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Martin J. Benison, Comptroller
One Ashburton Place
Boston, MA 02108

Commonwealth of Massachusetts

October 28, 2006

To the Citizens of the Commonwealth of Massachusetts,
Governor Mitt Romney, and Honorable Members of the
General Court

I am pleased to present to you the Statutory Basis Financial Report
(SBFR) of the Commonwealth for the fiscal year ended June 30, 2006
(FY06).

The Commonwealth finished the year ended June 30, 2006 with a
budgetary gain (excess of revenues and sources over expenditures and
uses) of approximately $733 million increasing budgeted fund balances
to over $3.2 billion. Of this balance, $2.2 billion is sequestered in the
Stabilization Fund. This is the largest balance in the 20 year history of
the Stabilization Fund representing 31 days of the total budgeted
expenditures and other uses of FY06. Tax revenues from most sources
continued to rise this year. Of the major categories of taxation (greater
than $100 million in receipts), income, sales, financial institutions,
cigarettes, insurance, utilities, room occupancy and corporate receipts
rose, while estate and inheritance, motor fuels and deeds saw declines.
While estate taxation is somewhat tied to federal legislation, the decline
in motor fuels and deeds are directly related to a softening economy, led
by higher fuel prices and lower housing sales.

In spite of the overall improvements in the economy, and in the
financial condition of the Commonwealth, our financial picture will
remain cautious for the near future. The forecast for the FY07 budget
assumes almost half of the fund balance will be spent during FY07
despite projected growth in budgeted tax revenues of 1.8%.

Unemployment rose to 5.0% in June, with the national rate at 4.6%.
The Commonwealth started the year at 4.8%. This is the first time since
1995 that Massachusetts fell behind the nation as a whole.

Financial Highlights

The Commonwealth took a number of measures to maintain fiscal
balance in FY06.

e  $20 million was transferred from the Stabilization Fund to pay
for current expenditures. However, at the close of the fiscal
year, $20 million was redeposited into the fund from tax
revenues held aside during FY06. Approximately $4 million
was deposited from tax revenues of certain lottery winners who
sold their stream of future winnings in exchange for current
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payments. Finally, in FY06, year end calculation resulted in
deposits of $260 million into the Stabilization Fund.

e  Tobacco settlement proceeds for the year were $236.3 million.
The entire amount was used in support of current operations.
The Commonwealth continues to refrain from issuing tobacco
settlement bonds or pension obligation bonds, which many
states have either considered or sold.

e Between March and April 2005 the Commonwealth received
interest-free loans from the federal government to fund a cash
flow deficit in the Unemployment Compensation Fund due to
higher payments to recipients than receipts. All of these
borrowings were paid back in May 2005. The balance of the
fund has grown to nearly $912 million, or 67.6% of FY06
benefits paid.

e The budgeted full time equivalent workforce including higher
education, increased from 64,513 as of June 30, 2005, to
65,239 as of June 30, 2006. The graphic to the left details the
changes over the last five years.

Health Care Legislation

FY06 was a year of landmark health care reform legislation, record tax
receipts and record budgetary spending. On April 12, 2006, The
Commonwealth enacted “An Act Providing Access to Affordable,
Quality, Accountable Health Care.” This act was in response to a
notification from the federal Centers for Medicare and Medicaid
Services (CMS) that a federally approved plan for reducing the number
of uninsured individuals in the Commonwealth needed to be in place by
July 1, 2006 in order for federal funding to be made available to the
Commonwealth for fiscal 2007 and beyond. This new law was
approved by CMS in late July. The approval secures $385 million of
federal Medicaid revenue for fiscal 2006 through 2008. The health care
reform legislation is projected to provide health insurance coverage for
95% of the Commonwealth’s uninsured by 2009, reducing reliance on
the Commonwealth’s Uncompensated Care Pool.

Other Post-Employment Benefits - OPEB

New accounting standards will require the Commonwealth to begin
disclosing its liability for other post employment benefits (commonly
referred to as “OPEB”) and the status of its efforts to fund that liability
in its FY08 financial reports. An initial valuation report by an
independent actuarial firm of the Commonwealth's liability for these
health care and life insurance benefits was released in June of this year.
The report presented two separate calculations of the Commonwealth's
OPEB liability, depending on whether the liability would be prefunded
or remain on a pay-as-you-go basis.

According to the report, assuming no prefunding, the actuarial accrued
liability of the Commonwealth for OPEB obligations earned through
January 1, 2006 is $13.287 billion. To fully amortize this liability over
a 30-year period utilizing an amortization growth rate of 4.5% per year

2 Statutory Basis Financial Report



Commonwealth of Massachusetts

would require annual required contributions commencing at $1.062
billion for the initial year and projected to increase to $2.758 billion in
FY16. However, if prefunding is assumed, the actuarial accrued liability
is reduced to $7.562 billion and the annual required contribution is
calculated to commence at $702.9 million for the initial year, projected
to increase to $1.205 billion for FY16.

In making these calculations, the independent actuarial firm utilized
employment and other data provided by the Commonwealth and
assumed annual claims growth initially at 10.5% and declining to 5%
after ten years and continuation of current benefit levels and current
retiree contribution requirements. The Commonwealth has not yet
made any decision on when or how it will fund the liability. The report
covered only the Commonwealth's OPEB obligations for
Commonwealth employees and their survivors. Municipalities and
authorities of the Commonwealth, even if their health care coverage is
administered by the Group Insurance Commission, will perform their
own valuations, as the Commonwealth acts only as an agent for these
entities with respect to OPEB and does not assume the risk or financial
burden of their health care costs.

The difference between the value of prefunded and non-prefunded
OPEB liabilities is due to the discount rate used in the calculation. In
the absence of prefunding, the discount rate must approximate the
Commonwealth’s rate of return on non-pension (liquid) investments
over the long term, estimated at 4.5% for the purpose of this study. In
the event of prefunding, the discount rate would increase to a standard
return on long-term investments, estimated at 8.25% for the purpose of
this study. In order to qualify its OPEB liabilities as prefunded, the
Commonwealth would have to enact legislation providing for the
escrowing of annual contributions in an irrevocable trust, in the manner
similar to the pension model.

Overview of the Financial Statements

This report includes the reports on the activity and balances of the
budgeted funds, non-budgeted special revenue funds, capital project
funds, fiduciary funds and the non-appropriated funds of higher
education.

The financial operations of these funds are maintained in the
Massachusetts Management Accounting and Reporting System,
(MMARS). The statewide accounting system is operated by the
Commonwealth and contains detailed information summarized in this
report.

The SBFR is intended to satisfy the requirements of state finance law,
and to present fairly the results of FYO06 activity in the
Commonwealth’s funds. The report contains computations required by
state finance law, including the certification of transfers to and balances
in the Stabilization Fund and Tax Reduction Fund.

Basis of Accounting

The statutory basis of accounting, defined in Massachusetts law, is used
to budget and control fiscal operations. The statutory basis of
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accounting is not in conformity with accounting principles generally
accepted in the United States of America, (GAAP) as defined for
governments by the Government Accounting Standards Board (GASB).
This report’s purpose is to document compliance with Massachusetts
state finance law. | will report the Commonwealth’s financial position
on a GAAP basis in December, in our Comprehensive Annual Financial
Report, (CAFR). This report, which will be prepared in accordance
with GAAP, provides a basis for comparison with other governments.
There are significant differences between what is contained in the SBFR
fund balance, revenues and expenditures and what will be presented in
December under GAAP. The major differences include presentation of
the historical cost of infrastructure (roads and bridges,) the recording of
depreciation expense, the presentation of all types of debt on the face of
the financial statements and the presentation of those financial
statements in an all — encompassing, net assets and net expense format.

In accordance with Massachusetts General Laws, the Office of the
Comptroller transmits the SBFR on October 31%. The SBFR report for
fiscal year ended June 30, 2006 herein is audited by Deloitte & Touche,
Independent Certified Public Accountants, and represents the closing of
the Commonwealth’s books for the fiscal year. This audit is conducted
in conjunction with the Office of the State Auditor, which provides
knowledge, expertise and resources to audit the financial statements.

The Budgeted Funds

In FY06, revenues and other sources continued to outpace expenditures
and other uses of budgeted funds, resulting in an operating surplus of
over $733 million. This surplus is primarily a result of a rise in
budgeted revenues and other sources of over $1.9 billion led by nearly
$1.3 billion in increased budgeted tax revenues and over $513 million in
increased federal reimbursements. Budgeted expenditures and other
uses were up by nearly 7.6% for FY06 isolated to increased programs
and services.

Any assessment of surplus or deficit should be viewed in a trend. In
that assessment, generally accepted standards indicate that a structural
balance is achieved when revenues exceed expenditures over a period of
multiple years. After operating deficits in FY02 and FYO03, reliance on
the significant use of prior year surpluses slowed in FY04 and
continued to slow in FY05. As a result of FY06 operations, the
Commonwealth was able to deposit $371 million which includes the
required deposit of 0.5% of tax revenues (nearly $93 million) to the
Stabilization Fund.

In FY06, budgeted revenues and other sources increased 7.9% from
FYO05, primarily a result of tax revenue growth, departmental revenues
and federal reimbursements. Federal reimbursements rose
approximately 10.9%. However, federal revenues in non-budgeted
funds declined by 6.2%. From a multi-year perspective, the proportion
of revenue sources demonstrate that tax and federal revenues increased
slightly with offsetting proportional drops in transfers and assessments.
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The General Appropriation Act authorized $24,473 million in spending.
In addition significant budgetary activity was authorized through
supplemental budgets totaling $996.7 million with appropriations and
transfers including

e $100.0 million for expansion and improvement projects at the
University of Massachusetts and the state and community
colleges.

e An economic stimulus act including $248.4 million in
spending and transfers for transportation improvements, the
City Square development project in the city of Worcester, a
nano-manufacturing and bio-manufacturing facility at the
University of Massachusetts Lowell Campus and transfers to
various funds, programs and entities.

e Appropriations to fund the redevelopment of a site at the
former Fort Devens military base to support the building of a
new prescription drug manufacturing facility.

e Funding for new collective bargaining increases.

e Appropriations to restore the Central Artery surface and
develop on it the Rose Kennedy Greenway, for private counsel
compensation, for subsidies to local housing authorities, and
for other programs and services.

Budgeted expenditures and other uses, including transfers to non-
budgeted funds increased by nearly 7.6%, entirely due to a $1.7 billion
increase in program services and a $85 million increase in debt service.
Pension funding increased by $58 million. Medicaid, which accounts
for over a quarter of the Commonwealth’s budget, grew at 14.64%.
Almost half of this increase is attributable to a change in accounting
treatment rather than true growth. The fiscal 2006 brings on-budget
$265 million for the Medicare buy-in, which pays premiums and some
deductibles for members eligible for both Medicare and MassHealth. In
previous years, the buy-in was accounted for in budgeting as an offset
to federal reimbursement. Adjusted for the transfer on-budget of the
Medicare buy-in for fiscal 2006, growth in Medicaid spending from
fiscal 2005 to fiscal 2006 is projected to be 8.8%. Group Health
Insurance costs rose by a similar percentage 13.95%. The fiscal 2004
GAA increased contribution rates of Commonwealth employees for
health care, but left the reimbursement rate for retirees unchanged. This
tiered contribution ratio sunsetted on June 30, 2005, shifting this share
of the premium back to the state. The chart below portrays year to year
changes in budgeted spending for all major programs and services.

The Budgeted Funds — Operations table on page 6 displays the FY06
summary of budgeted funds, compared to FY05. The FYO06 financial
statements for each of the 12 individual budgeted funds are included in
the financial section of this report. In FY07 and in future years, as
revenue growth slows, the challenge will be to continue to match
spending to available revenues.

In conducting the budget process, the Commonwealth excludes those
“interfund” transactions within the budgeted funds that are included in
this report because by their nature, they have no impact on the
combined fund balance of the budgeted funds. The table Budgeted
Funds — Operations isolates this “interfund” activity from the budgeted
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sources and uses to align forecasts prepared during the budget process
to actual amounts in this report. Transfers among the Budgeted Funds
increased as a result of funds provided from Stabilization Fund to other
funds to balance the budget for the year as well as year-end transfers
back into the Stabilization Fund. A detailed list of these interfund
transfers is included in Note 3 of this report.

Budgeted Funds - Operations
(Amounts in thousands)

2005 2006

Beginning fund balances:

Reserved and deSIGNAted...........cceiirieieiiiiiniee e s $ 664,574 $ 355,615

Reserved for Transitional Escrow. 304,838 304,838

Reserved for Stabilization Fund.... 1,137,320 1,728,355

UNAESIGNALEM. .....c.eeviieieieie ettt 90,911 98,379
TOMAL et 2,197,643 2,487,187
Revenues and other sources:

TAXES. .ottt 15,987,399 17,286,156

Federal reimbUrSEMENTS........cc.coviiicieiecicce ettt 4,696,883 5,210,163

Departmental and Other reVENUES...........ccccooviciiniiiicec e 1,948,903 2,094,312

Interfund transfers from non-budgeted funds and other sources.............c.cc....... 1,740,248 1,714,835
Budgeted revenues and Other SOUICES...........c.cceiririeiiininiereein e 24,373,433 26,305,466
Intragovernmental Service FUNA reVENUES.............coeerinirinieeniirieeeceeee e, 185,859 187,897
Interfund transfers among budgeted funds and other sources...........c.cccoeevrnnee 2,045,364 1,175,472
Total revenues and Other SOUICES.........cvucireiireririeriee e, 26,604,656 27,668,835
Expenditures and other uses:

Programs and SEIVICES..........cuierieiirieieteieeeeieesie ettt 20,486,991 22,253,148

DEDE SEIVICE. ...ttt 1,580,747 1,665,534

PENSION. ...t 1,216,936 1,274,675

Interfund transfers to non-budgeted funds and other USeS...........ccccovevveerinenns 494,377 391,246
Budgeted expenditures and Other USES..........cccourrueriirininieenirenisieeeesieiee e 23,779,051 25,584,603
Intragovernmental Service Fund expenditures............ccceorernencinenineseieseene 185,859 187,897
Interfund transfers among budgeted funds and other uses.. 2,045,364 1,175,472
Total expenditures and Other USes..........ccoccoveevreieerinenne 26,010,274 26,947,972
Excess of revenues and other sources over expenditures

AN OTNBE USES......eviiveciictiee ettt st e e b b reeaeenas 594,382 720,863

Ending fund balances:

Reserved and deSIGNated...........cceiirieieieiiiniee e s 355,615 943,492

Reserved for Transitional Escrow. 304,838 -

Reserved for Stabilization Fund.... 1,728,355 2,159,911

UNAESIGNALEM. .....ceeviieieieie ettt 98,379 104,647
TOHAL ettt $ 2,487,187 $ 3,208,050

Commonwealth of Massachusetts

The graph of Budgeted Funds — Fund Balance, on page 5, portrays the
combined fund balance in the budgeted funds for the past five years.
This “bottom line” perspective demonstrates the accumulation of
resources attributable to balanced budgets through FY01 and the
reliance on these resources through FY03 as spending was adjusted to
align with the lower revenue base. As part of the General
Appropriation Act of FY04, the Convention and Exhibition Center
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Stabilization Fund Balance as a
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Expenditures
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Stabilization Fund -
Fund Balance
(Amounts in Millions)
Balance as of June 30, 2005.............ccuverereiiiiiienenn $ 1,728,355
Add: Investment income ... 68,115
TAXES e ettt et et e e et e et et e e 4,204

FYO06 Statutory Transfer..
0.5% of tax revenue per statute...
Transfers from Temporary Holding Fund ...............

SUbtotal ...
Less: Transfers and Appropriations from Stabilization .....

2,179,912
(20,000)

Balance as of June 30, 2006 ...............oovviiiiiiniiiinnnn. $ 2,159,912

Commonwealth of Massachusetts

Fund, a large contributor to budgeted fund balance was redefined as
non-budgeted, resulting in a beginning balance restatement for FY04.
Fifty other budgeted funds were either reclassified to non-budgeted,
trust funds or closed as part of the General Appropriation Act, all of
which are reflected as a restatement of beginning fund balance, leaving
a clearer definition of budgetary activity. In FY06, the ending balance
is comprised of the statutory fund balance of the General Fund, the
Stabilization Fund, the Workforce Training Fund, the Massachusetts
Tourism Fund and the Transitional Escrow Fund, offset by a $1.1
billion deficit in the Highway Fund. The Children’s and Senior’s Fund
was closed in FY06 with its deficit absorbed by the General Fund. The
Inland Fisheries and Game Fund is not part of the calculation of year
end transfers to the Stabilization Fund. Due to designations within these
fund balances, $943 million of the total budgeted fund balance,
exclusive of stabilization, is reserved for appropriation in FY06. The
remainder is undesignated.

The Stabilization Fund

With the rapid depletion of the accumulated balances earlier in this
decade, the importance of the balance in the Stabilization Fund and its
direct correlation to the financial condition of the Commonwealth is
clear. The National Governor’s Association, along with the National
Association of State Budget Officers in their annual “The Fiscal Survey
of States” ranked the Commonwealth in FYO05, second in the nation in
terms of the balance of stabilization. Eight states had no stabilization
balance at the end of FY05. Also, of states with over $10 billion in
General Fund expenditures in FY05, the Commonwealth’s stabilization
balance, as a percentage of expenditures, was second in the nation
(behind Minnesota) with Maryland and Connecticut following. As the
graphic at the left portrays, the Commonwealth has continued to
outpace the rest of the nation in this key element of fiscal condition.

State finance law, as amended during FYO03, increased the maximum
balance that may accumulate in the Stabilization Fund to a level equal
to 10% of budgeted revenues and other sources. This ceiling increased
to 15% in FYO04. The law then directs that any amount in excess of this
“cap” be transferred to the Tax Reduction Fund for future, one-time,
personal income tax rebates. Due to the significant transfers out of
Stabilization over the last three years, it will be several years before the
“cap” will be reached. The details of these calculations can be found on
pages 278 through 283 of this report.The graph, Stabilization Fund -
Fund Balance portrays this “cap” and the balance of the fund over a
five-year period. A balanced budget or “Consolidated Net Surplus,”
was redefined for FY04 to include all undesignated fund balances in the
budgeted funds except for the Inland Fisheries and Game Fund.
Starting this year, an additional 0.5% of current year tax revenues was
deposited into the Stabilization Fund before the year-end surplus is
determined.

The trend to fragment the budget into such special interest funds was
addressed with consolidation and closure of the majority of budgeted
funds activity in FY03.
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The Non-Budgeted Funds

The Non-Budgeted Funds represent operations in which the government
has imposed its sovereign authority, but has excluded these operations
from the annual budget process. During FY06, the Commonwealth
maintained 55 of these funds, including certain funds that had
previously been reported as budgeted. This is an increase of four from
FYO05. However, three new funds will be active in FYOQ7 related to the
new health care reform bill. The largest non-budgeted funds in terms of
revenues include the Lottery, Federal Grants, Health Care Security
Trust (designated to receive tobacco settlement funds before transfer to
the General Fund), Grant Anticipation, MBTA State and Local
Contribution Fund, the Medical Security Trust, the Health Care Quality
Improvement Fund, the School Modernization and Reconstruction Trust
(SMART) Fund and the Uncompensated Care Funds. These funds are
commonly referred to as special or dedicated revenue funds whose
revenues are matched to related expenditures.

The table, Non-Budgeted Funds — Operations below, includes a
summary of the FY06 non-budgeted funds. Financial statements for
each of the individual funds are included in the financial section of this
report. Several of these funds are worth mentioning.

At June 30, 2006, the Federal Grants Fund had a positive fund balance,
but there is a deficiency in cash within the fund. This cash deficiency
results from the Commonwealth drawing funds from the federal
government a few days after applicable cash disbursements had been
made to ensure an “interest neutral” timing of the federal — state cash
exchange.  These requirements were established by the Cash
Management Improvement Act of 1990. Within the Lottery Funds,
gross revenues continued to increase this fiscal year. The Lottery
continues to be a strong source of cash flow for the Commonwealth.

Non-Budgeted Funds - Operations
(Amounts in thousands)

2005 2006
Beginning fund DalanCe...........ccovveiiiiiiiciiice e $ 1,592,311 $ 1,686,128
Revenues and other sources:
LY G TP U PRPPPIN 1,204,447 1,307,249
Assessments 662,491 646,747
Federal grants and reimbUurSEMENTS.........ccceveiieiereriere e 3,305,415 3,111,778
Tobacco SettlemMent FEVENUE...........cocveiiieccee et 257,417 236,305
Departmental and miscellangous............cocovcviieieieiiie e 5,758,109 5,335,796
Transfers and Other SOUICES. ..........oovviiiii i 1,052,134 902,140
Total revenues and Other SOUICES........c..icvviiviiiieiie e sreenes 12,240,013 11,540,015
Expenditures and other uses:
Programs and SEIVICES.......c..eviereiirierieeeteriee sttt sre e 9,553,409 8,963,475
DIBIOE SBIVICE. ..ttt ettt et et e st e s et e s st e e st e eseaaeesaee e 118,018 249,586
Transfers and OthEr USES..........oovie ittt eaee s see e 2,474,769 2,160,101
Total expenditures and OtNEr USES..........coveovreieireieireeee e 12,146,196 11,373,162
Excess of revenues and other sources over expenditures
AN ONEE USES.....eivviiiriiee e sttt se et s e sbe e st s e s be e sbr e s re e s s e sbeesbbesbeesaeesreennees 93,817 166,853
ENding fund DAIANCE. .........ccveviiiieiei ettt $ 1,686,128  $ 1,852,981
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Commonwealth of Massachusetts

The Health Care Security Trust Fund (HST) reports all revenues
received from the Master Settlement Agreement (MSA) between the
states and the tobacco industry to recover healthcare costs for tobacco
related illnesses. The MSA estimates the Commonwealth revenues for
the first 25 years of the settlement to be approximately $7.6 billion.
However, this estimate is prior to possible future adjustments, including
adjustments for inflation and changes in the volume of domestic
cigarette sales. In FYO06, the Commonwealth received over $236
million or 83.5% of the estimated amounts shown in the MSA. The law
establishing the HST directs that 70.0% be retained in the fund as an
endowment with the remainder available for current services. However
the GAA again overrode this requirement and all HST proceeds
received in FY06 were transferred to the General Fund. The Fund was
also used as a cash flow mechanism for the Health Care Quality
Improvement Fund. The HST also returned $31.3 million in FYO05
investment earnings to the General Fund during FY06 pursuant to
Massachusetts General Laws.

This amount is less than had previously been projected and is due to the
manufacturers withholding a portion of their expected payment for
fiscal 2003, which was expected to be received by the Commonwealth
in fiscal 2006. The Commonwealth is pursuing legal action to compel
the payment of the additional funds for fiscal 2003. The tobacco
manufacturers have given notice of their intention to seek a reduction in
their payment for fiscal 2004, which would affect the Commonwealth in
fiscal 2007.

Beginning in FY06 a portion of the Commonwealth‘s federal
transportation funds will be dedicated to paying off prior year
expenditures of the Central Artery / Tunnel Project (CA/T) which were
temporarily financed through GANs.

During FY98, the Legislature authorized the issuance of up to $1.5
billion in Federal Grant Anticipation Notes, (GANS) to finance the
current cash needs of the Project. All of the GANS have been issued.
The GANS are not considered general obligation debt of the
Commonwealth. The proceeds of the GANS are being used to pay for
federally eligible expenditures. GANS activity related to the CA/T
continued this year, though only for debt service and for previous
expenses that became reimbursable by the federal government. From
this year through 2015, these eligible expenses will be reimbursed by the
federal government and the reimbursement will be used to payoff the
GANS. Activity related to issuance of GANS and the accumulation of
pledged funds and the payment of debt service is accounted for in the
Grant Anticipation Note Trust Fund. In July 2003, the Commonwealth
completed a cross-over refunding of the GANS. $388.1 million in
GANS issued in 1998 and 2000 at coupons ranging from 5.125% to
5.75% that will mature on December 15, 2008 and 2010, respectively,
were partially refinanced with $408.0 million of refunding notes with
yields of 2.51% to 3.39%. The interest on the newly issued refunding
notes is paid from an escrow until final redemption. This technique
results in economic savings, but does not result in the legal defeasance
of the notes. The result is the original as well as the refunding notes are
reported on Commonwealth’s books until the maturity dates. The $632
million surplus in the fund for FY06 represents $621 million held for
payment of interest on the GANS inclusive of an escrow for payment of
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GANS involved with the aforementioned cross-over refunding. The
fund also started to accumulate grant draws to pay principal amounts
coming due in FY07 during FY06.

The Universal Health Care funds, including the Uncompensated Care
and Medical Security Trust Funds revenues and other financing sources
decreased by over $925 million from FYO05. This was due to the
reporting of this activity in the General Fund in FY06 in anticipation of
health care reform legislation and the pending expiration of federal
waivers. This activity will ramp up again beginning in FY07 with the
implementation of new activities surrounding this legislation.

The graph Non-Budgeted Funds - Fund Balance shows the combined
fund balance in the Non-Budgeted funds for the past five years. In each
year, the entire balance is designated for the specific purpose of the
fund. The overall growth in fund balance in these funds this fiscal year
was primarily due to deposits into the Community Preservation Trust
Fund. As indicated in previous years, more consolidation and
elimination is needed for these funds. For example, the Government
Land Bank Fund has a chronic structural fund deficit. The FYO06 deficit
balance of $35 million remains an unbudgeted drain on the General
Fund. While steps have been taken to stop the growth in this deficit, the
Fund should be abolished and the deficit transferred into the General
Fund. An additional $16 million deficit exists in the Motor Vehicle
Inspection Fund. This deficit must be eliminated and the Fund must be
in balance by June 30, 20009.

The Capital Projects Funds

The purpose of these funds is to account for the construction or
acquisition of capital assets. The Governor may propose capital outlay
budgets, which, upon enactment by the Legislature and approval by the
Governor, become capital outlay acts. Capital outlay acts financed
through the sale of debt require a two-thirds vote of the Legislature.
Numerous acts may be combined for reporting in an individual Capital
Project Fund, but each act is accounted for separately within the fund.
These accounts record authorizations for expenditures in itemized
capital appropriation accounts and equivalent authorizations to issue
bonds or notes in anticipation of federal reimbursements.

The structure of these funds is such that each capital outlay
authorization is in balance, creating authorization for inflows, which
may be from sales of bonds, federal reimbursements or other revenues
and authorization for expenditures.  Imbalances due to timing
differences develop when the expenditure precedes the inflow of funds
from the sale of bonds or federal reimbursements. Because of federal
tax arbitrage rules, it is more difficult to sell bonds in anticipation of
expenditures. The sale of bonds in advance is not commonplace in the
Commonwealth.

The Commonwealth issued nearly $2.5 billion in debt this year. Of this
amount, $1.8 billion, inclusive of premiums, was used to fund ongoing
projects, including a final $500 million to fund school construction as
part of the restructuring of the school building assistance program and
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Central Artery / Tunnel Project

(Amounts in Billions)

Sources of Funds:

Federal Funds

GANS

Massport and Turnpike Authorities
Commonwealth debt and other sources
Total Sources

Costs of Construction:

Cumulative costs previous to FY06
Current Fiscal Year Spending

Actual Costs through End of Fiscal Year

Estimated remaining costs:

Total Estimated Costs of Construction:

Commonwealth of Massachusetts

$ 14.625

$ 13.871

0.419

$ 14.625

$527 million was issued in refunding bonds related to the Convention
Center, taking advantage of low interest rates.

A significant portion of the Capital Projects activity continues to relate
to the Central Artery / Tunnel Project (CA/T). The CAJT has been the
target of an enormous amount of public scrutiny. The cost of the
project stood at $14.625 billion as of June 30, 2006. Though the project
is over 97% complete according to project officials, challenges have
arisen. The most recent project finance plan was submitted on July 30,
2004, but has not yet received federal approval. Through the federal
fiscal year, ended September 2006, according to federal records the
CA/T project had received obligation authority with respect to all but
$97 million of the federal financial assistance available to the project
(other than amounts allocable to principal of federal grant anticipation
notes). The remaining $97 million has not yet been made available
pending federal approval of the 2004 Finance Plan. In addition,
approximately $36 million of federal reimbursements for amounts
obligated prior to September 30, 2004, but subject to reallocation to
different project contracts may not be reallocated until a finance plan is
approved. Hence, according to federal records, the total amount of
federal funds withheld pending federal approval of the 2004 Finance
Plan is approximately $133 million. In addition, in the absence of an
approved finance plan, credits have accumulated by the close of state
fiscal year 2006 to increase the amount of federal funds remaining by an
amount of $2.4 million. Until a finance plan is approved, when funds
are returned or recaptured and the federal share of funds is credited back
to the federal government, freed-up obligation authority cannot be
shifted, as it normally would, to fund other expenses.

On July 10, 2006, panels in the ceiling of the eastbound 1-90 Connector
Tunnel that leads to the Ted Williams Tunnel fell, causing the death of
an automobile passenger. State and federal law enforcement officials
are investigating this incident. The investigations of the ceiling collapse
initially focused on the apparent failure of epoxy anchor bolt assemblies
attaching the panels to the roof of the tunnel. Similar epoxy anchor bolt
assemblies are in locations in the remainder of the Connector Tunnel
system as well as in various locations elsewhere in the CA/T Project. It
also has been discovered that many of the ceiling hanger brackets not
attached by epoxy anchor bolts will need to be replaced. These hanger
brackets are located in the 1-90 connector tunnels and certain ramps
leading to and from them. In addition, engineering staff have discovered
a need for additional seismic bracing against earthquakes in the
Connector Tunnel system and the need to replace additional hanger
brackets in areas where embedded steel supports sustained initial
construction damage which impairs their ability to support bolts used to
connect the existing brackets. Finally, to date, in the course of the 1-90
Connector Tunnel inspections, some additional deficiencies involving
concrete in two areas of the Connector Tunnel system have been found.
These deficiencies may require repair.

At the request of the Governor, the Legislature passed and on July 14,
2006 the Governor signed into law Chapter 153 of the Acts of 2006
appropriating $20 million for a “comprehensive critical infrastructure
safety audit of all tunnels [that are] part of the metropolitan highway
system,” to be conducted under the auspices of the Executive Office of
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Transportation (EOT). That review is expected to produce its final
report in November 2006.

In addition, EOT and Massachusetts Highway Department (MHD)
engineering staff and their consultants are working with the Federal
Highway Administration (FHWA) to analyze the Connector Tunnel
ceiling and to make modifications as needed to meet current
engineering criteria as agreed to by EOT, MHD, and FHWA. Chapter
153 provided that the 1-90 Connector Tunnel not be reopened until
approved by the Governor in consultation with EOT. Additional
investigations of the accident and related matters are being carried out
by the Attorney General, other law enforcement authorities and federal
authorities. ~ With the exception of three access ramps, all other
elements of the Connector Tunnel are currently closed pending
inspections and repair.

At present, it is not known what magnitude of additional safety issues
will be identified, when the remainder of the 1-90 Connector Tunnel
will be reopened, what the total costs associated with these
developments will be, how much of these costs may be recoverable
from third parties or how these developments may affect the budget for
total project cost currently set at $14.625 billion.

In addition, the Massachusetts Port Authority had agreed to acquire
certain portions of the CA/T Project consisting of roadways, viaducts
and other structures located at Logan International Airport in East
Boston, for $50 million on or before December, 2004. Massport
advised the Commonwealth that it is not satisfied with the condition of
certain of these facilities and may withhold up to $20 million of the $50
million portion of the purchase price that has not already been paid.

The graph Capital Projects Funds — Fund Balance (Deficit) shows the
combined fund balance in Capital Projects Funds for the past five years.
The majority of the individual funds remain in deficit due to the timing
differences between bonding and expenditures offset by surpluses in
three funds. These three funds include a fund for central artery and
statewide roads and bridge construction, a fund for the
Commonwealth’s Convention Centers and a fund for the federal
highway construction program.  These funds contain designated
reserves or escrows where the Commonwealth is able to legally
arbitrage revenues consistent with the provisions of the existing tax
code.

The Capital Projects Funds — Operations table on the next page,
includes the FY06 Capital Projects Funds, summarized and compared to
FYO05.  Financial statements for each of the individual funds are
included in the financial section of this report.

The Administration continues to oversee a coordinated fiscal strategy
for the management of Capital Projects Funds. This strategy includes a
five-year capital budget linked to debt management and cash
management. The focus of this strategy is to manage capital spending
and outstanding debt to levels the Administration considers appropriate
for the Commonwealth. An important part of the strategy is to control
capital spending within an annual administrative “cap.”
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Capital Projects Funds - Operations

Beginning fund balance (deficit).......

Revenues and other sources:

(Amounts in thousands)

2005 2006

................................. $ 364,849 $ (160,900

Federal grants and reimbursements..........c..cccoecevvernenn 11,626 30,905
Departmental and miscellaneous...........cc.cccoevvvevevirennenn. 23,513 177,850
General and special obligation financing..........c...c....... 1,354,228 1,838,491
Proceeds of refunding bonds.........c.cccccoevvviiviincvnnnnnn, 1,384,763 633,425
Transfer for Federal Reimbursements............cccovevvvee... 331,436 327,459
Transfers and Other SOUICES........ccvvvvreeiiieireeeeeresiireeees 239,552 133,871
Total revenues and other SOUICES.........cocvevveveeeeireeeivneeene, 3,345,118 3,142,001
Expenditures and other uses:
ACQUISITION OF SSELS.....cvveiieiiiie v 2,534,947 2,390,061
Payments to refunded bond esCrow...........cccocvvveverivennnne, 1,153,150 633,425
Transfers and Other USES..........ocevvevvvieiiciie e 182,770 166,435
Total expenditures and other USES.........ccccvvvvevenieiieninne 3,870,867 3,189,921
Excess (deficiency) of revenues and
other sources over expenditures and USeS.................. (525,749) (47,920)

Ending fund balance (deficit)............

Commonwealth of Massachusetts

................................. $  (160,900) $  (208,820)

The Fiduciary Funds (Excluding Agency Funds)

The Fiduciary Funds record the Commonwealth’s responsibility for
assets it controls on behalf of other parties. Examples of such funds are
the Unemployment Compensation and Pension Trust Funds. The table
on the following page, which excludes assets held on a purely custodial
capacity in so-called Agency Funds, summarizes the FY06 activity of
the Fiduciary Funds. Nearly 93% of the Fiduciary Fund assets are
related to the Commonwealth’s Pension Fund detailed in fund
statements found in this report.

The $5.2 billion operating gain in this fund group is primarily the result
of the net of two significant events:

e The net change in value of pension assets increased by over
$4.7 billion.

e Payments to the unemployed in the Commonwealth were less
than employer contributions to the Unemployment
Compensation Trust Fund by nearly $497 million.
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Expenditures from the Fund reduced during the year, reflecting
an improving economy.

The pension valuation is based on data as of January 1, 2006. Details of
this valuation are outlined in Note 10. The value of pension assets of
the public retirement system decreased from FY05 to FY06 from 72.3%
funded to 71.5% funded. This was due to the continued phase in of
realized and unrealized losses from 2002 to 2004.

Fiduciary Fund - Operations (Excluding Non-Expendable Trusts)

Beginning fund balance....................

Revenues and other sources:

(Amounts in thousands)
2005 2006

...................................................................... $ 31,721,983  $ 35,548,123

LI GO P RO URRPUPRPPIN 1,670,942 1,720,473
Federal reimbUISEMENTS........covviiieiie et 262,973 51,516
Departmental and Other reVENUES..........cccvreiriireieseseiese e 2,419,738 2,577,033
Interfund transfers and Other SOUICES.........ccecivvveiiii i i 179,008 9,167
Unrealized and realized investment earnings / (10SS€S).......cccceevvreinereiincnnns 4,021,248 5,158,748
Total rEVENUES AN SOUICES. ........vvieieiieiteeeieeesitee e sttt e s steeeste e e srae e s ett e e srbe e s saaessarees 8,553,909 9,516,937
Expenditures and other uses:
EXPENUITUIES. ....ecveeieee ettt ettt ettt ne st e enennens 4,460,781 4,194,209
INEErFUNA trANSTEIS. ...civviiie e e re s 266,988 165,914
Total eXPENTItureS AN USES........cvrvirierereirieiriereereseseereeee e seste e seene e seeseseeseesees 4,727,769 4,360,123
Deficiency of revenues and sources over expenditures and USES............ccvvervenene 3,826,140 5,156,814

Ending fund balance............c.cccenu...

Commonwealth of Massachusetts

...................................................................... $ 35,548,123  $ 40,704,937

The Non-Appropriated Funds of Higher Education

The SBFR includes the financial operations of the non-appropriated
funds of the 25 institutions of higher education in the statistical section
of this report. Each institution of higher education is authorized and
directed in its enabling statute to collect, retain and expend certain fees,
rents, sales, donations, federal financial participation and other types of
revenue through campus based systems. These financial resources are
integral parts of the total financial activity of each campus. They also
represent resources in addition to amounts made available from
Commonwealth appropriations. Over the past few years, significant
efforts have been taken by our office and the institutions to improve the
accuracy and timeliness of the higher education segment of the financial
report.
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Non-Appropriated Funds Of Higher Education - Operations

Beginning fund balance............cccccceevnnnne

Revenues and other sources:

Federal Grants and reimbursements........
Departmental and miscellaneous.............
Transfers and other sources ..................

Total revenues and other SOUrCES.................

Expenditures and other uses:

Programs and Services............ccoeeerveerenne.

Total expenditures and USES............cccervenenne.

(Amounts in thousands)

2005 2006

....................................................................................... $ 729,079 $ 773,246

...................................................................................... 348,340 402,443
...................................................................................... 1,056,087 1,167,639
....................................................................................... 999,404 794,387

...................................................................................... 2,403,831 2,364,469

...................................................................................... 2,359,664 2,390,323

....................................................................................... 2,359,664 2,390,323

Excess (deficiency) of revenues and other sources over expenditures and other USES...............c.ew.... 44,167 (25,854)

Ending fund balance............cccccoevvivivenennnn

Non-Appropriated Funds of Higher
Education — Fund Balance
(Amounts in Millions)

$840 -

815.301

$780

733.274 $729
$720

$660

FY02 FY03 FY04 FY05 FY06

Commonwealth of Massachusetts

....................................................................................... $ 773,246 $ 747,392

The Non-Appropriated Funds of Higher Education — Operations table
includes the FYO06 funds, summarized and compared to FYO05.
Financial statements for each of the individual funds are included in the
statistical section of this report. The graph Non-Appropriated Funds of
Higher Education — Fund Balance shows the combined fund balance for
the past five years. The combined balance represents $472 million for
the University of Massachusetts, $170 million for the State College
system and $105 million for the Community Colleges. These balances
are designated for specific purposes, such as restrictions on endowments
or other specialized purposes specified by the funding contributions.

Conclusion

The Commonwealth has many accomplishments in FY06 of which it
can be proud.

In fiscal year 2005 the Office of the Comptroller was focused on
stabilizing the new financial managements system. This included
stabilizing the application and technical platform, but also comptroller
and departmental knowledge and implementation of new business
processes to insure they were efficient but also maintained adequate
accountability.

The Commonwealth could not have implemented the updated MMARS
system as smoothly or with as much success from the start without the
involvement and support of all departments. Six years ago the Chief
Fiscal Officers (CFO) conference began to annually bring together
CFO’s from across the state to evaluate policies, share best practices
and develop strategies to support fiscally the priorities to move
Commonwealth forward. The CFO conference was built around the
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concept of PARTNERS which stands for People, Accountability,
Responsibility, Trust, Negotiation, Efficiency, Risk assessment and
mitigation and Solutions. We have emphasized that systems depend on
people who are integral to those systems. This recognizes that fiscal
officers of the Commonwealth are being given increased authority and
at the same time being held accountable, ensuring a balance of
efficiency and integrity of the financial operations of the
Commonwealth. We strike this balance between efficiency and
integrity of operations through constant risk assessment and effective
risk mitigation.

In FY2006 with a stable system in place, attention was focused on
improving financial efficiency and accountability within the
Commonwealth with a focus on maximizing use of the entire capability
of the system. The Comptroller launched a number of parallel initiatives
to accomplish these goals:

e Internal Audit

Benefiting from efficiencies in the new application, we
redeployed existing staff from processing and pre-audit
functions to an internal control bureau. Using specialized data
analysis tools, the Bureau supplements standard agency
reviews with data mining techniques which filter out low risk
transactions, thus allowing the Bureau to target certain risk
profiles on a statewide basis.

e Transaction Delegation

We continue to assess transactions that this Office pre-audits
based on risk and delegate the approval of low risk those
transactions to department CFO’s. This reduces the transaction
processing cost without significantly impacting the overall
transaction risk profile. Of the 2.5 million transactions entered
by departments, less than 10% are work-flowed to the
Comptroller for pre-audit.

e  Paperless Transactions
To the extent transaction profiles do not warrant delegation,
using MMARS to capture supporting documentation
electronically within the actual transaction reduces initial
processing costs along with the long term costs of archiving
and later retrieving those documents. In the initial pilot 7,000
transactions were converted to completely paperless.

e Maximizing Prompt Pay discounts

The Comptroller’s office establishes system parameters to
automatically schedule payments for issuance based on the
cash flow needs of the Commonwealth along with maximizing
discounts offered by vendors for prompt payment. In FY06 the
Commonwealth realized $1.2 million in prompt payment
discounts. In FYQ7 we are on track to double that amount.
However, discounts can only be taken where they are
negotiated. Much work remains to be done. Of more than
22,000 active contracts, less than 5,000 actually offer prompt
payment discount terms.
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Benchmarking Against Best Practices

The National Association of State Comptrollers has entered
into a national contract to benchmark state operations for
efficiency and effectiveness against public and private sector
organizations. The contract allows assessments in four areas,
finance, human resource and payroll, procurement, and
information technology management. The Commonwealth
began with the finance benchmark, appearing in the third
quartile, the Commonwealth finance operation performed well
against private sector organizations of similar size and
complexity and was the highest rated among governments
measured. More importantly, the benchmarking identifies high
cost areas and areas where we can further improve the
efficiency and effectiveness of financial operations.

In FY07 we have outlined ongoing initiatives:

Web Applications

In addition to the financial system, the Comptroller maintains
seven interactive web sites serving commonwealth vendors,
state employees, and processing internal transaction between
this office and state departments. During FY07 we will
undertake a major initiative to update and consolidate these
applications and functionality to improve performance.

Paperless Remittance Advices

The Commonwealth has gone to almost 100% electronic funds
transfer for employee payments, however the accompanying
pay stub is still distributed manually to most employees. The
Comptroller provides a secure web site where employees
through a pin and password can access their stub and prior
period information, increasing employee access to information
at a significantly reduced cost. In the coming month we will
complete an upgrade of this application and roll it out to the
entirety of State Government.

Payable Audits

We have engaged an accounts payable audit firm. During
FYO07, the firm will review all payments from FY05 and FY06,
identifying any erroneous payments as well as instances where
contract terms such as volume rebates were not paid. The
vendor will be compensated based on performance. In
addition to the potential cost savings this will serve as an
additional test of controls.

E- Receipts

Finally, the Comptroller’s Office in conjunction with
Administration and Finance and the Information Technology
Division have engaged in a focused effort to increase the
number of citizen and business transactions that can be
completed over the internet.

The obstacle to increasing internet based transactions has been
the cost of credit card fees that can escalate dramatically for
large payments. As part of this project we are piloting lower
cost payment alternatives including electronic checks.
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Departments are being selected and functionality will be added
this winter. Citizens and business have come to expect
electronic transactions in their daily lives and the
Commonwealth has a responsibility to deliver on that
expectation.

| again would like to express my thanks to the many dedicated
employees within the Office of the State Comptroller. We have had
another successful year within the office, though filled with many long
hours for all of us to get to this day. | am proud to have all the
employees of the Comptroller’s Office on my team to help tackle these
difficult issues.

Respectfully submitted,

Martin J. Benison
Comptroller of the Commonwealth
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