














University of Puerto Rico Retirement System
Management’s Discussion and Analysis (Unaudited)
As of June 30, 2017

Introduction

The University of Puerto Rico (the “University””) was organized through Law No. 135 of
May 7, 1942, known as the Act of the University (superseded by Act Number 1 of January
20, 1966 as amended (the “Act No. 17)), as a public corporation and governmental
instrumentality of the Commonwealth of Puerto Rico (the “Commonwealth”). On February
16, 1945, the Umniversity’s Council on Higher Education, with the University’s
endorsement and consent, enacted a resolution to create, maintain, finance and manage the
University of Puerto Rico Retirement Plan (the “System”™) effective January 1, 1945 in
order to provide pension benefits to all university employees. The Act No. 1 designated the
Goveming Board as Trustee with the faculty to govern the System. In addition, the
Goverming Board appointed the System’s Board to oversee the System administration and
an Executive Director to manage its everyday affairs in accordance with the faculties and
provisions of Certification Number 27 (1973-74), as amended. The System has functioned
pursuant to the terms and conditions of Act No. 1 and Certification Number 27.

Our discussion and analysis of the System’s financial performance provides an overview
of the System’s financial activities for the fiscal years ended June 30, 2017 and 2016.

Financial Highlights

During fiscal year 2017, the System reflected a return on investments of 11.08% when
compared to fiscal year 2016 which reflected a 4.24% return.

Sustainability ratio increased from 40.8% in fiscal year 2013, to 43.9% in fiscal year 2014,
46.6% in fiscal year 2015, 47.80% in fiscal year 2016, and 48.90% in fiscal year 2017
demonstrating continued progress in the financial position.

Fund performance ranked 2nd and 4th during the last 36 and 60 months against the Callan
Associates peer comparison nationwide Callan Associates Public Fund database for Fiscal
Year June 2017. Database consists of approximately 300+ public funds in the past 24
months.

System’s assets are $1,391,500,020, $1,332,667,782, $1,342,996,274, and $1,324,028,384
at the close of fiscal years 2017, 2016, 2015 and 2014, respectively (reported as net
position). Marketable securities are held in a separate account to meet future benefit
payments.

The component of Additions to Fiduciary Net Position in the year 2017 is comprised of
contributions of $118,533,094, and net investments income of $132,950,015.
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¢ The System administered $9,845,192 in reimbursements from the University of Puerto
Rico for retirees’ medical insurance (maximum reimbursed amount of $125 per retiree per
month).

¢ Total additions to Fiduciary Net Position in fiscal year 2017 were $251,483,109 compared
to $176,361,081 in fiscal year 2016, $211,428,495 in fiscal year 2015 and $343,958,751 in
fiscal year 2014. The increase in additions in fiscal year 2017 is thanks to a net increase in
investments income of $136,597,507 in fiscal year 2017 compared to $63,430,339 in fiscal
year 2016, which helped counteract the negative effect of the employer contribution
insufficiency of $6,326,462 (Gob. Board Cert.146 2014-2015, 40 year Unfunded Accrued
Employer Liability Schedule) for fiscal year 2017.

@ Deductions to Fiduciary Net Position in fiscal year 2017 were $192,650,871 compared to
$186,689,573 in fiscal year 2016 and $192,460,605 in fiscal year 2015. The increase was
mainly caused by benefits paid to participants of $188,310,782 in fiscal year 2017,
compared to $182,614,074 in fiscal year 2016. Retirees receiving benefits increased to
8,596 at the end of Fiscal year 2017, vs. 8,418 at the end of fiscal year 2016, while. 8,247
at the end of fiscal year 2015 and 8,082 in fiscal year 2014.

The Statement of Fiduciary Net Position and the Statement of Changes in Fiduciary Net
Position

These statements include all assets and liabilities using the economic resources measurement focus
and the accrual basis of accounting. Under the accrual basis of accouniing, all revenues and
expenses are taken into account regardless of when cash is received or paid. The Statement of
Fiduciary Net Position presents plan assets and liabilities, with the difference between the two
reported as net position. Over time, increases and decreases in net position measure whether the
System’s financial position is improving or deteriorating. The statement of Changes in Fiduciary
Net Position presents how the System’s net position changed during the period to determine
whether the System is becoming financially stronger or weaker and to understand changes over
time in the funded status of the System.
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Financial Analysis

The net assets of the System during the year ended June 30, 2017 increased by approximately
$58.83 million a 4.41% increase over prior year (see Statements of Changes in Fiduciary Net
Position for details). For fiscal year 2017 total assets increased $61.74 million or 4.27% from prior
year thanks to the increase in fair value of investments. For fiscal year 2016 total assets decreased
$79.6 million or -.77% from prior year.

Statements of Fiduciary Net Position

2015-2016 2016-2017

June 30, June 30, June 30, Percentage  Percentage
2015 2016 2017 Change Change
Assets
Cash § 22,329,050 § 21,455,730 § 24,039,199 -3.91% 12.04%
Receivables 51,810,197 37,111,826 57,973,406 -28.37% 56.21%
Investments 1,230,353,693 1,112,522,115 1,175,218,142 -9.58% 5.64%
Alternative investment 18,653,369 89,323,115 94,796,295 378.86% 6.13%
Securities lending cash collateral 59,605,343 41,192,853 22,101,269 -30.96% -46.35%
Loans to plan members 123,400,063 127,624,233 119,008,846 3.42% -6.75%
Other net of allowances 15,505,688 13,119,934 11,037,091 -15.39% -15.88%
Capital assets-net 3,548,760 3,326,222 3,240,420 -6.27% -2.58%
Total assets $ 1525266,163 § 1445676028 § 1,507,414,668 -5.22% 4.27%
Liabilities
Accounts payable and accrued expenses $ 45,086,870 § 6,086,875 § 6,734,706 -86.50% 10.64%
Obligations under securities lending 60,946,003 42,416,315 23,301,612 -30.40% -45,06%
Escrow deposits on mortgage loans 362,327 327,086 353,698 -9.73% 8.14%
Other deposits 3,584,486 3,797,540 4,283,473 5.94% 12.80%
Payables for acquisition of investments 72,290,203 60,380,430 81,241,159 -16.47% 34.55%
Total liabilities 182,269,889 113,008,246 115,914,648 -38.00% 2.57%
Net assets $§ 1342996274 § 1,332,667,782 § 1,391,500,020 -0.77% 4.41%
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Contributio.ns and Net Investment Income

The funds needed to finance retirement benefits are obtained through employer and employee
contributions and through net investment income. Contributions and net investment income for
fiscal year 2017 amounted to approximately $251.5 million compared to $176.37 million for fiscal
year 2016. The increase was due to the increase in net income from investments net of the decrease
in employer contributions during fiscal year 2017 and net of actuarial deficit employer

contributions of $6,326,462.

Statements of Changes in Fiduciary Net Position

2014-2015 2015-20i6 2016-2017

June 30, June 30, June 30, Percentage Percentage Percentage
2015 2016 2017 Change Change Change

Additions:

Contributions $123,844,673 $116,643,497 § 118,533,094 -4.43% -5.81% 1.62%

Net Investment income 76,179,857 59,717,584 132,950,015 -63.03% -21.61% 122.63%
Total additions 200,024,530 176,361,081 251,483,109 -40.41% -11.83% 42.60%
Deductions:

Benefits paid to participants 176,871,770 182,614,074 188,310,782 4.56% 3.25% 3.12%

General and administrative expenses 4,184,870 4,075,499 4,340,089 3.33% -2.61% 6.49%
Total deductions 181,056,640 186,689,573 192,650,871 4.53% 3.11% 3.19%
Net increase (decrease) in net position

restricied for pension $ 18,967,800 § (10,328,492) § 58,832,238 -88.32%  -154.45% -669.61%
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Actuarial Standards

Actuarial calculations are based on the current provisions of the System and on actuarial
assumptions that are as of June 30, 2017 and internally consistent and reasonably based on the
actual experience of the System. In addition, the calculations were completed in compliance with
the laws governing the System. The actuary is a member of the American Academy of Actuaries
and meets the Qualification Standards of the American Academy of Actuaries to determine the
actuarial amounts contained in this report.

Future actuarial results may differ significantly from the current results presented in this report
due to such factors as the following: plan experience differing from that anticipated by the
economic or demographic assumptions; changes in economic or demographic assumptions;
increases or decreases expected as part of the natural operation of the methodology used for these
measurements (such as the end of an amortization period or additional cost or contribution
requirements based on the plan’s funded status); and changes in plan provisions or applicable law.
Since the potential impact of such factors is outside the scope of a normal annual actuarial
valuation, an analysis of the range of results is not presented herein.

The following table summarizes the membership of the System as of June 30:

Membership 2017 2016 2015
Inactive members or their beneficiaries currently
receiving benefits 8,598 8,417 8,247
Inactive members entitled to but not yet receiving benefits 8,829 8,588 8,428
Active members 10,204 10,438 10,644
Total 27,631 27,443 27,315

The long-term expected rate of return of the System investments was determined using a lognormal
distribution analysis in which best-estimate ranges of expected future real rates of return (expected
returns, net of pension plan investment expense and inflation) which are developed for each major
asset class. These ranges are combined to produce the long-term expected rate of return by
weighting the expected future real rates of return by the target asset allocation percentage and by
adding expected inflation. The target asset allocation and best estimates of arithmetic real rates of
return for each major asset class provided by the System’s investment consultant.
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The discount rate used to measure the total pension liability was 3.92% as of June 30, 2017,
compared to 5.89% on June 30, 2016, and 6.37% on June 30, 2015. The projection of cash flows
used to determine the discount rate assumed that plan member contributions will be made at the
current contribution rates and that employer contributions will be made at rates equal to the
difference between the total contribution rates and the member rate. The total contribution rates
are projected based on a 40-year closed amortization of the System’s unfunded accrued liability
beginning on June 30, 2015 in accordance with Certification No. 146 adopted by the Governing
Board of the University during the 2015 fiscal year. Based on those assumptions, the System’s
fiduciary net position was projected to be available to make all projected future benefit payments
of current plan members until the plan year ending June 30, 2032. Therefore, the long-term
expected rate of return on pension plan investments of 6.75% was applied to all periods of
projected benefit payments through June 30, 2032 and the applicable municipal bond index rate of
-3.13%, based on the S&P Municipal Bond 20-year High Grade Index Rate as of June 30, 2017,
was applied to all periods of projected benefit payments after June 30, 2032. The Single Equivalent
Interest Rate (SEIR) of 3.92% that discounts the entire projected benefit stream to the same amount
as the sum of the present values of the two separate benefit payments streams was used to
determine the total pension liability as of June 30, 2017. The SEIR at the beginning of the
measurement period was 5.89% based on the long-term expected rate of return on pension plan
investments of 7.75% applied to all periods of projected benefit payments through June 30, 2045
and the applicable municipal bond index rate of 3.01% as of June 30, 2016 applied to all periods
of projected benefit payments after June 30, 2045.

Required Supplementary Information includes four required schedules of historical trend
information as follows:

1. The Schedule of Changes in the University of Puerto Rico’s Net Pension Liability (page
39) presents sources of changes in the net pension liability.

2. The Schedule of the University of Puerto Rico’s Net Pension Liability (page 40) includes
historical information about the components of the net pension liability and related ratios,
including fiduciary net position as a percentage of the total pension liability, and the net
pension liability as a percentage of covered-employee payroll.

3. The Schedule of the University of Puerto Rico’s Contributions (page 41) includes
information about the actuarially determined contribution, contributions to the pension
plan, and related ratios. Additionally, significant methods and assumptions used in
calculating the actuarially determined contributions are presented in the notes to required
supplementary information.

4. The Schedule of Investment Returns (page 42) includes the annual money-weighted rate
of return on pension plan investments for each year.
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Benefits Paid and Liabilities

For the fiscal year 2017, pension benefits paid to retirees and beneficiaries were $188.31 million,
which represents an increase of approximately $5.70 million or 3.12% when compared to the prior
year. For the fiscal year 2016, pension benefits paid to retirees and beneficiaries were $182.61
million, which represents an increase of approximately $5.74 million or 3.25% when compared to
the fiscal year 2015. :

As of June 30, 2017, the Active members and Retired members were 10,204 and 8,598
respectively, as compared to 10,438 and 8,417 as of June 30, 2016.

During fiscal year 2017, total liabilities were approximately $115.92 million, which represents an
increase of approximately $2.91 million or 2.57% when compared to prior year. 20% of our total
liabilities consist of unsettled transactions. During fiscal year 2016, total liabilities were
approximately $113.01 million, which represents a decrease of approximately $69.29 million or
38% when compared to prior year. 40% of our total liabilities consisted of unsettled investment
transactions. Overall, liabilities represents accounts payable to agencies, deposits for distribution
to employee’s contributions and accounts payables for acquisition of investments.

The System as a Whole

Fiscal year 2016, reported a negative net position of approximately $10.32 million due to a
decrease in employer contributions. These investments presented positive returns that amounted
to approximately $59.72 million compared to approximately $76.70 the previous year.

Fiscal year 2017, reported a positive in net position of $58.8 million due to the return of
investments held by the Plan as these investments presented positive returns that amounted to
approximately $132.95 million helping offset the $6 million dollars decrease in employer
contributions.

Economic Factors

The Puerto Rico economy has been in a recession since 2006. There has been an overall contraction
in sectors of Puerto Rico’s economy, principally within the manufacturing and construction
sectors, coupled with declines in retail sales, budget shortfalls and diminished consumer buying
power resulting in higher costs of living.
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The Commonwealth’s recurring deficits, negative financial position, further deterioration of its
economic condition (a prolonged economic recession which commenced in 2006), and inability to
access the credit markets raise substantial doubt about the Commonwealth’s ability to continue as
a going concern. The significant financial difficulties being experienced by the Commonwealth
has a significant adverse impact on the University, given its reliance on Commonwealth
appropriations.

The Commonwealth’s very high level of debt and unfunded pension liabilities and the resulting
required allocation of revenues to service debt and pension obligations have contributed to
significant budget deficits during the past several years, which deficits the Commonwealth has
financed, further increasing the amount of its debt. These matters and the Commonwealth’s
liquidity constraints, among other factors, have adversely affected its credit ratings and its ability
to obtain financing at reasonable interest rates, if at all. As a result, the Commonwealth had relied
more heavily on short-term financings and interim loans from the GDB, and other instrumentalities
of the Commonwealth, which reliance has constrained the liquidity of the Commonwealth in
general and the GDB, and increased near-term refinancing risk. These factors, among others, have
also resulted in the non-payment by the Commonwealth and its instrumentalities of most of their
outstanding debt obligations, including the outstanding GDB lines of credit which caused the
discontinuance of GDB to provide liquidity to the Commonwealth and instrumentalities, such as
the University, and have caused the default of GDB’s debt obligations.

On January 29, 2017, the Commonwealth enacted Act No. 5, the Puerto Rico Financial Emergency
and Fiscal Responsibility Act (“Act No. 57). Act No. 5 is intended to facilitate and encourage a
voluntary negotiation process under PROMESA between the Governor of Puerto Rico and/or the
Puerto Rico Fiscal Agency and Financial Advisory Authority (FAFAA), on behalf of the
Government of Puerto Rico, and the creditors of the Government of Puerto Rico and its
instrumentalities. Act No. 5 authorizes the Government of Puerto Rico, within the parameters
established by PROMESA, to designate certain services necessary for the health, safety and
welfare of the residents of Puerto Rico and provided by the Government of Puerto Rico and its
instrumentalities as “essential services”, in accordance with the Constitution of Puerto Rico. Act
No. 5 amended and repealed portions of the Act No. 21, as amended by Act 40-2016 and Act 68-
2016 (the “Moratorium Act”). The Moratorium Act, and executive orders issued by the Governor
under the Moratorium Act (the “Executive Orders™), permitted the Government of Puerto Rico to
withhold the timely payment of its obligations at a point in time before the enactment of

PROMESA.
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On May 2, 2017, the legal shield granted by PROMESA protecting the Commonwealth from debt-
related lawsuits expired. On May 3, 2017, the Oversight Board of PROMESA approved and
certified the filing in the U.S. District Court for the District of Puerto Rico of a voluntary petition
under Title 11l of PROMESA (a court-supervised debt-adjustment process) for Commonwealth to
ensure the essential services to the public, the payment of the government payroll and the suppliers.
This voluntary petition under Title TIT of PROMESA operates as an automatic stay of actions
against the Commonwealth.

As mentioned above, the fiscal year ended June 30, 2017 continued to present significant economic
challenges and difficulties for the University. As a result, the System’s management focused hard
on initiatives aimed at protecting the System of the University. On June 29, 2016 the University
confirmed, restated and acknowledged in a public deed (the “Trust Deed”) all acts and faculties as
applied and lawfully enforced by the Governing Board in relation to the System and its trust fund
from its inception to the present-day. Thus, through the execution of the Trust Deed, the University
affirmed the public and governmental nature of the System founded in the year 1945 and its
organization as a de facto trust. Pursuant to the Trust Deed, the System’s assets remain completely
autonomous and separate of the assets of the University, the Trustee and its members and continue
to be exempt from the individual or collective action of their respective creditors,

As part of their Certified Fiscal Plan for the University of Puerto Rico, The Fiscal Oversight and
Management Board for Puerto Rico includes a freeze in the pension, and continuation of a Defined
Contribution plan similar to those of other Commonwealth plans, but with a 50% match on
member contributions cf up to 2%. Also includes a reduction in accrued benefits, using the same
mechanism as for other plans, but with recognition of the partially funded status of the UPR
retirement system.

Contacting System Financial Management

This financial report is designed to provide the Government Board, Retirement Board, participants,
taxpayers, investors, and creditors with a general overview of the System’s finances and to
demonstrate the University of Puerto Rico accountability for the money it receives. If you have
any questions about this report or need additional financial information, contact the University of
Puerto Rico Retirement System at P.O. Box 21769, San Juan, Puerto Rico 00931-1769 and
(787) 751-4550.
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