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THE COMMONWEALTH OF MASSACHUSETTS
INFORMATION STATEMENT

November 7, 2012

This Information Statement, together with its Exhibits (included by reference as described below), is
furnished by The Commonwealth of Massachusetts (the Commonwealth). It contains certain fiscal, financial and
economic information concerning the Commonwealth and its ability to meet its financial obligations. This
Information Statement contains information only through its date, or as otherwise provided for herein, and should be
read in its entirety.

The ability of the Commonwealth to meet its obligations will be affected by future social, environmental
and economic conditions, among other things, as well as by legislative policies and the financial condition of the
Commonwealth. Many of these conditions are not within the control of the Commonwealth.

Exhibit A to this Information Statement is the Statement of Economic Information as of October 1, 2012.
Exhibit A sets forth certain economic, demographic and statistical information concerning the Commonwealth.

Exhibits B and C, respectively, are the Commonwealth’s Statutory Basis Financial Report for the year
ended June 30, 2012 and the Commonwealth’s Comprehensive Annual Financial Report, reported in accordance
with generally accepted accounting principles (GAAP), for the year ended June 30, 2011. The Commonwealth’s
independent auditor has not been engaged to perform, and has not performed, since the respective dates of its reports
included herein, any procedures on the financial statements addressed in such reports, nor has said independent
auditor performed any procedures relating to the official statement of which this Information Statement is a part.

Specific reference is made to said Exhibits A, B and C, copies of which are attached hereto and have also
been filed with the Municipal Securities Rulemaking Board (MSRB) through its Electronic Municipal Market
Access (EMMA) System. The financial statements are also available at the home page of the Comptroller of the
Commonwealth located at http://www.mass.gov/osc by clicking on “Financial Reports” under the “Publications and
Reports” tab.
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THE GOVERNMENT

The government of the Commonwealth is divided into three branches: the Executive, the bicameral
Legislature and the Judiciary.

Executive Branch

Governor. The Governor is the chief executive officer of the Commonwealth. Other elected members of the
executive branch are the Lieutenant Governor (elected with the Governor), the Treasurer and Receiver-General
(State Treasurer), the Secretary of the Commonwealth (State Secretary), the Attorney General and the State Auditor.
All are elected to four-year terms. The terms of the current office holders began in January, 2011.

The Executive Council, also referred to as the “Governor’s Council,” consists of eight members who are
elected to two-year terms in even-numbered years. The Executive Council is responsible for the confirmation of
certain gubernatorial appointments, particularly judges, and must approve all warrants (other than for debt service)
prepared by the Comptroller for payment by the State Treasurer.

Also within the Executive Branch are certain independent offices, each of which performs a defined
function, such as the Office of the Comptroller, the Board of Library Commissioners, the Office of the Inspector
General, the State Ethics Commission and the Office of Campaign and Political Finance.

Governor’s Cabinet. The Governor’s Cabinet, which assists the Governor in administration and policy
making, is comprised of the secretaries who head the seven Executive Offices, which are the Executive Office for
Administration and Finance, the Executive Office of Health and Human Services, the Executive Office of Public
Safety and Security, the Executive Office of Housing and Economic Development, the Executive Office of Labor
and Workforce Development, the Executive Office of Energy and Environmental Affairs and the Executive Office
of Education. In addition, the Secretary of Transportation, who is the chief executive of the Massachusetts
Department of Transportation (MassDOT), is a member of the Governor’s Cabinet. (MassDOT has a legal existence
separate from the Commonwealth but houses several former departments of state government, including the
Executive Office of Transportation, the Highway Department and the Department of Conservation and Recreation.)
Cabinet secretaries and executive department chiefs, as well as the Secretary of Transportation, serve at the pleasure
of the Governor. Most other agencies are grouped under one of the seven Executive Offices for administrative
purposes.

The Governor’s chief fiscal officer is the Secretary of Administration and Finance. The activities of the
Executive Office for Administration and Finance fall within five broad categories: (i) administrative and fiscal
supervision, including supervision of the implementation of the Commonwealth’s budget and monitoring of all
agency expenditures during the fiscal year; (ii) enforcement of the Commonwealth’s tax laws and collection of tax
revenues through the Department of Revenue for remittance to the State Treasurer; (iii) human resource
management, including administration of the state personnel system, civil service system and employee benefit
programs and negotiation of collective bargaining agreements with certain of the Commonwealth’s public employee
unions; (iv) capital facilities management, including coordinating and overseeing the construction, management and
leasing of all state facilities; and (v) administration of general services, including information technology services.
In addition, the Secretary of Administration and Finance chairs the Commonwealth Health Insurance Connector
Authority and co-chairs the Massachusetts Life Sciences Center.

State Treasurer. The State Treasurer has four primary statutory responsibilities: (i) the collection of all
state revenues (other than small amounts of funds held by certain agencies); (ii) the management of both short-term
and long-term investments of Commonwealth funds (other than the state employee and teacher pension funds),
including all cash receipts; (iii) the disbursement of Commonwealth moneys and oversight of reconciliation of the
state’s accounts; and (iv) the issuance of almost all debt obligations of the Commonwealth, including notes,
commercial paper and long-term bonds.



In addition to these responsibilities, the State Treasurer serves as Chairperson of the Massachusetts Lottery
Commission, the State Board of Retirement, the Pension Reserves Investment Management Board, the
Massachusetts Water Pollution Abatement Trust and the Massachusetts School Building Authority. The State
Treasurer also serves as a member of numerous other state boards and commissions, including the Municipal
Finance Oversight Board.

State Auditor. The State Auditor is charged with improving the efficiency of state government by auditing
the administration and expenditure of public funds and reporting the findings to the public. The State Auditor
reviews the activities and operations of approximately 750 state entities and contract compliance of private vendors
doing business with the Commonwealth. See “COMMONWEALTH BUDGET AND FINANCIAL MANAGEMENT
CONTROLS.”

Attorney General. The Attorney General represents the Commonwealth in all legal proceedings in both the
state and federal courts, including defending the Commonwealth in actions in which a state law or executive action
is challenged. The Attorney General also brings actions to enforce environmental and consumer protection statutes,
among others, and represents the Commonwealth in public utility and automobile and health insurance rate setting
procedures. The Attorney General works in conjunction with the general counsel of the various state agencies and
executive departments to coordinate and monitor all pending litigation.

State Comptroller. Accounting policies and practices, publication of official financial reports and oversight
of fiscal management functions are the responsibility of the Comptroller. The Comptroller also administers the
Commonwealth’s annual state single audit and manages the state accounting system. The Comptroller is appointed
by the Governor for a term coterminous with the Governor’s and may be removed by the Governor only for cause.
The annual financial reports of the Commonwealth, single audit reports and any rules and regulations promulgated
by the Comptroller must be reviewed by an advisory board. This board is chaired by the Secretary of Administration
and Finance and includes the State Treasurer, the Attorney General, the State Auditor, the Chief Administrative
Justice of the Trial Court and two persons with relevant experience appointed by the Governor for three-year terms.
The Commonwealth’s annual reports include financial statements on the statutory basis of accounting (the Statutory
Basis Financial Report, or SBFR) and audited financial statements on the GAAP basis (the Comprehensive Annual
Financial Report, or CAFR). The Statutory Basis Financial Report for the year ended June 30, 2012, included herein
by reference as Exhibit B was reviewed, and the Comprehensive Annual Financial Report for the year ended
June 30, 2011, included herein by reference as Exhibit C was audited, by KPMG LLP, as stated in its reports
appearing therein. KPMG LLP has not been engaged to perform, and has not performed, since the respective dates
of its reports included herein, any procedures on the financial statements addressed in such reports, nor has it
performed any procedures relating to the official statement of which this Information Statement is a part. See
“COMMONWEALTH BUDGET AND FINANCIAL MANAGEMENT CONTROLS.”

State Secretary. The Secretary of the Commonwealth is responsible for collection and storage of public
records and archives, securities regulation, state elections, administration of state lobbying laws and custody of the
seal of the Commonwealth.

Legislative Branch

The Legislature (formally called the General Court) is the bicameral legislative body of the
Commonwealth, consisting of a Senate of 40 members and a House of Representatives of 160 members. Members
of both the Senate and the House are elected to two-year terms in even-numbered years. The Legislature meets every
year. The joint rules of the House and Senate require all formal business to be concluded by the end of July in even-
numbered years and by the third Wednesday in November in odd-numbered years.

The House of Representatives must originate any bill that imposes a tax. Once a tax bill is originated by the
House and forwarded to the Senate for consideration, the Senate may amend it. All bills are presented to the
Governor for approval or veto. The Legislature may override the Governor’s veto of any bill by a two-thirds vote of
each house. The Governor also has the power to return a bill to the chamber of the Legislature in which it was
originated with a recommendation that certain amendments be made; such a bill is then before the Legislature and is
subject to amendment or re-enactment, at which point the Governor has no further right to return the bill a second
time with a recommendation to amend but may still veto the bill.



Judicial Branch

The judicial branch of state government is composed of the Supreme Judicial Court, the Appeals Court and
the Trial Court. The Supreme Judicial Court has original jurisdiction over certain cases and hears appeals from both
the Appeals Court, which is an intermediate appellate court, and in some cases, directly from the Trial Court. The
Supreme Judicial Court is authorized to render advisory opinions on certain questions of law to the Governor, the
Legislature and the Governor’s Council. Judges of the Supreme Judicial Court, the Appeals Court and the Trial
Court are appointed by the Governor, with the advice and consent of the Governor’s Council, to serve until the
mandatory retirement age of 70 years.

Independent Authorities and Agencies

The Legislature has established a number of independent authorities and agencies within the
Commonwealth, the budgets of which are not included in the Commonwealth’s annual budget. The Governmental
Accounting Standards Board (GASB) Statements 14 and 39 articulate standards for determining significant financial
or operational relationships between the primary government and its independent entities. In fiscal 2011, the
Commonwealth had significant operational or financial relationships, or both, as defined by GASB Statements 14
and 39 (as amended), with 16 of these authorities. A discussion of these entities and the relationship to the
Commonwealth is included in footnote 1 to the fiscal 2011 Basic Financial Statements in the CAFR, included herein
by reference as Exhibit C.

Local Government

All territory in the Commonwealth is in one of the 351 incorporated cities and towns that exercise the
functions of local government, which include public safety, fire protection and public construction. Cities and towns
or regional school districts established by them also provide elementary and secondary education. Cities are
governed by several variations of the mayor-and-council or manager-and-council form. Most towns place executive
power in a board of three or five selectmen elected to one- or three-year terms and retain legislative powers in the
voters themselves, who assemble in periodic open or representative town meetings. Various local and regional
districts exist for schools, water and wastewater administration and certain other governmental functions.

Municipal revenues consist of taxes on real and personal property, distributions from the Commonwealth
under a variety of programs and formulas, local receipts (including motor vehicle excise taxes, local option taxes,
fines, licenses and permits, charges for utility and other services and investment income) and appropriations from
other available funds (including general and dedicated reserve funds). See “COMMONWEALTH REVENUES AND
EXPENDITURES — Local Aid.”

The cities and towns of the Commonwealth are also organized into 14 counties, but county government has
been abolished in seven of those counties. The county governments that remain are responsible principally for the
operation of courthouses and registries of deeds. Where county government has been abolished, the functions, duties
and responsibilities of the government have been transferred to the Commonwealth, including all employees, assets,
valid liabilities and debts.

Initiative Petitions

Under the Massachusetts constitution, legislation may be enacted in the Commonwealth pursuant to a voter
initiative process. Initiative petitions which have been certified by the Attorney General as to proper form and as to
which the requisite number of voter signatures has been collected are submitted to the Legislature for consideration.
If the Legislature fails to enact the measure into law as submitted, the petitioner may place the initiative on the ballot
for the next statewide general election by collecting additional voter signatures. If approved by a majority of the
voters at the general election, the petition becomes law 30 days after the date of the election. Initiative petitions so
approved by the voters do not constitute constitutional amendments and may be subsequently amended or repealed
by the Legislature. Initiative petitions may not make appropriations. In recent years, ballots at statewide general
elections typically have presented a variety of initiative petitions, sometimes including petitions relating to tax and
fiscal policy. A number of these have been approved and become law. See particularly “COMMONWEALTH
REVENUES AND EXPENDITURES — Limitations on Tax Revenues” and “COMMONWEALTH REVENUES AND
EXPENDITURES — Local Aid.”



Constitutional amendments also may be initiated by citizens, but they follow a longer adoption process,
which includes gaining at least 25% of the votes of the House of Representatives and Senate jointly assembled in
constitutional convention in two successive biennial legislative sessions before being decided by the voters.

COMMONWEALTH BUDGET AND FINANCIAL MANAGEMENT CONTROLS
Operating Fund Structure

The Commonwealth’s operating fund structure satisfies the requirements of state finance law and is in
accordance with generally accepted accounting principles (GAAP), as defined by the Governmental Accounting
Standards Board (GASB). The General Fund and other funds that are appropriated in the annual state budget receive
most of the non-bond and non-federal grant revenues of the Commonwealth. These funds are referred to in this
Information Statement as the “budgeted operating funds” of the Commonwealth. Budgeted operating funds are
created and repealed from time to time through the enactment of legislation, and existing funds may become inactive
when no appropriations are made from them. Budgeted operating funds do not include the capital projects funds of
the Commonwealth, into which the proceeds of Commonwealth bonds are deposited. See “Capital Investment
Process and Controls” below.

Two of the budgeted operating funds account for most of the Commonwealth’s appropriated spending: the
General Fund and the Commonwealth Transportation Fund (the “Transportation Fund”) (formerly the Highway
Fund), from which approximately 98.2% of the statutory basis budgeted operating fund outflows in fiscal 2012 were
made. The remaining approximately 1.8% of statutory operating fund outflows occurred in other operating funds:
the Commonwealth Stabilization Fund, the Intragovernmental Service Fund, the Inland Fisheries and Game Fund,
the Marine Recreational Fisheries Development Fund, the Workforce Training Fund, the Substance Abuse
Prevention and Treatment Fund, and the Massachusetts Tourism Fund. There were also 12 funds which were
authorized by law but had no activity: the Collective Bargaining Reserve Fund, the Tax Reduction Fund, the Dam
Safety Trust Fund, the International Educational and Foreign Language Grant Program Fund, the Highway Fund, the
Gaming Local Aid Fund, the Education Fund, the Local Stabilization Fund, the Gaming Economic Development
Fund, the Manufacturing Fund, the Community College Fund and the Healthcare Payment Reform Fund. In fiscal
2012, the Commonwealth Stabilization Fund had both inflows and outflows. At the end of a fiscal year,
undesignated balances in the budgeted operating funds, unless excluded by law, are used to calculate the
consolidated net surplus. Under state finance law, balances in the Stabilization Fund and the Tax Reduction Fund,
both of which may receive consolidated net surplus funds, and the Inland Fisheries and Game Fund are excluded
from the consolidated net surplus calculation.

Overview of Operating Budget Process

Generally, funds for the Commonwealth’s programs and services must be appropriated by the Legislature.
The process of preparing a budget begins with the executive branch early in the fiscal year preceding the fiscal year
for which the budget will take effect. The legislative budgetary process begins in late January (or, in the case of a
newly elected Governor, not later than early March) with the Governor’s budget submission to the Legislature for
the fiscal year commencing in the ensuing July. The Massachusetts constitution requires that the Governor
recommend to the Legislature a budget which contains a statement of all proposed expenditures of the
Commonwealth for the upcoming fiscal year, including those already authorized by law, and of all taxes, revenues,
loans and other means by which such expenditures are to be defrayed. State finance law requires the Legislature and
the Governor to approve a balanced budget for each fiscal year, and the Governor may approve no supplementary
appropriation bills that would result in an unbalanced budget. However, this is a statutory requirement that may be
superseded by an appropriation act.

The House Ways and Means Committee considers the Governor’s budget recommendations and, with
revisions, proposes a budget to the full House of Representatives. Once approved by the House, the budget is
considered by the Senate Ways and Means Committee, which in turn proposes a budget to be considered by the full
Senate. In recent years, the legislative budget review process has included joint hearings by the Ways and Means
Committees of the Senate and the House. After Senate action, a legislative conference committee develops a joint
budget recommendation for consideration by both houses of the Legislature, which upon adoption is sent to the
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Governor. Under the Massachusetts constitution, the Governor may veto the budget in whole or disapprove or
reduce specific line items (line item veto). The Legislature may override the Governor’s veto or specific line-item
vetoes by a two-thirds vote of both the House and Senate. The annual budget legislation, as finally enacted, is
known as the general appropriations act.

In years in which the general appropriations act is not approved by the Legislature and the Governor before
the beginning of the applicable fiscal year, the Legislature and the Governor generally approve a temporary budget
under which funds for the Commonwealth’s programs and services are appropriated based upon the level of
appropriations from the prior fiscal year budget.

In May, 2012, the Executive Office for Administration and Finance published a long-term fiscal policy
framework to inform and guide annual budgetary decisions. The framework is intended to promote the achievement
of three goals: (i) structural budgetary balance (budgetary spending based on sustainable levels of revenue,
excluding fluctuations that occur as a result of economic cycles), (ii) sustainable spending growth (targeted to
maintain structural balance throughout a five-year rolling forecast period and evaluated by comparing annual
spending growth to projected long-term rates of revenue growth) and (iii) disciplined management of long-term
liabilities (to protect intergenerational equity by preventing the costs associated with debt and unfunded retirement
benefit obligations from crowding out other government services and investments in the future). The framework
does not attempt to assess the proper level of services and investments, but rather how to ensure that any particular
level of services is sustainable over time based on existing resources.

State finance law requires the Commonwealth to monitor revenues and expenditures during a fiscal year.
For example, the Secretary of Administration and Finance is required to provide quarterly revenue estimates to the
Governor and the Legislature, and the Comptroller publishes a quarterly report of planned and actual revenues. See
“COMMONWEALTH REVENUES AND EXPENDITURES — Tax Revenue Forecasting.” Department heads are required to
notify the Secretary of Administration and Finance and the House and Senate Committees on Ways and Means of
any anticipated decrease in estimated revenues for their departments from the federal government or other sources or
if it appears that any appropriation will be insufficient to meet all expenditures required in the fiscal year by any law,
rule, regulation or order not subject to the administrative control. The Secretary of Administration and Finance must
notify the Governor and the House and Senate Committees on Ways and Means whenever the Secretary determines
that revenues will be insufficient to meet authorized expenditures. The Secretary of Administration and Finance is
then required to compute projected deficiencies and, under Section 9C of Chapter 29 of the General Laws, the
Governor is required to reduce allotments, to the extent lawfully permitted to do so, or submit proposals to the
Legislature to raise additional revenues or to make appropriations from the Stabilization Fund to cover such
deficiencies. The Supreme Judicial Court has ruled that, under current law, the Governor’s authority to reduce
allotments of appropriated funds extends only to appropriations of funds to state agencies under the Governor’s
control.

Cash and Budgetary Controls

The Commonwealth has in place controls designed to ensure that sufficient cash is available to meet the
Commonwealth’s obligations, that state expenditures are consistent with periodic allotments of annual
appropriations and that moneys are expended consistently with statutory and public purposes. Two independently
elected Executive Branch officials, the State Treasurer and the State Auditor, conduct the cash management and
audit functions, respectively. Regarding periodic allotments, at the beginning of each fiscal year the Executive
Office for Administration and Finance schedules the rate at which agencies will have access to funds included in
their appropriation through a published periodic allotment calendar. This calendar is reviewed regularly, and
depending on the fiscal climate, the Executive Office for Administration and Finance may choose to adjust the
allotment schedule in order to tighten spending controls. In some cases agencies may request an ad hoc allotment in
order to gain access to funds faster than the existing periodic allotment schedule would allow (e.g., exceptional cases
where unique payment concerns must be considered); such requests are carefully reviewed by the Executive Office
for Administration and Finance before they are approved. The Comptroller conducts the expenditure control
function. The Secretary of Administration and Finance is the Governor’s chief fiscal officer and provides overall
coordination of fiscal activities.



Capital Investment Process and Controls

Capital expenditures are primarily financed with debt proceeds and federal grants. Authorization for capital
investments requires approval by the Legislature, and the issuance of debt must be approved by a two-thirds vote of
each house of the Legislature. Upon such approval to issue debt, the Governor submits a bill to the Legislature, as
required by the state constitution, to set the terms and conditions of the borrowing for the authorized debt. The State
Treasurer issues authorized debt at the request of the Governor, and the Governor, through the Secretary of
Administration and Finance, controls the amount of capital expenditures through the allotment of funds pursuant to
such authorizations.

Based on outstanding authorizations, the Executive Office for Administration and Finance, at the direction
of the Governor and in conjunction with the cabinet and other officials, establishes a capital investment plan. The
plan is an administrative guideline and subject to amendment at any time. The plan assigns authority for secretariats
and agencies to spend on capital projects and is reviewed each fiscal year. The primary policy objectives of the plan
are to determine and prioritize the Commonwealth’s investment needs, to determine the affordable level of debt that
may be issued and the other funding sources available to address these investment needs, and to allocate these
limited capital investment resources among the highest priority projects. See “COMMONWEALTH CAPITAL
INVESTMENT PLAN.”

The Comptroller has established various funds to account for financial activity related to the acquisition or
construction of capital assets. In addition, accounting procedures and financial controls have been instituted to limit
agency capital spending to the levels approved by the Governor. All agency capital spending is tracked against the
capital investment plan on both a cash and encumbrance accounting basis on the state’s accounting system, and
federal reimbursements are budgeted and monitored against anticipated receipts.

Cash Management Practices of State Treasurer

The State Treasurer is responsible for ensuring that all Commonwealth financial obligations are met on a
timely basis. The Massachusetts constitution requires that all payments by the Commonwealth (other than debt
service) be made pursuant to a warrant approved by the Governor’s Council. The Comptroller prepares certificates
which, with the advice and consent of the Governor’s Council and approval of the Governor, become the warrant to
the State Treasurer. Once the warrant is approved, the State Treasurer’s office disburses the money.

The Cash Management Division of the State Treasurer’s office utilizes approximately 900 operating
accounts to track cash collections and disbursements for the Commonwealth. The Division relies primarily upon
electronic receipt and disbursement systems.

The State Treasurer, in conjunction with the Executive Office for Administration and Finance, is required
to submit quarterly cash flow projections for the then current fiscal year to the House and Senate Committees on
Ways and Means on or before the last day of August, November, February and May. The projections must include
estimated sources and uses of cash, together with the assumptions from which such estimates were derived and
identification of any cash flow gaps. See “FISCAL 2012 AND FISCAL 2013 — Cash Flow.” The State Treasurer’s
office, in conjunction with the Executive Office for Administration and Finance, is also required to develop
quarterly and annual cash management plans to address any gap identified by the cash flow projections and variance
reports. The State Treasurer’s office oversees the issuance of short-term debt to meet cash flow needs, including the
issuance of commercial paper and revenue anticipation notes. See “LONG-TERM LIABILITIES — General Obligation
Debt.”

Under state finance law, the State Treasurer may invest Commonwealth funds in obligations of the United
States Treasury, bonds or notes of various states and municipalities, corporate commercial paper meeting specified
ratings criteria, bankers acceptances, certificates of deposit, repurchase agreements secured by United States
Treasury obligations, money market funds meeting specified ratings criteria, securities eligible for purchase by a
money market fund operated in accordance with Rule 2a-7 of the federal Securities and Exchange Commission or
investment agreements meeting specified ratings criteria. Cash that is not needed for immediate funding needs is
invested in the Massachusetts Municipal Depository Trust. The State Treasurer serves as trustee of the Trust and has
sole authority pertaining to rules, regulations and operations of the Trust. The Trust has two investment options: a
money market fund and a short-term bond fund. General operating cash is invested in the money market fund, which



is administered in accordance with Rule 2a-7 of the Securities and Exchange Commission and additional policies
and investment restrictions adopted by the State Treasurer. The three objectives for the money market fund are
safety, liquidity and yield. The money market fund maintains a stable net asset value of one dollar and is marked to
market daily. Moneys in the Stabilization Fund, which are not used by the Commonwealth for liquidity, are invested
in both the money market fund and the short-term bond fund. The short-term bond fund invests in a diversified
portfolio of high-quality investment-grade fixed-income assets that seeks to obtain the highest possible level of
current income consistent with preservation of capital and liquidity. The portfolio is required to maintain an average
credit rating of A-. The duration of the portfolio is managed to within +/- one half year duration of the benchmark.
The benchmark for the short-term bond fund is the Barclays Capital 1-to-5-year Government/Credit Index, which
includes all medium and larger issues of United States government, investment-grade corporate and investment-
grade international dollar-denominated bonds.

Fiscal Control, Accounting and Reporting Practices of Comptroller

The Comptroller is responsible for oversight of fiscal management functions, establishment of accounting
policies and practices and publication of official financial reports. The Comptroller maintains the Massachusetts
Management Accounting and Reporting System (MMARS), the centralized state accounting system that is used by
all state agencies and departments but not independent state authorities. MMARS provides a ledger-based system of
revenue and expenditure accounts enabling the Comptroller to control obligations and expenditures effectively and
to ensure that appropriations are not exceeded during the course of the fiscal year. The Commonwealth’s statewide
accounting system also has various modules for receivables, payables, fixed assets and other processes management.

Expenditure Controls. The Comptroller requires that the amount of all obligations under purchase orders,
contracts and other commitments for the expenditures of moneys be recorded as encumbrances. Once encumbered,
these amounts are not available to support additional spending commitments. As a result of these encumbrances,
spending agencies can use MMARS to determine at any given time the amount of their appropriations available for
future commitments.

The Comptroller is responsible for compiling expenditure requests into the certificates for approval by the
Governor’s Council. In preparing these certificates, which become the warrant, the Comptroller’s office has systems
in place to ensure that the necessary moneys for payment have been both appropriated by the Legislature and
allotted by the Governor in each account and sub-account. By law, certain obligations may be placed upon the
warrant even if the supporting appropriation or allotment is insufficient. These obligations include debt service,
which is specifically exempted by the state constitution from the warrant requirement, and Medicaid payments,
which are mandated by federal law.

Although state finance law generally does not create priorities among types of payments to be made by the
Commonwealth in the event of a cash shortfall, the Comptroller has developed procedures, in consultation with the
State Treasurer and the Executive Office for Administration and Finance, for prioritizing payments based upon state
finance law and sound fiscal management practices. Under those procedures, debt service on the Commonwealth’s
bonds and notes is given the highest priority among the Commonwealth’s various payment obligations.

Internal Controls. The Comptroller establishes internal control policies and procedures in accordance with
state finance law. Agencies are required to adhere to such policies and procedures. All unaccounted-for variances,
losses, shortages or thefts of funds or property must be reported to the State Auditor, who is authorized to investigate
and recommend corrective action.

Statutory Basis of Accounting. In accordance with state law, the Commonwealth adopts its budget and
maintains financial information on a statutory basis of accounting. Under the statutory basis, tax and departmental
revenues are accounted for on a modified cash basis by reconciling revenue to actual cash receipts confirmed by the
State Treasurer. Certain limited revenue accruals are also recognized, including receivables from federal
reimbursements with respect to paid expenditures. Expenditures are measured on a modified cash basis including
actual cash disbursements and encumbrances for goods or services received prior to the end of a fiscal year.

For certain programs, such as Medicaid, expenditures are recognized under the statutory basis of
accounting only to the extent of disbursements supported by current-year appropriations. Some prior year services
billed after the start of a fiscal year have been paid from the new fiscal year’s appropriation, in an amount



determined by the specific timing of billings and the amount of prior year funds that remained after June 30 to pay
the prior year’s accrued billings, though this practice may vary from year to year.

GAAP Basis of Accounting. The Comptroller also prepares Commonwealth financial statements on a
GAAP basis. In addition to the primary government, certain independent authorities and agencies of the
Commonwealth are included as component units within the Commonwealth’s reporting entity, primarily as non-
budgeted enterprise funds.

GAAP employs an economic resources management focus and a current financial resources management
focus as two bases for accounting and reporting. Under the economic resources management focus (also called the
“entity-wide perspective”), revenues and expenses (different from expenditures) are presented similarly to private-
sector entities. Revenues are recorded when earned and expenses are recorded when a liability is incurred, regardless
of the timing of cash flows. Grants and similar items are recognized as revenues as soon as all eligibility
requirements imposed by the provider have been met. Capital assets, including infrastructure assets net of
depreciation, and the long-term portion of all liabilities are reported on the statement of net assets.

Under the current financial resources management focus of GAAP (also called the “fund perspective”), the
primary emphasis is to demonstrate inter-period equity. Revenues are reported in the period in which they become
both measurable and available. Revenues are considered available when they are expected to be collected within the
current period or soon enough thereafter to be used to pay liabilities of the current period.

Significant revenues susceptible to accrual include income, sales and use, corporation and other taxes,
federal grants and reimbursements and reimbursements for the use of materials and services. Tax accruals, which
include the estimated amounts due to the Commonwealth on previous filings, over- and under-withholdings,
estimated payments on income earned and tax refunds and abatements payable, are all recorded as adjustments to
statutory basis tax revenues.

Major expenditure accruals are recorded for the cost of Medicaid claims that have been incurred but not
paid, claims and judgments and workers’ compensation claims incurred but not reported and contract assistance to
state authorities. See Exhibit C - Comprehensive Annual Financial Report for the year ended June 30, 2011; Notes
to the Basic Financial Statements.

Audit Practices of State Auditor

The State Auditor is mandated under state law to conduct an audit at least once every two years of all
activities of the Commonwealth. The audit encompasses 750 entities, including the court system and the
independent authorities, and includes an overall evaluation of management operations. The State Auditor also has
the authority to audit federally aided programs and vendors under contract with the Commonwealth, as well as to
conduct special audit projects. The State Auditor conducts both financial compliance and performance audits in
accordance with generally accepted government auditing standards issued by the Comptroller General of the United
States. In addition, and in conjunction with an independent public accounting firm, the State Auditor performs a
significant portion of the audit work relating to the state single audit.

Within the State Auditor’s office is the Division of Local Mandates, which evaluates all proposed and
actual legislation to determine the financial impact on the Commonwealth’s cities and towns. In accordance with
state law, the Commonwealth is required to reimburse cities and towns for any costs incurred through mandated
programs established after the passage of Proposition 2/, the statewide tax limitation enacted by the voters in 1980,
unless expressly exempted from those provisions, and the State Auditor’s financial analysis is used to establish the
amount of reimbursement due to the Commonwealth’s cities and towns. See “COMMONWEALTH REVENUES AND
EXPENDITURES — Local Aid; Property Tax Limits.”

Also within the State Auditor’s office is the Bureau of Special Investigations, which is charged with the
responsibility of investigating fraud within public assistance programs.

A-9



COMMONWEALTH REVENUES AND EXPENDITURES

This section contains a description of the major categories of Commonwealth revenues and expenditures,
beginning with a table presenting combined revenues and expenditures in the budgeted operating funds, followed by
descriptions of categories of revenues and expenditures.

In order to fund its programs and services, the Commonwealth collects a variety of taxes and receives
revenues from other non-tax sources, including the federal government and various fees, fines, court revenues,
assessments, reimbursements, interest earnings and transfers from its non-budgeted funds, which are deposited in the
General Fund, the Transportation Fund (formerly the Highway Fund) and other operating budgeted funds. For
purposes of this Information Statement, these funds will be referred to as budgeted operating funds, and revenues
deposited in such funds will be referred to as budgeted operating revenues. In fiscal 2012, on a statutory basis,
approximately 60.4% of the Commonwealth’s budgeted operating revenues and other financing sources were
derived from state taxes. In addition, the federal government provided approximately 24.5% of such revenues, with
the remaining 15.1% provided from departmental revenues and transfers from non-budgeted funds. The
measurement of revenues for the budgeted operating funds on a statutory basis differs from governmental revenues
on a GAAP basis. See “Selected Financial Data — GAAP Basis; Revenues — GAAP Basis.” The Commonwealth’s
executive and legislative branches establish the Commonwealth’s budget using the statutory basis of accounting.

Statutory Basis Distribution of Budgetary Revenues and Expenditures

The revenues and expenditures of the budgeted operating funds presented in the following table are derived
from the Commonwealth’s statutory basis financial statements for fiscal 2008 through 2012. Projections for fiscal
2013 have been prepared by the Executive Office for Administration and Finance. Except where otherwise
indicated, they are based on the office’s most recent estimate of tax revenue (as officially issued) and non-tax
revenue, on enacted appropriations adjusted for projected reversions and on supplemental appropriations filed by the
Governor that remain before the Legislature. The financial information presented includes all budgeted operating
funds of the Commonwealth. See “COMMONWEALTH BUDGET AND FINANCIAL MANAGEMENT CONTROLS —
Operating Fund Structure” for additional detail.

The following table sets forth the Commonwealth’s revenues and expenditures for fiscal 2008 through
fiscal 2012 and projected revenues and expenditures for fiscal 2013.

[Remainder of page intentionally left blank)
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Budgeted Operating Funds — Statutory Basis (in millions)(1)

Beginning Fund Balances
Reserved or Designated

Bay State Competitiveness Investment
Fund

Stabilization Fund
Undesignated
Total

Revenues and Other Sources(2)
Alcoholic Beverages
Banks

Cigarettes
Corporations

Deeds

Income

Inheritance and Estate
Insurance

Motor Fuel

Public Utilities

Room Occupancy

Sales:
Regular
Meals
Motor Vehicles
Sub-Total-Sales

Miscellaneous
Total Tax Revenues

MBTA Transfer
MSBA Transfer
WTF Transfer(3)

Total Budgeted Operating Tax
Revenues

Federal Reimbursements
Departmental and Other Revenues
Inter-fund Transfers from Non-
budgeted Funds and other sources (4)

Budgeted Revenues and Other
Sources

Inter-fund Transfers

Total Budgeted Revenues and Other
Sources

Expenditures and Uses

Direct Local Aid

Medicaid (5)

Other Health and Human Services

Group Insurance

Department of Elementary and
Secondary Education

Higher Education

Department of Early Education and
Care

Public Safety

Energy and Environmental Affairs
Debt Service

Post Employment Benefits (6)

Fiscal 2008 Fiscal 2009
$351.3 $171.5
100.0 -
2,335.0 2,119.2
114.7 115.1
$2.901.0 $2.405.8
71.2 71.9
547.8 242.6
436.9 456.8
1,512.2 1,548.6
153.9 105.5
12,483.8 10,583.7
254.0 259.7
417.7 356.7
672.2 654.0
120.2 (1.7)
119.2 109.5
2,952.2 2,799.7
632.9 629.6
501.6 439.3
4,086.7 3,868.6
3.1 33
$20.879.2 $18.259.5
(756.0) (767.1)
(634.7) (702.3)
$19.488.5 $16,790.0
6,429.5 8,250.9
2,355.9 2,326.2
2.039.3 1,850.3
$30,313.2 $29,217.4
2,226.3 1,963.8
$32.539.5 $31.181.2
5,040.5 4,723.6
8,246.3 8,679.2
4,796.5 4,828.3
852.5 973.1
485.8 495.9
1,084.4 1,035.5
549.9 560.3
1,544.4 1,514.3
227.1 215.9
1,990.1 2,011.7
1,398.6 1,314.4

Fiscal 2010

$68.9

71.0
2349
456.2

1,600.3
137.9
10,110.3
2214
330.0
654.6
(0.3)
101.6

3,282.8
759.6
569.3

4,611.7

$18,543.7

(767.1)
(605.2)

$17,171.4
8,548.8
2,800.9

1.788.8

$30,310.0
770.8

$31.080.8

4,837.4
9,287.6
4,616.6

1,063.8

358.1
845.6

513.5
1,423.2
202.2
1,979.9
1,748.6

Fiscal 2011 Fiscal 2012
$122.0 $400.1
669.8 1,379.1
111.3 121.7
$903.1 $1.900.8
72.7 76.1
(11.0) 266.6
453.6 451.0
1,951.4 1,771.1
140.2 158.8
11,576.0 11,9114
309.6 2933
340.3 363.6
660.8 661.9
(8.8) (35.9)
110.4 121.6
3,476.3 3,544.4
813.3 868.8
615.2 646.1
4,904.8 5,059.3
16.6 159
$20.516.6 $21.114.7
(767.1) (779.1)
(654.6) (670.5)
- (21.4)
$19.094.9 $19.643.7
9,299.5 7,971.7
2,912.3 2,921.4
1,768.6 2.009.7
$33,075.3 $32,546.5
3.,460.9 1,032.3
$36.536.3 $33.578.8
4,784.7 4,929.5
10,237.3 10,431.1
4,614.8 4,710.5
1,130.3 1,206.2
349.4 4359
943.0 937.1
515.1 4943
905.0 929.7
185.6 186.8
1,663.9 1,923.2
1,838.9 1,892.3

Projected
Fiscal 2013

$170.4

79.5
83.8
4555
1,733.6
165.4
12,720.5
2814
387.7
685.6
(35.1)
126.6

3,703.8
920.7
685.6

5,310.1

16.1

$22,010.7

(786.9)
(702.3)
(21.4)

$20,500.1
8,221.9
3,316.4

1.754.1

$33,792.5
882.0

$34.674.5

5,114.3
10,991.0
4,911.4

1,294.4
551.8
987.7
498.3

1,466.2

206.2
2,423.1
1,967.0



Other Program Expenditures
Total - Programs and Services before
transfers to Non-budgeted funds
Inter-fund Transfers to Non-budgeted
Funds
Commonwealth Care Trust Fund
State Retiree Benefit Trust Fund (7)
Medical Assistance Trust Fund
Massachusetts Transportation Trust
Fund
Other
Total Inter-Fund Transfers to Non-
Budgeted Funds

Budgeted Expenditures and Other Uses
Inter-fund Transfers

Total Budgeted Expenditures and
Other Uses

Excess (Deficiency) of Revenues and
Other Sources Over Expenditures
and Other Uses

Ending Fund Balances
Reserved or Designated (8)

Stabilization Fund
Undesignated

Total

2.414.1 2,350.9
$28,630.2 $28,703.1
1,045.9 987.6
$354.7 $352.0
376.7 374.0
400.9 189.9
$2,178.2 $1,903.5
$30.808.4 $30.606.6
2,226.3 1,963.8
$33.034.7 $32,570.4
(8495.2) ($1.389.2)
171.5 68.9
2,119.2 841.3
115.1 106.4
$2.405.8 §1,016.6

2,509.0

$29,384.5

631.7
3133

(6.0)
94.1

$1,039.1
$30.423.6

770.8

$31.194.4

(8113.6)

122.0
669.8
111.3

$903.1

2.850.4 2.898.7
$30,018.6 $30,975.3
739.0 614.9
886.1 2209
195.1 180.1
238.8 466.4
$2.059.0 $1,482.3
$32.077.6 $32.457.6
3.460.9 1.032.3
$35.538.5 $33.489.9
$997.8 88.9
400.1 170.5
1,379.1 1,652.1
121.7 167.1
$1,900.8 $1,989.7

SOURCES: Fiscal 2008-2012, Office of the Comptroller; fiscal 2013, Executive Office for Administration and Finance.

(1) Totals may not add due to rounding.

(2) Distribution of fiscal 2013 tax estimate by various tax categories is subject to revision if and when the fiscal 2013 estimate is revised during fiscal

2013.

(3) The fiscal year 2012 budget adopted changes to the Workforce Training Fund, which annually is funded through employer contributions for

workforce training initiatives for incumbent workers in the private sector. Beginning in fiscal 2012 the WTF will not be subject to annual

appropriation and the employer contributions are transferred directly to the WTF after their collection.
(4) Inter-fund Transfers from Non-budgeted Funds and Other Sources include profits from the State Lottery, transfer of tobacco settlement funds to

allow their expenditure, abandoned property proceeds as well as other inter-fund transfers.
(5) Fiscal 2008 through fiscal 2009 included program administration.

(6) Starting in fiscal 2010 Post Employment Benefits include budgeted pension transfers and State Retiree Benefit Trust Fund.

(7)  Transfers of approximately $133.4 million in fiscal 2010 are included in “Other Program Expenditures” above.

(8) Consists largely of appropriations from previous years, authorized to be expended in current years.

State Taxes

The major components of state taxes are the income tax, which accounted for approximately 56.4% of the

total tax revenues in fiscal 2012, the sales and use tax, which accounted for approximately 24.0%, and the

corporations and other business and excise taxes (including taxes on insurance companies, financial institutions and
public utility corporations), which accounted for approximately 11.2%. Other tax and excise sources accounted for
the remaining 8.4% of total fiscal 2012 tax revenues.

Income Tax. The Commonwealth assesses personal income taxes at flat rates, according to classes of
income, after specified deductions and exemptions. A rate of 5.3% has been applied to most types of income since
January 1, 2002, although the rate was recently reduced to 5.25%, as described below. The tax rate on gains from the
sale of capital assets held for one year or less and from the sale of collectibles is 12%, and the tax rate on gains from
the sale of capital assets owned more than one year is now 5.25% (effective January 1, 2012). Interest on obligations

of the United States and of the Commonwealth and its political subdivisions is exempt from taxation.

Under current law, the state personal income tax rate on most classes of taxable income is scheduled to be
gradually reduced to 5.0%, contingent upon “baseline” state tax revenue growth (i.e., revenue growth after factoring
out the impact of tax law and administrative processing changes) growing by 2.5% more than the rate of inflation as
measured by the consumer price index for all urban consumers in Boston. In the tax year following that in which the

2,122.4

$32,533.8

740.3

566.3
166.6
375.6

$1,848.8
$34.382.6

882.0

$35.264.6

(8590.1)

7.6
1,392.0

$1,399.6



personal income tax rate is reduced to 5.0%, the charitable deduction, which was in effect for tax year 2000 but
subsequently suspended, would be restored. Pursuant to this law, the state income tax rate on most classes of taxable
income was reduced from 5.3% to 5.25%, effective January 1, 2012, because the growth in fiscal 2011 inflation-
adjusted baseline revenues, as defined in the law, over fiscal 2010 exceeded 2.5%, and because, for each consecutive
three-month period starting in August and ending in November, 2011, there was positive inflation-adjusted baseline
revenue growth as compared to the same consecutive three-month period in calendar 2010. The Department of
Revenue estimates that the revenue impact of this rate reduction (5.3% to 5.25%) for fiscal 2012 was between

$52 million and $56 million. The revenue impact for fiscal 2013 (assuming no further rate reduction in calendar year
2013) is expected to be between $111 million and $117 million.

The state income tax rate will be reduced further from 5.25% to 5.20%, effective January 1, 2013, if the
growth in fiscal 2012 inflation-adjusted baseline revenues, as defined in the law, over fiscal 2011 exceeds 2.5%, and
if for each consecutive three-month period starting in August and ending in November, 2012 there is positive
inflation-adjusted baseline revenue growth as compared to the same consecutive three-month period in calendar
2011. On September 6, 2012, the Commissioner of Revenue certified that fiscal 2012 inflation-adjusted baseline
revenues grew by 2.77% from fiscal 2011, exceeding the initial trigger (2.5%) for the income tax rate reduction. As
a part of this process, the Commissioner has so far issued two “three-month period” certifications, which indicated
that there was positive inflation-adjusted baseline revenue growth during each of the three-month periods ended
August, 2012 and September, 2012 as compared to the same consecutive three-month periods in calendar 2011. The
Commissioner has yet to issue two additional growth certifications for the periods ending October, 2012 and
November, 2012 (expected on November 15, 2012 and December 17, 2012, respectively). It will not be known if the
rate reduction will be triggered until the Commissioner issues these additional certifications as to whether all of the
statutory triggers were met. The Department of Revenue estimates that the revenue impact of this rate reduction
(5.25% to 5.20%) for fiscal 2013 would be between $50 million and $64 million. The revenue impact for fiscal 2014
(assuming no further rate reduction in calendar year 2014) would be between $110 million and $124 million.

As of July 1, 2010, the Department of Revenue is required to issue a report by November 30 of each year
estimating the total revenues collected during the preceding fiscal year from capital gains. If this amount is in excess
of $1 billion it is to be transferred to the Commonwealth’s Stabilization Fund. As a part of this annual certification
process the Department of Revenue has provided quarterly estimates of tax revenues collected from capital gains
income after each quarter to the State Comptroller during fiscal 2012. On July 20, 2012, the Department of Revenue
certified this amount for fiscal 2012 to be $915.5 million. In November, 2012, the Department of Revenue will
determine and certify the final amount for fiscal 2012 after compiling and reviewing more complete data. The same
quarterly and annual certification process will be repeated during fiscal 2013.

Sales and Use Tax. Effective August 1, 2009, the sales tax rate imposed on retail sales of certain tangible
property (including retail sales of meals) transacted in the Commonwealth and a corresponding use tax rate on the
storage, use or other consumption of like tangible properties brought into the Commonwealth was raised from 5% to
6.25%. Food, clothing, prescribed medicine, materials and produce used in food production, machinery, materials,
tools and fuel used in certain industries and property subject to other excises (except for cigarettes) are exempt from
sales taxation. The sales and use tax is also applied to sales of electricity, gas and steam for certain nonresidential
use and to nonresidential and a portion of residential use of telecommunications services.

In August, 2009, when the sales tax rate increase was enacted, it was projected to produce an additional
$759 million in fiscal 2010 and $900 million annually thereafter. Based on the most recently available data,
reflecting both the economic recession and the recovery, the Department of Revenue currently estimates that the
sales tax increase resulted in additional revenues of approximately $739 million in fiscal 2010, $918 million in fiscal
2011 and $916 million to $954 million in fiscal 2012, and that it will result in additional revenues of $945 million to
$985 million in fiscal 2013.

As part of the same legislation that increased the sales tax rate, the sales tax exemption on alcohol sales was
eliminated effective August 1, 2009. However, on November 2, 2010, an initiative passed by the voters reinstated
this exemption and removed the sales tax on alcoholic beverages effective January 1, 2011. The Department of
Revenue estimates that the Commonwealth’s collections from eliminating the alcoholic beverages exemption were
approximately $96.6 million in fiscal 2010 and approximately $81 million during the first seven months of fiscal
2011. The Department of Revenue estimates that the tax revenue loss resulting from the removal of the sales tax on
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alcoholic beverage was approximately $40 million to $52 million for fiscal 2011 and between $120 million and
$130 million annually thereafter.

Sales tax receipts from establishments that first opened on or after July 1, 1997 and that are located near the
site of the Boston Convention and Exhibition Center, sales tax receipts from retail vendors in hotels in Boston and
Cambridge that first opened on or after July 1, 1997 and sales tax receipts from retail vendors located in the
Springfield Civic and Convention Center or in hotels near the Springfield Civic and Convention Center that first
opened on or after July 1, 2000 are required to be credited to the Convention Center Fund. As of enactment of the
fiscal 2004 general appropriations act, this fund is no longer included in the calculation of revenues for budgeted
operating funds. See “LONG-TERM LIABILITIES—Special Obligation Debt; Convention Center Fund.”

A portion of the Commonwealth’s receipts from the sales tax (other than the tax on meals) is dedicated
through trust funds to the Massachusetts Bay Transportation Authority (MBTA) and the Massachusetts School
Building Authority (MSBA). The amount dedicated to the MBTA is the amount raised by a 1% sales tax (not
including meals), with an inflation-adjusted floor. A comparable amount, though without the floor, is dedicated to
the MSBA beginning in fiscal 2010, with lesser amounts dedicated to the MSBA from fiscal 2005 through fiscal
2009.

Beginning in fiscal 2011, a portion of the Commonwealth’s receipts from the sales tax (other than taxes
required to be credited to the Convention Center Fund) is dedicated to the Commonwealth Transportation Fund. The
amount dedicated is the amount raised by a portion of the sales tax equal to a 0.385% sales tax, with a floor of
$275 million per fiscal year. Included in this amount is $100 million of general obligation contract assistance
payments from the Commonwealth to the Massachusetts Department of Transportation. See “LONG TERM
LIABILITIES — General Obligation Contract Assistance Liabilities” herein.

Business Corporations Tax. Business corporations doing business in the Commonwealth, other than banks
and other financial institutions, insurance companies, railroads, public utilities and safe deposit companies, are
subject to an excise that has a property measure and an income measure. The value of Massachusetts tangible
property (not taxed locally) or net worth allocated to the Commonwealth is taxed at $2.60 per $1,000 of value. The
net income allocated to Massachusetts, which is based on net income for federal taxes, is taxed at 8.00%, as of
January 1, 2012. The minimum tax is $456. See discussion below under “Corporate Tax Reform ” for a discussion of
changes to the corporate tax structure and the business corporations’ tax rates.

Corporate Tax Reform. On July 3, 2008, the Governor approved legislation that changed the corporate tax
structure in Massachusetts from a “separate company” reporting state to a “combined reporting” state, effective
January 1, 2009. Under a combined reporting structure, commonly owned business corporations (together with
financial institutions, public utilities and certain other entities) engaged in a “unitary” business, whether or not they
have nexus in Massachusetts, determine their income as one combined business in the aggregate. The combined
income of the group is then apportioned to Massachusetts in accordance with the existing apportionment rules and
taxed to those members of the group that have nexus in Massachusetts. Transactions between member companies
are generally disregarded.

The legislation also repealed the differences between federal and Massachusetts business entity
classification rules for tax purposes so that companies will be classified as the same type of legal entity for federal
and Massachusetts tax purposes. The new law retained the existing structure for different types of corporations —
business corporations, manufacturers, financial institutions, utilities and S corporations, with different tax rates and
apportionment rules.

Together with these structural changes, the legislation reduced the then current 9.5% business corporations’
tax rate to 8.75% as of January 1, 2010, 8.25% as of January 1, 2011 and 8.00% as of January 1, 2012 and thereafter.

Massachusetts tax law imposes an entity level tax on S corporations with more than $6 million in annual
receipts. The corporate tax reform legislation also reduced the tax rate for S corporations with more than $9 million
in annual receipts so that the regular, non-S corporation rate (for a business corporation or financial institution, as
applicable) for the year minus the personal income tax rate for the year equals the rate for such S corporations. The
tax rate for S corporations with between $6 million and $9 million in annual receipts will equal two-thirds of the rate
applicable to the larger S corporations.
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The Department of Revenue estimates that, prior to the so-called FAS 109 deduction (described in the
following paragraph), the structural corporate tax law changes, combined with the gradual reductions in the business
corporations tax rate, the large S corporations tax rates and the financial institutions tax rate (see “Financial
Institutions Tax” below), increased revenues by approximately $185.2 million in fiscal 2009 (reflecting less than a
full year’s impact of the changes), $252.8 million in fiscal 2010 and $173.8 million in fiscal 2011, and will increase
revenues by $128.5 million in fiscal 2012 and $107.7 million in fiscal 2013 and thereafter.

FAS 109 Deduction. The corporate tax reform described above included a new tax deduction designed to
limit the impact of combined reporting in the Commonwealth on certain publicly traded corporations’ financial
statements. The deduction is generally referred to as the “FAS 109” deduction, in reference to the Statement of
Financial Accounting Standards (FAS) No. 109, Accounting for Income Taxes. The Department of Revenue issued
areport on “FAS 109” deductions on September 23, 2009, based on notices filed by the companies intending to
claim FAS 109 deductions. The Department of Revenue used the aggregate amount of FAS 109 deductions
intending to be claimed to calculate the aggregate potential tax benefit to such companies, and corresponding tax
revenue reduction for the Commonwealth.

The Department of Revenue report indicated that the companies filing such notices stated that their
FAS 109 deductions would total approximately $178.1 billion, which would result in corporate tax savings of
$535 million at the applicable tax rates in the years in which the deductions will be claimed. Corporations are
required to claim deductions over a seven-year period starting in tax year 2012. These deductions are expected to
result in corporate tax savings (and corresponding Commonwealth corporate tax revenue reductions) of $76 million
to $79 million annually for tax years 2012 through 2018, inclusive. See “FISCAL 2012 AND FISCAL 2013 — Fiscal
2013 for information on the delay of the implementation of the FAS 109 deduction for one year, which was enacted
as part of the fiscal 2013 budget.

In general, corporations apportion their income to Massachusetts based on the proportion of payroll,
property and sales within the Commonwealth, with sales being double-weighted. However, beginning January 1,
1996, legislation was phased in over five years establishing a “single sales factor” apportionment formula for the
business corporations tax for manufacturing companies. The formula calculates a firm’s taxable income as its net
income times the percentage of its total sales that are in Massachusetts, as opposed to the prior formula that took
other factors, such as payroll and property into account. Beginning January 1, 1997, legislation was phased in which
sourced income of mutual fund service corporations to the states of domicile of the shareholders of the mutual funds
that receive services instead of sourcing the sales to the state where the mutual fund provider bore the cost of
performing services.

Financial Institutions Tax. Financial institutions (which include commercial and savings banks) are subject
to an excise tax. The corporate tax reform legislation discussed above also provides for a reduction in the financial
institutions tax rate from 10.5% to 10% as of January 1, 2010, 9.5% as of January 1, 2011 and 9.0% as of January 1,
2012 and thereafter.

Insurance Taxes. Life insurance companies are subject to a 2% tax on gross premiums. Domestic
companies also pay a 14% tax on net investment income. Property and casualty insurance companies are subject to a
2.28% tax on gross premiums. Domestic companies also pay a 1% tax on gross investment income.

Public Utility Corporation Taxes. Public utility corporations are subject to an excise tax of 6.5% on net
income.

Other Taxes. Other tax revenues are derived by the Commonwealth from excise taxes on motor fuels,
cigarettes, alcoholic beverages and deeds, and hotel/motel room occupancy, among other tax sources. The excise tax
on motor fuels is 21¢ per gallon. The state tax on hotel/motel room occupancy is 5.7%.

On July 1, 2008, the Governor approved legislation raising the tax on cigarettes from $1.51 per pack to
$2.51 per pack. The Department of Revenue estimates that the $1.00 per pack cigarette tax increase resulted in a
fiscal 2009 revenue increase of between $140 million and $150 million, and resulted in a fiscal 2010 revenue
increase of $124 million, compared to revenue generated at the $1.51 per pack rate. The Department of Revenue
estimates that revenue increases in subsequent years should also be between $115 million and $130 million
annually.
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ARRA “De-coupling.” The fiscal 2010 budget included several provisions “decoupling”
Commonwealth tax law from certain federal tax law changes made by the American Recovery and Reinvestment
Act of 2009 (ARRA) and, in one instance, from the impact of an interpretation by the federal Internal Revenue
Service that was effectively repealed (but only prospectively) by ARRA. The purpose of the decoupling provisions
is to prevent revenue losses to the Commonwealth. The federal provisions at issue are ones that affect the scope of
income or deductions of businesses under the federal Internal Revenue Code (IRC) and, in the absence of
decoupling, would also apply for purposes of Commonwealth taxation. The specific federal provisions from which
the Commonwealth legislation decouples include: (a) deferral of the recognition of certain cancellation of
indebtedness income under the IRC; (b) suspension of IRC rules that would otherwise disallow or defer deductions
for original issue discount claimed by issuers of debt obligations; and (c) relief from certain limitations on the use of
losses after changes of ownership of a business under (i) IRS Notice 2008-83 (for periods prior to its effective repeal
by ARRA) and (ii) new IRC Section 382(n) as added by ARRA.

In addition, the Commonwealth legislation specifically adopts a new federal exclusion from gross income
of certain individuals. ARRA provides a subsidy of 65% of the cost of the Consolidated Omnibus Budget
Reconciliation Act (or “COBRA,” which gives workers and their families who lose their health benefits the right to
choose to continue group health benefits provided by their group health plan for limited periods of time under
certain circumstances) continuation premiums for up to nine months for certain involuntarily terminated employees
and for their families. This subsidy also applies to health care continuation coverage if required by states for small
employers. ARRA provides for an exclusion from federal gross income of the COBRA subsidy. Because
Commonwealth personal income tax law generally adopts IRC rules defining the scope of gross income as of
January 1, 2005, it was necessary to adopt a specific Commonwealth exclusion to prevent this 2009 federal subsidy
from being included in the Commonwealth taxable income of affected employees.

Tax Credits and Other Incentives. Massachusetts law provides for a variety of tax credits that may be
applied against corporate excise or personal income taxes due, as applicable under relevant law. These credits are
designed as benefits for specified economic activities as a means to encourage such business in the state. Certain of
these credits, to the extent not used to reduce a current tax liability, may be carried forward, transferred or refunded,
as specified in the applicable statute. In addition, certain statutory provisions may also provide an exemption from
sales and use taxes for qualifying expenditures, or other specified tax benefits. The annual “tax expenditure budget”
filed by the Governor provides a list, description and revenue estimate of various tax credits and incentives (the
fiscal 2013 tax expenditure budget is available on the Commonwealth’s website at www.mass.gov and clicking on
the link to “Transparency,” then “Your State Budget.”)

In July, 2007, the Commonwealth revised its film tax credit to provide tax credits of 25% of certain
production costs incurred by film production companies in Massachusetts that incurred at least $50,000 of film
production costs in the state. Such production companies were also granted a sales and use tax exemption for goods
purchased in the Commonwealth. A film production company may elect either to transfer all or part of its production
credit to another taxpayer or to claim a refund of 90% of the amount that is not currently used. There is no cap on
the amount of film tax credits that may be claimed. Under current law, the film tax credit will expire on January 1,
2023. Since the program’s inception, approximately $276.1 million in tax credits have been approved or are
currently in the process of being approved by the Department of Revenue. The Department of Revenue estimates
that the tax credits reduced fiscal 2007 tax revenues by approximately $11.9 million, fiscal 2008 tax revenues by
approximately $10.5 million, fiscal 2009 tax revenues by approximately $110.0 million, fiscal 2010 tax revenues by
approximately $90.8 million, fiscal 2011 tax revenues by approximately $45.4 million and fiscal 2012 revenues by
between $70 million and $90 million, and will reduce fiscal 2013 revenues by between $70 million and $90 million,
not including any offsetting tax revenue from the film-related economic activity generated by the tax incentives.
Virtually all of the reduction in tax payments resulting from credits that have been transferred or sold is reflected in
the insurance, financial institutions, public utilities, and corporate tax categories. The Department of Revenue is
required to prepare an annual report of the impact of the film tax credit (the most recent report is available at the
Department’s website at www.mass.gov/dor and by clicking on “Tax Professionals; News and Reports; Other
Reports; Massachusetts Film Industry Tax Incentive Report.”

Under legislation approved June 16, 2008 in support of the life sciences industry, up to $25 million per year

in tax incentives is available to certified life sciences companies over a ten-year period, commencing January 1,
2009 for an aggregate amount of $250 million. The fiscal 2012 budget administratively reduced fiscal year 2012 tax
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expenditures by about $5 million (without reducing statutory authorizations) by limiting the actual tax credits that
would be refunded or used by eligible corporations. The fiscal 2013 budget does not include a similar reduction.

The Department of Revenue estimates that this program resulted in a revenue reduction of $5 million in
fiscal 2010, a revenue reduction of $20 million in fiscal 2011 and a probable revenue reduction between $18 million
and $22 million in fiscal 2012, and that it will result in a revenue reduction between $23 million and $27 million in
fiscal 2013.

Tax Expenditure Commission. The fiscal 2012 budget established a study commission on tax expenditures
which was chaired by the Secretary of Administration and Finance and included legislators and economists. The
commission was charged with reviewing and evaluating the administration and fiscal impact of tax expenditures and
making recommendations to the Legislature on the administrative efficiency and cost benefit of tax
expenditures. Tax expenditures include credits, deductions and exemptions from the basic provisions of the state tax
code. The commission filed its report on April 30, 2012. The report includes recommendations to reduce the number
and cost of existing tax expenditures, based on identified criteria, to provide for periodic review of tax expenditures,
including an automatic sunset of discretionary “grant-like” tax expenditures every five years, based on data-driven
analysis and reports regarding effectiveness, and to establish clawbacks and other enforcement measures for grant-
like tax expenditures to ensure that recipients meet commitments.

Tax Revenue Forecasting

Under state law, on or before October 15 and March 15 of each year, the Secretary of Administration and
Finance is required to submit to the Governor and to the House and Senate Committees on Ways and Means
estimates of revenues available to meet appropriations and other needs in the following fiscal year. On or before
October 15, January 15 and April 15, the Secretary is required to submit revised estimates for the current fiscal year
unless, in his opinion, no significant changes have occurred since the last estimate of total available revenues. On or
before January 15 of each year, the Secretary is required to develop jointly with the House and Senate Committees
on Ways and Means a consensus tax revenue forecast for the following fiscal year. Beginning in fiscal 2005, state
finance law has required that the consensus tax revenue forecasts be net of the amount necessary to fully fund the
pension system according to the applicable funding schedule, which amount is to be transferred without further
appropriation from the General Fund to the Commonwealth’s Pension Liability Fund. See “Employee Benefits;
Pension” below.

The following table compares actual budgeted tax revenues to consensus tax revenue forecasts for fiscal
2008 to 2013. Figures for fiscal 2013 are projected. The figures include sales tax receipts dedicated to the
Massachusetts Bay Transportation Authority and the Massachusetts School Building Authority and amounts
transferred to the state pension system.

Tax Revenue Forecasting (in millions)

Projected

Fiscal 2008 Fiscal 2009 Fiscal 2010 Fiscal 2011 Fiscal 2012 Fiscal 2013
Consensus forecast $19,879 $20,987 $17,989 $19,050 $20,525 $21,950
Total taxes per enacted budget $19.879 $21.402 $18.879 $19.078 $20.615 $22.011
October revision 20,225 20,302 18,279 - 21,010 -
January revision 20,225 19,450 18,460 19,784 - -
April revision - 19,333 - - - -
May revision - 18,436 - - - -
Actual budgeted operating tax
revenues $20.879 $18.260 $18.544 $20.517 $21.115 N/A
Actual revenues as a percentage of
consensus forecast 105% 87% 103% 108% 103% N/A
Actual revenues as a percentage of
total taxes per enacted budget 105% 85% 98% 108% 102% N/A

SOURCE: Executive Office for Administration and Finance; actual budgeted operating tax revenues, Office of the Comptroller

A-17



Fiscal 2012 and Fiscal 2013 Tax Revenues

Fiscal 2012. The fiscal 2012 budget approved by the Governor on July 11, 2011 assumed tax revenues of
$20.636 billion, reflecting the fiscal 2012 consensus tax estimate of $20.525 billion which was adjusted for the
impact of revenue initiatives enacted as part of the budget, most notably including a one-year delay of the FAS 109
deductions ($45.9 million) and enhanced tax enforcement initiatives ($61.5 million). On August 1, 2011, the
Governor approved legislation establishing a sales tax holiday on August 13-14, 2011. The $20.615 billion estimate
also reflected the revenue loss impact from this two-day sales tax holiday, which was expected to be $20.9 million.
(The estimate of $20.9 million was certified by the Commissioner of Revenue on December 30, 2011). On
October 17, 2011, the Secretary of Administration and Finance, based on available data on tax revenue collections
and economic trends, revised the fiscal 2012 tax revenue estimate from $20.615 billion to $21.010 billion.

Tax revenues for fiscal 2012, ended June 30, 2012, totaled approximately $21.115 billion, an increase of
approximately $598 million, or 2.9%, over fiscal 2011. The following table shows the tax collections for fiscal 2012
and the change from tax collections in the same period in the prior year, both in dollars and as a percentage. The
table also notes the amount of tax collections in each month of fiscal 2012 that were dedicated to the MBTA and the
MSBA.

Fiscal 2012 Tax Collections (in millions)
Tax Collections:

Change from Percentage MBTA MSBA Net of MBTA

Month Tax Collections Prior Year Change Portion(2) Portion and MSBA
July $1,444.6 $91.9 6.8% $59.6 $59.6 $1,325.3
August 1,425.3 39.7 2.9 54.1 54.1 1.317.0
September 2,195.8 180.8 9.0 81.0 524 2,062.4
October 1,448.8 105.8 7.9 56.4 56.5 1,335.9
November 1,363.3 (63.3) 4.4) 52.9 52.9 1,257.5
December 1,967.3 (105.0) (5.1) 85.4 57.3 1,824.5
January 2,038.6 (14.1) 0.7) 67.4 67.4 1,903.7
February 1,011.1 78.5 8.4 49.6 49.6 911.8
March 1,802.1 28.3 1.6 71.7 49.6 1,674.7
April 2,507.5 2.1 0.1 58.0 58.0 2,391.6
May 1,616.9 112.2 7.5 54.7 54.7 1.507.4
June 2,293.5 141.2 6.6 82.1 58.3 2,153.2
Total (1) $21,114.7 $598.1 2.9% $779.1 $670.5 $19,665.1

SOURCE: Executive Office for Administration and Finance.

(1) Totals may not add due to rounding.

(2) Figures for September, December, March and June include quarterly adjustments of $28.6 million, $28.1 million, $28.1 million and $23.8 million,
respectively, to cover shortfalls between fiscal 2012 dedicated sales tax revenue and the base revenue amount statutorily required to be credited to the
MBTA. These adjustments are reflected in the final month of each quarter, but are calculated and transferred to the MBTA following the close of each
quarter.

The tax revenue increase of approximately $598 million in fiscal 2012 from fiscal 2011 is attributable, in
large part, to an increase of approximately $330.9 million, or 3.5%, in withholding collections, an increase of
approximately $17.0 million, or 1.0%, in income payments with returns and bills, a decrease of approximately
$6.7 million, or 0.5%, in income cash refunds, an increase of approximately $154.6 million, or 3.2%, in sales and
use tax collections and an increase of approximately $92.2 million, or 4.1%, in corporate and business collections,
which were partly offset by a decrease of approximately $24.2 million, or 1.3%, in income cash estimated payments.
Fiscal 2012 total tax collections were approximately $105 million above the fiscal 2012 tax revenue estimate of
$21.010 billion.

Fiscal 2013. On January 12, 2012, a fiscal 2013 consensus tax revenue estimate of $21.950 billion was
agreed upon by the Secretary of Administration and Finance and the chairs of the House and Senate Committees on
Ways and Means. The fiscal 2013 consensus tax revenue estimate of $21.950 billion represents revenue growth of
4.5% actual and 5.4% baseline from the revised fiscal 2012 estimate of $21.010 billion. The revenue estimate in the
fiscal 2013 budget is $22.011 billion and reflects the consensus estimate of $21.950 billion adjusted for the impact
of fiscal 2013 revenue initiatives enacted as part of the budget, including a one-year delay of the FAS 109
deductions (increase of $45.9 million), enhanced tax enforcement initiatives (increase of $36.3 million) and the
revenue loss impact of $21.6 million for the subsequently enacted two-day sales tax holiday on August 11-12, 2012,
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On October 15, 2012, the Secretary of Administration and Finance kept the fiscal 2012 tax revenue estimate of
$22.011 billion unchanged based on available data on tax revenue collections and economic trends.

Tax revenues for the first four months of fiscal 2013, ended October 31, 2012, totaled approximately
$6.482 billion, a decrease of approximately $32.9 million, or 0.5%, compared to the same period in fiscal 2012. The
following table shows the tax collections for the first four months of fiscal 2012 and the change from tax collections
in the same period in the prior year, both in dollars and as a percentage. The table also notes the amount of tax
collections during the same four-month period that are dedicated to the MBTA and the MSBA.

Fiscal 2013 Tax Collections (in millions) (1)

Tax Collections:

Change from Percentage MBTA Net of MBTA
Month Tax Collections Prior Year Change Portion(3) MSBA Portion and MSBA
July $1,453.4 $8.8 0.6% $60.5 $60.5 $1,332.4
August 1,422.6 2.7) 0.2) 56.2 56.2 1,310.1
September (3) 2,204.8 9.0 0.4 80.0 53.3 2,071.6
October 1,400.8 (48.0) 33 57.6 57.6 1,285.6
Total (2) $6,481.6 32.9) (0.5%) $254.3 $227.6 $5,999.7

SOURCE: Executive Office for Administration and Finance.

(1) Figures are preliminary.

(2) Totals may not add due to rounding.

(3) The figure for September includes a quarterly adjustment of $26.7 million to cover the shortfall between the dedicated sales tax revenue and the base
revenue amount statutorily required to be credited to the MBTA during the first quarter of fiscal 2013.

The year-to-date tax revenue decline of approximately $32.9 million through October 31, 2012 from the
same period in fiscal 2012 is attributable, in large part, to a decrease of approximately $11.0 million, or 0.4%, in
withholding collections, a decrease of approximately $79.9 million, or 13.6%, in corporate and business collections,
an increase of approximately $22.9 million, or 18.4%, in income tax cash refunds, which were partly offset by an
increase of approximately $15.5 million, or 9.5%, in income payments with returns and bills, an increase of
approximately $28.7 million, or 6.0%, in income cash estimated payments and an increase of approximately
$52.0 million, or 3.1%, in sales and use tax collections. Year-to-date fiscal 2013 tax collections (through October)
were approximately $256 million below the benchmark for the fiscal 2013 tax revenue estimate of $22.011 billion.

Federal and Other Non-Tax Revenues

Federal revenues are collected through reimbursements for the federal share of entitlement programs such
as Medicaid and through block grants for programs such as Transitional Assistance to Needy Families (TANF). The
amount of federal reimbursements to be received is determined by state expenditures for these programs. The
Commonwealth receives reimbursement for approximately 50% of its spending for Medicaid programs. Block grant
funding for TANF is received quarterly and is contingent upon a maintenance-of-effort spending level determined
annually by the federal government. Federal reimbursements for fiscal 2012 were approximately $8.0 billion and are
projected to be $8.222 billion for fiscal 2013.

Departmental and other non-tax revenues are derived from licenses, tuition, fees and reimbursements and
assessments for services. For fiscal 2012, departmental and other non-tax revenues were $2.921 billion. The largest
budgeted departmental revenues, assessments and miscellaneous revenues in fiscal 2012 included $474.1 million for
Registry of Motor Vehicles fees, fines and assessments, $217.6 million from filing, registration and other fees paid
to the Secretary of State’s office, $114.1 million in fees, fines and assessments charged by the court systems and
$79.7 million in tuition remitted to schools of higher education. Fiscal 2013 departmental and other non-tax
revenues are projected to be $3.316 billion.

Lottery Revenues. For the budgeted operating funds, inter-fund transfers include transfers of profits from
the State Lottery Fund and the Arts Lottery Fund and reimbursements for the budgeted costs of the State Lottery
Commission, which accounted for transfers from the Lottery of $1.128 billion, $1.003 billion, $989.7 million,
$976.5 million and $1.075 billion in fiscal 2008 through 2012, respectively. Under state law, the net balance in the
State Lottery Fund, as determined by the Comptroller on each September 30, December 31, March 31 and June 30,
is to be used to provide local aid.
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The Lottery Commission’s operating revenues for fiscal 2012 were $1.075 billion. The result was a surplus
of $63.7 million against the actual $1.011 billion budget to fund various commitments appropriated by the
Legislature from the State Lottery Fund and Arts Lottery Fund, including Lottery administrative expenses, and $834
million in appropriations for local aid to cities and towns.

As enacted, the fiscal 2013 budget assumed total transfers from the Lottery of $1.026 billion to fund
various commitments appropriated by the Legislature from the State Lottery Fund and the Arts Lottery Fund,
including Lottery administrative expenses and $840.2 million in appropriations for local aid to cities and towns, with
the balance, if any to be transferred to the General Fund for the general activities of the Commonwealth.

A five-year history of Lottery revenues and profits is shown in the following table as well as current
projections for fiscal 2013.

Lottery Revenues and Profits
(amounts in thousands)

Net Operating Net
Fiscal Year Revenues Revenues Profits
2013 (1) $4,669,605 $1,026,239 $926,330
2012 4,741,417 1,074,927 983,786
2011 4,427,961 976,547 887,913
2010 4,423,732 989,727 903,486
2009 4,442 924 959,007 859,407
2008 4,709,343 1,014,430 913,048

Source: State Lottery Commission
(1) Fiscal 2013 figures are projected.

Tobacco Settlement. In November, 1998, the Commonwealth joined with other states in a master settlement
agreement that resolved the Commonwealth’s and other states’ litigation against the cigarette industry. Under the
agreement, cigarette companies have agreed to make both annual payments (in perpetuity) and five initial payments
(for the calendar years 1999 to 2003, inclusive) to the settling states. Each payment amount is subject to applicable
adjustments, reductions and offsets, including upward adjustments for inflation and downward adjustments for
decreased domestic cigarette sales volume.

The Commonwealth’s allocable share of the base amounts payable under the master settlement agreement
is approximately 4.04% which equals more than $8.3 billion through 2025, subject to adjustments, reductions and
offsets. However, in pending litigation tobacco manufacturers are claiming that because of certain developments
they are entitled to reduce future payments under the master settlement agreement, and certain manufacturers
withheld payments to the states due in April, 2006, April, 2007, April, 2008, April, 2009, April, 2010 and April,
2011. The Commonwealth believes it is due the full amount and is pursuing its claim to unreduced payments. See
“LEGAL MATTERS — Other Revenues.” The Commonwealth was also awarded $414.3 million from a separate
Strategic Contribution Fund established under the master settlement agreement to reward certain states’ particular
contributions to the national tobacco litigation effort. This additional amount, also subject to a number of
adjustments, reductions and offsets, is payable in equal annual installments during the years 2008 through 2017.

Tobacco settlement payments were initially deposited in a permanent trust fund (the Health Care Security
Trust), with only a portion of the moneys made available for appropriation. Beginning in fiscal 2003, however, the
Commonwealth has appropriated the full amount of tobacco settlement receipts in each year’s budget. The balance
accumulated in the Health Care Security Trust amounted to $509.7 million at the end of fiscal 2007. The fiscal 2008
budget established the State Retiree Benefits Trust Fund for the purposes of depositing, investing and disbursing
amounts set aside solely to meet liabilities of the state employee’ retirement system for health care and other non-
pension benefits for retired members of the system. In fiscal 2008 the Health Care Security Trust’s balance was
transferred to the State Retiree Benefits Trust Fund. The fiscal 2010, 2011 and 2012 budgets transfer all payments
received by the Commonwealth in fiscal 2010, 2011 and 2012 pursuant to the master settlement agreement from the
Health Care Security Trust to the General Fund. The fiscal 2012 budget included a requirement that, beginning in
fiscal 2013, 10% of the annual tobacco payments are to be transferred to the State Retiree Benefits Trust Fund
(projected to be approximately $27.6 million in fiscal 2013), with the difference deposited to the General Fund, and
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that the amount deposited to the State Retiree Benefits Trust Fund is to increase by 10% increments annually
thereafter until 100% of all payments are transferred to that Fund. The fiscal 2013 budget, as enacted by the
Legislature, disregarded this provision and would have deposited all fiscal 2013 tobacco payments into the General
Fund. The Governor vetoed this section of the fiscal 2013 budget because of its inconsistency with the fiscal 2012
budget requirement to deposit 10% of such payments in the State Retiree Benefits Trust Fund. See “PENSION AND
OPEB FUNDING — Other Post-Retirement Benefit Obligations (OPEB).”

The following table sets forth the tobacco settlement amounts received by the Commonwealth to date.
Since fiscal 2006 certain amounts have been withheld from each year’s payments by tobacco manufacturers in
relation to ongoing disputes of payment calculations. Those withheld amounts have ranged from $21 million to $35
million and are not included in the table below. The Commonwealth continues to pursue these disputed payments.
See “LEGAL MATTERS — Other Revenues.”

Payments Received Pursuant to the Tobacco Master Settlement Agreement (in millions) (1)

Fiscal Year Initial Payments Annual Payments Total Payments
2000 $186.6 (2) $139.6 $326.2(2)
2001 78.2 164.2 2425
2002 82.8 221.7 304.5
2003 86.4 213.6 300.0
2004 - 253.6 253.6
2005 - 257.4 257.4
2006 - 236.3 236.3
2007 - 245.4 245.4
2008 - 288.5 288.5
2009 - 315.2 315.2
2010 - 263.7 263.7
2011 - 248.7 248.7
2012 - 253.6 253.6

Total $434.00 $3,101.50 $3,535.60

SOURCE: Office of the Comptroller.
(1) Amounts are approximate. Totals may not add due to rounding.
(2) Payments received for both 1999 and 2000.

Settlements and Judgments. The fiscal 2012 budget amended state finance law to provide that any one-time
settlement or judgment amounting to $10 million or more is to be deposited in the Stabilization Fund rather than
used as miscellaneous revenue for the current fiscal year. Upon receiving a joint certification from the
Commissioner of Revenue and the Attorney General that a state agency is in receipt of a one-time settlement or
judgment for the Commonwealth in excess of $10 million in any one fiscal year, the Comptroller is to transfer the
proceeds of the settlement or judgment from the General Fund to the Stabilization Fund. In fiscal 2012, the
Comptroller transferred $375.0 million received on account of settlements and judgments. Such transfers are made
on a bi-monthly basis. Such settlement and judgment payments totaled $15 million during the first four months of
fiscal 2013.

Gaming. On November 22, 2011 the Governor approved legislation that authorize the licensing of up to
three regional resort casinos (one per region) and one slot facility (up to 1,250 slots) in the Commonwealth. The
legislation established an appointed, independent state gaming commission to oversee the implementation of the law
and the regulation of the resultant gaming facilities. Licensing fees collected by the commission are to be applied to
a variety of one-time state and local purposes, and gaming revenues received by the Commonwealth are to be
applied to a variety of ongoing expenses, including local aid and education, with stipulated percentages also to be
deposited in the Stabilization Fund and applied to debt reduction. The legislation stipulates that initial licensing fees,
which are to be set by the gaming commission, must be at least $85 million per casino and $25 million for the slot
facility. Neither the sponsors of the legislation nor the Executive Office for Administration and Finance have
released any cost or revenue projections. The fiscal 2013 budget does not assume any revenue from expanded
gaming.
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Limitations on Tax Revenues

Chapter 62F of the General Laws, which was enacted by the voters in November, 1986, establishes a state
tax revenue growth limit for each fiscal year equal to the average positive rate of growth in total wages and salaries
in the Commonwealth, as reported by the federal government, during the three calendar years immediately
preceding the end of such fiscal year. The growth limit is used to calculate “allowable state tax revenue” for each
fiscal year. Chapter 62F also requires that allowable state tax revenues be reduced by the aggregate amount received
by local governmental units from any newly authorized or increased local option taxes or excises. Any excess in
state tax revenue collections for a given fiscal year over the prescribed limit, as determined by the State Auditor, is
to be applied as a credit against the then-current personal income tax liability of all taxpayers in the Commonwealth
in proportion to the personal income tax liability of all taxpayers in the Commonwealth for the immediately
preceding tax year. The law does not exclude principal and interest payments on Commonwealth debt obligations
from the scope of its tax limit. However, the preamble contained in Chapter 62F provides that “although not
specifically required by anything contained in this chapter, it is assumed that from allowable state tax revenues as
defined herein the Commonwealth will give priority attention to the funding of state financial assistance to local
governmental units, obligations under the state governmental pension systems and payment of principal and interest
on debt and other obligations of the Commonwealth.”

Tax revenues in fiscal 2007 through 2011 were lower than the “allowable state tax revenue” limit set by
Chapter 62F, and are expected to be lower than the limit in fiscal 2012.

Local Aid

Commonwealth Financial Support for Local Governments. The Commonwealth makes substantial
payments to its cities, towns and regional school districts (local aid) to mitigate the impact of local property tax
limits on local programs and services. See “Property Tax Limits” below. Local aid payments to cities, towns and
regional school districts take the form of both direct and indirect assistance. Direct local aid consists of general
revenue sharing funds and specific program funds sent directly to local governments and regional school districts as
reported on the so-called “cherry sheet” prepared by the Department of Revenue, excluding certain pension funds
and non-appropriated funds. In fiscal 2012, approximately $4.93 billion of the Commonwealth’s budget was
allocated to direct local aid. The Commonwealth’s budget for fiscal 2013 provides $5.12 billion of state-funded
local aid to municipalities.

As a result of comprehensive education reform legislation enacted in June, 1993, a large portion of general
revenue sharing funds is earmarked for public education and is distributed through a formula specified in Chapter 70
of the General Laws designed to provide more aid to the Commonwealth’s poorer communities. The legislation
requires the Commonwealth to distribute aid to ensure that each district reaches at least a minimum level of
spending per public education pupil. Since fiscal 1994, the Commonwealth has fully funded the requirements
imposed by this legislation in each of its annual budgets. Beginning in fiscal 2007, the Legislature implemented a
new model for the Chapter 70 program which was adjusted to resolve aspects of the formulas that were perceived to
be creating inequities in the aid distribution. The fiscal 2013 budget includes state funding for Chapter 70 education
aid of $4.17 billion. This level of funding for Chapter 70 brings all school districts to the foundation level called for
by 1993 education reform legislation, ensures that all local educational authorities receive an increase of funding of
at least $40 per pupil, and is an increase of $173 million over the fiscal 2012 state-supported amount of
$3.99 billion.

The fiscal 2010 budget eliminated lottery local aid and additional assistance and created a new local aid
funding source called unrestricted general government aid. This account is now the other major component of direct
local aid, providing unrestricted funds for municipal use. The fiscal 2013 budget provided for cities and towns to
receive $898.9 million in unrestricted general government aid, with funding allocated to ensure level funding to
fiscal year 2012 levels to all municipalities.

Property Tax Limits. In November, 1980, voters in the Commonwealth approved a statewide tax limitation
initiative petition, commonly known as Proposition 2%, to constrain levels of property taxation and to limit the
charges and fees imposed on cities and towns by certain governmental entities, including county governments.
Proposition 2% is not a provision of the state constitution and accordingly is subject to amendment or repeal by the
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Legislature. Proposition 2'2, as amended to date, limits the property taxes that may be levied by any city or town in
any fiscal year to the lesser of (i) 2.5% of the full and fair cash valuation of the real estate and personal property
therein or (ii) 2.5% over the previous year’s levy limit plus any growth in the tax base from certain new construction
and parcel subdivisions. The law contains certain voter override provisions and, in addition, permits debt service on
specific bonds and notes and expenditures for identified capital projects to be excluded from the limits by a majority
vote at a general or special election. Between fiscal 1981 and fiscal 2012, the aggregate property tax levy grew from
$3.347 billion to $12.5 billion, a compound annual growth rate of 4.34%.

Medicaid and the Commonwealth Care Trust Fund

MassHealth. The Commonwealth’s Medicaid program, called MassHealth, provides health care to low-
income children and families, certain low-income adults, disabled individuals and low-income elders. The program,
administered by the Office of Medicaid within the Executive Office of Health and Human Services, generally
receives 50% in federal reimbursement on most expenditures. Starting from fiscal 1999, payments for some
children’s benefits became 65% federally reimbursable under the Children’s Health Insurance Program (CHIP).

For fiscal 2012, 33.44% of the Commonwealth’s budget is devoted to MassHealth and Commonwealth
Care. Health care expenditure is the largest and has been one of the fastest growing items in the Commonwealth’s
budget. Medicaid spending from fiscal 2007 to fiscal 2012 is estimated to have grown by 6.08% on a compound
annual basis (including Medicaid administrative expenses and off-budget Medicaid expenses). During the same
period, Medicaid enrollment is estimated to have increased 3.9% on a compound annual basis, driven largely by
eligibility expansions and the individual mandate prescribed by the 2006 health care reform legislation. The
economic recession has additionally contributed to Medicaid membership increases from fiscal year 2009 to 2012.

Spending in fiscal 2012 was $10.431 billion for MassHealth programs and included almost $588 million in
savings achieved through a variety of initiatives, including but not limited to rate restructuring, program integrity
efforts, capitation cost control and payment strategies. In fiscal 2012, the Governor and the Legislature approved
$35 million in additional funding to cover the restoration of Adult Day Health Medicaid benefit cut in the original
fiscal 2012 budget. MassHealth ended fiscal 2012 without further supplemental funding.

The fiscal 2013 budget includes $10.991 billion for the MassHealth program. This is approximately 5.3%,
or $560 million, higher than fiscal 2012 spending of $10.431 billion. Between fiscal 2012 and fiscal 2013
MassHealth has controlled health care cost growth for an annual average increase of 3.6%. The fiscal 2013 budget
fully maintains eligibility for MassHealth and funds projected enrollment growth of 2.79%. The budget keeps
MassHealth costs affordable for the Commonwealth and members by maintaining appropriate discipline on rates,
instituting new program integrity measures and restructuring certain benefits. In light of fiscal challenges, the
MassHealth adult dental benefit will continue to be restructured to cover preventative and emergency services but
not full restorative dental services. The fiscal 2013 budget provides funding for adult dental fillings for front teeth,
effective January, 2013, which was previously cut under the dental restructuring. The restructuring of dental benefits
is not expected to affect children or developmentally disabled members (DDS), and other members are expected to
be able to have access to restorative dental services at Community Health Centers through the Health Safety Net.

The fiscal 2013 budget expands funding for MassHealth in several areas, eliminates some savings
initiatives assumed in the Governor’s fiscal 2013 budget recommendations and increases investments in key areas.
The fiscal 2013 budget supports a total investment of $26 million for infrastructure capacity building grants for non-
safety net hospitals ($20 million), critical-access hospitals ($3 million), and community health centers and patient
centered medical homes ($3 million). Nursing home rates received level funding from fiscal 2012 and include
$2.8 million for pay-for-performance incentive payments. MassHealth plans to expand hospice benefits to
MassHealth Essential and Basic members and anticipates savings by facilitating transitions from inpatient to
community settings for end-of-life care. The fiscal 2013 budget also adds administrative funding to ramp up
MassHealth operations ($1 million) and funding for the implementation of national health care reform initiatives and
payment reform ($0.75 million).
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Medicaid Expenditures and Enrollment (in millions)

Fiscal 2008 Fiscal 2009 Fiscal 2010 (2)  Fiscal 2011 Fiscal 2012 Fiscal 2013 (1)

Budgeted Medicaid

program expenses $8,113.9 $8,535.5 $9,287.6 $10,237.3 $10,431.1 $10,991
Budgeted Medicaid

administrative

expenses 1324 143.7 90.8 $86.5 $84.3 $87.2

Off-Budget Medicaid
expenses - - - - - -

Total expenditures $8,246.3 $8,679.2 $9,378.4 $10,323.8 $10,515.4 $11,078.6
Annual percentage

growth in total

expenditures 52% 52% 8.1% 10.1% 1.9% 5.3%

Enrollment (in
member months) 1,139,284 1,177,922 1,235,907 1,316,625 1,357,881 1,392,852

Annual percentage
growth in enrollment 4.1% 3.4% 4.9% 4.11% 3.10% 2.79%

SOURCE: Fiscal 2008-2012, Office of the Comptroller; fiscal 2013, Executive Office for Administration and Finance. Enrollment, Executive
Office of Health and Human Services.

(1) Fiscal 2013 figures are estimated.

(2) The Executive Office of Health and Human Services and Medicaid administrative budget for fiscal 2010 was reduced due to the shifting of

information technology resources to a new account.

Commonwealth Care. State health care reform legislation enacted in 2006 created the Commonwealth
Health Insurance Connector Authority to, among other things, administer the new Commonwealth Care program, a
subsidized health insurance coverage program for adults whose income is up to 300% of the federal poverty level
and who do not have access to employer-sponsored insurance. Commonwealth Care began enrolling individuals on
October 1, 2006.

In addition to the Commonwealth Care program, the Connector Authority also administered the
Commonwealth Care Bridge program during fiscal 2010 through fiscal 2012. The Commonwealth Care Bridge
program was established to provide coverage for certain legal permanent residents known as aliens with special
status (AWSS) that were enrolled in Commonwealth Care prior to the suspension of their eligibility by the
Legislature at the beginning of fiscal 2010. On January 5, 2012, the Supreme Judicial Court held that the
Massachusetts statute limiting the eligibility of many legal immigrants for Commonwealth Care violates the equal
protection provisions of the Massachusetts Constitution. The Connector Authority has since re-integrated the former
Commonwealth Care Bridge population into the Commonwealth Care program and has reinstated eligibility for the
remaining AWSS population to apply for and enroll in the program. The Connector Authority estimates that over
24,000 new members, in addition to the 13,400 previously enrolled in Commonwealth Care Bridge, will enroll in the
Commonwealth Care program as a result. While current Commonwealth Care members are eligible for federal
reimbursement, AWSS members are not eligible.

At the end of fiscal 2012, approximately 187,364 members were enrolled in Commonwealth Care.
Enrollment includes integrated legal immigrants previously enrolled in the Bridge program. Fiscal 2012 spending on
Commonwealth Care members, including AWSS members, was $777 million. This cost estimate reflects gross
funding needs of the program (net of enrollee contributions) and does not account for federal reimbursement under
the Commonwealth’s Medicaid waiver nor for the non-federally reimbursable members. The fiscal 2012 spending
figure also includes funding of $43 million to cover both the continuation of the Bridge program from July, 2011 to
February, 2012 and the re-integration of legal immigrants into Commonwealth Care from March, 2012 through the
end of the fiscal year.
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The fiscal 2013 budget provides $904 million for both the federally reimbursable and non-reimbursable
populations in Commonwealth Care. These funds are designed to maintain eligibility for the program and pay for
additional enrollment (including coverage for individuals that transition from the Medical Security Plan to
Commonwealth Care after their unemployment benefits expire). The budget does not assume any increases in
Commonwealth Care base enrollee premiums. The fiscal 2013 budget includes $143 million for those
Commonwealth Care members who are not eligible for federal reimbursement. Also included in the fiscal 2013
budget is $0.5 million to fund a program enacted in 2010 that requires the Connector to offer premium discounts, as
rebates, for certain small businesses that purchase coverage through Commonwealth Choice and set up wellness
programs for their employees. The fiscal 2012 budget saw an expansion in the premium rebates to 15% of the
premium cost. This expansion continued to be supported in the fiscal 2013 budget. The fiscal 2013 budget also
provides $30 million to support the Health Safety Net Trust Fund.

Commonwealth Care, the Commonwealth Choice wellness subsidy and support for the Health Safety Net
Trust Fund are funded through the Commonwealth Care Trust Fund (CCTF). The trust fund is supported by
transfers from the General Fund and several dedicated revenue sources, including:

o Fair Share Assessment: The “Fair Share” test requires employers with over 11 full-time
equivalents to either make a “fair and reasonable” contribution to health insurance for their full-
time employees or pay a $295 per employee annual assessment to the state. Revenue estimates for
the fair share assessment average over $15 million annually.

o Cigarette Tax Revenue: Starting in fiscal 2009, the state raised taxes on cigarettes by $1 per pack
and dedicated the increased revenues to the Commonwealth Care Trust Fund. These revenues are
projected to total over $120 million per year.

o Individual Tax Penalties: Adults who can afford health insurance but fail to purchase coverage are
required to pay monetary penalties when filing their tax returns. These revenues are projected to
generate over $15 million in fiscal 2012 and 2013.

Federal 1115 MassHealth Demonstration Waiver. The Commonwealth’s 1115 waiver expired on June 30,
2011, but the Commonwealth received six successive one-month extensions from the Centers for Medicare and
Medicaid Services (CMS) while renewal negotiations continued. On December 20, 2011 the waiver was renewed by
CMS and will extend through June 30, 2014. The $26.750 billion agreement, which represents a $5.690 billion
increase over the previous waiver, preserves existing eligibility and benefit levels in the Medicaid and
Commonwealth Care programs and includes more than $13.3 billion in revenue to the Commonwealth through
federal financial participation. During the three-year waiver period, the Commonwealth will fully implement the
federal Affordable Care Act, whose major provisions go into effect on January 1, 2014. The waiver supports
spending authority to support alternative payment models and integrated care through Delivery System
Transformation Initiative (DSTI) incentive payments to eligible safety net hospitals. The total amount of payments
to these safety net providers over the three year period is up to $628 million, of which up to $82.2 million is
expected to be covered by state resources annually. Legislation approved in June, 2012 supported the establishment
and full funding for the trust fund, and MassHealth began implementation of the program at the end of fiscal 2012.

Health Safety Net/Health Safety Net Trust Fund. Overseen by the state’s Division of Health Care Finance
and Policy, the Health Safety Net reimburses hospitals and community health centers for health care services
provided to low- and moderate-income uninsured or underinsured residents. It was formerly known as the
Uncompensated Care Pool.

Success in expanding enrollment in health insurance through health care reform has resulted in decreased
Health Safety Net utilization and payments. As compared to Uncompensated Care Pool fiscal 2007, Health Safety
Net payments sustained a record drop through Health Safety Net fiscal 2008 (from $661 million to $396 million).
However, recent economic conditions have caused demand in the Health Safety Net usage to increase from this
level.

The fiscal 2013 budget provides $420 million in dedicated resources for the Health Safety Net, including
$320 million from hospital and insurer assessments, $70 million from supplemental payments made by other sources
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and a $30 million contribution from the General Fund. The Division of Health Care Finance and Policy continues to
monitor Health Safety Net service volume and costs, to update evolving trends relating to Trust Fund care demand.
Projections will likely change as more data emerges regarding demand on the Health Safety Net, and a Health Safety
Net shortfall of funding for the Health Safety Net’s fiscal year 2012 of $130 million is anticipated. These projections
are largely influenced by the current economic conditions and their impacts on the Health Safety Net.

Both Commonwealth Care and Health Safety Net spending occurs in the Commonwealth Care Trust Fund.
As noted above, both the Commonwealth Care program and Health Safety Net are financed by a number of different
sources. The transfer to the Commonwealth Care Trust Fund detailed in the Statutory Basis Distribution of
Budgetary Revenues and Expenditures table above only reflects the General Fund-supported portion of
Commonwealth Care and the Health Safety Net.

Federal Health Care Reform. On March 23, 2010 the President signed into law a comprehensive national
health reform measure, the Patient Protection and Affordable Care Act (P.L. 111-148). The United States Supreme
Court rejected challenges to this law on June 21, 2012. Many of the provisions that were passed in the Affordable
Care Act are similar to the Massachusetts health care reform model, including the introduction of a health insurance
exchange, insurance market reforms, individual mandate requirements to ensure that individuals are accessing health
insurance, and rules designed to encourage employers to contribute to health insurance for their employees. Unlike
many other states, the Commonwealth will not need to devote new state funding to cover populations under the
federal Medicaid expansions, as the Commonwealth is already providing coverage exceeding the new federal
coverage levels. Instead, the Affordable Care Act will provide the Commonwealth with significant additional federal
funding for the Commonwealth’s health insurance programs for low-income individuals starting in 2014. The
Commonwealth continues to analyze this legislation aggressively to identify funding opportunities and compliance
requirements for the Commonwealth and to plan for regulatory and statutory adjustments needed as key provisions
of national health care reform are gradually phased in (with many taking effect in 2014).

The Executive Office of Health and Human Services is coordinating a statewide effort to implement the
federal health reform law and to actively pursue federal health reform grants and demonstration project opportunities
to transform how health care is delivered, to expand access to health care and to support healthcare workforce
training. To date, the Commonwealth has been awarded more than $198 million in federal grant funds under the
Affordable Care Act (most notably the Early Innovator Grant which was awarded on February 16, 2011 to seven
states). Projects already underway for fiscal 2013 include transforming the Health Connector into an ACA-
compliant health insurance exchange, planning for the implementation of a Basic Health Plan administered by
MassHealth, the development of an integrated care Dual Demonstration to improve health outcomes for individuals
with both Medicare and Medicaid, enhancing the availability of community-based long-term care services and
supports that help elders and persons with disabilities of all ages remain in their own homes and continued work to
design and implement a single integrated eligibility system for all individuals to determine their eligibility, in real
time, for state and federal subsidies when applying for health insurance coverage. These projects will be further
supported by a number of key provisions enacted through supplemental appropriation acts during fiscal 2012. The
provisions in these laws, among other things, designate the Health Connector as the Commonwealth’s Health
Insurance Exchange for purposes of the Affordable Care Act, which the Governor recently affirmed in a letter sent
on July 10, 2012 to the Centers for Medicare and Medicaid Services.

Health Care Cost Containment. The Governor’s fiscal 2013 budget proposal also assumes growth in
spending for the Commonwealth’s health care coverage programs, including MassHealth, Commonwealth Care and
the Group Insurance Commission, will be mitigated in fiscal 2013 based on new procurement and enrollment
strategies expected to drive care to lower-cost settings. Through its procurement the Connector was able to reduce
premiums by 5% from the fiscal 2012 level, which is expected to save the Commonwealth tens of millions of
dollars. In addition the Group Insurance Commission has held premium growth to 1.43% for fiscal 2013, the lowest
increase in the last ten years which will result in further savings to the Commonwealth. With respect to MassHealth,
other steps to control growth in costs are being taken, as described above under “MassHealth.” In the absence of
these steps to control growth in costs, the Executive Office for Administration and Finance estimates that costs in
the Commonwealth’s health care coverage programs would grow by approximately $694 million in fiscal 2013.

Payment Reform Legislation. On August 6, 2012, the Governor approved comprehensive health payment
reform legislation which was a compromise version of the bill he had filed in February, 2011. The law will move
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providers and payers away from fee-for-service payments toward alternative payment structures that are designed to
reward integration and coordination of care for patients, reduce costs and improve quality. In addition, the new law
will extend the presumptive disapproval criteria of the state Division of Insurance for premium rates in the small and
non-group market. A newly created Health Policy Commission will oversee policy development necessary for the
implementation of the law. The law establishes a cost growth target for the Commonwealth based on Potential Gross
State Product (PGSP), which is estimated to be 3.6% for the 2012-2013 period. The growth rate of PGSP is the long-
run average growth rate of the Commonwealth's economy, ignoring fluctuations due to business cycles. The cost
growth target equals PGSP for the period from 2013 through 2017, PGSP minus 0.5% for the period from 2018
through 2022 and PGSP from 2023 on. However, the Health Policy Commission and the Legislature have some
ability to change those growth targets after 2018. Insurers and providers with cost growth exceeding the growth
target may be required by the Health Policy Commission to file performance improvement plans describing specific
strategies, adjustments and action steps they propose to implement to improve cost performance. If cost growth
targets are met, it is estimated that the new law could result in statewide savings of up to $200 billion over the next
15 years.

On October 10, 2012, the Group Insurance Commission released a request for proposals (RFP), a key
requirement of implementing the new legislation which is expected to accelerate changes to the way doctors,
hospitals and other health care providers are paid for their services. The RFP initiates the annual bidding and
contracting process between health plans and the Commonwealth. The RFP process is expected to help limit growth
in premiums, avoid higher copays and deductibles and improve patient health. The GIC estimates it will save

taxpayers $1.29 billion over the five-year term of the contract with improved quality of care and no reduction in

benefits.

Other Health and Human Services

Other Health and Human Services—Budgeted Operating Funds (in millions)

Projected

Expenditure Category Fiscal 2008 Fiscal 2009 Fiscal 2010 Fiscal 2011 Fiscal 2012 Fiscal 2013
Office of Health Services

Department of Mental Health $651.0 $623.5 $614.0 $598.2 $613.1 $681.40

Department of Public Health 546.8 548.5 493.7 488.1 488.3 519.3

Division of Healthcare and Finance Policy 11.7 14.0 134 14.8 14.1 32.1
Sub Total $1,209.6 $1,186.0 $1,121.2 $1,101.1 $1,115.5 $1,232.80
Office of Children, Youth, and Family Services

Department of Social Services $816.2 $810.0 $772.1 $741.6 $741.6 $761.00

Department of Transitional Assistance 814.2 859.5 724.5 736.7 733.6 778.8

Department of Youth Services 157.3 154.7 147.1 142.1 141.2 155.4

Office for Refugees and Immigrants 1.6 13 1.0 1.0 04 0.2
Sub Total $1,789.3 $1,823.5 $1,644.8 $1,621.4 $1,616.8 $1,695.40
Office of Disabilities and Community Services

Department of Developmental Services $1,228.9 $1,250.6 $1,247.0 $1,278.5 $1,314.6 $1,383.10

Other 1359 133.6 1257 124.6 126.8 1152
Sub Total $1,364.8 $1,384.2 $1,372.1 $1,403.1 $1,441.4 $1,498.30
Department of Elder Affairs $293.9 $279.7 $257.7 $250.2 $265.8 $241.30
Executive Office of Human Services (1) 92.6 101.0 192.4 (2) 210.1 240.5 210.7
Veterans’ Services (3) 46.4 519 28.2 28.9 30.5 329
Sub Total $432.9 $432.6 $478.5 $489.2 $536.8 $484.90
Budgeted Expenditures and Other Uses $4,796.6 $4,828.3 $4,616.6 $4,614.8 $4,710.5 $4,911.40

SOURCES: Fiscal 2008-2012 Office of the State Comptroller; fiscal 2013, Executive Office for Administration and Finance.
(1) Includes the Department of Medical Assistance (DMA) which was a separate department through fiscal 2004; but consolidated into the

Executive Office of Human Services in fiscal 2005. Fiscal 2011 includes Medicaid program administration.
(2) Fiscal 2010 and 2011 spending includes a new IT chargeback account that incorporates IT spending in other departments within the

Executive Office of Health and Human Services.

(3) Beginning in fiscal 2010, the Veterans’ Benefits account, worth approximately $30.0 million, is included in the Direct Local Aid category.
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Office of Health Services. The Office of Health Services encompasses programs and services from the
Department of Public Health, the Department of Mental Health and the Division of Health Care Finance and Policy.
Their goal is to promote healthy people, families, communities and environments through coordinated care. The
departments work in unison to determine that individuals and families can live and work in their communities self
sufficiently and safely. The following are a few examples of programs and services provided by this office:
substance abuse programs, immunization services, early intervention programs, environmental health services, youth
violence programs, supportive housing and residential services for the mentally ill of all ages, and emergency and
acute hospital services. The Division of Health Care Finance and Policy works to improve the delivery of and
financing of health care by providing information, developing policies and promoting efficiency that benefit the
people of the Commonwealth.

Office of Children, Youth and Family Services. The Office of Children, Youth and Family Services works
to provide services to children and their families through a variety of programs and services. The programs and
services are offered through the Department of Social Services, the Department of Youth Services, the Department
of Transitional Assistance and the Office of Refugees and Immigrants. The collaborative goal of this office is to
work to ensure that individuals, children and families are provided with public assistance needed as well as access to
programs that will allow for them to be safe and self-sufficient.

Through the Department of Transitional Assistance (Department), the Commonwealth funds three major
programs of public assistance for eligible state residents: transitional aid to families with dependent children
(TAFDC); emergency aid to the elderly, disabled and children (EAEDC); and the state supplemental benefits for
residents enrolled in the federal supplemental security income (SSI) program. In addition, the Department is
responsible for administering the entirely federally funded Supplemental Nutrition Assistance Program (SNAP,
formerly food stamps), which provides food assistance to low-income families and individuals. Lastly, beginning in
fiscal 2008, the Department established a new supplemental nutritional assistance (SNA) program, which provides
small supplemental benefits to certain working families currently enrolled in the SNAP program. As noted below,
this program was terminated in 2010 and reinstated in 2012.

The SNAP program provides critical nutritional support to low-income households in the Commonwealth
by helping families and individuals buy healthy food. The program serves as the first line of defense against hunger.
SNAP benefits are federally funded and provide an economic benefit to the state. DTA issues more than
$115 million in SNAP benefits each month. This represents more than $2.3 billion per year in local production, sales
and jobs for the Commonwealth, since it is estimated that each dollar in SNAP assistance generates nearly $2 in
economic activity for the state.

The SNAP caseload has increased by more than 364% since the beginning of fiscal 2002, while total
Department staffing levels have decreased by more than 30% in that same time period. Between June, 2009 and
March, 2011, due to its inability to meet statutory case recertification requirements and in order to avoid placing
clients in jeopardy of losing their benefits, the Department processed SNAP overpayments that have been estimated
at $21 million. Subsequent process reviews showed that such over issuances had also been made to recipients of
SNAP-and-Cash benefits. To prevent overpayments from recurring, the Department has since implemented
automatic closure of both SNAP and SNAP-and-Cash cases with expired recertification periods. The Department is
currently working with the U. S. Department of Agriculture (USDA) to confirm the total amounts of overpayments
that were issued. The overpayments may give rise to a liability to the Commonwealth upon completion of
discussions between the Commonwealth and USDA.

The federal welfare reform legislation that was enacted on August 22, 1996 eliminated the federal
entitlement program of aid to families with dependent children and replaced it with block grant funding for
transitional assistance to needy families (TANF). The TANF program replaced Title IV-A of the Social Security Act
and allows states greater flexibility in designing programs that promote work and self-sufficiency. The block grant
for the Commonwealth was established at $459.4 million annually for federal fiscal years 1997 through 2006. The
Commonwealth must meet federal maintenance-of-effort requirements in order to be eligible for the full TANF
grant award. In February, 20006, federal legislation reauthorized the TANF block grant providing $459.4 million
annually to the Commonwealth for the next five years, provided that the Commonwealth meets federal work
requirements outlined below. Congress has continued to extend the TANF block grant multiple times. The most
recent extension runs through March 27, 2013.
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Under federal TANF program rules, the Commonwealth must meet the federal work participation rate
(i.e., the percentage of work-eligible individuals receiving assistance who are participating in work or training-
related activities allowed under the program) of 50% for all families and 90% for two-parent families. The
Commonwealth remains eligible under the federal program rules to lower the state’s work participation rate
requirement by applying credits earned through annual caseload reductions while continuing to meet federal
requirements for state maintenance of effort spending. Beginning in fiscal 2008, the Commonwealth became subject
to a revised methodology in determining the total annual caseload reduction credit that could be applied to the
state’s work participation target. Because the revised methodology, the worsened economy, and the large percentage
of federally work-eligible cases with state exemptions diminished the state’s ability to meet its work participation
target, the state established a supplemental nutrition assistance program. Working families enrolled in this new
program were counted towards the work participation rate and allowed the state to meet the federal participation
rate. This avoided potential losses in federal revenue due to penalties, while providing the working poor with a
supplemental food assistance benefit. In February, 2010, the Commonwealth was informed that, based on the
caseload reduction credit for 2008, the revised target was 0%. Consistent with federal guidance in 2009 (under the
Recovery Act), the Commonwealth’s target participation rate for 2008 through 2011 was the lower of the 2008 or
2009 targets. Based on the 0% for 2008, the targets for 2008 through 2011 were 0%. Since the supplemental
nutrition program was no longer needed to enable the Commonwealth to meet its target, the program was suspended.
When the Recovery Act-based target participation rates were eliminated in 2012, the SNA program was reinstated.

Office of Disabilities and Community Services. The Office of Disabilities and Community Services assists
in the welfare of many disadvantaged residents of the Commonwealth through a variety of agencies. Programs and
services are provided by the Massachusetts Rehabilitation Commission, the Massachusetts Commission for the Deaf
and Hard of Hearing, the Massachusetts Commission for the Blind, the Department of Developmental Services
(previously the Department of Mental Retardation) and the Soldiers’ Homes in Chelsea and Holyoke. These
agencies provide assistance to this population and create public awareness to the citizens of the Commonwealth.
Other facets of the Office of Disabilities and Community Services include both oversight and inter-agency
collaboration which attend to the needs of the community, disabled and multi-disabled population. This holistic
approach is designed to ensure that those of all ages with disabilities are able to lead functionally equivalent lives
despite limitations that they may face.

Department of Elder Affairs. The Department of Elder Affairs (Elder Affairs) provides a variety of services
and programs to eligible seniors and their families. Elder Affairs administers supportive and congregate housing
programs, regulates assisted living residences, provides home care and caregiver support services, and nutrition
programs. Eligibility for services is based largely on age, income, and disability status. The Department of Elder
Affairs also administers the Prescription Advantage Program.

Department of Veterans’ Services. The Department of Veterans’ Services provides a variety of services,
programs and benefits to eligible veterans and their families. The Department of Veterans’ Services provides
outreach services to help eligible veterans enroll in a variety of programs, administers supportive housing and
homeless services, and provides over 65,000 veterans, veterans’ spouses and parents with annuity and benefit
payments.

Education

Executive Office of Education. In fiscal 2008, enacted reorganization legislation created an Executive
Office of Education encompassing the Department of Early Education and Care, the Department of Elementary and
Secondary Education (previously the Department of Education), the Department of Higher Education (previously
the Board of Higher Education) and the University of Massachusetts system. The office is, committed to advancing
actions and initiatives that will improve achievement for all students, close persistent achievement gaps, and to
create a 21 century public education system that prepares students for higher education, work and life in a world
economy and global society.

Department of Elementary and Secondary Education. The Department of Elementary and Secondary

Education serves the student population from kindergarten through twelfth grade by providing support for students,
educators, schools and districts and by providing state leadership. The Department of Elementary and Secondary
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Education is governed by the Executive Office of Education and by the Board of Education, which will now include
13 members. There are 328 school districts in the Commonwealth, serving over 950,000 students.

Department of Higher Education. The Commonwealth’s system of higher education includes the five-
campus University of Massachusetts, nine state universities and 15 community colleges. The higher education
system is coordinated by the Department of Higher Education which has a governing board, the Board of Higher
Education, and each institution of higher education is governed by a separate board of trustees. The Board of Higher
Education nominates, and the Secretary of Education appoints, a Commissioner of Higher Education, who is
responsible for carrying out the policies established by the board at the Department of Higher Education.

The operating revenues of each institution consist primarily of state appropriations and of student fees that
are set by the board of trustees of each institution. Tuition levels are set by the Board of Higher Education. State-
supported tuition revenue is required to be remitted to the State Treasurer by each institution; however, the
Massachusetts College of Art and Design and the Massachusetts Maritime Academy have the authority to retain
tuition indefinitely and all higher education institutions are able to retain tuition received from out-of-state students.
The board of trustees of each institution submits annually audited financial statements to the Comptroller and the
Board of Higher Education. The Department of Higher Education prepares annual operating budget requests on
behalf of all institutions, which are submitted to the Executive Office of Education and subsequently to the
Executive Office for Administration and Finance and to the House and Senate Committees on Ways and Means. The
Legislature appropriates funds for the higher education system in the Commonwealth’s annual operating budget in
various line items for each institution.

Department of Early Education and Care. The Department of Early Education and Care provides support
to children and families seeking a foundational education. Additionally, the Department strives to educate current
and prospective early education and care providers in a variety of instructive aspects. Included within the
Department’s programs and services are supportive child care, TANF-related child care, low-income child care,
Head Start grants, universal pre-kindergarten, quality enhancement programs, professional development programs,
mental health programs, healthy families programs and family support and engagement programs. Two of these
programs, the supportive and TANF-related child care, help children receiving or referred services by the
Department of Social Services or the Department of Transitional Assistance.

Public Safety

Twelve state agencies fall under the umbrella of the Executive Office of Public Safety and Security. The
largest is the Department of Correction, which operates 18 correctional facilities and centers across the
Commonwealth. Other public safety agencies include the State Police, Parole Board, the Department of Fire
Services, the Military Division, the Office of the Chief Medical Examiner and six other public safety related
agencies.

In addition to expenditures for these twelve state public safety agencies, the Commonwealth provides
funding for the departments of the 14 independently elected Sheriffs that operate 23 jails and correctional facilities.
In fiscal 2010, through enactment of chapter 61 of the Acts of 2009, as later amended by Chapter 102 of the Acts of
2009, all 14 Massachusetts state and county sheriffs were aligned under the state budgeting and finance laws. Prior
to the transfer, the Commonwealth had seven sheriffs operating as state agencies under the state accounting and
budgeting system and seven sheriffs operating as county entities. The sheriff departments have successfully
transitioned onto the state budgeting and accounting system, and all sheriff employees have been placed on the state
payroll. Appropriations have been established to support sheriff department operations for the balance of this fiscal
year. Thus, all 14 sheriff departments are now functioning as independent state agencies within the Executive
Branch.

Energy and Environmental Affairs

In fiscal 2008, the Executive Office of Environmental Affairs was reorganized into the Executive Office of
Energy and Environmental Affairs. This reorganization included the transfer of the Department of Energy Resources
and Department of Public Utilities from the Executive Office of Economic Development to the new secretariat. The
Executive Office of Energy and Environmental Affairs is responsible for policy development, environmental law
enforcements services and oversight of agencies and programs. Six state agencies and numerous boards fall under
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the umbrella of the Executive Office of Energy and Environmental Affairs. The largest is the Department of
Conservation and Recreation, which operates over 600,000 acres of public parkland, recreational facilities,
watersheds and forests across the Commonwealth. Other environmental agencies include the Department of
Agricultural Resources, responsible for the state’s agricultural and food safety programs, the Department of
Environmental Protection, responsible for clean air, water, recycling and environmental remediation programs, and
the Department of Fish and Game, responsible for the management and protection of endangered species, fisheries
and habitat. Additional agencies include the Department of Public Utilities, responsible for oversight of electric, gas,
water and transportation utilities and the Department of Energy Resources, responsible for energy planning,
management and oversight.

Debt Service

Debt service expenditures relate to general obligation bonds and notes, special obligation bonds and federal
grant anticipation notes issued by the Commonwealth. See “LONG-TERM LIABILITIES.”

Other Program Expenditures

The remaining expenditures on other programs and services for state government include the judiciary
district attorneys, the Attorney General, the Executive Office for Administration and Finance, the Executive Office
for Housing and Economic Development, the Executive Office of Labor and Workforce Development and various
other programs.

Employee Benefits

Group Insurance. The Group Insurance Commission (GIC) provides health insurance benefits to
approximately 375,000 people, including active and retired state employees and dependents, participating
municipalities, and certain retired municipal teachers. The fiscal 2013 budget funds the GIC at $1.721 billion. State
employee contributions are based on date of hire; employees hired on or before June 30, 2003 contribute 20% of
total premium costs, and employees hired after June 30, 2003 pay 25% of premium costs. Similarly, state retiree
contributions are based on retirement date, and are either 10, 15 or 20 percent. In an effort to control employee
health care costs, the Commonwealth required state employees to re-enroll in a health plan for fiscal 2012. The
Commonwealth offered a three-month premium holiday for state employees who selected a limited network plan.
The purpose of the mandatory re-enrollment was to require employees to reexamine their health plan choices, which
included considering lower-cost, narrower-network options. The re-enrollment initiative is estimated to save the
Commonwealth $20 million in fiscal 2012. Fiscal 2012 spending at the GIC to fund health coverage for active and
retired state and municipal employees and their dependents is estimated at $1.522 billion.

During fiscal 2012 the GIC brought five municipalities into the program, adding 8,400 enrollees. The GIC
provides the health insurance benefits for participating municipalities; the municipalities reimburse the state for their
enrollees’ premium costs. The contribution ratio(s) for municipal enrollees is set through a collective bargaining
process. Nine more municipalities joined the GIC for fiscal 2013, adding approximately 12,000 GIC enrollees. As of
July 1, 2012, the GIC is expected to provide health insurance to employees and retirees of 45 municipalities: nine
cities, 24 towns, eight regional school districts and four planning councils.

The fiscal 2013 budget is consistent with Government Accounting Standards Board (GASB) Statement
No. 45 and the state’s intent to account separately for spending for current retirees with deposits towards the
Commonwealth’s non-pension retiree liability. See “Other Post-Retirement Benefit Obligations (OPEB)” below.
The fiscal 2013 budget for the GIC, to fund health coverage for active employees, their dependents and municipal
employees, both active and retired, that have joined the GIC for fiscal 2013 is estimated at $1.123 billion. The fiscal
2013 budget authorizes transfers of up to $415 million to the State Retiree Benefits Trust Fund for the purpose of
making expenditures for current retirees and their dependents.

Pensions. The Commonwealth is responsible for the payment of pension benefits for Commonwealth
employees (members of the state employees’ retirement system) and for teachers of the cities, towns and regional
school districts throughout the state (including members of the Massachusetts teachers’ retirement system and
teachers in the Boston public schools, who are members of the State-Boston retirement system but whose pensions
are also the responsibility of the Commonwealth). See “PENSION AND OPEB FUNDING.”
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Other Post-Retirement Benefit Obligations (OPEB). In addition to providing pension benefits, under
Chapter 32A of the Massachusetts General Laws, the Commonwealth is required to provide certain health care and
life insurance benefits for retired employees of the Commonwealth, housing authorities, redevelopment authorities
and certain other governmental agencies. Substantially all of the Commonwealth’s employees may become eligible
for these benefits if they reach retirement age while working for the Commonwealth. Eligible retirees are required to
contribute a specified percentage of the health care / benefit costs which are comparable to contributions required
from employees. The Commonwealth is reimbursed for the cost of benefits to retirees of the eligible authorities and
non-state agencies. See “PENSION AND OPEB FUNDING — Other Post-Retirement Benefit Obligations (OPEB).”

PENSION AND OPEB FUNDING
Retirement Systems

Almost all non-federal public employees in the Commonwealth participate in defined-benefit pension plans
administered pursuant to state law by 105 public retirement systems. The Commonwealth is responsible for the
payment of pension benefits for Commonwealth employees (members of the state employees’ retirement system)
and for teachers of the cities, towns and regional school districts throughout the state (including members of the
Massachusetts teachers’ retirement system and teachers in the Boston public schools, who are members of the State
Boston retirement system but whose pensions are also the responsibility of the Commonwealth). The members of
the retirement system do not participate in the Social Security System. Employees of certain independent authorities
and agencies, such as the Massachusetts Water Resources Authority, and of counties, cities and towns (other than
teachers) are covered by 103 separate retirement systems and the Commonwealth is not responsible for making
contributions towards the funding of these retirement systems. Pension benefits for state employees are administered
by the State Board of Retirement, and pension benefits for teachers are administered by the Teachers’ Retirement
Board. Investment of the assets of the state employees’ and Massachusetts teachers’ retirement systems is managed
by the Pension Reserves Investment Management (PRIM) Board. In the case of all other retirement systems, the
retirement board for the system administers pension benefits and manages investment of assets. Retirement board
members are required to complete 18 hours of training and to file annual statements of financial interest with the
Public Employee Retirement Administration Commission. Many such retirement boards invest their assets with the
PRIM Board, and legislation approved in 2007 allows the PRIM Board to take over the assets of local retirement
systems that are less than 65% funded and have failed to come within 2% of the PRIM Board’s performance over a
ten-year period. With a very small number of exceptions, the members of these state and local retirement systems do
not participate in the federal Social Security System.

The Massachusetts State Employees’ Retirement System (MSERS) and the Massachusetts Teachers’
Retirement System (MTRS) are the two largest plans of the public contributory retirement systems operated in the
Commonwealth. Membership in MSERS as of January 1, 2012 and of the MTRS as of January 1, 2012, the date of
the most recent valuations, is as follows:

Retirement Systems Membership

MSERS MTRS

Retirees and beneficiaries

currently receiving benefits 54,544 57,406
Terminated employees

entitled to benefits but not

yet receiving them 4,129 N/A
Subtotal 58,673 57,406
Current Members 85,935 86,860
Total 144,608 144,266

SOURCE: Public Employee Retirement Administration Commission

The MSERS is a single-employer defined-benefit public employee retirement system. The MTRS is a
defined-benefit public employee retirement system managed by the Commonwealth on behalf of municipal teachers
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and municipal teacher retirees. The Commonwealth is a non-employer contributor and is responsible for all
contributions and future benefits of the MTRS. Members become vested after ten years of creditable service. For
members who joined the system prior to April 2, 2012 superannuation retirement allowance may be received upon
the completion of 20 years of service or upon reaching the age of 55 with ten years of service. Normal retirement for
those employees who were system members before April 2, 2012 occurs at age 65; for certain hazardous duty and
public safety positions, normal retirement is at age 55. Most members who joined the system after April 1, 2012
cannot retire prior to age 60.

The retirement systems’ funding policies have been established by Chapter 32 of the Massachusetts
General Laws. The Legislature has the authority to amend these policies. The annuity portion of the MSERS and the
MTRS retirement allowance is funded by employees, who contribute a percentage of their regular compensation.
Costs of administering the plan are funded out of plan assets. The policies provide for uniform benefit and
contribution requirements for all contributory public employee retirement systems. These requirements generally
provide for superannuation retirement allowance benefits up to a maximum of 80% of a member’s highest three-
year average annual rate of regular compensation. For employees hired after April 1, 2012, retirement allowances
are calculated on the basis of the last five years or any five consecutive years, whichever is greater in terms of
compensation. Benefit payments are based upon a member’s age, length of creditable service and group creditable
service, and group classification.

Boston teachers are not included in the membership data shown above for the MTRS. Legislation
approved in May, 2010 changed the methodology for the Commonwealth’s funding of pension benefits paid to
Boston teachers. Prior to this change, the Commonwealth reimbursed the City of Boston for pension benefits
paid to Boston teachers as certified by the State Boston Retirement System (SBRS). Those costs were funded
one fiscal year in arrears. The cost of pension benefits of the other participants of the SBRS is the responsibility
of the City of Boston. The SBRS is a cost-sharing multiple-employer pension system that is not administered by
the Commonwealth and is not part of the reporting entity of the Commonwealth for accounting purposes. The
2010 legislation clarified that the Commonwealth is responsible for all employer contributions and future benefit
requirements for Boston teachers that are members of the SBRS. The Commonwealth’s actuarially required
contribution to the SBRS was $90.4 million for fiscal 2012.

Subject to legislative approval, annual increases in cost-of-living allowances are provided in an amount
equal to the lesser of 3% or the previous year’s percentage increase in the United States consumer price index on the
first $13,000 of benefits for members of the MSERS and MTRS. The Commonwealth pension funding schedule
(discussed below) assumes that annual increases of 3% will be approved for its retirees. Local retirement systems
that have established pension funding schedules may opt in to the requirement as well, with the costs and actuarial
liabilities attributable to the cost-of-living allowances required to be reflected in such systems’ funding schedules.
Legislation approved in 1999 allows local retirement systems to increase the cost-of-living allowance up to 3%
during years that the previous year’s percentage increase in the United States consumer price index is less than 3%.

[Remainder of page intentionally left blank)
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Employee Contributions

The MSERS and MTRS are partially funded by employee contributions of regular compensation. The
following tables indicate current employee contribution rates (figures are approximate):

Employee Contribution Rates

MTRS (1)
% of Active % of Total

Hire Date Compensation (1) Members Active
Pre-1975 5% 663 0.8%
1975-1983 7% 1,217 1.4%
1984-June 30, 1996 8% 9,781 11.3%
July 1, 1996-Present 9% 12,297 14.2%
July 1, 2001-Present 11% 62.902 72.3%
Totals 86.860 100.0%

SOURCE: Public Employee Retirement Administration Commission. Membership data from Teachers’ Retirement System January 1, 2012
Actuarial Valuation.

(1) Employees hired after January 1, 1979 (except those contributing 11%) contribute an additional 2% of any regular compensation in
excess of $30,000 annually. Legislation enacted in fiscal 2000 established an alternative superannuation retirement benefit program for
teachers hired on or after July 1, 2001 (and others who opt in) with an 11% contribution requirement for a minimum of five years. The
contribution rate for most employees hired after April 1, 2012 will be reduced to 6% after 30 years of creditable service.

MSERS (1)
% of Active % of Total

Hire Date Compensation (1) Members Active
Pre-1975 5% 1,698 2.0%
1975-1983 7% 8,176 9.5%
1984-June 30, 1996 8% 23,386 27.2%
July 1, 1996-Present 9% 52,142 60.7%
State Police 1996-Present 12% 533 0.6%
Totals 85.935 100.0%

SOURCE: Public Employee Retirement Administration Commission. Membership data from State Board of Retirement January 1, 2012
Actuarial Valuation.
(1) Employees hired after January 1, 1979 contribute an additional 2% of any regular compensation in excess of $30,000 annually.

Funding Schedule

The retirement systems were originally established as “pay-as-you-go” systems, meaning that amounts
were appropriated each year to pay current benefits, and no provision was made to fund currently the future
liabilities already incurred. In fiscal 1988, the Commonwealth began to address the unfunded liabilities of the two
state systems by making appropriations to pension reserves. Under current law such unfunded liability is required to
be amortized to zero by June 30, 2040.

The most recently approved pension funding schedule for payments into the Commonwealth’s Pension
Liability Fund was filed by the Secretary of Administration and Finance on January 18, 2011. The schedule is based
on the valuation of assets and liabilities as of January 1, 2010, an annual rate of return on assets of 8.25%, and an
increase in the appropriation level of 5% per year in fiscal years 2013 and 2014 and 6% per year during fiscal years
2015 to 2017. The fiscal 2012 budget required that the pension funding amounts for fiscal 2012 through fiscal 2017
must be equal to or greater than the amounts for those years specified in the funding schedule filed in January, 2011.
The next triennial funding schedule is due to be filed by the Secretary of Administration and Finance on January 15,
2014.
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Current Funding Schedule for Pension Obligations (in thousands)

Fiscal Year Payments Fiscal Year Payments
2011 $1,442,000 2026 $2,955,572
2012 1,478,000 2027 3,084,218
2013 1,552,000 2028 3,218,582
2014 1,630,000 2029 3,358,926
2015 1,728,000 2030 3,505,522
2016 1,831,000 2031 3,658,655
2017 1,941,000 2032 3,818,623
2018 2,104,651 2033 3,985,740
2019 2,195,628 2034 4,160,331
2020 2,290,619 2035 4,342,740
2021 2,389,802 2036 4,533,325
2022 2,493,369 2037 4,732,461
2023 2,601,517 2038 4,940,543
2024 2,714,454 2039 5,157,980
2025 2,832,397 2040 5,385,205

SOURCE: Executive Office for Administration and Finance

Actuarial Valuations

On October 2, 2012, the Public Employee Retirement Administration Commission (PERAC) released its
actuarial valuation of the Commonwealth’s total pension obligation as of January 1, 2012. This valuation was based
on the plan provisions in effect at the time and on member data and asset information as of December 31, 2011.

The unfunded actuarial accrued liability as of that date for the total obligation was approximately $23.605
billion, including approximately $7.277 billion for the Massachusetts State Employees’ Retirement System
(MSERS), $14.342 billion for the Massachusetts Teachers’ Retirement System (MTRS), $1.723 billion for Boston
Teachers and $263 million for cost-of-living increases reimbursable to local systems. The valuation study estimated
the total actuarial accrued liability as of January 1, 2011 to be approximately $67.547 billion (comprised of
$27.785 billion for MSERS, $36.483 billion for MTRS, $3.015 billion for Boston Teachers and $263 million for
cost-of-living increases reimbursable to local systems). Total assets were valued on an actuarial basis at
approximately $43.941 billion based on a five-year average valuation method, which equaled 110% of the
January 1, 2012 total asset market value.

The principal assumptions used in the valuations were an investment return assumption of 8.25% and a
salary increase assumption based on Group and years of service. (The 2012 report includes a recommendation that
the investment return assumption be reduced to 8.0%, in conjunction with the completion of an ongoing review of
other assumptions related to a current experience analysis being conducted by PERAC. The experience analysis is
expected to be completed in time for the January 1, 2013 actuarial valuation.) The ultimate salary increase rate is
4.5% for Groups 1 and 2, 5.0% for Groups 3 and 4, and 4.75% for teachers. The assumption is higher in early years
of employment and grades down to the ultimate rate. All assumptions other than the investment return assumption
are based on PERAC's most recent Experience Study Analysis for the State Retirement System, published in 2007
and the Massachusetts Teachers’ Retirement System, published in 2008. A recent change to the Actuarial Standards
of Practice, moving toward “fully generational” mortality, necessitated a change to the mortality assumption. For the
2012 valuation, mortality improvement for state employees was assumed to be an additional five years for retirees
and ten years for active members, compared to the 2011 valuation. For teachers, liabilities were increased over the
prior assumption by 1.25%. These changes increased the actuarial liability by approximately 1.1%. The adoption of
a “fully generational” mortality table (mortality improvement projected indefinitely) would have increased the
actuarial liability by approximately 2.0%. The 2012 valuation also reflects the $1,000 increase in the level of
pension income that is protected by cost-of-living adjustments (from $12,000 to $13,000) which was included in
pension reform legislation passed in 2011. This change increased the actuarial liability by 0.4%.

The Actuarial Cost Method which was used to determine pension liabilities in this valuation is known as
the Entry Age Normal Cost Method. Under this method, the Normal Cost for each active member on the valuation
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date is determined as the level percent of salary, which, if paid annually from the date the employee first became a
retirement system member, would fully fund by retirement, death, disability or termination, the projected benefits
which the member is expected to receive. The Actuarial Liability for each member is determined as the present
value as of the valuation date of all projected benefits which the member is expected to receive, minus the present
value of future annual Normal Cost payments expected to be made to the fund. Since only active members have a
Normal Cost, the Actuarial Liability for inactive members, retirees and survivors is simply equal to the present value
of all projected benefits. The Unfunded Actuarial Liability is the Actuarial Liability less current assets.

The Normal Cost for a member will remain a level percent of salary for each year of membership, except
for changes in provisions of the plan or the actuarial assumptions employed in projection of benefits and present
value determinations. The Normal Cost for the entire system wil