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Good morning, Hon. Angel Pérez, Chairman of the Budget and Appropriations
Commission of the House of Representatives and other members of this Commission.
For the record, my name is Alfredo Salazar, Chairman of the Board of Directors of the
Government Development Bank for Puerto Rico (GDB) and Acting President to the
Bank. I appear before you to present the public debt report as required by law.

INTRODUCTION

The main challenge that the Government of Puerto Rico had with our public debt was the
appropriations debt (or as we call it in Puerto Rico, the “extraconstitutional debt”). The
Legislative Assembly and the Executive Branch reached an agreement to take care of the
issue responsibly. The constitutional debt, the debt of the municipalities and that of the
public corporations, has always been, and continues to be, managed prudently. That was
not the case with the appropriations debt, which grew excessively during the last 10
years. It was not until just recently that we were able to implement measures to impose
absolute control over it.

Our report this morning will include an account of the public debt during fiscal year
2006, the first six months of fiscal year 2007 and its future projection. In addition, we
will present our perspective on Puerto Rico’s capacity to finance its public debt and the
importance of utilizing this capacity in a prudent manner to invest in an infrastructure that
will support economic development, especially now that economic indicators are painting
a discouraging picture. Finally, we will present the most outstanding aspects of our
activities as fiscal agent and financial advisor of the Central Government and its
instrumentalities.

The existing debt, our borrowing capacity, and the projection of the future of our debt are
fundamental issues that the GDB manages as fiscal agent of the Commonwealth. Public
debt has had an increasing trend for years now, as you all know, and I can assure you that
today it is being managed, and shall continued to be managed, within criteria of sound
financial management. By this I mean that there are effective controls in place to contain
the level of debt. We have created the mechanisms to immediately begin a reduction
cycle to reduce debt in absolute and relative terms. I am talking about the Urgent Needs
Fund (FIA, by its Spanish acronym), created by law last year, which ensures the
reduction of the $6.8 billion in appropriation debt, previously payable from the General
Fund, over the next 18 years. Also within this period, we have developed a plan for
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repayment of the $1.1 billion that the Public Improvements Fund owes the GDB, at a rate
of $175 million per year. In other words, for the first time in its history, Puerto Rico
contemplates a reduction of $7.9 billion in its public debt. In addition, pursuant to the
Fiscal Reform Act, the Commonwealth is precluded from issuing any more appropriation
debt—that is, any debt without an identified source of repayment.

Some people think that borrowing money is not advisable, that countries, states,
municipalities, corporations and individuals should not take loans and that getting
entangled in debt eventually causes problems. That might be true if you carry it too far
and do not keep the borrowing within the payment capacity. That is, as long as you have
the capacity to repay your loans, you can use debt to obtain economic benefit. Borrowing
money allows us to invest today to obtain benefits in the future. Nobody objects that we
take on a 30-year mortgage to purchase a home, because paying the cost of the housing
unit today to have the benefit of a safe home over the next 30 years is a good economic
move, as long as you have the capacity to fulfill the monthly payments. Puerto Rico has
always had, and today still has, the capacity to repay all of its debt.

And it is precisely on approving the “payment capacity test”—an indicator analyzed so
carefully by the rating agencies and our bond buyers—that we depend on to maintain
access to the capital markets, which is essential to our economic development. If we
cannot evidence our payment capacity to issue additional debt or to pay existing debt, the
capital markets will close their doors to us, hence affecting the ability of the government
to continue doing public investment. Therefore, public debt is a necessary resource to
invest in our infrastructure. Moreover, when the cost of the debt assumed is low, as is the
case of recent issues, it is prudent to do so. We have placed in the market debt with
maturities of 30 years and more, at an effective cost of 4.5%. Each dollar of debt that we
invest in infrastructure is backed by a real asset that benefits our People and supports our
economic development. To the extent that we have the borrowing capacity and that
investors understand that Puerto Rico meets the requirements to take on debt, we have the
capacity to contribute to the economic development of our Island by investing in
infrastructure responsibly.

Likewise, to the degree that the market closes its doors to our issues, because we do not
have our finances in order or do not have the capacity to repay our debt, we will be
incapable of contributing to our economic development. From the onset of Puerto Rico’s
modernization in the 1950’s, we have benefited from having access to the capital market
that provides the lowest cost funds in the world: the U.S. municipal bond market. This
market has allowed us to finance an infrastructure without which Puerto Rico would not
have been able to advance its economic and social development. It was public investment
that contributed to transforming a traditional and poor economy into a modern industrial
economy.

So, if we understand that borrowing money prudently is good, when the benefit obtained
is greater that the financing cost, because it allows us to invest in productive assets at
long term, we should conclude that public debt continues to be a necessary instrument to
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guarantee a degree of quality of life better each time for the next generations of Puerto
Ricans. With this background, let us examine the current composition of the Puerto Rico
public debt.

CURRENT DEBT LEVEL

Puerto Rican society is concerned about the public debt, and has legitimate reasons to do
so. There are three types of government entities that issue public debt in Puerto Rico.
They are the Central Government, the municipal governments, and the public

corporations of the Commonwealth. Total public debt as of December 31, 2006 is
$45.9 billion.

From this total amount we must deduct the debt portion that is paid by other parties and
for which bondholders have no recourse against the government of the Commonwealth of
Puerto Rico. This debt totals $3.39 billion and comprises loans payable by federal
agencies, such as HUD subsidies, and bonds payable from the Tobacco Settlement
Agreement.

After subtracting this $3.39 billion, the remaining $42.54 billion is divided into six debt
categories:

First is the most protected debt, the General Obligations bonds issued directly by the
Commonwealth of Puerto Rico. These have constitutional guarantee because their
repayment is protected by the good faith and credit of the Commonwealth. This means
that the taxing power of the state serves as guarantee to these bonds, and that all
resources available to the Commonwealth shall be used to cover debt service of all our
General Obligations in circulation, which as of December 31, 2006 totaled
$8,167 million. In fiscal year 2005, revenues from internal sources of the General Fund
amounted to $7,937 million and in fiscal year 2006, $8,189 million, for an average of
$8,063 million for both years. The maximum requirement for debt service for this debt in
any future year is $680 million, which means that 8.4% of the average income of the
Commonwealth is committed for the debt service of the General Obligation bonds. The
use of this borrowing margin has been decreasing since 1999, when it reached 9.7%. As
can be seen, we still have a comfortable borrowing margin before reaching the 15% limit
established in our Constitution. Hence, in terms of the General Obligations, we are way
under the constitutional limit that we have imposed on ourselves to ensure that we act
prudently in managing our public debt.

Moreover, even if we added some of the other debt guaranteed by the Commonwealth to
the General Obligations, such as the Public Buildings Authority debt that totals
$2.98 billion, we are still under the 15% limit. This debt was issued with the solitary
guarantee of the Commonwealth. That is, if the debtor does not pay, the Commonwealth
covers the debt and, hence, it must be considered as part of the Commonwealth
obligations.
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Secondly, the Central Government incurs debt by issuing the Tax and Revenue
Anticipation Notes (TRANs) that are payable from the same fund. As of June 30, 2007,
the $1,275 million owed in TRANSs will be paid in their entirety.

Third, there are the nine public corporations that issue bonds and generate their own
income to cover debt service. Between outstanding bonds and other financings, they owe
a total of $19.82 billion. The amount of debt that they can assume is legally limited to
the capacity of each corporation to generate income to cover the debt service of its bonds,
a requirement that is strictly imposed through the trust indentures that rule each bond
issue. In other words, the debt of the Central Government and the debt of the public
corporations have controls that limit their levels in accordance with the payment capacity
of each debtor.

Fourth, there is the debt of the municipalities, and that also has statutory limitations on
how much they can borrow for their operations and for public works. The total debt of
the municipalities as of December 31, 2006 was $2,318 million, comprised of
$1,830 million in loans for permanent improvements and equipment, and $488 million in
loans to cover operational expenses. Municipal public debt is limited to 10% of the
appraised value of all the real property in the municipality and is paid directly by the
Municipal Revenues Collections Center (CRIM, by its Spanish acronym) from special
additional taxes collected by CRIM for the municipalities for this purpose. Likewise with
the operational debt, CRIM issues to the GDB the amount necessary for debt payment,
which is limited to 10% of the total operational income of the municipality. Therefore,
the municipalities also have fiscal controls to keep their levels of debt within their
payment capacity.

Fifth, we still need to comment on the appropriation debt that as of June 30, 2006 totaled
$6,847 million and to which no further obligations will be added. This debt was issued
throughout the years and is mostly debt authorized by legislations but with no identified
sources of repayment, until the approval of the Fiscal Reform Act of 2006. This included
the creation of the Urgent Needs Fund through Act No. 91 of May 13, 2006 for which
one percentage point (1%) of the Sales and Use Tax (IVU) revenues was exclusively
assigned. This debt shall be paid entirely through revenues from the IVU, hence
relieving the General Fund from the burden of repaying those obligations it was carrying.
Finally, there is the $1,130 million debt that we previously mentioned from the Public
Improvement Fund, which we expect to be repaid within the next 18 years at a rate of
$175 million per year from the General Obligations issued each year, pursuant to the laws
authorizing said loans.

In sum, we have seen how the Commonwealth of Puerto Rico has taken categorical
measures to put its financial house in order with respect to public debt management.
Currently all public debt is duly identified and taken care of, with precise and identified
sources of repayment. Maintaining this discipline of not approving any loans without an
identified source of repayment and within the payment capacity of the public entity is
GDB’s mission. These measures guarantee that we will be able to continue using this
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instrument that is so essential to our economic development without risking the good
credit of the public sector or the well being of present and future generations of
Puerto Ricans.

MEASURES TO CONTROL AND REDUCE PUBLIC DEBT

It is worth stressing that each year we have been reducing the growth of the public debt,
from 15.1% in fiscal year 2004 to approximately 7.6% in fiscal year 2005, 7.1% in fiscal
year 2006, and to 6.5% as of December 2006. This trend is closer to the growth trend
observed for the Island of our Gross National Product (GNP), in current prices, over the
last two fiscal years. In spite of the reduction observed in the growth of the public debt,
we need to continue pairing the debt growth to the growth of our GNP.

In order to partially achieve this, we have established for the public corporations and the
Central Government the goal of reaching the point where they can finance 25% of their
capital improvements with internal funds. We are aware that it will take some time until
the Central Government can generate sufficient savings in the General Fund allowing it
to finance part of its Public Improvements Fund without accessing the capital market, but
it is one of our sound fiscal management goals.

STRENGTHS OF THE CREDIT OF PUERTO RICO

In the public debt report we presented in May 2006 I spoke to you about the challenges
related to the fiscal and credit health of the Central Government that we confronted
during the two previous years related to the adverse effect on our credit ratings. Today,
the recent history presents us with a brighter future.

In July 2006 Standard & Poor's (S&P) removed the General Obligations of the
Commonwealth of Puerto Rico from its Watchlist with negative implications, where it
was placed in March 2006, and maintained its BBB rating.

In addition, Moody’s Investors Service removed the General Obligations of the
Commonwealth of Puerto Rico from its Watchlist, where it had placed them in May
2006, and reaffirmed its Baa3 rating.

Both encouraging decisions responded to the approval of the Sales and Use Tax and the
fiscal reform legislation, as well as to the austerity policy for public spending
implemented by this Administration. With these changes, the obstacles that had raised
uncertainty had been eliminated and allowed us to continue, steadfastly, with our work
agenda.

With this reality, we are now focused on dealing with the negative outlook that the rating
agencies still have on our credit by eliminating the structural deficit within a reasonable
number of years and by effectively implementing expenditures to control measures. To
achieve this objective we need to count on a solid commitment by all parties.
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BOND ISSUES DURING FISCAL YEAR 2007

With this credit scenario we accessed the market in August 2006 with a general
obligations bond issue and recovered the trust of bond buyers in Puerto Rico’s credit.
This $675 million issue was used to fund the Public Improvements Fund and assign funds
to agencies and municipalities for numerous public works throughout the Island. It
captured the support of traditional bond buyers and new corporate investors in the U.S.
market, and was oversubscribed 2.7 times. This issue allowed us to invest $336 million
in infrastructure projects and to repay, pursuant to the enabling legislation, the lines of
credit that the GDB had authorized to the Public Improvements Fund for public works.

We also placed the following bond issues: $424 million for the Puerto Rico
Infrastructure Financing Authority; $546 million for the University of Puerto Rico; $2.19
billion for the Puerto Rico Highways Authority; and $1.94 billion for the Electric Power
Authority.

We want to summarize the two principal characteristics of these bond issues.

Last February, the Puerto Rico Highways and Transportation Authority (PRHTA)
managed to save over $100 million by successfully placing $2.19 billion to refinance its
debt and generated $250 million in new money to continue financing its repaving
program. This issue attained a Baa2 rating by Moody’s and BBB+ by S&P, and took
place after the rating agencies increased their ratings of our issued bonds., Their action
represented a step forward in the task of improving the credit rating of Puerto Rico’s
public debt and its issuers. The issue obtained an effective cost of 4.45%

In April 2007, S&P revised its rating for the Puerto Rico Electric Power Authority
(PREPA), removed the credit alert status and the negative outlook and assigned a BBB+
rating with stable outlook. PREPA also received a reaffirmation of its A3 rating from
Moody’s, also with a revision to positive outlook. In addition, the public corporation
received for the first time an A- rating with stable outlook from Fitch Ratings. With this
rating scenario, PREPA placed $1.945 billion in the bond market, generating $645
million in new money for its permanent improvements fund and achieving $75 million in
savings by refinancing $1.3 billion in debt.

Investors reacted with great enthusiasm to this issue, which resulted in orders that were
three times the amount of the bond offering. This oversubscription evidenced the trust of
investors in Puerto Rico’s paper, while the investor base was expanded and orders from
new investors were received. The issue received a 4.46% total interest cost, one of the
lowest in PREPA’s history.

One additional factor that shows the strengths of Puerto Rico’s credit is the support
received by the commercial banking sector. In July 2006, a $1 billion revolving credit
fund was established by a seven bank syndicate to provide financial flexibility to the
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government in anticipation of the TRANSs issue for 2007. This is the first time in which
such a line of credit was provided by a selected group of private banking institutions
directly to the Central Government and not through the GDB.

Another transaction that deserves to be highlighted is the refinancing of $250 million by
the Puerto Rico Aqueduct and Sewer Authority (PRASA) through a local bank syndicate.
This transaction is part of PRASA’s plan to attain financial self-sufficiency. In
December, PRASA obtained financing for an additional $850 million, also from the
private banking sector. This is the first step towards restructuring the total PRASA debt
and obtaining a rating that will allow the agency in 2007 to sell a bond issue in the market
after having been absent from the municipal bond market for 20 years.

This account clearly establishes that the credit of Puerto Rico in the market is healthy.
Investors and private banks have shown beyond any doubt that they firmly believe in our
payment capacity and that our debt issues will be well received. The companies that
insure our credit, with over $20 billion in guarantees for our bond issues, continue
offering to guarantee each bond issue we place in the market. They all carefully study
our credit and acknowledge our payment capacity by committing their guarantees for
repayment.

These actions are the best indicators to evidence that our debt is under control and that
our payment capacity is and will remain strong. Otherwise, investors would not lend us a
dollar because they are not in business to make bad investments. As you can see, they
have lent Puerto Rico over $45 billion, and they keep on lending us money every time we
go to the market.

COMING ISSUES

There are two very important transactions that we will take to the market in the next
months. The first one is the bond issue for the Urgent Needs Fund that will be repaid by
the one percent of the Sales and Use Tax (IVU) specially dedicated for that purpose, and
which will be used to refinance or pay the debt service of the $6.8 billion in appropriation
debt. We have determined that the 1% of the IVU can generate new debt to refinance
nearly $5 billion of this debt and provide funds to continue paying the debt portion that
cannot be refinanced. We believe that this bond transaction will receive an excellent
rating A or more for two reasons: first because it will be repaid from a fixed amount
established in Act 91 of May 13, 2006 that assures a minimum amount of $170 million to
take care of debt service, and, second, because it is not subject to the claim or preference
of the Constitutional debt, as established in that same act.

Another important bond issue that is due soon will be the bond sale to provide resources
to the Retirement System. As you all know, the rating agencies have pointed to the
actuarial deficit of the System as one of the main reasons to reduce our rating in 2005.
The System’s consultants have established that the government has an actuarial
obligation of $12.5 billion with System participants, while it only has $2.5 billion in
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assets, or 19% of the obligation, one of the lowest rates when compared to all the U.S.
states. This means that the System has $10 billion in assets less that the obligations it
owes to its participants. The debt to be issued by the System will not increase the
payments that the government makes now to the System and will be invested completely
in additional assets to reduce the current actuarial deficit of the System. This will provide
peace of mind to all System participants, to employers who would otherwise have to face
the obligation of paying their retirees without any available assets, and to the rating
agencies that evaluate our credit, with whom we have already discussed the overall
transaction.

CONCLUSION

In conclusion, we have shown that the public debt of the Commonwealth is currently
under control, and our payment capacity is substantially over the necessary to cover debt
payment. In addition, we anticipate a significant reduction in debt in terms of its total
absolute amount and also in terms of its relation to the future economic activity in
Puerto Rico. A well-known economist in Puerto Rico told me that “it is common to talk
about the public debt as a burden for future generations. But in fact, if the debt fulfills its
purpose of financing productive long term projects, in effect it enriches the future
generations”.



