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PERAC has approved a legislative pack-
age, to be filed shortly, for the 2007-2008 
legislative session. The centerpiece of the 
recommendations is a major revision of 
governance practices of the retirement 
boards with a focus on investments, 
enforcement, conflict of interest, board 
structure, and education.

“There is no more important task for the 
Commission,” noted Chairman Domenic 
Russo, “than recommending changes to 
policymakers when experience dictates 
that change is necessary.”

The proposal mirrors the one that PERAC 
forwarded to the Committee on Public 
Service last session following the delib-
erations of the Pension Reform Advisory 
Committee, chaired by former Attorney 
General Scott Harshbarger. The Reform 
Committee developed a series of mea-
sures after a lengthy consultative process 
during which opinions were solicited from 
retirement boards, experts, and other 
members of the pension community.

According to PERAC Executive Director 
Joseph Connarton, “As the legislative 
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We have scheduled two dates for the 
Open House:

Thursday, November 30, 2006
10:00 AM to 1:00 PM
Friday, December 1, 2006
10:00 AM to 1:00 PM 

Visitors will have an opportunity to meet 
and consult privately with our commis-
sioners, administrators, managers, and 
staff. Office tours will be given. Copies 
of PERAC publications will be available. 
Light refreshments will be served. 

Directions can be found on PERAC’s 
Home Page: mass.gov/PERAC. 
Reservations are not required.  
Parking is free. We look forward to  
seeing you here in Somerville. 

On the occasion of PERAC’s tenth 
anniversary, we are hosting a Fall Open 
House and Reception at our Somerville 
office. On behalf of the Commission 
members and staff, I wish to extend an 
open invitation to the many individuals 
who make up the Commonwealth’s 
public pension community: retirement 
board members and administrative staff, 
the Legislature, actuaries, attorneys, 
academics, investment advisors, consul-
tants, and custodians, all of whom have 
been deeply involved in the issues and 
challenges that have confronted our pen-
sion system during the last ten years. As 
with every community, a wide variety of 
views are reflected among our members. 
However, what we have in common, the 
commitment to maintaining a strong and 
responsive public pension system, is our 
greatest strength. This open house is a 
time to celebrate all that we have accom-
plished together. 

Sincerely,

Joseph E. Connarton, Executive Director

LETTER FROM THE EXECUTIVE DIRECTOR

PERAC TO FILE 2007 LEGISLATIVE PACKAGE – 
GOVERNANCE REFORMS MAIN FOCUS

(Continued on page 2)
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HEDGE FUNDS — A Cautionary Tale

by Robert A. Dennis
Investment Director

On September 25, 2006, the PERAC 
Commission voted to allow Massachusetts 
public retirement systems to increase 
their maximum allocation to hedge funds 
from 5% to 7.5% of total portfolio assets 
at the time of investment. Systems with 
total portfolio assets of $250 million or 
higher may continue to request authoriza-
tion to issue RFPs for their own hedge 
fund investments while systems below 
that level will continue to achieve expo-
sure through the PRIT Absolute Return 
segment.

Since the issuance of PERAC’s original 
hedge fund guidelines in late 2002, com-

posite reported performance for hedge 
funds has been consistently positive and 
participating Massachusetts systems, 
whether investing on their own or 
through PRIT, have had uniformly favor-
able investment results so far.

The Commission meeting coincided with 
news that Amaranth Advisors, one of the 
industry’s largest multi-strategy hedge 
funds, suddenly lost over half its $9.5 
billion in assets as a result of speculative 
energy trading that went awry. This 
episode, the biggest hedge fund blow-up 
since the demise of Long Term Capital 
Management in 1998, was a dramatic 
wake-up call to any investors who may 
have lost sight of the fact that individual 
hedge funds can be very risky.

The Amaranth episode dramatically 
validates the intent of PERAC’s hedge 
fund guidelines, that essentially restrict 
investment to well-diversified fund 
of funds products that invest pre-
dominantly in relative value rather than 
directional strategies, and it also justifies 
the approach of the PRIT Absolute Return 
segment, which is well diversified among 
over 140 separate hedge fund firms. 

Two Massachusetts public retirement 
systems as well as the PRIT Fund did 
have exposure to Amaranth (a fund that 
had registered several years of impressive 
returns prior to the recent implosion) 
within their fund of funds investments. 
Because of diversification, however, 
the expected effect on performance for 

process unfolds, we look forward to 
working with the retirement community 
to insure that the final product addresses 
the concerns outlined by the Reform 
Committee in a manner that maintains the 
independence of the retirement boards.” 
The second PERAC legislative initiative 
provides that hearings with respect to 
adjustments in the benefits of disabled 

retirees who may have “excess earnings” 
under Section 91A of Chapter 32 will be 
conducted by PERAC, rather than the 
retirement boards. Many boards have 
expressed concern about the time and 
effort dedicated to these proceedings.
“Although this is a short list of proposals,” 
Connarton said, “we look on the reform 
package as encompassing a number 

of critical areas and the 91A bill as an 
opportunity to assist the boards in the 
administration of the systems.”

SUMMARY OF MAJOR PENSION-RELATED LEGISLATIVE ACTS FROM 2005-2006

A number of legislative actions impacting 
the pension law have taken place this far 
in the 2005-2006 Legislative Session. 
Three major initiatives that became law 
are:

Chapter 55 of the Acts of 2006
An Act Increasing the Accidental 
Death Benefit Payable to Surviving 
Children

For retirement systems that had previ-
ously accepted the local option to increase 
the supplemental dependent allowance 
for children of accidental disability retir-
ees, this legislation creates a local option 
to increase the death benefit for surviving 
children under G. L. c. 32, S.9(2)(d)(ii). In 
order to accept the option, the retirement 
board must first accept it by affirmative 
vote and then the board’s action must be 
ratified by the chief executive officer and 
the legislative body. Benefit payments 
under G. L. c. 32, S.9(2)(d)(ii) will be 
increased each year in an amount equal 

to the percentage increase approved by 
the General Court pursuant to G. L. c. 32 
S. 102.

Chapter 157 of the Acts of 2005
An Act Relative to Disability 
Retirement Benefits for Veterans

This legislation provides that a veteran 
who retires for accidental disability will 
receive the additional veteran’s benefit of 
$15 per year of creditable service up to a 
maximum of $300. In a relatively unique 
action, the Legislature provided for 
retroactive payments covering the period 
from the veteran’s retirement until he or 
she attains eligibility for the new benefit. 
PERAC Memo #29/2006 explains some 
of the mechanics related to the retroactive 
aspect of this benefit.

The local option may be exercised to 
provide for the benefit prospectively and 
separately, to make retroactive payments. 
In both instances, acceptance is achieved 

by a majority vote of the retirement board 
subject to the approval of the legislative 
body.

Chapter 143 of the Acts of 2005
An Act Allowing Certain Retirees to 
Change Their Option Selection

This legislation provides that retirees who 
selected Option A or Option B between 
July 1, 2004 and December 27, 2004 
inclusive, or their surviving spouses, may 
select a new Option. This was necessitated 
by the change in the Mortality Tables that 
are used to calculate retirement benefits.

Note: These summaries do not contain 
the Acts in their entirety. Please consult 
with the General Court website at http://
www.mass.gov/legis/laws/seslaws.htm 
for the entire text. Related information 
may be found in PERAC Memos posted 
on PERAC’s Web site: http://www.mass.
gov/perac/memos.htm.

(From page 1)
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2006 COMMONWEALTH VALUATION STUDY

by James Lamenzo
Actuary

We have shown three charts from 
the report. The first chart shows the 
Commonwealth’s unfunded actuarial 
accrued liability (UAL) since 1990. The 
UAL represents the actuarial accrued 
liability less the actuarial value of plan 
assets. When there is no UAL, a system is 
said to be “fully funded.”

The second chart shows the Com-
monwealth’s funded ratio progress since 
1990. The funded ratio represents the 
actuarial value of plan assets divided by 
the actuarial accrued liability. When the 
funded ratio reaches 100%, a system is 
“fully funded.”

As part of the 1998 actuarial valuation, 
an asset smoothing methodology was 
adopted to reduce the potential volatility 

2. EXECUTIVE SUMMARY 

PART C |  FUNDING PROGRESS
UNFUNDED LIABILITY

The chart below shows the Commonwealth’s unfunded actuarial accrued liability (UAL) since 
1990. The UAL represents the actuarial accrued liability less the actuarial value of plan assets. 
When there is no UAL, a system is said to be “fully funded”. In this exhibit, for years prior to 
2000, estimates were developed to reflect implementation of new actuarial software.

 In valuations prior to 1998, plan assets were determined at market value. As part of the 
1998 valuation, this methodology was adjusted to reduce the potential volatility in the mar-
ket value approach from year to year. The actuarial method smoothes gains and losses over 
a 5-year period. Investment gains and losses are not fully realized until 5 years have elapsed. 
Therefore, in some years the actuarial value will be less than the market value, and in other 
years, it will exceed the market value. 

The chart below indicates the UAL, on an actuarial basis, increased from $13.4 billion on 
1/05 to $14.5 billion on 1/06. (On a market value basis, the UAL decreased from $12.9 bil-
lion on 1/05 to $11.8 billion on 1/06.) From 1998 - 2001, the market value of assets exceeded 
the actuarial value of assets. Consequently, the unfunded liability on an actuarial value basis 
was greater than the unfunded liability on a market value basis. From 2002 - 2004, the market 
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2. EXECUTIVE SUMMARY (continued)

PART C |  FUNDING PROGRESS (cont inued)
FUNDED RATIO

The chart below shows the Commonwealth’s funded ratio progress since 1990. The funded 
ratio represents the actuarial value of plan assets divided by the actuarial accrued liability. 
When the funded ratio reaches 100%,  a system is  said to be  “fully  funded”. In this exhibit, for 
years prior to 2000, estimates were developed to reflect implementation of new actuarial 
software.
In valuations prior to 1998, plan assets were determined at market value. As part of the 1998 
valuation, this methodology was adjusted to reduce the potential volatility in the market value 
approach from year to year. The actuarial method smoothes gains and losses over a 5-year 
period. Investment gains and losses are not fully realized until 5 years have elapsed. Therefore, 
in some years the actuarial value will be less than the market value, and in other years, it will 
exceed the market value. 

The chart below indicates the funded ratio on an actuarial basis slightly decreased from 
last year. (On a market value basis, the funded ratio increased from 73.4% to 76.7%.) From 
1998 - 2001, the market value of assets exceeded the actuarial value of assets. Consequently, 
the funded ratio on an actuarial value basis was less than the funded ratio on a market value 
basis for those years. From 2002 - 2004, the market value of assets was less than the actuarial 
value of assets and, consequently, the funded ratio on an actuarial basis was greater than the 
funded ratio on a market value basis. In 2005 and in this valuation, the market value of assets 
once again exceeds the actuarial value of assets (see page 7).
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PART C |  FUNDING PROGRESS (cont inued)
COMPARISON OF MARKET AND ACTUARIAL VALUE OF ASSETS

In valuations prior to 1998, plan assets were determined at market value. As part of the 1998 
valuation, this methodology was adjusted to reduce the potential volatility in the market value 
approach from year to year. The actuarial method smoothes gains and losses over a 5-year 
period. Investment gains and losses are not fully realized until 5 years have elapsed. Therefore, 
in some years the actuarial value will be less than the market value, and in other years, it will 
exceed the market value. 
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each of these systems will be miniscule, 
at between 0.1% and 0.2% loss of total 
portfolio assets. Investors who owned 
Amaranth as one of a relatively small 
number of separately held hedge funds 
will suffer far greater damage. One such 
investor was the San Diego County 
pension fund, where the loss will likely 
represent at least 1.2% of total portfolio 
assets.

As we’ve frequently stated in past reports, 
diversification—both among and within 
asset classes—is an essential component 
of successful long-term investing, and 
there is probably no asset class in which 
it is more crucial than in hedge funds. 
While a well diversified portfolio of pro-
fessionally selected and monitored hedge 
funds can be expected to provide equity-
like returns with bond-like volatility over 

time, ownership of sizeable positions in a 
small number of separate hedge funds
—regardless of their previous records—
can potentially lead to very unpleasant 
surprises and disappointing results. 

of the market value basis. 

The third chart compares the market value 
to the actuarial value (smoothed value) 
of assets. In some years, the market value 
of assets will exceed the actuarial value of 
assets. In other years, the market value of 
assets will be less than the actuarial value 
of assets. Notice how the lines have crossed 
over twice since 1998 and there has been a 
wider range for the market value. 
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It is PERAC’s continuing goal to provide 
the most update-to-date and comprehen-
sive information available regarding rights 
and benefits under Chapter 32. In keeping 
with that, PERAC published a revised 
version of the Massachusetts Public 
Employee Retirement Guide earlier this 
year. There are four ways to obtain copies:

•You may download the guide for free 
from www.mass.gov/perac.

•You may request a copy from your retire-
ment board.

•You may purchase the guides at Central 
Reprographics, Room P-11, Plaza Level, 
McCormack State Office Building, One 
Ashburton Place, Boston.

•You may mail order guides from Central 
Reprographics. Consult PERAC’s Home 
Page for pricing information or contact 
Central Reprographics via e-mail at cps@
osd.state.ma.us or via phone at 617-720-
3340. 

In October, PERAC published its 31st 
issue of the Financial Bulletin. The bul-
letins feature analysis and observations 
on stock market performance. These 
bulletins can be accessed via PERAC’s 
Home Page, mass.gov/perac. If you would 
like to be added to PERAC’s mailing list 
for the bulletin, please contact PERAC at 
617-666-4446. 

The PERAC
Financial Bulletin
Financial Market Review, Third Quarter 2006 OCTOBER 2006  |  NO.  31

A year treading water
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PERAC has added a search engine to 
its home page: mass.gov/perac. The 
Commonwealth’s Information Technology 
Division has made the Google search 
capability available to state agencies 
and we happily took advantage of the 
opportunity. You can now find a search 
button at the bottom of the right-hand 
menu column on every page in PERAC’s 
Web site. Visitors can choose to search 
PERAC’s Home Page exclusively or Mass.
Gov (which includes PERAC as well as 
every other site in the state network) in 
general. We are pleased to give you the 
convenience of a search button accessible 
directly from PERAC’s home page. 

PERAC PUBLICATIONS
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