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

Commonwealth of Massachusetts

December 20, 2013

To the Citizens of the Commonwealth of Massachusetts,
Governor Deval L. Patrick and Honorable Members of the
General Court

I am pleased to transmit the Commonwealth’s fiscal year 2013 (FY13)
Comprehensive Annual Financial Report (CAFR) prepared in
accordance with Generally Accepted Accounting Principles (GAAP) in
the United States of America. The objective of this report is to provide a
clear picture of our government as a single, unified entity.

This document presents the Commonwealth’s financial information on
three bases of accounting, each serving a different purpose. The back of
the report includes “required supplementary information” budgetary
basis statements, which are prepared in accordance with the
Commonwealth’s budgetary basis of accounting or statutory basis.
More detailed information on the statutory basis of accounting and the
results of operating on that basis from FY13 are found in the Statutory
Basis Financial Report (SBFR) issued separately this past November.
The SBFR report documents compliance with the legislatively adopted
budget at a fund level. Further documentation is found within the
Commonwealth’s accounting system, the Massachusetts Management
Accounting and Reporting System (MMARS). Each state maintains
different rules for budgetary reporting and therefore the SBFR should
not be used for comparison across states.

The fund perspective statements present the governmental operations on
a modified accrual basis of accounting. The fund perspective is
designed to measure inter-period equity, the extent to which current
resources (available within the next year) fully fund all current services
provided by the government. Long-term liabilities are excluded with the
implicit assumption that future tax revenues will fund these liabilities as
they come due. This fund perspective provides results similar to the
statutory basis financial statements published in November.

In addition to the fund perspective, this CAFR presents a government-
wide perspective. This perspective combines all governmental and
business-type activities in a statement of net position and a statement of
activities, presenting all functions on a full accrual basis of accounting.
All capital assets are added to the government-wide statements as are all
long-term liabilities. Funds that are shown as fiduciary under the fund
perspective are not portrayed in the government-wide statements, as the
assets do not belong to the Commonwealth.

In the government-wide statements, the balance sheet has been
organized into a “net position format.” This format classifies all assets
and liabilities as short and long-term and then subtracts liabilities from
assets to arrive at net position.
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Commonwealth of Massachusetts

The Commonwealth’s government-wide revenues, expenses and
activities are included in the statement of activities. The expenses of the
Commonwealth, organized by function, are netted against fees, fines,
grant revenues and assessments generated to fund each function in an
attempt to derive the net cost to the taxpayer of each function. This
format allows the reader of the financial statements to discern the net
cost of a particular function of government funded by taxation and other
general revenues by a review of this statement.

This CAFR is presented in three sections: Introductory, Financial and
Statistical. The Introductory Section contains an overview of current
initiatives and summary financial data. The Financial Section contains
the Management’s Discussion and Analysis (MD&A) section and the
Commonwealth’s Basic Financial Statements. GAAP requires that
management provide a narrative overview and analysis to accompany
the basic financial statements in the form of an MD&A. This letter of
transmittal is designed to complement the MD&A, where the financial
analysis is presented. The Commonwealth’s MD&A can be found
immediately following the independent auditors’ report. The Statistical
Section contains selected financial and demographic information. It
also contains background information on the Commonwealth.

PROFILE OF THE COMMONWEALTH

The Commonwealth of Massachusetts was the sixth of the original 13
colonies to ratify the United States Constitution, joining the United
States on February 6, 1788. Boston, the capital of the Commonwealth
since its founding, dates from 1630. The Commonwealth has an area of
8,257 square miles. Geographically, the Commonwealth includes 351
cities and towns. The largest city is the capital, Boston. Employment is
largely in the education, health services, wholesale and retail trade,
financial and public sectors. Due to the Commonwealth’s high levels of
basic education and the presence of world-class educational institutions,
the Commonwealth’s economy is driven in large part by innovation in
high technology, life sciences, health care and business services.

The Massachusetts Constitution was ratified in 1780 while the
Revolutionary War was still in progress, nine years before the United
States Constitution was adopted, and is the oldest written Constitution
now in use. It specified three branches of Government: Legislative,
Executive, and Judicial. “The Great and General Court,” elected every
two years, is made up of a Senate of forty members and a House of
Representatives of one hundred and sixty members. It is the second
oldest democratic deliberative body in the world.

The table on page 3 reconciles the fund balances on three bases of
accounting: the statutory basis presented in separately issued financial
statements this past November; the fund basis; and entity-wide basis
statements, the latter two of which are included in this report.
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Governmental Funds - Statutory to GAAP - Fund Perspective and to Governmental Net

Position
(Amounts in millions)

Gowvernmental Funds - Statutory Basis, June 30, 2013:

Budgeted FUND BalANCE........ e eeieeiiii ettt e 1,874.4
Non Budgeted Special Revenue Fund BalanCe............c.uvvvvneneieiiiinineieeiiiinn. 2,078.2
Capital Projects FUN BalanCe............ouuuiiiiiiiiiiiii e e (836.1)
Gowvernmental Fund Balance - Statutory Basis, June 30, 2013..........uuvuiiiniiniiiiniieeieeieeaeenns $ 3,116.5
Plus: Expendable Trust and Similar Fund Statutory Balances that are
considered Governmental Funds for GAAP reporting PUIPOSES .......uereeeterriinnieririiieeeeeenens 514.9
Less: Massachusetts Department of Transportation FUnds...................ccooii, (1,266.5)
Adjusted Statutory Governmental FUNdBalanCe............ooovviiiiiii i 2,364.9
Short termaccruals, net of allowances and deferrals for increases /(decreases):
Taxes, net of refunds and abatemeNtS..........oivviiiiiiii s 1,834.5
Tobacco Settlement Agreement receivable.............ccooooiiiiiiiiii 126.8
MEAICAIT . ...ttt et (261.6)
Other short termaccruals:
Assessments and other receivables............ooeiiiiiiiiiiniiiiii 281.9
Amounts due to authorities and municipalities, Net............ccovviiviiiniiiiiiiinnens (548.2)
Claims, judgments and other risks (12.8)
Amounts due to health care providers and inSUrers................ccooooeeeeennn. (64.2)
Workers' compensation and group iNSUFANCE.........coererrrivineeeeeiiiieeneeeennnn (134.5)
Other aCCIUAIS, NBL.. .. et 233.0
Netincrease to governmental fundbalances..............c.covvviiviiiiiiiiiiines 1,454.8
Massachusetts School Building Authority fundbalance................................. 1,050.3
Total changes to governmental fUNGS....... ..o e 2,505.0
Gowvernmental fundbalance (FUNA PErSPECTIVE). .. ... vu vt it it it it it et i et e $ 4,870.0
Plus: Capital assets including infrastructure, net of accumulated depreciation..............cccccvvviinenes 4,366.1
Deferred revenue, net of other eliminations..............coviiiiiiiiii i 1,167.4
Long termaccruals:
Pension Benefits cumulative over/ (under) funding..........cccoeeiiiiiniiiiiiiis (1,815.0)
Post employment benefits other than pensions cumulative over/ (under) funding... . (4,147.0)
Environmental Remediation LIability ...........ueuieiiriiiiie e (230.8)
Massachusetts School Building Authority debt and school construction payables.................... (7,154.6)
Long term debt, unamortized premiums and deferred losses on debt refundings... . (21,971.2)
CompenSated ADSENCES .....uvvuttieeeieiiti e ettt e e e ee et e e e e et eees . (518.3)
Capital leases................... . (50.8)
AcCrued INTEreSt ON DONTS . .....uu ettt e e eaees (346.5)
Other Long term labilities...........ooouiiiiiii e (109.0)
Total governmental net position (entity Wide PErSPECEIVE)... ... .uvivrivriiriin it it et ettt eenee $ (25,939.9)

Commonwealth of Massachusetts

The deficit of $25.940 billion in governmental net position is largely
attributable to the Commonwealth’s policy decision to finance the
construction of assets owned by other government entities, particularly
Commonwealth roads and bridges, which as a result of transportation
reform completed during FY10 shifted these assets from the books of
the Commonwealth to the Massachusetts Department of Transportation
(MassDOT), a component unit of the Commonwealth. At the end of
FY13, MassDOT held $22.320 billion in road, bridge and other
transportation-related assets (excluding assets of the Massachusetts Bay
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Statement of Net Postion
Governmental Activity
Including MassDOT
(Amounts in thousands)

Net Position as of June 30, 2013:

Commonwealth's Governmental
ACHIVILY ... $(25,939,876)

Massachusetts Department of
Transportation (major assets
include roads and bridges).................. 20,914,904

Total Net Position of the
Commonwealth, including MassDOT... _$ (5,024,972

Commonwealth of Massachusetts

Transportation Authority) net of related depreciation, the vast majority
of which were formerly held by the Commonwealth. Those assets were
financed by the Commonwealth and the debt remains a long-term
obligation of the Commonwealth. In addition, the Commonwealth has a
net liability of $6.036 billion for debt and grant obligations for the
School Building Assistance Program that finances construction of
schools for the Commonwealth’s cities and towns. Finally, the
Commonwealth has financed significant transportation and non-
transportation assets currently held by Massachusetts Institutions of
Higher Education, Massachusetts’ cities and towns and quasi-public
authorities. While the exact amount of Commonwealth-funded assets
held by these entities is difficult to determine, between FY05 and FY13
the Commonwealth’s capital spending on Higher Education capital
projects exceeded $875 million, capital spending for transportation-
related financial assistance to local governments totaled more than $1.7
billion and other grants and financial assistance for non-Commonwealth
entities such as cities and towns and quasi-public authorities funded
through the Commonwealth’s capital budget exceeded $3.5 billion,
including $1 billion to fund the Massachusetts School Building
Authority in FY05 and FY06. As almost all of this capital spending was
financed by Commonwealth debt, the liabilities are retained by the
Commonwealth while the assets are held by the Institutions of Higher
Education, Massachusetts cities and towns and entities such as local
housing authorities and quasi-governmental authorities.

Since MassDOT ended FY13 with positive net position of $23.900
billion, it is more informative to view the Commonwealth’s financial
statements in combination with MassDOT than to analyze the two
separately, while also keeping in mind that significant assets owned by
the Institutions of Higher Education and local governments and
authorities were financed by liabilities still on the Commonwealth’s
books.

The deficit in the net position of the governmental activities grew by
almost $1.642 billion in FY13. While tax revenue experienced healthy
growth in FY13, this growth was offset by adjustments that reduced the
fund balance and ending net position. The main factors underlying the
change in the net deficit were as follows:

e Tax revenues grew by $1.196 billion, or 5.6%, from FY12,
mainly due to higher income taxes, much of which resulted
from growth in capital gains tax collections. As a result of
recently enacted legislation, $468 million in capital gains tax
revenue, which accounted for 2.2% of the 5.6% in tax revenue
growth, was deposited directly into the Stabilization Fund and
was not available for use. There was virtually no net growth in
non-tax governmental revenues, as federal stimulus money
under the American Recovery and Reinvestment Act (ARRA)
was phased out and other non-tax revenue grew slowly.

e The final year of phased-in recognition of declines in the asset
value of the Commonwealth’s pension fund due to stock
market losses during the recession of 2008-2009 resulted in an
increased liability accrual of $396 million growth in the
underfunding of the Commonwealth’s pension obligations;
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e The Commonwealth’s pension funding schedule is updated
every three years, while the Annual Required Contribution
(ARC) is updated annually. Changes in the market value of
assets are amortized over a five year period (“smoothed”).
When pension fund asset values decline or increase, the
Commonwealth’s annual pension funding will lag the ARC.
The triennial updating of the pension fund schedule, combined
with the dramatic stock market downturn in 2008-2009, has
resulted in a cumulative underfunding of the Commonwealth’s
ARC to fund the pension liability of $1.815 billion since 20009.

e The Commonwealth funds its other post-employment benefits
(OPEB) liability on a pay-as-you-go basis. GAAP requires the
accrual of a liability for the difference between this amount
and the actuarially required contribution. The change in the
accrual was $701 million in FY13, reducing net position;

e The Commonwealth continues to fund, through its own debt,
transportation-related assets that are owned by the
Massachusetts Department of Transportation (MassDOT),
Institutions of Higher Education, cities and towns and quasi-
public authorities. In FY13, approximately $1.7 billion of the
almost $2.2 billion in state-funded capital spending generated
assets not owned by the Commonwealth, including $1.05
billion in transportation spending (including more than $220
million in grants and other financial assistance to cities and
towns), $250 million for Institutions of Higher Education
(which are attributed to the Commonwealth’s business-type
activities) and approximately $390 million in other capital
grants and financial assistance to local governments and quasi-
public entities. While the assets created by this spending are
recorded on the books of MassDOT and other non-
Commonwealth entities, the liability for the debt remains with
the Commonwealth.

The net deficit in government-wide activities, which includes the
Commonwealth’s business-type as well as governmental activities,
increased by $1.137 billion from FY12.

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 40 independent public
authorities. These entities 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 MSBA is blended into the
Commonwealth’s operations.
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INDEPENDENT AUDIT

The Commonwealth’s independent auditors, KPMG LLP, have
performed an independent audit of the Commonwealth for the fiscal year
ended June 30, 2013. The independent auditors’ report is presented in
the Financial Section.

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 of the cost, 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
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M KPMG LLP

Two Financial Center
60 South Street
Boston, MA 02111

Independent Auditors’ Report

Mr. Martin Benison, Comptroller
The Commonwealth of Massachusetts
Boston, Massachusetts

Report on the Financial Statements

We have audited the accompanying financial statements of the governmental activities, the business-
type activities, the aggregate discretely presented component units, each major fund, and the
aggregate remaining fund information of the Commonwealth of Massachusetts (the Commonwealth),
as of and for the year ended June 30, 2013, and the related notes to the financial statements, which
collectively comprise the Commonwealth’s basic financial statements as listed in the accompanying
table of contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with U.S. generally accepted accounting principles; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation
of financial statements that are free from material misstatement, whether due to fraud or error.

Auditors’ Responsibility

Our responsibility is to express opinions on these financial statements based on our audit. We did not
audit the financial statements of the University of Massachusetts, the State Colleges and certain of
the Community Colleges all of which are major enterprise funds and represent 86% of the total assets
and deferred outflows of the business-type activities. We did not audit 63% of the total assets and
deferred outflows of the Community Colleges major enterprise fund. Additionally, we did not audit
the financial statements of the nonmajor component units, which represent 8% of the total assets and
deferred outflows of the aggregate discretely presented component units. Those financial statements
were audited by other auditors, whose reports thereon have been furnished to us, and our opinions,
insofar as it relates to the amounts included for those entities, is based solely on the reports of the
other auditors.

We conducted our audit in accordance with auditing standards generally accepted in the United
States of America and the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free from material misstatement. The financial statements of certain entities identified in Note 13 of
the basic financial statements were not audited in accordance with Government Auditing Standards.
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An audit involves performing procedures to obtain audit evidence about the amounts and disclosures
in the financial statements. The procedures selected depend on the auditors’ judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s
preparation and fair presentation of the financial statements in order to design audit procedures that
are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the entity’s internal control. Accordingly, we express no such opinion. An audit also
includes evaluating the appropriateness of accounting policies used and the reasonableness of
significant accounting estimates made by management, as well as evaluating the overall presentation
of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis
for our audit opinions.

Opinions

In our opinion, based on our audit and the reports of other auditors, the financial statements referred
to above present fairly, in all material respects, the respective financial position of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each
major fund, and the aggregate remaining fund information of the Commonwealth of Massachusetts as
of June 30, 2013, and the respective changes in financial position and, where applicable, cash flows
thereof for the year then ended in conformity with U.S. generally accepted accounting principles.

Other Matters
Required Supplementary Information

U.S. generally accepted accounting principles require that the management’s discussion and analysis
and required supplementary information, as listed in the accompanying table of contents (collectively
referred to as RSI), be presented to supplement the basic financial statements. Such information,
although not a part of the basic financial statements, is required by the Governmental Accounting
Standards Board who considers it to be an essential part of financial reporting for placing the basic
financial statements in an appropriate operational, economic, or historical context. We have applied
certain limited procedures to the RSI in accordance with auditing standards generally accepted in the
United States of America, which consisted of inquiries of management about the methods of
preparing the information and comparing the information for consistency with management’s
responses to our inquiries, the basic financial statements, and other knowledge we obtained during
our audit of the basic financial statements. We do not express an opinion or provide any assurance on
the information because the limited procedures do not provide us with sufficient evidence to express
an opinion or provide any assurance.

Supplementary and Other Information

Our audit was conducted for the purpose of forming opinions on the financial statements that
collectively comprise the Commonwealth’s basic financial statements. The introductory section,
other supplementary information and statistical section as listed in the accompanying table of
contents are presented for purposes of additional analysis and are not a required part of the basic

18



financial statements. The other supplementary information is the responsibility of management and
was derived from and relates directly to the underlying accounting and other records used to prepare
the basic financial statements. Such information has been subjected to the auditing procedures
applied in the audit of the basic financial statements and certain additional procedures, including
comparing and reconciling such information directly to the underlying accounting and other records
used to prepare the basic financial statements or to the basic financial statements themselves, and
other additional procedures in accordance with auditing standards generally accepted in the United
States of America. In our opinion, the other supplementary information is fairly stated in all material
respects in relation to the basic financial statements as a whole.

The introductory and statistical sections have not been subjected to the auditing procedures applied in
the audit of the basic financial statements, and accordingly, we do not express an opinion or provide
any assurance on them.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have also issued our report dated December
20, 2013, on our consideration of the Commonwealth of Massachusetts’ internal control over
financial reporting and on our tests of its compliance with certain provisions of laws, regulations,
contracts, and grant agreements and other matters. The purpose of that report is to describe the scope
of our testing of internal control over financial reporting and compliance and the results of that
testing, and not to provide an opinion on the internal control over financial reporting or on
compliance. That report is an integral part of an audit performed in accordance with Government
Auditing Standards in considering the Commonwealth’s internal control over financial reporting and

compliance.
KPMe LLP

December 20, 2013
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Management’s Discussion and Analysis
(Unaudited)

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, 2013
(FY13). 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 Position — The liabilities of the primary government exceeded its
Commonwealth Government assets at the end of FY13 by almost $21.099 billion, an increase in the

net deficit of $1.137 billion from FY12, after factoring out a $575
Government-Wide Highlights million downward restatement of the FY13 beginning balance in the

Commonwealth’s business-type activities resulting from a change in the
way the Commonwealth accounts for foundations of the Institutions of
Higher Education as a result of implementing GASB Statement 61, The
Financial Reporting Entity: Omnibus. In FY13 the foundations are
included in the Commonwealth’s component units, while in FY12 they
were included in the Commonwealth’s business-type activities, which
resulted in a $575 million increase in the net position of the component
units and a decrease in the net position of the Commonwealth.

Of the $21.099 billion deficit, “unrestricted net position” has a deficit of
$25.708 billion, and there is a $2.013 billion positive balance
attributable to the net investment in capital assets. There are five
primary reasons for the negative unrestricted net position:

1. The Commonwealth has a net liability of $6.036 billion for its
share of the construction costs of schools owned and operated
by municipalities through the Massachusetts School Building
Authority (MSBA);

2. In FY10, the Commonwealth implemented transportation
reform, which created the Massachusetts Department of
Transportation (MassDOT) and transferred to that entity
virtually all highway and bridge assets of the Commonwealth
totaling approximately $15.521 billion, as of the date of the
transfer, net of depreciation. The Commonwealth, however,
originally paid and continues to pay for the construction of
these assets and retains a large amount of transportation-
related debt, which is now be unrelated to any capital asset
owned by the Commonwealth.

3. The Commonwealth, through debt issuances, also pays for
non-transportation capital assets not owned by the
Commonwealth, particularly assets held by quasi-public
entities and local governments and housing authorities.
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4. The Commonwealth’s pension funding schedule is updated
every three years, while the Annual Required Contribution
(ARC) is updated annually. Changes in the market value of
assets are amortized over a five year period (“smoothed”).

When pension fund asset values decline or increase, the
Commonwealth’s annual pension funding will lag the ARC.
The triennial updating of the pension fund schedule, combined
with the dramatic stock market downturn in 2008-2009, has
resulted in a cumulative underfunding of the Commonwealth’s
ARC to fund the pension liability of $1.815 billion since 20009.

5. The Commonwealth funds its retiree health insurance benefits
(Other Post-Employment Benefits, or OPEB) on a pay-as-you-
go basis. As a result, as of June 30, 2013, it had accumulated
a $4.147 billion unfunded liability for OPEB.

At the end of FY13, the Commonwealth also held $2.596 billion in
“restricted net position”, assets that are restricted primarily for payment
of debt service, unemployment insurance benefits and the Institutions of
Higher Education. Approximately $1.003 billion in restricted net
position balances were set aside for unemployment benefits, an
additional $1.033 billion was restricted for debt retirement, of which
$724 million is restricted for MSBA debt retirement, $354 million for
other governmental purposes and $206 million was restricted for Higher
Education.

The Commonwealth’s governmental activities (which excludes the
“business-type activities” of the Institutions of Higher Education and
Unemployment Insurance) net deficit increased by $1.642 billion, to
$25.940 billion, and its governmental activities unrestricted net deficit
increased by approximately $1.829 billion in FY13, to $26.734 billion.
Approximately $1.097 billion of the increase in the net deficit was due
to increases in the liabilities for state pension and post-employment
health benefits.

Total revenues of the primary government increased by $624 million, or
1.2% in FY13, to $52.163 billion. Total expenses of the primary
government increased by $853 million, or approximately 1.6%, to
$53.300 billion. Detail on revenue and expenses can be found on pages
28 to 30.

Net position of business—type activities (factoring out the $575 million
beginning balance adjustment as noted on page 21) increased by $505
million, due to net surpluses of $174 million in the Unemployment
Insurance Trust Fund and $331 million for Higher Education activity.

At June 30, 2013, the Commonwealth’s governmental funds reported a
combined ending fund balance of about $4.870 billion, a decrease of
$1.449 billion from June 30, 2012. Of the ending balances:

e $914,000 is nonspendable, $1.558 billion is restricted, $2.324
billion is committed, $595 million is assigned and $392 million
is unassigned fund balance. (A full discussion of these
classifications is included in Note 1 to the basic financial
statements, on pages 69 - 72)
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e The MSBA'’s fund balance of approximately $1.050 billion is
blended into the Commonwealth. Within this fund balance is
over $942 million in cash and restricted investments which
were funded by bond proceeds in FY13 and previous fiscal
years, and other assets, less approximately $68 million in
liabilities. In FY13, over $735 million was apportioned to the
MSBA from the Commonwealth from sales taxes, adjusted for
accruals, and the MSBA issued $1.682 billion in long-term
refunding bonds.

e  Lottery revenues for FY13 were $5.043 billion, an increase of
approximately $99 million, or 2.0%, from FY12. Prizes were
approximately $3.993 billion and operating expenses and
mandated transfers to the governmental funds were $1.050
billion.

Other highlights of FY13 financial operations include:

e Tobacco settlement proceeds for the year were approximately
$253 million on a GAAP basis, the same as received in the
prior year. Approximately $127 million has been reported as a
receivable in the governmental funds, equal to half of the
anticipated tobacco settlement proceeds to be received in
FY14. During FY13, 10.0% of tobacco settlement payments
(approximately $25 million) was deposited in the State Retiree
Benefits Trust Fund (SRBTF) to fund the Commonwealth’s
liability for retiree health care. The portion of the annual
tobacco settlement payments dedicated to the SRBT will
increase 10% per year until it reaches 100% in FY23, although
in FY14 an amount equal to 20% of tobacco settlement
proceeds will be transferred to the SRBTF through a different
funding mechanism.

e During the fiscal year, the Commonwealth passed or agreed to
terms of approximately $1.313 billion in bond authorizations
and approximately $5 million in de-authorizations of
previously issued capital appropriations. The Commonwealth

Full Time Equivalent Workforce determines the timing and extent of capital spending and
Including Higher Education and the bonding as part of its five-year capital plan.
Massachusetts Department of
Transportation Full-Time Equivalent Employment

June 2008 - June 2013 The chart to the left shows the Commonwealth’s full-time equivalent

90,000 employment (including MassDOT) for all state funding sources
(budgetary, non-budgetary, capital, federal and trust) over the past six
fiscal years. In FY13, the number of Commonwealth FTEs increased
by approximately 900, to a total of 85,356. However, since June 30,
2008, the number of FTEs on the Commonwealth’s payroll has dropped
by 4,900 after adjusting for 6,600 FTEs that were brought onto state
payroll as a result of changes in the way certain employees are
accounted for and for entities that were absorbed by the state in FY09
and FY10. In FYQ9, the state switched approximately 2,500 Higher
Education employees to the Commonwealth’s payroll system. In FY10,
approximately 1,330 employees of the former Massachusetts Turnpike
Authority and the Tobin Bridge were transferred to the Massachusetts
Department of Transportation (MassDOT). Also in FY10, the sheriff

80,000 -

70,000 T

60,000 -

50,000 -

40,000

FY08 FY09 FY10 FY1l FY12 FY13

D Other mJudiciary O Governor's authority

Commonwealth of Massachusetts 23 Comprehensive Annual Financial Report



departments of Barnstable, Bristol, Dukes, Nantucket, Norfolk,
Plymouth and Suffolk were brought onto the state’s accounting and
payroll systems, with approximately 2,770 employees. These increases
were offset by reductions in state employment due to a combination of
employee attrition and layoffs, as the state responded to lower tax
revenues caused by the recession.

OVERVIEW OF THE FINANCIAL This MD&A is intended to serve as an introduction to the

STATEMENTS Commonwealth’s basic financial statements. The Commonwealth’s
basic financial statements are made up of three components: 1)
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
pension and other postemployment benefits (OPEB) funding schedules.
Other supplementary information is also provided to furnish additional
detail to support the basic financial statements.

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
Position, which presents the assets, liabilities and net position for the
government as a whole. Also presented is the Statement of Activities,
which presents the functional expenses, offsetting revenues and changes
in net position of the Commonwealth. The statements report the
Commonwealth’s net position and changes in net position. An increase
or decrease in the Commonwealth’s net position is one way to measure
financial health as well as the trend of increases or decreases over time.
Non-financial measures such as capital investments, changes in
taxation, population, employment and economic conditions are also
indicators of the overall health of any government.

Both the statement of net position and the statement of activities 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. Governmental
activities are where the Commonwealth’s basic services are reported.
Business-type activities are those for which fees are charged for a
particular service. For the Commonwealth, business-type activities are
comprised of the Institutions of Higher Education the unemployment
insurance compensation system. The component units are separate
legal entities that are included in this report due to the nature of their
governance and financial relationship with the Commonwealth.

The government-wide financial statements can be found on pages 40-
43 of this report.

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.
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Only the major funds are shown separately in the fund financial
statements, with the remaining funds included aggregated and reported
as nonmajor funds.

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

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

Although the Massachusetts School Building Authority (MSBA) is a
component unit, the MSBA’s operations have been determined by
management to operate in a similar fashion to a Commonwealth
department due to the MSBA'’s service to the Commonwealth and
because it relies on a pledged portion of the Commonwealth’s sales tax
revenue to fund its debt service. In FYO5, legislation changed the
funding of school construction from a direct appropriation of the
Commonwealth to a dedicated portion of the sales tax allocated to the
MSBA. Because of the nature of transactions between the
Commonwealth and this authority, per GASB Statement No. 39,
Determining Whether Certain Organizations Are Component Units and
GASB Statement No. 61, The Financial Reporting Entity: Omnibus, the
authority’s operations are reported within a governmental fund as a
“blended component unit” and on the government-wide financial

statements.
Notes to the Financial Statements, - The notes to the financial statements provide additional information that
Required Supplementary Information s essential to a full understanding of the financial statements as of the
and Other Supplementary date provided in the government-wide and the fund financial
Information statements. The notes to the financial statements can be found on pages
63-118.

The required supplementary information section includes a budgetary
comparison schedule for the General Fund, along with a reconciliation
comparing the original General Appropriation Act and supplemental
appropriations to actual budgetary spending. A variance column is also
provided. A further reconciliation schedule of the budgeted revenues
and expenses to governmental fund perspective revenues and
expenditures for the General Fund is also provided. A schedule of
pension and OPEB funding progress and the Commonwealth’s annual
required pension and OPEB contributions are also included in this
section.

Other supplementary information is not required, but is included to

present combining schedules of various nonmajor funds and component
units.
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GOVERNMENT-WIDE ANALYSIS  The primary government’s combined net position (governmental and
business-type activities) showed a net deficit of almost $21.099 billion
at the end of FY13, an increase in the net deficit of $1.137 billion, not
including the $575 million decrease, due to the beginning balance
adjustment in business-type activities, noted on page 21. Governmental

Major Long — Term Obligations for activities unrestricted net position is negative by over $26.734 billion.

Assets of Political Subdivisions As explained previously, a substantial portion of this deficit is a result

(amounts in thousands) of programs where the Commonwealth decided to fund assets that are

owned by political subdivisions of the Commonwealth, and in particular

Massachusetts School Buikding the result of the transfer of assets to MassDOT during FY10, as well as
Authority net deficit.................cooeeuinine $ 6,035,635 . . R

Outstanding bonds issued o fund the MBTA.. 207 continued borrowing by the Commonwealth that funds, through its

Debt related to MassDOT assets............... 9705981 capital budget and debt issuance, construction of new assets owned by

Effect on unrestricted net position of MassDOT, local governments and local authorities. In FY13,

items unique to the Commonwealth............. $ 15,741,823

MassDOT reports these capital assets on their financial statements,
which are incorporated into the Commonwealth’s financial statements
similarly to other component units.

The Commonwealth’s FY13 capital spending included approximately
$1.7 billion in state-funded capital spending that did not result in capital
assets attributed to governmental activities of the Commonwealth,
comprised of approximately $1.05 billion in transportation spending
(including more than $220 million in grants and other financial
assistance to cities and towns), $250 million for Institutions of Higher
Education (which are attributed to the Commonwealth’s business-type
activities) and approximately $390 million in other capital grants and
financial assistance to local governments and quasi-public entities.
Between FYO05 and FY13 the Commonwealth’s capital spending on
projects owned by non-Commonwealth entities or by the Institutions of
Higher Education (part of the Commonwealth’s business-type but not
governmental activities totaled approximately $12.9 billion. These
include Higher Education capital projects totaling $875 million, capital
spending for transportation projects now owned by the Massachusetts
Department of Transportation totaling approximately $6.7 billion,
transportation-related financial assistance to local governments totaling
more than $1.7 billion and other grants and financial assistance for non-
Commonwealth entities such as cities and towns and quasi-public
authorities funded through the Commonwealth’s capital budget
exceeding $3.5 billion, including $1 billion in FY05 and FYO06 to
capitalize the Massachusetts School Building Authority.

The Commonwealth also funds school construction through debt issued
by the MSBA, and includes the MSBA’s debt on its balance sheet, but
the assets paid for with that debt are owned by Massachusetts cities,
towns and school districts.

Current assets and liabilities are amounts that are available in the
current period and obligations that will be paid within one year of the
financial statement date, respectively. As of June 30, 2013, the
Commonwealth’s government-wide current cash and short-term
investments totaled $4.291 billion, a decrease of $1.138 billion from
June 30, 2012. Total current assets were $9.943 billion, a decrease of
$1.267 billion from June 30, 2013. The primary reason for the decline
in current assets is that as of June 30, 2013 the Commonwealth had not
yet issued debt to reimburse itself for almost $900 million in capital
spending that had occurred in the fourth quarter of FY13. To bridge the
gap between seasonal receipts, such as tax revenues, and major
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expenses, such as the payment of local aid, in FY13 the Commonwealth
issued $1.2 billion in revenue anticipation notes (RANS). The RANS
were retired in April and May 2013. As of June 30, 2013, the
Commonwealth’s current liabilities were $8.364 billion.

The primary government’s non-current assets totaled $16.226 billion, an
increase of $869 million from June 30, 2012. This increase was due
mainly to an $889 million increase in capital assets, most of which
occurred in business-type of activities, as the result of increases in
assets recorded by the Institutions of Higher Education.

The Commonwealth holds $10.025 billion in traditional capital assets
such as land, construction in process, buildings, infrastructure and
equipment, net of accumulated depreciation. GASB requires the
reporting of the value of investments in the Commonwealth’s
infrastructure, including roads, bridges, beaches, dams and other
immovable assets on 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 should 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 table on page 28 shows the Commonwealth’s net position.
Restricted net position represents resources that are subject to external
constraints.

In addition to the Commonwealth funding assets owned by other
entities, the primary reasons for the increase in net deficit were:

e The final year of the five year phased-in recognition of
declines in the asset value of the Commonwealth’s pension
fund due to stock market losses during the recession of 2008-
2009 resulted in an increased accrual of $396 million due to
growth in the underfunding of the Commonwealth’s pension
obligations. As described in more detail on page 22, the
combination of the stock market decline and the fact that the
pension funding schedule is updated only triennially but the
pension Annual Required Contribution (ARC) is updated
annually has resulted in the Commonwealth underfunding its
ARC by a total of $1.815 hillion since 2009;

e The Commonwealth funds its other post-employment benefits
(OPEB) liability on a pay-as-you-go basis. GAAP requires the
accrual of a liability for the difference between this amount
and the actuarially required contribution. The change in the
accrual was $701 million in FY13, reducing net position;
cumulative underfunding of the Commonwealth’s OPEB
obligation was $4.147 billion as of June 30, 2013.
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Net Position as of June 30, 2013 and 2012

(in thousands of dollars)

Governmental Activities Business - Type Activities Total Primary Government

June 30, 2013

June 30, 2012 June 30,2013  June 30,2012 June 30,2013  June 30, 2012

CUITeNt @SSELS....ouieeiie e e $ 8315303 $ 9,468,600 $ 1,627,511 $ 1,740,922 $ 9,942,814  $ 11,209,522
Non-capital non-current assets...................... 3,782,145 3,437,342 2,418,725 2,783,206 6,200,870 6,220,548
Capital assets 4,366,071 4,259,869 5,658,798 4,876,356 10,024,869 9,136,225
Deferred outflows of resources 566,095 564,287 72,304 110,092 638,399 674,379
Total assets and deferred outflows.......... 17,029,614 17,730,098 9,777,338 9,510,576 26,806,952 27,240,674
Current liabilities............ovviiiiiiiiiinns 7,337,053 7,134,569 1,026,890 954,232 8,363,943 8,088,801
Long term liabilities 35,632,437 34,893,317 3,895,042 3,644,132 39,527,479 38,537,449
Deferred inflows of resources........................ - - 14,283 - 14,283 -
Total liabilities and deferred outflows..... 42,969,490 42,027,886 4,936,215 4,598,364 47,905,705 46,626,250
Net position:
Net investment in capital assets................ (592,483) (849,338) 2,605,263 2,366,038 2,012,780 1,516,700
Restricted........cooovieiiiii i 1,386,416 1,456,715 1,209,630 1,576,865 2,596,046 3,033,580
UNFeStricted. .........cooveveeeeeceeee e (26,733,809)  (24,905,165) 1,026,230 969,309  (25,707,579)  (23,935,856)
Total net position..............ooooveiiinnnnn. $ (25,939,876) $(24,297,788) $ 4,841,123  $ 4,912,212 (21,098,753)  $(19,385,576)

Changes in Net Position

Revenue from Taxation
FY04-FY13

$24
$22
., $20
5 $18
= $16 1
® $14 A
$12 1
$10 A

2004
2005
2006
2007
2008
2009
2010
2011
2012
2013

Commonwealth of Massachusetts

As noted earlier, the Commonwealth’s total primary government net
deficit increased by approximately $1.137 billion between FY12 and
FY13. The table on page 29 shows the major categories of government-
wide revenues and expenses for FY12 and FY13, as well as net position
for the two fiscal years. In FY13, approximately 43.3% 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. Total
revenues increased by $624 million or 1.2%, with tax revenue
increasing by $1.196 billion, or 5.6%, from FY12. The increase in tax
revenue was attributable primarily to growth of $946 million, or 7.9%,
in personal income tax, as taxpayers accelerated capital gains
realizations in response to changes in federal tax law and as withholding
on wages grew due to a modest economic recovery. Sales tax revenue
grew by $165 million, or 3.2%, while corporate excise taxes declined by
$85 million, or 4.2%.

Operating grants and contributions (including federal revenue for

Medicaid and Unemployment Insurance) decreased by $808 million, or
5.2%, in FY13, as unemployment insurance benefit reimbursements
from the federal government declined by $711 million as the extended
unemployment benefits program expired and federal stimulus funding
under the American Recovery and Reinvestment Act (ARRA) fell by
$257 million as the ARRA program continues to wind down. These
declines in federal funding were partially offset by an increase of $141
million, or 2.0%, in federal Medicaid reimbursements due to growth in

state Medicaid spending.

Total charges for services increased by approximately $685 million, or
5.3%, due to an increase of $212 million in charges for Human Services
programs, $174 million in charges for Medicaid services, $125 million
in charges for Group Health Insurance, $101 million in Lottery charges
and $136 million in Higher Education charges, offset by declines of
$106 million in General Government charges and $59 million in

28

Comprehensive Annual Financial Report



unemployment insurance charges. Government-wide restricted net
position increased by $66 million after adjusting for the $575 million
beginning balance adjustment in business-type activities (which mostly
affected restricted net assets of the Higher Education Foundations), due
primarily to a $173 million increase in assets restricted for
unemployment benefits, offset by a $53 million decrease in assets
restricted for debt service as well as other smaller changes.

Total primary government spending increased by $853 million, or 1.6%,
from FY12, with governmental activities spending growing by $1.499
billion, or 3.4%, to $46.144 billion, and business-type activities
spending declining by $646 million, or 8.3%, to $7.156 billion.
Medicaid expenses increased by $578 million, or 4.9%, and
unemployment insurance compensation declined by $748 million, or
21.6%, as unemployment declined in the Commonwealth and benefit
levels were reduced. Other significant spending changes occurred in
health and human services, which grew by $143 million, or 1.9%,
transportation and public works, which grew by $114 million, or 6.5%,
the Lottery, which, grew by $105 million, or 2.7%, direct local aid,
which increased by $188 million, or 3.8% and general government
expenses, which grew by $196 million, or 8.2%.

Changes in Net Position during the Fiscal Years Ended June 30, 2013 and 2012
(in thousands of dollars except percentages)

Governmental Activities Business - Type Activities Total Primary Government Total Primary Government
June 30, 2013 June 30, 2012 '13to'12
June 30, 2013 June 30, 2012 June 30, 2013 June 30, 2012  June 30,2013  June 30, 2012 Distribution  Distribution % Change

Revenues
Program Revenues:
Charges for Services............cooeeveiannnn $ 9,158,100 $ 8,549,722 $ 4378547 $ 4,301,855 $ 13,536,647 $ 12,851,577 26.0% 24.9% 5.3%
Operating grants and contributions. .. 12,836,122 12,909,908 1,791,196 2,525,342 14,627,318 15,435,250 28.0% 29.9% -5.2%
Capital grants and contributions............. 18,726 79,733 - - 18,726 79,733 0.0% 0.2% -76.5%
General Revenues:
TaXES...oei it 22,599,332 21,403,426 - - 22,599,332 21,403,426 43.3% 41.5% 5.6%
Other......cooieiiiiiiiii 985,713 1,393,094 395,228 376,327 1,380,941 1,769,421 2.7% 3.3% -22.0%
Total ReVENUES.........cevvviiiiiieeinnnns, 45,597,993 44,335,883 6,564,971 7,203,524 52,162,964 51,539,407 100.0% 100.0% 1.2%
Expenses
Medicaid..........coovviiiiiiiiiii 12,286,342 11,708,397 - - 12,286,342 11,708,397 23.1% 22.3% 4.9%
Direct local aid........... . 5,179,104 4,991,532 - - 5,179,104 4,991,532 9.7% 9.5% 3.8%
Health and human services 7,787,051 7,643,950 - - 7,787,051 7,643,950 14.6% 14.6% 1.9%
Lottery........coeeeeeens 3,982,700 3,877,305 - - 3,982,700 3,877,305 7.5% 7.4% 2.7%
Higher education...................c..cooools - - 4,437,894 4,336,195 4,437,894 4,336,195 8.3% 8.3% 2.3%
Early elementary and secondary education. 4,335,639 4,259,568 - - 4,335,639 4,259,568 8.1% 8.1% 1.8%
Unemployment compensation............... - - 2,718,447 3,466,500 2,718,447 3,466,500 5.1% 6.6% -21.6%
Other.....cc.oiiiiiiiiii i 12,573,184 12,164,099 - - 12,573,184 12,164,099 23.6% 23.2% 3.4%
Total EXPeNSes.....c.coeuviuviiiiiiiiiiiannnns 46,144,020 44,644,851 7,156,341 7,802,695 53,300,361 52,447,546 100.0% 100.0% 1.6%
Excess/(Deficiency)
before transfers..........cccceveeevenerenns. (546,027) (308,968) (591,370) (599,171) (1,137,397) (908,139)
Transfers......ooooooiiiiiiiiii (1,096,061) (1,155,955) 1,096,061 1,155,955 - -
Change in net position (deficits)............. (1,642,088) (1,464,923) 504,691 556,784 (1,137,397) (908,139)

Net position - beginning, as restated... (24,297,788)  (22,832,865) 4,336,432 4355428  (19,961,356)  (18,477,437)

Net position - ending.......................... $(25,939,876) $(24,297,788) $ 4841123 $ 4912212  $(21,098,753) $(19,385576)
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The largest category of tax revenue is income taxes. Of the $22.599
billion in tax revenue within governmental activities, $12.898 billion, or
57.1% of total taxes, was from income taxes, $5.251 billion, or 23.2%
of total taxes, was from sales taxes, $1.943 billion, or 8.6% of total
taxes, was from corporate taxes, $650 million, or 2.9% of total taxes,
was from motor fuels taxes and $1.856 billion, or 8.2% of total taxes,
was from other forms of taxation. Lottery revenues of $5.041 billion
made up 55.0% of the Commonwealth’s governmental charges for
services. The largest operating grants were federal Medicaid subsidies,
which totaled $7.092 billion, other health and human services grants of
$2.777 billion and education grants of $1.197 billion. Most of the
state’s capital grants are for highway construction, and those federal
grants are recorded not in the Commonwealth’s financial statements but
in the financial statements of the Massachusetts Department of
Transportation

Medicaid expenses of $12.286 billion accounted for 26.6% of the
Commonwealth’s governmental activities expenses. However, half of
Medicaid expenses have been historically reimbursed by the federal
government. 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.

Other large expenditures for governmental activities included non-
Medicaid health and human services costs of approximately $7.787
billion, accounting for 16.9% of governmental expenses, pre-
kindergarten through secondary education costs of approximately
$4.336 billion, accounting for 9.4% of governmental expenses and
public safety and homeland security costs of approximately $2.440
billion, accounting for 5.3% of governmental expenses. State
employees’ pensions and other post-employment benefits, which are
included in the department spending amounts above, were $1.975
billion.

Business