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INDEPENDENT AUDITORS' REPORT UsSA
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Puerto Rico System of Annuities and Pensions for Teachers: RS

We have audited the accompanying statement of plan net assets of the Puerto Rico System of Amnuities
and Pensions [or Teachers (the “System™), a pension trust fund of the Commonwealth of Puerto Rico, as
of June 30, 2010, and the related statement of changes in plan net assets for (he ycar then ended, These
financial statements are the responsibility of the System’s management. Our responsibility is to express
an opinion on these (inancial statements based on our audit.

We conducted our audil in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to oblain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes consideration of
internal control over financial reporting as a basis for designing audit procedures that arc appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effeetiveness of the System’s
internal control over financial reporting. Accordingly, we express no such opinion. An audit also includes
examining, on a test basis, evidence supporting the amounts and disclosures in the {inancial statements,
assessing the accounting principles used and significant cstimates made by management, as well as
cvaluating the overall financial statement presentation, We believe that our audit provides a reasonable
basis [or our opinion,

In our opinion, the financial statements referred to above present fairly, in all material respeets, the net
assets of the System as of June 30, 2010, and the changes in its net assets for the year then ended in
conformity with accounting principles generally accepted in the United States of America.

The management’s discussion and analysis, and the supplemental schedules listed in the lable of contents
are not a required part of the basic financial statements, bul arc supplementary information required by
the Governmental Accounting Standards Board, This supplementary information is the responsibility of
the System’s management. We have applied certain limited procedures, which consisted principally of
inquires of management regarding the methads of measurement and presentation of the supplementary
information, owever, we did not audit such information and we do nol express an opinion on il.

As discussed in Note 1 to the basic financial statements, the System held investments valued at
approximately $1,013,055,000 (44% of total assets) as of June 30, 2010, whose fair values have been
estimated in the absence of readily delerminable fair values. This cstimate is based on information
provided by the underlying fund managers,

As discussed in Note | to the basic [inancial statements, the System’s unfunded actuarial liability and
funded ratio as of June 30, 2010, were approximately $7 billion and 24%, respectively. In the opinion of
management, based on information prepared by consulting actuaries, the System will nol be able to fully
fund pensions in fiscal years beginning after June 30, 2020, il measures are not laken to reduce the
unfunded actuarial accrued liability and increase the funded ratio of the System.

Dl ¥ Towhe LLP

March 11, 2011

Stamp No. 2574830
affixed to original,

Member of
Deloitte Touche Tohmatsu



PUERTO RICO SYSTEM OF ANNUITIES AND PENSIONS FOR TEACHERS

(A Pension Trust Fund of the Commonwealth of Puerto Rico)

MANAGEMENT'S DISCUSSION AND ANALYSIS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2010

The Puerto Rico System of Annuilies and Pensions for Teachers (the “System™) presents management's
overview of the administrative and operational activities that had an impact on the System’s net assets for the
fiscal year ended June 30, 2010. The System administers relirement and olher parlicipant benefits, such as
persanal, cultural and mortgage loans, occupational and non-occupational disability annuities, and death
benefits.

Overview of the Financial Statements

This discussion and analysis is intended to serve as an introduction to the System’s basic financial statcments,
which are comprised of the following: 1) Stalement of I'lan Net Assets, 2) Statement of Changes in Plan Net
Assets, and 3) Notes to Basic Financial Statements. Required supplementary information is also presented to
supplement the basic financial statements,

Statement of Plan Net Assets and Statement of Changes in Plan Net Assets

Both these statements provide information about the overall financial status of the System. The Statement of
Plan Net Asscls includes all of the Syslem’s assets and Habililies, with the difference reported as net assets
held in trust for pension benefits. The Statement of Changes in Plan Net Assets discloses changes in the
System’s net assets during the fscal year.

Motes to Basic Financial Statements

The notes to the basic financial statements provide additional information that is cssential for an
understanding of the dala provided in the Statements of I'lan Net Assets and Changes in Plan Net Asscts.,

Required Supplementary Information

‘The required supplementary information consists of two schedules and related notes concerning the funded
stalus of the pension plan administered by the System.

Financial Highlights

The System’s net assets increased from approximately $2,158 million as of June 30, 2009 to $2,222 million as
of June 30, 2010. The increase was primarily due to the net appreciation in the fair value of the System’s
investment portfolio and the resolution of the 2004 claim with the Office of Management and Budget
(“OMB?”) (see note 12). The amount of $2,222 million in total net asscts consists of the following:

$1,719 million in investinents

= $410 million in loans fo plan members
o %76 million in cash and short-term investments
o %17 million in other net assets



The total plan nel assets are presented in the following chart (in millions):

Cagh & Short-Tarm Assals
Investments, 578 ather H;-:? !
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Investments
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Following is a comparison of certain ilems within the financial statements:

s The System’s assets execeded liabilities by $2,222 million (net assets) for the [iscal year ended June a0,
2010, when compared to the prior year which asscts exceeded labilities by $2,158 million.

s The fair value of the System’s investmenls (excluding loans to participants) al June 30, 2010, amounted
to 41,719 million, compared to $1,71 1 million at June 30, 2009.

e The System's [unded ratio of the actuarial gecrued liability at June 30, 2010, was 249,



The following schedules present comparative summary financial statements of the System’s net asscts and
changes in net assets for fiscal years 2010 and 2009:

Summary Comparative Statements of Plan Net Assets

Amount of Percentago
2010 2009 Change Change
{In thousands)
Asseis:
Cash and short term investments $ 75950 ¥ 6961l g 6,369 9 %%
Iivestments — st far valoe and loans 2,128,905 2,010,549 14,306 1
Accounts receivahle 61,001 31,606 20,395 493
Capital asscts 22,970 26,167 {3,197) (12)
Other asscts 832 876 () {5)
Tiotal asscts 2,289,688 2,238,859 50,829 2
Linbilities:
Accounts payable amnd accroed linbilities 7,660 10,113 (2,453) (24}
Insursnece reserve for loans to plan members
and invesiments sellfemenls B.4R5 23,561 (15,076) 6d)
Cither liabililies 51,566 47,592 35974 )
Total Tinbilities 67,711 81,265 (13,535) (17
Met assels held in frusl for pension benefits 52221977 52,157,593 b a4, 384 3

Summary Comparable of Plan Net Assets Analysis

The increase in cash and short-term investments is due Lo an increase of collateral held on securitics Iending
and normal {luctuations in short-term investments since it represents the amount of short-term investments
held by investment managers at a point in lime. The increase in accounts receivable is mainly atiributable 1o
the resolution of the 2004 claim with the OMR (sce note 12).

The increase in fair value of investments is primarily altributable to the market cenditions experienced during
fiscal year 2010. The System’s lotal investments refurn improved from a negative 15.98% in 2009 to a
positive 12.5% in 2010. Detailed information regarding the investment portfolio is included in the Investment
Porttalio and Capital Markets Overview section.

The decrease in accounts payable and acerued liabilitics is primarily due to a decrease in investments
purchased as a result of markel conditions and investment managers’ decisions as of fiscal year end. The
increase in other liabilities is mainly due to payables to independent brokers under the securitics lending
program and a cash overdrall with the fiscal agent.



Summary Comparative Statements of Changes in Plan Net Assets

Years Ended
June 30, Amount Percontago
2010 2009 of Change Change
{In thousands)
Addilions;
Contributions $ 2953852 £ 309,163 (13310 {4)%
Investment income (foss) 2649944 (443.401) 713,345 161
(ither income 53,771 2444 51,327 2,100
Total additions 619,567 (131,724) 751,361 570
Ieductions:
Benefits paid o parlicipanis 526,400 AT0ATA 55,926 12
Administralive expenses _ 2B783 25435 3,298 13
Tl deductions 555,183 493,959 59,224 iz

Mel increase (devresse) in net assets hald

in trust for pension licncfits 64,384 (627,733) 692,137 110
Mt ussels held in trest for pension henefits:
Beginming of year 2,157,593 2,785,346 (627,753) (23)
lind of year $2,221 977 £2,157,593 £ 64,384 3

Summary Comparable Statements of Changes in Plan Net Assets Analysis

During the fiscal year 2010, employers and employees’ contributions decreased duc o teachers’ shrinkage by
the Department of Education. During the period, the Speeial Laws benefits do not reflect a significant change
with respect to the prior [iscal year.

The investment income that resulted in Gscal year 2010 is attributable to generally favorable market
conditions that benefited the fair market value of the System’s assets. The Syslem recognized anel
appreciation in the fair value of investments of approximatcly $203 million for fiscal year 2010.

The increase other income is mainly due to the seltlement of the claim with the OMB during 2010.

Benelil payments increased due to an incentive retirement program to gualified teachers granted by the
Department of Education at the end of fiscal year 2009, To be cligible for the incentive program, the teachers
must have acerued the minimum retirement requirements of age and years of services.

Financial Analysis of the System

The System provides retirement benefits to teachers mainly within the public education system of the
Commonwealth of Puerto Rico, The System’s net asscts held in trust for benefits at June 30, 2010, amounted
to approximately $2,222 million, an increase of approximately 364 million from approximately

£2,158 million at June 30, 2009, Additions to the System’s net assels held in trusl for benelits include
employer and member contributions, as well as investment income. TFor fiscal year 2010, employer and
member contributions decreased by approximately $13 million, from approximately $262 million during
fiscal year 2009 to approximatcly $249 million during fiscal 2010, The System recognized a net appreciation
in the fair value of investments of approximately $203 million for fiscal year 2010.



Since fscal year 2004, the System has been involved in a re-engincering and technological projects. During
fiscal year 2010, various technical projects were put in place and some were disconlinucd. The System
administrative expenses increased approximately $1 million duc to the depreciation of technological tools
deployed. The discontinuance of some projects with an accumulated cost of approximately $1.3 million also
increased administrative expenses. Additional details are provided in the Capital Asscls seetion of the Notes
to the Basic Financial Statements (Note 6).

System’'s Investment Portfolio and Capital Markets Overview

During the tiscal year ended June 30, 2010, the System considered chunges 1o the larget assel allocation and
manager structure. The Tund’s asset allocation gencrated a gross return of 12.5% for the fiscal year ended
June 30, 2010, The target asset allocation is as follows:

LS Fixed Income

. hL] louse
Internatjonal  20% oans
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Economy and Capital Markets Overview

Major capital markets worldwide posted gains during the 2009-2010 fiscal year, partially olTsetting
stgnificant losses experienced during the previous [iseal year, The 2009-2010 [iscal year started on a positive
note as markets continued to rally from their lows in early March 2009.

Government stimulus programs, higher than expeeted company carnings, and investor optimism and appetite
for risk supported the recovery and resulted in a positive performance across the broad markets for the [irst
three quarters of the fiscal year. The fiscal year, however, ended unlavorably, as the Buropean debt crisis,
continucd high unemployment rate, and talks of a possible double dip recession plagued the markets, resulting
in losses for the majority of capital markets during the [ast quarter of the Discal year,

During the first quarter of the fiscal year, broad indexes continued to post strong gains, as September murked
the seventh consecutive monthly advance for U.S. equities. Better than expecled enrnings, pacliculaly in the
lnancial sector helped increase investor confidence despite the rise in the unemployment rate, reaching 9.8%
in September 2009,

Other favorable news was an increase in merger and acquisition activity which showed executives'
confidence and willingness to take on financial risks. The Federal Open Market Commitlee (FOMC) mut
twice during the quarter and kepl the federal funds rae within a range of 0.009: - 0,25%. Additionally, in
altemplts to assure a full marcket recovery, the Federal Reserve Board extended its program to buy
mortgage-hacked securities through March 2010, having already purchased close 1o $850 billion of these
securitics.



Equities posted double digit returns during the first quarter of the fiscal year. The MSCI Emerging Markets
Index topped equity indices returning 20.9% during the quarter, comparcd (o a 19.5% and 15.6% return
generated by the MSCI EATE Index and S&I* 500 Index, respectively. From a capitalization standpoinl
within the 11.8. stock market, small cap stocks outperformed large cap stocks, while from a style perspective,
value outperformed growih. The U.S. bond market, as measured by the Barclays Capital Aggregate Bond
Index, retumed 3.7% during the quarter. Treasuries were the worst-performing sector of the Index as the
previous year’s flight to quality continued to reverse. Credil spreads declined further boosting performance in
the credil and assct backed sectors of the market.

Following seven consccutive months of positive returns, the U.S. cquity rally came to a halt in October as
investors began doubting the strength of the cconomic recovery. Also dragging on performance for the month
was a rise in the unemployment rate which reached 10.1%, the highest since April 1983, llowever markets
bounced back in the last two months of the guarler, resulting in a positive quarter return., Government
programs such as TALF, TARP, Cash for Clunkers, and offering a tax credit for first time home buyers
played a crucial role in the economic recovery. The third quarter 2009 U.S. Gross Domestic Product (GDF) of
+3.4%,, the first gain in GDP in four consccutive quarters, also benefited the quarter’s performance.

The second quarter of the fiscal year ended on a favorable note, as the S&T 500 Index had the best calendar
year performance singe 2003 and returned 6.0% for the quarter. International stocks also posted gains during
the quarter, but to a lesser extent than U.5. stocks as the MSCI EAFE Index returncd 2.2%. Emerging markets
continued their strong performance; the MSCL Emerging Markets Index gained 8.6% during the quarter and
78.5% aver the 2009 calendar year. 1.5, bonds returncd 0.2% during the quarter. Government sccuritics
underperformed the broad bond market amidst concerns regarding an increased supply and investors’
contimued appetite for risk, while high yicld bonds continued to outperform all sectors.

11.5. stocks bagan 2010 on the right fool, bul a scll-off in the second half of January resulled in negative
returns for the month. Investors showed signs of being less optimistic, since unemployment remained high at
9.7% and less than half of the fourth quarter’s 5.7% GDP was attributed to actual economic growth as the
majority was credited to a rebuilding of inventory. 1lowever, equity markets produced favorable results in
February and March ensuing a positive quarter return. Positive investor sentiment for the last two months of
the quarter was led by many factors, including cheap access to credit due to the Fed’s decision to keep rates at
0.00%-0.25%, continued job growth, the successful conclusion of the government’s trillion dollar Agency
MBS Purchase Program, strong merger and acquisition activity, and continued strengthening in the
[undamentals of many companies around the world.

During the third quarter of the fiscal year, Greece's potential sovereign debl default dominated financial
headlines, The size of Greece’s debt was around $400 billion, with over $70 billion coming due in 2010.
‘There were growing concerns for Greeee's debt and credit problems as investors [eared the curo could
weaken and that these problems could spread to Portugal, Ircland, Italy, and Spain. Quieting these concems
was the Furopean Monetary Union (EMU) assurance that it would provide assistance to Greece, as a [inancial
aid package was ncgotiated with the European Union (EU) and the International Monctary Fund (IMF). Amid
Greeee’s debt problems, international equities managed Lo post positive, although modest, gains during the
quarter. 'The MSCI EAFE Index gained 0.9% during the quarter, underperforming the S&P 500 Index which
returned 5.4%. ULS. bonds also generated favorable results; returning 1.8% during the quarter, while all
sectors earned positive returns. Credit spreads continued to deeline, which added to the return of corporate
bonds (+2.3%) and mortgage-backed sceuritics (+1.5%0).

The last quarter of the fiscal year started on a positive note as the majority of equity markets posted gains in
April, The stabilizing jobs market, real GDP growth, and consumer-led demand contributed to a favorable
LS. investing climate during the month. Nevertheless, in May, equities significantly retreated for the month,
wiping oul gains from the previous quarter. Fears from the European debt crisis liltered through cconomics

- s



worldwide and dumpened sceular outlooks for the year. In the U.S., consumer contidence dipped in line with
the lowest home buying rate since 1997, while May's unexpected downward revision of 1Q GDP to 3.0%
turther stressed local markets. Adding to investors diminishing confidence was what was dubbed “the Flash
Crash”, the ncarly 10% decline in the U.S. stock markel in the span of less than thirly minules experienced on
May 6, 2010. While the market recovered most of its losses by end of day, this event was very damaging to
investors” conlidence in the stability of automated trading.

Equities further declined in Junc, resulting in a negative quarter return. Job losses continued to be negalive,
reversing positive growth over the short-term. Investors remained concerned over the weuk manufacturing
and real estate markets in the U.S. as overall housing sales decreased 10.0% in the sceond half of the quarter
and the home buying rate signiticantly decreased wilh the termination of the home buyer tax incenlive in
April, Other events causing added uncertainty in the markets and driving investors (o less risky assets were
Congress’ proposal lor tighter financial regulations; the SEC's filing of [raud charges against Goldman Sachs,
the severity in the massive BP oil spill in the Gull of Mexico, and the economic growth slowdoewn in China.
Additionally, the weary [iscal climate in the Ruropean Union also weighed down on performance as the
European debl ¢rises worsened liquidity conditions. Grecee and Spain experienced downgrades during the
quarter and investors sought out highly-rated sovercign bonds, In efforts to stabilize the European banking
system, the EU and IMF announced they would provide a $950 billion Euro safety net for troubled sovercigns

in the region.

The $&I* 500 Index declined 11.4% during the last quarter of the fiscal year, as investor conlidence ina
sustainable cconomic recovery continued (o decline, Furt by the Europsan crisis, the MSCI BATT Index fell
approximately 14.0%. The MSCI Emerging Markets Index also expericneed significant losses, returning -
8.4% during the quarter. Conversely, the U.S. lixed income market fared well, gaining 3.5% during the
quarter. Although risky ussets were shunned by investors in faver of T'reasurics, most fixed income assets
posted positive returns. The FOMC met in April and kepl the Federal Tunds Rate target at 0.00% - 0.25%.

The table below shows the fiscal year and quarterly returns of major indices.

Industry Indices Performance Overview

S&P 300

Fssell 2000

MSCI EAFE

First Seconid Thvivd Fourth
Ouarter FY | Quarter FY | Quarter FY | Quarter FY
Indiees FY 2009-10 2010 2010 2010 2010
[ b 35%: 15.600% G.04% 5,305 10434
S0 500 Citi Growth 12,599 13.56% T.76%: TG -11.28%
S&P 500 Cili Value L6.40% 7.8 B Rl T09% -1 LA7%
Dow Junes ULS: Tolal Stock Market 16,1 3% 16,325 5.81% o165 SR e
21485 |9, 28% IRTR 8.85% L2
Rpszetl 20000 Girowth 174965 | 3955 4. 1% T.61% 3N
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MECT Emerging Murkets 2% 155 20,9156 HA5% 2.40% -B.37%
Barcluys Apgresale 0,505 X745 0.20% 1.78% JALT




U.S. Equity Overview for the Fiscal Year 2010

U.S. stocks as measured by the S&P 500 Index gained 14.4% during the fiscal year. All sectors produced
positive returns during the fiscal year, as consumer discretionary and industrials were among the top
performing seclors, relurning 27.5% and 26.6% respectively. The cnergy (1.4%) and telecommunication
services (2.1%) sectors were the lowest performing scctors. From a style perspective, value stocks
outperformed growth stocks. On a size basis, small cap stocks oulpaced their large cap counterpart. While the
market rallicd during the majority of the fiscal year, there was some pull back in the last quarter of the fiscal
year. Riskier asset classes suffered during this quarter and volatility surged as the S&P 500 Index fell over
11%. As a resull, volatility as measured by the VIX (Chicago Board Options Exchange Volatility Index)
nearly doubled at fiscal year-end from March’s closing price.

The Teachers Retirement System’s domestic cquity component gained 15.1% during the fiscal year, but
trailed the Dow Jones U.S. Total Stock Market Index by 1.0 percentage point. Underperformance is attributed
to below-benchmark results from its Small Cap Growth Domestic Tiquity manager. The Small Cap Value fund
partially offset underperformance as it returned 29% during the fiscal year, compared to a 25% return from its
benchmark. As of June 30, 2010, the System’s domestic cquity assets totaled $913.7 million and represented
approximately 41% of the Sysicm’s total cash, loans, and investments portfolio.

During the fiscal year, the Investment Committee approved the termination of two ULS. equity fund managers.
Additional defails arc provided below in the Other Investments and Transactions section.

U.S. Fixed Income Overview for the Tiseal Year 2010

The U.S. fixed income market produced consistent positive returns during cach of the quarters in the fiscal
year, resulting in a 9.5% return. All underlying scetors also generated positive returns during the [iscal year,
as commercial morigages (+30.5%) and Corporates (+14.7%) were the lop performing scclors. High yicld
bonds alse performed well as the Barclays Capital U.S. High-Yicld Index returned 26.8%. During the fiscal
year, the FOMC met several times and kept the Federal Funds Rate target at 0.00% - 0.25%.

The System’s [ixed income component gained 11% during the year ended June 30, 2010, outperforming the
Rarclays Capital Aggregate Bond Index. At the end of the year, fixed income assets totaled $397 million,
consisting of approximately 18% of the total cash, loans, and investment portfolio.

International Equity Overview for the Fiscal Year 2010

In line with 1).8. equity and fixed income markets, but to a lesser extent, international equities generated
positive results. The MSCI EAFE Index returned 5.9% during the fiscal year. Significantly weighing down on
the international equities’ performance was the European debt erises witnessed in the second half of the fiscal
year. While the EU and IMF*s $950 billion rescuc package alleviated some investor concemns of a pussible
Greeee default, concerns still remain about balance sheet problems for European banks. These situations
extended from peripheral sovereign bonds (Portugal, Ircland, Ttaly, Greece, and Spain) to non-performing
mortgage loans which [ucled housing bubbles in Spain and lreland.

Over the fiscal year, the System’s international equily component advancaed 8.6% outpacing the return of the
MSCI EAFE Index by 2.7 percentage points. The growth bias manager strong outperformance outweighed the
value bias manager with below-benchmark return. At the end of the fiscal year, the component had

$381 billion in assets, representing 17% of the System’s lotal cash, loans, and invesiment portfolio.



Total Fund Performance

The System returned 12.5% during the 2010 fiscal year and outperformed its policy benchmark by 1.8
percent. Outperformance is primarily atiributed to a favorable absolute performance [rom (he ULS. equity
companent coupled with positive absolute and relative results from the international equity and fixed income
components. The System’s total cash, loans, and investment portfolio as of June 30, 2010 were approximately
$2.2 billion.

Other Investments and Transactions

Al June 30, 2010 and 2009, the System held $410 million and $399 million in loans to participants,
respectively, which as of June 2010 represents approximately 19% of (he total cash, loans, and investment
portfolio. As of Jung 30, 2010, these loans consisted of approximately $120 million in mortgage loans, $288
million in personal loans and $1 million in cultural trip loans, The loans Lo participants had a gross return of
9.34% for the fiscal ycar cnded on June 30, 2010.

As of June 30, 2010, the System had participations in limited partnerships of private equity investments with
an approximate value of $27 million, which represents approximately 19 of the total cash, loans, and
investment portfolio.

The System eams additional investment income by lending investment sceuritics to brokers via its custodian’s
securilies lending program, The brokers provide collateral to the System and generally use the borrowed
securities to cover short sales and failed trades. The cash collateral received [rom the brokers is invested in
order to eam interest. For fiscal year 2009-2010, nel income from the custodian’s securities lending activity
amounted to approximately $444,585.

In November 2009, the System hired a new investment consulting firm. Among other transition tasks, the new
firm reviewed the invesiment managet stucture of the System. Their focus was to minimize redundancies in
strategies, evaluate performance, review fee struclures, and identify organizational concerns. Additionally,
they worked toward positioning the funds for potential asset allocation or strategy shills keeping cost and
liquidity issucs at the forefront. As a result of their reviews, rccommendations were made to the Commilttee to
terminate the Large Cap domestic Equity Managers. The Investment Commiltee approved these
rccommendations and the managers were terminated during the fiscal ycar.

The firm also recommended the partial substitution of the $&1° 500 Domestic Equity Index fund with a non-
lending Russell 3000 Index Fund. The addition of this fond was recommended as it would provide low cost,
broadly diversified exposure to the 1.8, equity markets. It would also serve as a vchicle to hold assets from
terminated managers and provide ready liquidity to mect the ongoing needs of the System. ‘The Commillee
approved this recommendation and the fund was added in February 2010.

Funding Status

The System performs an actuarial valuation of its assets and obligations at least every other year. The most
recent acluarial valuation was performed as of June 30, 2010. According to such valuation, the System’s
unfunded liability amounted to approximately $7.1 billion with a funding level of 24%.

As a means to protect the System’s financial health, an actuarial study identifying the System’s funding status
is performed prior to granting new benefits in accordance with Act No. 91 of March 29, 2004.

-10-



Request for Information

The financial report is designed to provide a general overview of the System’s financial status, comply with
related laws and regulations, and demonstrate commitment to public accountability. Questions concerning any
of the information provided in this report or requests for additional information should be addressed Lo the
Puerto Rico Teachers Retirement System, Capital Center Building, #1235 Atterial Hostos Ave., North Tower,

Bth floor, lato Rey, PP.K. 00919-1879,

-11-



PUERTO RICO SYSTEM OF ANNUITIES AND PENSIONS FOR TEACHERS

(A Pension Trust Fund of the Commonwealth of Puerto Rico)

STATEMENT OF PLAN NET ASSETS
AS OF JUNE 30, 2010
{In thousands)

ASBETS:
Cash and short-term inveslimenis:
Cash

Collaleral for securities lending
Cash deposited with Governmenl Development Bank for Pucrto Rico

Total cash

Investments — at Fair valuwe;
Ifonds
Stocks

Total invesimenis — &( Fair value

(Hher investments . private cquity inveshinsnls
Total investments

Loans to plan members:
Moripape
Persomul
Cultural trips

Total loans to plan members
Total investments and loans

Accounts receivable:
Beceivable for investments sold
Accrued intercst and dividendy receivable
Other

Total accounts reecivable
Capital asscts — nel
{iher aszets

Total asscts

LIABILITIES:
Invesimenis purchased
Payables for secorifies lending
Cash overdraft with fiscal agent
Accounls payaile
Accrucd cxpenscs
Hscrow funds of mortgage loans and guaranies insurance reserve for loans to plan members
Other liabilitics

Total liabililies
COMMITMENTS AND COMTINGERNCIES (INotes 11 and 12)

NET ASSETS HELD IN TRUST FOR '"ENSION BENEFITS (Schedule of funding progress is presented ot

page 33)

Sce notes to basic financial slalements.

- T8

£ 24019
48,673
__ 3

75980

397,109
1,205,232

1,692,341
26,683

1,719,024

119,937
ABEAG3
1,441

409,881
2,128,905

332
4,584
56,083

61,001
22,970
832

2,284 688

2,722
48,073
2199

LATG

f, 154
5,763

__ &M

&67,711

§2,221,977



PUERTO RICO SYSTEM OF ANNUITIES AND PENSIONS FOR TEACHERS

(A Pension Trust Fund of the Commonwealth of Puerto Rico)

STATEMENT OF CHANGES IN PLAN NET ASSETS

FOR THE YEAR ENDED JUNE 30, 2010
{In thousands)

ADDITIONS:
Contributions:
Participating emplovees
Lmployer
Contributions transferred from other systems
Special

Total contributions

Investment income:
Interest income
Dividend income
Mel appreciation in fair value of investimenls

Total iInvestment income
Less investmenl ¢Xpensc

Net investment income
Other income — net

Total additions

NEDUCTIONS:

Benefits paid to participants:
Annuities and death benelits
Speeial benefits
Refunds of contributions

Administrative expenscs

Total deductions

NET INCREASE IN NET ASSETS HELD IN TRUST FOR PENSION BENEFITS

NET ASSETS [ELD IN TRUST FOR PENSION BENEFITS:

Beginning of year

End of year

See notes to hasic financial statements.

$ 129,888
118,127
1,265
46,572
295,852
61,303
10,111
203,265
274,679
_ 4735
_ 269,944
53,771

619,567

470,681
47.870
7,847
28,783

PR o et

555,183

64,384

2,157,593

52,221,977



PUERTO RICO SYSTEM OF ANNUITIES AND PENSIONS FOR TEACHERS
(A Pension Trust Fund of the Commonwealth of Puerto Rico)

NOTES TO BASIC FINANCIAL STATEMENTS
AS OF AND FOR THE YEAR ENDED JUNE 30, 2010

1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The Puerto Rico System of Annuities and Pensions for Teachers (the “System”) is a delined benefit plan
administered by the Puerto Rico Teachers Retirement System and was created by Act No. 91 of

March 29, 2004, that superseded Act No, 218 of May 6, 1951, The System is considered an integral part
of the Commonwealth of Puerto Rico’s (the “Commonwealth”) financial reporting and is included in the
Commonwealth’s basic financial statements as a pension trust fund. The System, as a governmental
retirement plan, is excluded from the provisions of the Employee Retirement Income Sceurity Actof
1974,

I'he responsibility for the proper operation and administration of the System is vested in a Board of
Trustces (the “Board”). The Board is composed of nine members, as follows:

¢ Three ex-officio members, which are the Secretary of the Ireasury, the Sceretary of Tiducation, and
the President of the Government Development Bank for Puerto Rico (GDB), or their respective
representatives.

s One member who is a representative of a teacher’s organization designated by the Governor of the
Commonwealth,

o Three teachers of the System, one of which represents currently certified teachers in active service,
and two who represent retircd teachers. These three teachers are appointed by the Governor of the
Commonweallh,

e  One member who is a representative of the entity that represents the proper unit under Act No. 45 of
February 25, 1998, as amended.

s (Jne additional member, as representative of the public interest, with knowledge of and experience
in the administration and operation of financial systems, appointed by the Governor of the
Commonwealth of 'uerto Rico.

As of June 30, 2010, the System has an unfunded actuarial acerued liability of approximately $7 billion,
resulting in a funding ratio of 24%. In the opinion of management, based on information prepared by
consulting actuaries, if measures are not taken now Lo deal with this sitnation, the System will not be
able to fully fund pensions in fiscal years beginning after June 30, 2020. This situation could have a
direct negative cffcet on the Commonwealth’s general fund, since the Commonwealth is the ultimate
plan sponsor and will be obligated to make actuarial contributions to fund the System.

T'a attend to these issues, the Governor of the Commonwealth (the “Governor™), by Exceulive

Order OE-2010-10 dated March 12, 2010, created the Special Commission on the Retirement Systems
Reform (the “Commission”) to provide individual and/or group recommendations on actions that the
exceutive and legislative branches can exceule o provide immediate alternatives to ease the current
crisis and long term solutions 1o improve the financial condition of the System.

On Ovtober 21, 2010, the Commission presented a report to the Governor that included speeific
recommendations addressing the current fiscal crisis and cash flow problems of the System. Among
these recommendations, the Commission proposed increasing the contribution percentages, restructuring
benefits and establishing certain limitations on loans, among other,
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After reviewing the Commission’s report, the System and the Commonwealth, with the assistance of the
System’s external consulling actuaries, concluded that annual increases in the employers’ contribution
rate will be required to {ully fund pensions, without having to liquidate the System’s investment
porlfolio, It is the intention of the Commonwealth to include such increase in contributions as part of its
fiscal year 2012 budget and in the annual budgets thercafter, The Commonwealth is committed to
finding a long-term solution to the l[unding situation of the System.

The successful implementation of these measures cannot be assured, as it 1s dependent upon future
cvents and circumstances whose outcome cannot be anticipaled.

The following are significant accounting policies [ollowed by the System in the preparation of its basic
financial statements:

Basis of Presentation - The accompanying basic financial statements have been prepared on the
accrual basis of accounting in accordance with the provisions of Governmental Accounting Standards
Board (GASB) Statement No. 25, Financial Reporting for Defined Benefit Pension Plans and Note
Disclosures for Defined Contribution Plans, and GASB Statement No. 50, Pension Disclosures.
Participating employee and employer contributions are recognized as revenues in the period in which the
employee services are rendered. Benefits and refunds are recognized when duc and payable in
accordance with the terms ol the plan.

Use of Estimates — The preparation of basie financial statements in conformity with accounting
principles generally accepted in the United States of America requires management (o make cstimales
and assumptions that affect the reporied amounts of net assets held in trust for pension benefits,
disclosure of contingent asscts and liabilities at the date of the basic financial statements, and the
reported amounts of additions and deductions to nel assels held in trust for pension benefits during the
reporting period. Actual results could differ from those estimates.

Cash and Short-Term Investments and Cash With Fiscal Agent — Cash and short-term investments
consist of “overnight deposits” with the custodian bank, & commercial bank, and moncy market funds,
Cash with fiscal agent represents a fund account the System has at the Department of Treasury for the
payment of payroll expenses.

Investments — Investments are carried at fair value. The fair value of investments is based on quoted
prices, if available. The System has investments valued at approximately $1,013,055,000 or 44% of total
investments as of June 30, 2010, whose fair values have been estimated in the absence of readily
determinable fair values. This estimate is based on information provided by the underlying fund
managers. Such investments include private cquity investments and nonexchange traded mutual funds.

Securities transactions are accounted for on the trade date. Bealized gains and losses on securitics are
determined by the average cost method and are included in the basic statement of changes in plan net
assets,

Loans to Plan Members — Mortgages, personal, and cultural trip loans to plan members are stated at
their outstanding principal balance. No allowance [or uncollectible amounts has been established since
loans to plan members are collected through payroll withheldings and secured by mortgage deeds, plan
members’ contributions, and any unrestricted amount remaining in the escrow funds. Maximum
amounts that may be loaned to plan members for mortgage and cultural (rip loans are $160,000
($190,000 if the spouse is also a plan member) and $10,000, respectively. The maximum amount of
personal loans to be granted to current participating cmployees is up to 90% of their accumulated
contributions but not in excess of $15,000, and £7,000 in the case of retirees currently receiving benefits.
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Capital Assets - Capital assets include building, building improvements, furniture and equipment,
capital leases, and projects in progress. The System defines capital assets as assets, which have an initial
individual cost of $500 or more at the date of acquisition and have a useful life of four or more years.
Capital assels arc recorded at historical cost or at estimated historical cost if actual historical cost is not
available, Donated capital asscts are recorded at their estimated [air value at the time of donation.

Capital assets are depreciated on the straight-line method over the asscis estimated useful lives. Therce is
no depreciation recorded for projects in progress, The estimated useful lives of capital asscts are as
follows:

Years
Buildings 40
Building improvements 10
Fquipments, furniture, fixtures, and vehicles 4-10

Long-Lived Assets - The System reviews the carrying amount of its long-lived assets and identifics
assets for possible impairment whenever events or changes in circumstanees indicate that the carrying
amount of the assels may not be recoverable. Any long-lived asset held for disposal is reported at the
lower of its carrying amount or fair value, less cost to sell.

Ciuarantee Insurance Reserve for Loans (o Plan Members — Premiums collected and benefits claimed
are recorded as additions and deductions of the guarantee insurance reserve for life insurance on loans to
plan members, respectively.

Recent Accounting Pronowncements —In June 2007, the GASD issued GASB Statement No. 51,
Intangible Assets, which was elTective for periods beginning after Jun 15, 2009. GASD Statement No.
51 establishes guidance on the recognition, accounting, and [inancial reporting for intangible asscts. The
adoption of this statement did not have a material effcet on the System’s financial statements.

In June 2008, the GASB issued GASB Statement No. 53, Accounting and Financial Reporting for
Derivative struments, which was cftcetive for periods beginning after June 15, 2009. This statement
addresses the recognition, measurement, and disclosure of information regarding derivative instruments
entered into by state and local governments. The adoption of this stalement did not have a material effect
on the System’s linancial statements.

In March 2009, the GASB issucd GASRB Statement No. 55, The Ilierarchy of Generally Accepted
Accounting Principles for State and Local Governments, which was effective upon issuance. GASD
Statement No. 55 codifies all generally accepted accounting principles [or state and local governments
so that they derive from a single source. The adoption of this statement did not have a matenial effect on
the System’s financial statements,

In March 2009, the GASB issued GASE Statement No. 56, Codification of Accounting and Financial
Reporting Contained in the AICPA Statements on Auditing Standards, which was cffective on issuance.
The objective of GASD Statement No. 56 is to incorporate into the GASI's authoritative literature
certain accounting and financial reporting guidance presented in the American Institute of Certificd
Public Accountants’ (AICPA) Statements on Auditing Standards. GASB Statement No. 56 addresscs
three issues not included in the authoritative literature that establishes accounting principles—related
party transactions, going concern considerations, and subsequent events. The adoption of this statement
did not have a material effect on the System’s [nancial statcments,
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In December 2009, the GASD issucd GASR Statement No. 58, Accounting and Financial Reporting for
Chapter 9 Bankrupicies. This statement cstablishes accounting and financial reporting standards
for all governments that have petitioned for relief under Chapter @ of the 1.8, Bankruptcy Code or have
been granted relief under the provisions of Chapter 9, including governments that enter into bankruptcy
and are not cxpected to emerge as a going concern. The adoption of this statement did not have a
material effect on the System’s financial statements.

The GASD has issued the following accounting pronouncements that have efTective dates alier June 30,
2010:

a. (GASB Statement No, 54, Fund Balance Reporting and Governmental Fund Type Definitions, which
iz elfective for financial statements for perieds beginning aller June 15, 2010,

b. GASB Statement No. 57, OPEB Measwrements by Agent Employers and Agent Multiple-Employer
Plans, which is effective for financial statements [or periods beginning after June 15, 2011.

¢.  GASD Statement No. 59, Financial Instruments Omnibus, which is effective for financial statements
for periods beginning after June 15, 2010,

d. GASB Statement No. 60, Accounting and Financial Reporting for Service Concession
Arrangements, which is effective for {inancial stalements for periods beginning after December 15,
2011,

¢. GASB Statement No. 61, The Financial Reporting Entity: Omnibus — an amendment of GASB
Statements No. 14 and No. 34, which is effective for financial statements lor periods beginning after
June 15, 2012,

£ GASB Statement No. 62, Codification of Accounting and Financial Reporting Ciuidance Contained
in Pre-November 30, 1989 FASE and AICPA Pronouncements, which is effective for financial
statements for periods beginning after December 15, 2011,

‘I'he impact of these pronouncements in the System’s financial statements has not yet been determined.
PLAN DESCRIPTION

The System is a defined benefil plan sponsored by the Commenwealth. Substantially, all active teachers
of the Commonwealth’s Department of Tducation are covered by the System under the terms of Act
No. 91 of March 29, 2004, that superseded Act No. 218 of May 6, 1951. The new law gives the Puerto
Rico Teachers Retirement Sysiem’s active employees as of March 29, 2004, the option to parlicipate in
the plan. Employees recruited by the Puerto Rico Teachers Retirement System after the approval of the
new law become members of the plan. All active teachers of the Department of Education become plan
members of the System at their date of employment. Licensed teachers working in private schools or
other educational organizations can be members of the System at their own choice as long as the
required employer and cmployee contributions are satisfied.

As of June 30, 2010, the membership consisted of the [ollowing:

Retirces and beneficiaries currently receiving benefits 34,373
Current participating employees 44,679
Total membership 79,052
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The plan members of the System are eligible for the benefits described below:

Retirement Annuity — Plan members are eligible for monthly benefit payments determined by the
application of stipulated benefit ratios to the plan member’s average compensation. Average
compensation is computed bascd on the highest 36 months of compensation recognized by the System.
The annuity for which a plan member is eligible is limited to a minimum of $400 per month anda
maximum of 75% of the average compensation,

The plan members are eligible for retirement annuity benefits upon complying with the following:

Age Years of Craditable Sorvicos Retirement Annuity Compensation
Fifly Thirty or morc T5% of averapge compensation
Under 50 Thirly or more 63% of average compensation
Sixly At least T4, but less than 25 1.8% of average compensalion limes years of service
lifty Al loast 25, bul Jess than 30 1.8% of average componsation times years of service
Farty-scven, but

lesss tham 30 At least 25, but lcss than 30 95% of the annual pension that would have received

with 50 years of ape

Deferred Retivement Annuity — A participating employee who terminates service before age 60, after
having accumulated a minimum of 10 years of creditable services, qualifies for a deferred retirement
annuity payable beginning at age 60. A parlicipating employce who has completed 25 or more years of
creditable services and is under the age of 47 at termination qualifies for a deflerred retirement annuity
payable beginning at age 47. The vested rights described above are provided it his or her contributions
to the System are lefl within the System until the attainment of the respective retirement age.

Occupational Disability Anmuity - - A participaling employec, who as a direct result of the performance
ol his or her oceupation becomes disabled, is eligible for an annuity of 1.8% of average compensation
based on the highest 60 months or the number of months of creditable services, if less than five years,
recognized by the System, times years of ereditable services; but not less than $400 per month.

Nonoccupational Disability Annuity — A participating employee disabled for causes not related to his or
her occupation, and with at least five years of credited service, is eligible for an annuity of 1.8% ol
average compensation based on the highest 60 months recognized by the System, times years of service;
bul not less than $400 per month.

Death Benefits:

Ireretirement — "The beneficiaries receive the contributions made to the plan and 2% interest
accumulated as of the date of death (after discounting debts with the System), plus an amount equal to
the annual compensation of the member at the time of death.

Postretirement — The surviving spouse receives 50% of the retiree’s pension and if there are children
under 22 years of age or disabled (until disability ceases), they receive the other 50% of the pension. If
there is no surviving spouse or children who qualily, the beneficiarics receive the excess, if any, of the
accumulated contributions at the time of retirement over the total annuity benefits received before death,
limited to a minimum of $1,000.

Refunds — A participating employee who ceases his or her employment with the Commonwealth
without the right to a retirement annuity has the right to a retund of the employee contributions paid to
the System, plus any interest earned thereon.
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Early Retivement Program — On January 27, 2000, Act No. 44 was approved, which provided that
cffective March 9, 2000, plan members arc cligible for early retirement upon attaining the age of 50 and
28 years of services in the first year of implementation and age 50 and 25 years of service in subsequent
years. Those who select early retirement under these conditions will receive monthly benefits equal to
75% of their average compensation, which is computed based on the highest 36 months of compensation
recognized by the System. Effective July 31, 2001, the option for early retirement was closcd.

Special Benefits — Special benefits include the following:

e Christmas Bonus — An annual bonus of $600 for each retiree and disabled member paid each
December. The System pays $150 per retiree and disabled member and the remaining bonus is paid
by the Commonwealth.

o  Summer Bonus — An annual bonus of $100 for each retiree, beneficiary, and disabled member paid
cach July. This benefit is prorated il there are multiple beneficiaries and is lunded by the
Commonwealth,

o Medication Bonus — An annual bonus of $100 for each retiree, beneficiary, and disabled member
paid cach July to cover health costs. Evidence of coverage is not required. This benefil is Tunded by
the Commonwealth.

s Cost-of-living Adjustments — Act No. 62 of September 4, 1992 provided, subject to the approval of
the Legislature of the Commonwealth (the “Legislature™), for increases of 3% every three years in
pensions to those plan members with three or more years of retirement. In years 1995, 1998, 2001,
2004, and 2007, the Legislature has replicated the benefil granied per Act No. 62 of September 4,
1992. This benefit is funded by the Commonwealth. The Legislature did not approve this benefit
increase.

FUNDING POLICY

The law requires the employer to contribute 8.5% of the applicable payroll. Participating employees are
required to coniribute 9% of their compensation, Commonwealth contributions should ultimately cover
any deficicncy between the participating employees’ contributions and the System’s pension benelit
obligations and administralive costs. The employer and participants’ contributions will be evaluated at
lcast every five years.

The special contributions of approximately $46,572,000 in 2010 represent contributions from the
General Fund of the Commonwealth for the special benefits pranted by special laws.

Calculations of the present value of benefits under the System were made by consulting actuaries as of
June 30, 2010, using the entry ape normal actuarial cost method. Significant assumplions underlying the
acluarial computations include (2) assumed rate of return on invesiments of 8%, net of investment

expense; (b) assumed compound rate of wage increases of 3.5% per year; and (c) assumed mortality rate
based on the Group Annuily Table [or 2000,

The actuarial accrued liability (AAL) as of June 30, 2010, was approximatcly $9,280 million. As of
June 30, 2010, the unfunded actuarial accrued liability (UAAL) was approximately $7,058 million.
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4. FUNDED STATUS AND FUNDING PROGRESS

The funded status of the System as of June 30, 2010, the most recent actuarial valuation date, is as
follows (dollar amounts in thousands):

Actuarial Annual UAAL Percentage

Value of Funded Covered of Annual Covered
Plan Assets AAL UAAL Ratio Payroll Payroll
$2,223.000 $9.280,000 $7,058,000 24 % $1,370,000 _515%

The schedule of [unding progress, presented as required supplementary information following the notes
to the basic financial statements, presents multiyear trend information about whether the actuarial values
of plan assets arc increasing or decreasing over time relative to the AAL for benefits.

Additional information as of the latest actuarial valuation follows:

Valuation date June 30, 2010
Actuarial ¢cost method Fintry age normal
Amortization 30 years closed, level percent of payroll
Remaining amortization period 27 years
Assct valuation method Market value of assets
Actuarial assumplions:
Investment rate of return B%
Projected salary increases 3.5% general wage inflation, plus a service-based
merit increase
Inflation 2.50%
Cost-ol-living adjustment None

5. DEPOSITS AND INVESTMENTS

Pursuant to the provisions of Act No. 91 of March 29, 2004, that superseded Act No. 218 of May 6,
1951, as amended, the System may invest in different types of securitics, including domestic,
international, and fixed-income sceurities, among others.

Depasits — Custodial credit risk for deposits is the risk that in the event of bank failure, the System may
not be able to recover deposits that are in the posscssion of an outside party. The Commonwealth
requires that public funds deposited in commercial banks in Puerlo Rico must be fully collateralized for
the amount deposited in excess of federal depository insurance. All securities pledged as collateral are
held by the Scerctary of the Treasury of the Commonwealth. Funds deposited with GDB are not covered
by this Commonwealth requirement.
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As of June 30, 2010, approximately $75 million of the depository bank balance of approximately
$77 million was uninsured and uncollateralized as follows (in thousands):

Amount
Depaository Uninsured

Carrying Bank and

Amount Balance  Uncollateralized
Cash F 4,763 § 5952 5 3,448
Cash eguivalents 19,256 19,256 19,256
Collateral for sceurities lending 48,673 48,673 48,673
Cash deposited with GIDN 3,288 3,288 3,288
Total 575,980 $77,169 $74,665

As of Tune 30, 2010, uninsured and uncollateralized cash and cash equivalents amounting to

$3.4 million and $19.3 million, respectively, represent cash and highly liquid short-term investmenlts
held by the System’s custodian bank. Collateral reccived from securities lending (ransactions amounting
to approximately $48.7 million were invested in a short-term investment fund sponsored by the System’s
custodian bank. These deposits are exempt from the collateral requirement established by the
Commonwealth.

Investments - The market value of the investments in marketable securities held by the System as of
June 30, 2010, is as follows {in thousands):

[londs:
(1S, government and sponsored agencies’ sceuritics $ 193,392
U.S. corporate bonds 203,717
Total honds 397,109

Stocks:
11.5. corporate stocks 130,676
Non-U.S. corporate stocks 178,184

Mon-exchange traded mutual funds:

LS. 783,144
Non-1.5. 203,228
Total stocks 1,295,232
Private equity invesiments 26,683
Total investments 51,719,024

The System’s invesiments are ¢xposed to custodial credit risk, credit risk, concentration of credit risk,
interest rale risk, and foreign currency risk. Following is a description of these risks as of Junc 30, 2010:

Custodial Credit Risk - Cuslodial credit risk for investments is the risk that, in the event of the failure
of the counterparly (o a transaction, the System may not be able to recover the value of the invesiment or
collateral securitics that arc in the possession of an outside party. At June 30, 2010, securities
investments were registered in the name of the System and were held in the possession of the custodian
bank, cxcept for securities lent.

Credit Risk — The System’s investment guidelines prohibit the invesiments in securities with expected
maturity dates beyond 30 years. All fixed-income securities al the time of purchase must be of
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investiment-grade qualily. Positions that drift below investment grade should be reported to a
management representative of the System and monitored carelully. The porilolio is not cxpeeled to have
more than 5% invested in securities that have drifted after purchase below investment-grade quality. All
issucs shall be rated investment grade by at least two of the nationally recognized rating agencies. The
portfalio is expected to maintain a minimum weighted-average credit qualily of cither “A” or better
using either Moody’s or Standard & Poor's eredit ratings.

The System’s LS. government and sponsored agencies’ securities port{olio includes approximately
$28,137,000 of LJ.S. Treasury notes and approximatcly $25,885,000 of mortgage-backed securities
(MBS) guaranteed by Government National Mortgape Association (GNMA), which carry the explicit
puarantee of the 115, government.

Moody's credit ratings of bonds as of June 30, 2010, excluding LS. Treasury notes and mortgage-
hacked securities puaranteed by (iNMA are as follows (in thousands):

Moody’s Fair

Rating Investment Type Value
Aua 1].S. sponsored agencics MBS $ 112,599
Ana U.S. sponsored agencics 24,5_??
Ana Asset-backed securilics 1,603
138,779
Aal Mortgage-backed securities _ 448
Aa2 Corporate bonds R.599
Aal U.S. government issues 162
8,761
Aa3 Corporate bonds 4412
Al Corpaorate bonds 16,610
A2 Corporate bonds 39,492
A3 Corporate bonds 32,744
Baal Corporate bonds 45691
Haal Corporate bonds 31,013
Haa2 Mortgage-backed securities 156
31,169
Baa3 Corporate bonds 16,562
Bal Corparate bonds 987
Bal Mortpage-backed securities 599
1586
Ba3 Corporate bonds 1,144
12 Asset-backed securities 5
Subtotal _ 337,403
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Moody's Fair

Rating Investment Type Value
133 Assel-backed securities 393
G Asset-backed securitics 3l
C Mortgage-backed sccurities - 21
. im
CA Asset-backed securitics 76
CA Mortgage-backed securitics 9
B35
CAAL Asset-backed securities 181
CAAL Mortgage-backed sceuritics 1,050
1,231
Caa3 Mortgage-backed sceuritics . 15
NR Corporate bonds 1,032
NR Mortgage-backed sccuritics 95
NR U.S. government issucs _ 203
3,159
WR Corporate bonds 749
‘Total bonds and notes $ 343,087
(Concluded)

Concentration of Credit Risk — There are no investments in any one issuer that represent 5% or more of
tolal investments as of June 30, 2010, The Sysicm’s investment guidelines specily that no more than 5%
of a manager’s assets at markel shall be invested in the securities of any single issuer.

The System owns shares in the State Strect Global Advisors’ S&1° 500 Flagship Securities Lending
Fund (the “S&P 500 Fund™) and in the Russell 3000 Index Non Lending Fund (the “Russcll 3000
Fund™). As of June 30, 2010, (he System’s owned 1,636,638 and 45,645,075 shares of the S&1* 500
Fund and in the Russell 3000 Fund, respectively. As of June 30, 2010, the fair value of the System’s
investment in shares of the S&P 500 Fund and in Russell 3000 Fund amounted to approximately
$345,864,000 and $437,280,000, respectively. The investment objective of the S&P 500 Fund and the
Russell 3000 Fund is lo malch the return of the Standard & Poor’s 500 Index and the Russell 3000,
respeclively.
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As of Tune 30, 2010, the investments underlying the S&1° 500 Fund and the Russell 3000 had the
following sector allocations, respectively:

S&P 500 Russell 3000

Sector Fund Fund
Information lechnology 19 % 18 %
Financial 16 17
Health care 12 12
Consumer staples 12 10
Encrgy 11 10
Industrials 10 11
Consumer diserctionary K0 11
Utilities 4 4
Telecommunication scrvices 3 3
Materials k] 4

Interest Rate Risk — 'I'he Sysiem is expected to achieve capital preservation and income generalion by
investing in a diversified portfolio of marketable investment-grade core fixed-income securities. The
System’s investment guidelines specify that the duration of the portfolio is expected to vary no more
than between 75% and 125% of the duration of the respective benchmark.

The contractual maturity of investments in debl sceurities of the System as of June 30, 2010, is
summarized as follows (in thousands):

Invostment Maturities (in Years)

Maturlty Moro Than Maore Than
From Fair Value  Less Than 1 1to b Gto 10 10
L3, povernment and sponsored
agencics scourilics 20002039 £193,392 £ 8963 £33475 514,002 £136,942
Corporate bonds 0102051 203,717 2637 44,387 60566 95927
Total bonds E 197,109 S 11,600 £78,062 5_?11:,_5?3_ $232.869

As of June 30, 2010, the percentages of investment maturities by category are as follows:

Maximum
Maturity Maturity
I.css than one year 3%
One Lo five yeats 19
More than five to ten years 19
More than ten years 59

Foreign Currency Risk — The international portfolio is expected to achicve long-term and aggressive
capital appreciation by investing in Core EAFE (Europe Ausiralasia and the Far Fast) securities. The
portfolio is expected to be broadly diversified with respect to exposures to countries, sconomic scelors,
industrics, and individual stock. No single issuc is expected to exceed 5% (at market) of the portfolio.
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Investments and deposits exposed to foreign currency risk as of June 30, 2010, are as [ollows:

Investment Typeo

Foreign currency
Foreign currency
Foreign currency

Total cash exposed Lo foreigh currency risk

Shates in a commingled Lund

Common stock
Common stock
Common stock
Common stock
Common stock
Common stock
Commaon stock
Common steck
Common stock
Common stock
Common stock
Mutual funds

Total securities exposed to foreign currency risk

Common slock
Preferred stock

Total

T

Local Currency

Pound Sterling
Japancse Yen
Hong Kong Dollar

Various (refer to
countries below)
Australian Dollar
Danish Krone
Euro Curreney
Hong Kong Dollar
Japanese Yen
Norwegian Krone
Pound Sterling
Singapore Dollar
South Korean Won
Swedish Krona
Swiss Franc
Turkish Lira

LLS. Dollar
LS. Dollar

Fair Value
(in Thousands)

$ 3,358
115
32

$ 3,505

$ 203,228
8,768
10,172
33,421
9,350
39,865
1,774
38,558
3,153
1,267
14,188
15,729
1,939

381,412

912,264
1,556

013,820

$1,295,232



The System owns shares in an international equity commingled fund. As of June 30, 2010, the System
owned approximately 7,258,160.69 sharcs that represent 38% of the total commingled [und, which had
counlries weightings as [ollows:

Currency Percentage
Europe:
Finland Huro (various) L.l %
France Euro (various) &6
Germany Turo (various) 4.7
Gireece Liuro (various) 0.7
Ireland Euro (various) 0.1
Ttaly Furo (various) 1.7
Metherlands Euro (various) 3.1
Norway Norwegian Krone 0.9
Spain Lura 59
Switzerland Swiss Frane 9.0
United Kingdom P'ound Sterling 15.2
Total Europe 510
Pacific Basin:
Ausiralia Australian Dollar 6.9
[long Kong llong Kong Dollar 4.0
Japan Japanesc Yen 229
Total Pacific Basin 338
Total emerging markets WVarious 6.6
Canada total equities Canada Dollar - 86
Total equily 100 %

Investments in Limited Partnerships — The System invested approximately $109,000 in limited
partnerships during the fiscal year ended June 30, 2010. The investments were as follows:

e During the fiscal year 2010, there were no contributions to Guayacan Fund of Funds, L.P., a
Delaware limited partnership created by Grupo Guayacan, Inc., as general partner, in which the
System has a total commitment of $20 million. The Fund has commitments to invest in 15
11.5.-based and international venture partnerships and ties local pension funds with the private
equity asset class without the risks inherent in geopraphically conslrained investments.

e During the fiscal year 2010, there were no contribulions to Guayacin Fund of Funds IL L.P., a
Delaware limiled partnership ercated by Grupo Guayacdn, Inc,, as gencral partner, in which the
System has a total commitment of $25 million. The fund seeks to provide investors with a superior
investment return and extensive diversification by investing in 19 private equity investment
partnerships in the United States and Europe. The fund also invests a portion ol its assets in 4 Puerto
Rico-based Private Equily investment entity.
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o  During the fiscal year 2010, there were no contributions to Guayacin Privale Equity TFund, a limited
partnership organized pursuant to the laws of the State of Delaware and authorized to engage in
business in the Commonwealth, in which the System has a total commitment of $5 million. The
purposc of the partnership is to make equity investments in privately held companies as established
in its charter.

o During the fiscal year 2010, there were no contributions lo Invesco Venture Partnership
Fund 111, L.P., a Declaware limited partnership, organized by IPC Partnership Associates I, LLC, as
pencral partner, in which the System has a total commitment of approximately $5.5 million. The
partnership was organized to invest in other collective investment funds investing in alternative
assets, inclnding primarily United States and international funds that focus on both early- and
later-stage venture capital investments.

e During the fiscal year 2010, there were no contributions to Invesco Non-ULS. Partnership
Fund 111, L.I'., a Delaware limited partnership, organized by IPC Partnership Associates 111, LLC, as
general partner, in which the System has a total commitment of $4.5 million. The partnership was
organized to invest in other collective investments funds investing in alternative assets, including
primarily investments focusing on non-11.S, buyouts, expansion capital, turnaround, mezzanine, and
distressed mvestment partnerships.

o  During the fiscal year 2010, there were no contributions to Invesco U.S. Buyout & Fxpansion
Capital Partnership Fund 1L, L.1*., a Delaware limited partnership, organized by II'C Partnership
Associates 111, LLC, as general partner, in which the System has a total commitment of
approximately $3.7 million. The partnership was organized to invest in other collective investment
funds investing in alternative asscts, including primarily investments focusing on small, midsize and
large domestic buyout transactions.

s During the fiscal year 2010, $108,825 were invested in Chase Capital Pariners Private Equity Fund
of Funds II, LTD, a limited partnership, organized by I.P. Morgan Alternative Asset
Management, Inc., as investment manager, in which the System has a total commilment of
$15 million. The fund’s investment strategy is to capilalize on a globally diversified portfolio of
private equity investment opporlunities across various scetors, including buyouts, growth equity,
venture capital, and other special situations through partnership investinents and direct investments.

The fair value of these investments al June 30, 2010, amounted to approximately $27 million and is
presented wilhin other investments in the basic statement of plan net assets. The allocations of net gains
and losses to limited partners are based on certain pereentages, as established in the limited partnership
agreements.
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As ol Tune 30, 2010, the System had capital commitments and contributions as follows (in thousands):;

Total Fiscal Year Cumulative Fair
Commitments Contributions Contributions Value

Guayacan Fund of IFunds, L.P. 520,000 5 - $19,056 F 2,994
(iuayacan lFund of Funds II, L.I. 25,000 23,681 8,883
Guayacan Private Equily Tund, 1P, 5,000 4,645 4,364
Tnvesco Venture Partnership, L.P.

Fund 111, L.I% 5,498 4,731 2,883
Invesco Non-U.S. Partnership

Fund [T, 1..P. 4,500 4,034 760
Invesco U.S. Buyoul & Expansion

Capital Partnership Fund 111, L.I". 3,716 3,186 2,110
Chase Capital Parlners Privale

Fquity Fund of Funds 11, LTD 15,000 109 14,477 4,689
Total 578,714 5109 $73,810 $26,683

Securities Lending Transactions — The System participates in a sceurity lending program wherchy
securities are transferred to an independent broker or dealer in exchange for collateral in the form of
cash, government securitics, and/or irrevocable bank letters of eredit equal to approximaltely 102% of the
market value of the domestic securities on loan and 105% of the market value of the international
securities on loan, with a simultancous agreement Lo rélum the collateral for the same sceurilics in the
future. Collateral is marked to market daily and the agent places a request for additional collateral from
brokers, if needed. The custodian bank is the agenl for the securilies lending program.

At year-end, there was no credit risk exposure to borrowers because the amounts the System owes the
borrewers (he “collaleral™) execeded the amounts the borrowers owe the System (the “leaned
securities”). At June 30, 2010, the collateral received represented 102.46% of the fair value of the
domeslic securities lent and 105.37% of the fiir value of the international securilies lent.

The securities on loan for which collateral was received as of June 30, 2010, consisted of the following:

Securifies Lent Fair Value
11.5. corporate stock $20,355,652
U.S. government and sponsored agencies’ securities 18,828,376
1.5, corporate bonds 3,278,930
Mon-UL5. corporale stock 4,905,680
Tuotal $47.368,698
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The underlying collateral for these securitics had a fair value of approximately $48,672,545 as of

June 30, 2010. The collateral received was invested in a money market [und sponsored by the custodian
bank and is included as part of cash and cash cquivalents in the accompanying 2010 basic statement of
plan net assets. As of June 30, 2010, the distribution of the short-term investment [und by investment
type is as [ollows:

Investment Type Percentage
Securities boughl under agreements to resell 67.15 %
Time deposils 15.34
Floating rate notes 12.47
Commercial paper 3.69
Cerlificatles of deposit 1.29
Asset-hacked fixed 0.06

Under the terms of the sccuritics lending agreement, the System is fully indemnified against failure of
the borrowers (o return the loaned securities (to the extent the collateral is inadequaic to replace the
loaned securities) or failure o pay the System for income distributions by the securities’ issuers while
the securities are on loan. In addition, the System is indemnified against loss should the lending agent
fail to demand adequate and appropriaic collateral on a timely basis.

CAPITAL ASSETS

Capilal asscts additions are recorded at cost. Depreciation is provided using the straight-line method
over the useful life of the assct. For the year ended June 30, 2010, changes in capital assets consisted of
the following (in thousands):

Estlmatod
Useful Life  Balance — Balange —
(in Years) June30, 2008 Additions  Reflraments . Junoe 30, 2010

Depregiable capital asscts:

Building 40 $ 26,008 - £ - B 26,008
Fumiture and equipmsant 4-1 1,914 136 {140} 1,910
Computers and sofhware 5 4,534 5,303 {176} 9661
Capital lcascs 5 136 106
Building improvements 10 a9 19
Wehicles 5 42 _ 42
Total depreciable capital assels 32643 3,439 {314) 37,766
Accumulated depreciation and
amortization (13.174) (2,244) (15,418)
Mol depreciable — project in progress h,09% 553 _{6,629) 622
Cipilal assets — net 5 26167 ¥ 3,748 5(6,945) $ 22970

Cn August 1, 1996, the System acquired the North T'ower of Capital Center (the “Building™) located in
Hato Rey to serve as the System’s main olice facilitics and (o lease the additional space to third partics.
Approximately one-hall of the Building is being vsed for its operations and the other half for leasing to
tenants. The Building was financed with Industrial Revenue Bonds. The bonds were called during fiscal
year 2007,
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OTHER ASSETS

As of June 30, 2010, other asscts consisted of repossessed and in-substance foreclosed properties
amounting to approximately $832,000. Repossessed and in-substance [oreclosed propertics consist
mainly of properties acquired or to be acquired upon foreelosure proceedings as collateral from
delinquent mortgage loans. Foreclosed properties are valued at the outstanding prineipal balance of the
related morlgage upon foreclosure. These properties will be sold under a bidding process intended to
recover the outstanding principal balance,

LINE OF CREDIT

The Sysicin has a line of credit with the GDB of $15.000,000, which is due an October 31, 2010, and is
guaranteed by a pool of investments of the System. As of June 30, 2010, the System has no outstanding
balance under (his line of credit.

GUARANTEE INSURANCE RESERVE FOR LOANS T(O PLAN MEMBERS

The System provides life insurance that guarantces the payment of the outstanding principal balance of
morigage, personal, and cultural trip loans in case of death of a plan member. This coverage is paid in its
entirety by the plan members who obtain these loans from the System.

SPECIAL BENEFITS AND HEALTHCARE BENEFITS

The Commonwealth provides through the System cerlain special benefits (see Note 2) to retirees that are
funded on a pay-as-you-go basis, As a result, these special benefits are 100% unlunded. During the year
ended June 30, 2010, the System received contributions for speeial benefits amounting to approximately
$46.6 million and paid speeial benefits of approximately $47.9 million.

‘The Commonwealth provides postemployment healtheare benefits (the “Ilealthcare Benefits™) to the
members of the Puerto Rico System of Annuities and Pensions for l'eachers Medical Insurance Plan
Contribution (“I'RS MIPC”). The Healthcare Benelits are provided through the System and consist of a
payment of up to $100 per month to the eligible medical insurance plan selected by the members of the
TRS MIPC. The Healthcare Benefits are funded by the Commonwcalth an a pay-as-you-go basis.

The funding of the special benefits and the Ilealthcare Benefits is provided (o the System through
legislative appropriations each January 1 and July 1. The legislative appropriations are considered
gstitnates of the payments to be made by the System for the special benefits and the Healthcare Benelils
throughout the year. Deficiencies in legislative appropriations arc covered by the System’s own funds
until recovered through future legislative appropriations.

-



11.

12.

For the period from 2004 to 2010, there has been a shortage of lepislative appropriations collected aver
special benefits and Healthcare Benefits paid of approximately $491,000. The accumulated balance of
special benelits and Healthcare Benefits paid and legislative appropriations made by the Commonwealth
from 2004 through 2010 are as [ollows (in thousands):

Fiscal Legislative Special Cumulative
Year Appropriations Healthcare Benefits Paid Total Balance Balance
2004 542,682 F17314 $31,745 $49,059 $(6,377)  3(6,377)
2005 62,883 23,626 31,829 55,455 7.429 1,051
2006 61,619 25,217 31,485 56,703 4916 5,968
2007 57,960 26,247 33,025 59272 (1,312} 4,655
2008 68,168 28266 13,218 71,484 (3,316) 1,340
2009 75,548 29333 46,747 76,080 (533) 807
2010 76,733 30,161 47870 78,031 (1,298) {491)
COMMITMENTS

The System leases office facililies for the operation of its regional offices (Ponce, Mayagiiez, Arecibo,
Humacao, and Capuas) under operating lease agreements, which expire at different dates through 2012,

The minimum [uture payments under the existing operating leases as of June 30, 2010, are as [ollows (in
thousands);

Year Ending

June 30 Amount

2011 $251

2012 _ 8

Tolal $333
CONTINGENCIES

Loss Contingencies - The System is a defendant or codelendant in various Jawsuits resulting fram the
ordinary conduct of its operations. Management and legal counsel believe that there are no contingent
matters that would have a material adverse effect on the System’s [inancial status.

Gain Contingency — The System, besides recciving contributions from participants and the plan
sponsor, also receives legislative appropriations from special laws to cover the increase in benefits to
retired teachers. Act No. 62 of Scptember 4, 1992, as amended, establishes an increase of 3% in pension
annuitics every three years for those members who meet the requirements. In addition, there have been
other laws that granted benefits, such as, Summer and Christinas bonuses, among others. Most of the
funds used to cover these benelits are budgeted by the Commonwealth through legislature
appropriations. Nevertheless, the costs of pension benefits that increased from 1992 to 2004, were not
received in full by the System from legislative appropriations. The System had (o cover 5119,575,193
from its resources thal should have been received through special laws,

On May 31, 2004, the System made a claim with the Office of Management and Budget of the
Commonwealth (the “OMB”) to collect this amount as per a resolution approved by the Board. During
2009, the Department of Education of the Commonwealth paid $12,189,925 that was part of the
amounts claimed to OMB.
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On April 23, 2010, the OMB and the System settled the claim for $53,820,291, which has been included
as part of other income—net in the accompanying statement of changes in plan net assets, OMD will pay
the debt over five fiscal years starting on fiscal year 201 1. OMB will make four installments of
$10,764,058 and a final installment of $10,764,059. The rcecivable from OMB has been included as part
of accounts receivable in the accompanying statement of plan net assets. In July 2010, the System
collected the first installment.

CONTINGENCIES

(n July 2, 2010, the Commonwealth enacted Act No. 70 to cstablish a program that pravides benefits
for carly retirement or economic incentives for voluntary empleyment termination to eligible employees,
as defined. Act No. 70 eslablishes that early retirement benefits will be provided to eligible employees
that have completed between 15 Lo 29 years of creditable services and will consist of monthly benefits
ranging from 37.5% to 50% of each employees’ annual monthly salary. Economic incentives are
available to all eligible employees and will consist of a lump-sum payment ranging from one-manth to
six-month salary. Additionally, all employees that choose lo participate in this program are ¢ligible to
receive heallh plan coverage for up to 12 months in a health plan selected by the Administrator of the
Pucrto Rico Governmenl Emplayces and Judiciary Retirement Systems Administration (the
“Administrator™). Eligible employess may eleel to participate in this program within 30 days after a date
to be determined by the Administrator, no later than December 31, 2012,

® Ok ok k¥
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PUERTO RICO SYSTEM OF ANNUITIES AND PENSIONS FOR TEACHERS
(A Pension Trust Fund of the Commonweaith of Puerto Rico)

SCHEDULE OF EMPLOYER CONTRIBUTIONS
FOR THE YEAR ENDED JUNE 30, 2010

{In thousands)
Pension Plan

Annual Actual
Year Ended Required Employur Percentage of
June 30 Contribution Contribution Contribution
2010 $477.213 5 166,384 1487 %
2009 393,871 172,841 43.88
2008 341,495 159,101 46.59
2007 341,160 147,597 43.26
2006 220,821 150,215 68.03
2005 220,821 151,690 68,69

See notes (o schedules,
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PUERTO RICO SYSTEM OF ANNUITIES AND PENSIONS FOR TEACHERS

(A Pension Trust Fund of the Commonwealth of Puerto Rico)

SCHEDULE OF FUNDING PROGRESS
AS OF JUNE 30, 2010
(In thousands)

Actuarial Actuarial Actuarlal
Valuation Value of Accruad
Date Plan Asscis Liability (AAL)
Pension Plan
Juree 30, 2010 £2.222.000 £ 9. 280,000
Tuse 30, 2004 2,158,000 §.722,000
June 30, 2008 Mot determined
Jume 30, 2007 3,163,000 7,756,000
June 30, 2006 Mot determined
June 30, 2005 Mot determined
June 30, 2004 2A05,000 4,702,000

See notes to schedules.

Unfunded
ARL

£7.058,000
6,564,000
4,593,000

2,200,000

e Lo

Annual
Funded Covered
Ratlo Payroll
4% § 1,370,000
25 1,418,000
Mot determingd
41 LAT0,000

Mot determine:d
Mot determind
51 1,254,000

UaalL
Parcontage
of Annual
Covarad
Payraoll

315%
463

335
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PUERTO RICO SYSTEM OF ANNUITIES AND PENSIONS FOR TEACHERS
(A Pension Trust Fund of the Commonwealth of Puerto Rico)

NOTES TO SCHEDULES
AS OF AND FOR THE YEAR ENDED JUNE 30, 2010

1. SCHEDULE OF EMPLOYER CONTRIBUTIONS

T'he schedule of employer contributions provides information about the annual required contribution
(ARC) and the extent to which contributions made cover the ARC. The ARC is the annual required
contribution for the year calculated with certain parameters, which include actuarial methods and
assumplions.

2. SCIHEDULE OF FUNDING PROGRESS

The schedule of funding progress provides information about the funded status of the System and the
progress being made in accumulating assets to pay benefits when due.

LA 3 A
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