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The Honorable Governor of Puerto Rico
Members of the Legislature, and People of Puerto Rico:

It is a pleasure to submit, for your information, the Comprehensive Annual Financial Report (CAFR) of the
Commonwealth of Puerto Rico (the Commonwealth) as of and for the fiscal year ended June 30, 2007.
This report, presented in three sections, Introductory, Financial, and Statistical, is the primary means of
reporting the Commonwealth’s financial activities.

The introductory section, which is not audited, includes this letter of transmittal, general information about
the Commonwealth, a list of the Commonwealth’s principal elected and appointed officials at the balance
sheet date, and an organizational chart. The financial section contains the independent auditors® report,
management’s discussion and analysis (MD&A), and the basic financial statements as listed in the table of
contents. The financial section also includes the notes to the basic financial statements, required
supplementary information, and other supplementary information. The statistical section, which is not
audited, includes selected financial and demographic information, generally presented on a multiyear basis.

Profile of the Commonwealth

The Puerto Rico Department of the Treasury is responsible for the preparation of this report. The
responsibility for the accuracy of presented data and the completeness and fairmess of the presentation,
including all of the disclosures, rests on the Commonwealth’s management. To the best of our knowledge
and belief, the following data, as presented, is accurate in all material respects and is presented in a manner
designed to set forth the financial position and the results of operations of the governmental activities, the
business-type activities, the aggregate discretely presented component units, each major fund, and the
aggregate remaining fund information of the Commonwealth as of June 30, 2007 and the respective
changes in financial position and cash flows, where applicable, thereof and the respective budgetary
comparison for the general fund for the year then ended in conformity with accounting principles generally
accepted in the United States of America. We have included all the necessary disclosures to enable the
reader to gain a thorough understanding of the Commonwealth’s activities.

The financial reporting entity includes all funds of the Commonwealth, which comprises the primary
government, as well as all its component units. In accordance with Governmental Accounting Standards
Board’s Statement No. 14, the Commonwealth’s financial reporting entity includes SO component units: 6
are blended component units including 3 fiduciary component units, 8 major discretely presented
component units, and 36 nonmajor discretely presented component units. Component units are legally
separate entities for which the primary government is financially accountable, or other organizations; the
nature and significance of whose relationship with the Commonwealth are such that exclusion would cause
the Commonwealth’s basic financial statements to be misleading and incomplete. Blended component
units, although legally separate entities, are, in substance, part of the primary government’s operations and
are included as part of the primary government. Discretely presented component units, both major and
nonmajor, are reported in a separate column in the government-wide financial statements to emphasize that
they are not part of the primary government and to differentiate their financial position and results of
operations from those of the primary government.
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Generally, each component unit issues audited financial statements, which can be obtained from the
component unit’s administrative offices. The basic financial statements included in the financial section of
this CAFR provide descriptions of the operations of each of the following component units of the -
Commonwealth:

Blended Component Units:

Public Buildings Authority
Puerto Rico Maritime Shipping Authority
The Children’s Trust

Discretely Presented Component Units:

Agricultural Services and Development Administration

Automobile Accident Compensation Administration

Cardiovascular Center Corporation of Puerto Rico and the Caribbean

Caribbean Basin Projects Financing Authority

Culebra Conservation and Development Authority

Economic Development Bank for Puerto Rico

Employment and Training Enterprises Corporation

Farm Insurance Corporation of Puerto Rico

Fine Arts Center Corporation

Governing Board of the 9-1-1 Service

Government Development Bank for Puerto Rico

Institute of Puerto Rican Culture

Institutional Trust of the National Guard of Puerto Rico

Land Authority of Puerto Rico

Musical Arts Corporation

National Parks Company of Puerto Rico

Public Corporation for the Supervision and Deposit Insurance of Puerto Rico Cooperatives

Puerto Rico Aqueduct and Sewer Authority

Puerto Rico Conservatory of Music Corporation

Puerto Rico Convention Center District Authority

Puerto Rico Council on Higher Education

Puerto Rico Electric Power Authority

Puerto Rico Government Investment Trust Fund

Puerto Rico Health Insurance Administration

Puerto Rico Highways and Transportation Authority

Puerto Rico Industrial Development Company

Puerto Rico Industrial, Tourist, Educational, Medical, and Environmental Control Facilities
Financing Authority

Puerto Rico Infrastructure Financing Authority

Puerto Rico Land Administration

Puerto Rico Medical Services Administration

Puerto Rico Metropolitan Bus Authority

Puerto Rico Municipal Finance Agency

Puerto Rico Ports Authority
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Puerto Rico Public Broadcasting Corporation
Puerto Rico Sales Tax Financing Corporation
Puerto Rico School of Plastic Arts

Puerto Rico Solid Waste Authority

Puerto Rico Telephone Authority

Puerto Rico Tourism Company

Puerto Rico Trade and Export Company
Right to Employment Administration
Special Communities Perpetual Trust

State Insurance Fund Corporation

University of Puerto Rico

Fiduciary Component Units:

Employees’ Retirement System of the Government of Puerto Rico and its Instrumentalities
Puerto Rico Judiciary Retirement System
Puerto Rico System of Annuities and Pensions for Teachers

Independent Auditors

Commonwealth statutes require an annual audit by independent certified public accountants. The firm of
KPMG LLP was selected by the Commonwealth to perform the audit of the basic financial statements in
accordance with auditing standards generally accepted in the United States of America for the fiscal year
2006 — 2007. The goal of the independent audit was to provide reasonable assurance that the financial
statements of the Commonwealth for the fiscal year ended June 30, 2007 are fairly stated in accordance
with U.S. generally accepted accounting principles. The independent auditors’ report on the basic financial
statements is included in the financial section of this report.

Internal Controls

The management of the Commonwealth is responsible for establishing and maintaining internal controls to
ensure that assets of the Commonwealth are protected from loss, theft, or misuse, and that adequate
accounting data is compiled for the preparation of financial statements in conformity with U.S. generally
accepted accounting principles. The internal controls are designed to provide reasonable, but not absolute,
assurance that these objectives are met. The concept of reasonable assurance recognizes that: (1) the cost of
a control should not exceed the benefits likely to be derived, and (2) the valuation of costs and benefits
requires estimates and judgments by management.

As a recipient of federal assistance, the Commonwealth is also responsible for ensuring that internal
controls are in place to ensure that documents and processes are in compliance with applicable laws and
regulations related to such federal financial assistance programs.

Certain departments, agencies, and political subdivisions are subject to the requirements of the U.S. Office
of Management and Budget (OMB) Circular A-133. As a result, these entities are audited for compliance
with the requirements of the federal financial assistance programs. These audits are performed at the
department or agency level. The Commonwealth has provided for the possible cost disallowance that may
arise from these audits, as well as from other audits that may be performed by federal grantors.
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Budget and Fiscal Policy

The fiscal year of the Commonwealth begins each July 1. The Governor is constitutionally required to
submit to the Legislature an annual balanced budget of capital improvements and operating expenses of the
central government for the ensuing fiscal year.

The annual budget is prepared by the Puerto Rico Office of Management and Budget, working with the
Puerto Rico Planning Board, the Puerto Rico Department of the Treasury, and other government offices
and agencies. Section 7 of Article 6 of the Constitution provides that “The appropriations made for any
fiscal year shall not exceed the total revenue, including available surplus, estimated for the said fiscal year
unless the imposition of taxes sufficient to cover the said appropriations is provided by law.”

The Commonwealth’s budgeted expenditures for fiscal year 2007 of $9,488 billion exceeded projected
revenues of $9,163 billion by approximately $325 million. The Commonwealth expected to cover this
budget deficit through the implementation of additional expenditure reducing measures, a possible increase
in tax revenues resulting from the reduction of the uncertainty surrounding the government’s fiscal crisis,
and cash management mechanisms. The possible increase in tax revenues was tempered by the adverse
economic impact resulting from increases in the price of oil and the implementation of the sales and use
tax.

The Commonwealth maintains extensive budgetary controls. The objective of these controls is to ensure
compliance with legal provisions embodied in the annual appropriated budget approved by the Legislature.
Activities of the general fund are included in the annual appropriated budget. Budgetary control resides at
the department level. The Commonwealth also maintains an encumbrance accounting system as one
method of maintaining budgetary control.

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

The Legislature may amend the budget submitted by the Governor, but may not increase items that would
cause a deficit without imposing additional taxes to cover such deficit. Once approved by the Legislature,
the budget is referred to the Governor, who may decrease or eliminate any item, but may not increase or
insert new items in the budget. The Governor may also veto the budget in its entirety and return it to the
Legislature with his objections. The Legislature, by a two-thirds majority in each house, may override the
Governor’s veto. If a budget is not adopted prior to the end of the fiscal year, as originally approved by the
Legislature and the Governor, it is automatically renewed for the ensuing fiscal year until a new budget is
approved by the Legislature and the Governor. This allows the Commonwealth to continue to pay
operating and other expenses until a new budget is approved.

Governmental Activities

General governmental activities of the Commonwealth are accounted for in four governmental funds.
These funds are: general, special revenue, debt service, and capital project. The general fund is the primary
operating fund of the Commonwealth. The general fund is used to account for resources traditionally
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associated with government, which are not required legally or by sound financial management to be
accounted for in another fund. Included are transactions for services such as general government, public
safety, health, public housing and welfare, education, and economic development. Other major funds are
the debt service fund, which accounts for the accumulation of resources predominantly for, and the
payment of, the Commonwealth general long-term bonds’ principal, interest, and related costs; the Public
Buildings Authority capital projects fund, which accounts for the financial resources used for the
acquisition and construction of major capital facilities; and The Children’s Trust special revenue fund,
which accounts for the moneys received by the Commonwealth from a global settlement agreement dated
November 23, 1998 between certain tobacco companies and certain states, territories, and other
jurisdictions of the United States of America, including the Commonwealth. The financial resources
received by this fund are used to carry out projects aimed at promoting the well-being of children and
youth of Puerto Rico. Nonmajor governmental funds are combined in a single column in the governmental
fund financial statements, and individually identified in the supplementary combining nonmajor
governmental funds’ financial statements of this report.

Business-Type Activities

Proprietary funds are used to account for operations that are financed and operated in a manner similar to
private business enterprises, where the intent of the government is that the costs of providing goods or
services to the general public on a continuing basis be financed or recovered primarily through user
charges or where the government has decided that periodic determination of net income is appropriate for
accountability purposes.

The Commonwealth’s proprietary operations comprise the following activities: the Unemployment
Insurance Trust Fund and the Lottery of Puerto Rico and the Additional Lottery System (the Lotteries
Fund) and both major funds. The Puerto Rico Water Pollution Control Revolving Fund, the Puerto Rico
Safe Drinking Water Treatment Revolving Loan Fund, the Disability Insurance Fund, and the Drivers’
Insurance Fund are all nonmajor proprietary funds combined in a single column in the proprietary fund
financial statements, and individually identified in the supplementary combining nonmajor proprietary
funds’ financial statements of this report.

Fiduciary Operations

Fiduciary funds are used to account for assets held by the Commonwealth in a trustee capacity or as an
agent for individuals, private organizations, and other governmental units. These include the pension trust
and agency funds. Pension trust funds are established through trust agreements specifying how the fund
will operate. Agency funds are custodial in nature and do not report fund balances. The pension trust funds
include the Employees’ Retirement System of the Government of Puerto Rico and its Instrumentalities, the
Puerto Rico Judiciary Retirement System, and the Puerto Rico System of Annuities and Pensions for
Teachers.

Agency funds consist of the Special Deposits Fund. This agency fund includes deposits under the custody
of the Courts of Justice for alimony payments, deposits under the custody of the Commissioner of
Insurance of the Commonwealth for escheated property, and for insurance companies under bankruptcy.

SECRETARIO DE HACIENDA
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Cash Management Policies and Practices

The Commonwealth maintains a cash pool for its cash and cash equivalents. The balance in the pooled
cash accounts is available to meet current operating requirements and any excess is invested in various
interest-bearing accounts in the Government Development Bank for Puerto Rico (GDB), a discretely
presented component unit. In addition, the Puerto Rico Government Investment Trust Fund (PRGITF) was
created by the Commonwealth pursuant to Act No. 176 of August 11, 1995, and began operations on
December 4, 1995. PRGITF is a no-load diversified collective investment trust that was created for the
purpose of providing eligible investors with a convenient and economical way to invest in a professionally
managed money market portfolio. The deposits on hand and the investments purchased are not
collateralized, secured, or guaranteed by the Commonwealth or any of its agencies, instrumentalities, or
political subdivisions.

The Commonwealth’s investment policy is to minimize credit and market risk while maintaining a
competitive yield on its portfolio. The cash temporarily idle during this year was invested mainly in
U.S. government securities, stocks, corporate bonds, repurchase agreements, Commonwealth securities
other trading securities, and short-term investments. These are primary government investments that are
restricted and unrestricted.

Capital Assets

These basic financial statements include the capital assets of the Commonwealth. A discussion of capital
assets accounting is included in the MD&A that is part of the basic financial statements. More detailed
information about capital assets can be found in the notes to the basic financial statements.

Debt Administration

As of June 30, 2007, the Commonwealth had a number of debt issues outstanding. The Commonwealth has
a BBB- credit rating from Standard & Poor’s Rating Services and a Baa3 from Moody’s Investor Service
on general obligation bond issues; these classifications may vary in future years. Section 2 of Article VI of
the Constitution of Puerto Rico provides that direct obligations of the Commonwealth evidenced by bonds
or notes and backed by the full faith, credit and taxing power of the Commonwealth shall not be issued if
the amount of the principal of and interest on such bonds and notes and on all such bonds and notes issued
thereafter, which are payable in any fiscal year, together with any amount paid by the Commonwealth in
the preceding fiscal year on account of bonds or notes guaranteed by the Commonwealth, exceeds 15% of
the average annual revenue raised under the provisions of the Commonwealth Legislation and covered into
the Treasury of Puerto Rico in the two fiscal years preceding the current fiscal year. 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. See the computation of the legal debt margin on page 6 in the statistical section. More
detailed information about long-term debt can be found in the notes to the basic financial statements.

Risk Financing

The Commonwealth purchases commercial insurance to cover casualty, theft, tort claims, and other losses.
The current insurance policies have not been canceled or terminated. As it relates to workers’
compensation, the Commonwealth’s discretely presented component unit, the State Insurance Fund
Corporation, provides workers’ compensation to both public and private employees.
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Financial Advisor and Fiscal Agent

The principal functions of GDB are to act as financial advisor to and fiscal agent for the Commonwealth,
its municipalities, and public corporations, in connection with the issuance of bonds and notes, and to make
loans to private enterprises to aid the economic development of Puerto Rico.

Economic Conditions and Outlook

The economy of Puerto Rico is closely linked to the U.S. economy. The following exogenous variables are
affected by the U.S. economy: exports, direct investment, transfer payments, interest rates, inflation, and
tourist expenditures.

Puerto Rico has a diversified economy with manufacturing and services comprising its principal sectors.
Manufacturing is the largest sector in terms of gross domestic product. Manufacturing in Puerto Rico is
now more diversified than during the earlier phases of its industrial development and includes several
industries less prone to business cycles. In the last three decades, industrial development has tended to be
more capital intensive and more dependent on skilled labor.

The services sector, which includes finance, insurance, real estate, wholesale and retail trade, tourism, and
other services, has shown a strong interaction with manufacturing, tourism, construction, and agriculture.

Tourism makes a significant contribution to economic activity. An estimated $3.4 billion were spent by
visitors in Puerto Rico during fiscal year 2007. San Juan has become the largest home port for cruise ships
in the Caribbean and the fourth largest home port for cruise ships in the world. During the fiscal year 2007,
the number of visitors increased 0.8% compared with fiscal year 2006. The construction sector is an
integral part of the economic activity from fiscal year 1999 through fiscal year 2007. Puerto Rico is heavily
dependent on oil imports for the production of electricity; however, as a result of the construction of two
cogeneration plants, one of which is fueled by liquefied natural gas and the other by coal, Puerto Rico’s
dependence on oil imports for the production of electricity has been reduced from 99.0% to 74.0%.
Currently, as part of the Puerto Rico Electric Power Authority’s capital improvement plan, the Puerto Rico
Electric Power Authority is considering building an additional cogeneration power plant fueled by
liquefied natural gas in the municipality of Mayagiiez.

The Puerto Rico Planning Board’s preliminary reports of the performance of the Puerto Rico economy
during fiscal year 2007 indicate that the economy registered a decrease of 1.8% in total real gross product.
Gross product in fiscal year 2000 was $41.4 billion and gross product in fiscal year 2007 was $58.7 billion.
This represents an increase in gross product of 42.0% from fiscal year 2000 to fiscal year 2007.

In terms of personal income, in fiscal year 2007, personal income per capita was $13,491 compared to
$13,033 in 2006 and $10,204 in 2000.

According to the Puerto Rico Department of Labor and Human Resources, during fiscal year 2007, the
labor force was 1.41 million compared to 1.42 million in fiscal year 2006. The average unemployment rate
decreased from 11.7% during fiscal year 2006 to 10.4% in fiscal year 2007.

SECRETARIO DE HACIENDA
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Major Initiatives
Tax Regime for Companies Doing Business in Puerto Rico

In order to enhance the desirability for U.S. companies to establish operations in Puerto Rico, after the
elimination of Section 936 of the U.S. Internal Revenue Code (IRC), the Commonwealth has tried different
efforts to improve its tax treatment to foreign companies. It pursued an amendment to Section 956 of the
IRC during 2001 to 2003, and it introduced several changes to the tax incentive law of 1997. Also, during
May 2008, the Commonwealth approved a new tax incentive law. All these efforts are expected to advance
the manufacturing sector, which has a great impact on the rest of the economic activity.

Public Sector Debt

Historically, the Commonwealth has maintained, as a matter of fiscal policy, a prudent relationship
between the growth of public sector debt and the growth of the economic base required to service that debt.
During certain fiscal years, however, public sector debt increased at a greater rate than the rate of gross
product primarily due to an increase in the amount of debt incurred to finance certain key infrastructure
projects, which are important to the development of the economy and are expected to produce long-term
economic benefits, and debt incurred to refinance outstanding debt to enable Puerto Rico to benefit from
the historically low levels of interest rates and realize debt service savings. During fiscal year 2007, public
sector debt increased 7.22%.

Prospects for the Future

The Commonwealth is committed to research and pursue solutions to improve the Commonwealth’s
competitive economic performance and the quality of life for its people. The Commonwealth’s economic
development program is focused on initiatives aimed at producing more diversified and sustainable
economic development. The six principal elements of these initiatives, as expressed in the Governor’s
Economic Development and Government Transformation Plan for Puerto Rico, are the following: (i)
developing world-class infrastructure, while encouraging private investment with innovative financial
models and agile, effective evaluation processes; (ii) accelerating Puerto Rico’s entry into the knowledge
economy by creating a center of excellence in biotechnology, engineering and computing; (iii) promoting
local enterprise and supporting local businesses (in Spanish, Apoyo al de Aqui) by providing innovative
financing alternatives and access to domestic and foreign markets; (iv) transforming the tourist industry
into a vehicle for Puerto Rico’s economic development; (v) diversifying energy-generating sources to
reduce dependence on petroleum by half; and (vi) transforming Puerto Rico’s government, without the
need for layoffs or privatization, through effective agency consolidation and decentralization functions to
offer first-class services to all citizens in a sensible, effective and agile manner and to contribute to Puerto
Rico’s socio-economic development. subsidies provided to governmental entities; and (5) refocused
strategic projects related to the citizen’s health.

The tax reform which is in force since November 15, 2006 replaced the Commonwealth’s general excise
tax (5%) with the sales and use tax. This new tax regime included compensatory income tax credits in
order to address any regressive effect that the consumption tax may have and eliminated the marriage
penalty, beginning with the tax year 2008. The Puerto Rico Department of the Treasury expects that the tax
reform will provide a net increase in the general fund’s annual revenues, after taking into consideration
projected reductions in income taxes, in an amount sufficient to reduce and eventually eliminate the
structural budget imbalance.



The Honorable Governor of Puerto Rico

Members of the Legislature, and People of Puerto Rico
June 15,2008

Page 9

The proposed fiscal reform includes a long-term plan to reduce and improve the management of the
Commonwealth’s public debt. Upon the elimination of the structural budget imbalance, which elimination
must be certified to the Legislative Assembly and the Governor by the Secretary of the Treasury, the
Director of OMB, and the President of GDB, the Commonwealth’s operating budget will include an annual
contribution to the public improvement fund equal to 2% of the total amount of the public improvement
bonds authorized for that fiscal year. The annual contribution to the public improvement fund will increase
by an additional 2% of the then-current authorization for each fiscal year thereafter, up to a maximum of
20% of the current year’s authorized public improvement bond issuance. This contribution is intended to
reduce proportionally each year the amount of the Commonwealth’s public improvement bond issues.

The Commonwealth faces other fiscal challenges besides its current budgetary issues. The principal one
involves resolving the increasing unfunded pension liability of the Employees’ Retirement System of the
Government of Puerto Rico and its Instrumentalities (Employees’ Retirement System) and the Puerto Rico
System of Annuities and Pensions for Teachers (the Teachers Retirement System). The Commonwealth
expects to reduce the unfunded liability of the Employees’ Retirement System based on proposed
legislation, which provides for increased employer and employee contributions and the issuance of up to
$2 billion of pension obligation bonds, which would be payable from the Commonwealth’s general fund.
Besides, the Employees’ Retirement System is considering an issue of bonds to improve unfunded pension
liability of the fund. The Employees’ Retirement System and the Teachers Retirement System are also
seeking reimbursement from the Commonwealth for certain special retirement benefits paid by them in
prior fiscal years under legislation providing such retirement benefits.

Financial Condition

The MD&A, which can be found immediately following the independent auditors’ report, provides an
overview of the Commonwealth’s financial activities addressing both governmental and business-type
activities reported in the governmentwide financial statements. In addition, the MD&A focuses on the
Commonwealth’s major funds. Component units and fiduciary activities are excluded from the MD&A.

Estimated Fiscal Year 2008 Compared to Actual Fiscal Year 2007

As revised, estimated general fund total revenue for fiscal year 2008 is $8.821 billion, representing a
decrease of $41.5 million from fiscal year 2007 revenue. The 2007 revenue projections and subsequent
revision take into account (i) the Puerto Rico Planning Board’s downward revision of its forecast for real
growth in gross national product from 0.6% to 1.8%, (ii) the substitution of the sales and use tax for the
5.0% general excise tax, and (iii) certain income tax rate reductions included in the tax reform legislation
of 2006.

Other Information
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with the highest standards of financial accountability.

Respectfully submitted,
Angel Ortiz Garcia

Acting Secretary of the Treasury



COMMONWEALTH OF PUERTO RICO

PRINCIPAL OFFICIALS

Anibal Acevedo Vila
Governor

Members of Cabinet

Jorge P. Silva Puras
Chief of Staff

Fernando J. Bonilla Ortiz Roberto J. Sanchez Ramos
Secretary of State Secretary of Justice
- Rafael Aragunde Torres Roman Velasco Gonzilez
Secretary of Education Secretary of Labor and Human Resources
Gabriel Figueroa Herrera Carlos Gonzalez Miranda
Secretary of Agriculture Secretary of Transportation and
Public Works
Félix Matos Rodriguez Jorge Rivera Jiménez
Secretary of Family Affairs Secretary of Housing
Victor A. Sudrez Meléndez David E. Bernier Rivera
Secretary of Consumer Affairs Secretary of Sports and Recreation
LEGISLATIVES OFFICERS

Kenneth D. McClintock Hernandez
President, Senate

FISCAL OFFICERS

Armando A. Valdés Prieto
Director, Office of Management and
Budget

11

Angel Ortiz Garcia
Acting Secretary of the
Treasury

Rosa Pérez Perdomo
Secretary of Health

Bartolomé Gamundi Cestero
Secretary of Economic
Development and Commerce

Javier Vélez Arocho
Secretary of Natural and
Environmental Resources

Miguel A. Pereira Castillo
Secretary of Corrections and
Rehabilitation

José F. Aponte Hernindez
Speaker, House of Representatives

Jorge Irizarry Herrans
President, Government
Development Bank for Puerto
Rico



O M COMMONWEALTH OF PUERTO RICO
Rl S FUNCTIONAL ORGANIZATIONAL STRUCTURE

COMMONWEALTH OF PLERTO RICO

LEGISLATIVE BRANCH EXECUTIVE BRANCH JUDICIAL BRANCH

Senate House of G Supreme Court
| Representatives overnor

Courts

[ Administration
omprroller's Citizen's Procurement OFFICE OF THE GOVERNOR Office
Office Office
|
[ 1 Govemor's ( Office of . ) Secretary of Appellative Court of First
Capitol ¢ and fo-m-ommssesmmsssosseseosnes Fe Chiefof Staff Public Affairs Circuit Court Instance
Super et Legislative Civit Rights Representative 7L _Budgt 2 (_ Putie
uperiendents Services Office Commission
Office
Regulations and Permits ) Environmental State Office of Historical Secioeconomic Financing and Homeland Security
Administration Planning Board Quality Board Conservation Self-management General Office
- - - - onse Coordinator’s Office
EXECUTIVE DEPARTNIENTS AND AGENCIES
-y
Correction an d3 Public Safety * s Sports and Labor and 8 Transportation Economic Natral and Consume ! Financing d7 i Statistics Federal Aflsi
Justice uon and . and Protection Health Family Education P Housing State Human Treasury and Public Development Agriculture Environmental ner i Financingand -, N © s
Rchabilitation s Reereation 7 Affairs Fiscal Agent | Institute Administration
Commission Resources Works nd Commerce Resources < ]
U - fo- 3 - » Ovmmm./ m_m O 4 1 Y% 2 EX u ¥ r— 2 -~ A -~ N & i = | Disabled People
Procurator Office
&
i ) i in i Employces ica ;
Instinute of Correctional Emergency Mental Health Child Support | || Public Schools Public Housing Adminisuation Relircaent Traffic Safety Fuerto Rican Agricultural Energy Affairs Human Resources Common ¢ of
Forensic P Management and . P — Improvement = P for the Training o Horse Racing Services and | e — Election Appeals of the
" [] Administration : and Addiction Administration Administration 4 system of the [] Commission - Administration Office of the Hon
Sciences H Disaster Ny Office —  ofFuture ystem o — Industry and Development H Commission Human Resources
Servi [ P! I
0 Pt erviees v Entreprencurs Government of Sport clopmet C of fe= System Elderly Procurator
Agency ) and Workers Puerto Rico Administration -~ Puerto Rico | = Office
) Familics and o~ L Natural . Office of L]
H Parole Board M Childen Occupational | Financial - | Resources - ™ Goverament Ethics | | Labor Relations
Puerto Rico E » N and Human || Instiwtions Cooperative Administration | Industrial =) Board
Poli 1 Medical H  Resources Commissioner’s —| Development L ] Commission o) .
olice N Administration Women’s Procurator | |
- - --4~{ Services Corps Adminiswation Development Office ' Office
Juvenile @ e W Council gy E— S —— | | Higher Education
[ st ‘ e Council Investigation,
Admimsnﬁmﬂ | Socioeconomic - . L | | General Services ion, and
Criminal Justice Development of Administration | | Cooperative's Administration Appeal
College m he Family | H s Inspector Office Commission -
) . 3 || General Education Patient’s Procurator | _|
| | Prewrial Service __' Coundil Office
Office ) Administration Municipal Affairs @
Puerto Rico || forlnegral — Commissioner's [¢ ion and
gt Childeare and Office - t— Land Subdivisions
ws [ Development - | || Teachers Retirement Appeals Board
A% System Veteran's Procurator
Office
9-1-1 Service
Goveraing |__| Tetecommunications ] Municinal
Board Regulatory Board ‘"“lc‘!’”
Special Independent | || Ci{mv aints
Prosccutor’s Panel caring
Commission Office of Youth
. Affairs
|| PuertoRico &
National Guarcl:lj Public Service Labor n v
Relations ) )
LIC CORPORATIONS Commission || Public Serviee L Permanent Board
- Commission for the Study of Commissi :
Training and Puerto Rico Industries for Puerto Rico Corporation for L j Puerto Rico Retirement Systems ‘ommissioner of | |
i i o i Puerto Ri Farm . ermme
| | Employment Nauopal Gua:d || Medical the Blind, National Revitalization Meuupohu}u L T x:de co | Insarance L Solid Waste DGov ent B Insurance Office
Eaterprises — lnst;_mtmal Services || nnMT‘;“y | 1 Parks L{  ofUrban Bus Authority Company P y Authority m eveBl:Jr(ucm Pilotage _— -
3 ‘rust PP ipaired an Centers and - — s .
Corporation T Admmnstﬂmg Other Disabled Compmyo €l -~ L_d PR r 4 b Industrial, Commission Interagency Councils:
B Areas N N E Y Tourist, .
e J Hm'ghmpw:y"s:"d Puerto Rico Rurat immoe il i \/ Social Welfare Council
. e "
T N L Film. — Development ey Medical, and ipal R . . "
Authority - " E 1 L| Municipal Revenues O Education, Culwre, Sports, and Recreation Council
[ Corp avronmenta Collection Center
- Control Facilities —
Infrestructure nancing " Infrasiructure and Environment Councit
Puerto Rico Puerto Rico Land Financing [ Authority ) !
Ports Authority | | —  Land Authoriy Authority : mw Economic Development Council
- Administration - Housing .
H  Finencing {1 safety Council
J Maritime Puerto Rico A"uthority . .
Transportation | |~ Tourism Bcolmmic @ Health Council
Authorit; Comy Development T
uthorty L o | Bank || Publc Fnancing = Modem Management and Technology Council
Puerto Rico - Cérporation , .
Industrial i #. Financing Council
[ | Development Special
C P Communities [ # Mcmber of all Councils
ompany.
Perpetual Trast
Paerto Rico W Advisory Council for the Development of Special Communitics
L CC°“"°I)I“P;:cl B Community Action Council
Authority
1. Currentiy. the OMB Director acts as GAR
2. Includes the Central Communications Office.
‘ ‘ ‘ 3. Includes the Regulation Board for Recducation and Retraining Programs of Aggressors.
R Company for & Puerto Rico ) . R Automobile State . . R 9 Puerto Rico 4. Included as part of the organizational chart. because its enabling act it is still in cffect.
Authy £ P
- u! only_ of the Integral Music Puerto Rico Musical Arts Institus e of Publxc. University of ‘Aceident Insurance Plub!xc Puerp Rico Aqueduct and lCorporauoq for \he” Roosevelt Roads
e Americas Health . Puerto Rican Broadcasting : N Buildings Electric Power “Cafio Martin Pefia’ 5 P, = Preventi
Port Develop C y Insuranc Corporation Culture C ion Puerto Rico Compensation Fund A . h " ENLACE Proj Local Redevelopment 5. Includes the Child Protection and Abuse Prevention Trust.
of Cantera’s | Corporation Psivirin o O orporation oy O Administrati [ i — Authority g lect Authority
Peninsula Ol ion =) 6. Includes the Commission to Regulate Duty Payment and Stamp Cancellation.
N 7. Does not constitute an ageney: it zathers all entitics with financing functions.
Musical Arts Symphony School of Fine Arts Cancer Disbetes
and Stagecraft Orchestra Plastic Arts Center Center Center 8. Valid until July 10, 2012, renewable for an addilional five (5) vears or until debts are cancelled.
Corporation Corporation Corporation

9. Valid until September 24, 2024, renewable for an additional five (5) years or until debts are
cancelled.

Revised Marchy2007



FINANCIAL SECTION



Independent Auditors’ Report

The Honorable Governor and Legislature of the
Commonwealth of Puerto Rico
San Juan, Puerto Rico

We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate
remaining fund information of the Commonwealth of Puerto Rico (the Commonwealth) as of and for the
year ended June 30, 2007, which collectively comprise the Commonwealth’s basic financial statements as
listed in the table of contents. These financial statements are the responsibility of the Commonwealth’s
management. Our responsibility is to express opinions on these financial statements based on our audit. We
did not audit the financial statements of the Public Buildings Authority capital project fund or The
Children’s Trust special revenue fund (major funds), which represents 1% and 0%, respectively, of the
assets and revenue of the government activities. We also did not audit the financial statements of the
following activities, funds, and component units:

e Puerto Rico Public Housing Administration, the Office for the Improvements of Public Schools,
Human Resources and Occupational Development Council, and the Office for the Administration of
the Assets of the Urban Renovation and Housing Corporation of the Commonwealth of Puerto Rico,
which collectively represent 17% and 3%, respectively, of the assets and revenue of the general fund
and 6% and 5%, respectively, of the assets and revenue of the governmental activities,

e The Additional Lottery System, which represents 68% and 39%, respectively, of the assets and
revenue of the lotteries fund and 13% and 29%, respectively, of the assets and revenue of the
business-type activities;

e Public Buildings Authority special revenue and debt service funds, which collectively represent
5% and 1%, respectively, of the assets and revenue of the aggregate remaining fund information and
3% and 0%, respectively, of the assets and revenue of the governmental activities;

e The pension trust funds, which represents 74% and 93%, respectively, of the assets and revenue
of the aggregate remaining fund information; and

e Entities identified in note 2 that are presented as discretely presented component units, which
collectively represent 87% and 90%, respectively, of the assets and revenue of the aggregate
discretely presented component units.

These financial statements were audited by other auditors whose reports thereon have been furnished to us,
and our opinions, insofar as they relate to the amounts included for the activities, funds, and component
units indicated above, are based on the reports of the other auditors.



We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain 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 are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Commonwealth’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
financial statements, assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinions.

In our opinion, based on our audit and the reports of the other auditors, the financial statements referred to
above present fairly, in all material respects, the respective financial position of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each major
fund, and the aggregate remaining fund information of the Commonwealth of Puerto Rico as of June 30,
2007, and the respective changes in financial position, and, where applicable, cash flows thereof and the
respective budgetary comparison for the general fund for the year then ended in conformity with
U.S. generally accepted accounting principles.

The management’s discussion and analysis on pages 3 through 20 and the schedule of funding progress on
pages 154 through 155 are not a required part of the basic financial statements but are supplementary
information required by U.S. generally accepted accounting principles. We and the other auditors have
applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the required supplementary information. However, we did not
audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise the Commonwealth’s basic financial statements. The combining and individual fund financial
statements and schedules listed in the table of contents are presented for purposes of additional analysis
and are not a required part of the basic financial statements. These financial statements and combining
schedules have been subjected to the auditing procedures applied by us and the other auditors in the audit
of the basic financial statements and, in our opinion, are fairly stated in all material respects in relation to
the basic financial statements taken as a whole. The introductory and statistical sections of this report listed
in the table of contents have not been subjected to the auditing procedures applied in the audit of the basic
financial statements and, accordingly, we express no opinion on them.

KPMe LIP

June 15,2008

Stamp No. 2222539 of the Puerto Rico
Society of Certified Public Accountants
was affixed to the record copy of this report.



COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis (Unaudited)

June 30, 2007

Management of the Commonwealth of Puerto Rico (the Commonwealth) provides this Management’s
Discussion and Analysis for the readers of the Commonwealth’s basic financial statements. This narrative
overview and analysis of the financial activities of the Commonwealth is for the fiscal year ended June 30, 2007,
and is intended to provide an easily readable explanation of the information provided in the attached basic
financial statements. We encourage readers to consider this information with the Commonwealth’s basic
financial statements that follow.

Financial Highlights — Primary Government
Government-wide Highlights

e The Commonwealth reported a deficit of $17.7 billion as of June 30, 2007, a deterioration in the
financial position of $1.3 billion from last year’s balances. The accumulated deficit is principally the result
of the Commonwealth’s practice of issuing debt and transferring such funds to its discretely presented
component units in order for them to carry out the corresponding construction programs and to borrowings
made by the primary government of the Commonwealth to cover operational needs.

e The Commonwealth’s total deficit increased by $1.3 billion (a 8% increase) as a result of this year’s
operations. The governmental activities’ deficit increased by $1.2 billion (a 7% increase), while net assets
of the business-type activities showed a decrease of $20 million (an 3% decrease).

o The Commonwealth’s governmental activities had total revenue of $15.1 billion, which were exceeded
by total expenses of $16.7 billion, excluding transfers received from business-type activities amounting to
$343 million.

e The Commonwealth’s business-type activities had total revenue of $1.5 billion, which exceeded total
expenses of $899 million, excluding transfers made to the governmental activities amounting to
$343 million.

Fund Highlights

e As of June 30, 2007, the Commonwealth’s governmental funds reported a combined ending fund balance
of $107 million, a decrease of $304 million in comparison with the prior year, while the business-type
activities decreased by $20 million to reach $757 million.

e The general fund reported a deficit of $511 million as of June 30, 2007, an increase of $127 million in
comparison with the prior year.

e The unemployment insurance trust fund reported net assets of $459 million while the lotteries fund
reported a deficit of $153 million. The deficit in the lottery funds was a result of the transfers of
investments made to the general fund a few years ago.

Long-Term Debt

e Total long-term obligations as of June 30, 2007 were $28 billion, from which $2 billion are due within
one year. The long-term obligation of the governmental activities increased by $1 billion (4%) to
$28 billion when compared to the prior year, while the business-type activities decreased by $26 million
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Management’s Discussion and Analysis (Unaudited)

June 30, 2007

(7%) to $356 million. The increase in governmental activities’ long-term obligations was mainly due to
borrowings made by the Department of the Treasury of the Commonwealth to cover operational needs.

Overview of the Financial Statements

This discussion and analysis is intended to serve as an introduction to the Commonwealth’s basic financial
statements. The Commonwealth’s basic financial statements include three components: (1) government-wide
financial statements, (2) fund financial statements, and (3) notes to the financial statements. This report also
contains additional required supplementary information in addition to the basic financial statements themselves.
These components are described below:

Basic Financial Statements

The basic financial statements include two kinds of financial statements that present different views of the
Commonwealth—the government-wide financial statements and the fund financial statements and combining
major component units financial statements. These financial statements also include the notes to the basic
financial statements that explain some of the information in the financial statements and provide more detail.

Government-wide Financial Statements

The government-wide financial statements provide a broad view of the Commonwealth’s operations in a manner
similar to a private sector business. The statements provide both short- and long-term information about the
Commonwealth’s financial position, which assists in assessing the Commonwealth’s economic condition at the
end of the fiscal year. These are prepared using the flow of economic resources measurement focus and the
accrual basis of accounting. This basically means they follow methods that are similar to those used by most
businesses. They take into account all revenue and expenses connected with the fiscal year even if cash involved
has not been received or paid. The government-wide financial statements include two statements:

e Statement of Net Assets — This presents all of the government’s assets and liabilities with the difference
between the two reported as net assets (deficit). Over time, increases or decreases in the Commonwealth’s
net assets (deficit) may serve as a useful indicator of whether the financial position of the Commonwealth
is improving or deteriorating.

o Statement of Activities — This presents information showing how the government’s net assets changed
during the most recent fiscal year. All changes in net assets are reported as soon as the underlying event
giving rise to the change occurs, regardless of the timing of related cash flows. Thus, revenue and expenses
are reported in this statement for some items that will not result in cash flows until future fiscal periods
(such as uncollected taxes and earned but unused vacation leave). This statement also presents a
comparison between direct expenses and program revenue for each function of the Commonwealth.

Both of the above financial statements have separate sections for three different types of Commonwealth
programs or activities. These three types of activities are as follows:

e Governmental Activities — The activities in this section are mostly supported by taxes and
intergovernmental revenue (federal grants). Most services normally associated with Commonwealth
government fall into this category, including general government, public safety, health, public housing and
welfare, education, and economic development.
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® Business-Type Activities — These functions normally are intended to recover all or a significant portion
of their costs through user fees and charges to external users of goods and services. These business-type
activities of the Commonwealth include the operations of the following major funds: unemployment
insurance trust fund (administered by the Commonwealth Employment Security Bureau) and the lotteries.

e Component Units — These are organizations that are legally separate from the Commonwealth, but either
the Commonwealth is financially accountable for them or the nature and significance of their relationship
with the Commonwealth are such that their exclusion would cause the Commonwealth’s financial
statements to be misleading or incomplete. The Commonwealth has both blended and discretely presented
component units.

e Blended Component Units — Although legally separate entities, these are in substance part of the
primary government’s operations. Therefore, data from blended component units are integrated into the
appropriate funds for reporting purposes.

The Commonwealth’s three blended component units are:

e Public Buildings Authority
e Puerto Rico Maritime Shipping Authority
e The Children’s Trust

¢ Discretely Presented Component Units — These are operations for which the Commonwealth has
financial accountability, but they have certain independent qualities as well. For the most part, these
entities operate similar to private sector businesses and the business-type activities described above. The
Commonwealth’s discretely presented component units are presented in two categories, major and
nonmajor. This separation is determined by the relative size of the entities’ assets, liabilities, revenue, and
expenses in relation to the total of all component units.

The Commonwealth’s 36 discretely presented nonmajor component units are combined into a single
column for reporting in the fund financial statements. Complete financial statements of the individual
component units can be obtained from their respective administrative offices. Addresses and other
additional information about the Commonwealth’s component units are presented in note 1 to the basic
financial statements.

The Commonwealth’s eight discretely presented major component units are:

e Government Development Bank for Puerto Rico

e Puerto Rico Highways and Transportation Authority
o Puerto Rico Electric Power Authority

e Puerto Rico Aqueduct and Sewer Authority
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e Puerto Rico Infrastructure Financing Authority
e Puerto Rico Health Insurance Administration
e Puerto Rico Sales Tax Financing Corporation

e University of Puerto Rico

The government-wide financial statements can be found immediately following this discussion and
analysis.

Fund Financial Statements

A fund is a grouping of related accounts that is used to maintain control over resources that have been
segregated for specific activities or objectives. The Commonwealth, like other states and local
governments, uses fund accounting to help ensure and demonstrate compliance with finance-related legal
requirements. The fund financial statements focus on individual parts of the Commonwealth government,
reporting the Commonwealth’s operations in more detail than the government-wide financial statements.
All of the funds of the Commonwealth can be divided into three categories. It is important to note that
these fund categories use different accounting approaches and should be interpreted differently. The three
categories of funds are the following:

e Governmental Funds Financial Statements — Most of the basic services provided by the
Commonwealth are financed through governmental funds. Governmental funds are used to account for
essentially the same functions reported as governmental activities in the government-wide financial
statements. However, unlike the government-wide financial statements, the governmental fund financial
statements focus on near-term inflows and outflows of expendable resources. They also focus on the
balances of expendable resources available at the end of the fiscal year. Such information may be useful in
evaluating the government’s near-term financing requirements. This approach is known as using the flow
of current financial resources measurement focus and the modified-accrual basis of accounting. These
statements provide a detailed short-term view of the Commonwealth’s finances that assist in determining
whether there will be adequate financial resources available to meet the current needs of the
Commonwealth. Because the focus of governmental funds is narrower than that of the government-wide
financial statements, it is useful to compare the information presented for governmental funds with similar
information presented for governmental activities in the government-wide financial statements. By doing
so, readers may better understand the long-term impact of the government’s near-term financing decisions.
Both the governmental fund balance sheet and the governmental fund statement of revenue, expenditures,
and changes in fund balances provide a reconciliation to facilitate this comparison between governmental
funds and the governmental activities. These reconciliations are presented on the page immediately
following each governmental fund financial statement.

The Commonwealth has four major governmental funds. That is, each major fund is presented in a
separate column in the governmental funds balance sheet and in the governmental funds statement of
revenue, expenditures, and changes in fund balances. The Commonwealth’s four major
governmental funds are the general fund, The Children’s Trust special revenue fund, the debt service
fund, and the Public Buildings Authority capital projects fund. The remaining nonmajor
governmental funds are grouped and presented in a single column in the governmental funds
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financial statements. The basic governmental funds financial statements can be found immediately
following the government-wide financial statements.

o Proprietary Funds Financial Statements — These funds are used to show activities that operate more
like those of commercial enterprises. Because these funds charge fees for services provided to outside
customers including local governments, they are known as enterprise funds. Proprietary funds provide the
same type of information as the government-wide financial statements, only in more detail. Like the
government-wide financial statements, proprietary fund financial statements use the accrual basis of
accounting. There is no reconciliation needed between the government-wide financial statements for
business-type activities and the proprietary fund financial statements. The Commonwealth has two major
enterprise funds. As previously mentioned, they are the operations of the unemployment insurance trust
fund (administered by the Commonwealth’s Employment Security Bureau) and the lotteries. Other
nonmajor proprietary funds are grouped and presented in a separate column in the proprietary funds
financial statements. The basic proprietary funds financial statements can be found immediately following
the governmental fund financial statements.

e  Fiduciary Funds and Similar Component Units Financial Statements — These funds are used to
account for resources held for the benefit of parties outside the Commonwealth government. Fiduciary
funds are not reflected in the government-wide financial statements because the resources of these funds
are not available to support the Commonwealth’s own programs. The accounting used for fiduciary funds
is much like that used for proprietary funds. They use the accrual basis of accounting. The
Commonwealth’s fiduciary funds are the pension trust funds (three separate retirement systems for
employees, which are fiduciary component units of the Commonwealth) and the agency funds (which
account for the assets held for distribution by the Commonwealth as an agent for other governmental units,
other organizations, or individuals). The basic fiduciary funds and similar component units’ financial
statements can be found immediately following the proprietary funds financial statements.

Component Units Financial Statements

As mentioned above, these are operations for which the Commonwealth has financial accountability, but
they have certain independent qualities as well, and they operate similar to private sector businesses. The
government-wide financial statements present information for the component units in a single column on
the statement of net assets. Also, some information on the statement of changes in net assets is aggregated
for component units. The combining statements of net assets and the combining statement of activities
provide detail for each major component unit and the nonmajor component units in aggregate. The basic
combining financial statements for major component units can be found immediately following the
fiduciary funds financial statements.

Notes to Basic Financial Statements

The notes provide additional information that is essential to a full understanding of the data provided in the
government-wide and the fund financial statements. The notes to the basic financial statements can be
found immediately following the component units’ financial statements.
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Required Supplementary Information

The basic financial statements include within its notes a section of required supplementary information.
This section includes information of funding progress for the Commonwealth’s three separate retirement
systems.

Government-Wide Financial Analysis
Net Assets

As noted earlier, net assets may serve over time as a useful indicator of a government’s financial position. Total
assets and total liabilities of the Commonwealth’s primary government at June 30, 2007 amounted to
$14.6 billion and $32.3 billion, respectively, for a net deficit of $17.7 billion, compared to a $16.4 billion net
deficit at the beginning of the current year, as restated.

A portion of the Commonwealth’s net assets (deficit) reflects its investment in capital assets such as land,
buildings, and equipment, less any related debt used to acquire those assets that are still outstanding. The
Commonwealth uses these capital assets to provide services to its residents; consequentially, these assets are not
available for future spending. Although the Commonwealth’s investment in its capital assets is reported net of
related debt, it should be noted that the resources needed to repay this debt must be provided from other sources,
since the capital assets themselves cannot be used to liquidate these liabilities.

An additional portion of the Commonwealth’s net assets (deficit) represents resources that are subject to external
restrictions on how they may be used. An otherwise positive remaining balance would be used to meet the
Commonwealth’s ongoing obligations to its residents and creditors. Internally imposed designations of resources
are not presented as restricted net assets. At the end of the current fiscal year, the Commonwealth is able to report
positive balances in two categories of net assets, and a deficit, both for the government as a whole as well as for
its separate governmental and business-type activities.

As explained earlier, the net deficit of the primary government primarily results from the Commonwealth’s
practice of issuing debt and transferring such funds to the component units so that they can carry out the
construction projects. The primary government retains the debt while the component units report the
corresponding asset financed by such debt.

Total assets decreased by $248 million during fiscal year 2007 when compared to the prior fiscal year. This
decrease is the net effect of various increases and decreases as follows:

e Unrestricted and restricted cash decreased by $1.1 billion when compared to the prior year. The
decrease was mainly due to an increase of approximately $922 million in expenditures when compared to
the prior year.

e Net increase of $535 million in the receivables was mainly due to the timing of cash collections when
compared to prior year.

e Additions to capital assets, retirements, and depreciation expense amounted to approximately
$478 million, $54 million, and $236 million, respectively.
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Total liabilities increased $989 million during the current fiscal year when compared to the prior fiscal year. This
fluctuation is mainly prompted by the issuance during fiscal year 2007 of Commonwealth’s bonds amounting to
$1.1 billion and an increase in the liabilities associated with compensated absences and legal claims totaling
$1 billion and $175 million, respectively. The latter were offset by repayments of bonds of $303 million,
compensated absences of $966 million and legal claims of $26 million.

Commonwealth’s Net Assets — Primary Government

June 30, 2007

(Expressed in thousands)

Current assets
Capital assets
Other assets

Total assets

Current liabilities
Noncurrent liabilities

Total liabilities

Invested in capital assets, net of related debt
Restricted
Unrestricted

Total net assets (deficit)

&

&

Governmental Business-type
activities activities Total
3,658,200 849,289 4,507,489
7,407,848 674 7,408,522
2,389,190 297,636 2,686,826
13,455,238 1,147,599 14,602,837
6,658,987 151,299 6,810,286
25,235,145 238,965 25,474,110
31,894,132 390,264 32,284,396
3,635,271 674 3,635,945
331,051 910,479 1,241,530
(22,405,216) (153,818) (22,559,034)
(18,438,894) 757,335 (17,681,559)
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Commonwealth’s Net Assets — Primary Government

June 30, 2006

(Expressed in thousands)

Governmental Business-type
activities activities Total
Current assets $ 3,665,245 939,895 4,605,140
Capital assets 7,183,178 1,008 7,184,186
Other assets 2,817,053 255,993 3,073,046
Total assets $ 13,665,476 1,196,896 14,862,372
Current liabilities $ 6,378,707 149,673 6,528,380
Noncurrent liabilities 24,496,332 269,723 24,766,055
Total liabilities $ 30,875,039 419,396 31,294,435
Invested in capital assets, net of related debt $ 3,485,882 1,008 3,486,890
Restricted 280,078 947,507 1,227,585
Unrestricted (20,975,523) (171,015) (21,146,538)
Total net assets (deficit) $ (17,209,563) 777,500 (16,432,063)

The net assets of the governmental activities as of June 30, 2006 were restated by $14.7 million as a result of an
underestimation of capital assets.

Changes in Net Assets

The Commonwealth’s net deficit increased by $1.3 billion or 8% from last year’s total net deficit. Approximately
52% of the Commonwealth’s total revenue came from taxes, while 32% resulted from grants and contributions
(primarily federal financial assistance). Charges for various goods and services provided represented 12% of the
total revenue. The Commonwealth’s expenses cover a range of services. The largest expenses were for education,
public housing and welfare, public safety, and general government. In 2007, governmental activities’ expenses
exceeded program revenue by $11 billion, resulting in the use of $9.6 billion in general revenue (mostly taxes)
and transfers. On the other hand, program revenue from business-type activities in 2007 exceeded expenses by
approximately $285 million. Total governmental activities’ expenses increased by $922 million when compared
with 2006. Such increase was due to the effect of increases in expenses incurred in 2007 to fulfill the
requirements of federal government grants and contributions in 2007 which increased by $548 million and
normal increases in costs of goods and services. In addition, the business-type activities had unrestricted
investments earnings of $37 million and transfer to the governmental activities amounting to $342 million.

Governmental activities increased the Commonwealth’s net deficit by $1.2 billion. The Commonwealth
implemented the sales and use tax during fiscal year 2007. This sales and use tax resulted in higher tax revenues.
The Commonwealth expects that the effort to decrease expenses and the increase in tax revenue with the sales
and use tax will eliminate or significantly lower the deficit in future years.

Business-type activities decreased the Commonwealth’s net assets by $20 million.
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Commonwealth of Puerto Rico’s Changes in Net Assets — Primary Government

Year ended June 30, 2007

(Expressed in thousands)

Governmental Business-type
activities activities Total
Revenue:
Program revenue:
Charges for services $ 757,724 1,140,539 1,898,263
Operating grants and contributions 4,773,174 43,480 4,816,654
Capital grants and contributions 257,514 — 257,514
5,788,412 1,184,019 6,972,431
General revenue:
Income taxes 6,488,211 — 6,488,211
Excise taxes 1,475,311 — 1,475,311
Sales and use tax 583,639 — 583,639
Other taxes 4,663 — 4,663
Revenue from component units 381,336 — 381,336
Other 383,777 37,177 420,954
9,316,937 37,177 9,354,114
Total revenue 15,105,349 1,221,196 16,326,545
Expenses:
General government 2,847,596 — 2,847,596
Public safety 1,983,782 — 1,983,782
Health 1,943,582 — 1,943,582
Public housing and welfare 3,157,877 — 3,157,877
Education 4,748,008 — 4,748,008
Economic development 554271 — 554,271
Intergovernmental 593,264 — 593,264
Interest and other 863,723 26,860 890,583
Lotteries — 679,274 679,274
Unemployment — 192,484 192,484
Total expenses 16,692,103 898,618 17,590,721
(Decrease) increase in net assets
before transfers (1,586,754) 322,578 (1,264,176)
Transfers 342,743 (342,743) —
(Decrease) increase in net assets (1,244,011) (20,165) (1,264,176)
Net assets (deficit), beginning of year (as restated) (17,194,883) 777,500 (16,417 383)
Net assets (deficit), end of year $ (18,438,894) 757,335 (17,681,559)
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Commonwealth of Puerto Rico’s Changes in Net Assets — Primary Government

Year ended June 30, 2006

(Expressed in thousands)

Governmental Business-type
activities activities Total
Revenue:
Program revenue:
Charges for services $ 828,993 1,149,426 1,978,419
Operating grants and contributions 4,365,711 59,613 4,425,324
Capital grants and contributions 100,990 — 100,990
5,295,694 1,209,039 6,504,733
General revenue:
Income taxes 6,255,391 — 6,255,391
Excise taxes 2,013,998 — 2,013,998
Other taxes 15,145 — 15,145
Revenue from component units 68,745 — 68,745
Other 601,225 33,165 634,390
8,954,504 33,165 8,987,669
Total revenue 14,250,198 1,242,204 15,492,402
Expenses:
General government 2,844,494 — 2,844,494
Public safety 2,217,294 — 2,217,294
Health 1,422,813 — 1,422,813
Public housing and welfare 3,287,559 — 3,287,559
Education 4,110,669 — 4,110,669
Economic development 564,447 — 564,447
Intergovernmental 440,390 — 440,390
Interest and other 882,163 25,043 907,206
Lotteries — 670,425 670,425
Unemployment — 207,483 207,483
Total expenses 15,769,829 902,951 16,672,780
(Decrease) increase in net assets
before transfers (1,519,631) 339,253 (1,180,378)
Transfers 242,642 (242,642) —
(Decrease) increase in net assets (1,276,989) 96,611 (1,180,378)
Net assets (deficit), beginning of year (15,932,574) 680,889 (15,251,685)
Net assets (deficit), end of year $ (17,209,563) 777,500 (16,432,063)
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Revenue — Governmental Activities

Year ended June 30, 2007
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Governmental Activities

Governmental activities increased the Commonwealth’s net deficit to $18.4 billion. The decrease in net assets by
the business-type activities is explained below. A comparison of the cost of services by function for the
Commonwealth’s governmental activities is shown below, along with the revenue used to cover the net expenses
of the governmental activities (expressed in thousands).

Governmental Activities — Expenses Net of Program Revenue

Year ended June 30, 2007

(Expressed in thousands)

Net expense:
General government $  (2,274,426)
Public safety (1,849,517)
Health (1,081,383)
Public housing and welfare (498,877)
Education (3,269,028)
Economic development (473,473)
Intergovernmental (593,264)
Interest and other (863,723)
Total governmental activities expenses, net program revenue (10,903,691)
General revenue:
Taxes 8,551,824
Revenue from component units 381,336
Transfers from business-type activities 342,743
Other revenue 383,777
Increase in governmental activities’ net deficit $ (1,244,011)

Business-Type Activities

The business-type activities decreased the Commonwealth’s net assets by $20 million. This resulted from the
decrease of approximately $20 million in contributions from federal government when compared to prior year.

Financial Analysis of the Commonwealth’s Individual Funds

As noted earlier, the Commonwealth uses fund accounting to help ensure and demonstrate compliance with
finance-related legal requirements.
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Governmental Funds

The focus of the Commonwealth’s governmental funds is to provide information on near-term inflows, outflows,
and balances of expendable resources. Such information is useful in assessing the Commonwealth’s financing
requirements. In particular, unreserved fund balance may serve as a useful measure of a government’s net
resources available for spending at the end of the fiscal year. As of the end of fiscal year 2007, the
Commonwealth’s governmental funds reported combined ending fund balance of $107 million, a decrease of net
assets of $304 million in comparison with the prior year. The expenditures exceeded the revenues by $2.2 billion.
However, this was offset by other financing sources amounting to $1.9 billion in the fund balance of the
governmental funds. This year, the excess of expenditures over revenue increased by $368 million compared
with the prior year. There is $993 million of fund balance reserved to indicate that it is not available for new
spending because it has already been committed (1) to liquidate contracts and purchase orders of the prior fiscal
year or (2) for a variety of other restricted purposes.

The general fund is the chief operating fund of the Commonwealth. At the end of the current fiscal year,
unreserved fund deficit of the general fund was $1.5 billion, while the total fund balance has a total deficit of
$511 million. The fund deficit of the Commonwealth’s general fund increased by $127 million as a result of the
current fiscal year’s change in financial position. This is a 33% increase when compared to total fund balance
reported in fiscal year 2006. Also, see additional related comments in the following section titled general fund
budgetary highlights.

The debt service fund is the fund in which the Commonwealth accumulates the resources for the payment of the
long-term debt. At end of the year, the fund balance of the debt service fund decreased by $20.7 million. Bonds
and interest payable increased by $22 million or 6% compared with the prior year mainly due to the
accumulation or resources for the payment of debt.

The PBA capital projects fund received resources only from transfers from other funds amounting to $146
million and had expenditures of $148 million, which resulted in a $2 million deficit in 2007. The total deficit at
June 30, 2007 amounted to $34 million. The fund’s total assets decreased $27 million or 47% compared with the
prior year because of a decrease in cash in commercial banks, which was used to acquire capital assets.

The fund balance of The Children’s Trust special revenue fund had a decrease of $45 million. The decrease was
mainly due to a reduction in revenues. Particular of fiscal year 2006, there were $54 million transferred from
GDB from investments related to QZAB bonds. No similar event occurred in the current year.

Although the revenue of other governmental funds (nonmajor) increased by $2 million or 2% during the year
compared with the prior year, the expenditures increased by $226 million or 41%; the most significant increases
in expenditures were noted in general government and intergovernmental activities of $53 million and
$165 million, respectively. The fund had $546 million in other financing sources. All of the foregoing led to a net
decrease of $109 million in the fund balance. Total assets of nonmajor funds decreased by $349 million or 28%
compared with the prior year.

Proprietary Funds

The Commonwealth’s proprietary funds provide the same type of information found in the government-wide
financial statements, but in more detail. As discussed in the business-type activities above, the Commonwealth’s
net assets decreased by $20 million as a result of operations in the proprietary funds. This resulted from a
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$16.9 million increase in net assets by the lotteries fund, a decrease in net assets of $84.4 million by the
unemployment insurance fund, and an increase of net assets of $47.4 million by the Commonwealth’s other
nonmajor enterprise funds.

General Fund Budgetary Highlights

Actual revenues of $8,718 million were fairly consistent with final budgeted revenues ($8,762 million).
Nonetheless, actual revenues were $347 million less than originally budgeted ($9,065 million). The reduction is
primarily attributable to (i) decrease in the gross national product, as reported by the Puerto Rico Planning Board,
from 2.5% to 0.6%, (ii) the substitution of the sales and use tax for the 5% general excise tax, and (iii) certain
income tax rate reductions included in the tax reform legislation approved on July 2006. The major categories of
income affected with the abovementioned factors were the excise taxes with a decrease of $195.8 million,
income taxes with $73.8 million, sales and use taxes with $60.4 million and charges for services with
$44.8 million.

The actual expenditures reflected an increase of $238 million when compared to the final budgeted amounts. The
excess in expenditures was predominantly caused by the Department of Education of the Commonwealth with
$191 million, the Puerto Rico Health Insurance Administration with $174 million and the Puerto Rico Medical
Service Administration with $50 million. These excess were partially neutralized by the savings achieved by the
Executive Branch as part of the 10% budgetary reserve imposed to the agencies. Most of these variances were
financed through the use of borrowings, approved by law or joint resolutions, from the Government
Development Bank for Puerto Rico loans that provided resources of $340 million.
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Expenditures — General Fund
Budget vs. Actual
Year ended June 30, 2007

(Expressed in thousands)

$3,500,000
$3,000,000
$2,500,000
$2,000,000
$1,500,000
$1,000,000

$500,0%0

$4,000,000 j

Actual

Final budget
(WActual |

Health | R

General
government
Public safety [
Public housing g
and welfare
Education
Economic
development
Intergovernmental [
Debt service

As of June 30, 2007, there was an excess of expenditures and other financing uses over revenue and other
financing sources of $505 million.

Capital Assets and Debt Administration
Capital Assets

The Commonwealth’s investment in capital assets for its governmental and business-type activities as of June 30,
2007 amounts to $10.1 billion, less accumulated depreciation of $2.7 billion, leaving a book value of $7.4 billion.
This investment in capital assets includes land, buildings, building improvements, equipment, and construction in
progress as infrastructure.

The net book value of capital assets at June 30, 2007 is distributed by function/activity in the following
proportions: general government, 41%; public safety, 5%; health, 1%; public housing and welfare, 34%;
education, 7%; and economic development, 12%. Actual capitalized assets were approximately $842 million for
the year. Depreciation charges for the year totaled $236 million.

The infrastructure assets representing items that are normally immovable and of value only to the
Commonwealth as roads, highways, bridges, toll facilities, water and sewer systems, lighting production,
transmission and distribution systems, and similar items are principally owned by the component units of the
Commonwealth. Therefore, the infrastructure assets are reported within depreciable capital assets under the
discretely presented component units column. Additional information on the Commonwealth’s capital assets can
be found in note 12 to the basic financial statements that accompany this report.
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Commonwealth’s Capital Assets — Primary Government

June 30, 2007

(Expressed in thousands)

Governmental Business-type
activities activities
Land $ 844,533 —
Construction in progress 1,434,978 —
Buildings and building improvements, net 4,553,568 —
Equipment, furniture, fixtures and vehicles, net 226,050 674
Infrastructure, net 348,719 —
Total capital assets $ 7,407,848 674

Debt Administration

General obligation bonds are backed by the full faith and credit of the Commonwealth, including the
Commonwealth’s power to levy additional taxes to help ensure repayment of the debt.

The Constitution of the Commonwealth provides that direct obligations of the Commonwealth evidenced by
bonds or notes and backed by the full faith, credit, and taxing power of the Commonwealth are not to be issued if
the amount of the principal of, and interest on, such bonds and notes and on all such bonds and notes issued
thereafter, which are payable in any fiscal year, together with any amount paid by the Commonwealth in the
preceding fiscal year on account of bonds or notes guaranteed by the Commonwealth, exceed 15% of the average
annual revenue raised under the provisions of Commonwealth legislation and conveyed into the treasury in the
two fiscal years preceding the then current fiscal year. Section 2, Article VI of the Constitution of the
Commonwealth does not limit the amount of debt that the Commonwealth may guarantee as long as the 15%
limitation is not exceeded. At June 30, 2007, the Commonwealth is in compliance with the debt limitation
requirement.

Moody’s Investor Service lowered the rating on the Commonwealth’s outstanding general obligation debt and
appropriation debt from “Baa2” to “Baa3.” Standard & Poor’s Rating Services (S&P) had also lowered its rating
on the Commonwealth’s general obligation debt earlier in the year to BBB-, reflecting a long history of structural
imbalance and the ongoing difficulties anticipated with further efforts to reduce the accrued deficit. The outlook
was defined as stable.

The rating on the appropriation debt, typically rated one notch below the general obligation debt, has not been
lowered, reflecting the improvements that have been made. S&P does not believe that Puerto Rico’s
appropriation credit is speculative grade.

S&P noted that Puerto Rico’s debt, which is already high, is likely to increase. Although a major new revenue
source of a 5.5% sales and use tax was added on November 16, 2006, balances remain difficult to achieve,
requiring expense cuts and use of one-time revenue sources. Gap forecast suggests that balance will not be
achieved until 2010, and that forecast is based on the expectation of flat expense growth.
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Ratings reflect only the respective views of the rating agencies and an explanation of the significance of each
rating may be obtained only from the respective rating agency.

The Commonwealth’s total long-term obligations increased by $1 billion during the current fiscal year,
representing a 4% increase. Additional information on the Commonwealth’s long-term obligations can be found
in note 14 to the basic financial statements of this report.

Economic Factors and Next Year’s Budgets and Rates

The average unemployment rate for the Commonwealth in 2007 was 10.4% down from the 2006 average rate of
11.7%. In terms of production, the real gross national product registered a decrease of 1.8%.

Based on the projections of the Puerto Rico Planning Board, the Puerto Rico economy is expected to reflect
another decrease of 2.1% for the fiscal year 2008.

In an effort to address the Commonwealth’s structural budget imbalance and its other fiscal difficulties, the
Executive Branch and the Legislature enacted and the Governor signed legislation providing for tax reform and
fiscal reforms. The tax reform legislation is aimed at increasing revenues by expanding the tax base through the
implementation of a broad-based sales and use tax. The fiscal reform legislation is aimed at limiting expenditures
in relation to past-spending rates and stabilizing expenditure growth at a level below that of recurring revenues.

On July 4, 2006, Act No. 117 (Act 117) was approved, which amends the Puerto Rico Internal Revenue Code of
1994 (the PR Code) to provide, among other things, for a general sales and use tax of 5.5% to be imposed by the
central government (the Central Government Sales Tax). Act 117 also authorizes each municipal government to
impose a municipal sales and use tax of 1.5% (the Municipal Sales Tax and, together with the Central
Government Sales Tax, the Sales Tax). In general, the Municipal Sales Tax has the same tax base, exemptions
(except for unprocessed foods) and limitations as those provided for the Central Government Sales Tax. Act 117
also provides certain income tax reductions, beginning during the tax year 2007, to address the regressive effect
of the Sales Tax on taxpayers in lower income tax brackets. Act 117 repeals the 5.0% general excise tax imposed
on imported goods and on goods manufactured in Puerto Rico. Certain items, such as fuel, crude oil and
petroleum products, and vehicles, however, remain subject to the excise tax previously applicable to such items
and will not be subject to the Sales Tax. The effective date of the repeal of the 5.0% general excise tax was
October 17, 2006 pursuant to Act 229,

The Sales Tax became effective on November 15, 2006. Municipalities, however, were authorized to implement
the Municipal Sales Tax starting on July 1, 2006. The revenues derived from the Sales Tax will be distributed as
follows: (i) municipal governments will retain 1.5% of the Sales Tax, (ii) the Dedicated Sales Tax, created by
Act No. 91 on May 13, 2006, as amended, will receive 1.0% of the Sales Tax, and (iii) the General Fund will
receive 4.5% of the Sales Tax. The revenues to be generated by the Sales Tax will be partly offset by the partial
elimination of the 5.0% general excise tax and the effect of the income tax reduction measures included in Act
117.

19 (Continued)



COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis (Unaudited)
June 30, 2007

Act 117 also provided for special income tax rates with respect to certain transactions occurred on and between
July 1, 2006 and December 31, 2006. These special tax rates will apply to eligible dividends declared by
domestic corporations or partnerships and “built-in” gains associated with capital assets held for periods in
excess of six months, as well as certain withdrawals from retirement accounts. These special tax rates are only
available for transactions in connection with capital assets consisting of stock or participations of domestic and
foreign corporations and partnerships, and real property located in Puerto Rico. In the case of resident
corporations and partnerships, these special tax rates apply only to real property located in Puerto Rico.

The consolidated budget for the fiscal year 2006 — 07 amounts to $26.5 billion. From this amount, $20 billion is
assigned to operating expenses, $3 billion to a permanent capital improvements program, and $3.5 billion for the
debt service. For fiscal year 2007 — 08 the figures are: consolidated budget of $26.9 billion, of which
$20.6 billion are assigned to operating expenses, $2.9 billion to the capital improvements program, and
$3.5 billion to debt service.

Requests for Information

This financial report is designed to provide a general overview of the Commonwealth’s finances for all of the
Commonwealth’s residents, taxpayers, customers, investors, and creditors. This financial report seeks to
demonstrate the Commonwealth’s accountability for the money it receives. Questions concerning any of the
information provided in this report or requests for additional information should be addressed to: Department of
the Treasury of the Commonwealth of Puerto Rico, Area de Contabilidad Central, P.O. Box 9024140, San Juan,
PR 00902-4140.
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(In thousands)

Primary government

Business- Total
Governmental type primary Component
activities activities government units
Assets:
Cash and cash equivalents in commercial banks and U.S. Treasury $ 83,625 161,104 244,729 3,135,274
Cash and cash equivalents in governmental banks 935,071 610,870 1,545,941 629,592
Investments, including collateral from securities lending transactions 163,900 — 163,900 2,474,213
Receivables, net of allowance for uncollectibles:
Taxes 1,275,882 — 1,275,882 —
Unemployment and other insurance premiums — 58,884 58,884 108,709
Intergovernmental 716,561 — 716,561 30,856
Accounts 132,276 — 132,276 894,660
Loans and advances 6,207 — 6,207 4,815,273
Accrued interest 22,298 3,059 25,357 512,001
Other 118,647 14,796 133,443 523,190
Due from:
Primary government — — — 392,685
Component units 149,545 8,847 158,392 483,605
Other governmental entities 394 — 394 294,645
Internal balances 8,271 (8,271) — —
Inventories 37,774 — 37,774 370,144
Prepaid expenses 7,749 — 7,749 49,137
Restricted assets:
Cash and cash equivalents in commercial banks 720,425 — 720,425 867,106
Cash and cash equivalents in governmental banks 1,392,826 — 1,392,826 798,283
Investments and other restricted assets 33,605 35,606 69,211 7,039,100
Long-term investments — — — 1,564,448
Long-term receivables from:
Loans — — — 122,831
Interest-bearing deposits with other banks — 5,174
Other e — — 481
Long-term amounts due from:
Primary government — — — 102,925
Component units — 220,326 220,326 1,073,250
Other governmental entities — — — 31,617
Real estate held for sale or future development 55,434 — 55,434 249,164
Deferred expenses and other assets 186,900 41,704 228,604 490,477
Capital assets (net of accumulated depreciation):
Land and other nondepreciable assets 2,279,511 — 2,279,511 9,043,126
Depreciable assets 5,128,337 674 5,129,011 18,664,972
Total assets $ 13,455,238 1,147,599 14,602,837 54,766,938

See accompanying notes to basic financial statements.
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(In thousands)
Primary government
Business- Total
Governmental type primary Component
activities activities government units
Liabilities:
Accounts payable and accrued liabilities $ 1,986,379 7,162 1,993,541 2,494,432
Deposits and escrow liabilities - — — 6,174,210
Tax refunds payable 312,041 — 312,041 —
Due to:
Primary government — — — 151,464
Component units 388,744 — 388,744 498,968
Other governmental entities 3,211 — 3,211 23,294
Securities lending transactions and reverse repurchase agreements — — — 812,877
Interest payable 564,623 — 564,623 497,168
Deferred revenue 108,970 26,900 135,870 124,454
Tax revenue anticipation notes payable 881,484 — 881,484 —
Due to primary government — long-term portion — — — 227,254
Due to component units — long-term portion — — — 1,051,379
Deferred revenue long-term portion — — — 21,537
Insurance benefits payable — 57,915 57,915 —
Liability for automobile accident insurance and workmen’s
compensation claims — — — 806,102
Liabilities payable within one year:
Commonwealth appropriation bonds 99,971 — 99,971 21,017
Bonds 318,380 — 318,380 685,753
Notes 748,338 — 748,338 1,230,548
Capital leases 4,808 — 4,808 —
Compensated absences 1,065,805 3,945 1,069,750 253,190
Lottery awards — 55,377 55,377 —
Other long-term liabilities 176,233 —_ 176,233 120,008
Liabilities payable after one year:
Commonwealth appropriation bonds 2,463,421 — 2,463,421 1,367,292
Bonds 12,900,146 — 12,900,146 20,705,232
Notes 2,780,665 — 2,780,665 3,665,209
Capital leases 137,003 — 137,003 —
Net pension obligation 5,096,324 — 5,096,324 —
Compensated absences 728,310 2,052 730,362 334,895
Lottery awards — 236,913 236,913 —
Other long-term liabilities 1,129,276 — 1,129,276 344,546
Total liabilities 31,894,132 390,264 32,284,396 41,610,829
Net assets (deficit):
Invested in capital assets, net of related debt 3,635,271 674 3,635,945 10,556,494
Restricted for:
Trust — nonexpendable — — — 1,404,008
Capital projects 11,601 298,309 309,910 1,136,460
Debt service 159,817 — 159,817 703,010
Payment of unemployment and related benefits — 612,170 612,170 —
Affordable housing and related loan insurance programs 159,633 — 159,633 692,349
Student loans and other educational purposes — — — 15,415
Other — — — 190,318
Unrestricted deficit (22,405,216) (153,818) (22,559,034) (1,541,945)
Total net assets (deficit) $  (18,438,894) 757,335 (17,681,559) 13,156,109
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(In thousands)
Program revenue Net (expense) revenue and changes in net assets
Charges Operating Capital Primary government
for graots and grants and Goveromental Business-type Component
Functions Expenses services contributions contributions activities activities Total units
Primary government:
Governmental activities:
Current:
General government $ 2,847,596 503,922 69,248 — (2,274,426) — (2,274,426) —_
Public safety 1,983,782 51,900 82,219 146 (1,849,517) — (1,849,517) —
Health 1,943,582 123,449 736,399 2,351 (1,081,383) — (1,081,383) —
Public housing and welfare 3,157,877 24,643 2,497,540 136,817 (498,877) — (498,877) —
Education 4,748,008 2,747 1,375,326 100,907 (3,269,028) — (3,269,028) —
Economic development 554,271 51,063 12,442 17,293 (473,473) — (473,473) —
Intergovernmental 593,264 — — - (593,264) — (593,264) —
Interest and other 863,723 — — — (863,723) — (863,723) —
Total governmental activities 16,692,103 757,724 4,773,174 257,514 (10,903,691) - (10,903,691) —
Business-type activities:
Lotteries 679,274 869,221 — -— — 189,947 189,947 —
Unemployment insurance 192,484 243,571 6,580 - — 57,667 57,667 —
Other 26,860 27,747 36,900 — — 37,787 37,787 —
Total business-type activities 898,618 1,140,539 43,480 — — 285,401 285,401 o
Total primary government $ 17,590,721 1,898,263 43816654 257,514 (10,903,691) 285,401 (10,618,290) —
Component units:
Government Development Bank for Puerto Rico $ 798,285 773,804 — 124,358 — — — 99,877
Puerto Rico Highways and Transportation Authority 929314 280,435 — 126,718 — — — (522,161)
Puerto Rico Electric Power Authority 3,798,245 3,680,390 — — — — — (117,855)
Puerto Rico Aqueduct and Sewer Authority 821,742 755,538 23,162 — — — — (43,042)
Puerto Rico Infrastructure Financing Authority 146,168 — —_— — — —_ — (146,168)
Puerto Rico Health Insurance Administration 1,594,330 501,090 — — — — — (1,093,240)
University of Puerto Rico 1,331,332 159,724 140,422 — — — — (1,031,186)
Puerto Rico Sales Tax Financing Corporation 240,238 — — —_ — —_ —_ (240,238)
Other component units 2,621,106 1,790,211 37,748 20,393 — — - (772,754)
Total component units $ 12,280,760 7,941,192 201,332 271,469 — — — (3,866,767)
General revenue:
Taxes:
Income taxes $ 6,488,211 -_ 6,488,211 —_
Excise taxes 1,475,311 ot 1,475311 309,778
Sales and use tax 583,639 — 583,639 126,712
Other taxes 4,663 — 4,663 51,929
Revenue from global tobacco settlement agreement 69,604 — 69,604 —
Revenue from Puerto Rico Tourism Company 23,128 — 23,128 —
Revenue from Governing Board of 9-1-1 Services 9,191 — 9,191 —
Revenue from Puerto Rico Sales Tax Financing Corporation 240,238 — 240,238 —
Revenue from State Insurance Fund Corporation 39,175 — 39,175 —
Grants and contributions not restricted to specific programs 135,916 - 135916 176,160
Payments from primary government —_ —_ — 2,614,065
Unrestricted investment earnings 176,674 37,177 213,851 518,023
Gain on sale of assets — — — 25,669
Other 71,187 —_ 71,187 56,350
Transfers 342,743 (342,743) — —
Total general revenue and transfers 9,659,680 (305,566) 9,354,114 3,878.686
Change in net assets (1,244,011) (20,165) (1,264,176) 11,919
Net assets (deficit)- beginning of year (as restated) (17,194,883) 777,500 (16,417,383) 13,144,190
Net assets (deficit) — end of year $_ (18,438,894 757,335 (17.681,559) 13,156,109

See accompanying notes to basic finaneial statements.
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June 30, 2007
(In thousands)
PBA The
Debt capital Children’s Trust Other Totals
Assets General service projects special revenue governmental governmental

Cash and cash equivalents in commercial banks $ 39,481 — — — 44,144 83,625
Cash and cash equivalents in governmental banks 110,866 423,190 — 72,911 328,104 935,071
Investments — — — 49,038 114,862 163,900
Receivables, net of allowance for uncollectibles:

Taxes 1,275,882 — — — — 1,275,882

Intergovernmental 704,776 11,785 — — — 716,561

Accounts 121,667 — — — 10,609 132,276

Loans 6,171 — — — 36 6,207

Accrued interest 20,205 1,327 — 317 449 22,298

Other 278 — — — — 278
Due from:

Other funds 61,446 — — — 178,011 239,457

Component units 105,471 — — — 44,074 149,545

Other governmental entities — — — — 394 394
Restricted assets:

Cash and cash equivalents in commercial banks 540,571 — 29,754 — 150,100 720,425

Cash and cash equivalents in governmental banks 1,392,826 —_ — — — 1,392,826

Other assets 33,605 — — — — 33,605
Real estate held for sale or future development 39,196 — — — 16,238 55,434

Total assets $ 4,452,441 436,302 29,754 122,266 887,021 5,927,784

See accompanying notes to basic financial statements.
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Liabilities and fund balances
Liabilities:
Accounts payable and accrued liabilities
Tax refunds payable
Due to:
Other funds
Other governmental entities
Component units
Notes payable
Bonds payable
Interest payable
Deferred revenues
Tax revenue anticipation notes payable

Total liabilities

Fund balances (deficit):
Reserved for:
Encumbrances
Debt service
Capital projects
Assets in liquidation
Low income housing assistance
Unreserved (deficit):
General fund
Debt service funds
Special revenue funds
Capital projects funds

Total fund balances (deficit)

Total liabilities and fund balances (deficit)

COMMONWEALTH OF PUERTO RICO

Balance Sheet — Governmental Funds

June 30, 2007
(In thousands)
PBA The
Debt capital Children’s Trust Other Totals
General service projects special revenue gover gover tal
1,870,992 5,689 63,976 932 76,684 2,018,273
312,041 — — — — 312,041
231,186 — — — — 231,186
3,211 — —_ — — 3,211
368,370 — — — 20,374 388,744
169,963 — — . 129,112 299,075
— 208,460 — — 75,690 284,150
55,395 194,118 — — 82,041 331,554
1,070,957 — — — — 1,070,957
881,484 — — — — 881,484
4,963,599 408,267 63,976 932 383,901 5,820,675
744,950 — — — 97,721 842,671
— 28,035 — — — 28,035
13,797 —_ — —_ — 13,797
74,940 — — — — 74,940
159,633 — — — — 159,633
(1,504,478) — — — — (1,504,478)
— — — — 131,782 131,782
— — — 121,334 15,952 137,286
— — (34,222) — 257,665 223,443
(511,158) 28,035 (34,222) 121,334 503,120 107,109
4,452,441 436,302 29,754 122,266 887,021 5,927,784
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COMMONWEALTH OF PUERTO RICO

Reconciliation of the Balance Sheet to the Statement of Net Assets —
Governmental Funds

Year ended June 30, 2007
(In thousands)

Amounts reported for governmental activities in the statement of net assets
are different because:

Total fund balances of governmental funds $ 107,109
Inventories and prepaid expenses that are not available to pay for

current period expenditures and therefore are not recognized in the funds 45,523
Capital assets used in governmental activities are not financial resources and

therefore are not reported in the funds 7,407,848
Long-term account receivable from global tobacco settlement agreement and PBA 118,369

Deferred revenue in governmental funds that are recognized as revenue
in the governmental activities 961,987

Debt issued by the Commonwealth have associated costs that are paid from
current available resources in the funds. However, these costs are deferred
on the statement of net assets 182,536

Net pension asset of the Puerto Rico Judiciary Retirement System recognized
in governmental activities is not a financial resource and, therefore,
is not reported in the funds 4,364

Liabilities, including appropriation bonds ($2,563,392), bonds payable ($12,934,376),
notes payable ($3,229,928), capital leases payable, ($141,811), compensated
absences ($1,769,803), net pension obligation ($5,096,324), and other long-term
liabilities ($1,297,927) are not due and payable in the current period and

therefore are not reported in the funds (27,033,561)

Interest liabilities are not due and payable in the current period and, therefore,
are not reported in the funds (233,069)
Deficit of governmental activities $ (18,438,894)

See accompanying notes to basic financial statements.
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COMMONWEALTH OF PUERTO RICO

Statement of Revenue, Expenditures, and Changes in Fund Balances —
Governmental Funds

Year ended June 30, 2007
(In thousands)
PBA The Children’s
Debt capital Trust special Other Totals
General service projects revenue governmental governmental
Revenue:
Taxes:
Income taxes $ 6,389,973 — — —_ — 6,389,973
Excise taxes 1,475,311 — — - — 1,475,311
Sales and use tax 583,639 — — — — 583,639
Other taxes 4,663 — — —_ — 4,663
Charges for services 757,724 — — — — 757,724
Revenue from global tobacco settlement agreement — — — — 68,665 68,665
Revenues from component units:
Governing Board of 9-1-1 Services 9,191 — — — — 9,191
Tourism Company of Puerto Rico 23,128 — —_ _ — 23,128
Puerto Rico Sales Tax Financing Corporation 223,282 — — —_ 16,956 240,238
State Insurance Fund Corporation 39,175 — — — — 39,175
Intergovernmental 5,029,854 120,441 — — 16,309 5,166,604
Interest and investment earnings 148,638 8,518 — 7,376 12,142 176,674
Other 39,725 8,638 — — 5,264 53,627
Total revenue 14,724,303 137,597 — 7,376 119,336 14,988,612
Expenditures:
Current:
General government 2,313,735 — — — 224,264 2,537,999
Public safety 1,863,148 — — — 1,108 1,864,256
Health 1,940,520 — — 622 7,059 1,948,201
Public housing and welfare 3,046,812 — — — 1,773 3,048,585
Education 4,356,304 — — 20,514 23,503 4,400,321
Economic development 512,966 — — 1,381 18,906 533,253
Intergovernmental 426,352 — — — 166,895 593,247
Capital outlays 308,370 — 148,009 — 56,445 512,824
Debt service:
Principal 608,410 208,474 — — 87,720 904,604
Interest and other 219,419 408,980 — 253 174,990 803,642
Debt issuance costs — 2,751 — — 8,330 11,081
Total expenditures 15,596,036 620,205 148,009 22,770 770,993 17,158,013
Excess of expenditures over revenue (871,733) (482,608) (148,009) (15,394) (651,657) (2,169,401)
Other financing sources (uses):
Transfers in 774,480 82,386 145,813 243 162,153 1,165,075
Transfers out (414,916) — — (71,627) (335,789) (822,332)
‘Long-term debt issued 381,791 — — 42,000 716,565 1,140,356
Capital leases 2,975 — — — — 2,975
Refunding bonds issued — 379,498 — — — 379,498
Total other financing sources (uses) 744,330 461,884 145,813 (29,384) 542,929 1,865,572
Net change in fund balances (deficit) (127,403) (20,724) (2,196) (44,778) (108,728) (303,829)
Fund balances (deficit) at beginning of year (383,755) 48,759 (32,026) 166,112 611,848 410,938
Fund balances (deficit) at end of year 3 (511,158) 28,035 (34,222) 121,334 503,120 107,109

See accompanying notes to basic financial statements.
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COMMONWEALTH OF PUERTO RICO

Reconciliation of the Statement of Revenue, Expenditures, and Changes in Fund Balances

to the Statement of Activities — Governmental Funds
Year ended June 30, 2007
(In thousands)

Amounts reported for governmental activities in the statement of activities are different because:
Net change in fund balances — total governmental funds

Governmental funds report capital outlays as expenditures. However,
in the statement of activities, the cost of those assets is allocated over
their estimated useful lives as depreciation expense. This is the amount
by which capital outlays ($517,572) exceeded depreciation ($235,691)
in the current period.

Impairment of capital assets are expensed in the statement of activities but not reported in the

governmental funds as such impairment does not require the use of current financial resources.

Revenue in the statement of activities that do not provide current financial
resources are not reported as revenue in the governmental funds.

Debt proceeds provide current financial resources to governmental funds,
but issuing debt increases long-term liabilities in the statement of net assets.
Repayment of debt principal is an expenditure in the governmental funds,
but the repayment reduces long-term liabilities in the statement of net assets.
This is the amount by which net proceeds ($1,522,750) exceeded repayments ($904,604).

Income tax revenue that are not currently available are deferred in the
governmental funds, but are accruable as revenue in the statement of activities.
This is the amount by which deferred revenue increased during the year.

Governmental funds do not report transfers of long-term assets or liabilities
because such transfers do not represent financial resources; however, they are
recorded in the statement of activities. This amount represents the transfer
of property by the Commonwealth to certain municipalities (note 12).

Generally, inventory and prepayments are recorded as expenditures in the
governmental funds when purchased rather than capitalized as an asset.
However, these assets are capitalized in the statement of net assets. This is the
sum of the increase in inventory ($14,764) and net pension asset ($2,921) for the year.

Debt issuance costs are expenditures to governmental funds, but are deferred assets in the
statement of net assets. This is the amount of debt issue costs for the year.

Certain interest and other costs reported in the statement of activities do not
require the use of current financial resources and therefore are not reported as
expenditures in the governmental funds. This is the amount equivalent to the
increase in interest payable ($60,234), combined with the amortization of debt
issue costs ($11,220), and the net accretion and amortization of debt issue
discount and deferred losses ($34,996).

Some expenses reported in the statement of activities do not require the use of
current financial resources and, therefore, are not reported as expenditures
in the governmental funds. This is the amount by which the net increases in
net pension obligation ($351,154), accrued compensated absences ($110,162),
and liability for claims and judgments ($149,109) exceeded the net decreases in
Christmas bonus liability ($2,488) and liability in federal cost disallowances ($2,888).

Change in deficit of governmental activities

See accompanying notes to basic financial statements.
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COMMONWEALTH OF PUERTO RICO

Statement of Revenue and Expenditures — Budget and Actual —
Budget Basis — General Fund

Year ended June 30, 2007

(In thousands)
Original Amended
budget budget Actual Variance
Revenue:
Income taxes $ 6,261,000 6,238,000 6,187,115 (50,885)
Excise taxes 1,673,000 1,489,000 1,477,178 (11,822)
Other taxes 109,000 101,000 103,073 2,073
Sales and use taxes 643,000 576,000 582,560 6,560
Charge for services 245,000 214,000 200,200 (13,800)
Intergovernmental 14,000 15,000 14,504 (496)
Revenue from component units 24,000 24,000 23,128 872)
Other 96,000 105,000 129,864 24,864
Total revenue 9,065,000 8,762,000 8,717,622 (44,378)
Expenditures:
Current:
General government 476,391 480,976 471,385 9,591
Public safety 2,059,411 2,077,070 2,053,900 23,170
Health 1,428,648 1,432,705 1,580,444 (147,739)
Public housing and welfare 478,586 479,342 439,626 39,716
Education 3,311,426 3,313,911 3,494,585 (180,674)
Economic development 374,245 380,324 363,512 16,812
Intergovernmental 382,608 382,859 382,054 805
Total expenditures 8,511,315 8,547,187 8,785,506 (238,319)
Excess (deficiency) of revenue over
(under) expenditures 553,685 214,813 (67,884) (282,697)
Other financing sources (uses):
Notes payable issued — — 339,564 339,564
Transfer in 98,000 121,000 144,829 23,829
Transfer out (976,686) (940,813) (921,373) 19,440
Total other financing sources (uses) (878,686) (819,813) (436,980) 382,833
Excess of expenditures and other financing
uses over revenue and other financing sources $ (325,001) (605,000) (504,864) 100,136

See accompanying notes to basic financial statements.
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COMMONWEALTH OF PUERTO RICO
Statement of Net Assets — Proprietary Funds

Assets

Current assets:

Cash and cash equivalents in commercial banks
Cash and cash equivalents in governmental banks
Receivable, net:

Insurance premiums, net

Component units

Accrued interest

Other

Total current assets

Noncurrent assets:
Loans receivable from component units, excluding
current portion, net
Due from other funds
Restricted investments
Capital assets, net
Other

Total assets
Liabilities and Net Assets (Deficit)

Current liabilities:
Accounts payable and accrued liabilities
Due to other funds
Deferred revenue
Compensated absences
Lottery awards
Insurance benefits payable

Total current liabilities

Noncurrent liabilities:
Compensated absences
Lottery awards

Total liabilities

Net assets (deficit):
Invested in capital assets
Restricted for:
Payment of insurance benefits
Capital projects
Unrestricted

Total net assets (deficit)

See accompanying notes to basic financial statements.

June 30, 2007

(In thousands)
Unemployment Other
insurance Lotteries proprietary Total

—_ 57,897 103,207 161,104
461,945 68,866 80,059 610,870
54,284 — 4,600 58,884
il — 8,847 8,847

569 — 2,490 3,059
8,929 5,443 424 14,796
525,727 132,206 199,627 857,560
— — 220,326 220,326

— 53,175 — 53,175

— — 35,606 35,606

— 674 — 674

— 39,994 1,710 41,704
525,727 226,049 457,269 1,209,045
— 4,675 2,487 7,162

— 61,446 — 61,446
10,156 16,716 28 26,900
— 2,346 1,599 3,945

— 55,377 — 55,377
56,781 — 1,134 57,915
66,937 140,560 5,248 212,745
— 1,720 332 2,052

— 236,913 — 236,913
66,937 379,193 5,580 451,710
— 674 — 674
458,790 — 153,380 612,170
— — 298,309 298,309
— (153,818) — (153,818)
458,790 (153,144) 451,689 757,335
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COMMONWEALTH OF PUERTO RICO

Statement of Revenue, Expenses and Changes in Net Assets —

Proprietary Funds
Year ended June 30, 2007
(In thousands)
Other
Unemployment proprietary
insurance Lotteries funds Total
Operating revenues:
Lottery ticket sales 3 — 869,168 — 869,168
Insurance premiums 243,571 — 20,313 263,884
Interest — —_— 7,434 7,434
Other — 53 — 53
Total operating revenues 243,571 869,221 27,747 1,140,539
Operating expenses:
Lottery awards — 544,138 — 544,138
Insurance benefits 192,484 — 4,510 196,994
General, administrative, and other operating expenses — 134,802 22,350 157,152
Depreciation and amortization — 334 — 334
Total operating expenses 192,484 679,274 26,860 898,618
Operating income 51,087 189,947 887 241,921
Nonoperating revenue:
Contributions from federal government 6,580 — 36,900 43,480
Interest and investment earnings 27,872 7,097 2,208 37,177
Total nonoperating revenue 34,452 7,097 39,108 80,657
Income before transfers 85,539 197,044 39,995 322,578
Transfers from general fund — 16,863 7,458 24,321
Transfers to general fund (169,933) (197,044) (87) (367,064)
Net change in net assets (deficit) (84,394) 16,863 47,366 (20,165)
Net assets (deficit) at beginning of year 543,184 (170,007) 404,323 777,500
Net assets (deficit) at end of year $ 458,790 (153,144) 451,689 757,335

See accompanying notes to basic financial statements.

31



COMMONWEALTH OF PUERTO RICO
Statement of Cash Flows —

Proprietary Funds
Year ended June 30, 2007
(In thousands)
Unemployment Other
insurance Lotteries proprietary Total
Cash flows from operating activities:
Receipts from customers and users $ 244,304 868,280 23,855 1,136,439
Other receipts [ 53 15,429 15,482
Payments to suppliers and employees — (138,084) 22,217) (160,301)
Payment of lottery prizes — (555,550) — (555,550)
Payments of insurance benefits (205,537) — (4,623) (210,160)
Other payments — — (50,874) (50,874)
Net cash provided by (used in) operating activities 38,767 174,699 (38,430) 175,036
Cash flows from noncapital financing activities:
Intergovernmental grants and contributions 6,580 — 36,900 43,480
Transfers from general fund — — 7,458 7,458
Transfers to other funds (146,923) (176,242) (87) (323,252)
Net cash provided by (used in) noncapital financing activities (140,343) (176,242) 44271 (272,314)
Cash flows from investing activities:
Interest received on deposits and investments 27,870 7,097 2,178 37,145
Purchases of investments — — (2,133) (2,133)
Net cash provided by (used in) investing activities 27,870 7,097 45 35,012
Net increase (decrease) in cash and cash equivalents (73,706) 5,554 5,886 (62,266)
Cash and equivalents at beginning of year 535,651 121,209 177,380 834,240
Cash and cash equivalents at end of year $ 461,945 126,763 183,266 771,974

Reconciliation of operating income to net cash provided by (used in)
operating activities:
Operating income $ 51,086 189,947 887 241,920
Adjustments to reconcile operating income to net
cash provided by (used in) operating activities:

Depreciation and amo