Financial Examination of the
Department of Budget and
Finance

A Report to the
Governor
and the
Legislature of
the State of
Hawai‘i

Report No. 10-03
March 2010

THE AUDITOR
STATE OF HAWAI‘I

Office of the Auditor
The missions of the Office of the Auditor are assigned by the Hawai‘i State Constitution
(Article VII, Section 10). The primary mission is to conduct post audits of the transactions,
accounts, programs, and performance of public agencies. A supplemental mission is to
conduct such other investigations and prepare such additional reports as may be directed
by the Legislature.
Under its assigned missions, the office conducts the following types of examinations:
1.

Financial audits attest to the fairness of the financial statements of agencies. They
examine the adequacy of the financial records and accounting and internal controls,
and they determine the legality and propriety of expenditures.

2.

Management audits, which are also referred to as performance audits, examine the
effectiveness of programs or the efficiency of agencies or both. These audits are
also called program audits, when they focus on whether programs are attaining the
objectives and results expected of them, and operations audits, when they examine
how well agencies are organized and managed and how efficiently they acquire and
utilize resources.

3.

Sunset evaluations evaluate new professional and occupational licensing programs to
determine whether the programs should be terminated, continued, or modified. These
evaluations are conducted in accordance with criteria established by statute.

4.

Sunrise analyses are similar to sunset evaluations, but they apply to proposed rather
than existing regulatory programs. Before a new professional and occupational
licensing program can be enacted, the statutes require that the measure be analyzed
by the Office of the Auditor as to its probable effects.

5.

Health insurance analyses examine bills that propose to mandate certain health
insurance benefits. Such bills cannot be enacted unless they are referred to the Office
of the Auditor for an assessment of the social and financial impact of the proposed
measure.

6.

Analyses of proposed special funds and existing trust and revolving funds determine if
proposals to establish these funds are existing funds meet legislative criteria.

7.

Procurement compliance audits and other procurement-related monitoring assist the
Legislature in overseeing government procurement practices.

8.

Fiscal accountability reports analyze expenditures by the state Department of
Education in various areas.

9.

Special studies respond to requests from both houses of the Legislature. The studies
usually address specific problems for which the Legislature is seeking solutions.

Hawai‘i’s laws provide the Auditor with broad powers to examine all books, records,
files, papers, and documents and all financial affairs of every agency. The Auditor also
has the authority to summon persons to produce records and to question persons under
oath. However, the Office of the Auditor exercises no control function, and its authority is
limited to reviewing, evaluating, and reporting on its findings and recommendations to the
Legislature and the Governor.
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Summary

The Office of the Auditor and the certified public accounting firm of Accuity LLP conducted
a financial examination of the Department of Budget and Finance for the fiscal year July 1,
2008 to June 30, 2009. Our examination evaluated the financial processes and related
systems of internal controls of the department and involved inquiry and review of relevant
policies, procedures, systems, transactions, and records. The firm also assessed the design
and operating effectiveness of internal controls over the department’s financial accounting
and reporting process for the fiscal year ended June 30, 2009.
Our examination revealed a lack of proper leadership and accountability in the Department
of Budget and Finance and resulting deficiencies in its execution of statutorily mandated
fiscal responsibilities. We found that the department is not efficiently and effectively
managing the State’s $3.8 billion treasury. Its investment policy, which is meant to delineate
investment procedures and requirements, has neither been formally updated since 1999,
nor reviewed in detail since 2002. Management of state cash and investments is governed
by the 1999 policy and general statutory guidance and is carried out via informal, manual
procedures that increase risk and hamper efficiency. Neither the director of finance nor
the Financial Administration Division (FAD) administrator has exercised proper oversight
of investment decisions and activities.
As a result, the state treasury now holds approximately $1 billion of illiquid auction-rate
securities (ARS). We found that the department significantly increased ARS holdings
to more than $1 billion in FY2008, shortly before the ARS market froze. Although the
investment policy states that yield is of secondary importance to safety and liquidity, we
found the department continued investing in ARS primarily based on their high yields,
which generally indicate greater risk. However, the department did not perform a risk
assessment or cost-benefit analysis prior to purchase, nor did it obtain and review the
securities’ offering documents that disclose related risks.
We also found the FY2008 purchases of ARS violated state law and policy. Although
student loan-backed ARS are an allowable type of investment, state law requires that
investments have maturity dates of five years or less from the date purchased. The
department believed the securities met that limit because auctions were held every seven
to 49 days, providing investors the option to sell. However, maturities are determined by
the maturity dates of the underlying loans, which range from 2016 to 2045. We found
that neither the director of finance nor the FAD administrator was consulted prior to
purchasing the ARS. Additionally, because auctions for the securities have failed since
early 2008, they cannot be liquidated at par until auctions become functional, securities
are called, or underlying loans mature. Consequently, the State wrote down the value of
these securities by $114 million as of June 30, 2008; an additional write-down of over
$140 million is expected for FY2009.
The department also failed to perform other required financial administration functions
essential to proper oversight and safeguarding of funds. For example, FAD did not
timely prepare and review monthly bank reconciliations, a fundamental control used to
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ensure cash balances are properly stated and to reduce the risk of misappropriation. For
the budget process, we found that while the Budget, Program Planning and Management
Division provides detailed written instructions and forms to other agencies to assist in
budget preparation, the division’s internal procedures and practices are largely informal
and undocumented. We also observed deficiencies in the department’s information
technology (IT) management and controls. Given the vital role of the department and
its fiscal responsibilities, it should improve IT controls to ensure its systems and data are
reasonably protected. Enhancing IT functions could also address shortcomings identified
in the financial administration processes.
With respect to Accuity’s LLP’s assessment of internal controls, in the opinion of the firm,
because of the material weaknesses identified in the department’s financial administration
processes, the department has not maintained effective financial accounting and reporting
processes and related internal controls for the fiscal year ended June 30, 2009.

Recommendations
and Response

We made several recommendations regarding the department’s management and
accountability of state funds. Among them, we recommended the department formalize
the policies, procedures, and practices used in its financial administration and budget
processes. We recommended improvements to the cash and investment management
process, including formally reviewing the investment policy at least annually, updating
procedures to improve efficiency and decrease risk, and ensuring proper oversight of
investment activities. We also made specific recommendations for the department to
improve its IT management and controls.
In its response to our draft report, the department charged our report with being improperly
classified as an examination and replete with false and misleading statements. However,
our work was performed in accordance with Government Auditing Standards (GAS), and
our findings and conclusions are based on specific, well-documented evidence. Unlike
the department’s response, we counter the department’s claims with supportable and
reasoned explanations.
The department first claims our report is misleading in being entitled a financial examination.
However, GAS classifies an examination as a type of attestation engagement that “can
cover a broad range of financial or nonfinancial objectives” and “consists of obtaining
sufficient, appropriate evidence to express an opinion . . .” The primary objectives of the
examination were to examine the effectiveness of the department’s financial accounting and
financial reporting processes and internal controls , and assess the adequacy, efficiency, and
effectiveness of its financial administration organizational structure, systems, procedures,
and practices. GAS also requires auditors conducting attestation engagements to report
any material weaknesses and significant deficiencies in internal controls. Consequently,
it would be misleading not to label the report a financial examination.
The director of finance further claims our findings are inconsistent with those of annual
independent audits, which are the financial statement audits of the State’s Comprehensive
Annual Financial Report (CAFR). Consistent with GAS, our examination involved
examining the department’s internal controls for the purpose of providing an opinion on
their effectiveness, as well as evaluating the efficiency of the department’s financial systems
and processes. In contrast, the CAFR audit focuses on fair presentation of the State’s
financial statements and provides no assurances related to the State’s internal controls or
compliance with laws. Far from “inconsistent” with our examination, the most recent
Report on Internal Control Over Financial Reporting and On Compliance and Other
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Matters, issued in conjunction with the annual CAFR audit, actually includes a material
weakness relating to the State’s valuation of auction-rate securities.
The department also contends our report should have relied on a February 3, 2010 Standard
& Poor’s “credit rating report” that notes the State’s management practices are “good.”
Aside from demonstrating its lack of understanding of GAS, basic audit principles, and
the purpose and scope of ratings reports, the department conveniently overlooked reports
by two other ratings agencies dated February 2 and 3, 2010—Fitch Ratings and Moody’s
Investor Services, respectively—that assigned a “negative” outlook to Hawai‘i’s general
obligation bond ratings. Those reports indicated that the negative outlook reflected the
State’s narrowed financial operations and limited flexibility underscored by reduced reserve
levels, funding gaps, and liquidity challenges.
The department’s contentions against our finding that ARS do not comply with state law
are flawed for a number of reasons. First, it is indisputable that ARS holdings currently do
not comply with state law. Because many of their ratings have dropped below AAA, they
do not meet the statutory requirement that investments maintain a AAA rating. Second,
the department primarily relies on a March 1, 2010 memorandum from the attorney
general (AG memorandum) as support. However, the AG memorandum is merely an
interpretation of the statute with which we respectfully disagree based on its unsound
analysis. The foremost rule of statutory construction is that statutory meaning and intent
must be “obtained primarily from the language contained in the statute itself[.]” Section
36-21, HRS, is clear and unambiguous as to intent. It is entitled Short-term investment
of state moneys and explicitly states that investments are allowable “provided that the
investments are due to mature not more than five years from the date of investment.”
Instead of applying the statute’s plain language, however, the AG memorandum makes
a number of vulnerable presumptions in concluding the maturity limit is inapplicable to
ARS, including comparing ARS to investments that have no stated maturity dates and
going so far as to liken ARS to bank savings accounts. It also delves into an extensive and
unnecessary review of the statute’s legislative history, which should only be used to interpret
intent when the statutory language is ambiguous. The maturity provision in Section 36-21,
HRS, is unambiguous as it applies to ARS. In fact, a plain reading indicates it applies to
all investments made under the statute. Third, the AG memorandum would have more
significance had the department obtained it in FY2008 when it escalated ARS investments,
or at least during our examination. We requested any documentation the department had
related to ARS, including on the issue of compliance. The AG memorandum, dated the
same day as the department’s response, was the first document provided on the issue.
The fact that the department did not previously obtain a written opinion on this issue
underscores our overall finding that the director is not exercising sufficient oversight to
ensure proper management of the state treasury.
In downplaying the severity of the State’s predicament, the department attempts to compare
the State’s situation with numerous other public and private entities who were “all impacted
by the freeze and collapse of the ARS market.” However, few have been impacted to the
same extent as Hawai‘i. The State currently holds approximately $1 billion of the total
$330 billion ARS market. As an objective basis of comparison, a survey by a national
valuation services firm of public companies with ARS holdings as of September 30, 2009
found that of 430 public companies identified with a total par value of $21 billion in ARS,
the highest par value held by a single company was $1.1 billion. The remaining top four
ARS holders held par values at or below $500 million. It is thus unsurprising that the
State’s ARS situation has garnered attention on a national level.
The primary significance of the State’s ARS holdings is that the department continued
increasing them due to their higher yields despite increasing risk, in direct conflict with its
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own policy providing that yield is of secondary importance to safety and liquidity. Moreover,
the department escalated those investments without exercising basic, prudent investment
principles—it did not gain a full understanding of the securities, did not perform a risk
assessment or cost-benefit analysis prior to purchase, and invested almost 30 percent of
the State’s portfolio in that single investment type. Although the department now denies
its statements that it did not perform a risk assessment prior to escalating ARS investments
in FY2008, it has been unable to produce any evidence of its “ongoing” risk assessment.
Further, the FAD administrator confirmed in an email (included in our comments) that
the only form of “risk assessment” done was to check for inclusion of ARS in the statute
as allowable, which does not qualify as a risk assessment.
The department also claims that it could not have known or understood the risks in FY2008.
However, as laid out in our report, the cover page of an offering document for ARS held
by the department stated: “You should carefully consider the risk factors beginning
on page 12 of this offering memorandum.” As the first risk listed warns that “you may
have difficulty selling your notes,” it is remiss that the department did not obtain and
review copies of offering documents prior to purchase. Further, had the department heeded
the investment guidelines and limitations in the statute and its own investment policy,
it might not have invested such significant amounts in this one type of investment. The
department rebukes our finding on its violation of the policy’s diversification requirements
by simply stating that the policy allows for exceptions. Our report describes that exception
provision—that exceptions “shall be approved by the [FAD] Administrator prior to being
executed” and that “significant exceptions shall also be approved in advance by the Director
of Finance.” However, the director, FAD administrator, and department staff repeatedly
stated that the director and administrator were not consulted prior to increasing ARS in
FY2008 and did not approve in advance the deviation from the 20 percent limit. The FAD
administrator confirmed in an email (included in our comments) that “the Director was
not consulted prior to increasing our position in ARS. I was informed of our increased
holding due to the favorable yields.” At an August 27, 2009 meeting, the director admitted
she had never been consulted prior to any ARS investment decision. That meeting was
attended by nine individuals.
The director contends that holding $1 billion of illiquid ARS poses no harm to the State,
rejecting the merit of any write-down and touting actual “gains.” However, the bottom
line is the State’s ARS lost approximately $255 million in value as of June 30, 2009.
Contrary to the director’s belief, the department’s valuation (conducted through its own
broker) was prepared using a “discounted cash flow” method, which estimates actual
losses to be incurred by holding the ARS to maturity. Further, having a large portion of
the treasury tied up in ARS for seven to 35 years may hinder the State’s ability to cover
anticipated cash disbursements.
While the director’s response accuses our report of being “an undeserved attack on the hard
working men and women of this department,” we reiterate our overall conclusion that The
Department’s Lack of Leadership and Accountability Puts the State’s Funds at Risk. The
director’s deflection of findings to her staff highlights this same concern. Additionally, the
department urges that failure to substantially amend the report would “be a gross disservice
to the public and could mar our hard-earned reputation as a prudent fiscal manager of the
public’s resources.” We fail to see how ignoring risks and chasing yields on the way to
tying up $1 billion of state funds has not already accomplished this.
Marion M. Higa
State Auditor
State of Hawai‘i
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Foreword

This is a report on the financial examination of the Department of Budget
and Finance, State of Hawai‘i, for the fiscal year July 1, 2008 to June 30,
2009. The examination was conducted pursuant to Section 23‑4,
Hawai‘i Revised Statutes, which requires the State Auditor to conduct
postaudits of the transactions, accounts, programs, and performance
of all departments, offices, and agencies of the State and its political
subdivisions. The examination was conducted by the Office of the
Auditor and the certified public accounting firm of Accuity LLP.
We wish to express our appreciation for the cooperation and assistance
extended by the director and staff of the Department of Budget and
Finance during the course of the examination.

Marion M. Higa
State Auditor
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Chapter 1
Introduction

This is a report of our financial examination of the State of Hawai‘i’s
Department of Budget and Finance for the period July 1, 2008 to
June 30, 2009. The examination was conducted by the Office of the
Auditor and the independent certified public accounting firm Accuity
LLP.
The examination was conducted pursuant to Section 23-4, Hawai‘i
Revised Statutes (HRS), which requires the State Auditor to conduct
postaudits of the transactions, accounts, programs, and performance of
all departments, offices, and agencies of the State of Hawai‘i and its
political subdivisions.

Background

The Department of Budget and Finance is part of the executive branch of
the State of Hawai‘i. The Legislature established the department through
the Hawai‘i State Government Reorganization Act of 1959 (Act 1,
Second Special Session Laws of Hawai‘i 1959). Section 26-8, HRS,
sets forth the department’s responsibilities, which include preparing and
executing the executive budget of the state government. The department
is also responsible for conducting systematic and continuous reviews
of the finances, organization, and methods of state departments to assist
each department in achieving the most effective expenditure of public
funds and to ensure that such expenditures are in accordance with budget
laws and established internal controls. Additionally, the department
is the custodian of state funds, responsible for their safekeeping,
management, investment, and disbursement; and is responsible for
administering the State’s debt.

Organization

The Department of Budget and Finance is headed by the director of
finance. The Office of the Director of Finance plans, organizes, directs,
and coordinates the various activities of the department within the
scope of laws, rules, and established policies. Exhibit 1.1 displays the
department’s organizational structure.
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Exhibit 1.1
State of Hawai‘i Department of Budget and Finance Organization Chart

OFFICE OF THE DIRECTOR OF FINANCE

Administrative and Research
Office

Employees’ Retirement System
Hawai‘i Employer-Union Health
Benefits Trust Fund
Office of the Public Defender
Public Utilities Commission

Budget, Program Planning and
Management Division

Source:

Financial Administration
Division

Adapted from the Department of Budget and Finance June 30, 2008 organization chart

The scope of our examination covered the following office and divisions
within the Department of Budget and Finance.

2

Administrative and
Research Office

The Administrative and Research Office provides administrative and
research services for the other divisions within the department. Services
include budget, organizational management, procurement, financial
accounting management, and systems analyses. The office also assists
the department’s administration, programs, and employees with
personnel management issues.

Divisions

Two divisions are responsible for administering financial and budgetary
services to the State’s departments and agencies.
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Financial Administration Division
The Financial Administration Division administers the State’s
financial affairs by managing the State’s treasury, financial planning
and research, and debt issues. The division plans, directs, and
coordinates development of the State’s plans and strategies regarding
cash management, investments, and bond financing. The division is
responsible for determining the State’s investment policies and strategies;
investing state funds within established policies and guidelines;
accounting for all state treasury deposits and disbursements; planning,
monitoring, and managing the issuance of state bonds; and administering
the State’s debt activities such as maintaining accounting records, paying
bond and coupon holders, and assisting bond holders with lost, stolen,
defaced, and destroyed bonds or coupons. The division also administers
the State’s Unclaimed Property Program.
The organization of the department’s Financial Administration Division
is illustrated in Exhibit 1.2.
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Exhibit 1.2
Department of Budget and Finance Financial Administration Division Organization Chart

FINANCIAL
ADMINISTRATION DIVISION
FAD Administrator

UNCLAIMED PROPERTY
BRANCH
Unclaimed Property Program
Manager

TREASURY MANAGEMENT
BRANCH
Funds Custody Manager

CASHIERING
SECTION
Treasury Cashier

Account
Clerk V

INVESTMENTS
SECTION

Account
Clerk IV

Accountant
V

BONDS ADMINISTRATION
BRANCH
Public Debt Manager

Public
Debt
Analyst

Source:

Program
Specialist

Account
Clerk III

Mobile
Service
Agents

Accountant
III

FISCAL SERVICES
OFFICE
Accountant IV

Account
Clerk

Account
Clerk

Adapted from the Department of Budget and Finance June 30, 2008 Position Organization Chart

Cash and Investment Management
The division works daily with local banks and brokers to invest available
funds in the State’s $3.8 billion treasury (as of June 30, 2009) in liquid
investments such as certificates of deposit (CDs), repurchase agreements,
government agency securities, and student loan-backed auction-rate
securities. The department’s cash investment process is illustrated in
Exhibit 1.3.
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1.1 Obtains CD
and repurchase
agreement rates
from banks via
email

1.2 Obtains list of
available investments
from brokers via fax
and forwards to Funds
Custody Manager for
review

1.3 Reviews
manual calendar
of maturing
investments and
payments due

1.4 Prepares Daily Investment,
Investments Maturing On, and
Broker Investment Transactions
For worksheets to determine
cash available for investments

1.6 Contacts
banks and
brokers to
purchase
investments

1.7 Updates Daily
Investment, Investments
Maturing On, and Broker
Investment Transactions
For worksheets and manual
calendar

1.9 Works with
Accountant III to
prepare monthly
report to FAD
Administrator

FAD
Administrator

1.5 Reviews list of available
investments and worksheets to
determine investments to
purchase from banks and
brokers

1.8 Forwards to
cashier to record
investment
information in
MS Dynamics

1.10 Prepares
monthly report to
Director of
Finance

Director of
Finance

Funds Custody
Manager

Accountant III

Exhibit 1.3
Overview of the Department of Budget and Finance Cash Investment Process

1.11 Reviews
monthly report

Source:

Prepared by Accuity LLP based on information provided by the Department of Budget and Finance

Bond Issuance and Management
The Financial Administration Division also issues and manages the
State’s general obligation (GO) bond program and assists other state
agencies with the issuance of revenue bonds. The division works
with the Legislature in estimating the amount of bonds to issue in the
upcoming fiscal year in conjunction with preparing the state budget.
Based on the approved budget, the division monitors the bond market
and the remaining balance in the State’s bond funds while working with
the underwriter and other members of the issuance team to determine the
proper time to issue new and refunding bonds. Subsequent to the sale of
bonds, the division is also responsible for the management of outstanding
bonds, including payments to bondholders.

Budget, Program Planning and Management Division
The Budget, Program Planning and Management Division (Budget
Division) prepares and monitors the State’s multi-year program and
financial plan, which describes the financial and program implications of
an executive budget request over the corresponding planning period, in
accordance with Chapter 37, HRS. The Budget Division also prepares
and monitors the executive budget, coordinates the State’s capital

5
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improvement program, carries out the budgetary and fiscal policies of
the state government, and supervises and controls budget appropriations
authorized by the Legislature. In addition, the division reviews
departments’ requests for reorganization and provides budgetary support
in statewide collective bargaining negotiations.
The organization of the department’s Budget Division is illustrated in
Exhibit 1.4 below.
Exhibit 1.4
Department of Budget and Finance Budget Division Organization Chart
BUDGET, PROGRAM PLANNING
AND MANAGEMENT DIVISION
Program and Budget Analysis
Administrator

FISCAL ANALYSIS
STAFF
Program Budget Analyst

Program
Budget
Analyst

Program
Evaluation
Analyst

TECHNICAL STAFF
Program & Budget Policy
Officer

COLLECTIVE
BARGAINING STAFF
Program and Budget
Analysis Manager

Program
Budget
Analyst

CLERICAL SERVICES
STAFF
Division Secretary

Clerk
Stenographer

Clerk Typist

PROGRAM BUDGET ANALYSIS
AND EVALUATION BRANCH II
Program and Budget Analysis
Manager

PROGRAM BUDGET ANALYSIS
AND EVALUATION BRANCH III
Program and Budget Analysis
Manager

PROGRAM BUDGET ANALYSIS
AND EVALUATION BRANCH IV
Program and Budget Analysis
Manager

4
Program Budget
Analysts

5
Program Budget
Analysts

5
Program Budget
Analysts

Clerk Typist

Note: According to the department, Program Budget Analysis and Evaluation Branch I has not been
operational since 2000. Also, contrary to the organizational chart, Program Budget Analysis and Evaluation
Branch IV is no longer operational; following retirement of that branch chief in July 2008, employees from that
branch were reassigned to Program Budget Analysis and Evaluation Branches II and III.
Source:
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Adapted from the Department of Budget and Finance June 30, 2008 Position Organization Chart and an informal FY2009
organizational chart provided by the department
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Prior to each legislative session, the division collects and compiles
information from executive branch departments and agencies to prepare
the proposed executive budget and works with the Legislature in
formulating the final budget. Upon approval of the final budget by the
Legislature, the division works with executive branch departments and
agencies to execute the approved budget through the allotment process.
Exhibit 1.5 depicts the budget preparation and execution process.

1.1 Budget documents
received from
departments and
distributed to program
analysts

1.3 Obtain additional
information to support
requests as necessary

1.4 Draft
recommendation reports
to approve, disapprove,
or approve with
amendments

Budget Division
Administrator

1.2 Review requests
from departments

1.5 Review
recommendation reports
and send to Budget
Division Administrator

1.6 Reviews each
recommendation and
sends to Director’s office
for approval

Director and/or
Deputy Director of
Finance

Program Analysts

Branch Chiefs

Exhibit 1.5
Overview of the Department of Budget and Finance Budget Preparation and Execution
<Process Name>
Process

1.7 Reviews each
recommendation and
submits to Governor for
review and approval if
necessary

Source:

Prepared by Accuity LLP based on information provided by the Department of Budget and Finance
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A summary of the State’s cash and investments held by the department as
of June 30, 2008 and 2009 is presented in Exhibit 1.6 below.
Exhibit 1.6
State Cash and Investments Held by the Department of
Budget and Finance as of June 30, 2008 and 2009 (unaudited
and rounded to the nearest thousand)
2008

2009

$162,225,000

$229,770,000

507,000

5,980,000

527,352,000

265,499,000

522,342,000

618,192,000

121,000

--

U.S. government securities

1,111,641,000

528,130,000

Student loan auction-rate securities

1,065,575,000

1,006,975,000

Repurchase agreements

1,141,995,000

1,151,620,000

3,841,674,000

3,304,917,000

$4,531,758,000

$3,806,166,000

Demand deposits
Cash with fiscal agents
Cash with Secretary of Treasury,
USA – Unemployment Trust Fund
Investments
Time certificates of deposit
U.S. Treasury bonds and notes

		 Total investments
			 Total cash and investments

Source:
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Exhibit 1.7 below shows summarized financial information for the
department for the fiscal years ended June 30, 2008 and 2009.
Exhibit 1.7
Department of Budget and Finance Summarized Financial
Results for Years Ended June 30, 2008 and 2009 (unaudited
and rounded to the nearest thousand)
2008

2009

General fund allotments

$155,930,000

$278,120,000

Debt service allotments

310,481,000

324,572,000

466,411,000

602,692,000

Departmental administration

9,059,000

8,887,000

Budget, planning and management

1,903,000

1,881,000

Financial administration

2,106,000

1,328,000

565,017,000

492,139,000

--

60,982,000

578,085,000

565,217,000

$(111,674,000)

$37,475,000

Revenues

Total revenue
Expenditures and Transfers

Debt service
Transfers out (net)
Total expenditures
		 Revenues over (under) expenditures

Source:

Other agencies

Department of Budget and Finance, Administrative and Research Office

Our examination did not include the following four agencies that are
administratively attached to the Department of Budget and Finance:

Employees’ Retirement System
The Employees’ Retirement System administers retirement, disability,
and survivor benefits for the State’s general employees, teachers,
professors, judges, county general employees, police officers, firefighters,
and elected officials.

Hawai‘i Employer-Union Health Benefits Trust Fund
The Hawai‘i Employer-Union Health Benefits Trust Fund administers
health and life insurance benefits to eligible state and county employees.
The fund replaced the Hawaii Public Employees Health Fund effective
July 1, 2003.
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Office of the Public Defender
The Office of the Public Defender provides statutorily entitled legal
services for criminal and related cases to individuals financially unable to
obtain such services.

Public Utilities Commission
The Public Utilities Commission regulates all chartered, franchised,
certified, and registered public utility companies that provide electricity,
gas, telecommunications, private water and sewage, and motor and water
carrier transportation services in the state.

Prior Audit

The Office of the Auditor and the certified public accounting firm of
Deloitte & Touche LLP last conducted a financial audit of the combined
financial statements of the Department of Budget and Finance for the
fiscal year July 1, 1992 to June 30, 1993, pursuant to Section 23-4, HRS.
The report was published as Report No. 93-17 in December 1993. In the
opinion of the firm, except for keeping balances of revenues received for
computer and telecommunication services provided by the Information
and Communication Services Division (ICSD) in special revenue funds
instead of transferring the balances to the general fund, the department’s
financial statements fairly presented its financial position as of June 30,
1993. The audit did not reveal any instances of non-compliance with
applicable laws and regulations, nor any weaknesses in the department’s
control measures that would affect an opinion on the financial statements.
As of July 1997, ICSD was transferred from the Department of Budget
and Finance to the Department of Accounting and General Services.

Objectives of the
Examination

1. Examine the effectiveness of the financial accounting and financial
reporting processes and related internal controls of the Department of
Budget and Finance.
2. Assess the adequacy, efficiency, and effectiveness of the
department’s organizational structure, systems, procedures, and
practices over its financial administration functions.
3. Make recommendations for improvements as appropriate.

10

Chapter 1: Introduction

Scope and
Methodology

The scope of the examination was to examine the financial records,
transactions, and related systems of internal controls of the Department
of Budget and Finance for the fiscal year July 1, 2008 to June 30, 2009.
The examination considered information from prior and subsequent fiscal
years as available and relevant to our overall objectives. Included in our
examination were the department’s Administrative and Research Office,
Financial Administration Division, and its Budget, Program Planning and
Management Division.
We examined the accounting, reporting, and internal control structures
to identify deficiencies and weaknesses and to make appropriate
recommendations for improvements. We interviewed departmental
personnel involved in the financial administration and budget processes,
including those responsible for management and oversight, and examined
related forms, records, accounting and operating procedures, and
information technology (IT) systems, processes, and controls. We also
reviewed transactions, systems, and procedures for compliance with
applicable laws and regulations.
The examination was conducted from August 2009 through January 2010
in accordance with generally accepted government auditing standards.
Those standards require that we plan and perform examinations to obtain
sufficient and appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conclusions based on our examination objectives.
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Chapter 2

The Department’s Lack of Leadership and
Accountability Puts the State’s Funds at Risk
The Department of Budget and Finance is the central fiscal agency for
the State of Hawai‘i. It is statutorily mandated to oversee and carry out
vital financial responsibilities on behalf of the State, including managing
its $3.8 billion treasury, developing financial plans and strategies for the
State, and administering the state budget.
We found a number of deficiencies in the department’s execution of
its statutory responsibilities. Inadequate oversight over management
of the state treasury and investment pool, coupled with informal and
manual procedures, increase risk to state funds and inhibit effectiveness
of the department’s cash and investment management process. The
department also failed to perform other required financial administration
functions essential for proper fiscal oversight and safeguarding of the
State’s moneys. The department’s budgetary procedures and practices
are also largely informal and may diminish the value and stability of the
budget process. In addition, while the department uses various electronic
applications in its key processes, its overall information technology
(IT) controls and IT management are lacking. Given the critical role
of the department to the effective functioning of our state government,
the department must improve its core procedures and practices and
ensure that the director of finance and all department personnel are held
accountable for carrying out their responsibilities.

Summary of
Findings

We found two material weaknesses involving the department’s
internal control over financial reporting and operations. As defined in
Government Auditing Standards, a material weakness is a significant
deficiency or combination of significant deficiencies that results in more
than a remote likelihood that a material misstatement of the subject
matter will not be prevented or detected.
Significant deficiencies, which are less severe than material weaknesses,
are deficiencies in internal controls or a combination of deficiencies
that adversely affect an entity’s ability to initiate, authorize, record,
process, or report data reliably in accordance with applicable criteria
or frameworks such that there is more than a remote likelihood that a
more than inconsequential misstatement of the subject matter will not be
prevented or detected.
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Material weaknesses:
1. Lax management of the State’s $3.8 billion treasury has increased
risk and reduced available funds.
2. The Financial Administration Division has failed to perform essential
functions.
Significant deficiencies:
1. The Budget Division’s informal and undocumented budget process
lacks transparency and leaves the department vulnerable.
2. Inattention to information technology management exposes the
department to unnecessary risk.

Lax Management
of the State’s $3.8
Billion Treasury
Has Increased
Risk and Reduced
Available Funds

The Department of Budget and Finance is responsible for managing
the State’s $3.8 billion treasury. Chapter 36, Hawai‘i Revised Statutes
(HRS), entitled Management of State Funds, sets forth the general
responsibilities of the department and the director of finance in this
regard. Section 36-1, HRS, makes the director of finance responsible for
safekeeping all moneys paid into the treasury and for properly disbursing
and appropriating them. Statute also permits the director to invest
excess funds within specified guidelines and restrictions. The State
has a fiduciary duty to maximize returns on those investments while
maintaining requisite liquidity and preserving invested funds.
However, we found that the department is not efficiently and effectively
managing the State’s treasury. Although the department has implemented
the State’s Treasury Investment Policy to delineate more specific
investment requirements and limitations, the policy has not been updated
since 1999 nor reviewed in detail since at least 2002. The department’s
management of the State’s $3.3 billion investment pool is primarily
based on the 1999 policy and general statutory guidance, and is carried
out via informal, manual procedures that increase risk to state funds and
hamper the department’s efficiency. Investment decisions and activities
of the department are ultimately overseen by the director of finance
and the Financial Administration Division administrator; neither has
exercised proper oversight.
We found that the department significantly increased its holdings of
auction-rate securities to more than $1 billion in FY2008. Because the
market for auction-rate securities has been largely frozen since then,
those securities are no longer liquid and their value was written down
by $114 million in FY2008. More importantly, investment in these
securities violate state laws regarding maturity limits.
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Investment policy has
not been updated since
1999

The department’s responsibilities for managing the state treasury include
investing excess funds to achieve a return commensurate with the general
market while preserving and maintaining a requisite degree of liquidity.
Section 36-21, HRS, permits the director to:
[I]nvest any moneys of the State which in the director’s judgment
are in excess of the amounts necessary for meeting the immediate
requirements of the State and where in the director’s judgment the
action will not impede or hamper the necessary financial operations
of the State….

The statute provides guidelines and limitations on allowable investments.
The department has also implemented the State’s Treasury Investment
Policy, the purpose of which is “to outline objectives, provide guidelines,
and set forth reporting procedures for the investment of cash assets of the
State….” The policy establishes more detailed investment parameters
and restrictions, including descriptions of allowable investments and
diversification requirements. According to the department’s Financial
Administration Division (FAD) administrator and the funds custody
manager, who together are primarily responsible for managing the
treasury and investments, the investment policy is the primary document
governing investment strategy and decision-making related to moneys in
the state treasury.
The investment policy mandates an annual review and updates as
necessary. Part VI of the investment policy states: “This investment
policy will be reviewed annually to ensure that it remains consistent with
the overall objectives of the State and within current financial trends.
The policy may be reviewed and updated more frequently if conditions
dictate….”
However, the department does not formally review the investment policy
on an annual or regular basis. According to the FAD administrator,
the investment policy is periodically reviewed; the most recent indepth review was performed in 2002. As part of that review, the FAD
administrator consulted with various lenders and banks on the adequacy
of the policy; however, there was no formal or documented evidence
of the review. Based on the informal input received from various
lenders and banks, the FAD administrator and funds custody manager
determined in 2002 that the State’s policy was standard for state and
local governments and revisions to the policy were not necessary. The
investment policy has not been formally reviewed since then, although
the administrator and funds custody manager indicated they informally
review the policy on an ongoing basis.
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We also found that the investment policy was last updated in January
1999. Thus, it has not been updated to consider market changes since
then or the appropriateness of the previously established limits for the
State’s various types of investments.

The department’s
informal and manual
cash management
process is at odds with
stated objectives of
safety and prudence

The State has a fiduciary duty to maximize returns on investments within
guidelines set forth in Section 36-21, HRS, and the State’s investment
policy while maintaining requisite liquidity and preserving invested
funds. The investment policy expressly states that “the objective of the
cash management investment program shall be the safe and prudent
investment of short-term cash….”
Although state law and the investment policy are both conservative, they
allow the department to make several different types of investments.
These generally provide a greater return than the interest paid by banks,
even on interest bearing accounts. However, approximately 10 percent
of the State’s checking account balances do not earn interest.
The department does not have formalized procedures for performing
daily and longer term cash projections. The informal, often manual,
procedures established within FAD result in informal daily projections
prone to errors and which provide less assurance than formal projections.
Consequently, in fiscal year 2009 there were large uninvested cash
balances of, for instance, $126 million on June 30, 2009. Exhibit 2.1
shows the department’s cash investment process.
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Exhibit 2.1
Overview of the Department of Budget and Finance Cash Investment Process

1.1 Obtains
CD and
repurchase
agreement
rates from
banks via
email

1.2 Obtains list of
available
investments from
brokers via fax and
forwards to Funds
Custody Manager
for review

1.3 Reviews
manual calendar
of maturing
investments and
payments due
1

1.4 Prepares Daily
Investment, Investments
Maturing On, and Broker
Investment Transactions
For worksheets to
determine cash available for
investments

1.6
Contacts
banks and
brokers to
purchase
investments

1.7 Updates Daily
Investment, Investments
Maturing On, and Broker
Investment Transactions
For worksheets and
manual calendar

1.5 Reviews list of available
investments and
worksheets to determine
investments to purchase
from banks and brokers

1.8 Forwards to
cashier to record
investment
information in MS
Dynamics

1.9 Works with
Accountant III to
prepare monthly
report to FAD
Administrator
2

1.10 Prepares
monthly report to
Director of Finance
3

Director of
Finance

FAD
Funds Custody
Administrator
Manager

Accountant III

Overview of the Investment Process

1.11 Reviews
monthly report
3

Notes:
1 = The estimate of excess cash funds is created manually and prone to manual input and calculation errors.
2 = Monthly reports were prepared but did not include all information required by the Investment Policy.
3 = Monthly report has not been prepared after June 2007. The June 2007 report did not include all the information required by the Investment Policy.

Source:

Prepared by Accuity LLP based on information provided by the Department of Budget and Finance

FAD does not perform formal cash projections and has
retained significant checking account balances that could have
been invested
The Treasury Management Branch of FAD is responsible for investing
excess daily cash. According to the FAD administrator and funds
custody manager, the treasury’s normal daily cash inflows and
outflows are roughly equal and therefore formal cash projections are
not performed. Branch personnel prepare informal cash projections
daily, based on the expected maturities of securities and large recurring
payments, which are recorded in a handwritten monthly investment
calendar. As discussed in detail below, an informal estimate of excess
funds available for investment is also performed daily. As a result of
this informal and manual process, we found there were large amounts
of uninvested cash during fiscal year 2009. These amounts remained
in demand deposit checking accounts that earn minimal interest (e.g.,
rates ranged from 0.03 percent to 0.16 percent for June 2009). It is the
department's responsibility to invest those funds to achieve a higher rate
of return, while maintaining liquidity and heeding risks.
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To ensure there are no cash shortages, the Treasury Management Branch
typically keeps a cushion of $20 to $30 million in demand deposits in
the state treasury each day. However, since approximately May 2009,
the department retained approximately $50 to $80 million per day. The
FAD administrator and funds custody manager told us they decided it
was appropriate to maintain greater liquidity due to the falling revenues
of the State from the economic recession and low yields on available
investments in the second half of fiscal year 2009. However, by keeping
large uninvested cash balances in checking accounts, the State may be
foregoing potential investment earnings, particularly when interest rates
are higher.
Based on a judgmental sample of 20 days selected during fiscal year
2009, we calculated an average checking account balance of $63 million
and an actual balance of $126 million on June 30, 2009. We also noted
that the estimated cash requirement in the Daily Investment Worksheet
considers known cash disbursements for that day. Therefore, it appears
the department could have invested, on average, $63 million in cash on
each of the 20 days we sampled, even if only in short-term investments.
The percentage yield rates for U.S. Treasury investments during fiscal
year 2009 are shown in Exhibit 2.2 below.
Exhibit 2.2
Fiscal Year 2009 U.S. Treasury Percentage Yield Rates by Maturity
Date

1 mo

3 mo

6mo

1 yr

2 yr

3 yr

5 yr

07/01/2008

1.92

1.87

2.13

2.38

2.63

2.90

3.33

07/31/2008

1.55

1.68

1.89

2.27

2.52

2.81

3.25

08/29/2008

1.63

1.72

1.97

2.17

2.36

2.60

3.10

09/30/2008

1.02

0.92

1.60

1.78

2.00

2.28

2.98

10/31/2008

0.12

0.46

0.94

1.34

1.56

1.80

2.80

11/28/2008

0.02

0.01

0.44

0.90

1.00

1.27

1.93

12/31/2008

0.11

0.11

0.27

0.37

0.76

1.00

1.55

01/30/2009

0.15

0.24

0.36

0.51

0.94

1.32

1.85

02/27/2009

0.16

0.26

0.45

0.72

1.00

1.40

1.99

03/31/2009

0.17

0.21

0.43

0.57

0.81

1.15

1.67

04/30/2009

0.04

0.14

0.29

0.49

0.91

1.38

2.02

05/29/2009

0.14

0.14

0.30

0.47

0.92

1.42

2.34

06/30/2009

0.17

0.19

0.35

0.56

1.11

1.64

2.54

Source:
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If the department had invested approximately $30 million of the
$63 million average balance in its checking accounts, the State’s
investment earnings could have been approximately $300,000 higher
using an average yield of 1 percent. Moreover, a formal cash projection
would have provided greater confidence to the estimate of cash necessary
for current requirements and available for investment.

Estimates and assessments of cash needs and investment
amounts are manually prepared and prone to error
The Treasury Management Branch’s process for assessing the State’s
cash requirements and determining allowable amounts to be invested
is manual, laborious, and prone to input and calculation errors. The
process, reflected in Exhibit 2.1 as steps 1.3 and 1.4 and in note 1,
involves a handwritten investment calendar and three worksheets: (1)
“Daily Investment Worksheet”; (2) “Investments Maturing On _______”
worksheet; and (3) “Broker Investment Transactions For _______”
worksheet. The data from these worksheets are manually prepared and
entered into the Microsoft Dynamics accounting system.
Manual, handwritten investment calendar
The accountant III in the Treasury Management Branch uses a
handwritten monthly investment calendar to prepare daily informal cash
projections. The investment calendar is color-coded to note expected
maturities of securities (e.g., CDs, repurchase agreements, U.S. Treasury
bonds, and other government agency bonds) and large recurring
payments (e.g., payroll, Hawai‘i Employer-Union Health Benefits
Trust Fund, other medical, and taxes allocated to counties such as fuel,
transient accommodations tax, and general excise tax surcharges). The
investment calendar prepared for June 2009 is shown in Exhibit 2.3.
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Exhibit 2.3
Manual Investment Calendar for June 2009

Source:

Department of Budget and Finance

Each day, information from the calendar is recorded in the “Daily
Investment Worksheet,” the “Investments Maturing On” worksheet, and
the “Broker Investment Transactions For” worksheet. We understand
that there are investments maturing almost every day; so if there is a
shortfall in the daily cash receipts, some of the maturing investments can
offset the shortfall.
Daily Investment Worksheet
The accountant III checks the State’s account balances at its three main
banks (First Hawaiian Bank, Bank of Hawai‘i, and American Savings
Bank) and enters the information into the Daily Investment Worksheet,
which is used to determine the amount of excess cash available for
investment. The Daily Investment Worksheet prepared for June 30, 2009
is shown in Exhibit 2.4.
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Exhibit 2.4
Daily Investment Worksheet for June 30, 2009

Source:

Department of Budget and Finance
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As shown above, the Daily Investment Worksheet lists the following:
•

balances at the State’s three primary banks as well as a combined
balance for all its other bank accounts;

•

maturing repurchase agreements and CDs in all banks;

•

investment calls and actual maturities (information on maturities
is taken from the department’s Microsoft Dynamics accounting
system);

•

large disbursements for the day, including MedQuest payments,
debt service, fuel tax and transient accomodations tax (TAT)
to counties, TAT to the Hawai‘i Tourism Authority, and wires
to brokers for investment purchases (this section is not always
completed);

•

investments purchased (settling) that day; and

•

checks over $1 million expected to clear that night or the
following day, including payroll and items noted above, if not
already calculated (these checks are included for informational
purposes to ensure the department does not overinvest funds
based on its needs the following day).

Investments Maturing On worksheet
The ‘Investments Maturing On…’ worksheet is partially handwritten
and partially typed. It includes handwritten information on CDs and
repurchase agreements maturing by bank and fund (general, special,
trust and bond). The totals by type of investment (e.g., repurchase
agreements, CDs, government agency securities purchased through
brokers) are typed and automatically summed to a grand total of
maturing investments. There is also a section for investment purchases,
but this section is not typically used, as purchases are documented in the
‘Daily Investment Worksheet’ or the ‘Broker Investment Transactions
For…’ worksheet.
Broker Investment Transactions For worksheet
The ‘Broker Investment Transactions For…’ worksheet is another
manual spreadsheet that summarizes investment transactions (maturities,
including calls/partial calls, sales, rollovers, new purchases and
investment terms such as number of days to maturity, maturity date, and
rate for new purchases or rollovers of investments). The worksheet is
organized by broker.
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Process of obtaining quotes from banks and brokers is
informal
The Treasury Management Branch accountant III obtains daily quotes
from banks for CDs and repurchase agreements and from brokers for
government agency securities to determine what short-term vehicles
to invest in. This is an informal process; the accountant requests
the information from the banks and brokers via email. According
to the funds custody manager, she and the accountant select shortterm investments based on amount, product type (CD or repurchase
agreement), and maturity; they invest with the bank that offers the
highest interest rate for the specified maturity, assuming the bank meets
the State’s collateral requirements. It is not uncommon for the daily
invested cash to exceed $100 million.
Brokers send the department a daily list of new issues that meet the
State’s investment requirements. In addition to the requirements
stated above, the department may only invest in new issues at par;
that is, without premiums or discounts, as the State’s policy is to hold
investments until maturity. Clauses in the department’s contracts with
its brokers state that prices and yields offered are “inclusive of any fees,
commissions, wiring fees or mark-ups for any securities sold, purchased,
or exchanged.” After purchases are made, checks are processed
for purchases settling that day. Checks require dual signatures: an
authorized signature from the department and an authorized signature
from the Department of Accounting and General Services (DAGS).
The manual nature of the department’s current cash and investment
management process is contrary to its stated objectives of safety and
prudence. The process is highly susceptible to errors such as misread
handwritten amounts, transposition errors between spreadsheets, and
incorrect calculations where automated formulas are not used. It could
also result in a material error in the projected amount of cash available
for investment on any given day.
In addition to the risks inherent in the manual process, internal policies
and procedures are not formalized. Reliance is placed on the experience
of Treasury Management Branch staff involved in the investment
process. The department is dependent on these employees’ accumulated
knowledge and insights about operations when making investment
decisions. However, as noted earlier, the accountant V left the
department in April 2009 and the accountant III was one of 12 people in
the department eligible for retirement by December 31, 2009. Also, the
FAD administrator and funds custody manager believe the department’s
current investment process is sufficient and have not felt the need to
update or formally document the process. This lack of formalized
procedures, particularly in conjunction with the retirement and pending
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retirement of Treasury Management Branch personnel, makes it difficult
to minimize the loss of critical, valuable experience and information
when employees leave the department.

Director and
management oversight
of investment
decisions and
activities are lacking

The director of finance and the FAD administrator are ultimately
responsible for monitoring and overseeing the State’s investment pool
and investment activities. Part III.K of the investment policy regarding
Structure, Responsibility and Authority provides that the director shall:
a.
b.
c.

Review and approve the State’s investment policy.
Approve all relationships with banks and other financial
institutions for the purpose of conducting investment business.
Review periodic investment reports for general compliance and
confirmation with this investment policy.

Part III.K also mandates that the FAD administrator shall:
a.
b.
c.
d.
e.

Draft for the approval of the Director of finance the State’s
investment policy and amendments thereto.
Recommend to the Director of finance relationships with banks
and other financial institutions for the purpose of conducting
investment business.
Prepar[e] periodic investment reports which indicate general
compliance and confirmation with this investment policy.
Approve, in advance, all investment transactions that are not
consistent with the guidelines prescribed in this policy and notify
the Director of finance of such transactions.
Ensure that control systems and procedures provide an
appropriate level of segregation of duties related to the conduct
and accounting of investment activity for the State.

Paragraph three of Part III.K, Responsibility for Review of Investment
Decisions, also mandates that at least two people be involved in each
investment decision, one in a direct capacity and another in a review
capacity.
We found that many of these fundamental oversight procedures are not
being performed by the department, and further, are not being enforced
by the director of finance or the FAD administrator.

Monthly investment reports are infrequently submitted and
contain insufficient and inaccurate information
The investment policy sets forth specific internal reporting requirements
for the director and administrator to carry out their oversight
responsibilities. According to the Investment Policy, Part IV.A, Internal
Reports:
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The Administrator is primarily responsible for the preparation of and
review of a monthly investment report that contains the following
information:
1.
2.
3.
4.

Inventory of portfolio investments as of the date of the report
with a percentage mix of the portfolio by type of investment.
Average portfolio maturity.
Notations, which shall include the amounts and reasons, of the
exceptions to the investment policy.
Status of any investments that might require management
attention (such as investments affected by a credit rating change,
or similar circumstances that could have an effect on the value
and collectability of the investment).

The investment report will contain information for all transactions
occurring during the month, whether or not they have been fully
settled as of the end of the month.
The investment report will contain a management summary that
will describe the status of the portfolio. The management summary
should be presented in a manner that will allow the Director of
finance to determine whether investment activity during the month
being reported on has adhered to this investment policy.

To comply with these reporting requirements, the department typically
prepares two monthly investment reports: 1) a report from the Treasury
Branch to the FAD administrator (Report to the Administrator), which
is reflected at Exhibit 2.1 as step 1.9 and in note 2; and 2) a report from
the FAD administrator to the director of finance (Report to the Director),
which is reflected at Exhibit 2.1 as steps 1.10 and 1.11 and in note 3.
Based on our review of fiscal year 2009 reports, the department did not
comply with the investment policy: it failed to submit reports on time
or at all; failed to include all required information in submitted reports;
and inaccurately presented investment information in the reports it did
submit.
Failure to prepare reports
During fiscal year 2009, neither the monthly Report to the Administrator
nor Report to the Director were prepared in a timely manner. The last
Report to the Administrator was for the month of January 2009, which
was prepared in April 2009; as of October 2009, no reports had been
prepared for the remaining five months of the fiscal year (February to
June 2009). The last Report to the Director prepared was for June 30,
2007. As of October 2009, there were no Reports to the Director for
fiscal years 2008 or 2009. Based on our interviews and discussions with
the director, FAD administrator, and other key personnel involved with
investments, the information required to be reported is not otherwise
communicated to the director via informal means.
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Lack of required information
Based on the sample we reviewed, reports to the administrator and to
the director that were submitted did not contain all of the information
required by the investment policy.
Report to the Administrator
The July 2008, December 2008, and January 2009 Reports to the
Administrator prepared by the FAD Treasury Management Branch all
lacked required information. Exhibit 2.5 shows the information required
versus what was included in the reports for July 2008, December 2008,
and January 2009.
Exhibit 2.5
Information Included in the Report to the Administrator Compared to Requirements
Information Required by the Investment Policy
Inventory of portfolio of investments as of the date of the report with a percentage mix of the
portfolio by type of investment

(a)

Average portfolio maturity

Not included
(b)

Notations, which shall include the amounts and reasons, of the exceptions to the investment
policy

Not included
(c)

Status of any investments that might require management attention (such as investments
affected by a credit rating change, or similar circumstances that could have an effect on the value
and collectability of the investment)

Not included

Information for all transactions occurring during the month, whether or not they have been fully
settled as of the end of the month

Not included
(d)

Management summary that describes the status of the portfolio. The summary should be
presented in a manner that allows the director of finance to determine whether investment activity
during the month being reported has adhered to the investment policy.
Notes:
(a) The information by type of investment was included with the percentage mix. However,
the information was at a high level, aggregated by bank-issued and government-issued
securities. While it appears that the information by type of investment was included, it
may be useful to include more disaggregated information such as investments in U.S.
Treasuries, U.S. government agency securities, State of Hawai‘i securities, repurchase
agreements, CDs, auction-rate securities, etc.
(b) Totals by range of maturity were included. However, the average portfolio maturity was
not included.
(c) Notations of exceptions to the investment policy or that require management attention
were not included. For example, the department owned investments that did not comply
with Section 36-21, HRS during FY2009, such as student loan-backed auction-rate
securities.  Additionally, some of the auction-rate securities were rated below AAA and
had maturities exceeding 5 years. The department also held some investments that
exceeded the maximum percentages allowed in the portfolio, which was not noted on
the report.
(d) There was no information for investment transactions occurring during the month other
than total calls on outstanding investments.
Source:

26

Included/Not
Included

Prepared by Accuity LLP based on information provided by the Department of Budget and Finance

Included

Chapter 2: The Department’s Lack of Leadership and Accountability Puts the State’s Funds at Risk

Based on our review, the Report to the Administrator typically included
the following investment information:
•

By type of securities:
◦ Bank-issued securities
◦ Government agency-issued securities
			

xx.xx%
xx.xx%
100.00%

•

By maturities:
◦ Within next 6 months
◦ 7 months to 1 year
◦ 2 years
◦ 3 years
◦ 4 years
◦ 5 years
◦ Over 5 years
			

xx.xx%
xx.xx%
xx.xx%
xx.xx%
xx.xx%
xx.xx%
xx.xx%
100.00%

•

Total calls for the month;

•

Student loan-backed auction-rate securities average yields are for
28 days as compared to an average of what the banks could offer
over the period; and

•

Table of investment pool portfolio allocation (in dollars and
percentage) between banks and government agencies by maturity
dates as of the month-end.

Report to the Director
As there were no Reports to the Director prepared for fiscal year
2009, we reviewed the last report submitted, which was for June 2007,
and found that required information was not included in the report.
Exhibit 2.6 illustrates the information required versus the information in
the June 2007 Report to the Director.
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Exhibit 2.6
Information Included in the Report to the Director Compared
to Requirements

Information Required by the Investment Policy

Included/Not
Included

Inventory of portfolio of investments as of the date
of report, with a percentage mix of the portfolio by
type of investment

Not included

Average portfolio maturity

Not included

Notations, which include amounts and reasons, of
exceptions to the investment policy

Not included

Status of any investments that might require
management attention (such as investments
affected by a credit rating change, or similar
circumstances that could have an effect on the
value and collectability of the investment)

Not included

Information for all transactions occurring during the
month, whether or not they have been fully settled
as of the end of the month

Not included

Management summary that describes the status of
the portfolio. The summary should be presented
in a manner that allows the director of finance
to determine whether investment activity during
the month being reported on has adhered to the
investment policy

(a)

Notes:
(a) While the Report to the Director was a management summary
as required by the investment policy, it did not contain all
of the information necessary for the director of finance to
determine whether the investment activity during the month
and investment positions at the end of the month adhered to
the State’s investment policy.
Source:

Prepared by Accuity LLP based on information provided by the Department of
Budget and Finance

The June 2007 Report to the Director included the following information
on investment pool earnings:
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•

The amount of interest realized and distributed to the
participating agencies’ accounts and the accrued interest for the
month;

•

Comparison of the average interest yield for the current month
and previous month;
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•

Total calls for the month;

•

Brief description of interest yield changes;

•

Amount of the treasury investment pool in student loan-backed
auction-rate securities and percentage of investments comprising
the treasury investment pool portfolio;

•

Brief description of the yield of student loan-backed auction-rate
securities;

•

Table of investment pool interest earnings (realized interest and
accrued interest) by departments for the current and previous
months and a cumulative fiscal year total; and

•

Annualized rate of return and average daily investment amount
for the total current and previous month and cumulative fiscal
year amounts.

According to the FAD administrator, the funds custody manager, and the
completed reports examined, the funds custody manager is responsible
for preparing the Report to the Administrator, and the FAD administrator
is responsible for preparing the Report to the Director. However, due
to the departure of the Treasury Management Branch’s accountant V
in April 2009, the Fiscal Services Office’s accountant IV in July 2007,
and the temporary assignment of an account clerk III to the Unclaimed
Property Branch since fiscal year 2008, the remaining three accountants
and one account clerk in the Treasury Management Branch and Fiscal
Services Office have assumed the work previously performed by those
individuals, and their responsibilities were reprioritized. The FAD
administrator and funds custody manager determined that the Reports
to the Administrator and Reports to the Director were a lower priority
than the other tasks previously performed by the accountant V and
accountant IV.
We noted that prior to his departure in April 2009, the accountant V
in the Treasury Management Branch prepared a Monthly Investment
Summary – a schedule containing detailed monthly information such as:
•
•
•
•

Investment pool composition historical information;
◦ Percentages by local banks and government agencies
◦ By maturities
Diversification by depository;
Diversification by type of investment instrument; and
Diversification by issuer of investment instrument.
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According to the funds custody manager, the investment summary is
submitted to her and is used to prepare reports to the FAD administrator
and the director of finance. However, when those reports are not
prepared, the summary and detailed information contained within are not
conveyed to the administrator or director.
Inaccurate information
We also noted inaccuracies in the presentation of the reports’ investment
information. The student loan-backed auction-rate securities were
classified as short-term securities (because auctions were occurring every
seven to 49 days to allow investors to sell their investments and reset the
applicable interest rates). However, the State’s auction-rate securities
are collateralized by student loans that have final maturities of up to 36
years. As the auctions have generally failed since early 2008, it appears
that the maturity information reported is inaccurate; the report should
state the final maturity dates in determining compliance with maximum
maturity constraints.
The FAD administrator and funds custody manager indicated that not
all the information required by the investment policy, which was last
updated in 1999 by previous management, is necessary. They believe
the information currently included in the Report to the Administrator
and Report to the Director is sufficient to effectively manage the State’s
investments and ensure compliance with state laws and investment policy
objectives. They do not believe any additional information is needed to
meet the requirements of Part IV of the investment policy.
Although FAD management indicated they believe the requirements of
the investment policy may be outdated or unnecessary, they have not
updated the policy despite having the authority to do so. As discussed
above, the FAD administrator and funds custody manager told us they
informally review the policy on an ongoing basis and have determined
that revisions to the 1999 version are not necessary.

Certain investments that exceeded maximum allowable
percentages were not properly approved
The State’s investment policy allows for exceptions to the policy
upon approval by the FAD administrator prior to the purchase of the
investment, when it is determined that an investment transaction is in the
best interest of the State and is consistent with the investment policy’s
objectives. The policy further states that the director of finance should
also approve significant exceptions, and inadvertent breaches of the
policy should be immediately reported to the director.
According to the funds custody manager, however, the department
performs procedures to monitor compliance only at the end of each
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month, after purchases have been made. Consequently, the department
may not become aware of violations to the investment policy until after
the end of the month in which they occur. This also means that if noncomplying purchases are made during the month they are not approved in
advance, as is required.
The department also violated the investment policy since the FAD
administrator and director of finance did not approve the purchases
of investments that resulted in balances exceeding the maximum
amounts stated in the investment policy. We found the department held
certain investments during fiscal year 2009 that exceeded maximum
diversification percentage requirements. These exceptions are shown
in Exhibit 2.7 below. For example, student loan-backed auction-rate
security holdings exceeded the 20 percent limit for every month of
2009; repurchase agreements with First Hawaiian Bank exceeded the
70 percent limit for four months; and CDs invested with two banks
exceeded the 50 percent limit for five months. The FAD administrator
and director of finance did not approve any of the purchases of
investments that resulted in balances exceeding maximum amounts.
Exhibit 2.7
Exceptions to Maximum Investments Allowed

(Figures shown in bold exceed allowable percentages)

Investments in Auction-Rate
Securities Must Not Exceed
20% of the Total Portfolio

Repurchase Agreements
by Issuer Must Not Exceed
70% of the Total Portfolio

July 2008

29.00%

August 2008

29.49%

September 2008
October 2008

Month

CDs by Issuer Must Not
Exceed 50% of the Total
Portfolio
FHB

CPB

81.00%

21.90%

48.83%

65.15%

22.34%

47.79%

30.19%

64.60%

22.25%

47.60%

30.47%

71.91%

33.76%

41.10%

November 2008

32.13%

60.00%

37.45%

38.24%

December 2008

31.12%

42.19%

60.65%

23.02%

January 2009

32.63%

69.48%

50.13%

28.81%

February 2009

33.86%

78.97%

29.23%

39.60%

March 2009

35.87%

85.12%

19.91%

49.54%

April 2009

37.88%

65.08%

13.84%

53.50%

May 2009

37.48%

65.84%

7.12%

57.73%

June 2009

30.47%

33.69%

61.21%

10.96%

FHB = First Hawaiian Bank
CPB = Central Pacific Bank
Source:

Investment Pool Composition Historical schedule prepared by the Department of Budget and Finance
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The director of finance is ultimately responsible for ensuring investment
holdings and transactions comply with state law and the investment
policy, as well as for managing investment risk while attempting to
achieve the State’s investment objectives. If monthly investment reports
are not prepared, are untimely, or do not contain appropriate or accurate
information, it is questionable whether the director can fulfill those
responsibilities. The director’s failure to monitor investment activities
puts the treasury at serious risk, as the State’s increased holdings in
auction-rate securities exemplifies.

The department holds
approximately $1
billion in impaired
auction-rate securities
that do not comply
with state law

As of June 30, 2009, the state treasury investment pool of approximately
$3.3 billion held student loan-backed auction-rate securities with a
total cost basis of $1,006,675,000. Auction-rate securities are debt
instruments with long-term maturities from underlying loans (in this
case, student loans). Auction-rate securities were previously marketed
as highly liquid and safe short-term investments, which could be
purchased and sold at Dutch auctions held every seven to 49 days. At
such auctions, interest rates were reset, creating a regular market for
the securities. Act 47, Session Laws of Hawai‘i 1997 (codified as
Section 36-21, HRS) authorized the department to invest in student loanbacked auction-rate securities.
According to the department, it began investing in auction-rate
securities in September 1998 with a total purchase of $171.8 million.
The department has continued to invest in these securities since, with
a substantial increase in FY2008 when the concentration of these
investments increased from approximately $452 million (11 percent of
the State’s portfolio at the end of June 2007), to more than $1 billion
(29 percent in July 2008). Exhibit 2.8 illustrates the State’s investments
in auction-rate securities as of June 30, 2006 through June 30, 2009.
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Exhibit 2.8
State Investments in Auction-Rate Securities – June 30, 2006
through June 30, 2009
$1,200,000,000
$1.066B
$1,000,000,000

$1.007B

$800,000,000

$600,000,000
$452M
$400,000,000

$322M

$200,000,000

$0
6/30/06

Source:

6/30/07

6/30/08

6/30/09

Compiled by Accuity LLP from information provided by the Department of Budget
and Finance

The department did not evaluate risks before more than
doubling its investment in auction-rate securities
The decision to increase holdings of auction-rate securities during
fiscal year 2008 was made by Treasury Management Branch personnel.
According to the FAD administrator, the decision was primarily based
on the higher yields of these securities compared to other allowable
investments; the department believed auction-rate securities were good
investments because they provided a return yield approximately twice
that of 30-day U.S. treasury investments or bank CDs at the time.
However, the department did not perform any risk assessment or costbenefit analysis prior to purchasing these securities because they did not
believe it was necessary. The department relied on information provided
by a third-party investment broker, who was paid commissions related to
the department’s purchase of auction-rate securities.
Further, the department significantly increased investments in auctionrate securities during January and February 2008, when auctions for the
securities began failing. As shown in Exhibit 2.9, state investments in
auction-rate securities rose by more than $335 million from December
2007 to February 2008.
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Exhibit 2.9
State Investments in Auction-Rate Securities - Fiscal Year 2008 by Month
$1,200

$1,000

$1.082B

$1.076B

$1.071B

$1.066B

2/2008

3/2008

4/2008

5/2008

6/2008

$953M

$800
In Millions

$1.086B

$716M

$751M

$646M
$574M

$600
$499M
$ 427M
$400

$200

$0
7/2007

Source:

8/2007

9/2007

10/2007

11/2007

12/2007

1/2008

Compiled from information provided by the Department of Budget and Finance

In early 2008 most auction-rate security auctions began failing, and the
auction market has been largely frozen since then. According to the
FAD administrator, FAD personnel were not fully aware of the risks of
investing in auction-rate securities, including the potential effects of
failed auctions. He also stated that no one could have predicted such
risks. However, risk factors associated with the securities, including the
risk of failed auctions, were set forth in the offering documents—the
formal documents detailing the terms, objectives, risks, and other
relevant information for a security being offered for sale. As depicted in
Exhibit 2.10, one offering document for student loan-backed auction-rate
securities owned by the department at June 30, 2008 clearly states on
page one, “You should carefully consider the risk factors beginning on
page 12 of this offering memorandum.”
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Exhibit 2.10
Front Page of an Offering Document for Auction-Rate Securities Owned by the State of
Hawai‘i at June 30, 2008

Source:

Investment broker, via auditor of the State of Hawai‘i FY2008 financial statements and Comprehensive Annual Financial Report
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Page 12 of that offering document begins with the paragraph shown in
Exhibit 2.11 below.
Exhibit 2.11
Excerpt from an Offering Document for Auction-Rate Securities Owned by the State of
Hawai‘i at June 30, 2008

Source:

Investment broker, via auditor of the State of Hawai‘i FY2008 financial statements and Comprehensive Annual Financial Report

Numerous other risk factors are discussed on pages 12 to 32 of the
offering document, including:
You may not be able to sell some or all of your notes at an auction
and you may not be able to retain some or all of your notes
during an auction. You may not be able to sell some or all of your
notes at an auction if the auction fails; that is, if there are more notes
offered for sale than there are buyers for those notes. . . .
You may incur losses or delays in payment on your notes if
borrowers default on their student loans. . . .
Borrowers of student loans are subject to a variety of factors
that may adversely affect their repayment ability and our ability
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to pay the noteholders. For a variety of economic, social and
other reasons, we may not receive all the payments that are actually
due on the student loans held in the trust estate. Deterioration in
economic conditions could be expected to adversely affect the ability
or willingness of borrowers to repay student loans. Furthermore,
student loans are not secured by any assets of the borrowers. . . .
The notes are not suitable investments for all investors. The notes
are not a suitable investment if you require a regular or predictable
schedule of payments or payment on any specific date. The notes
are complex investments that should be considered only by investors
who, either alone or with their financial, tax and legal advisors,
have the expertise to analyze the prepayment, reinvestment, default
and market risk, the tax consequences of an investment, and the
interaction of those factors. . . .

According to the FAD administrator, the department did not request,
obtain, or review copies of the offering documents prior to purchasing
the auction-rate securities, nor did it inquire about possible risks
associated with the securities, focusing instead on the higher yields
anticipated. The approach taken by the department was therefore
contrary to Part III.C of the State’s investment policy, which expressly
provides:
C. YIELD
1. Yield on the State’s investment portfolio is of secondary
importance compared to the safety and liquidity objectives
described above.
Investments are limited to relatively low-risk securities in
anticipation of earning a market rate of return commensurate
with the risk being assumed. . . .

This provision reflects the familiar investment principle that higher
yields are generally commensurate with higher investment risk. Thus,
a potential investment with comparatively higher yields should have
triggered some type of independent risk analysis to determine whether
and how much to invest in that particular instrument, rather than
relying on the advice of a third party investment broker who received
commissions on the sale of that investment.

Auction-rate securities purchased by the department in
FY2008 violated state law
Section 36-21, HRS, and the State’s investment policy list student
loan-backed auction-rate securities as an allowable type of shortterm investment. However, the statute and policy also contain other
requirements that must be met for an investment to be allowable.
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Section 36-21, HRS, provides that the State can only invest in securities
with maturity dates not exceeding five years from the date of purchase.
Part III.D of the investment policy also states that individual security
maturities shall not exceed five years in accordance with Section 36‑21,
HRS, which applies to individual investment transactions and to the
portfolio as a whole. Part III.D.1.b of the investment policy further
provides that “each investment will be made with the intention of holding
the investment to maturity.”
The department erroneously believed the auction-rate securities met the
State’s five-year maturity limit as the securities could be auctioned and
thus sold every seven to 49 days. However, although investors had the
option to sell auction-rate securities at the regular auctions, the actual
maturity dates for the securities are the maturity dates of the underlying
student loans and not the frequency of the auctions. The applicable
maturity dates of the securities are often clearly stated on the front of
the offering document and, in some instances, are more than 35 years
from the date of purchase. The excerpt at Exhibit 2.10 above provides
an example of the first page of an offering document for auction-rate
securities owned by the State at June 30, 2008. The “Final Maturity
Date” for that series of securities is clearly stated as “June 1, 2041.”
Accordingly, auction-rate securities due to mature more than five years
from the time purchased in FY2008 violated the maturity restriction
established in the statute as well as the department’s own investment
policy.
In addition, the department’s purchase of auction-rate securities in
FY2008 violated its own investment diversification requirements.
Part III.G of the policy provides percentage limits for the types of
allowable investments and states that auction-rate securities may
comprise up to 20 percent of the investment portfolio. The increased
investment of auction-rate securities to 29 percent of the State’s portfolio
in FY2008 violated the policy limit. As of June 30, 2009, the percentage
of auction-rate securities is slightly higher, comprising approximately
30 percent of the portfolio. Holding a significant portion of the State’s
treasury investment pool in one type of security is also contrary to sound
investment principles. The department’s own policy acknowledges the
prudence of investment diversification: Part III.A, entitled SAFETY,
includes a provision requiring the State to mitigate risk by diversifying
assets when practical as described in Part III.G of the policy.
The investment policy contains explicit guidelines for exceptions to
the policy. Part III.K.2 makes the FAD administrator responsible to
“approve, in advance, all investment transactions that are not consistent
with the guidelines prescribed in this policy and notify the Director of
Finance of such transactions.” Part V allows for exceptions to the policy
if the administrator determines that an investment transaction is in the
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best interest of the State and is consistent with the objectives of the
investment policy, subject to the following requirements:
A. Exceptions shall be approved by the Administrator prior to being
executed.
B. Significant exceptions shall also be approved by the Director of
Finance.
C. Inadvertent breach of policy shall be immediately reported to the
Director of Finance.

However, with respect to the FY2008 investments in auction-rate
securities, the FAD administrator said he was informed of the increase in
holdings through the monthly Report to the Administrator after they had
been purchased. Thus, he did not approve the transactions in advance.
The director of finance was not consulted or involved in any decisions to
purchase or increase holdings in auction-rate securities. Both the director
of finance and administrator acknowledged that the director has never
been consulted prior to any investment transactions.

The State’s auction-rate securities are illiquid and have been
impaired by at least $114 million
Because the auctions, and thus the market, for auction-rate securities
have failed since early 2008, the department is unable to sell these
securities until auctions become functional, securities are called, or the
underlying loans mature. Although the State’s auction-rate securities
were rated AAA by major ratings agencies at the time they were
purchased, the ratings on many of these securities have since dropped
below the AAA rating. A cost basis of over $630 million of the more
than $1 billion total cost basis of state-owned auction-rate securities are
now rated below AAA by at least one rating agency. Those securities
therefore now violate the requirement in Section 36-21, HRS, and
Part III.F of the investment policy that auction-rate securities “maintain
a triple-A rating by Standard & Poor’s, Moody’s, Duff & Phelps, Fitch,
or any other major national securities rating agency.” Both the FAD
administrator and funds custody manager stated their understanding
of the requirement is that auction-rate securities should maintain
AAA ratings from the major rating agencies throughout the period the
investments are owned by the State.
Accordingly, the value of the State’s auction-rate securities has been
significantly impaired. The department was required to write down the
value of these investments by $114 million as of June 30, 2008. As
of the end of December 2009, the department was still in the process
of determining the fair value of its auction-rate securities at June 30,
2009. However, based on a preliminary, unaudited valuation provided
by an investment broker, it appears the value of the State’s auction-rate
securities has further decreased by more than $100 million. Thus, as
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the director has stated, if the department were to currently sell these
securities, it would realize an actual loss of over $200 million.
The department has determined that the State is able to hold the auctionrate securities until maturity without impacting liquidity, and thus the
State will not have to realize any actual loss in selling the securities.
Consequently, both the director of finance and the FAD administrator
have stated that the department’s holdings of auction-rate securities is
not an issue and has no negative effect on the state treasury or the State’s
current financial condition. As discussed above, however, the maturity
dates for these securities are the maturities of the underlying loans, which
range from 2016 to 2045 according to the department’s June 30, 2009
investment statement. It is highly improbable that the state treasury
would not be affected by having a significant percentage of its moneys
tied up for seven to 35 years, or alternatively, sold at a significant loss. It
is further unreasonable to believe there is no impact to liquidity when the
State is currently facing substantial budget shortfalls and does not have
available funds to cover its anticipated disbursements. Moreover, the
department’s determination that there is no risk of loss by holding these
securities until maturity does not consider the other risks associated with
the securities, such as the potential for loss if borrowers default on the
underlying student loans.
The director and administrator also point out that the State is not
alone in this predicament since many other investors, including other
governments, did not understand the risks and are now stuck holding
auction-rate securities. According to the department, the auction-rate
securities market grew over time to approximately $330 billion, with
many other states and private institutions investing in the securities.
However, based on the department's estimate of the total market, the
State of Hawai‘i held $1 billion of the $330 billion total auction-rate
securities held by thousands of institutional and other investors across the
nation.
We believe that deficiencies in the department’s investment process
discussed above played a significant role in the current condition of
the state treasury and its investments. This situation highlights the
need for the department to update its investment policy, conduct risk
assessments, and formally monitor monthly transactions and holdings.
More importantly, the director of finance and the FAD administrator were
not involved in the decision to significantly increase the State’s holdings
in auction-rate securities. It was irresponsible of the key individuals
charged with oversight of the state treasury to allow more than $1 billion
to be invested in an instrument not fully understood and without their
knowledge and approval.
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Recommendations

We recommend that the Department of Budget and Finance:
1. Formally review and update the State of Hawai‘i Treasury
Investment Policy on an annual basis, as currently required, or
consider whether it is necessary for the department to update the
policy related to the frequency of review.
2. Consider best practices identified by the Government Finance
Officers Association (GFOA) related to managing market risk,
benchmarking, and measuring total performance in a portfolio while
reviewing the investment policy, including the article “Innovation
in Managing Public Funds: Benchmarking and Total Return”
from the August 2007 Government Finance Review and the GFOA
Recommended Practice white paper “Managing Market Risk in a
Portfolio (2007) (CASH).” In particular, the following points should
be considered:
a. The maturity structure of a security should be fully understood.
Prior to purchase, the government should confirm compliance
with its investment constraints and overall investment strategy.
If a security has options associated with it such as call options,
the structure of the option should be analyzed to determine its
potential impact on market risk through an analysis. The stated
maturity date should always be used to determine compliance
with maximum maturity constraints, not any potential call dates
unless an official announcement of a call has been released.
b. Although the department’s investment policy currently sets a
maximum maturity restriction for individual securities to not
exceed five years, consistent with the statutory limitation, the
GFOA does not consider this the most effective way to manage
market risk and to obtain an understanding of the potential
price volatility of either an individual security or an entire
portfolio. The GFOA recommends adopting weighted average
maturity limitations and/or weighted average duration targets,
which often range from 90 days to three years, consistent with
the government’s investment objectives, constraints, cash flow
needs, and risk tolerances. The weighted average maturity
limitations can be used to limit market risk in a portfolio
consistent with the five-year maturity limit in the statute. The
weighted average duration targets can be used to manage market
risk in a portfolio.
c. Although the investment policy states that the yield on the State’s
investment portfolio is of secondary importance compared to
the safety and liquidity objectives, the department also has
a fiduciary duty to taxpayers to ensure that it is obtaining a
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competitive rate of return on those funds as long as safety
and liquidity are satisfied. While the investment policy states
that investments are limited to relatively low-risk securities in
anticipation of earning a market rate of return commensurate
with the risk assumed, no formal benchmarks are specified in
the investment policy. Benchmarks are points of reference,
or targets, that an agency can use to evaluate its investment
performance. For budgeting performance measurement goals,
an agency will generally start with the one-year U.S. Treasury
note as a base, consider trends in the market and the direction
of interest rates, and determine an estimated return rate as its
performance measurement goal. As part of the investment policy
review, the department should determine an appropriate total
return index as a benchmark that reflects the State’s investment
objectives and tolerances for risk. Sample benchmarking indices
identified by the GFOA are presented below in Exhibit 2.12.
Exhibit 2.12
Sample Benchmarking Indices

Duration
(Years)

10-year
Annualized
Return

Merrill Lynch 0-1 Year Treasury

0.43

3.99%

Merrill Lynch 1-3 Year Government

1.63

4.84%

Lehman 1-3 Year Government

1.66

4.87%

Merrill Lynch 1-5 Year Government

2.22

5.18%

Lehman 1-5 Year Government

2.24

5.21%

Merrill Lynch 1-5 Year Corporate and
Government “A” and above

2.32

5.38%

Index

Source:

Innovations in Managing Public Funds Benchmarking and Total Returns; Joya
C. De Foor and Kay Chandler; GFOA website: www.gfoa.org/downloads/
Benchmarking_aug07.pdf

3. Consider reviewing investment practices of other states (e.g.,
through review of websites, telephone discussions, networking at
conferences, etc.) for best practices and innovations that can lead to
improvements in the State’s investment policy and practices.
4. Update and document operational procedures for performing daily
cash projections to determine excess cash in the state treasury
available for investment. The Treasury Management Branch
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may consider investigating the use of an automated system to
perform the projection, including investigating if such functionality
exists in the Microsoft Dynamics accounting system it already
uses. Alternatively, if manual spreadsheets are determined to be
most cost effective, the Treasury Management Branch should use
automated formulas and streamline the calculation on a single
worksheet, or link cells within a workbook, to ensure that accurate
amounts are translated throughout the spreadsheets in calculating
projected amounts available for investment. An automated process
or formulas will assist in providing a more reliable projection of
excess cash, enable the consistent performance of procedures, and
aid in the transition of tasks to new or other employees (including
management) during an employee’s absence or position vacancy.
5. Perform and document an appropriate level of review of investment
decisions as required.
6. Review the investment policy to determine whether any revisions
are necessary to the current internal reporting requirements. In
addition, investment reports should be prepared in a timely manner
and with adequate information to allow the director of finance and
FAD administrator to determine whether the State’s investments
comply with state law and the investment policy. The department
should properly report the maturities of auction-rate securities based
on the stated maturities of the underlying loans, rather than the next
scheduled auction date, which significantly shortens the average
maturity of the investment portfolio.
7. Ensure that investments comply with all provisions of Section 36‑21,
HRS, and the investment policy. The department should also
perform adequate risk assessments of all current and potential
investments to ensure it understands all risks related to an investment
and that an investment complies with state law and the investment
policy. Furthermore, the department should ensure that the State can
exit any investment, without penalty, that no longer complies with
state law.
8. Follow the guidance stated in Section V of the investment policy
and obtain proper approvals from the FAD administrator and,
when exceptions are significant, the director of finance prior to the
purchase of investments if they exceed quantitative guidelines but
are deemed to be in the best interest of the State. Also, as required
under the investment policy, inadvertent breaches of the policy
should be immediately reported to the director of finance.
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The Financial
Administration
Division Has
Failed To Perform
Essential
Functions

In addition to maximizing returns, the department is responsible for
safeguarding the State’s moneys. This encompasses establishing
protective measures over state assets, including formal policies, timely
reconciliations, and managerial reviews. The Financial Administration
Division (FAD) is also responsible for distributing investment returns
to respective state agencies. However, FAD has not performed these
essential functions and responsibilities. It has failed to perform
timely bank reconciliation or record reconciling adjustments; failed to
timely allocate investment pool earning to participants; and violated
award notification requirements for the procurement of bond issuance
underwriters.

Failure to perform
timely bank
reconciliations
increases the risk of
undetected errors
and has resulted in
misstatements

Pursuant to Section 36-2, HRS, the director of finance “shall keep, or
cause to be kept, in appropriate books, a clear, distinct, and full record
of all the transactions and business” of the department. This includes
maintaining proper and accurate records of the significant cash and
deposits managed by the department. The timely preparation and review
of monthly bank reconciliations is a basic but essential internal control
used to ensure that an entity’s financial records are properly stated and
mitigates the risk of misappropriation of an entity’s cash. However, the
department is delinquent both in reconciling bank balances to its cash
sub-ledger and in reconciling its cash sub-ledger to the State’s general
ledger system. As of September 2009, neither reconciliation had been
completed since March 2009. The department also lacks a formal review
process over bank reconciliations. The department’s records were not
properly adjusted, resulting in misstated cash balances in the cash subledger (Microsoft Dynamics). Also, without reconciliations to identify
differences between the department’s Microsoft Dynamics balance and
bank balances, misappropriations of cash are neither deterred nor timely
detected.

Lack of timely preparation and formal review of bank
reconciliations
The State has checking accounts with local financial institutions.
The First Hawaiian Bank (FHB) demand deposit account is the state
treasury’s primary bank account, and the Bank of Hawaii (BOH) demand
deposit account is the second-largest account. The department also
maintains its own cash sub-ledger (Microsoft Dynamics), which should
reflect the actual amount of cash belonging to the State, or the “book”
balance.
State agencies are required to deposit cash receipts into one of the
treasury bank accounts. A treasury deposit receipt (TDR) is also
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prepared and submitted to the department within 30 to 60 days to ensure
proper recordation of cash receipts into Microsoft Dynamics. The
division is responsible for reconciling the sub-ledger cash balance to
monthly bank statements, identifying and resolving any discrepancies.
The cash receipts and reconciliation process is depicted in Exhibit 2.13.
Exhibit 2.13
Overview of Cash Receipts and Reconciliation Process

State Agencies:
Cash Receipt

Bank Deposit Slips

Local Banks:
Demand Deposit Accounts

B&F reconciles bank
statements to cash sub-ledger
Treasury Deposit
Receipt (TDR)

Department of Budget & Finance :
Cash Sub-ledger
(Microsoft Dynamics)
Batched TDRs

B&F and DAGS reconcile cash
sub-ledger to FAMIS

Department of Accounting & General Services:
State’s General Ledger System
(Financial Accounting & Management Information
System)

Source:

Compiled by Accuity LLP based on information provided by the Department of
Budget and Finance

We found that as of September 30, 2009, the FHB and BOH demand
deposit account reconciliations were only performed through March
2009. Additionally, there is no formal management review process for
any of the bank reconciliations. Bank and book balances are reflected in
Exhibit 2.14.
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Exhibit 2.14
FHB and BOH Bank and Book Balances as of March 31, 2009

Bank

Type of Account

First Hawaiian Primary bank
Bank
account
Bank of
Hawaii
Source:

Demand deposit
account

Bank Balance
March 31, 2009

Book Balance
March 31, 2009

$109,023,978

$59,945,510

$662,973

$344,129

Compiled by Accuity LLP

According to the FAD administrator and funds custody manager, the
department is behind on its reconciliations due to short staffing and a
general hiring freeze on vacant positions within the State’s executive
branch during FY2009. They also do not believe it is necessary to have
formally documented procedures over bank reconciliations. However,
formal and timely cash reconciliations are fundamental to a wellcontrolled cash management process, ensuring balances are properly
stated and reducing the likelihood of errors and misappropriation. This
is especially critical for the State’s cash accounts considering the time
lag between the actual receipt of cash and its recording in Microsoft
Dynamics.

Lack of proper adjustment of the department’s records
Transactions, including cash receipts, should be recorded during the
period in which they occur. However, FAD generally records cash
receipts as of the date supporting documents are received from state
agencies, regardless of when the underlying transactions occurred.
Consequently, the department does not properly record deposits, debits,
or debit memos that should be identified during the bank reconciliation
process. As of March 31, 2009 (the most recently completed bank
reconciliation as of October 2009), the following items in the primary
bank account with First Hawaiian Bank were not reflected in the
department’s cash sub-ledger, as supporting documents had not been
received from the state agencies involved in these transactions:
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 Unrecorded deposits
 Unrecorded debits
 Unrecorded debit memos (i.e., return
of bad checks and deposit errors) over
60 days old
 Total understatement

$164,988,496
($120,085,546)

($239,000)
$44,663,950

Unrecorded Deposits
The division does not record cash receipts until it receives a treasury
deposit receipt (TDR), which can be up to 60 days or more after an
agency has made a deposit. As a result, between the date of deposit and
the date of recordation, the State’s book balance is understated compared
to the cash in its bank account. This situation is not problematic if timely
reconciliations are performed to identify these amounts and properly
adjust the book balance of cash. However, as previously noted, the
department is over six months behind in its bank reconciliations.
We were informed that the department has made efforts to remind
other departments and agencies to submit all TDRs in a timely manner,
including sending quarterly notices to department heads. However, the
department has limited control over other agencies’ submission of TDRs.
During testing of the U.S. Treasury Trust Fund reconciliations, we also
noted unrecorded deposits as of June 30, 2009, as the department had not
received the TDRs in a timely manner. Consequently, these items were
not recorded until July 2009.
Unrecorded Debits
Unrecorded debits are related to check settlements in subsidiary accounts
that are reflected in the bank before midnight on the last day of a month.
As check settlements are recorded by the bank between the department’s
close of business and midnight, the department is unaware of those
transactions until the following day and records settlements in the cash
sub-ledger the next day, which is in the subsequent month.
Unrecorded Debit Memos
Unrecorded debit memos consist of returns of bad checks, deposit errors,
etc. The FAD administrator and funds custody manager informed us
that the informal policy is for the department to properly identify and
record bank debit memos within 60 days. The majority of the $239,000
of unrecorded debit memos over 60 days old relates to legal action
from 1999 approximating $170,000. These debit memos require the
state attorney general’s action to resolve. The department is currently
monitoring the status of the legal action and requested that the attorney
general assist in resolving the matter.
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Due to unrecorded deposits, debits, and debit memos, the department’s
cash balance was understated by approximately $44.7 million as of
March 31, 2009. Monthly bank reconciliations, necessary to identify
unrecorded reconciling items and proper financial statement adjustments,
are not being performed on a timely basis.

Reconciliations between FAD and DAGS’s records are not
completed timely nor reviewed by the department
On a monthly basis, the FAD and the Department of Accounting and
General Services (DAGS) work together to reconcile the department’s
cash sub-ledger (Microsoft Dynamics) to the state general ledger system
(FAMIS) for cash and investments by fund type (i.e., bond fund, general
fund, trust fund and special fund). The Treasury Management Branch
cashier initiates the process by completing the FAD records column of
the “Monthly Reconciliation of Funds” based on the Microsoft Dynamics
statement of cash system report. The reconciliation is reviewed and
signed off by the FAD administrator, funds custody manager, or public
debt manager, then forwarded to DAGS for reconciliation of the FAD
amounts to the comptroller’s (i.e., FAMIS) balances.
The reconciliation is sent back to the department, where the Treasury
Management Branch cashier reviews the reconciliation and works with
DAGS to determine whether any adjustments to the department’s or
DAGS’s records are necessary. The cashier signs the reconciliation, and
the funds custody manager signs to approve any adjustments that require
posting as well as to evidence review of the final reconciliation. The
reconciliation for March 2009 is shown in Exhibit 2.15.

48

Chapter 2: The Department’s Lack of Leadership and Accountability Puts the State’s Funds at Risk

Exhibit 2.15
Reconciliation of FAD and DAGS Cash Balances as of March 31, 2009

Source:

Department of Budget and Finance

49

Chapter 2: The Department’s Lack of Leadership and Accountability Puts the State’s Funds at Risk

We noted that the monthly reconciliations for 2009 were initiated by
the department and sent to DAGS. As of the end of October 2009,
the department had only received from DAGS reconciliations through
March 2009. However, according to the funds custody manager, the
department has not completed the final step to verify if any reconciling
items require adjustment to the department’s or DAGS’s accounting
records since the reconciliation for June 2008, which was the last fully
completed reconciliation. According to the FAD administrator and
funds custody manager, the Treasury Management Branch is behind in
completing some of its other work. Consequently, cash and investment
reconciliations to balances recorded by DAGS were not reviewed during
the entire fiscal year 2009.
We tested three monthly reconciliations from July 2008 through March
2009 that were returned to the department. For all three, there was no
evidence of a subsequent review or posting of any adjustments by the
department after the reconciliations were received from DAGS.
However, if reconciliations are not completed and reviewed on a timely
basis, the department may be unaware of and unable to correct errors in
its cash and investment balances in a timely manner, resulting in delays
in the preparation of the State’s Comprehensive Annual Financial Report
(CAFR) and the financial statements of other state departments and
agencies. Delays in completing the departmental financial statements
may lead to departments failing to submit their financial reporting
package to federal agencies in a timely manner, in accordance with
Office of Management and Budget (OMB) Circular A-133, Audits
of States, Local Governments, and Non-Profit Organizations, which
may jeopardize future federal funding or lead to costly additional
requirements on the use of future federal funds.
The following represent examples of problems that can occur as a result
of untimely or incomplete reconciliations of the department’s cash subledger to both bank accounts and the state general ledger system.
$1,196,000 overstatement of fiscal agent account cash balances as of
June 30, 2009
During prior fiscal years, the department’s fiscal (bond paying) agents
disbursed funds in their custody but did not provide the department
sufficient information to properly record these payments. Although the
department does not dispute these transactions, it has not recorded them,
and the balances from unrecorded transactions appear as reconciling
items on the department’s reconciliations to the fiscal agents’ balance.
Consequently, the department’s cash balance for fiscal agent accounts is
overstated by $1,196,062 as of June 30, 2009.
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For long-outstanding unreconciled items, the department deemed that it
would not receive any additional information from fiscal agents, fiscal
agents’ balances are correct, and a process was established to remove
old unreconciled items via journal voucher adjustments after consulting
with DAGS. While the department is still in the process of adjusting
the balances, time constraints have not allowed FAD to record many
adjustments during fiscal year 2009, resulting in an increase in the
balance of the unreconciled items from $859,740 at June 30, 2008 to
$1,196,062 at June 30, 2009.
Information sent to DAGS for adjustments to the financial statements
is incomplete
The department did not send a complete list of financial statement
adjustments to DAGS in accordance with generally accepted accounting
principles (GAAP). We noted a $300,000 call on a security on June 30,
2009, which was not paid or recorded until July 1, 2009, should have
been reported to DAGS for recording on a trade date basis as of June 30,
2009.
Since FAD personnel are not familiar with GAAP and transactions are
recorded on a cash basis, investment transactions are recorded on the
settlement date, rather than the trade date. We understand that DAGS
requests the department provide information on transactions with trade
dates prior to year end, which the department failed to do in this instance.

The department
is delinquent in
allocating investment
pool earnings to
participants

The treasury investment pool combines the State’s cash resources to
maximize investment returns on general, special, trust, and general
obligation bond funds. The bond investment pool is similar to the
treasury investment pool except it is specifically used to invest the
proceeds of revenue bonds. While a significant portion of interest is
credited to the general fund, many agencies’ special and trust funds are
entitled to, and dependent upon, their respective share of investment
returns.
Section 36-21(a), HRS, requires the department to pay investment pool
income to respective agencies’ funds based on each fund’s contribution
of moneys into the pool. However, the department has fallen
significantly behind in allocating interest to respective agency funds.
Further, the lack of documented interest allocation procedures makes
it difficult to assess the department’s compliance with policies and for
the department to minimize the loss of critical, valuable experience and
information when employees leave.
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Unallocated treasury and bond pool interest earnings
Director of Finance Memorandum No. 99-15, dated July 14, 1999, states
that the department will distribute interest to participating agencies’
designated interest accounts on the tenth workday of the following month
the interest was earned. However, as of June 30, 2009, the department
had not performed the interest allocation for the treasury investment pool
beyond January 2009, and had not performed the allocation for the bond
investment pool for the entire fiscal year. In fact:
•

The department has unallocated treasury investment interest
earnings of $13,662,778 as of June 30, 2009, which represents
the amounts unallocated from February 2009 to June 2009.

•

The department has unallocated bond investment pool interest
earnings of $2,669,522 as of June 30, 2009, which represents the
investment earnings in the bond investment pool for all of fiscal
year 2009 (i.e., since July 2008).

We noted that unallocated interest in the investment pools is held in trust
funds in the department’s name, until the department is able to allocate
those earnings to the relevant departments and agencies.
The bond investment pool includes bond proceeds from special revenue
bonds. A special revenue bond issuance may be planned for a capital
improvement project, a project approved by the Legislature, and
expenditures incurred for the approved project, but the bond issuance
may be delayed or there may be changes in the planned issuance and the
sale is not completed as initially planned. To pay for the expenditures
incurred, the agency can advance money from its special revenue funds
and transfer it to the bond fund so expenditures can be paid from the
bond fund. When the special revenue bond issue is completed, a portion
of the proceeds from the bond sale are returned to the special revenue
fund as reimbursement for the advance.
During fiscal year 2009, the Treasury Management Branch noticed the
bond pool interest allocation system failed to include moneys advanced
to the bond fund from the special revenue fund in allocating the bond
investment pool’s earnings. Due to the large amounts advanced during
the year, the bond funds received smaller allocations of investment
earnings than they should have. We were informed that this system was
corrected in April 2009.
According to the FAD administrator, interest allocations were not
performed timely because work was reprioritized due to short staffing
within FAD. Although the accountant V was responsible for interest
earnings allocations and maintenance of investment schedules, some
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of those responsibilities were reprioritized to cover other functions,
including some of the accountant IV’s responsibilities, whose position
was vacant for two years. Based on discussions with the FAD
administrator and the funds custody manager, the department considers
completing the monthly interest allocation by the tenth workday of
the following month a guideline rather than a requirement. We also
noted that interest earnings allocation procedures were not formally
documented and other FAD staff were not properly trained on the
procedures before the accountant V left the department in April 2009.
Due to the lack of a documented policy, the department was unable to
perform the interest allocations after the accountant V left or to explain
the process to us until after it consulted with DAGS’ Information and
Communications and Services Division (ICSD), which maintains the
interest allocation system, in September 2009.
Delays in allocating interest earnings create a financial burden on
departments and agencies that rely on those earnings for spending. In
addition, if amounts are significant to certain departments, delays in
allocating interest earnings can delay completion of financial statements
and federal compliance audits for those departments, as interest amounts
need to be properly accrued and reported. Consequently, completion of
the statewide financial statements and Comprehensive Annual Financial
Report (CAFR) could also be delayed.

Revised allocation policy and methodology was not issued or
communicated to investment pool participants
Finance Memorandum No. 99-15 also states that interest earned on pool
investments is to be computed monthly by the Investment Pool System
maintained by FAD on an accrual and cash (realized/paid) basis. Each
appropriation account is to be credited with its pro-rata share of accrued
monthly interest earnings, but is to be paid interest based on its pro-rata
share of cash received as interest during a month.
Upon implementing an accounts payable aging system for accrued
interest in 2006, the allocation methodology was revised. The FAD
administrator and funds custody manager told us an email was sent to
participants in the treasury investment pool explaining the change in
allocation methodology. However, the department was unable to locate
that email or any other correspondence, memorandum, or documentation
explaining the change in the interest earnings allocation methodology.
Furthermore, as we could not verify whether the department informed
participants of the change in the interest earnings allocation, participating
agencies may not know of the change or have a clear understanding of
how interest earnings are allocated under the revised methodology.
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The department failed
to post awards for
underwriting contracts

Section 103D-304(i), HRS, states that contracts of $5,000 or more are
to be posted electronically within seven days of the award by the chief
procurement officer and posted for at least one year. The department
violated this provision for one out of two general obligation bond
issuance underwriting contracts and all four special revenue bond
issuance underwriting contracts in FY2009.
According to the Notice of Award posting for the underwriting
contract for the general obligation (GO) bond issuance which closed
on December 16, 2008, the contract was awarded on July 18, 2008.
However, the notice of award was not posted until August 22, 2008, over
one month (36 days) after the date of the award.
There was no Notice of Award posted for any of the four underwriting
contracts awarded for special revenue bond issuances in fiscal year 2009.
The FAD administrator informed us that the delay in posting and the
non-postings of Notices of Award were oversights. In the case of the
special revenue bond contracts, there was a misunderstanding as to who
was responsible (the department or the agency issuing the bonds) for
posting the award. According to the FAD administrator, if the contract is
with the department, as was the case with these contracts, the department
is responsible for posting the Notice of Award. The FAD secretary, who
is responsible for posting notices of awards, posts the award notifications
when the contracts are sent for filing. However, the secretary was not
aware that the department was required to also post award notifications
for special revenue bonds.
Non-compliance with Section 103D-304(i), HRS, is a violation of state
law. Failure of the department to comply with this section exposes
it to potential protests of awards by nonselected professional service
providers, which could result in delays of the issuance of bonds or
additional costs.

Recommendations

We recommend that the Department of Budget and Finance perform
the following to ensure timely preparation and review of bank
reconciliations:
1. Establish formal policies and procedures for preparing and reviewing
bank reconciliations. The policy should include the timeframe
and individuals responsible for the preparation and review of
reconciliations.
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2. Report unrecorded items to DAGS for proper adjustment as of
month/year-end and record adjustments in the department’s subledger in a timely manner for the preparation of its own financial
statements of cash and investments in the state treasury.
3. Record adjustments in a timely manner and provide the necessary
information to DAGS for proper recording in the State’s CAFR and
dissemination to state departments and agencies for preparation of
their financial statements.
4. Write off the difference with the fiscal agents of $1,196,062.
5. Follow established procedures and timely complete reconciliations
of FAD records to the comptroller’s records received from DAGS. If
necessary information is not received from DAGS on a timely basis,
FAD should liaise with DAGS to obtain the information, review
reconciliations, and ensure any necessary adjustments are recorded in
the department’s and/or DAGS’s books in a timely manner.
We recommend that the department perform the following related to the
treasury and bond investment pools:
1. Immediately complete interest allocations for the remaining months
in fiscal year 2009. We also recommend the department ensure
allocations for fiscal year 2010 are performed within the timeframe
stated in Finance Memorandum No. 99-15.
2. Formally document the methodology in allocating interest earned
(received and accrued). In the event of employee turnover or
absence, written procedures will allow individuals who assume the
process to properly perform the allocation in a timely manner.
3. Formally inform investment pool participants of the revised interest
earnings allocation methodology and any subsequent changes to the
investment pool that may affect participating agencies.
To ensure compliance with Section 103D-304(i), HRS, we recommend
that the department immediately post Notices of Award for the four
underwriting contracts for special revenue bond issuances awarded in
FY2009. We also recommend that the department comply with the
provisions of Section 103D-304(i), HRS, for all current and future bond
issuances.

55

Chapter 2: The Department’s Lack of Leadership and Accountability Puts the State’s Funds at Risk

The Budget
Division’s
Informal and
Undocumented
Budget
Process Lacks
Transparency
and Leaves the
Department
Vulnerable

The Budget, Program Planning and Management Division (Budget
Division) of the Department of Budget and Finance is responsible for
preparing, monitoring, and executing the State’s executive budget and
six-year program and financial plan. The purpose of the State’s budget
and budgetary process, as stated in Section 37-63, HRS, is “to establish
a comprehensive system for state program and financial management
which furthers the capacity of the governor and legislature to plan,
program, and finance the programs of the State.”
Statutes set forth the duties of the Department of Budget and Finance
regarding the state budget. Section 37-67, HRS, Responsibilities of the
department of budget and finance, mandates that the director assist the
governor in preparing and administering the state budget and financial
plan. It also identifies more specific responsibilities, including but not
limited to:
1. Developing procedures, rules, and regulations to guide state agencies
in preparing program and financial plans, program budget requests,
and program performance reports, and to assure the availability of
information needed for effective policy decision-making;
2. Assisting state agencies in the formulation of program objectives,
preparation of program plans and budget requests, and reporting of
program performance;
3. Coordinating, analyzing, and revising as necessary program
objectives, plans, budget requests, and performance reports prepared
by state agencies and developing the state comprehensive program
and financial plan, budget, and program performance report; and
4. Administering its responsibilities so that policy and budget decisions
made are implemented to the fullest extent possible within the
concepts of proper management.
We reviewed the efficiency and effectiveness of the Budget Division’s
methodologies and procedures for preparing and monitoring the
State’s budget. We noted that the Budget Division provides detailed
written instructions to other state agencies as well as standardized
forms outlining various stages of the budget process. However, we
identified procedures and practices in the Budget Division’s own internal
operations that should be improved.
First, the division lacks standardized review criteria, documentation
requirements, and documentation retention procedures, which has led to
a budget preparation and execution process that lacks transparency and
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uniformity. Second, the department’s lack of a formal succession plan
leaves it vulnerable in light of a large percentage of employees reaching
retirement age. Third, the Budget Division inaccurately reported its
performance data, which diminishes the value of the State’s performancebased budgeting process, particularly since the division has considerable
responsibilities related to performance reporting for the State.

Budget preparation
and execution process
is not standardized or
documented

Well-documented, formalized procedures provide both management
and their employees with a common understanding of the policies
and procedures that govern their jobs and decisions; they also ensure
consistency and minimize transition issues when staff change or
leave. Based on our review of the budget preparation and execution
process and interviews with key personnel, including the Budget
Division program analysts and branch chiefs, we noted that there are no
documented, formal internal procedures nor standardized review criteria,
documentation requirements, or document retention or disposition
guidelines for budget preparation or execution reviews.
Exhibit 2.16 describes the budget preparation and execution process.
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Director and/or
Budget Division
Deputy Director
Administrator
of Finance

Program
Analysts

Branch Chiefs

Exhibit 2.16
Overview of the Department of Budget and Finance Budget Preparation and Execution
Process

1.1 Budget
documents
received from
departments and
distributed to
program analysts

1.2 Review
requests from
departments

1.5 Review
recommendation reports
and send to Budget
Division Administrator
2

1.3 Obtain additional
information to support
requests as necessary
1

3

1.4 Draft
recommendation
reports to approve,
disapprove, or
approve with
amendments
1.6 Reviews each
recommendation and
sends to Director’s
office for approval
2

1.7 Reviews each
recommendation and
submits to Governor
for review and approval
if necessary
Notes:
1 = There is a lack of standardized review criteria, documentation requirements, and document
retention for budget preparation and execution.
2 = Internal reviews by supervisors are not evidenced.
3 = According to the variance reports, the Budget Division achieved its target measure of
reviewing requests within 5 business days 90 percent of the time; however, a sample tested
showed it only achieved its target 4 percent of the time.

Source:
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To support the recommendation of a budget adjustment request, program
analysts take steps to ensure the necessity and validity of each request
based on its type. This process is reflected in Exhibit 2.16 as steps
1.2, 1.3, and 1.4 and in note 1, and includes understanding the purpose
of the request, the impact it will have on the requesting department’s
customers, whether it is a health and safety issue, whether the program/
activity is mandated, whether there are existing resources that could be
reallocated to perform the same function, etc. However, these steps are
not formalized and vary among analysts.
Program analysts’ recommendations are reviewed by a branch chief, the
Budget Division administrator, and the director of finance before being
presented to the governor. These procedures are reflected in Exhibit 2.16
as steps 1.5, 1.6, and 1.7 and in note 2. However, internal signatures and
dates of review are not indicated on supporting documentation to record
the proper levels of review.
According to our discussion with branch chiefs, many internal guidelines
and decisions are orally communicated to Budget Division staff. For
example, if they receive clarification on a budget preparation guideline,
it is common practice for the Budget Division administrator and branch
chiefs to orally notify their staff. Consequently, historical knowledge
on key decisions for handling specific matters, such as the Felix
Consent Decree, is not documented. This could result in inconsistent
practices within the State, as subsequent budget requests may be handled
differently.
Furthermore, there is no formalized training for new employees to
ensure consistency of operations. The Budget Division administrator
and branch chiefs have relied on current budget analysts’ accumulation
of knowledge and critical insight about operations, their role, and their
customers (departments/agencies) in using their judgment and making
budget recommendation decisions.
However, the lack of formalized procedures makes it difficult to assess
the department’s compliance with budget protocols and policies.
Moreover, in conjunction with pending retirements and the reduction-inforce that occurred in November to December 2009, discussed further
below, the lack of formalized policies and procedures makes it difficult
to minimize the loss of critical, valuable experience and institutional
knowledge when employees leave the department.
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Lack of a formalized
succession plan and
a high percentage of
retirement-eligible
employees could lead
to loss of critical and
valuable information

In addition to lacking formal, documented procedures and standardized
criteria for its budget processes, the Budget Division also lacks a
formalized succession plan. With a large percentage of Budget Division
employees, including key personnel, close to retirement age, the
department is vulnerable to the loss of critical and valuable institutional
knowledge that is currently undocumented.
In comparing a list of the department’s total employees against a list
prepared by the department of its employees eligible for retirement
over the next five years, we discovered that of 66 total employees in
the Department of Budget and Finance, 21 employees (32 percent)
are eligible for retirement by December 31, 2013, as summarized in
Exhibit 2.17 below.
Exhibit 2.17
2009 to 2013 Eligible Retirees
Eligible Retirement
Year

Source:

Projected Eligible
Retirees

2009

12

2010

2

2011

2

2012

1

2013

4

Total

21

Summarized based on a list of employees eligible for retirement provided by the
Department of Budget and Finance

Within the Budget Division, nine of 22 employees (41 percent), including
individuals in five key management positions, are eligible for retirement
over the next two years. The five key management positions include the
Budget Division administrator, the program and budget policy officer, the
program and budget analysis managers of branch II and branch III, and
the program budget analyst (fiscal analysis). Furthermore, three of the
five key management/supervisory positions were included in the State’s
reduction-in-force in November and December 2009.
The governor also established a general hiring freeze within the State’s
executive branch, making it difficult to adequately replace retiring
employees and ensure institutional knowledge is not lost. Furthermore,
according to the Budget Division administrator, the department does
not have any formalized workforce or succession planning strategies
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to ensure the effective and efficient continuance of operations and
documentation of institutional knowledge. Without qualified and
knowledgeable budget personnel, the Budget Division will be unable to
ensure the delivery of effective and timely services in compliance with
Chapter 37, HRS.

Budget Division
substantially
overstated its
performance results
to match target
measures, diminishing
the value of the
performance reporting
process

Pursuant to Section 37-75, HRS, the governor is required to submit
an annual variance report to the Legislature 30 days before the start of
each regular legislative session. The Budget Division is responsible for
issuing instructions to and collecting data from state agencies to prepare
the report. In accordance with Section 37-75, HRS, Variance report:
Not fewer than thirty days prior to the convening of each regular
session of the legislature, the governor shall submit to the legislature
and to each member thereof a report on program performance for the
last completed fiscal year and the fiscal year in progress. In format,
the report generally shall follow the fiscal requirements portion of the
executive budget or budgets. The report shall include:
(1) At the lowest level of the program structure, for each program
contained in the budget finally approved by the legislature for the
last completed fiscal year and the fiscal year in progress: . . . .
(D) The effectiveness measures and a comparison of the level of
effectiveness anticipated and the level actually attained in
the last completed fiscal year and the level of effectiveness
anticipated and the level estimated for the fiscal year in
progress; and
(E) A narrative explanation of the significant differences for
the last completed fiscal year in each of the comparisons
made in subparagraphs (A), (B), (C), and (D), including an
explanation of the basis upon which the original estimates
were made and the reasons why the estimates proved
accurate or inaccurate, and a statement of what the actual
experience portends for the future of the program in terms of
costs, size, and effectiveness;
provided that expenditure amounts in the comparisons shall be
shown to the nearest thousand dollars. . . .

We reviewed the Variance Report to see how well the division was
performing against its own reported target measures of effectiveness.
One of the measures by which the Budget Division measures its
performance is the percentage of recommendations on department
requests completed within five business days. This is reflected at
Exhibit 2.16 in step 1.5 and note 3. According to the variance reports
for fiscal years 2007, 2008, and 2009, the Budget Division achieved its
target measure of reviewing requests within five business days 90 percent
of the time for all three fiscal years. However, when we judgmentally
selected a sample of 25 budget adjustment requests in FY2009, only one
(4 percent) was completed within the target due date; two (8 percent)
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were not applicable, as review by the Budget Division was not necessary;
and 22 (88 percent) were not completed by the target due date. Of the
22 requests where reviews were completed after the target due date, the
number of delinquent business days ranged from three to 92 days.
We asked the Budget Division administrator about the cause of the
inaccurate reporting. We were informed that the number was a “bestguess estimate” rather than the actual achievement rate. Although the
Budget Division tracks the information necessary to report its actual
achievement rate, it appears the administrator does not feel that accurate
performance reporting is a priority, resulting in the highly inaccurate
success rate reported. It appears that to avoid the requirement in
Section 37-75, HRS, to investigate variances from the target, an estimate
equal to the target rate was reported.
As the group within the State responsible for preparing and analyzing the
State’s comprehensive program and financial plan, budget, and program
performance report, the Budget Division should take performance
reporting seriously and report its results as accurately as possible.
Moreover, since the department is statutorily responsible for guiding
and assisting other state agencies in formulating target measures and
developing performance reports, the Budget Division should set an
example for other departments and agencies to follow in performing the
variance analysis as part of the State’s performance-based budgeting
process. Unless decision makers demand more meaningful and accurate
performance data and use the information in making critical decisions
about allocation of resources, other departments have little incentive to
develop meaningful measures or report accurate performance results.
This defeats the goals of performance-based budgeting, which is the base
for the State’s budgeting process. The Variance Reports can only be as
useful as the data contained within them.

Recommendations

1. We recommend that the Budget Division document operational and
administrative policies and procedures to reflect current activities
and procedures, including the documentation of common and
unusual cases so that procedures are consistently performed within
the division. This documentation will also aid in training new
employees and guide management in performing tasks during an
employee’s absence or position vacancy.
2. Given current fiscal constraints and the State’s general hiring freeze,
we recommend that the department use cost-effective strategies to
retain qualified staff, cultivate employees’ skills to develop future
leaders, promote knowledge transfer through job-shadowing and
mentoring programs, and document internal procedures and practices
with examples of how to perform critical tasks.

62

Chapter 2: The Department’s Lack of Leadership and Accountability Puts the State’s Funds at Risk

3. In regards to accurate reporting and use of measures of effectiveness,
we recommend the department be held accountable for developing
meaningful measures of effectiveness and that the department,
governor, and Legislature utilize the performance data for actual
decision-making regarding budget and resource allocation. We also
recommend that both agencies and decision-makers receive adequate
training on how to effectively utilize performance-based budgeting
and apply performance measures to the allocation or management
of resources in the public sector. The Budget Division should set
an example for other departments by accurately performing the
variance analysis required under Section 37-75, HRS, to maximize
effectiveness of the State’s performance-based budgeting process.
The Budget Division, as the agency responsible for optimizing the
expenditure of all public funds by developing meaningful budgets
and plans, should review its own performance targets on an annual
basis to ensure they are realistic and relevant to divisional goals;
the division should also report accurate performance results and
information.

Inattention to
Information
Technology
Management
Exposes the
Department to
Unnecessary Risk

We performed a high-level assessment over the Department of Budget
and Finance’s information technology (IT) controls and management
practices, primarily as they relate to the department’s financial
administration and budget processes. Based on our review, the
department has inadequate security controls to ensure its data is protected
from unauthorized access and environmental factors, thereby exposing
the department to unnecessary risk. Furthermore, the department is
not effectively using its Microsoft Dynamics accounting application,
inhibiting the efficiency of its cash and investment process and increasing
the risk of manual errors.
The department uses numerous applications for both state budgeting
purposes and the department’s own financial management. Most of the
department’s applications were developed and are hosted by the DAGS
Information and Communication Services Division (ICSD).
The Information and Communication Services Division is the central
information processing and communications service organization for all
state executive departments and agencies. Although ICSD is responsible
for maintaining and operating the budgeting applications it hosts for the
department, the department is responsible for user security administration
of the applications.
The department’s budgeting applications include the Budget Request
System (eBUDDI), Capital Improvement Project System (eCIP),
Revenue System (eREV), eVARIANCE System, eANALYTICAL
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System, eTITLES System, and eXwalk System. These applications are
web-based and most are accessible by state departments and agencies
so they may submit budget plans for the coming fiscal period. The
applications are all administered and maintained by ICSD at its data
center.
Some budgeting applications are not web-enabled and are primarily
used internally by the department for financial management and state
budgeting purposes. These include the Interest Allocation System, State
Cash Management Improvement System, Bond Allocation Tracking
System, Bank Reconciliation System, Collateral & Securities Inventory
System, Budget Request System, and Capital Improvement Project
System. These applications are all hosted on a mainframe managed by
ICSD at its data center.
Internally, the department hosts three applications, which are
administered by the department’s IT staff. Two Microsoft Access
applications are stored on a fileshare on an internal file server at the
department – the Bond and Coupon Redemption System and the Bank
Return Item & Miscellaneous Adjustment System. The applications
were developed by ICSD and any maintenance is handled by ICSD. The
department’s financial accounting is performed via a third, Microsoft
Dynamics, application hosted on the department’s internal network. The
department’s IT staff is responsible for maintenance and operation of the
Microsoft Dynamics application.

The department’s IT
security and controls
must be improved
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The department is responsible for certain IT controls, including:
•

Regularly reviewing end user access to sensitive applications to
ensure access is commensurate with job responsibilities;

•

Establishing controls to secure and monitor direct access to
data for applications it maintains such as Microsoft Dynamics
(the application used for the department’s cash/investments
accounting system);

•

Implementing adequate password controls to prevent sharing or
easy guessing of end user passwords;

•

Having adequate physical security and environmental controls to
safeguard sensitive financial systems from hacking or theft; and

•

Implementing off-site rotation or replication of financial data to
prevent the total loss of financial information for applications it
maintains, such as Microsoft Dynamics.
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We observed a number of deficiencies in the department’s IT
management and controls, which expose its sensitive information to
unnecessary risk.
No regular review of access to sensitive applications
The department does not conduct a regular review of user access to
its sensitive applications, including Microsoft Dynamics, the Budget
Division’s seven electronic applications (e-applications), and the
mainframe applications maintained by ICSD. Based on our review
and discussions with key staff, we noted that there is no established
procedure for the department to regularly review end user access to
sensitive applications. The department relies on ICSD to perform all ITrelated work for the e-applications. However, although ICSD maintains
the e-applications, it is the department’s responsibility, as the application
owner, to perform user access reviews. As a result of the lack of review,
the Budget Division is unable to determine whether or not end users are
only allowed enough access within the system to perform their job duties
and that no segregation of duties issues exist. Unauthorized access to
e-applications and mainframe applications may exist within the systems,
which could potentially lead to erroneous or fraudulent activity on the
systems.
Inadequate password controls and access monitoring for Microsoft
Dynamics
Password controls for the Microsoft Dynamics application are inadequate
compared to industry standards. While there is a required minimum
password length of seven characters, there are no controls for password
age, history, or complexity. There is no monitoring of direct data access
for the Microsoft Dynamics application or any established procedure for
monitoring such access. Consequently, the funds custody manager is
unable to determine whether any unauthorized access or changes were
made to the Microsoft Dynamics application data—the department’s
primary accounting system for cash and investments. Because of limited
activity with the application, it is not considered a high risk by the funds
custody manager or department’s IT group. However, lack of adequate
password controls increases the risk of password sharing or easy-toguess passwords. It also increases the risk of unauthorized access to the
Microsoft Dynamics application, particularly in conjunction with the
lack of access monitoring. Such unauthorized access could lead to errors
or fraudulent activity which may cause material errors in the financial
reporting process.
Inadequate server room controls
We found there were inadequate physical security and environmental
controls in the department’s server room. The server room is behind
a locked door but access to the room can be obtained by taking the
key, which is hung in an open area in one of the department’s offices.
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According to the department’s IT personnel, the department uses a
converted office as its server room and did not consider installing or
implementing physical controls based on its assessment that there was
low risk of unauthorized access to the server room as well as budget
constraints. However, a simple control such as assigning the server
room key to a designated IT or other responsible employee could be
implemented at little to no cost, and would help protect the department’s
systems from unauthorized access, theft, or fraud.
In addition, while the server room does have air conditioning from
the building, it does not have any other type of control to prevent
environmental damage from occurring. There are no heat sensors,
moisture sensors, or fire suppression systems. While there may be
structural or other challenges to implementing such controls, given the
critical nature of the department’s systems and data and the potential
consequences if environmental factors were to cause systems failure or
damage, the department should identify and evaluate possible control
options and implement reasonable controls to help protect its vital
information.
No off-site rotation of backup media
There is no off-site rotation of backup media. Backup media are merely
stored in the department’s server room. The Microsoft Dynamics
application is maintained by FAD, and FAD personnel were not aware of
the best practice in IT to rotate backup media off-site. If a fire or other
disaster takes place, the department could potentially lose all financial
data for the Microsoft Dynamics application, especially in light of the
department’s inadequate physical and environmental controls for the
server room.

Ineffective use
of the Microsoft
Dynamics accounting
application inhibits the
department’s cash and
investment process

It is generally best practice to use technological resources to increase
productivity and efficiency, particularly for existing resources.
The department utilizes Microsoft Dynamics as its accounting system
for cash and investments. However, current Treasury Management
Branch personnel responsible for performing the accounting and utilizing
the system have not received in-depth training on the application.
Consequently, the department does not believe it is maximizing the
capabilities of Microsoft Dynamics and is unsure whether there are other
ways it could use the program to gain efficiencies in maintaining and
reporting investment information.
The department currently enters investment information into both
Microsoft Dynamics and a separate Excel spreadsheet, also used as a
sub-ledger. The information entered into Microsoft Dynamics includes
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a unique reference number assigned by the department and description
of the investment, purchase date, maturity date, principal, and interest.
However, the yield maintained in the Microsoft Dynamics program is
not the actual yield for the investment, but a system-calculated yield.
According to the FAD administrator and funds custody manager, they
believe the yield calculated in Microsoft Dynamics is incorrect but are
unsure how it is calculated or how to correct it.
The information the department enters into the Excel spreadsheet
includes the bank, type of investment, investor group, investment
number, investment date, due date, amount purchased, matured amount,
balance, realized interest, realized cumulative interest, and projected
interest allocation.
There is some difficulty in tracing the information from the Microsoft
Dynamics system to the Excel spreadsheet and the investment statement
since investments are recorded in Microsoft Dynamics using a unique
reference number assigned by the department. To determine the link
between the Microsoft Dynamics information, the Excel spreadsheet, and
the investment statement, the Treasury Management Branch prepares a
separate monthly schedule showing the department’s unique reference
number and the corresponding CUSIP (Committee on Uniform Security
Identification Procedures) identifier. The CUSIP identifier is a unique
alphanumeric identifier given to securities and issuers. However, we
noted that the monthly schedules are not always retained. Consequently,
if a subsequent review is necessary but the monthly cross-referencing
schedule was not retained, it could be difficult to agree or reconcile
the investment information from Microsoft Dynamics to the Excel
spreadsheet and the investment statements. Since the Excel spreadsheet
is used as the basis for the information entered into the interest earnings
allocation system (a separate system used to calculate monthly interest
to be allocated to departments and agencies participating in investment
pools) the department should ensure the information is accurate.
According to the funds custody manager, FAD staff received basic
training on the application when Microsoft Dynamics was installed
in August 1999. However, the primary FAD users at the time of
implementation have all retired and the current personnel primarily
responsible for utilizing the application have not received training.
The lack of training may create inefficiencies with regards to the
maintenance of accurate investment information. As department
personnel cannot adequately use the Microsoft Dynamics application,
they also maintain the Excel spreadsheet, which requires additional time
that could be spent on other tasks, such as those that were identified as
neglected or delayed in our previous findings. Also, due to the lack of
corresponding identification numbers between the data in Microsoft

67

Chapter 2: The Department’s Lack of Leadership and Accountability Puts the State’s Funds at Risk

Dynamics and the Excel spreadsheet, FAD is required to spend additional
time preparing the monthly cross-referencing schedule. These additional
manual procedures not only decrease efficiency of the process but also
increase the risk of errors occurring.

Recommendations
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We recommend that the Department of Budget and Finance improve
management and controls over its IT system by:
•

Establishing a periodic review of user access to electronic
applications and mainframe applications. For e-applications,
a list of user accounts with access levels should be requested
from ICSD and distributed to all departments’ representatives for
review. For the mainframe applications, the department should
request the list of users for each application and have division
managers review the lists for proper access levels.

•

Implementing controls to secure and monitor direct access to the
Microsoft Dynamics database.

•

Enabling additional password settings for the Microsoft
Dynamics application, including password age, history, and
complexity. The department should utilize these settings to
provide reasonable assurance that passwords are not easy-toguess and force users to periodically change their passwords.

•

Identifing physical security and environmental control
alternatives and performing a risk assessment and cost-benefit
analysis to determine what controls are reasonably necessary
to protect the department’s systems and information. The
department may consider moving the server room to a more
secure location or implementing additional physical security
controls, such as closed circuit televisions monitored by building
security or motion sensors within the server room. Possible
environmental controls include installation of smoke detectors,
fire extinguishers, heat sensors to detect systems overheating,
or moisture sensors to detect flooding or high humidity.
Implementation of unfeasible or cost-prohibitive measures
is not required; however, the department should identify and
implement economically viable controls to ensure its financial
systems and data are reasonably protected.

•

Establishing an off-site rotation of backup media (or off-site
replication of data) for the Microsoft Dynamics application to
prevent potential loss of financial data.
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We also recommend that the Treasury Management Branch undergo
Microsoft Dynamics training to take full advantage of the investment
tools and capabilities of the Microsoft Dynamics system. We further
recommend that the department keep abreast of technological efficiencies
that other states are using to maintain investment information.

Conclusion

As the agency primarily responsible for fiscal planning and management
for the State, the Department of Budget and Finance is integral to
the operation of our state government. However, the department’s
procedures and practices raise questions as to how effectively the
department is managing the State’s funds. Furthermore, these
deficiencies leave the department vulnerable to both unexpected as well
as foreseeable challenges. The recent downturn in the national and
global economies has highlighted the deficiencies in the department and
made the potential consequences of those deficiencies a reality. Although
other governments and entities across the nation have been affected
by the economic slump, the impacts on the department—including
the significantly reduced value and availability of funds in the state
treasury and the department’s inability to perform essential duties
following employee turnover and position freezes—have been alarming,
exacerbated by the department’s failure to fulfill basic responsibilities.
While the current financial crisis facing our State is attributable in part
to external economic factors, the department must be held accountable
for its role. Financial and economic conditions are variable and
unpredictable by nature, and it is the responsibility of those charged
with fiscal management to be prepared for such changes, particularly
the declines. The director of finance must initiate improvements in the
department to ensure she is satisfying her statutory responsibilities and to
better prepare the State to weather future economic challenges.
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Chapter 3

Independent Accountant’s Report on Internal
Controls
This chapter presents the independent accountant’s report issued by
Accuity LLP on the design and operating effectiveness of internal
controls over the Department of Budget and Finance’s financial
accounting and reporting processes for the fiscal year ended June 30,
2009.

Independent
Accountant’s
Report

To the Auditor, State of Hawai‘i:
We have examined the effectiveness of the State of Hawai‘i,
Department of Budget and Finance’s (the department) financial
accounting and financial reporting processes and related
internal controls for the fiscal year ended June 30, 2009. The
department’s management is responsible for maintaining
effective financial accounting and financial reporting processes
and related internal controls. However, we did not request,
and the department’s management did not provide us, a written
assertion about the department’s financial accounting and
financial reporting processes or related internal controls for the
fiscal year ended June 30, 2009. Our responsibility is to express
an opinion on those processes and related internal controls based
on our examination.
Our examination was conducted in accordance with attestation
standards established by the American Institute of Certified
Public Accountants and the standards applicable to attestation
engagements contained in Government Auditing Standards
issued by the Comptroller General of the United States and,
accordingly, included examining, on a test basis, evidence
supporting the department’s financial accounting and financial
reporting processes and related internal controls and performing
such other procedures as we considered necessary in the
circumstances. We believe that our examination provides a
reasonable basis for our opinion.
A material weakness is a significant deficiency, or combination
of significant deficiencies that results in more than a remote
likelihood that material noncompliance with the specified
requirements will not be prevented or detected. A significant

71

Chapter 3: Independent Accountant’s Report

deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the department’s ability to
comply with the specified requirements such that there is more
than a remote likelihood that noncompliance with the specified
requirements that is more than inconsequential will not be
prevented or detected by the department’s internal control.
We identified several significant deficiencies and material
weaknesses which are described in Chapter 2 of this report.
In our opinion, because of the effects of the material weaknesses
described in Chapter 2 of this report on the achievement of
the objectives of the control criteria, the department has not
maintained effective financial accounting and financial reporting
processes and related internal controls for the fiscal year ended
June 30, 2009.
This report is intended solely for the information and use
of the State Auditor, the Hawai‘i State Legislature, and the
department’s management and is not intended to be, and should
not be, used by anyone other than these specified parties.
/s/ Accuity LLP
Honolulu, Hawai‘i
January 19, 2010
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Response of the Affected Agency

Comments on
Agency Response

We transmitted drafts of this report to the Department of Budget and
Finance on February 19, 2010. A copy of the transmittal letter to
the department is included as Attachment 1. The response from the
department, including its attachment, is included as Attachment 2.
In its response, the department expressed its dismay with our report,
stating that our report is improperly labeled a financial examination and
is “replete with false and misleading statements.” These claims are both
offensive and baseless. Aside from an accompanying memorandum
from the attorney general, which we address later in this commentary,
the department offers little meaningful explanation as to how our report
is false or misleading, often offering no explanation at all. Moreover,
through its responses, the department frequently displays its lack of
understanding of relevant issues.
In contrast, our work is subject to strict standards and scrutiny. The
examination, conducted with the certified public accounting firm of
Accuity LLP, was performed in accordance with generally accepted
government auditing standards (Government Auditing Standards) issued
by the Comptroller General of the United States. Those standards
require that we plan and perform the examination to obtain sufficient
and appropriate evidence to provide a reasonable basis for the findings
and conclusions expressed in our report. For this engagement, such
evidence included not only statements and representations by the director
of finance, department administrators, and relevant personnel, but also
extensive review of departmental systems, documents, and records and
walk-throughs and observations of actual procedures and practices. In
addition, Government Auditing Standards require us to conduct our
engagement in accordance with strict ethical principles.
Unlike the department’s response to our report, we counter the
department’s claims with specific arguments backed by identifiable and
well-documented evidence.

Department’s response displays its lack of
understanding of auditing standards and principles
Classification of our report as a financial examination is proper
The department began its response by claiming that our report is
misleading in being entitled a financial examination. However, the term
is based on Government Auditing Standards—the same standards we
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adhered to in conducting the engagement. Those standards classify an
examination as a type of attestation engagement that “can cover a broad
range of financial or nonfinancial objectives” and “consists of obtaining
sufficient, appropriate evidence to express an opinion. . . .” As clearly set
forth in our report, the primary objectives of the examination were:
1. To examine the effectiveness of the financial accounting and
financial reporting processes and related internal controls of the
department; and
2. To assess the adequacy, efficiency, and effectiveness of the
department’s organizational structure, systems, procedures, and
practices over its financial administration functions.
(emphasis added).
Chapter 3 of the report contains the independent opinion issued by
Accuity LLP on the department’s internal controls over its financial
accounting and reporting processes. Government Auditing Standards
also expressly require auditors conducting attestation engagements to
report any material weaknesses and significant deficiencies in internal
controls. Consequently, it would in fact be inaccurate and misleading not
to refer to the report as a financial examination. As for the department’s
classification of our engagement as an “operational review,” the
department provided no definition or explanation of the term and we
are unaware of the existence of such classification in the Government
Auditing Standards.
Department’s comparison of financial examination to CAFR audit is
misguided
The department appears to have confused the term financial examination
with financial statement audit, which demonstrates its lack of
understanding of audits in general and the differing scopes involved.
This confusion is further exemplified by the department’s claim that our
opinions are inconsistent with findings of annual independent audits.
The annual audit referred to by the department is the financial statement
audit of the State’s Comprehensive Annual Financial Report (CAFR).
That audit and our examination are both conducted in accordance
with Government Auditing Standards, which provide clear but distinct
descriptions of each type of engagement.
Consistent with our objectives stated above, our examination involved
obtaining sufficient, appropriate evidence relating to the effectiveness
of the department’s financial administration internal controls, systems,
procedures, and practices with the specific purpose to express an
opinion on whether these controls, systems, procedures, and practices
are functioning effectively and in compliance with applicable laws
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and policies. In contrast, the audit of the CAFR is focused on the fair
presentation of the State’s financial statements, which are ultimately the
responsibility of the State. Government Auditing Standards specifically
provide that the “primary purpose of a financial statement audit is to
provide reasonable assurance through an opinion about whether an
entity’s financial statements are presented fairly in all material respects
in conformity with generally accepted accounting principles.” Unlike
our examination, the CAFR audit provides no assurances related to the
State’s internal controls or its compliance with laws and regulations. The
actual independent auditors’ opinion further states:
An audit includes consideration of internal control over financial
reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the State of Hawaii’s
internal control over financial reporting. Accordingly, we express no
such opinion. (emphasis added).

The Report on Internal Control Over Financial Reporting and On
Compliance and Other Matters, issued in conjunction with the
annual CAFR audit, specifically states that “providing an opinion on
compliance with [certain provisions of laws, regulations, contracts, and
grant agreements] was not an objective of our audit, and accordingly,
we do not express such an opinion.” Furthermore, the most recent
internal control report issued for FY2008 actually includes a material
weakness relating to the State’s holdings of auction-rate securities
(ARS). Although the internal control report did not evaluate ARS
holdings with as much scrutiny as our present examination due to its
different scope and purpose, the report did include elements consistent
with our examination findings, even recommending that “B&F should
also perform a regular review of the investment pool to ensure that the
investments are in alignment with the objectives and requirements of
the State’s Treasury Investment Policy.” Contrary to the department’s
unsupported claims, previous audits of the CAFR do not conflict with our
findings.
Reliance by department on Standard & Poor’s credit rating report
displays lack of understanding of auditing standards
Similarly, the department contends our report should have relied on a
February 3, 2010 Standard & Poor’s “credit rating report” which notes
that the State’s management practices are “good.” Such an assertion
once again demonstrates the department’s utter lack of understanding
of Government Auditing Standards, basic audit principles, and the
purpose and scope of ratings reports. What we did rely on were
various objective criteria, as well as our own systematic examination of
department-provided information as required by applicable standards
and principles. Moreover, while claiming we should have relied on
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that single ratings report as an objective source of information, the
department overlooked reports by two other ratings agencies dated
February 2 and 3, 2010—Fitch Ratings and Moody’s Investor Services,
respectively—that assigned a “negative” outlook to Hawai‘i’s general
obligation bond ratings. Those reports indicated that the negative
outlook reflected the State’s narrowed financial operations and limited
flexibility underscored by reduced reserve levels, funding gaps, and
liquidity challenges.

Auction-rate securities and investment oversight by
department is deficient
The present condition of the state treasury and surrounding
circumstances are key indicators of the validity of our specific findings.
As detailed in our report, the circumstances related to ARS highlight the
numerous deficiencies in the department’s oversight and accountability in
managing the treasury. The department attempts to compare the State’s
situation with “numerous other states, municipal entities, and fortune 500
companies” who were “all impacted by the freeze and collapse of the
ARS market.” Our report acknowledges that many other investors across
the nation have been impacted by holding ARS; however, few have been
impacted to the same extent as Hawai‘i. As mentioned in our report,
the State currently holds approximately $1 billion of the total $330
billion ARS market. As an objective basis of comparison, a national
valuation services firm has published a survey of public companies with
ARS holdings compiled from searches of public record filings as of
September 30, 2009. Of 430 public companies identified as holding ARS
with a total par value of $21 billion, the highest par value of ARS held by
a single company was $1.1 billion; the remaining top four ARS holders
held par values at or below $500 million. Thus, it should not come as
any surprise that the State’s ARS situation has garnered attention on a
national level.
The primary significance of the State’s ARS holdings is that the
department continued increasing those investments due to their higher
yields despite increasing risk, in direct conflict with its own investment
policy providing that yield is of secondary importance to safety and
liquidity. These facts are indisputable, and the department has not
disputed them. Moreover, the department escalated those investments
without exercising basic, prudent investment principles—they did
not gain a full understanding of the securities, did not perform a risk
assessment or cost-benefit analysis prior to purchase, and invested almost
30 percent of the State’s investment portfolio in that single investment
type.
The department responded to our finding that it did not evaluate risks
prior to more than doubling its ARS investments in FY2008 by stating

76

that it evaluates investment risk on an ongoing basis. During our
examination, however, the FAD administrator and relevant personnel
repeatedly told us that they did not perform any risk assessment or
cost-benefit analysis prior to purchasing ARS. Instead, the department
relied on the fact that ARS was listed in the statute as an acceptable
type of investment and decided to increase investments based on the
higher yields. For instance, the email below is the FAD administrator’s
response to an email inquiry as to what type of assessment of risk/cost/
benefit was done in deciding to increase ARS investments in FY2008.

The department also claims that it could not have known or understood
the risks when it escalated ARS investments in FY2008. However, as
laid out in Exhibits 2.10 and 2.11 of our report and the corresponding
discussion, had the department simply obtained and reviewed copies
of the offering documents prior to purchase, it should have been
aware of the considerable risks. Further, had the department heeded
the investment guidelines and limitations in the statute and its own
investment policy, it may not have invested such significant amounts
in this one type of investment. In response to our finding that the
department’s FY2008 purchases of ARS violated the investment
policy’s diversification requirements, the department simply stated
that the policy allows for exceptions. Our report specifically describes
that exception provision, which provides that exceptions “shall be
approved by the [FAD] Administrator prior to being executed” and that
“significant exceptions shall also be approved in advance by the Director
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of Finance.” However, despite the department’s current implications to
the contrary, key department personnel—including the director and FAD
administrator—have repeatedly stated that the director and administrator
were not consulted prior to increasing ARS investments in FY2008
and did not approve in advance the deviation from the 20 percent
limit. For example, in response to one such inquiry via email, the FAD
administrator stated that he was “informed” of the increased holdings and
that the director was not consulted prior to the increase.

Such breaches of policy limitations were not particular to ARS—
Exhibit 2.7 of our report illustrates other breaches that occurred in
FY2009 without prior approval from the director or FAD administrator.
This is not surprising, however, since as detailed in our report, the
department’s procedures do not monitor for compliance prior to
investment purchases; any compliance monitoring is performed at
month-end after purchases have already been made.
The department’s statement on page 12 of its response that “[t]he FAD
administrator and Director are apprised and exercise the appropriate
control over the investment activities of the Department” is therefore
puzzling. It seems either the department is making false statements or
its director and management are unfamiliar with the requirements of its
investment policy and of basic oversight and monitoring procedures.
Attorney General memorandum confirms that ARS presently do not
comply with statute
In its response, the department takes issue with our finding that the
State’s ARS holdings do not comply with state law, relying primarily
on a March 1, 2010 memorandum from the attorney general (AG
memorandum) as support. However, the department’s contentions
are flawed for a number of reasons. First, although the department
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characterizes our report as “misleading as it purports and insinuates that
non-compliance has occurred,” it seems the department’s assertion is
misleading since it is indisputable that the State’s ARS currently do not
comply with state law. As set forth in our report, because many of their
ratings have dropped below AAA, they clearly do not comply with the
statutory requirement that investments maintain a AAA rating. The AG
memorandum itself appears to confirm that ARS presently do not comply
with statute. In answering the question of whether the State is required
to dispose of its ARS in the negative, the AG memorandum cites case
law recognizing that an agency cannot be ordered or made to comply
with a mandatory statutory deadline where it proves it is impossible to
do so. As an aside, we have not made any recommendations or even
suggested that the State dispose of any ARS.
Second, the AG memorandum is merely an interpretation of the
statute, and we respectfully disagree with this interpretation for the
following reasons. As the AG memorandum states, the rules of statutory
construction are well-established. The Hawai‘i Supreme Court language
cited in the AG memorandum sets forth the foremost rule—that the
meaning and intent of a statute must be “obtained primarily from the
language contained in the statute itself,” read “in the context of the
entire statute . . .” Here, the relevant language of Section 36-21, Hawai‘i
Revised Statutes (HRS), is clear and unambiguous. The statute, entitled
Short-term investment of state moneys, provides a list of allowable
investment types immediately followed by a general provision that
they are allowable “provided that the investments are due to mature not
more than five years from the date of investment.” Because the State’s
student loan-backed ARS have clearly stated maturity dates that exceed
five years, there is no ambiguity in the statutory language as it applies to
ARS.
However, instead of applying the plain language of the statute, the AG
memorandum makes a number of vulnerable presumptions to reach
its conclusion that the maturity limit is inapplicable to ARS. In doing
so, the memorandum compares ARS to various investments that have
no stated maturity dates, and even goes so far as to liken ARS to bank
savings accounts. Attempting to analogize ARS to such investments is
absurd as they are clearly distinguishable based on a number of factors,
including the fact that ARS do have stated maturity dates. The AG
memorandum also delves into an extensive review and interpretation
of the statute’s legislative history, going back to its enactment in
1945. Not only does the cited history support an interpretation that the
five-year maturity limit should apply to ARS, but such an analysis is
inappropriate here. As the AG memorandum recognizes, extrinsic aids
such as legislative history should only be used to interpret legislative
intent when the statutory language is ambiguous. The relevant language
of Section 36-21, HRS, is clear. The statute contains no language
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suggesting the maturity provision does not apply to certain investments
or in certain circumstances; rather, a plain reading indicates the provision
applies to all investments made by the department under this statute.
Third, the AG memorandum, whether correct or not, would have more
significance had it been obtained at the time the department escalated
its ARS investments in FY2008, or at least during the course of our
examination when the issue of legality was repeatedly raised to the
department. We requested from the department any documentation it had
related to ARS, including anything related to the issue of compliance.
However, the AG memorandum, dated the same day as the department’s
March 1, 2010 response to our draft report, was the first document the
department provided to us on the issue. The fact that the department did
not obtain a written opinion from the attorney general on this issue prior
to the date of its response underscores the main point of our report—that
the director is not exercising sufficient oversight to ensure proper
management of the state treasury.
Auction-rate securities are long-term debt investments, not shortterm investments
Regardless of the attorney general’s interpretation as to the applicability
of the maturity provision to ARS, the actual maturities of ARS are now
abundantly clear. The AG memorandum acknowledged that:
1) “Auction rate securities ‘are long-term debt investments’”
[page 7];
2) The State is “dealing here with a circumstance in which market
forces have changed significantly from what they were when the
assets were purchased” [note 10];
3) “Auctions need to be held for ARS investment products to function fully” and “to the best of our understanding, auctions have
not been held since” February 2008 [note 3]; and
4) The State “presently holds” ARS that “for the most part, it has
not been able to sell since February 2008, and as a consequence
some of the SLARS have had to be held for more than five years
. . .” [pages 1-2]
The department stated on page 8 of its response that it “fully understands
the maturity structure of its investments” and that our recommendation
that it gain such an understanding was unnecessary. However, through at
least June 30, 2009, the department continued to show the next auction
date as the maturity date for ARS on its internal investment schedules,
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even though auctions had failed since February 2008—more than 15
months prior. Further, despite resounding information to the contrary, the
department persists in maintaining the fallacy that ARS are comparable
to short-term investments. On page 4 of its response, the department
states that ARS earn a higher rate of interest “as compared to one-year
or shorter investments,” suggesting that this is somehow positive for
the State. These statements by the department highlight its distorted
perspective on the State’s ARS circumstances.
Department’s arguments addressing ARS liquidity and write-down
are hypocritical and uninformed
The department’s remaining arguments to our ARS findings are likewise
unsound. In contesting our findings that the department’s nearly $1
billion investment in ARS is illiquid and impaired by $114 million as
of June 30, 2008, the department is both hypocritical and uninformed.
First, the department disputes our finding that the ARS are illiquid and
impaired by citing a February 2010 sale of $10 million of ARS at par
value. The sale of 1 percent of the almost $1 billion holdings in ARS
since February 2008 hardly proves liquidity. The director’s claim of
liquidity contradicts its own response as the attached AG memorandum
notes that it “was asked to address the SLARS [student loan auction-rate
securities] the State has not been able to sell . . .” The AG memorandum
actually closes by noting that “. . . billions of dollars of investments
in SLARS would be illiquid after February 2008 because the auctions
fundamental to their proper functioning were no longer occurring.”
Second, the director asserts that when the State receives principal
payments or sale proceeds on ARS, the State realizes an actual gain.
However, the only way to recognize gains on these transactions at par is
to accept that they were impaired to begin with. Ironically, the director
of finance renounces the initial impairment on auction-rate securities, yet
readily touts the subsequent recapture of these losses as “gains.”
Third, and most importantly, regardless of any principal repayments or
sales, the State’s $1 billion investment in ARS as of June 30, 2009, has
been written down by approximately $255 million, or 25 percent. The
department conveniently fails to mention or address this fact despite
being provided with the valuation back in December 2009. Further,
while the director continues to dispute any write-down, we point out that
the valuation was paid for by the department itself, conducted by the
department’s own broker, and accepted and approved by the department
and the State for inclusion in its FY2009 CAFR.
The director of finance would like the public to believe that this most
current valuation is a meaningless “paper” loss and is only an estimate of
potential loss if the State were to sell its entire ARS holdings. However,
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this point of view is misleading and displays a lack of understanding of
the purpose of financial reporting. The State reports all of its investments
at “fair value” as prescribed by Governmental Accounting Standards
Board (GASB) Statement No. 31, Accounting and Financial Reporting
for Certain Investments and for External Investment Pools. In discussing
the relevance of “fair value,” GASB Statement No. 31 states:
Fair value provides users with information to help them assess a
government’s accountability. . . . The Board also believes fair value
is the more relevant and faithful representation of the asset and more
accurately reports the resources available to provide services because
it portrays the market’s estimate of the net future cash flows of
investments, discounted to reflect both time value and risk.

It is also probable that the state treasury will be affected by having a
significant percentage of its moneys tied up for seven to 35 years and
may not have available funds to cover its anticipated cash disbursements.

Funds in demand deposit checking accounts are not
investments
Our report notes that the department “does not perform formal cash
projections and has retained significant cash balances that could have
been invested.” It continues that approximately 10 percent of the State’s
reserve balances are held in non-interest bearing accounts and that
these significant amounts result in lost potential interest income. The
department responded that these statements are not supported by fact and
that this demonstrates we do not have a clear and accurate understanding
of the department’s investment practices. The department further
emphasized that all of the funds in the State Treasury are invested at all
times.
However, this response highlights the department’s misunderstanding of
its own accounts and a misinterpretation of our finding. First, in stating
that all funds are invested at all times, the director is claiming that the
significant balances sitting in minimal-yield demand deposit checking
accounts constitute “investments.” While most of this balance does
earn interest (at rates ranging from 0.03 percent to 0.16 percent for June
2009), it is the responsibility of the department to formally project cash
needs, which would enable it to invest more of those funds in short-term
and generally higher-yield investments. Moreover, the director is either
unaware, or unwilling to admit, that not all of the funds in its “interest
earning demand deposit checking account” actually earn interest. Each
of the State’s bank accounts specifically set aside a 10 percent “reserve”
that earns no interest. Those reserve balances are identified on the
monthly bank statements.
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Department’s claims of false, misleading, and inaccurate
statements are unfounded
In its response, the department commented extensively on our report
and stated that it “repeatedly states false, misleading, and inaccurate
statements to promote faulty conclusions.” However, when disputing
specific points, in most instances the department simply stated they
were false or inaccurate without much explanation, or misconstrued and
misrepresented relevant facts. The following are only a few of the more
glaring attempts by the director to dispute our findings and undermine
our credibility by presenting unsupported claims or select pieces of
incomplete information.
1) The department includes the following excerpt of our broader finding
on the ineffective use of its cash and investment accounting system
(Microsoft Dynamics) and claims it is inaccurate:
However, the yield maintained in the Microsoft Dynamics program is
not the actual yield for the investment, but a system-calculated yield.
According to the FAD administrator and funds custody manager, they
believe the yield calculated in Microsoft Dynamics is incorrect but
are unsure how it is calculated or how to correct it.
The department first notes that the FAD administrator never made
the statement. However, during a meeting in August 2009, the
funds custody manager did make the statement noted in our finding
to us in the presence of the FAD administrator, who made no
objections or corrections to the fund custody manager’s statement
during the meeting. We accordingly attribute this belief to both the
funds custody manager and the FAD administrator and stand by the
statement in our report. Ironically, the department’s response then
confirms that the yield is, in fact, incorrect but that it is only limited
to one report. Of course, the department ignores the overall focus of
the finding, which are the inefficiencies resulting from the fact that
the department has to also input the investment information into an
Excel spreadsheet then reconcile both Microsoft Dynamics and the
spreadsheet to the investment statements.
2) The department refers to a statement in our report attributed to the
FAD administrator and funds custody manager that cites falling
state revenues and low yields on available investments as the
reason they decided to maintain greater liquidity. The department
claims that these individuals never referred to low yields as a
reason for liquidity; however, our documented interview notes
prove otherwise. Both of these individuals made these statements
several times throughout the examination and the statements were
confirmed at meetings held on August 5, 2009 and August 17, 2009.
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The department’s response confirms that a high percentage of the
State’s excess cash is on deposit in the interest earning demand
deposit checking account because the amount of taxes, fees, etc.,
that the State collects and deposits daily to cover cash needs has
been substantially reduced. However, during our interviews, the
individuals above also explained that their projections of cash needs
are only rough estimates and that the yields on potential investments
were so low that it was not worth transferring funds from these bank
accounts.
3) Further, the department inexplicably disputes our finding that its
process of obtaining bank and broker quotes is informal by stating
that “while this procedure may not be written in a document, it is a
formal process that is followed.” The fact that the director equates
undocumented procedures with a formalized process emphasizes her
casual approach to managing the State’s funds.
4) The department contends our finding that it does not formally review
the investment policy on an ongoing basis is false. The department
states it reviews the policy on an ongoing basis; however, the simple
fact that the policy is dated 1999 seems to belie this claim. We stand
by our finding as the FAD administrator repeatedly stated the last
formal review and update of the policy took place in 1999, with only
an informal review taking place in 2002 since that date.
The department’s response does concede that it needs to improve in
numerous areas. For a number of findings, the department acknowledged
their validity and stated that procedures or actions were not done
due to staffing and resource challenges. Similarly for many of the
recommendations, the department indicated it would try to implement
them as “staffing,” “resources,” and “time” permit. The department’s
apparent perspective that performance of essential functions and
procedures is optional underscores the primary message of our report—
that the director is not doing enough to ensure the department is meeting
its fiscal responsibilities.
While the director’s response accuses our report of being “an undeserved
attack on the hard working men and women of this department,”
we reiterate our overall conclusion that The Department’s Lack of
Leadership and Accountability Puts the State’s Funds at Risk. The
director’s deflection of our findings to her staff and away from herself
only serves to highlight our concern. Additionally, the department urges
that our failure to substantially amend the report would “be a gross
disservice to the public and could mar our hard-earned reputation as a
prudent fiscal manager of the public’s resources.” We fail to see how
ignoring risks and chasing yields on the way to tying up over $1 billion
of state funds has not already accomplished this.
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As the department was apprised, our audit/examination process includes
providing agencies with an opportunity to review a confidential draft
report prior to official release. The two primary interrelated purposes
for this step are to: 1) afford agencies an opportunity to respond to our
findings, conclusions, and recommendations; and 2) modify the report as
necessary to address agency comments that are valid and supported with
sufficient, appropriate evidence, consistent with Government Auditing
Standards. Based on our evaluation of the department’s response, our
final report contains a few minor changes to address any valid and
supported comments from the department. However, as the bulk of the
department’s comments were unsupported and at odds with the evidence
obtained during our examination, we stand by the substantive findings
and conclusions in our draft report.
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