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This annual report stands to the
strength of our institution. To our
ability to grow and reach higher
to achieve our goals. With this
important element of nature we
provide a symbol of our solid
foundation. One that has provided
us with steady and consistent growth.
That has proven our stability and
verticality. And provides us-with
an impressive perspective of our
financial performance.

Today, as a mature financial

_institution, we are attuned to market

rieeds, we have the ability to branch
out and we maintain a fresh
perspective on banking.

First BanCorp has a forceful presence
in the financial landscape of the
Island and beyond. As we continue to
extend our scope in services, products
and geographical locations, we keep
‘reaching higher.

All these elements, and our
commitment to reaching higher
everyday, has taken us to stand out
in the financial landscape.
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Financial Highlights

I thousands (cxcept for per share resully) 2004 2003
Operating results:
Mel inlerest income % 383,200 s 20210
Provision for loan losses 52,799 55,916
Gain on sale of credit card portfolio 5,533 30,885
Gain on sale of investments, net 9,457 34,856
Other income 55,843 52,969
Other operating cxpenses 180,436 163,91
Income tax pravision 41,926 38,672
MNel income 178,678 152,338
Per commaon share;

MNet income - basi¢ 5 3.44 5 304

MNet income - diluted 3.34 298
Weighted average common shares:
Basic: 40,209 39,994
Diluted 41,505 40,983
At year end:
Assels 515,619,817 $12,667.910
Loans 9.1/8,017 7,044,518
Allowance for loan losses 141,036 126,378
Investments 5,821,262 5,366,205
Dreposits 7,902,082 6,765,107
Borrowings 6,310,624 4,646,115
Capilal 1,222,911 1,089,569
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[\/\arket Price $1575  $1900  $2260 53955  $63.51
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2000 2001 2002 2003 2004

Net Interest Income $1908  $2361  $2669  $2922  $3832
(in millions)

2000 2001 2002 2003 2004

Return on 2781 2213 21.90 2520 23.33
Common Equity
(in percent)

2000 2001 2002 7003 2004
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Diluted Earnings per $14/ §773 s200 8298 4334
Common Share

2000 2001 2002 2003 2004

Return on ASSEtS 128 178 .23 146 131
(in percent)

Common Stockholders’ S2605 334 SIS Sn3en L6708
Equity
(in millions)

2000 2001 2002 2003 2009
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Selected Financial Data

Since 1991 when current management took
over, the Bank has transformed itsclf from
First tederal Savings Bank, a small Savings
and Loan institution with 519 billion in
assets, into First BanCarp, a $15.6 billion
financial holding company with a wide array
of aperations and expanded geography.

The table on the following pages shows the
long-term growth of this Corporation. From
1991 to 2004 the Company has reported
consislent growth. Over this fourleen year
period net incorne grew eighteen fold from
510 million to $179 million, and per share
carnings multiplied 22 times from $015 1o
$3.34 (diluted). Book value per common
share increased 1,800% from 5090 to
$16.66. The elliciency ratio improved dra-
matically from 63.69% to 39.74%.

The growth shown in this table has involved
great changes al all levels of the organiza-
tion. The Corporation has adopted new
technologies and entered into new busi-
nesses while at the same time expanding its
traditional operations. All this has created
substantial value for the First BanCorp's
shareholders  while  providing  greater
services 1o its clicnts.
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Selected Financial Data (In thousands except for per share and financial ratios results)

2004 2003 2002 2001 2000
Condensed Income Statements: Year ended
Total interest income $ 676,390 S 536,681 $ 540,033 S 516,256 S 463,388
Total interest expense 293184 244,471 27384 280,20 272,615 }
Net interest income 383,206 292,210 266,850 236,055 190,773
Pravision for loan losses 52,799 55916 62,302 61,030 45,719 !
Other income 70,833 118,710 58,492 52,980 50,032
Other operating expenses 180,436 163,994 132,756 120,855 113,049 !
Unusual item - SAIF assessment
Income before income tax provision, extraordinary item
and cumulative effect of accounting change 220,804 191,010 130,283 107,150 82,037 !
Pravision for income tax 41,926 38,672 22,327 20134 14,761
Income before extraordinary item and
cumulative effect of accounting change 178,878 152,338 107,956 87,016 67,276 !
Extraordinary item
Cumulative effect of accounting change (1,015) i
Net incorne 178,878 152,338 107,956 86,001 67,276
Per Common Share Results (1): Year ended
Income before extraordinary item and
cumulative effect of accounting change diluted $ 334 $ 298 $ 20 $ 176 $ 147 |
Extraordinary item
Cumulative effect of accounting change (0.03) i
Net income per common share diluted $ 3.34 5 298 5 201 5 173 5 147
Net income per common share basic [ 344 $ 3.04 5 2.04 5 1.74 § 148 B
Cash dividends declared $ 0.48 $ 0.44 s 0.40 5 0.35 5 0.29
Average shares outstanding 40,209 39,994 39,901 39,851 40,415 I
Average shares outstanding diluted 41,505 40,983 40,553 40,144 10,718
Balance Sheet Data: End of year
Loans and loans held for sale S 9,478,017 5 7,044,518 $ 5,637,851 $ 4,308,780 $ 3,498198 ] i
Allowance for possible loan losses 141,036 126,378 111,911 91,060 76,919
Investments 5,821,262 5,366,205 3,728,669 3,715,999 2,233,216 i
Total assets 15,619,817 12,667,910 9,643,852 8,197,518 5,919,657
Deposits 7,902,982 6,765,107 5,482,918 4,098,554 3,345,984 ]
Borrowings 6,310,624 4,646,115 3,249,355 3,425,236 2,069,484
Total common equity 672,81 539,469 437,924 334,419 269,461 }
Total equity 1,222,911 1,089,569 798,424 602,919 434,461
Book value per common share (1) 16.66 1348 10.96 8.39 6.80 |
Regulatory Capital Ratios (In Percent): End of year
Total capital to risk weighted assets 14.89 15.22 1375 14.50 14.43 f
Tier 1 capital to risk weighted assets 13.57 13.65 11.90 1216 1.23
Tier 1 capital to average assets 9.25 8.35 735 749 728 |
Selected Financial Ratios (In Percent): Year ended
Net income to average total assets 13 146 123 1.28 128 {
Interest rate spread (2) 312 293 3.20 3.64 3.38
Net interest income to average earning assets (2) 340 324 356 4.08 39 ]
Yield on average earning assets (2) 5.62 5.66 677 842 9.21
Cost on average interest bearing liabilities 250 273 357 478 583 {
Net income to average total equity 15.63 17.06 14.90 16.20 2121
Net income to average common equity 23.33 2520 2190 2213 2781 |
Average total equity to average total assets 8.41 8.56 8.28 792 6.05
Dividend payout ratio 1394 14.43 19.58 19.91 19.72 1
Efficiency ratio (3) 3974 3991 40.81 4181 46.95
Common Stock Price: End of year $ 63.51 $ 39.55 5 22.60 $ 19.00 5 1575
Offices:
Number of full service branches . 57 54 54 48 48 |

1. Amounts presented were recalculated, when applicable, to retroactively consider the effect of comman stock splits
2. Ratios for 1993 and thereafter were computed on a taxable equivalent basis.
3. Other operating expenses to the surm of net interest income and other incorme.
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1999 1998 1997 1996 1995 1994 1993 1992 1991

5 369,063 I i ) 4 783,160 5 50,573 L 08188 S 1ED,309 5 158,433 5 158,593 5 17, /BY

183,330 155,130 130,129 113,027 96,838 76,674 72473 85,986 109,942

185,733 166,167 154,731 143,196 111,650 103,635 87,020 73,007 6,647

47,961 76,000 55,676 31,582 30,594 17,674 18,665 13,596 16,444

32 467 5H,240 19,166 29,674 444, 268 18169 AFAER! 13,563 18,895

B 107,241 91,798 83,268 82,498 85,628 60,760 56,994 51,745 51,423

9,415

i 69,363 56,690 55,653 19,915 63,394 43,370 28,480 18,229 12,875
7,288 4,798 8125 12,21 14,295 17,385 6,575 7,879 1,420

i 62,075 51,812 47,528 37,634 42101 30,985 21,955 15,350 1,455
{429 (870) (1400}

6,840

&2 075 51,317 A7,525 3763 49,101 30,558 28,705 14,480 10,055

5 132 5 116 5 105 5 021 % 105 5 0.67 4 042 5 025 ° 4 D7
{081 {0.02) {0.03)

014

132 5 i) 105 5 .81 by 105 5 0.66 4 0.56 45 0.3 5 015

133 3 117 b 105 5 .81 4 107 5 Q.68 5 063 L Q.27 & 07

§ 024 5 020§ 018 5 013 5 aus N /A N A N /A /A

43412 44379 45,054 44191 45 8HB 44,966 43 983 42876 42,876

43, /99 44, /87 445 106 46,428 46,67/ 46,289 49,419 51,004 19,856

5 2,75,308 5 2,120,054 3 1,959,301 % 1,896,074 5 1558606 & 150,773 S 1,737928 S 1182,409 & 1,264,380

71,784 &7.854 57,717 55,254 55,009 37,413 30,453 30,474 29,001

1811164 1,800,489 1,276,900 830,080 785,747 595,555 603,373 636,781 564,431

471,568 4,017,357 3377436 7RIINAT 7,432,816 746057 1,913,902 1,888,754 1,508,399

2,565,422 1,775,045 1,594,635 1,703,926 1,918,367 1,493,445 1,398,247 1,359,448 1,396,066

1,803,729 1,930,488 1,407,581 Y4B 06 700,609 538,080 400,54/ 415,25/ 408,414

204,502 270,368 236,379 191,142 171,202 120,015 52,7485 50,194 38,410

94,907 370,368 736,379 191,147 171,707 170,015 92,785 88,0622 74145

i 487 a1 529 4.21 167 2.66 209 117 0.50
1618 17.39 17.26 15.25 1617 976 9.05 932 7.08

1164 11.55 11.07 9.z 943 8.50 779 5.08 575

747 659 744 a.65 a2 74 470 4,60 3,74

149 148 163 148 2.22 153 153 0.7% 0.53

129 ATH 530 546 507 5.3 473 366 319

i 485 5a7 83 603 549 565 500 4,04 339
.29 983 1015 1063 1012 963 310 880 9.4

500 507 515 517 505 440 437 514 .22

2106 20.54 2230 2049 3319 29007 30.36 1770 14,34

24.68 2054 2230 2043 3319 29.07 39.68 2637 20

Il 122 Faiy] £ & 658 L2 505 4.8 3.67

g 17.96 1712 1514 16.32 508 M/A M/A N/A "NJA
16,33 0,91 4279 1766 104 1958 5173 £3.24 63169

5 1383 5 2013 4 .35 5 A&7 4 746 5 3.39 3 369 5 156 & 0.6

45 40 36 EL kL) 32 33 33 i3
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Corporate Structure
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Offices

FirstBank Puerto
45 Rico Branches

FirstBank USVI
11
Branches

01 FirstBank
BVI Branch

s FirstBank-Florida
TH Agency

Money Express

. FirstMortgage, Inc.

12

FirstBank Insurance
Agency, Inc.

First Leasing and
Rental Corporation
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FirstBank
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Business Profile

First BanCorp ("the Corporation”) is a publicly-
owned, Pucrto Rico-chartered financial halding
compuny that is subject to regulation, supervi-
sion and examination by the Federal Reserve
Board, First BanCorp uperates two direct whol
ly-owred subsidiaries: FirstBank Puerte Rico
{"FirstBank or the Bank"} and FirstBank
Insurance Ageney, Ine. In addition, First BanCorp
owns sixly percent of “Crupa Empresas de
Servicios Financieros” (d/h/a PR linance
Group), an auro lnan finance company with
focus on the wsed car market.  FirstBank is a
Fuerta Rico-chartered commercial bank and
FirstBank Insurance Agency is a Puerto Rica-
chartered insurance agency. FirstBank is sulject
Lo the supervision, examination and regulation
of hoth the Office of Lhe Commissioner of
Financial Instilulions of the Commonwealth of
Pucrlo Rico and the Federal Deposit Insurance
Corporation. Deposits are insurcd Ll‘|r0ug,h the
Savings Association Insurance fund. The Virgin
Islands operations of lirstBank are subject
regulation anel exarnination by the United States
Virgin Islands Banking Board and by the Brilish
Virgin lslands Tinancial Services Commissian,
livstbank Insurance Agency, Inc is subject to
supervision, examination and regulation by the
Office of the Insurance Commissioner of the
Commaonwealih ol Puerto Rico.

First BanCorp is engaged in the hanking business
and provides a wide range of financial services
for retall, commercial and institutional clients.
First BanCorp had total assers of $15.6 billion,
tatal deposits of 579 billion and total stackhald-

2004 Anm,
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er's cquity of 512 billion as of December 37,
2004, Based on total assets, First BanCorp is the
second largest locally owned linancial holding
company headquarlered in the Commanwealth
of Puerto Rico and the second largest deposito-
ry institution in Pucrio Rico.

FirstBank conducts its business thraugh its main
offices located in 5an Juan, Pucrto Rico, lorty-
five full service banking branches in Puerte Rico,
twelve branches in Lhe United States Virgin
Islands (USVI) and British Virgin lslands (BV1)
and a loan agency in Coral Gables, | larida (USA).
FirstBank has four wholly-owned subsidiarics
with operaticns in Puerto Rico; Tirst Leasing and
Rental Corporation, a vehicle leasing and daily
rental company with nine offices in Puerto Rico;
First Federal Finance Corp, (d/b/a Money
Express La Financicra), a finance company with
thirty-one offices in Puerlo Rico; FirstMortgage,
Inc., a residential mortgage loan origination
cornpany with twenty-three offices in FirstBank
branches and at stand alone sites and FirstBank
Overseas Corparatian, an international banking
enlity under the Internatianal Banking tolily Act
of Puerto Rico, lirslBank has three subsidiaries
with oporalions outside of Puertn Rico; First
Inswance Agency, Inc., an insurance agency with
Lhree offices that sell insurance products in the
WSV, First Trade, Inc, which provides loreign
sales corparation managament services with an
office in the USVI and an office in Barbados and
Tirst Lxpress, Inc, a small loans company wilh

three offices in the USVI.
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President’s Letter

Dear Stockholders;

On behalf of the Board of Directors, Officers and staff of First BanCorp, | am
extremely proud to report that 2004 was another record year for the
Corporation, In 2004 First BanCorp earned $178.9 million representing $3.44 per
common share (basic) or $3.34 per common share (diluted). Earnings increased
526.6 million or 17% as compared with 2003, when the Corporation earned
$152.3 million, equivalent to $3.04 per common share (basic) or $2.98 per com-
mon share (diluted).

Earnings for 2004 and 2003 include after tax special gains of approximately $3.4
million and $18.8 million, respectively, from the sale of credit card portfolios pur-
suant to a long-term strategic alliance commenced with MBNA in 2003, Earnings
excluding the after tax effect of such gains totaled $175.5 million for
2004 or $3.36 (basic) and $3.26 (diluted) and $133.5 million for
2003 or $2.57 (basic) and $2.52 (diluted). This represents an
increase of 542 million or 31% for 2004,

The continued improvement in financial results has been possible
due to our commitment to keep Reaching Higher in everything we
do. tn order to achieve this, we have to canstantly excel and differ-
entiatc ourselves from competitors. This commitment is represent-
ed by the positive outcomes of our decision making strategies,
operating principles, and excellent service culture.

Angel Alvares Pérez, President, Chief Executive Officer and Chainnan
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FinanCiaI Performan ce We are committed to continue Reaching Higher

for the benefit of our stockholders, who have

and Shareholder Value entrusted us with their capital. First BanCorp
grew significantly in 2004. This growth con-
tributed notably to the Corporation’s net interest
income which expanded by 31% or $91 million,
to $383.2 million.

During 2004, the Corporation’s balance sheet
surpassed $15 billion, ending at $15.6 billion as of
December 31, 2004, solidifying the Corporation’s
position as the second largest financial holding
company headquartered in Puerto Rico. Net
loans increased 35% to $9.3 billion, Commercial
and residential mortgage loans portfolios con-
tributed significantly to the Corporation’s inter-
est income. The leveraged growth of our securi-
ties portfolio was another factor that contributed
to the increase in earnings as compared to 2003.
Capitalizing on favorable conditions at mid-year
2004, we re-entered the longer term investment
market by purchasing a substantial portion of
higher yielding investment securities.  First
BanCorp has an increasingly flexible balance
sheet which has provided the opportunity to
facilitate decisions when faced with changes in
market conditions and interest rates.

The sustained efforts of Management and staff of
First BanCorp have paid off in strong earnings
growth. Main profitability ratios, excluding the
after tax effect of the before mentioned special
gains, were: Return on Assets 1.29% for 2004
compared to 128% for 2003, and Return on
Common Equity 22.76% for 2004 compared to
21.31% for 2003. Qur stock price has reflected
our growth and strong results. Investors who held
First BanCorp stock over the fourteen-year peri-
od from 1991 to year-end 2004 experienced a
cumnulative total return of 11,900% equivalent to
44.49% annualized return.

Strong Asset Quallt_y Another factor contributing to strong financial

results was the stability of write offs of our loan
portfolio, as a normal result of the Corporation’s
prudent underwriting. During 2004, the
Corporation wrote off $38.1 million of loans on a
net basis (0.48% of the average portfolio) com-
pared with $41.4 million of loans on a net basis
(0.66 % of the average portfolio) in 2003.

16
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- The Corporation’s deposit base increased to §7.9
ce P
SOL” > Df Funds billien at December 37, 2004 ar 17%. As discussed

further below, Lhis increase includes deposits gath-
ered through the launching of new depasit prod
ucls that berter mecl cuslomer needs.

As of December 31, 2004 the Corporation had
redium term notos ouLsLaﬂding approximating
4177 million and Trust Preferred Sccurilies
amaunting w 5225 million that were issued during
the year. The Triust Proferred Securities quality for
Tier | capiral under regulatory guidelines, there-
tore contributing to the Corporation’s sound cap
ital buse much necossary for the Corparation’s
cantinuaus growth,

; e Ihe Corporation continues Lo be highly officient
nghly EfﬂClent despite the oxpansion of our operations. At
OperatiOn 39.74% for 2004 (10.01% excluding the 2004

gain on sale ot credit card portfolia) our efficiency
ratio continues to be bettor than average when
compared to other financial institutions in the
banking business. Our ability te minimize opera-
tivnal costs is supporLed by the strategics we fol-
low. These sbrategies include, amony others,
strategic alliances thar permil Lthe Corporatian 1o
limit operating cxpenses while earning additional
incorne from feos and commissions for the servic-
es provided.  The agreements include, an alliance
with MBNA, the werld’s larpest credit care issuer,
to offer 2 wide selection of credit card services to
custormers in Puerto Rice, an alliance with an inter
national brakerage firm o provide financial and
investment sorvices in FirstBank branches and an
agreement with a major investment banking firm
o parlicipate in band issues by the Governmaent
Development Bank for Pusrto Rico.

Strengtheniﬂg Market We are committed Lo continue Reaching HMigher
for the benefit of our customers, who use our
Presence’ New P["Qducts products and services 1o facilitale Lhe manage

. menl of their financial lives,
and Services

First Bank’s hranch netwark grew in 2004 with the
opening of 4 new branches; all localed in strategic
shopping mall lncations throughout Puerte Rico.
In Qctober 2004, [irsBank cpaned a loan dgency
in Coral Galdes, Florida, Alsa, during 2004 the
Bank’s mortgage banking and small loans sub-
sidiaries expandod Ltheir operation with now loca-
tions. Flans arc presently underway (or several new
incations and upgrades to cxisting facilities i
2005, whizh will improve availability and comen-
ienee of First BanCaorp cuslomers and stranglhen
the Carporation’s presence in Puerte Rice and in
the Virgin lslands.

17
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FirstMortgage, the Corporation’s mortgage banking
operation, successfully completed its first full year of
operations. This subsidiary offers a wide array of
mortgage banking services and has emerged a lead-
ing company providing innovative products in the
highly competitive residential mortgage loans mar-
ket.

Since the Corporation is a multi-product financial
institution we are diversifying our sources of rev-
enue through different strategies to maximize our
profits. As an example, our insurance subsidiary,
FirstBank Insurance Agency, has increased its busi-
ness through the offering of a wide array of insur-
ance related products.

We are constantly developing products to better
serve our clients and reach new markets. During
2004, we launched new products and emphasized
sales of previously introduced products that better
meet customer’s needs, including: the “Cuenta
Perfecta”, a highly competitive demand deposit
product, the “Business Plus Account” a business
product for multiple bank account management,
“Rapid Cash”, a mortgage loan product offered
through our mortgage banking operation and “Easy
Cash” a convenient ATM and debit card product.
Money Express, our small loan subsidiary operating
in Puerto Rico, started offering mortgage loans
through its multiple locations.

We have been emphasizing a strategy aimed to cater
customer needs in the commercial loans middle
market segment. This commercial lending segment
is operated by well trained and highly competitive
officials with vast experience in commercial lending
and should result in added profits to the
Corporation.

CO l’por'ate CItIZEﬂSh Ip We are committed to continue Reaching Higher for

the benefit of our communities, who have been part
of our growth to date and upon which the future
prosperity of our Corporation rests.

Since its founding in 1948, First BanCorp has been
deeply committed to the well being of the commu-
nities it serves. The Corporation has supported and
contributed to numerous charitable organizations in
Puerto Rico and in the Virgin Islands including
humanitarian organizations, educational institutions,
and other not-for-profit organizations focused on
arts and community services.
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ierim i i During 2004, we embraced the W5 Congress
DlSClPl IHEd RISk Sarbanes Crxley Act Section 404 whidh required. sig-

Man agem ent nificant ellorls fram our Chficers, staff and Bc:aru:l\ of
Director members to fully comply with Act require-
ments, This and ather internal risk managernent ini-
tiatives and policies have enhanced our oversight of
financial transactions through the integration of our
staff in internal control related activities.

B Ui |d| ng a G reat Culture We are committed to Reacking Higher for the benefit

of cur staff, who have chosen to use their Lalenl here
and wha deserve the oppartunity to achieve their full
potential.

We continue 1o develop customer satisfaction strate-
gies as we believe this is a key factor Lo our continued
suceess. Through the continuous development of dif-
ferent employee recognition programs such as First
Bank's “Tu eres calidad” pragrarn, along with engo-
ing training, education, sales awards, and motiva-
tional workshops we can build a stronger sales and
service cullure.

The FthU_re lf-irsy BgnCorp i5 a multi-pro.cluct financial services
institution. The strength of First BanCorp has never
been more sighificant to cur future as it is today. Our
growth strategy relies on penatrating the markets
where we operate by diversifying our product offer-
ings while providing agility in service. We are certain
aur present strength will lead to future growth.

In Mevember 2004, the Corporation annaurced the
signing of a definitive merger agreement for the
acquisition of the parent company of Unibank, a fed-
eral savings and loan association with approximately
5500 million in assets which operates @ full service
branches in the southern region of the state of
Florida. The acquisition, which is expectsd o be
accretive to the Corporation’s earnings in 2003, is
pencding regulatary approvals. The acquisition will
allow the Corpoeration to build a platform in Flarida
from which to cansider future expansion in the
United States, We will continue to monitor such
opportunilies as ways Lo enhance our sharcholder value,

We are ready Lo Reach Higher and look forward 1o aur
future endeavors in Puerto Rico, Lhe Virgin lslands
and the US markets. | am confident thal we will be
ahle to meet challenges ahead and maintain superb
client service, while kenefiting our shareholders and
our staff

Angel Alvarez-Pérez
Chairman, President, Chief Expoulive Qifcer
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Pucrua Rico (the “lsland”), « Commonwealth of
the United States of America (the "US5."}, is the
easternmeost Caribbean Island of the Greater
Antilles, Puerta Rico is surrounded by Lhe Alantic
QOcean to the north and the Caribhean Sea ta the
aouth. It is 1,600 miles or 3 hours and 30 minules
fFronm Mew York and 1,000 miles or 2 howrs fram
Miami via air. Puerto Ricans are U5, citizens. As in
L5, the Island has a dual judicial system, local and
federal. The lsland constitules a Districl under
Lthe Vederal Judiciary and has its own S, district
court. Mest LS. federal governmeant agencies
have representation offices on the lsland.
However, the Island has its own Internal Revenue
system and is not sukject to LLA. Taxes,

Pucrlo Rico's economic performance is a natural
result of its increasing integration inta the LS.
economy. The lsland uses LS. currcney and
forms part of the LS finandial systom. Since
Pucrle Ricw falls within the U5, for purposes of
custams and migration, there is full mobility ot
funds, penple and geods between Pucrto Rico
anc the LS, mainland. Puerto Rico banks are sub-
ject to the same Federal laws, regulations and
supervision as other financial instilutions in Lhe
rest of the LS. The Federal Depaosit Insurance
Corporation insures the deposits of Puerta Rico
chartered commercial banks, including FirstRank,
the banking subsidiary of First BanCorp,

As the Caribbean’s most industrially developed
island, Puerto Rico's ecanomy has a strong man
ufacturing base. The Island is a major producer
and exporter of manufactured goods, pharma-
ceuticals and high technelogy equipmeant. The

21
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Government of Puerto Rico has specifically tar-
geted biotechnology as a key development arcy;
blolach gianls have found greal operalional and
financial benefits on the Island and have
announced substantial investrents in this seclor,
I he service sectorn including tourism, also plays 2
key role in the economy. The [sland’s economy
has heen diversifying with significant investmants
in relail ade, finance and insurance, and trans-
portation. The Banking secter has been the main
driver of such diversificatian, serving as the finan
clal support of the lsland’s cornmercial and indus-
Lrial growth,

Real GNP grew 2.8% in fiscal year 2004 secord-
ing to the Puerto Rico Planning Board. The
Puerto Rico economy confinues to reflect signs
of growth, the Puerto Rico Planning Board fore-
casls real GNP growlh of 2.3% for 2005, As per
the Puerte Rico’s Department of Labor, the
unemplayment rare declined in December 2004
ta 2.8% to ond the year with Lhe lowesl unemn-
ployrmnsznt rate since 2000, Recent reports on
retail activity are encouraging with parcentage
increase inorelail sales and recard vehicle sales
during the latter part of 2004. Investment in con-
struction also increased during the latter part of
2004, hawever on a total year basis, a slowdown
occurred when compared o 2003, Gasoline
prices roderated lale in 2004, but are at histori-
cal highs. In 2004, the Island’s tourism industry
benefited trom the LIS and global cconomic
rehound, which boosted demand lor business
and leisure travel and helped increase the hotel
OCCUPANCY rates,

i Bopart
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Financial Review







Man ager‘nent‘

‘Vhis discussion and analysis velates o
the accompanying consolidared finan-
cial statements of Fist BanCorp {the
C:urpnr:arinn) and should be read in con-
juncton with the financial starement
and the notes therera,  Information in
the notes referred o in this discussion
and analysis is hereby incorporared by
reference herein., The use of 1ermy such

w v e r o m o ow s
as “sec”, “refer o7, “inguded In" or
u . . ;
veplained in" shall le desmed ro incor-
porare by reference inw this diseoussion
atd analysis the information w which
reference s made.

Forward Looking Suatements

When used in this report and in other
filings by lirst BanCorp with the
Securities an] txchange Cominission,
in the Corporations press releases o
ather public or sharelwlder communica-
Lo, ar in el statemcnes tuade with che
approval ofin authaorized cxccudve ulli-
cer, the words or phrases “will be™, “will
determine”, “will allow”, “intends 0",
“will likely resull™, “are expected o7
“will condnue”, i
mated”, “project”, “Delieve”, “should” or
similar cxprossions are intencled to iden-
dly “forward looking statcoens™ within
the meaning of the Privae Sceurites
Litigarion Belorn Act of 1995,

s anticipared”, “esti-

The furure resulss of the Corporation
could be affected by subsequem events

and analysis of fin

arkd could differ marerially Trom those
capressed  in forward lonking sine-
ments. I Tuture evenrs and actual per-
formance diller from rhe Corparation’s
assurmprions, the aciual resuls could
wary xigniﬁcantl}’ from the prrﬂ)rmnncc
projected in the forward: looking stare-
ments.

The Corporation wishes ta cantion
readers not to place undue reliance on
any such lorward-looking statements,
which speak only as of the date made
andl are based on management’s curent
expectations, and 0 advise readers chat
vatiows factors, including regional and
national economic conditdons, substan-
tial changes in levels of marke interest
ratcs, credin and other risks of lending
and investinent gorivitics, competitive,
regulatory and  legislative
changes and accounting pronounce

facrors,

ments, conld affect the Corporarions
financial performance and could cause
the Cotporations acrual rosufes foc
furure perdods 1o differ materially from
‘The
Corporation docs nol undertake, and
specifically disclaims any obligation, w
11[1{'(1[‘&_‘. iy ﬁ:uward—lrmldng SELTCMCICS

those andecipaied or projecred,

o reflect ooourrences of unanticipared

cvenls or circumstances after the dace of

such scatements.

i
2000 Annual demon
First dandTurp

cial condition and

Orverview

First BanCorp is the {inancial halding
cotpany of Virstthank (“FirstBank or
the Bank™; a commercial bank head-
quarrcred in San Juan, Puerte Rico, First
BanCorp, the second largest financial
hulding company hradquariered in San
Tuan, Pucrto Rico. had 4156 hillion in
asscts at Decemnber 37, 2004 and oper
ats full-service banking branches in
Tuerto Rico and in the T1LS. Virgin
Islands (USVD and Britsh Virgin
Islands (BVT). Since Qcrober 2004, the
Bank also operutes a1 loan agency in
Coral Gables, Florida (TT3A). In addi-
tion, the holding company owns an
imsurance ageney. Ve Baik through ies
wholly-owned  subsidiaries, operates
offices in Puerto Rico specialiving in res-
idential mortgage [pans wriginations,
small personal loans, finance leases anil
vehicle renval, and subsidiaries in the
USVI and Barbados specializing in
isurance agency serviccs, small person-
al loans and foreign sales corporation
ﬂ'l.;il'l.agfl]ll‘_'l'lf.

‘The Coarporadon’s resules of eperations
are scnsitive to fluctuations i incerest
Clianges in infercst rates can
marerially affect key ewtraings drivess

TaLcs,

such as the volume of loan arlginarions,
carncd,
gains/losses on investment security hold-
ings, lntcrest rae risk is constancly
managed throuph asse/Tiabiliry manage-

fel  Linlerest incomg annd




ment strategies which include the use of
various derivative instruments. Another
important risk which the Corporation
managgs on a daily basis is credic risk in
the loan portfolio. This risk is mainly
managed through strong underwriting,
loan review and collection functions.
The Corporation’s business activitics
and credit exposures are mainly concen-
trated in PPuerto Rico. C()nsequently, its
financial condition and results of opera-
tions are dependent on the economic
conditions as well as changes in legisla-
tion on the Island.

Fina ncial.“}'ﬁghlights

First BanCorp recorded earnings of
$178.9 million or $3.44 per common
share (basic) and $3.34 pcr common
share (diluted), compared to $152.3
million or $3.04 per common share
(basic) and $2.98 per common share
(diluted) for 2003, and $108 million or
$2.04 per common share (basic) and
$2.01 per common share (diluted) for
2002. For 2004 as compared to 2003,
net income increased by $26.6 million
or $0.36 per common share (diluted),
and for 2003 as comparcd to 2002, by
$44.3 million or $0.97 per common
share (diluted).

Assets rose 23% from $12.7 billion at
year-end 2003 to $15.6 billion at the
end of 2004. Deposits increased 17% to
$7.9 billion. Net loans increased 35% to
$9.3 billion, due to an increase of $1.8
billion in residential mortgage loans,
$374.5 million in commercial loans and
$253.5 million in consumer loans and
finance leases.

The Corporation’s earnings increase is
mainly the result of a significant growth
of $3.2 billion in che average balance of
earning assets and from increases in the
average yield on investment securities,
together with lower cost of funding. The
increase in interest income, when com-
pared to 2003, is mainly attributed to
the growth in the Corporation’s loan
and investment portfolios; the average
balance of these portfolios increased by
$1.7 billion and $1.5 billion, respective-
ly. The increase in the loan portfolio
was mainly driven by the origination
and purchase of residencial mortgage
loans and to a lesser extent by the origi-

nation of commercial and consumer
loans, while the increase in the invest-
ments portfolio is mainly attributed to
substantial purchases of long-term
agency securities. While the yield on the
investment’s portfolio increased as com-
pared to 2003 duc to the re-investment
of proceeds from prepayments on mort-
gage backed securities and to new invest-
ments in higher yielding long-term secu-
tities, the yields on loans decreased,
given the re-pricing of variable rate loans
and to the purchase and origination of
loans at lower rates. Total yicld on carn-
ing assets on a taxable equivalent basis
was 5.62% for 2004 as compared to
5.66% for 2003. Increase in interest
cxpense as compared to 2003 is the
result of volume increases in interest
bearing support  the
Corporation’s investment and loan port-
folios growth. The increase in interest
cxpense due to volume growth, was par-
tially offset by decreases in rate, given
the re-pricing of variable rate liabilitics
and the origination of new debt at lower

liabilities to

rates. Average cost of funds rate for
2004 was 2.50% compared to 2.73%
for 2003.

Positive variances resulting from an
increase in average earnings assets, high-
er yiclds on the investment’s portfolio
and lower cost of funds were pardially
offset by a decrease in the loan portfolio
interest yields, The net impact on net
interest income and earnings was posi-
tive, net interest income increased by
$91 million as compared to 2003
reported amount, or $124.2 million on
a taxable equivalent basis.

The provision for loan losses decreased
by $3.1 million to $32.8 million in
2004, as a normal resulc of the
Clorporation’s prudent underwriting and
stability in loan delinquencies during
2004, in spitc of significant volume
increases in the loan portfolios. The net
charge offs as a percentage of average
loans decrcased to 0.48%.

Other income for 2004 decreased by
$47.9 million as compared to 2003, the
decrease is mainly artributed to gains
realized in the year 2003 from the sale of
investments and from the sale of a sig-
nificant  portion of the Corporation’s
credit cards portfolio. ‘These gains
amounted to $34.9 million and $30.9
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million, respectively, for 2003 as com-
pared to $9.5 million and $5.5 million,
respectively, for 2004. Other income

excluding ner gains on sale of invest-
ments, gains on sale of credit card port-
folios  and
increased by $4.8 million as compared
with the 2003 reported amount. The
increase is in part attributed to increases
from the
Corporation’s insurance busincsses and
increases in service charges on deposit
accounts as a resulr of a larger volume of
accounts and transactions during 2004,
partially offset by decreases in other fees

derivatives  valuations

in commission income

on loans, due to fees previously earned
on the credit card portfolios sold in
2003 and carly in 2004,

‘The Corporation continues to be highly
efficient despite the expansion of its
operations. At 39.74% for 2004, the
cfficicncy ratio, which is the ratio of
other operating expenses to the sum of
net interese income and other income,
continues to be better than average
when compared to other financial insti-
tutions in  the banking business.
Operating cxpenses increased by $16.4
million from $164.0 million in 2003 to
$180.4 million in 2004. lncrease as
compated to 2003 is mainly attributable
to personnel and occupancy costs to
support the Corporation’s growth, and
to strong advertising and business pro-
maotion costs to support new products
and services, especially FirstMortgage,
the Corporation’s mortgage banking
subsidiary which started operations late

in 2003.

Return on average assets was 1.31% for
2004, 1.46% for 2003 and 1.23% for
2002. Return on average cquity was
15.63% for 2004, 17.06% for 2003 and
14.90% for 2002. Return on average
common equity was 23.33% for 2004,
25.20% for 2003 and 21.90% for 2002.
Refer to table below for main profitabil-
ity ratios excluding special gains on the
salc of credit card portfolios realized in
2003 and 2004,

During the first quarter of 2004,
FirstBank Overseas Corporation, a
wholly-owned subsidiary of FirstBank
and an international banking entity
under the Inrernational Banking Entiry
Act of Puerto Rico, commenced opera-
tions, Also on October 2004, the



Cotporation’s  subsidiary, FirsiBunk,
sturted  operations in Coral Cahles,
Florida, through the establishment of a
Eﬂa“ :i{;t‘ru.:y_

ln November 2004, rhe Corporation
anmoynced the sipning of a definitive
rnerger agreement for the acquisition of
the parent company of Unibank, a fd-
cral savings and loan association with
approximatcly $300 million in asscus,
which operates 9 full service branches in
the sowthern region of the sae of
Florida.

f:.wcpc‘ctCCl e he acoretive  to

The acquisition, which is
the
Corparation’s carnings in 2005, is pend-
ing; repulerory approvals, The scouisi-
tion will allow the Corporation tw build

Under GAAP a8 reporied

a platform in Florida from which two
consider fulure expansion in the Uniced
Staccs.

Tn 2003 the Corporations subsiciary
Bank entered into @ long term stralegic
maleeting with MEBNA
Corporation.  As part of the alliance,
lirstBank became an MBNA Financial
Tnstitution Parmer io Puerio Rico and is
the only Puerto Rico based tinancial

allianee

instirption whose credic carcds are issued
by MBNA. As belore tmentioned and in
aveordance with agreement reached in
2003, FirsrBank sold crediv card Toan
portfolios w MBNA in larte 2003 and in
the first quarier ol 2004; rhese sales gen -
erated before tax gaing o $30.9 million

and $5.% million in 2003 and 2004,
respecrively,

The “’J]ll)wihg table provides a reconcili-
ation of financial information, as repor
ed under accounting principles gencrally
accepred in the United States of Americ
(GAAT), co information cxcluding the
afier wax ellect of the gains on sale ol the
credic card loarns 10 MBMNA in 2004 and
2003, Management beheves this pres
erration is uselul ro investors as it pro-
vides inlortmation excluding the effect ol
the gain on these sales, both of which
WO lnad.': PLU:SLIH.HL 1 the :igrccmc‘nl‘
2003, The
below has o limitation in the lael dhat
these gains may not be recurring
future periods.

reached in presentation

Fitst BanCorp
(Dollars in thousands except per share and financial ratios data)
Year ended December 31, 2004

Effece of the afrer rax gain ou the sale of 2 small

credic card porrfolio of the subsidiary bank
Excluding effecr srated above

— larnings lor Year

Linder GAAP as reporued

Effece of the afrer rax gain on the sale of a large

part af the subsidiary bank's credie card loans

Excluding effect srared abave

Critical Acvounting Policies
and Practices

‘The accounting and reporting policies
of the Carpotation and its subsidiarics
conform to accounting principles gener-
ally accepred in the Uniced States of
America. A summary of accounting
policies and recemily issued accounting
pronouncements is included in Nowe 2
to the Corporations lnancial state-
tmenes. The reporeed amounts are based
an ilu]gmt‘.nts, estimares and assump-
vons made by Managemend chat affect
the recorded assets and liabilities and
contingent assers and liabilities disclosed
ar the date of the Anancial statcments
and the repormed amoune: of revenucs
anel expenses during the reporting peri-
ods.  Actual resules could difler fram
those estitnates, it Jifferent assumptions

Ificiency

belicves chat of ies sienificant accoudLing:

i
policics the following invelve a higher
degree ol judgment:

Investments Classilication
and Valuation

The Cotporation classifies its invest
ments in debl and equiry securitics as
trading, held to maturity and available
tor sale securitics au the nme of pur-
‘1he available lor sale securitics
are carried at fair value, with unrealized
holding gains and Josses, new ol deferrad
tax cilcew, reporred in other compre-

chage,

hensive income as 4 separate componene
of stockholders” equity. The fair valucs
ol thess securitics were caluulsted based
on quoted marker prices and  dealer

A3
2004 Annuas Repert,
Il anCarp

. Varnings for Year  Basic PS5 Diluted EPS - ROA ROCE Rario
% 175,878 5 344 334 I.51% 23.33% 39.74%
_L3.375) _ ooy _(0.02%)  {0.537%) 0.30%
$ 175503 5 336 0§ 1.20%  _2276%  40.04%

Year ended Drecember 31, 2003

Ffficiency

Basic FPS Dilued EPS _ROA_ ROCE  Rarin
% 151338 LI K11 $ 298 1.46%) 25.20%  39.91%
(18,840)  _ (0.47) (0.46) (0.18%)  (3.89%)  3.24%
133,498 3 257 $ 252 [.28% 21.31%  _43.15%

ot conditions prevail, “Lhe Corporation quotes.  Changes in che asswmptions

used In calenlaring the fair values such as
intcrest rates, estimated prepayoens
tates for such securitics subjeet w pre-
payment risk and discount rares could
affect che reported valuarions, |leld w
miturity securities are accounted for ar
‘Irading scourities, if
any, are reported at fair value wich unre-
alized pains and lusses included in carn-
ings,

amaottized cosr.

Cvaluation for Other-Than-
Temporary linpaizment

on Available for Sale and

Ield to Maturily Securitics

The Corporation evaluates its invest-
ment sccwities [or impairment,  An
impairment charge in the Consolidated




Statements of Tncome is recognizcd
when the decline in the fair value of
investments below  their cost basis is
judged to be other-than-temporary. The
Corporation considers various factors in
determining whether it should recognize
an impairment charge, including but
not limited to, the length of time and
extent to which che fair value has been
cost the
Corporation’s intent and ability to hold
the investment for a period of time suf-
ficient to allow for any anticipated
recovery in market value. For debt sccu-
ritics, the Corporation also considers,

less than its basis and

among other factors, the obligor’s repay-
ment ability on its bond obligations and
its cash and capital generation ability.

Allowance for Toan T.osses

The Corporation mainains  the
allowance for loan losses at a level that
Management considers adequate to
absorb losses inherent in the loan port-
folio. "L'he adequacy of the allowance for
loan losses is reviewed on a quarterly
basis as part of the continuing evalua-
tion of the quality of the assets. Groups
of small balance and homogeneous loans
arc collectively evaluated for impair-
The pordolios of residential
mortgage loans, consumer loans, auto
loans and finance leases are considered

ment.

homogeneous and are evaluated collec-
tively for impairment. In determining
probable losses for each category of
homogeneous pools  of  loans,
Management uses historical information
about loan losses over several periods of
time that reflect varying cconomic con-
ditions and adjusts such historical data
based on the current conditions, consid-
ering information and trends on charge-
offs, non-accrual loans, changes in
underwriting policies, risk characteris-
tics relevant to the particular loan cate-
gory  and The
Corporation measures impairment indi-
vidually for those commercial and real

delinquencies.

estate loans with a principal balance
exceeding $1 million. An allowance for
impaired loans is established based on
the present value of expected future cash
flows or the fair value of the collateral, if
the collateral  dependent.
Accordingly, the measurement  of
impairment for loans evaluated individ-

loan s

ually  involves

assumptions by

Management as to the amount and tim-
ing of cash flows to be recovered and of
appropriatc discount rates. When the
loans are collateral dependent, the fair
value of the collateral is based on an
independent appraisal that may also
involve cstimates of future cash flows
and appropriate discount rates or adjust-
ments to comparable properties.

'I'he Corporation’s primary lending arca
is Pucrto Rico. The Corporation’s sub-
sidiary Bank also lends in the U.S. and
British Virgin Islands markets and in the
U.S. market through its loan agency
located in Coral Gables, Florida. At
December 31, 2004, there is no signifi-
cant concentration of credit risk in any
specific industry.

Income Taxes

The Corporation is routinely subject to
examinations from governmental taxing
Such examinations may
resule in challenges to the tax return

authorities.

treatment applied by the Corporation to
specific transactions.  Management
believes that the assumptions and judg-
ment used to record rax-related assets or
liabilities have been appropriate. Should
tax laws change or the tax authorities
assumptions differ from Management’s
assumptions, the result and adjustments
required could have a material effect on
the Corporations results of operation.
There are currently no open income tax
Information regarding
income taxes Is included in Note 25 to
the Corporation’s financial statements,

investigations.

Derivatives Financial Instruments

The Corporation maintains an overall
interest-rate risk management strategy
that incorporates the use of derivative
instrruments to minimize signiﬁcanr
unplanned fluctuations in earnings that
are caused by changes in inrerest-rates.
‘The Corporation’s goal is to manage
interest-rate sensitivity by modifying the
repricing characteristics of certain bal-
ance sheet assets and liabilidies (“hedged
assets and liabilities™) so that the net
intcrest margin is not, on a matcrial
basis, adversely affected by movements
in interest rates. As a result of interest-
rate fluctuations, hedged asscts and lia-
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bilities will appreciate or depreciate in
market value. The effect of this unreal-
ized appreciation or depreciation will
generally be offset by income or loss on
the derivative instruments that arc
linked to the hedged assets and liabili-
ties. Unrealized gains or losses that
reflect changes in fair value of derivatives
not qualifying for hedge accounting are
recognized in carnings in Other Income
as “Derivarives gain (loss)” and recorded
in the Qther Asset and Other Liabilities
categorics, as applicable. The estimated
fair values of derivatives instruments
held by the Corporation are obtained
from dealer quotes. Tnformation regard-
ing derivarives instruments is included
on Note 29 to the Corporation’s finan-
cial statements.

Accounting Pronouncements

During 2004, the linancial Accounting
Standards Board (FASB), its Emerging
Tssucs Task Force (EITF) and the SEC
issued several accounting pronounce-
ments, namely FASB Statement no.
123R, Share-Based Payment, FITE Issue
no, 04-10, Determining Whether to
Aggregate Opevating Segments Thar Do
Not Meet the Quantitative Thresholds,
EITF Issue no. 03-01, The Meaning of
Other-Than-1émporary Impairment and
lts Application to Certain Investiments,
FASB Statement of Position (SOP) No.
03-3, Accounting for Certain Loans or
Debr Securities Acquired in a Iransfer,
and SEC Staff Accounting Bulletin
{(SAB) no. 105, Application of Accounting
Principles 10 Loan Commiiments. Refer
to Note 2 to Corporations financial
statements for 2 summary of the major
provisions of these pronouncements.
The Corporation’s results of operations
could be affected by the effect of new
accounting pronouncements issued in
the futurc.

Results of Operations

‘I'he Corporation’s results of operations
depend primarily on its net interest
income, which is the difference between
the interest income earned on interest
carning assets, including investment
securities and loans, and the interest
expense on interest bearing liabilities,
including deposits and borrowings. Net




interest income 1s affected by various
factors including the inrerest rale sce-
nario, the volumes, mis and cotposi-
tion of interest earning assets and fnter
ost bearing liabiliries; and the re-pricing
characreristics of Uhese assews and liabili-
ties. The Corporations results of apera-
tions also depend on the provision for
loan losses, operating cxpenses (such as
personnel, occupancy and other costs),
ather income {mainly service charges
and fees on loans), the result of deriva-
tives activities, gains on sale of invest

nients and loans and income Gaxes.

MNet Interest Tncome

Wet inlerest income increased to $3483,2
million (or 2004 tom $292.2 million in
H03 and $260.8 million in 2002, The
ticrcase in net interest income for the
year 2004 was mainly driven by volumne
$3.2 Nillion in the
Corporation’s loan and invesumncne port-

increases  of
folios, especially residendal cscate loans,
commercial Joan pordolios and govern-

MeEnL dyEncy securilics.,

The Mollowing wble includes a detailed
analysis of net inrerest income,  Parr T
prescnts average volumes and rates on a
tax equivalent Dusis and Tard T presents

the extent 1 which changes in interest
rates and changes in volume of interss-
relared assees and Habilives have allecied
the Corporation’s nee ineerese income.
For cach category of sarning assels and
interest bearing liabilities, informarion i
provided on changes ariburable o
changes in volume {chanpes in volume
multiplied by old rares), and changes in
rute (changes In rare muliplied by old
valumes), Bare-volume
{changes in rare multiplied by changes
in volume} have beem allocated 10 the
changes in volume and changes in rate

varianoes

based upop their respective percenage
of the combined (ol

Turt [ Averagy volume Tirlerest eaimne (17 c'wcpc'n.\'.c; Averaye rale (1
Year ended Decamber 31, 20404 23 202 2004 2003 2002 2001 2003
- . {Dallars in thousands) L
Harning assets:
Money ket investments & 308,962 § 455866 £ o522 % 5./50 % 4494 8 G 1,210 0.9,
Governnent abliparions (2) 2,061,280 850,514 1,230,281 153,790 48,212 86,130 04Wh 5.75%
Mutugage backed securirics 2,800,638 2.257.617 2,144,256 155,572 16778 147,779 35%%  5.17%
Corporate bonds 57,462 181,063 250,84} 2007 7792 15,493 A49%  4.30%
FHLE stock 36,699 40,447 52,556 974 1206 1,635 172%  .98%
Total invesuments (3) 5,285,041 3 7E3509 0 37334469 299,879 179,182 222,036 560  4.73%
Consumer loans 1,295,246 1,198,964 L8243 150,980 192,937 142,612 12.03% 12.70% 1
Residential real cstae loans 3,538,419 2,286,809 1,283,714} 149,441 7,777 74411 4.24%  471'%
Cisnstruction loans 380,816 314,588 123,627 19,432 11,824 11,7260 5.10% 4.71%
Crornmercial loans 2,586,103 2,540,744 208892 110,640 101,293 110,315 4.28%  4.33%
Iinance leases 185,066 o 150,852 136,831 16,651 14,670 14,659 B.9G%  9.73% 1
Taral loans (4) 7.546,550 6,291,957 4,773,363 447,697 391,501 335,725 5.03%  6.22%
“Taral eamning assets 513,231,591 F10077,4406  FR506,828  §743.576 $570.683% F375,799 5.02% 5.66%,
Interest hearing: liabilicies: .
Intercst bearing checking
accounts $ 317,633 % 25u44¢ % 5,462 % 3.68R 3426 % 5,146 116%  1.32%
Savings accounts 1,020,224 B2 NEY o095 24 10,939 11,849 14,605  1.07% 1285
Cerrificare accounts 5009180 4,158,111 5,622,918 107.4(}9‘ 97,266 113,480 2 11%  2.34%
Interest hearing deposits 6,437,001 5,340,445 4,447 704 122,036 112,541 134235 1,9% 2.0 1%
Orher borrowed finds 4,236,416 2,965,714 2,868,242 143,479 112,512 123,025 559%  3.79%
FHLE advances L.056,325 (33,692 3047 27068 1 418 16,024 2.6M  3.00%
Total intoresr bearing B
Jiabilirics $11,729742 % 8.939,851 $7,655,393 $293.183 $244471 8§ 275181 250%  2.73%
Mer inrerest income 450,393 5326212 § 302,579
Inrercst rate spread - . 302 293%
Mer inrerest margin 5A40% 3240

{1} O a rax equivalent basis. The tu equivalent yiell was compeil dividing the inrerest rate spread on exempt agsers by

(1 Paerta Rice stavgory tas e of 39%) and adding to it the cost of incerest bearing liabilides, When adjusied o a tx equivalent basis,
_Vi.c]([s an tavable and EXEITH AN L GO bative,

(2) Government obligarions includes defr igsuedd by sroverimont sponsored agencies.
13) Valuation in invesomencs available for sale is excluded rom the AVERAC i, Fepuity securities, other than FIILE stock, are not inclided

an this url;-l|y.\.‘i5..

() Non-aceruing loams are inclucal in the average halances, however, uncellecred incerest on these lians is cscludud fam chis analysis.

R
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1.65%
4.54%
. RO,
5.90%
5.02%
3.99%
3.00%
5,801
5.24%
5.30%
0.71%
7.41%
(.77%

2.3%4%
2.40%
3 13%
3.00%
4.32%,
4,730,




Parc IT 2004 compared to 2003 2003 compared to 2002
Increase (decrease) Increase (decreasc)
Due to: Due to:
Volume Rate Total Volume Rate Total
(In thousands)
Earning asscts:
Money market investments $ (1,612) % 854 & (758) $ 5212 % (L717) % 3,495
Government and agency obligations 77,828 7,050 84,878 (19,856) 12,638 (7,218)
Morrtgage-backed sccurities 29,654 8,940 38,594 6,839 (37,840) (31,001)
Corporate bonds (4,534) (1,251) (3,785) (4,015) (3,686) (7,701)
FHLB stock 382 (614) (232) 314 __ (743) (429)
Total investments 101,718 14,979  _ 116,697 (11,506) (31,348)  (42,854)
Consumer loans 6,975 (8,932) (1,957) 19,860 (9,535) 10,325
Residential real estate loans 56,021 (13,814) 42,207 52,710 (19,345) 33,365
Construction loans 3,307 1,301 4,608 4528 (1,430) 3,098
Commercial loans 10,558 (1,211) 9,347 12,511 (21,533) (9,022)
Finance leases 3283  __(1,292) 1,991 1,429 (1,416) 13
‘Total loans 80,144 (23,948) __ 36,196 91,038 (53,259) 37,779
Total interest income 181,862 (8,969) _ 172,893 79532 (84,607) _ (5,075)
Interest bearing liabilidies:
Deposits 21,949 (12,454) 9,495 22,778 (43,472) (20,694)
Other borrowed funds 45,622 (14,653) 30,967 3,956 (15,369) (11,413)
FHIB advances 12,011 (3,761) 8,250 11,452 (8,058) 3,394
Total intcrest cxpense 79582 (30,870) 48,712 38,186 (66,899) _ (28,713)
Change in net interest income $ 102,280 § 21,901 $124,181 _$ 41346 $ (17,708) $ 23.638

Total intercst income includes rax equiv-
alent adjustments based on the Pucrto
Rico statutory income tax rate of $67.2
million, $34.0 million and $35.7 mil-
lion for 2004, 2003, and 2002, respec-
tively. The adjustments have been made
primarily on debt sccurities (mainly
United States and Puerto Rico govern-
ment obligations), mortgage backed
securities and on loans guaranteed by
United States Virgin Islands and Puerto
Rico government agencies which arc
generally exempt for income tax purpos-
¢s, also on interest earning asscts held by
the international banking entities of the
Corporation. Sec related information in
the Income Tax Expense section of this
Management Discussion and Analysis.
The computation considers the interest
expense disallowance required by Puerto
Rico tax law.

On a tax equivalent basis, net interest
income increased to $450.4 million for
2004 from $326.2 million for 2003, and
$302.6 million for 2002, The interest
ratc spread and net interest margin
amounted to 3.12% and 3.40%, respec-
tively, for 2004, as compared to 2.93%
and 3.24%, respectively, for 2003 and
to 3.20% and 3.56%, respectively,
for 2002.

2004 compared to 2003

On a tax equivalent basis, interest
income increased by $172.9 million for
2004 as compared 0 2003. The tax
equivalent yield on interest earning
assets was 5.62% for 2004 as compared
o 5.66% for 2003. While the rax
equivalent yicld on the investments
portfolio increased to 5.60% as com-
pared to 4.73% for 2003, due to the re-
investment of proceeds from prepay-
ments on MmOoregage backed sccurities
and to new investments in higher yicld-
ing long-term securities; the tax equiva-
lent yield on the loan portfolio
decreased to 5.63% for 2004 as com-
pared to 6.22% for 2003, due to the re-
pricing of variablc rate loans and to the
purchase and origination of loans at
lower rates.

Significant volume increases in the
Corporation’s loan portfolio parcially
offset by negative variances duc to rate,
mainly in the residential estate and con-
sumer portfolios, contributed signifi-
cantly to interest income for 2004, As
shown in Part 1, the Corporation experi-
enced continuous growth of its loan
portfolios. Average loans incrcased by
$1.7 billion compared to 2003.
Residential real estate loans and com-
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mercial loans, accounted for the largest
growth in the portfolio, with average
volumes rising $1.3 billion and $245.4
million, respectively. For the loan port-
folio, the growth in average volume driv-
¢n by the origination and purchase of
loans represented a positive increase of
$80.1
loans due to volume.
$23.9
income on loans due to ratc, mentioned
carlier, is mainly actributed to the float-
ing rate characteristics of a substantial
portion of the Corporations portfolio
and to the purchase and origination of
new loans at lower rates. At December
31, 2004, 88% of the commercial, 71%
of the residencial mortgage and 100% of

the construction loan portfolios have

million in intcrest income on
The negative
interest

million decrease in

floating rates,

Significant volume increases in the
Corporation’s investment portfolio and
positive ratc variances, mainly in the
mortgage-backed securities and govern-
ment obligations portfolio, contribured
significantly to interest income for
2004. Average investment securitics
increased by $1.5 billion. During the
firse quarter of 2004, the Corporation
maintained a portion of its investments
portfolio, mostly the proceeds of prepay-
ments on mortgage backed securities, in




short rerm instruments, awailing an
Dppnl'luniry v reenter che long_‘;::r—trerm
invesunent market, Wich che increase in

long-term rates during the latter parc of

the first  quarter of 2004, the
Corporaion reentered che long-term
imvesument tnarker by purchasing $1.6
billion in higher yielding 15 o 25 year
callable agency securities, of which
%306.8 million were called during the
fourth quarrer of 2004, Must of the
purchases wers made during the second

quarcer of 2004, Since the purchases of

these higher yielding securicics, interes
income increased significantly, Lhese
purchascs accouned for the most par. of
positive variances in o interdst llcome
from invesmicnts due 1o volume and
dl]ﬁ 14y mire, ’,I ‘h.(_" ngWLh l.ll l‘IN.'T .'lvtfrﬂgr:.
balance of investmenrs represented o
posilive lncrease in inrerest HLEGME on
investments due 1o volume of 1018
million, Tl pesitive varignce in lncer-
ext incomc o Livestiients due to rate,
mainly duc w higher yielding govern-
ment agency sccurities, amounced
%149 million.

O the liabilicies side the Corporation
benelited from rhe re-pricing of short-
term liabilivies and by the origination ol
new shore weem {ie. ceposits and repur-
chase apreements) and long-term (Le.
long-term  repurchase ayreements and
ather advances) liabilities at lower rages,
Trrerese cxpense incrensed by $ 48.7 mil-
Kon for 2004 as C(lrlll‘!:ll‘ﬂ_r o 2003,
mainly due to volwme increases in inrer-
cit bearing liabilidies w support the
Corporations investment and loan port-
folios growth, The increase in che aver.
age volume of Interest bearing liabilitics,
w lund the investmens and loun pore-
Lolicn growth, resulted in an increase in
incerest expense due to velume of $79.6
million. The increase in inlerest expense
duc 1oy volume varianee was pardially off-
sct by decreases in rate given che ve-pric-
ing and origination of interest bearing
liabilicies ac lower rawes, as explained
above, which resulted in a decrease in
interest expense due o race ol $30.9
million. The cost of incerest bearing la-
bilitics decreased from 2,73% for 2003
tr 2.50% for 2004,

In summary, positive variances wesulting
from an increasc in average earning
assets, higher yields on the lnvestment’s
porefolio and lower cost of funds were

partially oflsel by a decrease in the loan
portfolio inwerest yields. The net impact
on net interest incorne and eatnings was
positive, on a rate/volutne hasiy the
Corporations fict irterest ingone {on
tax equivalent basis) incrensed by $124.2
million, as a resull ol positive volume
anel rate variances of $102.% inillion and
219 million, Icspcc‘tively. The net
inwerest margin increased from 3.249%
for the year 2003 to 3,40% for 2004,

2003 compared o 2002

On oaorax cquivaleny basis, interest
ncoine decreased by $5.1 million for
2003 as compared to 2002, The wx
cquivalent vield on earning asscrs was
5.60% for 2003 as compared 1o 6.77%
for 2002, The deetease in interest
incorne a5 ompared w the same period
last year is mainly arvibuled 10 the
interest rate sensitiviey of 4 substantial
part of the Corporations assews which
resulted in further interest yield decrens-
ef in 2003, given the low interess rate
scenario that has persisted during e
lase few years. Slgmificant varances due
to mate were noted specifically on the
Clorporations mortgage-backed  securi-
tics and commercial loans. The variange
duc w rare on the morgape-backed
securities is avribured to accelerated pre-
payments aned subsequent replacement
wilh lower yield securides and 1le vari-
ances on commercial loans is mainly
araibuted w the re-pricing ol loans
which rates are varlable.

The variances due to rate were partially
offsct by significanr volume increases in
the Corporatiots lending operations.
As shown in Part T, the Corporation
expericnced continuous growth of i
loun portfolios. Average doans increased
by §L1.5 billion compared to 2002,
Resiclential real estate loans and com-
mercial loans agcounced for e Largest
prowth in the purtfnlio, witl average
volumes rising $1.0 billion and $250.0
million, respectively. For the loan port
folio, the prowdh in average volume rep-
resented o positive increase of $91 mil-
lion in interest income due 10 volume,
The negative $33.3 million decrease in

inlerest income due o rate, mentionesd
carlice, is 1nainly arrributed o the Hoat-

s of a substandal
portion of the Corporation’s portfolio

ing race chatacten
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and 1o the origination of new loans it a

lower rale environment, At December
31, 2003, 75% of the commereial, G0%
of the residenal mortgage and 0%
of the construction portfoling have
r]cmﬁng T res.

Average investnent sequritics increased
by %52 million.  Thuring 2003, the
Corporation  restructured s invest-
ments partfolio. Prepayments on mort-
gagred backed sceuritics and repuyments
on wallable securitics accelerated when
compated 1o recent historical cxperi-
ence, also substannial profits were real-
ized on Lhe sale of investment sceuridles
cacly in 2003. A substantial amount
from the proceeds of uccelerated prepay:
ments on mortgage-backed  securitics,
prepayments on callable securities and
proceeds from sales of sccurities were
muaintained in money marer insiru-
ments Tor a substantial part of 2003,
which cxplaing the tnorense in the aver
age volume of the money marker insora-
ments and the decrease in the averape
volume of wther compeonents, such as
government  ablijmions, when com.
pated to 2002, The majority of the pro-
ceeds mentioned above were reinvested
in the third quarter of 2003 and at ihe
same lime the Corporation prew s
investments portfolo by purchasing §2
hillion of 15-year FNMA mortgage-
backed sceurities.  For such reasons,
lnterest income trom investments wis
affecred during a period, which exend-
¢d from che (st quarrer o the thied
(uarter of 2003, when most of the above
mentioned purchases were made. The
Corperations Bank subsidiary interest
income incrcased after the reinvestiment
of the prepayments and sales proceods
during the third quarter of 2003, The
tax equivalent averape viekl on invest-
ment seouritics was 4.73% in 2003 and
5.95% m 2002,
average yield on nvesunents, as com-
pared wr 20012, is primarily a result of a
172 basis poine decrease in che yleld
earned on morgage-backed  socuritics
given the acceleration of prepayments
on these securides, which in rurn accel-
eratedd the amortization of preminms
paid upon the acquisidon of sucl invest-
menls.

The decreqse in the

O the liabilivies sule the Corporation
benchited from a low interest rate chvie
ronment, as the cost of funds decrensed



when short term liabilities re-priced and
new short-term (i.c. deposits and repur-
chase agreements) and long-term (i.e.
long-term  repurchase agreements and
other advances) liabilities were originat-
cd at lower rates. Interest expense
decreased by $28.7 million for 2003 as
compared to 2002, "This was the result
of the decrease in the average rates of
interest bearing liabilites, which gener-
ated a positive rate vatiance of $66.9
million, which was partially offset by
increases in the average volume of liabil-
ities to support the Corporation’s
growth.

In summary, on a rate/volume basis the
Corporation’s net interest income {(on
tax equivalent basis) increased by $23.6
million, as a result of a positive volume
variance of $41.3 million, net of a nega-
tive rate variance of $ 17.7 million. The
net interest margin  declined from

3.56% for the year 2002 to 3.24% for

2003. The Corporation’s lending opera-
tions have continued to grow, especially
commercial and residential mortgages,
and these volume increases have exceed-
ed interest spreads contractions resulting
in an increasc of tax equivalent net inter-
est Income as comparcd to 2002,

Provision for Loan Losses

During 2004, the Corporation provided
$52.8 million for loan losses, as com-
pared to $55.9 million in 2003 and
$62.5 million in 2002. The decrease in
the provision is mainly attributed to
lower charge offs as a result of diversifi-
cation into secured lending, such as res-
idential mortgage loans and commercial
loans with real estate collateral. Net
charge offs amounted to $38.1 million
for 2004, $41.4 million for 2003, and
$41.5 million for 2002. 'L'he ratio of net
charge offs to average loans outstanding

for 2004 has improved to 0.48% as
cotnpared to 0.66% and 0.87% for 2003
and 2002, respectively.

ment, when compared to recent histori-

The improve-

cal data, is attributed to improvements
in the Corporation’s underwriting stan-
dards, credit administration policies and
an effective risk management infrastruc-
ture as well as the diversification into
secuted lending.

The allowance activity for 2004, and

previous four years was as follows:

Year ended December 31, 2004 2003 2002 2001 2000
{Dollars in thousands)
Allowance for loan lossces, beginning of year $ 126,378 $111,911 $ 91,060 $ 76,919 $ 71,784
Provision for loan losses 52,799 55,916 (62,302 61,030 45,719
Loans charged off:
Residential real estate (254) (475) (555) (192)
Commercial and Construction (6,190) (6,488) (4,643) (9,523) (3,463)
Finance leases (2,894) (2,424) (2,532) (2,316) (2,145)
Consumer (34,704) (38,745) (41,261) (42,349) (46,223)
Recaoveries 5,901 _ . 6,683 7,540 7,391 9807
Net charge offs (38,141) (41,449) (41,451) (46,989) (42,024)
Other adjustments - 100 1,440
Allowance for loan losses, end of year $ 141,036 $ 126,378 $111911 $ 91,060 $ 76,919
Allowance for loan losses to year end total loans 1.49% 1.80% 1.99% 2.12% 2.20%
Net charge offs to average loans
outstanding during the period 0.48% 0.66% 0.87% 1.22% 1.36%

The Corporation maintains the  ing: historical loan loss experience, pro-  growth of the commercial loan portfolio

allowance for loan losses at a level that
Management considers adequate to
absorb probable losscs inherent in the
loan portfolio. The adequacy of the
allowance for loan losses is reviewed on
a quarterly basis as part of the continu-
ing evaluation of the quality of the
assets. This evaluation is based upon a
number of factors, including the follow-

jected loan losses, loan portfolio compo-
sition, current economic conditions,
changes in underwriting process, fair
value of the underlying collateral, finan-
cial condition of the barrowers, and, as
such, includes amounts based on judg-
ments madc by
Management. The increase in che
allowance is mostly attributable to the

and  estimares
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in the year 2004, together with the sea-
soning of this same portfolio.

The allowance for loan losses on com-
mercial and real estate loans over $1 mil-
lion is determined based on the present
value of expected future cash flows or
the fair value of the collateral, if the loan
is collateral dependent.




Onther Incote

The following cable presents tie compr-
sition of other income,

Year ended December 31, 2004 2003 2002
e {In thousands)
Crher foes an Joans $19008 520,617 Fo2iA41
Service charges on depuosit accounts 10,938 9,527 9,200
Murrgage banking activities 3921 ant4 3,540
Renral incoine 3n7l 2,224 2,285
Ohher cammundssions and fees 1.515 1,526 1,081
Tnsuranes ihcaine 6,439 4,258 2,269
Drividemds ot cyuity securities %] 703 705
Orther operatloy liome _ 11,583 10,481 14,052
Onher buewme belure net gain on sale of investmcntg, gain o sale

ol credit card portfolios and derivatives gain (loss) 37,120 52,350 50,553
MNet ping on sule of investments 12,150 ADGLT 48,873
Linpairment on investmenrs _trogw (5.761] {36,872)
Caain on sale of investments, net 9,457 34,836 12,001
Laain on sale of credir card protufulios 5,533 30,885
Derivatives {loss) gain _.otl,243) _ 619 4.01:2)

‘lovtal ¥ 70,833 $118.710 35 4‘&

Orher income primarily consisis of fees
on loans, scrvice charges on deposit
accounts, commissions derived [rarm
various banking accivities, scearities ad
imsurance activitics, net pain on sale of
investmenes, and derivatives guins or
losses. Oyther incame. excluding the ned
s on sales of investmenes, gain on
sale of credic card louns lmrrﬁslm, and
derivatives gain (Jos), increased $4,8
million for 2004 as compared 10 2003,
The increase is mainly auributed ro
increases in income from murggige
banking activitics, commission income
it the Corporation’s insurance busi-
flEssEy :iru] Htﬁr\ﬁc;(‘. (_'.I'I,ﬂ]'g['s ol dCPl‘JSiL
aceoudits, partlally offser by decreases in
other fees on loans.

The gain on the sale of crediv cand louns
resules from portfolios sold parsuant o
the helore mentioned straccgic alliance
with  MBNA

agrestnent.  reached

Corporation in 2003

Orther fees on loans consist mainly of
late. charges on loans and penalites on
cangellation of loans.  The
decrease, when comparing 2004 wich
the year 2003, is due to fees previously
carncd on the crediv card porifolios sold
0 MBNA Corporation during the las
guarter of 2003 and the firse wo quar-
Lers ol 2004,

early

Service charpes on deposit accaunis
include monthly lees on
accoynts and fees on reourned and paid
chegk services, 'This sowee of income
has invreased significantly duc w a larg-
er volume of accouncs and wansaciions
during 2004,

deposic

Morrgage banking activities income
includes pains an sale of residentigl
mortgage loans and the fees earned for
administering residendal moryrage Joans
ariginated by the Corporaton and suls-
sequently sold with servicing reined.
Ciaing on sule of loans amounted
w %36 milliem in 2004 (2003 -52.9
million, 2002-53.4 million).

T'he Corporations subsidiary, Firse
Teasing and Reatal Corporation, gener-
ates income on the rental of various
Lypes of motor vehicles. Henral income
amcunted 10 $3.1 million for 2004 as
comparcd o $2.2 million for 2003 and
2002, respectively.
opcncd wo new locations late in 2003
and increased s vehicle invenlory to
meet market demand, which has cesuli-
cd i inereased revenoes from vehicle
rentals.

This subsidiary

Tnsprance income consists of cominis-
sions enrned by the Corporation’s sub-
sidiary FirstBunk Insurance Agency,
Inc., and the Bank’s subsidiary in che
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LISV, Birst losurance Agency, Ine.
These subsidiaries offer a wide vaciewy of
imsurance related products and  have
incressed husiness through cross sclling
strategies, marketing cfforrs and e
strategic locations of sale offices.

Ornher commissions and Tees income s
the resulr of an apreement with a major
investment banbing fim o participuie
in bond issues by che Government
Mevelopment Bapk for Pucres Rics, and
an agreernent with an jncernacional bro-
kerage firm doing business in Pucrmo
Ricu (o offer hrokerage services in selecr
ed branches.

‘The other operating income cateyory s
composed of miscellancous fees such as
chek fees and mental of safe deposi
boses.  Chher operating income also
includes Jees wenerared on the portfolia

of commercial loans.

Lhe ner gain on the sale of investment
securities refleers pains or lowses as o
result of sales that are consistent with the
Corporation’s investment policies and
stratepy as well as other-than-temporary
impalrment
SECUTItICS,

charges  on porrfolio

The derivatives loss is composed of valu-
ations 1o fair value and net interest sct-
Lernenws ol derivatives not qualifying for




hedge accounting and of realized losses
on the early termination of derivatives
Refer to Note 29 to the
financial statements for furcher discus-

instruments.

sion of derivatives activities,

Other Operating Expen-s;es:

Othcr Opt‘rating CXPC“SCS an‘lountﬂd to
$180.4 million for 2004 as compared to
$163.9 million for 2003 and $132.8
million for 2002, The following table
p[CSCﬂtS (he COn'\pOr\Cﬂ\S 0(‘ Othet OPCI'
ating expenses.

Year ended December 31,

2004 2003 2002

L _ (Dollars in thousands)

Salaries and bencfits $ 83,528 $ 75213 $ 59,432
Occupancy and equipment 39,368 36,394 29,015
Depasit insurance premium 979 806 746
Orher taxes, insurance and supervisory fees 11,615 10,329 8,915
Professional , servicing and processing fees 6,773 9,402 7,685
Business promotion 16,349 12,415 9,304
Communications 7,274 6,939 5,854
Expensc of daily rental vehicles 1,943 1,642 1,588
Other 12,607 10,834 10,217
Total $ 180,436 $ 163,994 $ 132,756

Management’s goal is to limit expendi-  port new products and scrvices, especial- — Corporation.  The TBE divisions and

tures to those that directly contribute to
increase the cfficiency, service quality
and profitabilicy of the Corporation.
‘This control over other operating
expenses has been an important factor
contriburing to the increase in earnings
in recent years. The Corporation’s effi-
ciency ratio, which is the ratio of other
operating expenses to the sum of net
interest income and other income,
remained in line with prior years ac
39.74% for 2004 as compared rto
39.91% and 40.81% for 2003 and
2002, respectively. The Corporation has
maintained a better than avcrage effi-
clency ratio when compared to other
financial institutions in the banking
business, while it has provided the larest
in delivery channels for its commercial
and consumer financial products and
services.

The increase in operating expenses for
2004 is in part ateributable to increases
in personnel and occupancy costs to
support the growth of the Corporation
and to significant cxpenditures in adver-
tising and business promotions to sup-

ly FirstMortgage, the Bank’s subsidiary
which started operations late in the year
2003.
servicing and processing fees as com-
parcd to 2003 is mainly due to process-
ing costs previously incurred on the
portfolio of credit cards sold late in 2003
and early in 2004 10 MBNA.

The decrease in professional,

Income Tax Fxpense

‘I'he provision for income tax amounted
to $41.9 million (or 19% of pre-tax
eatnings) for 2004 as compared to $38.7
million (or 20% of pre-tax earnings) in
2003, and $22.3 million (or 17% of pre-
tax carnings) in 2002. The Corporation
has maintained an cffective tax rate
lower than the maximum statutory rate
of 39% mainly by investing in govern-
ment obligations and mortgage-backed
securities exempt from U. S. and Puerto
Rico income tax combined with gains
on sale of investments held by the inter-
national banking divisions (TRE's) of the
Corporation and the Bank and by the
Bank’s subsidiary FirstBank Overseas
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FirstBank Overseas Corporation werc
created under the International Banking
Entiry Act of Puerto Rico, which pro-
vides for total Puerto Rico tax exemp-
tion on net income derived by the IBE’s
operating in Puerto Rico. On January 8,
2004, the IBE Act was amended to
impose income tax at normal rates on
TBE’s that operate as units of a bank, o
the extent that the IBE's net income
exceeds 40% of the bank’s total net tax-
able income (including net income gen-
crated by the IBE unir) for a taxable year
commencing between July 1, 2003 and
July 1, 2004, 30% of such total net tax-
ablc income for a taxable year commenc-
ing between July 1, 2004 and July 1,
2005, and 20% of such total net taxable
income for taxable years commencing
thereafter, These amendments apply
only to IBE’s that operate as units of a
bank. Management estimates chat the
financial impact of the amendments is
not likely to be material. For additonal
information relating to income taxes, see
Note 25 of the Corporation’s financial
statements.




Financial Candition

The (ollowing table presents an average
balance sheet of the Corpocation lor 1he
following years:

Diecember 31,

Assctx

Inrerest carning assers:

Money markar investmgnig
Gavernment and ageney obligations
Marrgage-backed scourives
Corporate bonds

FHLE stock

Total investruents

Commercial loans

Consuraer loans

Residential real vstate loans
Coustruction loans

Finuncy leases

Total loans

Total incerest sarning assets

Equity securities

Toval mem-earning assets {1)

Toral agsets

Liahilitics and stockholders’ equiry
Interest hearing linhiliries:

Interest hearing checking accaunrs
Savings accouncs

Certificare accounrs

Intarest hearing deposis

COreher bormowed funds

FHILE advauces

Total interest bearing liabilitles
Total nou-interest bearing lalnlicies
Total liabilities

Stockhelders’ equicy:

Dreferred stock

Cotninei sickholders equity
Total susclholders” equity

Total Liabilicies and stockholders’ equity

2004

$ 30EY62
2,061,280
2,800,638
37,402
56,699
5,285,041
2.580,105%
1,255,740
3,558,410
EETVEATH
185,966

7,946,550

13,251,591
A4,082
436,760

$ 13612033

$ 317,633
1,020,229
2,059,139
6,437,001
4,236,410

1,056,575

11,729,742
758,045

12,467,787

394,100
34,1464
1,144,246

F 15,612,053

(F} Includes che allowance tor loan losses and the valiadion an investmeins suearities available Gor syle,

]
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2003
{Dollars in thousands)

2002

% 455,864
R30.516G
2257617
81,003

Ay A4 ¢
5,749,509
2540,744
1,198,904
2REOB09
314,588
150,837
6,291,957
10,077 416
34,029
318,787

5 10,430,262

§ 60,522
1,236,281
2,144,236
250 840

41,580
733,165
2050492
1,048,283
1,283,710
225,627
136,851
4,775,463
8,506,428
52,703
188,601

5 R7420

£ 250447 $ 0 215,462
922 887 (09,324
4058111 3,622,918
75,340 443 4,447,704
2,9605,7| 4 2868212
(55,092 540,477
8,‘)3"},351 7'6=_;:)1;()5
397,651 368,315
0,537,502 8,023,708
408,809 352,171
183,951 372,343

— TEaL7e0 724,514

¥ 10,430,262

8,744,222




Earning Asscts Composition

The composition and estimated tax
equivalent weighted average interest and
dividend yields of the Corporation’s
carning assets at December 31, 2004
were as follows:

Tax Equivalent

Amount Weighted
_ (In thousands) Average Rate
Moncy market investments $ 702,164 2.25%
Federal Funds 118,000 2.26%
Government and agency obligations 2,058,086 6.70%
Mortgage-backed sceurities 2,760,090 5.43%
FHIB of N.Y. stock 79,900 2.36%
Corporate bonds 44,288 6.45%
Equity securities 58,735 1.39%
Total investments 5,821,263 5.36%
Consumer loans 1“,-371,669 11.80%
Residential real estate loans 4,684,575 4.48%
Construction loans 401,373 5.72%
Commercial and commercial real estare loans 2,805,737 4.94%
Finance leases 214,663 8.56%
Tortal loans (1) 9,478,017 5.82%
Total earning asscts $§ 15,299,280 5.61%
(1) Excludes the reserve for loan losscs.
Assets Loans Receivable
The Corporation’s total assets  at The following table presents the compo-
December 31, 2004 amounted to $15.6 sition of the loan portfolio including
billion, $2.9 billion over the $12.7 bil- loans held for sale at year-end for cach of
lion at December 31, 2003; the increase the last five years.
is mainly attributed to significant
increases in the Corporation’s loan port-
folios and to the leveraged growth of the
Corporation’s investment’s portfolio.
% of % ol % of 9% of % al
December 31, 2004 Toral 2003 Total 2002 Total 2001 Total 2000 Total
o (Dollars in thousands)
Residential real
estate loans $4,684,575 49 $2,879,011 41 $1,854,068 33 $1,011,908 23§ 746,792 21
Commercial real T B N
estate loans 943,497 10 889,156 13 813,513 14 688,922 16 438,321 13
Construction loans 401,373 4 328,175 4 259,053 ) 219,396 5 203,955 6
Commercial loans  __ 1,862,240 20 1,615,304 23 1,418,792 25 1,238,173 29 947,709 27
Total commercial 3,207,110 34 2,832,635 40 2,491,358 44 2,146,491 50 1,589,985 46
Finance leascs 214,663 2 161,283 2 143,412 3 127,935 3 122,883 3
Consumer Joans _ 1,371,669 15 1,171,589 17 1,149,012 20 1,022,445 24 1,038,538 30
Toral $9,478017 100 $7,044,518 100  §5637,850 100  $4,308,779 100 $3,498,198 100
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[ending Activitics

Total loans receivable increased by $2.4
billion in 2004 when compared with
2003, The Corporation maintains a bal-
anced and diversified loan portiolio. As
shown on the wable above, the loan pore-
folio is compuiscd of residentizl real
extate (499%), commercial {34%), and
consnmer and finance leases (17%). For
2004, the Curpnrurit_\n achioved signi.ﬁ-
cant increases ol $1.8 hillion in residen-
tial real estare loans and of $374,5 mil-
lian in the wowal commercial loan portfo-
lin. A significant portion of the increase
in residential maortgage loans is relaed
o bulk purchascs from  morygge
bankers doing business in Paerio Rice.
Finaice deases, which are mostdy con.
poscd of loans o individuals to finance
the acquisitien ul an au, increased by
$53.4 million, and consamer laans
mereased] by $200.1 million in 2004.

Residential Real Bstage Loans

‘T'he pace of new Iousing construction
and the renovation of existing housing
are continuing to drive the residential
mortgage loans originations in Puerto
Rico, the Corporation’s primary marker.

BirsuMortgzage, the Corporation’s morr
gage banking vpersion, successfully
completed ics first full year ol opern-
tiems, LThe Corporation has committed
substancial resources 1o this operarion
with the poal of becoming a leading
instiurion in the highly competlitive res-
idential mortgage loans market. The
Cotporations stralegy s fo pehoman
markers by providing customers with, a
variety of high quality morrgage prod-
uets to serve their linancial needs faster,
simpler and ac competitive prices.

FitstBank purchases non-conforming
residential morigage loans from local
mortgage bankers. The conrractual rate
pavable to the Bank on these mortgage
laan purchagses is generally a floating rare
based on o spread aver che 280-day
London  Twerbank  Offered  Race
(“LIBOR™) limited o cthe weighred:
average coupon rale ol the mortgage
loans purchased, less 1 contracrual serv-
icing fee, Lhe weighted-average coupon
rate varics on a purchase w porchase
basis and subject to the wrms ol 4 com-

mitment agreement. The servicing of
hese mortgage loans is rerained by the
selling maregage banking instiiwion
atl che arrangemencs provide lor he
timely payment of principal and intoresc
of the mortgaae loans. These residential
mortgage loan purclises are subject to
timited recourse atrangements rhar gen-
erally abligare the scller o repurchuse
the loans if Toans are 120 days or more
prast due or acherwise in defaude, In addi-
tion, the Bank abtaing customary repee.
scntations and warranties regarding che
characietistics o the loans purchased.
To the extenc the sellers breach any of
these warrantics, the Bank is generally
entitled o obligace the seller o repur-
chase the loan subject 1o the Dreach.
The Bank's interest race risle manape-
ment strateyy contemplates the possibil-
ity of net ittefest margin compressions
fram the floaling rates on morrgage
loans reaching the weighed-average
conpon. The interest rate rish oanage-
ment  strategies  include  derivatives
inscruments and siructured transactions.
Refer (o Quantitative and Qualiraive
Disclosures about Market Riske section
of this Managements Liscussion and
Analysis [or further discussion on incer-
est rate risk managenent sirategics fol-
lowed by the Corporation. The one-
standing balance of mortgage loans pur-
chased o Tocal morrgape  bankers
approximated $3.3 hillion ar December
31, 2004,

Commercial Loans

In recent years, che Corporation has
emphasized commoercial lending aciivi-
Lies atd continues o penetrate this mar-
ket, including commeriial mortgages
and constructiong loans, A substantial
portion of this portfolio i collareralized
hy real estare collateral. Although com-
mercial loans involve a greater credit risk
hecoyse they are farger in size and more
risk i coneentrated in a single borrower,
the Corporation has and concnues o
develop an ellective credir rigk manage-
ment  infrastroeiure  chae mitigares
porential losses associawed with commer-
cial lending, including suonp onder-
witting andl loan review functions, sales
of loan partivipations, and continuous
monitoring of congentratons within
porcfolios.
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I'he Corporation has inidated 4 straregy
gimed o cater customer needs i the

commercial loans middle markel ses-
ment. This commercial lending sep-
ment is managed by well trained and
highly competitive oflicials wich vast
cxpericnee in coinmercial lending and
the scraregy should result in added prot-
its to the Corporation.

Consumer Loans

Consumer lending growrh has been
mainly driven by auw loan and finance
lease originatons.  Managemen linds
this marker atwractive; the growth of
these porcfolios has been  achisved
thiraugh o strategy of providing out-
standing servics to selected auro dealers
who pr(:wjdc the channel for the bulk of
the Corporations auwe luan originations,

The above mentioned straceay is direct-
ly linked w0 our commercial lending
acdvities ax the Corporution maintaing
stong and stable auo floor plan reli-
Lionships, which is the foundarion of 4
successful wuter loun generation opera-
tion. The Cotporation will continue
strengthen the commerianl relations
with floor plan dealers, which directly
benefic the Corporadon’s consumer
lereling aperation,

Personal Toany, and 1o a Jesser exrone
marine (inanuing and a small credic card
porfolio also contribute o inlerest
ll'].i:D]_'n_C ggn&l‘.il.td {1 COMIINIeT Il:.'“.dillg‘
Management plaus Loy comtine aoehive in
the consumer loan market applying the
Comporarion’s strict underwriting stan-

dards.

Investmenr Activitics

The Corporation’s investtnent porrfolio
at December 31, 2004 amounted 10
%3.8 billion, an increase of $455.1 mil-
lion when compared with the invest
menc porttelie of $3.4 hillion at
December 31, 2003,
cquarter of 2004, the Corporation inain-
tained o portion of its invesuments pore-
folin, mostly the proceeds of prepay-
ments en maortzage backed securicies, in
shory term  instrumonts; awalting an
opportunity Lo reenter the longer-teom
investment mackel. With the increase in

During rhe first



long term rates during the latter parc of
the first quarter of 2004, the
Corporation reentered the long term
investment markct by purchasing $1.6
billion in higher yielding 15 to 25 year
callable government agency securities, of
which $306.8 million were called during
the fourth quarter of 2004. Most of the
purchases were made during the sccond
quarter of 2004. 'Lhe income gencrated
by the Corporation on these securities is
exempt from income taxcs. Although at
the time of purchase Management pro-
jected interest rates to be higher in the
coming years, Management concluded
that yields on securitics putchased were
artractive on a tax equivalent basis based
on different scenarios.
Purchases of these higher yiclding secu-
rities resulted in Increases in intcrest

projected

income from the investment’s portfolio.

Total investment securities called during
2004 amounted to $963.2 million, these
were mainly agency sccurities. A portion
of the proceeds from calls experienced
during 2004 and calls expericnced sub-
sequent to December 31, 2004, which
approximate $416 million, were re-
invested in February 2005 in 17 year
5.75% coupon FNMA callable bonds
amounting to approximately $700 mil-
lion. Management continucs to believe
that intcrest rates might be higher in the
future, but concluded that the tax equiv-

alent yield of the securities purchased is
attractive.

The Corporation realized gross gains of

$12.2 million (2003-$43.8 million),
and gross losses including other-than-
temporary impairments of $2.7 million
on equity securities (2003 - $8.9
million).

Net interest income of future periods
may be affected by the acceleration in
prepayments of mortgage-backed securi-
tics. An acceleration in the prepayments
of mortgage-backed securities would
lower yiclds on these securities, as the
amortization of premiums paid upon
acquisition of these securities would
accelerate. Also, nct interest income in
furure periods might be affected given
substantial investments in callable secu-
rities. The baok value of these securities,
mainly agency securitics, amounted to
$1.7 billion at December 31, 2004,
Lower rcinvestment rates and time lag
between calls, prepayment and/or maru-
rity of investments and actual reinvest-
ment of proceeds into new investments,
might also affect net interest income in
future periods. These risks are directdy
linked to furure period’s markct interest
rate fluctuations. Refer to Quanticative
and Qualitative Disclosures about
Market  Risk  section of  this
Managements Discussion and Analysis

for simulations carried to measure the
effects of changing interest rates on the
Corporation’s ner interest income and
for interest rate risk management strate-
gies followed by the Corporation.

Non-performing Assets

Total non-performing assets are the sum
of non-accruing loans and investments,
other real estate owned and other repos-
sessed propertics. Non-accruing loans
and investments arc loans and invest-
ments as to which interest is no longer
being recognized. When loans and
investments fall into non-accruing sta-
tus, all previously acerued and uncollect-
cd interest is charged against interest
income,

At December 31, 2004, total non-pes-
forming assets amounted to approxi-
mately $108.6 million (0.70% of tortal
assets) as compared to $100.8 million
(0.80% of total assers) ar December 31,
2003 and $104.7 million (1.09% of
total asscts) at December 31, 2002, The
Corporation’s allowance for loan losses
to non-performing loans was 153.86%
at December 31, 2004 as compared [0
147.77% and 121,95% at December
31, 2003 and 2002, respectively.

The following table presents non-per-
forming assets at the dates indicated.

Dccember 31, 2004 2003 2()02 2001 2000
(Dollars in thousands)
Non-accruing loans:
Residencial real estare $ 31,577 $ 26,327 $ 23,018 $ 18,540 § 15977
Commercial, commercial real estate and construction 32,454 38,304 47,705 29,378 31,913
Finance leases 2,212 3,181 2,049 2,469 2,032
Consumer 25,422 17,713 18,993 22,611 17,794
91,665 85,525 91,763 72,998 67,716
Other real estate owned 9,649 4,617 2,938 1,456 2,981
Other repossessed property 7,291 6,879 6,222 4,596 3,374
Investment securities 3,750 3,750
Total non-performing assces $ 108,605 $ 100,771 $ 104,675 § 79050 § 74,071
Past due loans $ 18359 §723,493 $§ 24,435 § 27,497 § 16,358
Non-performing assets to total assets 0.70% 0.80% 1.09% 0.96% 1.25%
Non-performing loans to total loans 0.97% 1.21% 1.63% 1.69% 1.94%
Allowance for loan losses $ 141,036 $ 126,378 $ 111,911 $ 91,060 $ 76,919
Allowance to total non-performing loans 153.86% 147.77% 121.95% 124.74% 113.59%
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Non-accraing Loans

At December 31, 2004, loans i which
the accrual of Incerest income had been
disconrinued amounted to $21.7 mil-
lion (2003 - $85.5 million: 2002 - $91.8
million). 11 these loans had been acera-
ing interest, the additional interest
ingome tealized would have been %359
million (2003 - 36,06 million; 2002 -
$3.8 million}.  The non performing
loans ament has stabilized relative w
subsiantial increases in the Corporation’s
loan .[Jurrf'nlin.t.', as a resule of che
Corporadon’s  prudent underwriting
policy and credin risk managemnent infra-
stryctute, Lhere are no material com-
mitments o lend additonal funds w
Busrwers whose loans were in non
accruing stalns at these dates,

Residential Real Estate Toans - The
Clorperation classilies real esrate loans in
non-accruitg: status when interest and
principal have not been received inoa
period of 90 davs or more
though these loans arc In nomn-accruing

Fven

statuy, Management considers, based on
the value ol the nnderlying collateral,
the foan 1o valoe mnos and hisrorical
crpericnce, that no material losses will
be incurred in this portfolio.  Non-
accruing real estate louns wmounced to
%3 1.6 million (0.67% of total residential
real estare loans) ac December 31, 20004,

as compared to 520,53 million (0.92% ol

wotal resicleneial real cscate loans) and
2230 million {1.25% of rotal residencial
real esiate boans) w. December 31, 2003
and 2002, respectively. The incresse as
compared 0 2004 is muinly airibyred
tor the general graweh of this pordolic.
Ar December 31, 2004 there was one
non-aceruing residendal morygye boan
over %1 million, which amountcd 10
$1.4 million.

Commercial Loans - The Corporation
places commercial loans (including
ceanmercia) real estate and consuruction
loans) in non-accruing status when
erest and principal have not been
reecived in a period of 90 days or morc.
The risk exposure of this pordolio is
diversificd a5 w individual  borrowers
and induseries among other laerors, In
acdition, a larpe portion is sceured with
real estate collateral,  Non-accruing
commercial loans amounted o 532.5
million (LOL1% of wial commercial

loans) at December 31, 2004 as cotn-
pareed to $38.3 million (1.35% of woal
commercial loans) and $47.7 willion
{1.919% of twral commercial loans) a
December 31, 2003 and 2002, respec-
Al Drecember 31, 2004 chere
were 7 noteaccruing commercial loans
over 31 million, for a weal of $12.7 mil-
lionm,

tively.

Finance Leases - linance leases are clas
sified in non-acerning status when inter-
et and [)rim:ip:l] have not been received
i a periend of 90 days or more. Non-
accruing linance leases amounted to
2.2 million (1.053% of wial finance
leases) ar December 31, 2004 as com-
pared to $3.2 million (1.97% of Lol
Onance leases) and $2.0 willion (1,43%
ol wtal Nnance leases) at December 31,
2003 and 2002, respectively,

Consumer Loanys - Consumer loans arc
classificd in bun aceroing status when
interest and principal have not been
received in a poriod of 90 days ar more
in auro, hoat and home cquiry fesceve
loans, 120 days ot mare in personal
loans (including small loans} and 180
daps or more tn credit cands and person-
al lines of credic

Non-accruing consumer loans amount-
cd o $25.4 million (1.83% of the total
consuymer loan portlolio) at Decainber
31, 2004, $17.7 million (1.51% of Lthe
tetal  consumer loan  portfolio)  ar
Diceember 31, 2003% and $19.0 million
{1.65% of the wtal consumer loan port-
folio) ar Deccrnber 31, 2002, The
increase as compared w 2004 ix mainly
attribured o the general growdh ol this
portfolio,

Other Real Estate Owned (OREO)

OREO acquired in scrclement of loans is
carried at the lower of cost {canryving
value of the loan) or fair value less csu-
mated cost e sell off the real estae ac
the dawe of acquisition {estimated realiz-

able value).

Other Repossessed Property

T'he oeher tepessessed property category
includes reposscased  boaws and  autos

aveuired i serelement o loans.
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Repassessed boats and auvos are record:
ed at the lower of cost or estimated fair
value.

Investmient Securitics

This category presents investnicnc sccu-
rities reclassified 10 non-aceruing status,
at cheir CArrying ameynr.

Past Dye |ouns

Pase due loans are accruing commercial
and consurner loans, which arc conrtrac
tally delinguent 90 days or mere, Past
due commerelal loans are current as to
interest but delinquent o he payment
of principal.  Past due consutner Toarns
include personal lines of credit and cred-
it card loans delinquene M days up o
179 days and persenal loans (inclcling
small loans) delinquenc 20 days up o
119 duys.

Sources of Funds

The Corporatons principal Tunding
sources are branch-based deposics, revail
Ltorkered deposits, institutional deposics,
(ederal funds purchased, sccuritics sold
undler agreements 1o J'L‘purc.hasc, noLes
payable and FHLB advances,

As of December 30, 2004, wial lalali-
fies amounted to $LA4A4 billion, an
increase of $2 8 billion as compared 1o
$11.6 billion increase as of December
31, 2003 The net increase in rotal Ha
bilicies wan mainly doe o {13 51,1 bil-
lion increase o tolal deposits, including
$641.6 million increase in retail bro-
kered ccrtificates of depuosic (23 $571.2
million increase in federal Tunds and
securities sold under agreements w
repurchase, (3) $685.0 million increase
in advances rom FHIE, {£) $170.8
million incrcase ih botes payable, and
{5) an increase of $231.5 o other hor-
rowings,

The Corporation maintaing unsecured
standby lines of credic wich other banks.
AL December 31, 2004 the
Corporadion’s wtal unused lines of cred-
it with these banls amounted 1o $225.0
At December 31, 2004, the
Corporation had an available [line of

million.




credit with the FHLB guaranteed with
excess collateral pledge to FEILB, in the
amount of $94.7 million.

Deposits

Total deposits amounted to $7.9 billion
at December 31, 2004, as compared tw
$6.8 billion and $5.5 billion art
December 31, 2003 and 2002, respec-
tively,

‘I'he following table presents the compo-
sition of total deposits.

Weighted average rates December 31,

at December 31, 2004 2004 2003 2002

L (Dollars in thousands)
Savings accounts 1.14% $ 1,077,002 $ 985,062 $ 921,103
Interest bearing checking accounts 1.22% 385,078 286,607 230,743
Certificates of deposit 2.54% 5,749,517 4,944,517 3,883,996
Interest bearing deposits 2.29% 7,211,597 6,216,186 5,035,842
Non-interest bearing deposits 691,386 548,921 447,076

Total $ 7,902,983 $ 6,765,107 $ 5,482,918
Interest bearing deposits:

Average balance outstanding § 6,437,001 $ 5,340,445 $ 4,447,704
Non-interest bearing deposits:
Average balance outstanding $ 644,780 $ 520,902 $ 257,454
Weighted average rate during the

period on intercst bearing deposits 1.90% 2.11% 3.00%

Toral deposits are composed of branch-
based deposits, brokered deposits and to
a lesser extent of institutional deposits.
Institutional deposits include among
other certificates issued to agencies of
the Government of Puerto Rico and to
Governments in cthe Virgin Islands.

Total deposits incrcased by $1.1 billion
at December 31, 2004 when compared
to December 31, 2003 mainly due to an
brokered certificates of
deposits, an increase in branch based

increase in

deposits gathered through the launching
of new products and to Increases attrib-
uted to an institutional strategy focused
on obtaining large institutional and gov-
ernmental encitics deposits.

Retail brokered certificates of deposits,
which are certificates sold through bro-
kers amount to $4.5 billion or 56% of

the Corporation’s deposits at December
31, 2004. The total U. S. marker for
this source of funding approximates
$400 billion. ‘T'he use of brokered cer-
tificates of deposits is particularly
Rico. 'The

Corporation encounters intense compe-

important  in  Puerto
tition in  attracting and retaining
deposits, as financial institutions are at a
competitive disadvantage since the
income generated on other investment
products available to investors in Puerto
Rico is taxed at lower rates than tax rates
for income generated on deposic prod-
ucts. The brokered certificates of deposit
marker is a very competitive and liquid
market in which the Corporation has
been able to obtain substantial amounts
of funding in short periods ol (ime. This
strategy has enhanced the Corporation’s
liquidity position, since the brokered
certificates are unsecured and can be
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obtained at substantially longer macuri-
ties than other regular retail deposits.
Also the Corporation has the ability to
convert the fixed rate brokered deposits
to short term adjustable rate liabilities
using interest rate Swap agreements.
Refer to Quanritative and Qualitative
Disclosures about Market Risk section
of this Management’s Discussion and
Analysis for further discussion on inter-
est ratc risk management strategies fol-
lowed by the Corporation.

At December 31, 2004, 88% of retail
brokered certificates of deposit held by
the Corporation arc callable, but only at
Corporation’s option. At December 31,
2004, the average remaining marturity of
callable and fixed term brokered certifi-
cates approximated 13.44 years (2003-
14.28 years) and 1.27 years (2003-1.12

years), respectively.




The following table presenes 7 maruriy
summary of certificates of deposit wich
balances of $I00.000 or more at
December 31, 2004:

{Dollars in thousands)

Three mantis or less 4 783,518
Ower thitee monrhs o

six monchs 93,5535
CIver six months to

e yeat 133,570
Over one year _ 4.516,223

Towal T8 5379505
Borrowings

At December 31, 2004 1ol borrowiigs
amounted ro $6.3 billion as compared

ty 4.6 hillion and $3.2  billion
al December 31, 200% and 2002,
respectively, ‘

Weighted average rates

Drecember 31

at December 51, 2004 20041 2003 2002
({Dallars in thousands)

Vederal funds purchased and securities

sold under ageeements ro repurchase 3,54% $ 4,221,323 $ 3,630,297 ¥ 2,793,540
Advanees from FHLB 2.05% 1,598,00{) 913,000 375,004
Notes payahle 2.45% 176,734
Olher barrowings 5. 12% 131525
Subordinared nowes 8,044 2822 82,818

Total 3189 3 6310624 $ 4,646,115

Welghted average tale during, the period

The Corporation uses federal funds pur-
chased, repurchase agreements, advances
from VIILB, nows payable and other
bDﬂ‘t‘JwingH, such as trust prcfcn‘c-d secn-
ritics, as addirianal funding sources.

The  leveraged  growth  of  the
Corpargtion’s invesrments porifolio is
substanially funded with repurchase
agreements,  One of the Corparation’s
most important iplerest rate risk proeec-
tion sirategics is the use of swuctured
repurchase agresments, which are pener-
ally uged to fund purchases of mortgape-
backed and povernmental agency securi-
tics.  Under these agreements the
Corporation reduces cxposure to biterest

rate risk by lengthening the maturicies of

its lighilities while keeping funding cost
low. As of Decernbier 31, 2004, the our-
standing balance of souctured repur-
chase agrecments was $2.6 billion.

3.25%

FirstBank is a member of the Federad
Home Loan Bank (FHLB) system and
obraing advances to fund s eperations
under # collarcral agreement with the
FIILE that requires the Bank to main-
min minitmum qualifying mortgages as
collateral for advanges taleen.

During 2004, the Corporadon under-
wok several financing transactions o
diversify its funding sources. FirstBank,
the Corporation’s bank  sulmtdiary,
issucd notes  payable rthar as  of
December 31, 2004 had an outstandiog
balance of $176.7 million.

In the second quarer of 2004, FRP
Stacuwery Trust L, a stantory cruse thar i
whally owuex by the Corporation and
not consolidated in the Corporation’s
financial starements, sold to insttution-
al investors $100 million of ity variable
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3,66% 4. 501,

rate trust preforred securities, The pro-
ceeds of the issuance, wgether with the
proceeds ol the purchase by Lhe
Corporation of $3.1 million of 131
Srawtory Vrust 1 variable rare common
scourities, were used W purchase $103.1
million agpregste principal amount of
the Corporation’s Junior Subordinated
Deferrable Debenrres,

Tn the third ¢Quarter of 204, I'RP
Suaturory Lruse 11, o stacucory test thar
is wholly-owned by e Corporation and
not consolidated in the Corpozation’s
financial statements, sold w inscdtucion-
al investars 3123 million of s variable
rate rogr preferred securitics. The pro-
ceeds of the issuance, rogether with the
procceds  of the purchase by the
Corpt'n‘:n‘if_m of %39 milion of FRJ*
Srarutory Trust L variable race common
securiries, were used o purchase $128.9




million aggregate principal amount of
the Corporation’s Junior Subordinated
Deferrable Debenrtures.

"The ‘lrust Preferred debentures are pre-
sented in the Corporation’s Consoli-
dated Statement of Financial Condition
as Other Borrowings, net of related
issuance costs. The variable rate trust
pteferred securities are fully and uncon-
ditionally  guaranteed by  the
Corporation. The $100 million Junior
Subordinated Deferrable Debentures
issued by the Corporation in April 2004
and the $125 million issued in
September 2004, mature on September
17, 2034 and September 20, 2034,
respectively, however, under certain cir-

cumstances the maturity of Junior
Subordinated Debentures may be short-
ened (which shortening would result in
a mandatory redemption of the variable

rate trust preferred securities). 'The trust
preferred securities, subject to certain
limitations, qualify as Tier I regulatory
capital under current Federal Reserve
rules and regulations.

The composition and estimated weight-
ed average interest rates of interest bear-
ing liabilities at December 31, 2004,
were as follows:

A

mount

(In thousands)

Weighted
Average Rate

Interest bearing deposits $ 7,211,597 2.29%
Borrowed funds 6,310,624 3.48%
$  13,522,22] 2.84%
Contractual Obligations and
Commitments
The following table presents a detail of
the maturities of certificates of deposits,
long-term contractual debt obligations,
operating leases, other contractual obli-
gations, commitments to purchase loans
and commitments to extend credit:
Contractual Obligations and Commitments
(In thousands)
Less than After
Total 1 year 1-3 years 4-5 years 5 years
Contractual Obligations:
Certificates of Deposit $ 5,749,516 $1,301,437 $ 497,431 $ 304,398  $3,646,250
Federal funds purchased and securities sold under
agreements to repurchase 4,221,523 1,703,063 100,000 550,000 1,868,460
Advances from FHLB 1,598,000 1,225,000 100,000 29,000 244,000
Notes payable 176,755 176,755
Other borrowings 231,525 231,525
Subordinated Notes 82,822 82,822
Operating Leases 36,474 6,266 10,748 7,663 11,797
Other contractual obligations 4,637 2,901 1,736
Total Contractual Obligations $12,101,252  $4,321.489 $ 709915 § 891,06] $6,178,787
Commitments to Purchase Morigage Loans $ 2,200,000 $ 2,200,000

Other Commitments:

Lines of Credit

Standby Letters of Credit

Other Commercial Commitments
Total Commercial Commitments

$ 130,989
99,134
1,238,941

$ 130,989
99,134
1,238,941

$ 1,469,064

$ 1,469,064
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The Corporation has obligations and
commminnents w malke fulure payinents
under contracrs, such as debu and lease
agreements, angd under octher comimic-
ments to purchase loans and o cxeend
Commitments o exeend credic
are agreements to lend 1o a customer as

eredit,

long, as there is no vielation of any can-
dition  cstablished in (le
Other contractual obligations result
mainly fram contracts for rencal and
maintenance of cquipment,  Sinee cer-

coneracr,

win commirmeants are cxpeceed to expire
without heing drawn upon, the toral
Cl".‘llT]I:lli.l‘r'lth'l| amaotrmt d(_“_‘b Not NeCossar-
ily represent future cash requircments.
[ the case of credic cards and personal
lines of credit, the Corporarion can at
any time and wichoul cause, cancel the
unuser] credit facilicy,

In November 2004, the Corporation
announced the signing of 2 definitive
merpet apreement (or the augmsition of
the parent company of Unilunk, a fed-
eral savings and lvan sssociaton wich
apprositmately $300 million in assets,
which operates 9 [ull service branches in
the southern region of the swae of
Flarid. At December 31, 2004 obliga
tions that will arise ypon the closing
of the acquisition are nor presenced
on the contracwal obligations table ay
the wansaction is pending repulatory
approval.

Capital

During 2004, che Corporadon’s capital
increased from 31,1 billion ar December
31, 2003 o $1,2 billion ar December
31, 2004, lotal capital inecrcased by
$133.3 million mainly duc ro carnings
of $178.9 million, the issgance of
61,870
through che exercise of stwock vppions
with proceeds of $4.0 millien, a positive
fluctuation in the valuation of scewuritics
available for sale of $9.1 million, nec of
cash dividends of $60 million.

shares ol common  stock

As  of December 31, 2004, Firsc
BauCorp and FirstBank were in compli-
ance witl all the regulatory capital
requiremcnes that were applicable 1o
them as a financial holding company,
and i state non-member bank, respec-
tively {i.e., Lotal captal ang Tier 1 ¢api-
tal w risk-weighted assers of at least 8%
and A%, respectively, and Tier 1 capital
o averape assels vl al least 39, Ser
forth below are Firse BanCorp and its
banking subsidiary regulatory capiral
ratios as of December 31, 2004, hased
on cxisting Federal Reserve and FDIC
guidelines.

First BanCorp Banking Subsidiary

Well- Capitalized

First BunCorp FirstBank Minimum
Total capital {'lotal capital to risk-weighred asscrs) 14.R9% 13 28% 10.00%
Tier 1 capital ratie (Tier | capital ro rigk-weighiod assets) 13.57% 11,053% 6.00%
Leverage ratio 9.25% 7.50% 5.00%

As of December 31, 2004, FirstBank
was considered 2 well -capiralized bank
lor purposes of the prompt corrective
acion refulations adopred by the UFIIC,

Dividends

In 2004, 2003 and 2002 the
Corporaton declared four quarterly
cash dividends of %012, $0.11 and
$0.10 per commen shate oustanding,
respectively, for an annual dividend of
S48, f044 and $0.40, cespectively.
Towal cash dividends paid on common

shares amounted o 3193 milhion Tor
204 (or a 13.94% dividend payow
rebind, $17.6 million for 2003 {or a
14.45% dividend payont rario) and
$16.0 million [or 2002 (or a 19.58%
dividend payour raio).  Dividends
declared on preferred scock amounted
$40.3 million in 2004, $30.4 million in
203, and 526 million in 2002, The
increase in preferred stock dividends is
atctibuted 10 the dssuance of 7,584,000
sharcs of die Corparation’s  Preferred
Stock Scrics Eoau e end of che rhird
quarter of 2003,
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Quantitative and Qualitative
Disclosures ahout Marker Risk

First BanCorp matiges ies asser/labiliye
position in order o limit the eitects of
changes In inrerest rarcs on neL interest
income, subject to other poals of
Munagement and within puidelines sed
turth hy the Bogrd of irccrors.

The day-to-day managemenc of interese
gate sk, as well as liquidity manage-
ment and ouer celated tnatrers, s
assigned ro the Assct Lisbilicy Muna-
gement and [nvesuiment Commirree of




FirstBank (ALCQ). The ALCO is com-
posed of the following officers: President
and CEQ, the Senior Executive Vice
President and Chief Financial Officer,
the Executive Vice President for Retail
and Mortgage Baoking, the Senior Vice
President of Treasury and Investments
and the Economist. The ALCO) general-
The

Economist also acts as secretary, kceping

ly meets on a weekly basis.

minutes of all meetings. An Investment
Committee for First BanCorp also mon-
itors the investment portfolio of the
Holding Company. This Committee
generally meets weekly and has the same
membership as the ALCO Committee
described previously.

Committee meetings focus on, among
other things, current and expected con-
ditions in world financial markets, com-
petition and prevailing rates in the local
deposit market, reviews of liquidity,
unrealized gains and losses in securities,
recent or proposed changes to the
investment portfolio, alternative fund-
ing sources and their costs, hedging and
the possible purchase of derivatives such
as swaps and caps, and any tax or regu-
latory issues which may be pertinent to
these areas. The ALCO approves fund-
light of the
Corporations overall growth strategies
and objectives, On a quarterly basis the
ALCO

asset/liability review, examining the

ing decisions in

performs a comprehensive
measures of interest rate risk described
below together with other matters such
as liquidicy and capital,

The Corporation uses simulations to
measure the effects of changing interest
rates on net interest income. These
measures arc carricd out over a one-year
time horizon, assuming gradual upward
and downward interest rate movements
of 200 basis points. Simulations are car-
ricd out in two ways:

(1) using a balance sheet which is
assumed to be at the same levels
existing on the simulation
date, and

(2) using a balance sheet, which has
growth patterns and strategies
similar to those which have
occurred in the recent past.

The balance sheet is divided into groups
of similar assets and liabilities in order to

simplify the process of carrying out these
projections. As interest rates rise or fall,
these simulations incorporate expected
future lending rates, current and expect-
ed future funding sources and cost, the
possible cxercise of options, changes in
prepayment rates, and other factors
which may be important in determining
the future growth of net interest income.
All compurations are done on a tax
equivalent basis, including the effects of
the changing cost of funds on the tax-
exempt spreads of certain investments.
The projections are carried out for First
BanCorp on a fully consolidated basis.

These simulations arc highly complex,
and they use many simplifying assump-
tions that are intended ro reflect the gen-
ceral behavior of the Corporation over
the period in question, but there can be
no assurance that actual eventes will par-
allel these assumptions in all cases. For
this reason, the results of these simula-
tions are only approximations of the
true sensitivity of net interest income to
changes in market interest rates.

Assuming a no growth balance sheet as
of December 31, 2004, tax equivalent
net interest income projected for 2005
would fall by $7.5 million (1.55%)
under a rising rate scenario and would
rise by $16.3 million (3.37%) under

falling rates.

As of December 31, 2004, the same sim-
ulations were also carried our assuming
that the Corporation would grow. The
growing balance sheet simulations indi-
cate that tax equivalent net interest
income projected for 2005 would fall by
$9.5 million (1.86%) under a rising rate
scenario and would rise by $29.6 mil-
lion (5.81%) with falling rates.

The simulation for the year 2004 assum-
ing a no growth balance sheer as of
December 31, 2003, concluded that
under a gradual 200 basis point rising
rate scenario net interest income would
have risen by $15.6 million (3.78%) and
that under a gradual 75 basis point
falling rate scenario would have

increased by $7.4 million (1.79%).

As of December 31, 2003, the same sim-
ulations were also carried assuming that
Corporation was going to grow. The
growing balance sheet simulation indi-

50
2004 Annual Report
Tirst BanCorp

cated that the tax equivalent net interest
income for 2004 would have risen by
$16.2 million (3.70%) under a gradual
200 basis point rising interest rate sce-
nario and increased by $8.3 million
(1.89%) with rates gradually falling by
75 basis points.

The Corporation compared 2004 pro-
jections with actual results. In the
growth scenario, which is mare realistic,
the Bank projected taxable equivalent
net interest income of $437.5 million
under flat rates for 2004. In reality, tax-
able Cquivalcnc net interest income was
$450.4 million. The most important
reason for this difference was that the
projections did not include changes
which Management made in the invest-
ment portfolio after the projection was
made. Purchases of agency securitics
during 2004 led ro larger spreads than
anticipated in the initial projection. In
addition, the flat rate scenario did not
include the 125 basis point increase in
short-term rates which occurred during
2004. While this rate increase was small-
cr than that which had been assumed in
the rising rare scenario, it was still large
enough to affect significantly the yields
and costs on the Corporation’s variable
rate assets and labilities.

First BanCorp uses derivative instru-
ments and other strategies to manage its
exposure to interest rate risk caused by
changes in interest beyond
Management’s control. The Corpora-

races

tion’s asset liability management pro-
gram includes the use of derivarives
instruments, which have worked effec-
tively to date, and that Management
belicves will continue to be effective in
the furure.

The following summarizes major strate-
gics, inclllding derivatives activities,
used by the Corporation in managing
interest rate risk:

Interest rate swaps - Under interest rate
swap agreements, the Corporation
agrees with other parties to exchange,
at specified intervals, the difference
between fixed-rate and floating-race
interest rate amounts calculated by refer-
ence to an agreed notional principal
amount. Since a substantial portion of
the Corporation’s loans, mainly com-
mercial and mortgage Joans, yield vari-




able rates, the interest rate swaps are uli-
Lizedl 1o convert fixed-rate certificalcs of
depasic (lizhilities) ro a variable race w
Beter mateh the variahle mee nature of
chese loans,

Trrerest race cap agreements [n order 1o
hedge risk inherent on mortgape loans
jrurchiased 10 ocher financial institutions,
as the yield is o variable race limited o
the weighted-sverage coupon of dhe
inorigages, less a contactual servicing
lee, the Corporation enters inco refer
C‘lll_'t'd i[ll‘t'TL'HL rite (::‘P ﬂgr(‘L"l'l'\C],ll_'S [I_]J_'[
provide protecuion agains Tising inteTest
rates, o managiong this risk the
Corporation determines the need of
derivatives, including cap agrecments,
based on different rising inceresr rare
scenaria projections and the weighted.
average coupon of the morrpage loans
purchased,

Suraciured repurchase agreements- ‘Lhe
Corporation uses sirncinred reputchase
agreements,  with
aptions, with the primary purpose of
reducing the Corparation’s exposure 1o
interest rare risk by lenpthening the
inaturities af ity liabilitics, while keeping
funching costs low.  Another wpe of
structured  repurchase
inchules repurchased agreements with

einbedded  call

.‘:l;";l'{:r.‘l'llt?r'lf

etmbeddad cormidors; these instrumcnrs
also pravide protecrion for a rising rae
SCCNALIO,

Refer ta Note 29 1o the Corporation’s
linancial Statcments for (urither diseus-
sion on inretest rate risk managemen
and derivatives straeegies followed by 1lie
Corpuration,

Liquidity

Liguiclity refers to the level of cash and
eligible invesrments to meet loan and
investment  commirments,  porential
deposit vudlows and debt repayments,
‘Ihe Assec Liabiliy Management and
Invesumett, (::c')nlinil‘fﬂt:, u:@ing MeAsSUurcs
of liquidity developed by Management,
which invelves che usc ol several
ASSUITLPHONS, reviews the Corpotation’s
liquidity position on a weckly hasis,

The Corporation  utilizes  different
sources of funding w help ensure thar
adecquare levels of liquidicty are available

Diversification of fund-
iny sourees s of grear importance as it
protects the Corporations liquidity from
matket  distuptions. The  principal

when needed,

sources of shorctenn funds are loun
repayments, deposits, sccurities sold
undler agreements o repucchase, and
lines of credir with the FLELE and ouher
unisecured lines established with finan-
cial The investmenc
Cotnmittee reviews credit availability on
In the past, the
Corporation has ssouriczed and sold
ALLLG ﬂ.l]d nlul‘l.g.‘-lgtf ](Hln.‘i ik HLIPPIC]T]CH_'
tary sources of funding.  Commerial
paper has also provided additional furd-
ing s well as long-rerm funding uhrough
the issuance of notes and long cerm biro-
kered certificares of deposit, 'L he cost of
these dillerent alternatives, among other
things, 1 taken into consideradon. The
Corparation’s principal uses of funds are
the origination of loans and the repay-

IELLLLL O,

4 l-cgul.‘ir hasis,

mene of nuturing deposit accounts and
barrowings.

A large pordon of the Corporation's
funding represencs recail brokered cer
tificates of deposic pathered by e Bank
subisidiary. Tn the event that the
Corporation’s  Bank subsidiary (ulls
ynder the ratos of a well-capitalized
institution, it faces the risk of nou being
able w replace rhis source of funding.
The Bank currenedy complies with the
minimum teguiements ol ratos for g
“well capitalized” instiadon and does
not foresee falling below required levels
oy issue brokered deposits. In addition,
the average life of the retail broketed cer-
tificares of deposic were approximately
12 years ar December 31, 2004
Approximately 889 of these certificales
ate callable, bur only at the Bank’s
oprion,

Certificates of deposic wich denoming-
tons of $100,000 or higher amounted
tr 3.3 billion ar December 31, 2004 of
which $4.5 billion were brokered corrifi-
cates ol cleprosic.
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The [1)]](:wi1|g tuble presencs a maturity

summary ol brokered certificates of
deposics ut December 31, 2004:
o Toral

{In thousands)
4§ 214,821

1css chan one yoar

Orver one year 1o lve years 554,437
Orver Live yodrs W ten years GRO,232
Orver en yoars __3005,43%4
Total 34.454.924

The Caorporation’s liquidity plan con-
emplates aliernative sonrees of funding
that could provide significant amounts
of funding at reasonable cose. The alver-
mative sources of funding include,
amang others, UILE advances, lines of
credis from other banks, sale of com-
merclal loan participations, and che
sccuricization of anto loans and com-
mercial paper,

Tmpact of Inflation and (_',h'.mging
Prices

I'he financial statements and relaced
dara prosented herein have been pre-
parsd in conformity with accounting
principles pencrally accepred in the
United States of America, which require
the measuremane of [nancial positon
and operating results in rerms of hiswor-
ical dallars withour considering chanaes
in the reladve purchasing  power of
meoney over ume due 1o inflation.
Unlike most indusidal cotmppanies, sub-
standally all of che assers and Habilities
of g financial inscitution are monetry in
nature, As a resulr, interest rawes have a
grearcr impact on a financial iostintion’s
performance chan che effects of general
Intercst rate move-
sarily corrclated wich
changes in the prices of goods and

levels of inflation,

MELILE dre not neces

KCTVICES,

Concentration Risk

The Corporation conducts its opera-
tions i a geographically concencraced
arca, as i maln markel s Poermo Rico,
Flowever, che Corporation continues
diversifying its peographical risk as evi-
denced by ies operations in the Viegin
lslands and entrance inro new markets,
for example oo Octaber 2004 the
Corporation stated aperatons in the
Unired States through the establishment



of a loan agency in Coral Gables, Florida
(U.S.A)). At December 31, 2004, there
is no significant concentration of credit
tisk in any specific industry.

Selected Quarterly Financial Data

linancial data showing results of the
2004 and 2003 quarters is presented
below. In the opinion of Management,
all adjustments necessary for a fair pres-
entation have been included:

2004
March 31 June 30 Sept. 30 Dec. 31
(In thousands, except for per share results)
Interest income $ 146,547 $ 161,208 $ 180,079 $ 188,535
Net interest income 84,203 94,278 103,272 101,453
Provision for loan losses 13,200 13,200 13,200 13,200
Net income 40,205 39,935 49,079 49,659
Earnings per common share-basic $ 0.75 $ 0.74 $ 0.97 $ 0.98
Earnings per common share-dilured $ 0.73 $ 0.72 $ 0.94 $ 0,95
2003
March 31 June 30 Sept. 30 Dec. 31
. (In thousands, cxcept for per share results)

Interest income $ 132,919 $ 122,825 $ 133,618 $ 147,319
Net interest income 72,437 63,903 71,896 83,974
Provision for loan losses 16,564 12,600 12,600 14,152
Net income 36,428 29,271 31,684 54,955
Earnings per common share-basic $ 0.74 $ 0.56 $ 0.62 $ 1.12
Earnings per common share-diluted $ 0.73 $ 0.55 $ 0.61 $ 1.09

Market Prices and Stock Data The following table sets forth the high

and low prices of the Corporation’s com-

The (:orpora[ion’s common stock is mon stock for the pCriOdS indicated as

traded in the New York Stock Fxchange  reported by the NYSE.

(NYSE) under the symbol FBR. On

December 31, 2004, there were 630

holders of record of the Corporation’s

comimon stock.
Quarter ended High Low Last
2004:
December $ 64.85 $ 47.30 $ 63.51
September 49.85 39.62 48.30
June 42.67 35.14 40,75
March 43.32 39.00 41.60
2003:
December $ 40.32 $ 31.24 $  39.55
September 31.98 28.35 30.75
June 31.68 27.45 27.45
March 28.00 22.7] 26.98
2002:
December $ 26.38 $ 22.08 $ 22.60
Scptember 27.61 22.82 25.41
June 2513 19.13 25.13
March 19.80 18.43 19.27
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