los9
Unrealized Gair{or Los9
Dividend Income
Interest Income

Total

Less Investment Expense
Insurance Premium
Other Income

Total Additions

DEDUCTIONS:
Annuities
Benefits under Special Laws
Death Benefits
Refunds of Contributions:
Employers
Participating Employees
Personal Loans Adjustment
Law 70
Other Expenses
Administrative Expenses
Interest on Bonds
Total Deductions

Net (decrease) Increase

Net Assets Held in Trust for Pension
Benefits

Beginning of the Year

End of Year

Totalsmay not add due to rounding.
*Preliminary, unaudited numbers.

The Commonwealth of Puerto Rico

Employees Retirement System

Statements of Changes in Plan Net Assets
As of June 30, 2011, 2012013and 2014

(in thousands)

2014* 2013 2012 2011
$564,538 $424,704 $388,102 $349207
365,791 322,528 316,178 322,008
234,675 190,724 45,433 187,369
40,300 2,201 812 305
162,500

1,205,304 940,157 750,525 1,021,389
126,074 54,311 263,992 472,076

(1,659 66,645 (153,17)

74 242 2,095 7,344
103,193 127,37 165,082 172,783
227,686 248,575 277,998 652,203

3,128 3553 684 6,483
27,197 22035 24,728 49,257
1457,059 1207214 1,052,567 1,716,366
1,273,288 1,218,958 1,170,749 1,133,926
234,675 190,724 45,433 170,369
24,438 10,012 13,604 7,932
4,315 970 1,228 992
161,588 51,336 51,000 90,203
17 3,773 14,623
24,969 16,096 16,475 13,199
28,887 29306 34,998 34,583
193,822 192,230 190,736 189,342
1,945,999 1,713,405 1,538,846 1,657,546
(488,940 (506,193 (486,279 58,820
731,341 1,237,52 1,723,811 1,664,991
$242,401 $731,341 $1,237,532 $1,78.811
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ASSETS

Cash:
Cash and cash equivalents
Cash with fiscal agent
Collateral for Security Lending
Cash deposited with GDB

Total Cash
Investments at fair value:
Bonds and notes
Stocks
Total investment at fair value
Other investments:
Mortgage notes acquired from third parties
Private equity investments
Total investments
Loans to plan members:
Mortgage
Personal
Cultural trips
Total loans to plan members
Total investments and loans
Accounts receivable:
Receivables for investments sold
Accrued interest and dividends receivable
Other
Total accounts receivable
Property and equipment, net
Other assets
Total Assets
LIABILITIES
Investments purchased
Payable for securities lending
Cash overdraft in cash with fiscal agent
Accounts payable
Accrued expenses
Escrow fund of mortgage loans and guarantee
insurance reserve for loans to plan members
Other liabilities
Total liabilities
Net Assets Held in Trust for Pension Benefits

Totals may not add due to rounding.

The Commonwealth of Puerto Rico
Teachers Retirement System
Statements of Plan Net Assets

As of June 30, 2010, 2011, 2012 and 2013

(in thousands)

2013 2012 2011 2010
$59,183 $321,635 $97,269 $24,019
5,196 12,925 110 -
48,420 20,528 70,938 48,673
3,298 3,295 3,291 3,288
116,097 358383 171,608 75,980
862,063 800,237 591,769 397,109
524,157 612,458 1,211,084 1,295,232
1,386,220 1,412,695 1,802,853 1,692,341
14,823 19,221 25,630 26,683
1,401,043 1,431,916 1,828,483 1,719,024
146,917 135,698 128,312 119,937
262,238 266,303 276,692 288,463
1,877 1,811 1,660 1,481
411,032 403,812 406,664 409,881
1,812,075 1,835,728 2,235,147 2,128,905
57 38,743 2320 332
7,847 7,603 3,982 4,584
23,414 34,404 44,883 56,085
31,318 80,750 51,185 61,001
19,312 20,885 22,204 22,970
781 832 472 832
1,979,583 2,296,578 2,480,616 2,289,688
65 153,714 1,701 2,722
48,420 20,528 70,938 48,673
- - - 2,199
1,906 2,150 1,530 1,476
14,954 14,087 13,321 6,184
6,308 5,773 6,322 5,763
1,048 1,110 941 694
72,701 197,362 94,753 67,711
$1,906,882 $2,099,216 $2,385,863 $2,221,977
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The Commonwealth of Puerto Rico

Teachers Retirement System

Statements of Changes in Plan Net Assets
As of June30, 2010, 2011, 2012 and 2013

(in thousands)

ADDITIONS: 2013 2012 2011 2010
Contributions:
Participating Employees $119,162 $121,773 $123,297 $129,888
Employer 133,369 123,614 112,071 118,127
Contributions transferred from other systems* 1,680 1,476 828 1,265
Special 54,075 53,405 47,753 46,572
Total contributions 308,286 300,268 283,949 295,852
Investment income:
Interest income 71,457 56,306 57,008 61,303
Dividend income 2,693 4,342 6,915 10,111
Net appreciation (depreciation) in fa@lue of
investments 86,573 (20,134) 421,923 203,265
Total investment income 160,723 40,514 485,846 274,679
Less investment expense (3,229) (3,361) (4,682) (4,735)
Net investment income 157,494 37,153 481,164 269,944
Other income 1,432 1,374 968 53,771
Total additions $467,212 $338,795 $766,081 $619,567
DEDUCTIONS:
Benefit paid to participants:
Annuities and death benefits 579,144 547,955 513,874 470,683
Special benefits 49,130 48,492 48,286 47,870
Refunds of contributions 7,666 5,220 8,465 7,847
Administrative expenses 23,606 23,775 31,570 28,783
Total deductions 659,546 625,442 602,195 555,183
Net increase in net assets held in trust pension
benefits (192,334) (286,647) 163,886 64,384
Net assets held in trust for pension benefits
Beginning of year 2,099,216 2,385,863 2,221,977 2,157,593
End of year $1,906,882 $2,099,216 $2,385,863 $2,221,977

Totals may not add due to rounding.
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The Commonwealth of Puerto Rico

Judiciary Retirement System
Statemens of Plan Net Assets

As of June 302011, 2012, 2013 and 2014

ASSETS
Cash and Investments:
Cash and Cash Equivalents
Cash Deposited with GDB or Treasury
Department:
Unrestricted
Restricted
Collateral from Securitiesending
Total Cash

Receivables:
Accrued Interest
Investment Sales
Other

Total receivables

MarketableSecurities:
Notes and Bonds
Stocks

Total Investments

Loans and Interest Receivable from Members:
Mortgage
Personak PEG
Cultural Trips

Total Loans to Plan Members

Total cash, investments and loans to plan members

LIABILITIES

Due to Treasury Department

Due to the Employees Retirement System

Collateral from Securities lending

Escrow Funds to plan Members and Guarantee
Insurance

Investment Purchases

OtherLiabilities

Total Liabilities

Net Assets Held in trust for Pension Benefits

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

(in thousands)

2014* 2013 2012 2011
$2,545 $1,663 $11,543 $6,409
3,142 916 745 1,010
1
827 2,002 1,088 3,218
6,514 4581 13,376 10,638
175 191 255 263
27 27 27 27
202 218 282 290
22,729 22,016 30,524 39,954
36,39 36,338 18206 22,136
59,128 58,354 48,730 62,090
100 0 4 17
381 378 386 750
62 58 81 78
543 436 471 845
66,387 63,589 62,859 73,863
1,68 5,560
3,210 2,174 1,345 881
826 2,002 1,088 3,218
57 65 65 66
190 2
443 336 170 161
4,726 4577 4,271 9,888
$61,661 $59012 $58,588 $63,975
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ADDITIONS:
Contributions:
Employer
Participating employees
Special Laws
Total Contributions

Investment Income:
Realized Gain or Loss
Unrealized Gain
Dividend Income
Interest Income

Total

Less Investment Expense
Other Income

Net Investment Income
Total Additions

DEDUCTIONS:

Annuities

Benefits Under Special Laws

Death Benefits

Refunds to Participating Employees
Refunds tcEmployers
Administrative Expenses

Other Expenses

Total Deductions

Net Increase

Net Assets Held in Trust for Pension Benefits:

Beginning of the Year

End of Year

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

The Commonwealth ofPuerto Rico
Judiciary Retirement System
Statements of Changes in Plan Net Assets
As of June 302011, 2012, 2013 and
(in thousands)

2014 2013 2012 2011
$10762 $10,034 $10,088 $9,966
3,803 2,825 2,92 2,789
2,066 1,944 537 629
16,631 14,803 13,531 13,384
3,153 1,926 7,354 9,726
5,715 3,870 -6,837 3,201
7 176
845 948 1,361 1,352
9,713 6,74 1,885 14,4%
-58 =72 -166 -162
183 27 18 10
9,828 6,699 1,73 14303
26,459 21502 15304 27,68
20,659 18,509 19,395 18,617
2,066 1,944 537
179
77 64 5
120 5
650 625 516 495
238
23,810 21,078 20,01 19,122
2,649 424 -5,387 8,565
59,012 58,588 63,975 55,410
$61,661 $59,012 $58,588 $63,975
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Post-employment benefits other tharmpensions

The Commonwealth also providesther postemployment benefits consisting of a
medical insurance plan contribution. These benefits are funded by each employer easa pay
you-go basis from the General Fund, which means that the Commonwealthotigeefand or
otherwise establish a reserve or other pool of assets against thesmplaostment expenses.

Act 3-2013eliminated allotherpostemployment system benefits to future retirees of the
Employees Retirement SystemAct 3-2013 did not chang the medical insurance plan
contribution for current retirees, which amounts to up to $100 per month to the eligible medical
insurance plan selected by the retiree or disabled member. As a result of the ch&wges in
2013 the actuarial accrudability of the Employees Retirement System for these benefits, as of
June 30, 2013, decreased by $0.66 billion, from $2.14 billion to $1.48 billion, or by 30.8%,
compared to June 30, 2012.

Postemployment benefits other than pensions are valued usiugriedt principles
similar to the way that pension benefits are calculated. The following table summarizes the
results of the actuarial valuations for these benefits. Since these benefits arefootigade as
discussed above, the unfunded actuarialrusct liability is equal to the actuarial accrued
liability.

PostEmployment Benefits Other Than Pensions
Actuarial Valuations as of June 30, 2013

($ in millions)
Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered  of Covered
of Assets Liability® Liability Ratio Payroll Payroll
Employees Retirement System........ - $1,483 $1,483 0% $3,489 42.5%
Teachers Retirement System........... - 793 793 0 1,249 63.5
Judiciary Retirement System............ - 7 7 0 32 20.9
Total...oooo oo - $2,283 $2,283 0% $4,770 47.9%

@ The actuarial accrued liability is the liability or obligation for benefits earned by active and retired employees tieroabfation date based on certaituarial methoc
and assumptions.

Source: Actuarial valuation reports as of June 30, 2013 for each of the Retirement Systems.

Postemployment benefits other than pensions paid by the Employees Retirement
System, the Teachers Retirement System andltidéciary Retirement System amounted to
$91.5 million, $34.2 million and $0.3 million, respectively, for fiscal year 2013, and are
estimated at $86.7 million, $35.9 million and $0.3 million, respectively, for fiscal year 2014.
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In accordance with the prsions of GASB Statement No. 45, the Commonwealth is
required to quantify and disclose its obligations to paypemsion posemployment benefits to
current and future retireesthe following table sets forth, according to the actuarial valuations,
the actuarial accrued liability, UAAL, covered payroll and UAAL as a percentage of covered
payroll for the norpension posemployment benefits of the active and retired members of each
of the Retirement Systems. Since these benefits are ndtrmled, as dicussed above, the
UAAL is equal to the actuarial accrued liability.

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

(in millions)
Unfunded UAAL as a
Actuarial Actuarial Actuarial Percentage
Value Accrued Accrued Funded Covered of Covered
Fiscal Year Ending June 30, of Assets Liability @ Liability Ratio Payroll Payroll
Employees Retirement System
2009.....ceceietieee e - $1,633 $1,633 0% $4,293 38.0%
2010 i - 1,699 1,699 0 3,818 445
2010 i - 1,758 1,758 0 3,666 48.0
2012 i - 2,121 2,121 0 3,570 594
2013 - 1,482 1,482 0 3,489 425
Teachers Retirement System
20009, - 750 750 0 1,418 52.9
20700, s - 694 694 0 1,370 50.7
2010 s 706 706 0 1,320 53.5
2002 s - 797 797 0 1,293 61.7
2003 s - 793 793 0 1,249 63.5
Judiciary Retirement System
2009, - 6 6 0 31 18.5
20700, s - 6 6 0 32 18.1
2010 s - 6 6 0 32 18.3
2002 s - 7 7 0 33 19.9
2003 s - 7 7 0 32 20.9

@ The actuarial accrued liability is tHiability or obligation for benefits earned by active and retired employees through the valuation date based on
certain actuarial methods and assumptions.
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The following table shows the actuarially recommended contributions, actual employer
contributions and resulting amount unfunded and percent contributed for thengasyment
benefits, other than pensions administered by each of the Retirement Syseteting, last five
fiscal years.

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

(in millions)
Actuarially Actual
Recommended Employer Amount Percent
Fiscal Year Ending June 30, Contributions ® Contributions®  Unfunded® Contributed
Employees Retirement System
2009 $112 $87 $25 77.7%
2010 128 85 43 66.6
2011 129 94 35 72.3
2012 134 95 39 70.8
2013 155 113 42 72.9
2014 89 112 (23) 126.5
Teachers Retirement System
2009 38 28 10 73.2
2010 42 28 14 66.9
2011 40 32 8 79.1
2012 41 37 4 90.0
2013 46 35 11 77.0
2014 46 36 10 78.0
Judiciary Retirement System
2009 0.4 0.3 0.1 61.4
2010 0.5 0.3 0.2 60.4
2011 0.5 0.3 0.2 58.6
2012 0.6 0.3 0.3 56.3
2013 0.6 0.3 0.3 50.2
2014 0.7 0.3 0.4 50.7
Total
2009 150.4 115.3 35.1 76.7
2010 170.5 113.3 57.2 66.5
2011 169.5 126.3 43.2 74.5
2012 175.6 132.3 43.3 75.3
2013 201.6 148.3 53.3 73.6
2014 135.7 148.3 (12.6) 109.3

M The actuariallyrecommended contributions are based on the information contained in the actuarial valuations for the Retirement Systems as of
June 30, 203

@ The actual employer contributions for fiscal year£8fe based on the expected feyou-go amounts for the pbemployment benefits, other
than pensions, as set forth in the actuarial valuations as of June 30, 201

©® Represents the difference between the actuarially recommended pension contribution and the actual contribution fromiptiimgparti
employers.
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PUBLIC CORPORATIONS

In Puerto Rico, many governmental and gigasiernmental functions are performed by
public corporations created by the Legislative Assembly with varying degrees of independence
from the central government to perform generally a singhetfon or a limited number of
related functions. Most public corporations obtain revenues from rates charged for services or
products, but many are subsidized to some extent by the central government. Most public
corporations are governed by boards vehazembers are appointed by the Governor with the
advice and consent of the Senate, but some public corporations are attached to departments of the
central government. Capital improvements of most of the larger public corporations are financed
by revenue bnds issued under trust agreements or bond resolutions, or by notes issued under
loan agreements.

On June 28, 2014, the Commonwealth enactedPtieto Rico Public Corporation Debt
Enforcement and Recovery Aatjhich createsa legal framework thaallows certain public
corporations to adjust their debts in a manner that protects the interests of all affected .creditors
See AFI SCAL TEONIZItTMeN of the Recovery Act. o

Government Development Bank for Puerto Ricand its Affiliates

The principal functions of GDB are to act as financial advisqratiod fiscal agent fothe
Commonwealth, its municipalities and public corporations in connection with the issuance of
bonds and notes, to make loans addances to public corporations and municipalitzes] to
promotethe economic development of Puerto RicAs part of its role as fiscal agent, during
fiscal years 2009, 2010 and 2011, GDB entered into fiscal oversight agreements with  PRASA,
PREPA,PRHTA, PRPA, PRHIA, the Medical Services Administratiothe Metropolitan Bus
Authority and the Maritime Transportation Authority. As part of these agreements, GDB
imposed certain conditions on the extension of credit to these entities and continually monitors
their finances, among other things.

As of July 31 2014, GDB (excluding its blended component $)nitad total assets of
$11.9 hllion and total liabilities of $9.5 billion

As of July 31, 2014%4.7 billion of bonds and notes of GDB (excluding its subsidiaries)
were outstanding, consisting of $267 naoifli in Commonwealth guaranteed bonds andi $4.
billion of medium term senior notes. In addition, on October 10, 2014, GDB issued $900 million
of notes guaranteed by the Commonwealth and maturing on or prior to June 30, 2015, the
proceeds of which were useh purchase Tax and Revenue Anticipation Notes of the
Commonwealth

Act No. 12 of May 9, 1975, as amended, provides that the payment of principal of, and
interest on, specified notes and other obligations of GDB, not exceeding $550 million, may be
guaranteed by the Commonwealth, of which $267 million were outstandinglaly 8fl, 2014

Under Act No271 of NovembeRl, 2002, GDB made a required special capital

contribution to the Special Communities Pegaé Trust & $500 million and provided th&rust
with a $500 million, nofrevolving line of credit. The amountsatrsferred to theSpecial
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CommunitiesPerpetual Trust were deposited in two investment accounts held byf&s Qe
benefit of theTrust. As of July 31, 2014, thepecialCommunitiesPerpetual Trust had repaid
$139.6 million of its line of credit and had autstanding balance of $360.4 million. The line of
credit is payable from legislative appropriations.

As part of its role as lender and promoter of the economic development of Puerto Rico,
GDB provides financing to the Commonwealth, its public corpmmatand municipalities. This
financing includes interim loans to finance the capital expenditures of the Commonwealth in
anticipation of the issuance of bonds and notes, and loans to cover operational deficits of those
government entities. GDB generatipes not provide financing to any governmental entity of
the Commonwealth unless GDB reasonably believes that the borrower governmental entity will
have sufficient resources, including the ability to issue bonds or notes or otherwise borrow funds,
to repy such loan. GDB, however, has provided financing in the past and may continue to
provide financing to governmental entities that do not have sufficient independent resources to
covertheir operating expensegto the extent permitted by lavA material ncrease in the amount

of |l oans to the public sector, coupled with
situation and financi al condition may have an
liquidity. A material reductiononthe G@Bs abi |l ity to act as |l ender

growth would have a material effect on the Commonwealth, its public corporations and
municipalities.

As of July 31, 2014GDB had outstanding loans to the Commonwealth in the aggregate
principal amounbf $2.1 billion, outstanding loans to, and bonds of, the public corporations in
the aggregate principal amount od4.$ billion (of which loans to PRHTA represente@.$
billion), and outstanding loans to the municipalities in the aggregate principal anfo$2
billion.

As of July 31,2014 t he approxi mate market value of
approximately 8.1 billion.

GDB has severaubsidiaries that perform various functions. The principal subsidiaries
and their functions are listed belp

Puerto Rico Housing Finance Authority Puerto Rico Housing Finance Authority
(formerly known as Housing Finance Corporajipnovides financing for rental housing units,
stimulates the construction industry under federally subsidized programs and provides interim
financing for lowincome housing projects and singdemily homeownership programs. It is
also engaged imsuring ad servicing mortgages originated by the former Housing Bank and
Finance Agencywhich was dissolved in 2002 and its powers transferred to the Housing Finance

Aut hori ty. As of July 31, 2014, the Housing
balance of loans to the private sector for development of housing projects targeted to low and
modeate income families was $165llion. The Housing Finance Auth

to low and moderate income homeowners represented an additional antstandcipal
balance of $179.fillion as of the same date.
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The Housing Finance Authority has outstandingdgagmpt revenue bonds the proceeds
of which were loaned to the Puerto Rico Public Housing Administration to finance
improvements to various houg projects in the Commonwealth. Such bonds are limited
obligations of the Housing Finance Authority payable solely from revenues collected from such
housing units, with certain exceptgmnAs of July 31, 2014, $458million of thesebonds were
outstandng. See @ DE&S8A@t of Public Corporationso above
outstanding debt of the Housing Finance Authority.

As of July 31, 2014, the Housing Finance Authority had totatstricted net assets of
$246.1million.

Puerto Rico Tourism Development Fund Puerto Rico Tourism Development Fund
(ATDF was cSepembeddd3to facilitate the development #uer t o Ri co00s
industry byworking with privatesector financial institutions in structuring financings hew
hotel projects and hospitality related project$DF can provide guarantees to interim and
permanent financingsln certain transactions, TDF can act as direct lenderadswprovide
preferred equity capital As of July 31 2014, TDF had$557 million in guarantees an$119.6
million in loans, net o247 million in allowances for losses on guarantees and letters of credit
and $92.6 million of loan loss reservel also had $16.willion in cash,$1540 million in bank
deposits, and $14.3 million imarketable securitiesAs of July 31, 2014, TDfhad anet
detriment balance of $230 million

Puerto Rico Development Fund Puerto Rico Development Fundas established in
April 1977 to provide aralternate source of financing to private enterprises. The Development
Fundis also authorized to guarantesbligations of tlese enterprises and investtheir equity
securities. As of July 31, 2014the Devéopment Fund had assets of $21.9 million,ludig
$7.3million in loans to private entitiesiet of allowances for loan losses of approximately $16.9
million, $11.0million in cash and bank deposind $3.6 million in preferred shares of various
private entities.

Puerto Rico Public Finance Corpration. Puerto Rico Public Finance Corporation
( A POFMZas established in November 1984 to providgencies and instrumentalities of the
Commonwealth with alternate means of meeting their financing requiremémgshond trustees
of certainlimited obligation bonds issued by the PFC currently hoddes payable by the
Commonwealth, the Maritime Shipping Authority, the Office tbe Improvement of Public
Schools and the Department of Healthd PRASA among others. All sucRFC bonds are
limited, nonrecourse obligations of PFC payaldelely from Commonwealth appropriations
made to paylebt service othe notes held bthe bond trustees

Electric Power Authority

The Puerto Rico EIl ectroi)c sRuopweri eASu tshudbrsittayn t
electricity consumedin the Commonwealth. PREPA owns all transmission and distribution
facilities and most of the generating facilit
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PREPA had preliminary net $¢ees of $26million during fiscal year 2014compared
with net losses of $283 million during fiscal year 2013 and net losses of $346 million during
fiscal year 2012.

PREPAGS operating results have been advers
electric energy demand caused in part by a declining population and a prolonged recession, high
fuel costs which result from reliance on oil for energy generation, high capital expenditure
requirements associated with ageing generating facilities, aigth delvel of debt. As of August
14, 2014, PREPAGs debt included $8.322 billio
under bank working capital lines of credit. PREPA also owed GDB approximately $35 million
under a line of credit.

On August 142014, PREPA entered into forbearance agreements with certain insurers of
its bonds and beneficial owners of the bonds controlibajectively, more than 60% of the
principala mount of bonds outstanding under PREPAOGS
t he ATr ust, aAwel asewittthe badks thaprovide revolving lines of credito
PREPA, and with GDB.The forbearing creditoragreed tanot exerci® certain rights against
PREPA resulting from certaspecifieddefaultsor potential defaultsintil March 31, 2015. The
agreements are subject to termination prior to such date under certain circumstances. The
agreements are available on GDBO6s website.

In accordance witthe forbearance agreements, on Septedhhb2014, PREPA appointed
Lisa Donahe as Chief RstructuringOf f i cer , whose mandate is to
executive director to develop, organize and manage a financial and operational restructuring of
PREPA on terms to be approved by PREPAOGS boar

The forbearance agrments require PREPA, among other things,(iforetain FTI
Consulting toevaluate and make recommendations to PREPA with respect to its billing
practices, receivablegnd contribution in lieu of taxeby November 15, 2014, (ii) deliver a
business plan tohe forbearing creditors or their advisors who have executeelisolosure
agreements by December 15, 2014, and (iii) deliver a restructuring plan acceptable to at least 66
2/3% of the forbearin@pond creditorsas well as the forbearing bankg March 2,2015. Mrs.
Donahue and a team comprised of eleven full time equivalents from both AlixPartners and FTI
Consulting are working, alongside PREPA management, on completing these milestones. As part
of this process, PREPhired Leidos Engineering, LL& corduct the first stage of an Integrated
Resource Plan, which will mainly consist of a generation plan that will guide the development of
the business and restructuring plans required by the forbearance agreements.

In addition as required by the forbearanagreementspn August27, 2014 PREPA and
the trustee under th@rust Agreemenexecuted an amendment to the Trust Agreeméne
amendmentllows PREPAto accessts construction fund for the payment of current expenses
(as defined in the Trust Agreement) subject to certain conditions. Furthesoda)g as the
amendment remains in effect, requires that thetrustee transfer five installments of
$34,112,097.79n a monthly basifom a bond reserve account to a special defeasance account
from whichsuch moneysvill be usedto pay principal and interest undiés bonds oror before
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Januaryl, 2015. Meanwhile, he forbearance agreements require PREPA to contomyay
interest to the banks during the forbearance period.

On May 27, 2014, the Legislative Assembly enacted the Puerto Rico Energy Relief and
Transformation Act. The law creates (i) the State Energy Public Policy Office, which is charged
with develophg t he Commonweal thdéds energy policy; (i
chargedwith, among other things, with implementing such public policy through regulations and
approving PREPAOGs rate structure; (i ihich the

wi || assi st and represent PREPAOGS <customers
Energy Administration, which will provide administrative services to these three other entities.

Among other objectives, t h e ddpendence brafossilduels, s e e k ¢
promote the interconnection of renewabl e ene

operating efficiency, and lower energy costs.

In order to reduce its dependency on fue] mbuce electricity costend comply with
Mercury and Air Toxic StandardPREPAhas beerpursuing a fuel diversification strategy.
PREPA has entered into loigrm power purchase agreements with private operators of two co
generation plants that use fuels other than oil. Approximately 32PoRE PsAud@rrent energy
generation is purchased from these privately owned plastpart of the efforts required under
the forbearance agreements, PREPA is developing a business plan and ultimately a restructuring
plan that will establish the most efficient way implement a fuel diversification strategy. To
date, thepr i nci pal component of PRMBhaAdeshe dowwerdion di ver
of specifiedoil-fired generating units to dual fuel units that can burn either fuel oil or natural gas
and thedevelopment of the necessary natural gas transportation and delivery infrastructure.
PREPA has already completed the conversion of the largest generating units of the Costa Sur
power plant, representing appr oxi niagtcaphcity. 14 % o
PREPA receive natural gas at Costa Sur power plant through an existing pipelinetifrem
EcoElectrica LNG terminal and pursuant to a Sale and Purchase Agreement with Gas Natural
Electricidad SDG, S. A. PREPAas alsoexecuted certain agreemts with affiliates of
Excelerate Energy Limited Partnership for the development and operation of an offshore LNG
receiving fcility approximately threemiles south of the Aguirre Power Complex (the
A Ga s P anclading an infrastructure agreement, amteral operation and maintenance
agreementanda fifteen year charteagreement for &loating Storage and Regasification Unit,
which would receive and regasify LNG. Currently, Excelerate is pursuing the required permits
for the construction of the GasPort

PREPA has also signed a number of power purchase agreements for renewable energy
projects. Four of the renewable energy projects are already in commercial operation, two of the
renewable projects are in the initial stage of synchronization, and thef thst projects are in
various stages of development, most still being subject to obtaining financing and permitting.

On July 1, 2013, the Commonwealth enacted legislation that establishes a preferential
Aal | i no rate for the sale of electricity to
million kilowatt hours per fiscal year. In addition, the legislatgmants PREPA the power to
revoke or modify the preferential rate if deemed necessary and prudent, following the processes
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provided in the applicable laws and the public policy established in Act 50, or when determined
necessary to meet its obligations untte trust indenture for its bonds.

Aqueduct and Sewer Authority

The Puerto Rico Aqueduct and Sewer Authori
Ricobs public water supply and wastewater sys

services to % and59%o0f t he Commonweal thds popul ation,

PRASA reported an operating loss of $291.9 million for fiscal year 2013, compared to
operating losses of $136.8 million and $39.6 million for fiscal years 2012 and 2011,
respectively.In order toimprove its financial condition, PRASA adopted a comprehensive plan
to increase its rmnues and reduce its expensém July 3, 2013P RASA6s Board of
approved a rate adjustmemthich became effective on July 15, 201BRASA management
currently expects thathé rate adjustmenwill be sufficient toallow PRASA to cover all
expenses and debt service of the corporatiibim its own revenueantil at least fiscal year 2017
although significant financing and refinancing risks remain

SeeAi DEBiTDe bt of Publ i aboveCfori mdédoatnmad n ® o on
outstanding debd@ O

On July 1, 2003, PRASA entered into an agreement (Civil Action NdA.709) with
Envi ronment al Pr ot e ioattaioc nompianees nvithythe fiClEdh AM@atect An

relation to PRASAOGs wastewater pump stations

sanitary sewer bypasses from these locations. The Clean Water Act prohibits discharges of
sewage from any point in the collection and treatment system o#ertte authorized point at

the treatment facility. PRASA completed all improvement projects required by EPA for these
WWPSs on or before the established completion dates in the Agre€@né@dh June 22, 2006,
PRASA entered into a consent decree (Civil idwtNo. 061624) with EPA that requires
PRASA to implement systemvide remedial measures at all of the wastewater treatment plants
operated by the PRASA. The decree establishes deadlines for the compliance with the conditions
set forth in the agreement asiibulates penalties for violation of any of those deadlines.

On December 15, 2006, an agreement (Civil Case No. KPE-G&&®) was signed
between PRASA and the Department of Health of the Commonwealth related to violations of the
Safe Drinking Water Ac{SDWA), as amended. The agreement was preliminarily approved by
the supervising court on March 15, 2007 and it was amended and finally approved by that court
on June 20, 2008. PRASA agreed to implement a work plan to remediate the violations, establish
preventive and mitigation measures, and execute a preventive maintenance program for the
purpose of meeting the requirements of the SDWA. This Act requires the compliance with
parameters of water quality and treatment techniques

In Novembeiof 2007, PRASA atered into negotiation of a consent decree (Civil Action
No. 101365) with EPA that requires PRASA to implement system wide remedial measures at all

of the sludge treatment systems at the water treatment plants owned and operated by PRASA.

The consent deee was lodged on May 3, 2010 and its entry date was August 24, 280.
consent order supersedes previous Consent Orders known as PRASA Il (Civil Action-No. 92
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1511) and PRASA llI (Civil Action No. 0@554). This consent order establishes deadlines fo
the compliance with the conditions set forth in the proposed agreement and stipulates penalties
for violation of any of those deadlines.

PRASA needs to make a substantial investment in infrastructure and a major overhaul of
its operations to maintain ehviability of the systems it owns and operates, to finance its
expansion for new users and to implement remedial measures required by the consent decrees
between PRASA and the EPA and the settlement agreement with the B@tds 6r this
investment are »@ected tobe provided through a combination of revenues from PRASA,
financing transactions, federal grants and other sources.

Highways and Transportation Authority

The Puerto Rico Highways andd)Trespenstlpfor t at i o
highway construction in Puerto Rico. Such construction is financed by debt (interim notes and
revenue bonds), revenues of PRH&Ad federal and Commonwealth grants.

PRHTA reported a net operating loss 66%.7million for fiscal year 203, compared to
a net operating loss 0f6%1.8 million for fiscal year 202 and $30.8 million for fiscal year
2010. As of June 30, 2 6.8 18llion, cCoRSIdtingdo$4.8 Hilliort of | deb:
bonds and $2.6illion of GDB financings.

Debtsevi ce on PRHTAOGs revenue bonds constitu
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 druddimished oil and
derivative products, up to $120 million per fiscal year, highway toll revenues and the gross
receipts of $15.00 per vehicle per year from certain motor vehicle license fees. Such revenues
(except for toll revenues) may be appliedstfito the payment of debt service on general
obligation bonds and notes of the Commonwealth and to payments required to be made by the
Commonwealth under its guarantees of bonds and notes, to the extent that no other revenues are
available for such purpes The Commonwealth has never applied such revenues for such
payment.

On June 25, 2013, the Commonwealth enacted Acts 30 and 31 to provide additional
revenues to PRHTA. Pursuant to these laws, (i) PRHTA is receiving the motor vehicle license
fee revenas previously received by the Commonwealth Treasury Department, which for fiscal
year 2014 is expected to be approximately $59.4 million in additional annual revenues, (ii) the
tax on petroleum products was increased from $3.00 per barrel to $9.25 érvehich for
fiscal year 2014 is expected to be approximately $162.7 million in additional annual revenues,
and (iii) PRHTA will receive the first $20 million in annual cigarette excise tax revenues
collected by the Commonwealth Treasury Department.

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 The cost of the project was $2.4 billion, which cost was financdddgyal
Trars i t Admini stration grants, ot her feder al f
including revenue bonds. Tren Urbano commenced operations irofJ@A85. Thecurrent
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annualoperationand maintenance cosf the Tren Urbano is approximdie$86 million. In
August of 2014, legislation was adopte@vhich creates the Puerto Ridategrated Transit
Authority. Under this legislationthe operations of the Tren Urbano, the Puerto Rico Maritime
Authority and the Metropolitan Bus Authtriwill be consolidated undethe newly created
Authority.

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 spat facility revenue bonds of PRHTA, payable by the private
operator of the bridge principally from toll revenues. The concession is for a term of 35 years,
subject to earlier termination or extension. The bridge opened for traffic in February 1994. In
certain circumstances described in the concession agreement, including where toll revenues are
insufficient to generate certain rates of return to the private operator, the private operator may
require PRHTA, among ot her Iligdtions gith respécbto thes s u me
special facility revenue bonds. Some of those circumstances, including lower than projected toll
revenues, exist at this time, but PRHTA does not currently anticipate that the operator will
exercise its remedy against PRHTA.

On September 22, 20, PRHTA and the PPP Authority awarded to Metropistas a
concessiorior the operation of toll roads PR and PR5. In connection with the establishment
of the concessim PRHTA defeased, redeemed purchased approximately $873.1 million
aggregate principal amount of its bonds.

Health Insurance Administration

The Puerto RicoHealth Insurance Administratiof i P R H Wwak @reated in 1993 to
negotiate and contract for the provision of comprehensigalth insurance coverage for
qualifying (generally low income) Puerto Rico residenats der t he Commonweal't
Ref or mo . pnder this system, tteommonwealtrselected, throgh a bidding process, a
private health insurance comparigr each designated regiorof the island and paid such
insurance company the insurance premium for each eligible beneficiary within such region. The
health insurance system covered the entire island. On October 1, 20IDpntimonwealth
i mpl ement ed AhMeplaceédthdiHealthoRefarrd pragram. Effective on April 1,
2015 f Mi Saludo wi |l be replaced by the AGovVE
differences, Mi Salud and the Government Health Rlantinue to provide comprehensive
health insurane coverage to qualifying Puerto Rico residents.

SeeiFI SCAL CONB¢é¢d@l ON I nsuranceo for a descr
Government Health Plan, and e EB Debt of Publ i forinonatproontheé i ons o
outstanding debt d?RHIA.

Childrendés Trust

TheChi | dr en 6 s -fariprofis corporate erdity eremted in 1999 as a public

instrumentality of the Commonwealth. The Commonwealth has transfertbé @h i | dr en o s
Trust all of its rights, title and interesstunder the tobacco litagion Master Settlement
Agreement, including t he Commonweal t hds right
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contribution payments to be made by the participating cigarette manufacturersuciddaster
Settlement Agreement.

As of July 31 2014 theChi | drends Trust had anatest andi
Tobacco Settlement Assetaked Bondsn the principal amount of $1.Billion, which were
issued in 2002, 2005 and 2008 to pay certain capital expenditures, to make grants to third parties,
andto paycertain expenses of the Commonwealth. These bonds and any other additional senior
bonds i ssued by the Childrenbés Trust are paya
of, the payments made and to be made by the participating cigarette maneugaander the
Master Settlement Agreement. To date, all principal and interest payments required to be made
by the Childrends Trust on its outstasochi ng b«
payments

Convention Center District Authority

The Convention Center District Authority i C C DWas kreated to own, develop,
finance, plan, design, build, operate, maintain, administrate and prtimedde. Pedro Rosselld
Gonzéalez ©nvention Center and designated private parcels located within the Guiore
Center District in San JuariThe convention centapenedon Novemberl7,2005. The CCDA
also ownsa multipurpose coliseum in San Juan, known as the José Miguel Agrelot Coliseum
Bonds issued byhe CCDA in 2006 to finance the construction of tbenvention center are
payable from a portion of a hétwom tax.See nDB&8Ot of Public Corpor
for additional information on the outstanding debt of the CCDA.

Industrial Development Company

The Puerto Rico Industrial Developme@ompany( i PRIODCOpar ti ci pat es
Commonwealtkrsponsored economic development program by providing physical facilities,
general assistance, and special incentive grants to manufacturers. PRIDCO reported
consolidatecchangean net assets afegative$1.9 million (reduction in net asset8)r fiscal year
2013 compared taonsoldaed changein net assets of $5million (increase in net assetey
fiscal year 2012 Rentals derived from the leasing of specified facilities of PRIDCO are pledged
to the payment of .PReeD CiODEEArte voefn uPeu bblancdsCor por
for information on the outstanding debt of PRIDCO.

Industrial, Tourist, Educational, Medical and Environmental Control Facilities Financing
Authority

Puerto Rico Industrial, Tourist, Educational, Medical and Environmental Control
Facilities Finanoaoi)ngwahsutchroeratteyd (thiocAFfliClRance ('t
revenue bonds) 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 hypsivate companies, nen
profit entities, or government agencies, and do not constitute a debt of the Commonwealth or any
of its other public corporations or mgipalities.
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Infrastructure Financing Authority

The Puerto Rico Infstructure Financingut hor i t y) was réakd té pravide
financial, administrative, consulting, technical, advisory, and other types of assistance to other
public corporations, governmental instrumentalities, political subdivisions and municipalities
authorized to devep infrastructure facilities and to establish alternate means for financing those
facilities. PRIFA is authorized to issue bonds and provide loans, grants and other financial
assistance for the construction, acquisition, repair, maintenance and restarstraf
infrastructure projects by such entities.

As of Jul y 34 ptal @btivds, appmatebp $2tllion. This debt
includes bonds outstanding of $1b@lion and interim financing for capital improvements of
$52.6 million.

PRIFA overses the Puerto Rico Infrastructure Fund, which is being funded annually
through fiscal year 2052 with the first $117 million of proceeds of federal excise taxes imposed
on rum and other articles produced in Puerto Rico and sold in the United States that are
transferred to Puerto Ricoupsuant to the U.S. CodeS e eCOMIMONWEALTH TAXES,
OTHER REVENUES AND EXPENDITURES- Revenues from Noe€ommonvealth
S o ur cRam is the only article currently produced in Puerto Rico subject to federal excise
taxes, the praeds of which are required to be returned to the Treasury DepartRRRIEA is
using these funds to pay debt service of bonds issued to finance various infrastructure projects.

PRIFA also has custody and control of the Infrastructure Development Funisand
Corpus Account, a perpetual account established under Act No. 92 of June 24, 1998 that was
funded with $1.2 billion of the proceeds of the sale of the Puerto Rico Telephone Cortrpany.
January of 2009, PRIFA sold the securities held in the Corpusufit@nd used the proceeds to
(i) retire certain PRIFA bonds, (ii) make a deposit to the General Fund which was applied to
cover a portion of the Commonwealth's budget deficit, (iii) make a transfer to GDB as a capital
contribution, and (iv) make a deposd the Corpus Account to be invested in a loegn
investment agreement with GDB.

As part of the Commonwealth's actions to address the financial condition of the
Employees Retirement System, $162.5 million of funds on deposit in the Corpus Account were
contributed to the Employees Retirement System and invested in capital appreciation bonds
issued by COFINA maturing annually on August 1, 2043 through 2048 and accreting interest at a
rate of 7%. PRIFA also invested $165.0 million of funds on deposithiem €orpus Account in
capital appreciation bonds of COFINA maturing annually on August 1, 2045 through 2050 and
accreting interest at 7%.

PRIFA is responsible for implementing in the Commonwealth the applicable provisions
of ARRA. One of its main responglies regarding ARRA is to maximize the flow of funds
from the Federal Government for the appropriate investment in qualified projects and activities.
PRIFA also is responsible for the receipt, administration and disbursement of such funds and
monitoringthose governmental agencies and entities that receive ARRA funds.
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Municipal Finance Agency

ThePuerto Rico Municipad) Fiisnaawteh cArgieznecdy t(adi |
purchase general obligation bonds and notes of Puerto Rico mutiespahd to fund a debt
service reserve. Debt service on MFAOGs bonc
municipal bonds and notes held by MFA and from the debt service reserve, including investment
income thereon. The Commonwealth has agreedyteyzh amounts to the debt service reserve
as may be necessary to maintain it at its required level, subject to appropriation by the
Legislative Assembly, which appropriation is authorized but not legally required to be made. To
date no such payments have beeguired See A DE&Ot of Public Corpor
for information on the outstanding debt of MFA.

Port of the Americas Authority

The Port of the Americas Authorityas originally responsible for the development and
opeaation of tre Port of the Americag deep draft port on the south coast of Puerto Rino.
2011,the Ponce Port®uthority was creatednd giventhe exclusive jurisdiction of the Paut
the Americas

The Port of the Americas Authority had besmrthorizd to issue bonds guaranteed by the
Commonwealth in a maximum aggregate principal amount of $250 miiirotne devebpment
of the Port of the Americas. GDB wasthorized by law to purchasaidbonds which had an
outstanding principal amount of $226miillion as of July 31, 20145 Although the
responsibility for the development and operation of the Port of the Americas was transferred to
the Ponce PortsAuthority, the Port of the Americas Authoritsetained the liability for the
outstanding bonds, vidh are expected to beigaby the Commonwealth under gsiarantee.

Ponce PortAuthority

The Port of the Americas a deep draft container terminal under development on the
south coast of Puerto Rico in theest@unicigalty f Pon
by population. Managed by theonce PortsAuthority since 2011 the terminal can handle
containerized import/export and transshipment cargo. The first phase of the port development
was completed in 2004 while tlsecond phase, which inded the construction of a container
yard with capacity foup to 250,000 TwentfFoot Equivalent Units per year, was completed
during the first quarter of calendar year 2009. A third development phase is still pewidiiciy
would result in an annual termal processing capacity of up to 500,000 Twerbpt Equivalent
Units and includethe installation ofthe basic infrastructure required to develop an industrial
valueadded zone on land adjacent to the PontDecember of 2013, legislation was enacted to
authorize the selection of an international level ports operator and an administrator for the
adjacent value added zone. These measures are aimed at completing the remaining infrastructure
required for the project to become operational in the near future

Puerto Rico Ports Authority

PRPAowns the major airport and seaport facilities in Puerto Ridatil February 27,
2013,PRPAalso operated all thegdacilities. On that datePRPAtransferred the operation of
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