Governmental Funds - Statutory to GAAP - Fund Perspective and to Governmental Net Assets

(Amounts in millions)

Governmental Funds - Statutory Basis, June 30, 2008:

Budgeted Fund Balance..............o.ouiiiiii e $ 2,405.8
Non Budgeted Special Revenue Fund Balance...............cccooiiiiiiiiiin, 1,910.1
Capital Projects Fund Balance........... ..o (205.7)
Governmental Fund Balance - Statutory Basis, June 30, 2008..........ccccvveiieiiiiiiiniiniiiiniiecieiiinareecnn $ 4,110.3
Plus: Expendable Trust and Similar Fund Statutory Balances that are
considered Governmental Funds for GAAP reporting purposes. ..........cc..e.eeeuenenn.. 452.3
CA/T Owner Controlled Insurance Program Net ASSets...........ccovvvvveriniiininnnnn.. 77.1
Trust fund reclassified as Permanent trust fund.....................o 5.0
Adjusted Statutory Governmental Fund Balance........c.cccoeveiieiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiniieiiieinenes 4,644.6
Short term accruals, net of allowances and deferrals for increases /(decreases):
Taxes, net of refunds and abatements. .............oooiiiiii i $ 1,632.5
Tobacco Settlement Agreement receivable..............oviiiiiii i, 144.1
1Y T o7 Lo F (285.6)
Other short term accruals:
Assessments and other reCeivables. ... ... .o iiiiititiiin i 142.6
Amounts due to authorities and municipalities, Net.........ccccoevuiiiiiiiiiiiiiiiiiiiennn. (401.1)
Claims, judgments and other T1SKS..........ccooiiiiiii e (27.0)
Amounts due to health care providers and INSUIETS.........coo.vieiniiiiiiniiiniiiineans (101.2)
Workers' compensation and group iNSUTANCE. ... ... cocoeereetininiteriniineneiieneinenenann. (101.0)
Other aCCTUALS, TICL. ...\ttt e e eer e e e e e (159.7)
Net increase to governmental fund balances.......cccoeveviiiiiiiiiiiiiiiiiiiiiiiiiiiininenenae, 843.6
Massachusetts School Building Authority fund balance..........cccovevieiiiiiiiiiiieiiennnnns 1,574.5
Total changes to governmental funds.........coovviiiiiuiiiiiiieiiiiiiiiiiiiiiiiiiiieiiieiiieteetiiearieceesassssessnsnnes 2,418.1
Governmental fund balance (fund Perspective).....ocieeviiiuiieiiiriiiniiiriiuiieriienreecsrsassssessntssssssassssens $ 7,062.7
Plus: Capital assets including infrastructure, net of accumulated depreciation..................c.cooooiiiiiii.e. 18,620.6
Deferred inflows of resources, net of other eliminations. ............oouiiiiriiiiiiii it 640.2
Long term accruals:
Pension Benefits cumulative over / (under) funding.............c.ooiiiiiiiiiii 102.9
Post employment benefits other than pensions cumulative over / (under) funding..................ooiine. (155.7)
Massachusetts School Building Authority debt and school construction payables................c.oovviiiiinn. (7,861.7)
Assets to be transferred related to the Central Artery / Tunnel project............ooevvviviiiiiiriiiiiniiiininannn. (7,231.5)
Long term debt, unamortized premiums and deferred losses on debt refundings......................ooiiin, (18,764.2)
ComPENSALEA ADSEIICES. .. ...ttt ittt ettt e e e (468.6)
L0103 1721 (. 11 PP (383.8)
Accrued INEreSt ON DONAS. . ... ettt et ettt e et et e et e e (300.3)
Other Long term Habilities. . .......un i e (422.1)
Total governmental net assets (entity wide Perspective).....cceeeeiiuiiiiiiiniiiiiiiuiiiiiiiiiieciiciiiariecninacene $ (9,161.5)
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Commonwealth of Massachusetts

REPORTING ENTITY

The financial statements incorporate activity from over 150
departments. These departments include the various agencies, boards,
and commissions, the 25 institutions of higher education, the judicial
and legislative branches of government, and constitutional offices. The
departments record their daily financial operations in the state
accounting system, MMARS, operated by the Office of the
Comptroller.

In addition, the financial statements include 35 independent public
authorities. These entities, along with the State Employees’ and
Teachers’ Retirement systems are defined as component units and meet
the criteria for inclusion in the Commonwealth’s reporting entity in
accordance with GAAP. They are further described in Note 1 to the
basic financial statements. = The Massachusetts School Building
Authority is blended into the Commonwealth’s operations. The
Metrowest Regional Transit Authority began operations this year and is
included as a discretely presented component unit.

ECONOMIC CONDITION

Problems in the subprime mortgage and other credit markets have
developed into a nationwide recession in the housing market, the
Commonwealth continued to outperform the rest of the nation. The
Commonwealth’s per capita net income is over 27% above the national
average, rising 6% for calendar year 2007. Unemployment levels were
consistently less than the national average, even after year end when
they have risen dramatically to 5.9% for the Commonwealth, almost a
percentage point less than the nation as a whole. The Commonwealth
continues to contain a large employment base of education, as well as
health and human service positions that somewhat stabilize the
economy. But even those institutions are not immune from a deep
recession. Furthermore, concerns are long held in the Commonwealth
about housing affordability costs. Further economic data on the
Commonwealth in comparison to the rest of the nation is found in the
statistical section to this report.

In the United State’s General Accountability Office’s (GAO) September
2008 report on the nation’s long term fiscal outlook, which includes
some of the data from the recent economic downturn, combined federal,
state and local deficits are expected to reach 5% of the nation’s gross
domestic product (GDP) by 2010, 10% between 2020 and 2025 and
20% by 2040. According to the GAO, the costs of social insurance
programs and the net interest charges of the federal government will
constrain state and local levels in the future to the point where the fiscal
burden of these and other long term costs was reported at $455,000 per
person as of December 2007. For the Commonwealth’s 6.4 million
residents, the total bill coming due for these burdens is nearly $3
trillion. The costs of the recent federal actions will only increase this
figure.  The Commonwealth’s finances have similar signs of
uncertainty.
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Commonwealth of Massachusetts

INDEPENDENT AUDIT

The Commonwealth’s independent auditors, KPMG LLP with assistance
by the Office of the State Auditor (OSA) have performed an
independent audit of the Commonwealth for the fiscal year ended June
30, 2008. OSA also plays a significant role in the audit of the Schedule
of Federal Financial Assistance of the Commonwealth, as prescribed in
the Federal Office of Management and Budget’s Circular A-133. The
independent auditors’ report is presented in the Financial Section.

The OSA is statutorily mandated to perform audits of the accounts,
programs, activities and functions of all departments, offices,
commissions, institutions and activities of the Commonwealth. OSA
provides its knowledge, expertise, experience and resources as a
participant in the single audit of the Commonwealth, which
encompasses all of the Commonwealth’s financial operations. A more
complete discussion of this work can be found in the State Auditor’s
annual report available on their web site: http://www.mass.gov/sao.

The Office of the Comptroller prepares these financial statements and is
responsible for the completeness and reliability of the information
presented in this report. To provide a reasonable basis for making these
representations, the Office of the Comptroller, working in conjunction
with the State Auditor, has established a comprehensive internal control
framework that is designed to protect the Commonwealth’s assets from
loss, theft, or misuse and to compile sufficient reliable information for
the preparation of the Commonwealth’s financial statements in
conformity with GAAP. Because the cost of internal controls should
not outweigh their benefits, the Commonwealth’s comprehensive
framework of internal controls has been designed to provide reasonable,
rather than absolute assurance that the financial statements will be free
from material misstatement.

I would like to express my thanks to the many dedicated employees
within the Office of the Comptroller. Continuing to carry out our
mission and meet the goals that are set, meant another successful year. |
am proud to have them all on my team as another year of initiatives is
now underway.

Respectfully submitted,

Martin J. Benison
Comptroller of the Commonwealth

5 Comprehensive Annual Financial Report



REPORT PREPARED BY:

Eric S. Berman, CPA
Deputy Comptroller

Financial Reporting And Analysis Bureau:

Bhavdeep J. Trivedi
Director

John Haran, CPA, CGFM
Accountant

Pauline Lieu, CPA, CGFM
Accountant

Neil Gouse, CGFM
Accountant

Frank Conlon
Accountant

Patricia McKenna
Accountant

Cathy Hunter
Administrative Assistant

Accounting Bureau:

Julia P. Burns, CGFM
Director

Lauren Johnson
Art Direction
Director Resource Management

Vinh Nguyen
Art Design

Commonwealth of Massachusetts 6 Comprehensive Annual Financial Report



Electorate

| =2

Legislative Branch

House of Representatives

Sheriffs

Governor

Lieutenant Governor
Governor's Council
Senate Attorney General
Inspector General

Office of the Comptroller

Executive Branch
State Auditor

Secretary of the Commonwealth
Treasurer and Receiver General

District Attorneys
Ethics Commission

Disabled Person Protection Commission

Independent Offices and Commissions

Office of Campaign and Political Finance

Judicial Branch

Supreme Judicial Court

Appeals Court

Trial Court

Committee for Public Counsel
Board of Bar Examiners
Commission on Judicial Conduct
Mental Health Legal Advisors

Administration and Finance

Executive Office of Administration
and Finance

Appellate Tax Board

Bureau of State Office Buildings

Civil Service Commission

Department of Revenue

Developmental Disabilities Council

Division of Administrative Law Appeals

Division of Capital Asset Management
and Maintenance

George Fingold Library

Group Insurance Commission

Human Resource Division

Information Technology Division

Massachusetts Office on Disability

Operational Services Division

Public Employee Retirement
Administration Commission

Massachusetts Teachers' Retirement System

Public Safety

Executive Office of Public Safety and Security
Chief Medical Examiner

Municipal Police Training Committee
Criminal Justice Training Council

Department of Correction

Department of Fire Services

Department of Public Safety

Department of State Police

Merit Rating Board

Parole Board
Sex Offender Registry

Massachusetts Emergency Management Agency

Military Division/ Massachusetts National Guard

State Agencies

Housing and Economic Development
Executive Office of Housing and Economic
Development
Department of Business & Technology
Office of Consumer Affairs & Business
Regulations
Department of Telecommunications
and Cable*
Division of Banks
Division of Insurance
Division of Housing & Community Development
Division of Professional Licensure
Division of Standards
State Racing Commission

Energy and Environmental Affairs

Executive Office of Energy and Environmental
Affairs

Department of Conservation and Recreation

Department of Environmental Protection

Department of Food and Agriculture

Department of Fish and Game

Department of Public Utilities

Division of Energy Resources

State Reclamation Board

Transportation and Public Works

Executive Office of Transportation and
Public Works

Massachusetts Highway Department

Massachusetts Aeronautics Commission

Registry of Motor Vehicles

Labor and Workforce Development

Executive Office of Labor and Workforce
Development

Department of Labor

Department of Workforce Development

Division of Industrial Accidents

*Division of Labor Relations

Health and Human Services
Executive Office of Health and

Human Services
Executive Office of Elder Affairs
Department of Mental Health
Department of Mental Retardation
Department of Public Health
Department of Social Services
Department of Transitional Assistance
Department of Veterans' Services
Department of Youth Services
Division of Health Care Finance & Policy
Massachusetts Commission for the Blind
Massachusetts Commission for the Deaf

and Hard of Hearing

Massachusetts Rehabilitation Commission
Office for Refugees and Immigrants
Soldiers’ Home, Holyoke
Soldiers’ Home, Massachusetts

Education

**Executive Office of Education

Department of Elementary and
Secondary Education

Department of Higher Education

Office of Early Education and Care

University of Massachusetts System

State and Community Colleges

Educational Quality & Accountability

Health Care Security Trust

Board of Library Commissioners

Commission Against Discrimination

As of June 30, 2008

*Established November 12, 2007 in accordance with Article 87 of the Massachusetts Constitution
**Established March 10, 2008 in accordance with Article 87 of the Massachusetts Constitution

Commonwealth of Massachusetts
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First Nation

This year, Red Sox officials decided
to honor team members who were

born in other “Nations”. During the

first two weeks of pre-game shows at Fenway Park, they
had Dominican Day, Japanese Day, Puerto Rican Day and
Native American Day. Red Sox Outfielder Jacoby Ellsbury.
Ellsbury is officially enrolled as a member of the Colorado
River Indian Tribes and is the first Native American of
Navajo descent to reach the Major Leagues. Massachusetts
Center for Native American Awatreness was one of the
organizations that was contacted to participate. Among
the thirty dancers were Claudia Fox Tree and her daughter
Cheyenne, who are of Arawak descent, and the Iron River
Singers, who also drummed.

There are 11 tribes in Massachusetts: the Chaubun-
agungamaug Nipmuc Council, Cowasuck Band, Hassana-
misco Nipmuc, Mashpee Wampanoag Tribe, Narragansett
Tribe of Indians, New England Coastal Schaghticoke In-
dian Association and Tribal Council, Pocasset Wampanoag
Indian Tribe, Quinsigamond Band of the Nipmucs, Rebel
Deaf Panther Tribe International, United American Indians
of New England and the Wampanoag Tribe of Gay Head
(Aquinnah) of Massac.

Photography & Text conrtesy of
Clandia Fox Tree and the Boston Red Sox

Commonwealth of Massachusetts
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Management’s Discussion and Analysis

This analysis, prepared by the Office of the Comptroller, offers readers
of the Commonwealth’s financial statements a narrative overview of the
activities of the Commonwealth for the fiscal year ended June 30, 2008
(FY08). We encourage readers to consider this information in
conjunction with the additional information that is furnished in the letter
of transmittal, and with the Commonwealth’s financial statements,
which follow. This analysis is required by the Governmental
Accounting Standards Board (GASB), which provides preparers with
guidelines on what must be included in and excluded from this analysis.

Financial Highlights — Primary ¢ Net Assets — The liabilities of the Commonwealth exceeded its
Commonwealth Government assets at the end of FY08 by nearly $4.6 billion, an improvement of
nearly $699 million during the fiscal year. Of the $4.6 billion
. Lo deficit amount, “unrestricted net assets” is reported as a negative
Government—Wide Highlights $9.9 billion, offset by $3.4 billion in “restricted net assets”. There
are two primary reasons for negative unrestricted net assets.
Legislation mandates that the Highway Department transfer the
Central Artery / Third Harbor Tunnel (CA/T) to the Massachusetts
Turnpike Authority and the Massachusetts Port Authority upon
completion. Although the transfer has not been completed amounts
not transferred are recorded as a payable to these entities. The
Commonwealth, however, paid for the construction of these assets
and retains a large amount of related debt. Similarly, the
Commonwealth has a liability of $3.8 billion for its share of the
construction costs of schools owned and operated by municipalities
through the Massachusetts School Building Authority (MSBA).
MSBA will begin approving grants in FY(09. Because of the
statutory prohibition of the MSBA from accepting applications for
new school construction until July 1, 2007, this overall liability of
$3.8 billion decreased by approximately $709 million during FY08
due to grant payments made to municipalities during the year and
reductions of grant payment obligations due to audits done by
MSBA. During the fiscal year, approximately $1.7 billion in
restricted net asset balances were set aside for unemployment
benefits and an additional approximate $926 million was restricted
for debt retirement.

¢ Health Care Reform Legislation — Implementation of the
Commonwealth’s landmark Health Care Reform law continued in
FY08. Health insurance coverage of individuals expanded
significantly during the first year of the mandate that all individuals
in the Commonwealth maintain coverage. Total General Fund
transfers into the Commonwealth Care Trust Fund rose to
approximately $1 billion in FY08, up from $722 million in FYO07.
This reflected increasing enrollment in Commonwealth Care, with
nearly 440,000 residents having newly enrolled in health insurance
through a combination of private and public programs by April of
2008. One impact of this is a reduction in free care through the
state’s hospitals and community health centers.
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The Commonwealth operates the majority of its Medicaid program
under a federal section 1115 demonstration project waiver. This
waiver expired on June 30, 2008. The federal government granted
extensions for the July 1, 2008 to June 30, 2011 period during July,
August and September of 2008 (FY09) during the negotiation
process. On September 30, 2008, the Commonwealth announced it
had reached an agreement in principle with the federal government
for this waiver, including health care reform provisions. The
agreement authorizes federal reimbursement for approximately $21
billion in spending from FY09 through FY11, $4.3 billion more in
spending than was authorized for FY06 through FYO0S. Federal
reimbursement will be able to be claimed for all programs at
current eligibility and benefit levels, including Commonwealth
Care’s subsidized coverage of adults up to 300% of federal poverty
level.

In addition, subsequent to year end and to further subsidize health
care reform, the Commonwealth adopted revised regulations that
require employers with 11 or more full-time equivalent employees
to make a “fair and reasonable” premium contribution to their
employees’ health insurance or pay a fee to the Commonwealth.
Previously, the regulations provided that an employer met the “fair
and reasonable” contribution standard if either (i) 25% or more of
its full-time employees enrolled in the employer’s group health
plan or (ii) it offered to contribute at least 33% towards the
premium cost for a group health plan for full-time employees who
worked at least 90 days. The revised regulations, which will take
effect January 1, 2009, maintain this test for firms with 50 or fewer
full-time employees but require larger firms to meet both the
employee enrollment and the employer contribution standards.
Moreover, under the revised regulations, firms would also be
considered to meet the “fair and reasonable contribution” standard
if 75% or more of their full-time employees enroll in their group
health plans.

¢ Post-Employment Benefits Other than Pensions — (OPEB) —
This report is the first report to show the impact of OPEB on the
net assets of the Commonwealth.

On August 5, 2008, a Special Commission to study OPEB released
its report. The bi-partisan Commission was comprised of members
of the House and the Senate and the Administration. The report
recommends that tobacco settlement proceeds be used to fund
OPEB phasing in over four years to 90% of proceeds. Because of
this phase in and partial funding plan for OPEB, a discount rate of
6/4% was chosen to determine the unfunded actuarially accrued
liability which reflects an approximate midpoint of a range of
valuations that were performed in FY06. The total unfunded
actuarial accrued liability for OPEB as of June 30, 2008 stands at
approximately $11.3 billion.

The differential between the actuarially required contribution and
the contributions that the Commonwealth has made during FYO0S is
presented as a liability on the Statement of Net Assets. The
liability of approximately $156 million will decrease the amount of
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contributions required in the coming years adjusted by the amount
of contributions made adjusted for interest on those unpaid
amounts.

To fund OPEB, the Commonwealth enacted an irrevocable trust,
the State Retiree Benefits Trust Fund, which will invest
contributions (PAYGO and additional funding) and pay benefits.
During FYOS8, the Legislature enacted transfers of approximately
$355 million and in addition, directed the transfer of the residual
balance of tobacco settlement monies in the Health Care Security
Trust (HST) as of June 30, 2008. Because of transfers out of the
Health Care Security Trust Fund to fund other operations and due
to market declines, the balance in the Health Care Security Trust
amounted to approximately $328 million, net of payables,
combined, amount to approximately $683 million, or $156 million
below the actuarially required contribution of approximately $839
million. A legislative study commission has recommended using
portions of future tobacco settlement monies as one of the ways to
fund OPEB in the future.

¢ Lottery Deficit — In FYOS, the State Lottery transferred
approximately $935 million in the aggregate to municipalities as
mandated by the general appropriation act, regardless of the actual
amount available in the State Lottery Fund. Lottery revenues for
FYO08 increased 5.2% to approximately $4.9 billion. Prizes were
approximately $3.9 billion and operating expenses and the
mandated transfers were nearly $1.1 billion. Subsequent to year
end, legislation was passed transferring up to $81 million from the
General Fund into the Lottery to cure a portion of the current year
deficit and an additional approximately $119 million from the
General Fund to cure the FY07 deficit, reducing the Lottery’s
deficit to approximately $30 million. A transfer to eliminate this
balance will be made in FY09. To help ensure that the Lottery
Fund remains stable, the FY09 budget provides for $811 million in
local aid from the Lottery Fund and an additional $124 million
from the General Fund.

¢ Changes in Net Assets — The Commonwealth’s net assets
increased by nearly $699 million in FY08. Net assets of
governmental activities increased by about $435 million. The
increase in net assets is primarily attributable to the aforementioned
school construction activity and increased tax revenues. Tax
revenues rose by nearly $1.2 billion above prior year collections.
Expenses of governmental activities were nearly $38.8 billion.
This increase from FY07’s $36.0 billion is attributable to increase
in Medicaid expenses of over $725 million and an increase in
Health and Human Services expenditures of approximately $1.3
billion. However, major categories of expenses rose, led by
Medicaid costs.

Revenue for the Commonwealth, net of transfers, but including taxes,
investment income and tobacco settlement income from governmental
activities was nearly $44.8 billion. Net assets of the business — type
activities showed an increase of nearly $263 million.
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Commonwealth of Massachusetts

Governmental Funds — Fund Balances — At June 30, 2008, the
Commonwealth’s governmental funds reported a combined ending fund
balance of nearly $7.1 billion. Of the $7.1 billion:

- Nearly $6.1 billion represents unreserved and undesignated fund
balance. Fund balances decreased by over $673 million. The
Highway Fund’s chronic deficit was eliminated due to a fund
deficit consolidation act passed during the year. The unreserved
and undesignated fund balance of over $6.1 billion only includes a
deficit for the Lottery Funds. Similar to last year, approximately
$144 million has been declared as a receivable in the governmental
funds related to anticipated tobacco settlement proceeds in FY09.
Due to the fund deficit elimination act Lottery had a net increase in
fund balance of approximately $85 million.

- The MSBA’s fund balance of approximately $1.6 billion is blended
into the Commonwealth. Within this fund balance are nearly $2.0
billion in cash and investment contracts funded by bond proceeds
of $455 million, and other assets less approximately $600 million
in current liabilities. Nearly $638 million was apportioned to the
MSBA from the Commonwealth from sales taxes.

- Governmental reserved fund balances total over $1.0 billion. The
vast majority of this is nearly $910 million reserved for retirement
of indebtedness, the vast majority of which is held in escrows
related to refunding bonds and to pay grant anticipation notes. Of
the remaining portion, $77 million is reserved for the CA/T owner
controlled insurance program for workers’ compensation and
general liability.

Highlights of FY08 — financial operations include:

- The Commonwealth took specific activities in the Stabilization
Fund this year to help attain fiscal balance, including transferring
$75 million in investment earnings and $240 million in principal to
the General Fund. In FYO09, all of the Stabilization Fund
investment earnings and $310 million in principal will transfer to
the General Fund.
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- Tobacco settlement proceeds for the year were approximately $288
million, all of which were used to support current operations. The
master settlement agreement with the tobacco manufacturers
(MSA) estimates Commonwealth revenues for the first 25 years of
the settlement to be approximately $7.6 billion. However, this
estimate is subject to future adjustments, including adjustments for

) ) inflation and changes in the volume of domestic cigarette sales.
Full Time Equivalent Workforce . o . .

Including Higher Education Appr0x1matel}{ 87.4% of the e?stlmated ampunts shown in the MSA
June 2004 — June 2008 were received in FY08. Receipts were up in FY08 due to the initial
Strategic Contribution Fund payments under the terms of the MSA.
20,000 These payments are projected to be received through FY17. $157
million of the HST fund balance also transferred to the General
Fund during FYO0S8 pursuant to legislation, along with an additional
$36 million of investment earnings transferred to the General Fund.
After these transfers, the remaining net balance of approximately

$328 million transferred to the State Retiree Benefits Trust Fund.

80,000

70,000 +

FTE's

60,000
0 - Full time equivalent employee counts grew by approximately 2%

this year, to approximately that of 2001. The graphic to the left
FY2004 FY2005 FY2006 FY2007 FY2008 details the changes over the last five years.

B Governor's authority M Judiciary # Constitutional offices

40,000 +

This discussion and analysis is intended to serve as an introduction to
the Commonwealth’s basic financial statements. The Commonwealth’s

OVERVIEW OF THE FINANCIAL  basic financial statements are composed of three components: 1)

STATEMENTS government-wide financial statements, 2) fund financial statements, and
3) notes to the financial statements. This report also contains additional
required supplementary information in the form of budgetary schedules,
which are prepared on the statutory basis of accounting, as well as other
supplementary information.

Government-wide Financial The government-wide financial statements present the reader with a

Statements broad overview of the Commonwealth’s finances in a manner similar to
a private sector business. The statements include the Statement of Net
Assets, which presents the assets, liabilities and net assets for the
government as a whole. Also presented is the Statement of Activities,
which presents the functional expenses, offsetting revenues and changes
in net assets of the Commonwealth. Both of the statements have
separate sections for three different categories of the Commonwealth’s
operations. These activities are Governmental Activities, Business-Type
Activities and Discretely Presented Component Units.

The government-wide financial statements can be found immediately
following this discussion and analysis.
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Fund Financial Statements and Funds are groups of related accounts that are used to maintain control

Component Unit Financial Statements over resources that have been segregated for specific activities or
objectives. The Commonwealth, like other governments, uses fund
accounting to ensure and demonstrate compliance with finance related
legal requirements.  Within the funds, budgetary compliance is
demonstrated at the appropriation level for budgeted expenditures.

Fund financial statements focus on individual parts of the
Commonwealth government, reporting its operations in more detail than
the government-wide statements. All of the funds of the
Commonwealth can be divided into three categories. It is important to
realize that these fund categories use different bases of accounting and
should be interpreted differently. The three categories of funds are
Governmental Funds, Proprietary Funds and Fiduciary Funds. Further
discussion on the funds can be found in the section “Financial Analysis
of the Commonwealth’s Funds” and in Note 1 to the financial
statements.

Component unit financial statements are presented for entities where the
Commonwealth has financial accountability, but are independent of the
core Commonwealth operations. Most operate similar to private-sector

businesses.
Notes to the Financial Statements, The notes provide additional information that is essential to a full
Required Supplementary Information  understanding of the financial statements as of the date provided in the
and Other Supplementary government-wide and the fund financial statements. The notes to the
Information financial statements can be found immediately following the component

units’ financial statements.

The required supplementary information section includes budgetary
comparison schedules for the General and Highway Funds, along with a
reconciliation comparing the original general appropriation act, and
supplemental appropriations compared with actual budgetary spending.
Variance columns are also provided. A further reconciliation schedule
of the budgeted revenues and expenses to governmental fund
perspective revenues and expenditures is provided. A schedule of
pension funding progress is also included in this section.
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GOVERNMENT-WIDE Other supplementary information is not required, but is included to
FINANCIAL ANALYSIS present combining schedules of minor governmental funds.

Net Assets Net assets may serve over time as a useful indicator of a government’s
financial position. =~ The Commonwealth’s combined net assets
(governmental and business-type activities) showed a net deficit of
nearly $4.6 billion at the end of FY08. The unrestricted net assets are
negative by over $10.0 billion. A substantial portion of this deficit is a
result of four programs where the Commonwealth decided to fund
assets that are owned by political subdivisions of the Commonwealth.
The most significant example is the Central Artery / Tunnel Project
(CA/T) costs. Pursuant to the Metropolitan Highway System legislation
from 1997, the CA/T will transfer to the Massachusetts Turnpike
Authority (MTA) and to the Massachusetts Port Authority (Massport)
upon completion. Portions that have not been transferred are shown as

Major Long — Term Obligations for payables on the Statement of Net Assets. While the assets will be

Assets of Political Subdivisions owned by the Turnpike Authority and Massport (a related organization,)

(amounts in thousands) a large portion of the liabilities will remain with the Commonwealth.

To date, over $14.6 billion of the related assets have entered into service

School construction grants payable................. $ 377141 or have been transferred. The non-right of way portion of these assets is

Outstanding bonds issued to fund the MBTA ...... 309,203 .. .
Central Artery / Tunnel Project to be transferred depreciating over forty years until transferred.
t0 the TUrnPike.......cooveevcerrecinicinicerieeeeeeees 6,866,456
Ce?otrﬁ;:::;z”umel Project o be transferred 365000 Another example of this type of arrangement is the MSBA. In FY05,
legislation changed the funding of school construction from a direct

Change in unrestricted net assets due to oo . .
items unique to the Commonwealth............ s 11312080 appropriation of the Commonwealth to a dedicated portion of the sales

tax administered by the MSBA. In FY08, the amount of MSBA’s
grants payable dropped by nearly $709 million due to grant payments
made to municipalities and reduction of obligations due to audits.
Because of the nature of transactions between the Commonwealth and
this authority, per GASB Statement 39, the authority’s operations are
reported within a governmental fund in this report and on the
government—wide financial statements.

There are two other instances related to authorities, where the
Commonwealth incurs debt, but has no related assets. The first is for
debt that was issued to fund an 18-month lag in operating subsidy costs,
otherwise known as “forward funding,” of the Massachusetts Bay
Transportation Authority (MBTA) a change enacted in FY00. The
second is the contractual assistance obligations to other authorities to
help subsidize their debt service. The majority of these assistance
obligations are for the Massachusetts Water Pollution Abatement Trust.
As of June 30, 2008, the outstanding debt remaining related to the
“forward funding” costs of the MBTA was approximately $309 million,
inclusive of unamortized bond premiums.

Exclusive of fiduciary assets, the Commonwealth’s current cash and
investments increased by over $863 million between July 1, 2007 and
June 30, 2008. Tax revenues and charges for services increased due to
higher Lottery sales, Medicaid and other health and human services
receipts, along with increased revenues at state and community
colleges. Higher education costs though continue to grow overall.
Commercial paper borrowing continued in FY08 due to the timing of
current year receipts and current year major expenses such as the
payment of local aid, though at a lower volume than in previous years
due to improving tax revenues.
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Noncurrent assets increased by nearly $132 million. The increase is
attributable to growth in receivables and endowments at institutions of
higher education, but decreases in long term cash and investments.

Over $21.6 billion of the Commonwealth’s net assets reflect the
Commonwealth’s investment in traditional capital assets such as land,
buildings, infrastructure and equipment, net of accumulated
depreciation. GASB requires the reporting of the value of investment in
the Commonwealth’s infrastructure, including roads, bridges, beaches,
dams and other immovable assets to the face of the Commonwealth’s
financial statements. As these assets provide services to citizens, they
are not available to finance future spending unless they are sold.
Although the Commonwealth’s investment in its capital assets is also
reported net of related debt, it must be noted that the resources needed
to repay this debt must be provided from other sources, since the capital
assets themselves cannot be used to liquidate these liabilities.

The bulk of the Commonwealth’s net assets are comprised of its capital
assets and long — term liabilities. Current assets and liabilities are
amounts that are available in the current period and obligations that will
be paid within one year, respectively. The Commonwealth’s current
assets were over $11.6 billion, while its current liabilities were over
$7.8 billion. Restricted net assets represent resources that are subject to
external constraints. The tables below portray the Commonwealth’s net
assets and the changes to those net assets for the fiscal year. In addition,
net assets of higher education foundations have been included as part of
the business — type activities.

Net Assets as of June 30, 2008 and 2007
(in millions of dollars)

Governmental Activities Business - Type Activities Total Primary Government
June 30, 2008 June 30, 2007 June 30, 2008 June 30, 2007 June 30, 2008 June 30, 2007

Current and other non-capital assets.... $ 13,884 $ 14,383 $ 4,467 $ 4,094 $ 18,351 $ 18,477
Capital assets.........c.oeeueiueeneennenns. 18,621 18,550 3,006 2,739 21,627 21,289
Total Assets...................... 32,505 32,933 7,473 6,833 39,978 39,766
Long term liabilities...................... 34,549 35,361 2,158 1,773 36,707 37,134
Current liabilities.................ccoveene. 7,118 7,169 718 727 7,836 7,896
Total Liabilities................. 41,667 42,530 2,876 2,500 44,543 45,030
Net assets:
Invested in capital assets,
net of related debt............... 447 489 1,562 1,392 2,009 1,881
Restricted™...................eel. 979 994 2,390 2,296 3,370 3,290
Unresticted®...................... (10,588) (11,080) 644 645 (9,943) (10,435)
Total Net Assets (deficits) .... § 9,162)  $ 9,597) § 4,597 $ 4,333 $ (4,565) $ (5,264)

* FYO07 Restated due to change in accounting principles
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Changes in Net Assets The Commonwealth’s net assets improved by nearly $699 million
between FY07 and FY08. Revenues in general increased, led by tax
revenue increases of $1.2 billion. The tax revenue increase is
attributable in large part to increases of $1.1 billion in income tax
payments, $42 million decrease in corporate taxation and $11 million
increase in sales and use tax collections. The Department of Revenue
has also implemented sophisticated “data mining” software, which
seeks out non-filer data from a multitude of sources. This has increased
the amount that has been declared as receivable on the Statement of Net
Assets, but also has increased an offsetting allowance for doubtful
accounts, as many of these non-filers may be cash-based businesses or
are already in financial difficulty.

Operating and capital grant contributions increased $384 million in

Revenue from Taxation — FY08. However, some of this rise is directly attributable to
GAAP Basis 1999-2008 participation from the federal government in program operations such
as Medicaid. Since Medicaid rose approximately $726 million in FY08

. and as Medicaid is reimbursed approximately 50% from these

520 participating payments, (approximately $400 million,) then almost the
B entire increased Medicaid spending. A similar effect occurs with
2 51 transitional aid to needy families. Grant and contribution receipts to

o institutions of higher education were only up slightly this year. Capital

1999
2000

grants were also up slightly from FYO07.

2001
2002
2003
2004
2005
2006
2007
2008

Total charges for services increased by $279 million due to a nearly
$250 million increase in Lottery revenues and an increase in the Health
and Human Services charges of $63 million. Increases in charges for
services also occurred in Public safety and homeland security (up $27
million) and Transportation and public works (up $16 million.) Group
health insurance charges for services rose by approximately $57
million. Approximately 47% of the Commonwealth’s total revenue
came from taxes, while the remainder resulted from programmatic
revenues, including charges for services and grants and contributions,
the bulk of which is federal aid. Restricted net assets increased from
FY07 due to rises in net pension assets and unemployment
compensation restricted net assets, which rose by approximately $134
million.

Beyond the aforementioned MSBA related activity, Medicaid spending
continued to increase as did other Health and Human Services due to
rising medical costs. Other programmatic expenses remained largely
unchanged or dropped due to tighter budget controls.
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Changes in Net Assets during the Fiscal Years Ended June 30, 2008 and 2007
(in millions of dollars except percentages)

Total Primary Government
Governmental Activities Business - Type Activities Total Primary Government June 30,2008 June 30,2007 08 to '07
June 30, 2008 _June 30,2007 _June 30, 2008 _June 30, 2007 _June 30, 2008 June 30, 2007 _ Distribution _ Distribution % Change

Revenues
Program Revenues:
Charges for services............c........ $ 7453 $ 7,156 $ 3353 § 3371 $ 10,806  $ 10,527 24% 25% 3%
Operating grants and contributions... 9,272 8,849 711 746 9,983 9,595 22% 23% 4%
Capital grants and contributions...... 484 487 - - 484 487 1% 1% -1%
General Revenues:
TaXES...oevviieeeeiie e 21,174 20,001 - - 21,174 20,001 47% 47% 6%
Other...........cccooovii 2,057 1,317 270 317 2,327 1,634 5% 4% 42%
Total Revenues..........ceeevveeennnnnn 40,440 37,810 4,334 4,434 44,774 42,244 100% 100% 6%
Expenses
Medicaid 9,770 9,044 - - 9,770 9,044 22% 22% 8%
5,119 5,081 - - 5,119 5,081 12% 12% 1%
6,378 5,069 - - 6,378 5,069 14% 12% 26%
3,910 3,689 - - 3,910 3,689 9% 9% 6%
- - 3,693 3,486 3,693 3,486 8% 9% 6%
2917 1,866 - - 2917 1,866 7% 5% 56%
- - 1,555 1,430 1,555 1,430 49% 3% 9%
Other........coeiiiiiiiiiiiins 10,733 11,199 - - 10,733 11,199 25% 27% -4%
Total Expenses 38,827 35,948 5,248 4,916 44,076 40,864 100% 100% 8%
Excess / (Deficiency)
before transfers. 1,613 1,862 914) (482) 699 1,380
Transfers........oocoveviviiiniiniinenns (1,178) (1,167) 1,178 1,167 - -
Change in Net assets (deficits)........ 435 695 264 685 699 1,379
Net assets - beginning (9,597) (10,297) 4,333 3,648 (5,264) (6,649)
Reclassification of permanent fund - 5 - - - 5

Net assets - ending...

Total Net Assets (deficits) ... .3 (9,162) $  (9,597) $ 4597 $ 4333 3 (4565) S  (5264)

Revenue—Governmental Activities The largest category of tax revenue is income taxes. Of the nearly
Fiscal Year Ending June 30, 2008 $21.2 billion in tax revenue within governmental activities, $12.6
billion was from income taxation, $4.1 billion from sales, $1.5 billion

Other Charges for from corporations, $667 million from motor fuels and over $2.2 billion

services from other forms of taxation. The largest operating grants are the
1% federal Medicaid subsidies

The largest capital grants are for transportation, namely grants for
highway construction. Finally, Lottery revenues encompass

Operating : 0 N .
mdeapial  @PProximately 66% of the Commonwealth’s charges for services.
grants

24%

Taxes
53%

Lottery revenues increased this year by approximately $250 million.
The increase in sales is mostly attributed to an increase in Instant Ticket
game sales of over $275 million over FY07. In addition to the increase
in Instant Ticket game sales, Mega Millions game sales and other game
sales were also higher compared to FY07.

Medicaid represents 25% of all the Commonwealth’s governmental
expenses, exclusive of business — type activities. However, it must be
noted that approximately half of the Medicaid expenses are subsidized
in the form of federal reimbursements. These subsidies are noted herein
in the “operating grants and contributions” segment. The largest
expense that is not subsidized by program revenues is direct local aid to
the municipalities of the Commonwealth.
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Major Expenses—Governmental Activities

Fiscal Year Ending June 30, 2008
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Business—Type Activities

Unemployment Compensation Fund
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To the left is a chart that summarizes governmental expenses of the
Commonwealth.

Other than noted above, large expenditures for governmental activities
include payments of pensions, education and higher education funding
from the General Fund, public safety and other health and human
service costs. Pre-K through higher education costs funded not directly
from the institutions totaled approximately $2.9 billion, post-
employment benefit costs were $1.0 billion, public safety and homeland
security was approximately $1.8 billion and other health and human
services costs was approximately $6.4 billion.

Business — type activities are functions that equate to activities of a
private enterprise. In the Commonwealth the institutions of higher
education are deemed to be business type activities because of their lack
of separate taxation. Also, unemployment compensation is considered
to be a business — type activity.

The business-type activities increased the Commonwealth’s net assets
by over $263 million. This includes an approximate $134 million
increase in the Commonwealth’s Unemployment Compensation Fund
net assets. This is less than FY07 due to lower contributions and higher
spending. Net assets of the schools of higher education, increased by
over $130 million largely due to increases in net tuition and fee revenue
(by nearly 6%.) Miscellaneous revenues, largely ancillary higher
education sales and services and federal grants grew by nearly 4%.
Overall, revenues of business type activities grew by less than 1%.

As noted earlier, the Commonwealth uses fund accounting to
demonstrate inter-period equity and the extent to which current
resources are financing the full cost of services that citizens are
receiving.

Governmental funds account for the near term inflows, outflows and
balances of expendable resources of the Commonwealth’s core
functions and services. Each major fund is presented in a separate
column in the governmental fund balance sheet and in the governmental
fund statement of revenues, expenditures and changes in fund balances.
In FY08, because of the nature of the significant relationship between
the Commonwealth and the MSBA, the MSBA’s operations and results
are presented as a major fund in the governmental funds, even though it
is a legally separate authority. MSBA’s activity in FY08 added $743
million in revenues. MSBA’s fund balance however subtracted
approximately $331 million to the Commonwealth’s governmental fund
balance at the end of the year, as bonds were sold in FY07 to fund
current and future years’ activities. The basic governmental funds
financial statements can be found immediately following the
government-wide financial statements.

The Commonwealth develops its budgets on a statutory basis. A
comprehensive process is conducted with all departments to convert the
statutory basis reporting to generally accepted accounting principles.
System generated reports from the state accounting system and data
warehouses are combined with reports from each of the Commonwealth
departments to record governmental fund perspective, departmental
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