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March 1, 1988

To the Honorable Senate and House of Representatives:

In January of this year, Governor Dukakis signed into law
Chapter 697 of the Acts of 1987. This legislation represented years
of hard work by the Executive and Legislative Branches, retiree and
employee representatives and taxpayer groups. The adoption of that
act was the culmination of a five-year period in whicn our public
pension law has been transformed from an arcane maze impeding the
orderly, efficient and equitable administration of our retirement
systems to a statute whicn assures administrative consistency,
professional management and the protection of the interests of
employees, retirees and taxpayers.

As a result of the combined efforts of the Governor, the
Legislature and administrators, over this period disaoility
retirements have declined from a high of 1149 in 1981 to 398 in
1987. In addition, the assets of the State Employees' and Teachers
systems have increased by 107% since 1983 and assets are now 42.5%
of liabilities as compared to 29.7% in 1982.

Building on these dramatic improvements, it is my pleasure to
file with you today, in accordance with Section 22C of Chapter 32 of
the General Laws, the actuarially based funding schedule designed to
reduce tne unfunded liaoility owed by the Commonwealth to zero over
the next forty years. In Fiscal 1989 this schedule commits a total
of $618,679,000. Some $318,977,000 is dedicated to amortization of
past liabilities associated with Cost-of-Living Allowances, and the
State Employees' Retirement System, Teachers' Retirement System and
Boston Teachers. $296,291,000 will offset the employer normal cost
of benefits earned by active employees of the State Employees'
Retirement System, Teachers' Retirement System and Boston Teachers.
In addition to normal cost and amortization, we have included
$3,411,000 in compliance with the statutory provisions mandating
payments equal to estimated benefits due in each of the first ten
years.

GPfjc Commontoealtf) of iHaiiad)u*ette

The Fiscal Year 1989 budget request submitted by the Governor in
January fully funds this pension funding schedule. The Governor's
budget requested $605 Million for pension funding in FYB9 $593
million in state appropriation and $l2 million in federal fringe
recovery amounts to be contributed to pension reserves. The $618.7
million funding requirement is higher than the amount requested by
the Governor, but the difference is accounted for by different
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assumptions as to the timing of FYB9 expenditures. The Governor's
budget assumed that pension expenditures would be made quarterly.
This submission assumes, however, that the contribution to pension
reserves will be made at the end of the fiscal year, so the
Commonwealth will earn approximately $13.5 million in additional
interest on its cash reserves over the course of FYB9.

The schedule is based on the actuarial valuation of the State
Employees and Teachers' Systems dated as of January 1, 1987 as
performed by Johnson & Higgins, the cost-of-living allowance study
as of July 1, 1988 performed by Meroer-Meidinger-Hansen and the
actuarial valuation of the Boston Teachers as of January 1, 1983
performed by Mercer-Meidinger-Hansen. In order to assure that the
schedule is consistent with sound actuarial practice, we have
updated several aspects of these valuations. Normal Cost, or the
payment for one year accrual of benefits for active employees, has
oeen brought forward to July 1, 1988. The impact of the extra 2%
employee contribution established pursuant to Chapter 697 has been
factored into normal cost calculations. The cost of benefits to be
paid in Fiscal 1989 and therefore the minimum level of funding in
tnat year, has been obtained from the appropriate retirement
systems. Similar costs for Fiscal 1990 and Fiscal 1991 will be
incorporated into this schedule when reliable estimates of those
costs become available.

The Johnson & Higgins valuation employed the following
assumptions:

(1) Rate of Investment Return: It was assumed tnat assets will
grow at a compound annual rate of 8%. Inflation was assumed at 4
1/2% per year resulting in an estimated real rate of return of 3
1/2% per year.

(2) Salary Scale: Salaries were assumed to increase at a
compound annual rate of 6.0%, consisting of a 4 1/2% inflation
factor and i 1/2% longevity, productivity and merit increases.

(3) Annual Rate of Witndrawal: It was assumed that employees
would leave service as rollows;

Teachers Retirement System

X i- •-» -J U 111Attained Aqe Withdrawal Rate
20 .0960
30 .0444
40 .0185
50 .0117

State Employees' Retirement System
GENERAL EMPLOYSES POLICE & FIRE EMPLOYEES

ATTAINED AGE WITHDRAWAL RATE WITHDRAWAL RATE
20 .1200 .0210
30 .0555 .0165
40 .0231 .0056
50 .0146 .0000

(4) Rate of Mortality

Teachers' Retirement Board It was assumed that pre-retirement and
post-retirement mortality will take place according to the 1971
Group Annuity Mortality table adjusted by setting ages back two
years for males and seven years for females. Disaoied members
mortality is based on the 1971 Group Annuity Mortality table set
forward eight years for males and three years for females.
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State Employees' Retirement System It was assumed that
pre-retirement and post-retirement mortality will take place
according to the 1971 Group Annuity Mortality table adjusted by
setting ages back one year for males and six years for females.
Disabled members mortality is based on the 1971 Group Annuity
Mortality table set forward nine years for males and four years
females.

for

(5) Rates of Retirement Active members were assumed to retire at

the following rates:

Percent of Total
Retirements at Each Age

Teachers' Retirement System

Retirement RateAge
55 12.55%

2.81%56
2.62%57

58 2.74%
2.76%59

60 6.00%
4.88%51
9.92%62
5.97%63
5.15%64

15.41%65
6.35%
4.82%
3.79%

6 6
67
68

3.48%
10.24

100.00%

69
70

State Employees Retirement System

State PoliceStateAttained Age
100.00’s
0%

0.00%50
0.00%51
o.oo*52
0.00%53
0.00%54
12.55%55
2.3i%56
2.62%57
2.74%58
2.76%59
6.00%60
4.88%61
9.92%62
5.97%63
5.16%64
15.91%65
6.35%66
4.82%67
3.79%68 3.48%69
10.24%
100.00%

70
100.00%
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(6) Rate of Disaoility: Annual rates of disability were
assumed as follows:

Teachers' Retirement System

Disability RatAttained Aqe
20 03
30 .0006

.0011

.0031
40
50

75% of all disabilities were assumed to be ordinary, 25%
service-connected.

GENERAL EMPLOYEES POLICE & FIRE EMPLOYEES
ATTAINED AGE DISABILITY RATE DISABILITY RATE
2U .0006 .0010
30 .0011 .0023
40 .0022 .0087
50 .0061 .0150

45% of all disabilities were assumed to be ordinary, 55% service
connected.

(7) Family Composition: It was assumed that 80% of all members
will be survived oy a spouse and that female (male) spouses are
three years younger (older) than male (female) members.

(3) Cost of Living Allowances: For State and Teachers it was
assumed that cost-of-living increases will be 3% per year and that
the current $9,000 maximum benefit level for determining
cost-of-living increases will grow at 3% per year.

The valuation was conducted according to the individual entry
age normal cost method. Assets of the systems were valued at
market. Finally, the valuation was as of January 1, 1987.

The funding schedule reflects the lifting of the $30,000 Cap on
the salary used to determine retirement benefits as provided in
Chapter 697. The impact of that action on the valuation of costs
and liabilities has been incorporated in the schedule from the
Johnson & Higgins study which accompanied the actuarial valuation
dated as of January 1, 1987.

The information used to determine the amortization and normal
cost for Boston Teachers was derived from the most recent actuarial
valuation for the State-Boston Retirement System dated as of January
1, 1983 updated to January 1, 1987. As part of that process, it was
assumed that normal cost for the Boston Teachers changed in
proportion to the change experienced oy tne Teachers' Retirement
System over the same period.

STATE EMPLOYEES' RETIREMENT SYSTEM

Cost-of-Living Allowances not provided for through the State
Employees' and Teachers' amortization payment are covered on the
oasis of the Mercer-Meidenger-Hansen study, "Actuarial Study of the
Imoact of Possible Cost of Living Increases to Retired Members of
the Contributory Retirement Systems of the Commonwealth of
Massachusetts to Take Effect on July 1, 1988." Pursuant to that
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study it was assumed that a cost of living increase of 4% on $9,000
would take place in fiscal year 1989 and thereafter increases would
be 3% per year on $9,000.

rte are confident that these assumptions and valuations are sound
and consistent with generally recognized actuarial principles. As a
result the funding schedule based on those assumptions and
valuations is a reasonable and comprehensive approacn to funding the
Commonwealth's pension obligations and fulfills the mandate of
Chapter 697 of the Acts of 1987.

For nearly forty-five years Massachusetts financed pension
benefits as they came due. During the last twenty years this
financing method has resulted in escalating pension costs leading to
the commitment of greater and greater resources to meet those
obligations. In the last five years Governor Dukakis and the
Legislature have taken major strides in easing this fiscal,burden.

In fiscal years 1985, 198 b and 1987 transfers and appropriation
increased state pension reserves by $643,000,000. This, couple
with increased assets due to investment activity has resulted in
substantial asset growth. The passage of Chapter 697 and the
schedule filed today underscores the commitment of this
administration in cooperation with the legislature to a fiscally
sound pension system. The Commonwealth and its taxpayers have
benefitted from these actions. Both Moody's Investors Services and
Standard & Poor's have recently upgraded Massachusetts' bond
rating. As a result, significant savings were achieved in our most
recent bond issue and significant savings will be realized in futur
bond issues.

Tne action we take today was unimaginable a decade ago. At that
time the fiscal condition of our retirement systems was
deteriorating and it appeared that as that process accelerated it
would ultimately threaten, not only benefits earned by retirees and
employees, but the financial condition of state government. The
commitment of the Governor and the Legislature embodied in Chapter
697 and reflected in this schedule guarantees that resources will oe
availaole to pay hard earned benefits while at the same time
avoiding the fiscal chaos which only a short time ago appeared to be
a certainty.

Respectfully submitted,

L /
VFrank T. Keefe

Secretary
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