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futroduction
To the Citizens of the Commonwealth:
In many ways, the Massachusetts economic success story is a national model. Onei[
important part of this story deserves more attention: the improved managementi
of our state government.
Over the past three years, all state managers, under the Governor 's leadership, have 1
made a determined effort to use the state's resources wisely and carefully, to deliver I
services more efficiently, and to pursue new and innovative ways to meet public I
needs. As a result , we have saved money, improved services, and increased proI
ductivity. Because of these efforts, we have generated more than $3 50 million in
additional resources-through savings and the more aggressive collection of 1
I
federal reimbursements-which have made it possible for us to provide both better
services and tax relief. For example:
• By making the most of the opportunity presented by the deregulated 1
telephone industry, Massachusetts has both gained better telephone service
and saved more than $3 million annually;
• By remembering the lessons of the energy crises of the 1970s and planning
more energy efficient operations, the state has saved more than $7.6 million
annually;
• By increasing the number of businesses bidding on state jobs and acting as a,·
more attractive client for contractors to do business with, the state created a
more competitive purchasing environment and saved more than $26 million
since 1983; and

I

• By demonstrating that services the state provides to human service clients are
eligible for federal reimbursements, the state has increased revenues by nearly
$170 million since 1983 .
These are only a few of the Massachusetts managerial successes that are part of our
larger effort to create opportunity for every citizen in the Commonwealth. We in
state government are proud of these efforts; they are an important yardstick of how
well we are doing the job of delivering quality, cost-effective services.
There is clearly more that can be done. We will continue to be challenged by the
scale and complexity of Massachusetts state government, an enterprise that in
cludes over 200 agencies that spend over $9 billion annually in the delivery of
public services ranging from day care for children and home care for the elderly
ii
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to the enforcement of drunk driving laws and the disposal of hazardous wastes.
Despite the work that we still need to do, it is nonetheless valuable to pause and
measure our progress. Therefore, we have prepared this set of reports to document
our success to date and specify where we plan to make further improvements in
the management of state government.
Those who take the time to read these reports will find much useful information,
much to be proud of, and much to praise. For all that remains to be done,
Massachusetts is today at the vanguard of the nation in innovative management.
The men and women who have done such an outstanding job of meeting the day
to-day responsibility of delivering timely, efficient , effective, and compassionate
services deserve the continued encouragement of all the people of Massachusetts.
State government's strides are due to them; the progress that will come in the years
ahead will be the result of their continued efforts. Together we are building a Com
monwealth where there truly is opportunity for all.

Frank T. Keefe, Secretary
Executive Office for
Administration and Finance

iii

i

11

Executive
Summary
Each year the Commonwealth issues more than $ 300 million in long-term debt and
$200 million in short-term debt to support construction programs or working
capital funding requirements. In addition, several public authorities issue debt to
support their own long- and short-term finance requirements. The state.or public
authority issuing debt commits itself to repaying the principal and interest to in
vestors over some fixed period.
In recent years, the Commonwealth and public authorities have used new financing
tools and instituted financial controls which have yielded an increased credit
rating. The initiatives, summarized here, have improved the state's financing tech
niques and saved more than $9 million in debt expenses.
Credit Rating Upgrade: The state's strong fiscal position resulted in an improved
credit rating in 1984 which in turn has yielded annual debt service savings of more
than $285,000. The state has initiated other improvements to increase the credit
rating and thereby further savings.
Tax-Exempt Commercial Paper : The Massachusetts Bay Transportation
Authority (MBTA) has used this financing tool to meet some of its short-term bor
rowing needs. Its use since 1984 has yielded savings of $765,000.
Var iable Rate Bonds: The MBTA has issued long-term debt that contains a
short-term borrowing feature. This hybrid instrument has yielded a savings of
$7,000,000.
Municipal Equipment Leasing: The leasing of computer equipment with tax
exempt financing has reduced equipment acquisition costs and yielded savings
of.more than $500,000 since 1985.
Book-Entry Bonds: Automating the process of recording bond ownership in
1985 saved the state $420,000 in issuing costs.

Credit Rating
Upgrade
A good measure of a state's fiscal health is the credit rating it receives from Wall
Street rating agencies like Moody 's Investor Services and Standard & Poor's (S&P).
These agencies evaluate the state's ability to repay borrowed funds and assign a
rating that signals to prospective investors the risk of buying the state's bonds or
notes.

1
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In September 1984, for the first time in ten years, S&P upgraded the Com-i monwealth's rating from AA- to AA . This in turn reduced the interest the state pays 1
on its debt issues. S&P cited three factors in its decision to upgrade the state's rating:i
Strong Economy and Growth: In view of the state's economic prosperity and 1
its aggressive revenue collection practices, S&P determined that the Massachusetts l
economy was strong and likely to remain so in the foreseeable future.
1

Stable Budget Performance: S&P was equally impressed with the Com-:\
monwealth's control over its operating budget which showed surpluses at the close 1·
of FY 1984 and FY 1985. These were particularly significant in view of the local
aid increases that the state had delivered to its 351 cities and towns to mitigate the
effects of Proposition 2 1/2.
1

1
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Generally Accepted Accounting Principles (GAAP): Finally, S&P applauded Jl
the progress the Comptroller's Division has made toward revising its financial'�
reporting and accounting practices to conform to G enerally Accepted Accounting:,
Principles (GAAP). This revision will bring Massachusetts onto a universal standard of financial reporting and accounting.
1

Financial Benefits
Shortly after receiving the credit upgrade, the state issued $140 million in 20-year
bonds with an interest rate of 0 .18 % , or 18 basis points below what it would have:
paid at its lower (AA-) rating. This interest rate will result in annual savings of ;
$135,000 and total savings of more than $2.6 million during the 20-year life of the
bond issue.
1

In addition, interest rates on future issues by the Commonwealth and by its cities,
towns, and authorities ( whose credit ratings are partly based on evaluations of the
state's fiscal health) will be lower as a result of the rating upgrade. Each year the
Commonwealth issues more than $300 million in long-term debt and guarantees
between $100 million and $200 million in long-term debt issued by certain public
authorities. The new credit rating means the state will realize annual savings of
more than $285,000 in interest payments on each $300 million in bonds it issues,
or $5.7 million during the 20-year term of the issue. Public authorities will save
between $95,000 and $190,000 annually, depending on the size of their debt
issues.
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Credit Rating Upgrade

Future Credit Upgrades
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In evaluating the Commonwealth's credit, both Moody's and S&P expressed con
fidence in the state's fiscal future but had reservations about its unfunded pension
liability and the pressure that will place on state and local operating budgets. S&P
also expressed concern about the absence of a complete GAAP financial reporting
and accounting system. To obtain another upgrade and secure additional savings,
the Executive Office for Administration and Finance (A&F) is developing responses
to these concerns.
Pension Funding Proposal: The state and most localities have not set aside ade
quate funds to meet their pension commitments. The state presently has an un
funded liability of $6.6 billion, and local systems have an unfunded liability of $4.3
billion. These figures represent the difference between the estimated retirement
benefits already earned by employees and the assets the state or local systems have
on hand to meet their obligations. The rating agencies view this liability as a long
term obligation similar to long-term debt.
Pension systems currently operate on a pay-as-you-go basis. That is, the system pays
benefits to retirees but does not set money aside for future benefits that current
employees are earning. Many municipalities already allocate more than 10% of
their annual operating budgets to pension payments, and pay-as-you-go expenses
are expected to increase as the value of benefits, the number of retirees, and life
expectancies all increase. These expenses represent a growing burden on the state
or municipality's operating budget.
To relieve this pressure and place the pension system on a sound fiscal basis, the
state and municipalities must switch from a pay-as-you-go approach to a full
funding approach. This switch requires setting aside enough money to pay pen
sion benefits from the system's assets and earnings rather than from the current
operating budget appropriations. The following table contrasts the two
approaches.
Pay-As-You-Go Funding

Full Funding

Annual contributions cover costs of
· benefits paid to retirees during current
year.

Annual contributions cover costs of
future benefits that current employees
earn during the year.
This represents the normal c;ost.
Annual contributions amortize the ac--·.
cumulated liability that has resulted
from a failure to meet prior normal
costs.
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With full funding, the state and municipalities would eliminate the unfunded
liability at the close of the amortization period. Thereafter, annual payments to
the pension system would cover the costs of future benefits that current employees
I
have earned during the year. The pension system would pay out benefits to retirees
as the payments become due.

At Governor Dukakis's request, A&F has worked with members of the
House and Senate as well as representatives of the business community,
municipal governments, and organized labor to develop a pension fun- �(
ding proposal. The Governor submitted The Pension Reform Act to the
legislature for consideration. Passage of the legislation would require
shifting pay-as-you-go to full funding of pension obligations to eliminate
the unfunded pension liability in 40 years.
Full funding of the state and local systems will require new resources dedicated
to the amortization of the unfunded balance. Under the G overnor's proposal the
state will develop a retirement contract that will obligate it to dedicate funds each
year to eliminate its unfunded liability in no more than 40 years. In addition, the
plan views the 40-year funding schedule as the maximum term-the state should
seek to fully fund its pension system as soon as possible.
Full funding of the state's unfunded liability can be accomplished by increasing
the appropriation by no more than 6.5% each year. Although these contributions
will rise annually, they will represent a declining portion of the state's budget, since
state revenues are expected to continue to grow at 8. 5% annually, as they have for
the past 2 5 years.
Because local systems will face short-term budgetary problems in shifting to full
funding, the Governor's proposal requires the state to assist local systems that
adopt a full-funding plan. The legislation provides for a 15-year program of grants
and loans to local systems. These will be made from the Local Aid Fund in an
amount equal to the difference between the amount required under the full
funding schedule and under pay-as-you-go. Further, local systems that receive
assistance would be required to maintain certain standards of investment
performance.
GAAP Conversion: The Comptroller's Division is undertaking a three-year con
version to a GAAP reporting system. The conversion has involved three phases.
First, in FY 1984, the Comptroller produced a combined balance sheet on a GAAP
basis. Second, in FY 1985, both combined and combining balance sheets were
prepared on a GAAP basis. Third, in FY 1986 a full set of financial statements combined and combining balance sheets as well as revenue and expenditures -
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was prepared on a GAAP basis. The Comptroller employed an independent and
highly experienced public accounting firm to assist in the design, development,
and implementation of this conversion process.
The state's willingness to undertake this conversion and its progress to date con
tributed to the upgrade from S&P. The state expects the rating agencies to view its
success as evidence of a further commitment to fiscal control and stability.
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Contact
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For more information on the state's credit rating, contact William H. O 'Connor,
Assistant Secretary for State and Local Finance, Executive Office for Administra
tion and Finance (617) 727-8276.
For more information on the conversion to GAAP, contact Ellen M. O 'Connor,
Comptroller (617) 727-5000.
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For more information on the pension funding plan, contact BJ. Rudman, Assis
tant Secretary for Management, Executive Office for Administration and Finance
(617) 727-2054.

Finance
Tools
The tax-exempt debt market has grown increasingly sophisticated during the past
several years. Issuers have diversified their debt portfolios to reduce borrowing
costs, and investors have demanded variations in tax-exempt securities. Investor
and issuer objectives alike have fueled growth in this market and paved the way
for the introduction of finance tools once employed only for private-sector debt
issues.

State Action
In recent years, the Commonwealth and several public authorities have used several
new instruments to finance a portion of their borrowing. These instruments are
described in the following pages.
Tax-Exempt Commercial Paper: One way an issuer can reduce borrowing costs
is to shorten maturities. For example, if an issuer needed funds for one year, it can
issue, retire, and reissue debt for four three-month periods during that year. The
advantage of employing shorter maturities is a lower interest rate at the time of

5
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issue; the risk is that market conditions may change by the time of maturity when
it is necessary to reissue the debt.
Alternatively, the issuer can use Tax-Exempt Commercial Paper (TXCP), where the
reissue, or "rollover" feature, is a built-in component. Like a fixed-term note, TXCP
is issued for some nominal term. Within this term, the TXCP can rollover - that
is be issued, mature, and be reissued - for several short maturities. Because TXCP
has shorter maturities of between 1 and 270 days, its issuer will capture the lower
interest rates associated with these maturities. The issuer also avoids the expenses
associated with repeated issues.
The Massachusetts Bay Transportation Authority (MBTA) has o�going working
capital needs that require annual short-term borrowing of nearly $ 2 50 million. In
the past, it has employed fixed-term notes, generally with a one-year maturity, to
raise these funds. In 1984, it examined risk and return features of other finance in
struments to fund a portion of its short-term borrowing. With the assistance of its
financial adviser and bond counsel, the MBTA evaluated three short-term borrow
ing options to fund its working capital requirements. It considered several factors
in its analysis:
• The relative interest rates associated with each instrument.
• The degree of interest rate exposure associated with each instrument. The
longer the maturity of the instrument, the less exposure the issuer has to ris
ing rates; however, with a longer maturity, the issuer gives up opportunities
to take advantage of declining rates.
• The amount of managerial attention each instrument requires. As maturities
shorten and the instrument is repeatedly rolled over, the issuer must devote
more attention to the issue.
• The issue expenses associated with each instrument.
Following this analysis, the MBTA initiated a$ 50 million TXCP pilot pro
gram. It decided that TXCP's lower interest rates warranted its introduc
tion on a pilot basis, in spite of the need for more managerial attention and
higher transaction costs than other instruments. The MBTA invited nearly
20 investment banks to compete for the chance to serve as its TXCP dealer. It
employed the following criteria in evaluating the proposals:

• The bank's experience in issuing tax exempt debt in general and TXCP
in particular.
• The bank's marketing and distribution network.
• The interest rates the bank had secured for other TXCP issuers.
• The bank's financial and administrative background.
• The fees the bank would charge for its services.

6
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Variable Rate Bonds: Like TXCP, a Variable Rate Bond (VRB) allows an issuer to
capture favorable short-term rates by including a periodic repricing mechanism
in a long-term instrument. VRBs have a nominal maturity of up to 30 years, but the
bond's interest rate is adjusted at periodic intervals (from one day to one year or
more) during its nominal term.
When an issuer employs a VRB, the interest rate it pays is much lower than the rate
it would pay on conventional long-term debt. For example, the September 1985
interest rate on a high-quality 25-year bond was roughly 9%, whereas the rate for
the same debt maturing in one year was roughly 5%. On a hypothetical debt issue
of $100 million, this 4% rate differential would result in debt-service savings of
$4 million in the first year of the issue. These early-term savings are expected to
offset interest rate increases that may occur over the 25-year life of this issue,
thereby virtually guaranteeing that the net borrowing costs of issuing VRBs will
be lower than the costs of issuing fixed-rate debt.

II
It

The MBTA regularly issues long-term bonds to fund its capital financing re
quirements. It traditionally �mployed a conventional fixed-term bond maturing
in 20 to 30 years to satisfy its financing needs. In 1984, however, the MBTA
evaluated alternative financing options to fund its debt issues. Its financial adviser
and bond counsel took part in the evaluation process, and it also sought advice
from investment bankers. The factors it considered in evaluating long-term bor
rowing options were comparable to those it considered in the TXCP analysis. After
completing its analysis, the MBTA concluded that the value of interest sav
ings exceeded the potential drawbacks of issuing VRBs and elected to use
the instruments for its fall 1984 issue.
The VRB enables the issuer to capture lower rates, but it is not a panacea. Although
the rates can be much lower during the early years of issue, the issuer must an
ticipate and tolerate changes in interest rates and hence debt-service payments over
the life of the issue. A surge in interest rates, for example, can increase the issuer's
debt service payments in a year when its budget obligations are strained.
Such volatility concerns the rating agencies responsible for evaluating the issuer's
ability to meet its debt service payments. The agencies therefore encourage an
issuer to limit the variable portion of its total debt portfolio. Given these rating
agency limits, an issuer should reserve the ability to issue variable debt for times
when the overall level of interest rates are high, as they were for example from 1982
to 1984. When rates fall off, as they did in 1985, an issuer should give serious con
sideration to employing fixed-rate debt and forgoing the potential interest rate
savings of VRBs; it may want to reserve the option for use in a more constrained
environment.
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When issuing a VRB, it is important to determine how long the periodic repric
ing intervals will be. The issuer can achieve the greatest interest rate savings by
establishing short intervals but must commit considerable time to overseeing the
program. Budgeting of debt service is another important consideration in choosing
repricing intervals. The more frequent the repricing, the less predictable the debt
service scheduling will be because interest rates may change frequently in the
course of a single budget cycle. The MBTA chose six-month repricing inter
vals after analyzing the advantages and disadvantages of various intervals.
Municipal Leasing: Historically the state has leased equipment from manufac
turers at taxable interest rates, although it was eligible for tax-exempt financing ar
rangements. Had it lease-purchased its equipment through a third-party investor,
instead of the equipment manufacturer, its interest payments to the investor would
have been tax-exempt and hence lower. Third-party financing would thus lower
the costs of leasing equipment.
In the spring of 1985, the Office of Management Information Systems (OMIS) of
the Executive Office for Administration and Finance (A&F) began a competitive
selection process to identify a third-party investor through whom the Com
monwealth could lease-purchase equipment. The third party would purchase
equipment with a minimum value of $25,000 and a useful life of at least five years
according to the state's specifications, and then lease the equipment to the
Commonwealth.
OMIS sought bids from a number of prospective third-party investors-primarily
investment banks, leasing groups, and large commercial banks. In evaluating the
bids, it looked at the financing rate the investor would charge the Commonwealth
in a lease-purchase arrangement. After the third-party investor was chosen,
A&F signed an agreement to lease-purchase up to $40 million in data pro
cessing, telecommunication, and other equipment over a two-year
period.
Now when a state agency leases equipment, it selects an equipment vendor by tak
ing competitive bids. After it has selected a vendor, the agency may apply to OMIS
for funding under the tax-exempt lease-purchase agreement. After OMIS approves
the request, the third-party financier purchases the equipment from the selected
vendor and leases it to the agency. The agency pays the financier in quarterly in
stallments over five years. After it makes the final quarterly payment, the finan
cier transfers ownership of the equipment to the Commonwealth.
Book Entry Bonds: An issuer of tax-exempt bonds normally furnishes the in
vestor with an engraved certificate as a record of bond ownership. The investor

8
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then presents the certificate or related coupons to the issuer to receive principal
and/or interest payments. The corporate market, by contrast, has virtually
eliminated the use of certificates. Instead, the securities dealer, which has purchas
ed the bonds from the issuer, records ownership of the bonds on its books, or more
likely its computers. Hence these instruments are called book-entry bonds:

:r .

This method of maintaining ownership records helps both the issuer and the in
vestor. The investor no longer assumes the risk of certificates being lost, stolen or
damaged. Moreover, the principle and interest payment process is automated. In
addition, the issuer eliminates printing, registration, and distribution costs .

Is,

.C·

lf·

In February 1985, Massachusetts completed its f'irst book-entry issue with
the sale of $140 million long-term bonds. Massachusetts was among the
f'irst state issuers to employ the instrument. To encourage bond dealers to pur
chase the book-entry bonds, the state required dealers that preferred the certificate
form to pay a fee of $3.00 per bond. The state took bids on its offer from three
dealer syndicates, and all were on a book-entry basis. The dealers' bid rates were
consistent with other bids for comparable quality debt on the sale date; thus the
Commonwealth did not face an interest rate penalty by seeking the book-entry
bids. The state completed a second book-entry issue inJuly 1986 with the refinan
cing of$528 million long-term bonds. This was the largest book-entry offering that
any issuer has made to date.
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?inancial Benefits
Since the introduction of the TXCP program, the MBTA has both expanded and
co�tracted its volume of TXCP outstanding to adjust to varying market and interest
rate conditions. Since 1984, the MBTA has saved more than $1,000,000 in bor
rowing expenses. The MBTA intends to continue the program at varying levels to
capture those savings.
In addition, the MBTA has saved over $7 million through the use of VRBs. On
November 1, 1984, the MBTA issued $90 million in VRBs. It had established
30-month repricing intervals after the first repricing, which was scheduled for
March 1, 1985. Therefore, the MBTA's initial issue had a four-month maturity. The
following table measures VRB savings by comparing the interest rate the MBTA paid
with the rate it would have paid on conventional long-term debt.

Dates

LongTerm
Rate

11/1/84-2/28/85
3/1/85-8/31/85
9/1/85-2/28/86
3/1/86-8/31/86

10.05%
10.05
10.05
10.05

TOTAL

Variable
Rate

, Rate
Differential

Savings

6.250%
5.625
5.375
5.750

3.800%
. 4.425
4.675
4.300

$ 1,140,000
1,991,250
2,057,000
1,827,500
$7,015,750

To date, OMIS has had limited opportunity to execute municipal lease agreements;
thus savings associated with its use are based largely on estimates. In its first ap
plication, OMIS purchased a mainframe computer and savings totaled more than
$345,000. Once the program is widely employed, OMIS anticipates savings of
more than $2 million annually.
Finally, the state has saved more than $1.4 million through the use of book-entry
bonds. On the first transaction the Commonwealth had estimated the printing,
registration and distribution costs for a certificate offering would have been
$420,000, had it not used the book-entry system. The state saved an additional $1
million in issuance costs when it used the book-entry system for its 1986 issuance.

Contact
For more information on TXCP or VR Bs, contact Richard M. Brown, Treasurer,
MBTA (617) 722-3216.
For more information on the municipal leasing program, contact Lou Angeloni,
Director of Administrative Services, OMIS (617) 973-0715.
For more information on book-entry bonds, contact Patrick D. Sullivan, First
Deputy State Treasurer (617)367-3900.
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